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“The neo-liberal experiment has failed. The widespread deregulation of markets has 
led to financial crisis and mass unemployment. The contributors to this volume are 
Keynesian economists who for decades have resisted the neo-liberal onslaught. They 
believe that governments have the ability and duty to ensure full employment and 
decent pay for all. Their optimism is sorely needed.”

— Emeritus Professor Robert Rowthorn, University of Cambridge, UK

“The socioeconomic and political context has been carefully interwoven through 
these different essays relating to social justice, a widely debated topic in this day 
and age. It is impressive how the authors have developed Christian thought and 
the Christian call for social-welfare, prompting the reader to social-awareness and 
social-consciousness.”

— The Most Reverend Dr Philip L Freier, Primate of Australia

“This collection of essays makes an outstanding contribution to the discussion of eth-
ics and economics. It moves economics beyond the limits of the “scientific” enquiry 
and the cramped options of dualism to embrace its moral responsibilities. Halevi, 
Harcourt, Kriesler and Nevile share a sense of humanity, sometimes characteristic 
of post-Keynesian economists, and identify those human rights which must form 
part of the objectives of any economic decision. The essays incorporate into their 
 analyses ethical implications of economic goals, their priorities and the policies which 
serve these; they show that introducing ethical work practices (eg) tends to raise 
productivity rather than costs. Their a pproaches are empirical and analytical. The 
authors are especially well qualified, individually and in combinations, to comment 
on Australian institutions, within a global economy, and on mainstream as well as 
post-Keynesian analytical approaches. This invaluable project confirms their presence 
as significant leaders in developing the ethical ambitions of economics and its policies 
through a post-Keynesian oeuvre and Australian example.”

— Prue Kerr, Visitor in School of Economics, 
University of Adelaide, South Australia

“The authors of this volume studied, taught and did research to make the world a 
better place for ordinary people. If their work was often extraordinary, their motiva-
tion was typical of the generation that entered economics in the wake of the Great 
Depression and Keynes’s General Theory. Alas, their sense of economics as a moral 
endeavor, and of the work of an economist as a calling, has long since ceased to be a 
major drawing card, and economics is the worse for the absence of debate and discus-
sion of its moral foundations. Both for students just entering the field and for mature 
scholars who either never encountered or have forgotten the moral dimension, this 
volume is a timely corrective to the idea that economics can or should exist in an 
ethical vacuum.”

— Stephen A. Marglin, Walter S. Barker Professor of Economics, 
Harvard University, USA 

“Searching for gold, you must look down under. Here are riches for the questioning 
economist, perplexed by unjust policy outcomes of seemingly neutral analysis. Enjoy 
finding many nuggets of wisdom on the undervalued but inescapable impact of ethics 
and of historical-institutional context, with tributes to some true pioneers of ideas.”

— J. Gay Meeks, Senior Research Associate in the Centre of 
Development Studies, University of Cambridge, UK
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Preface

Geoff Harcourt intended to put together one more volume of selected essays 
in order to reach double figures. But then Peter Kriesler reminded him that 
since he joined the School of Economics at the University of New South 
Wales in August 2010 as a Visiting Professorial Fellow, they, sometimes with 
John Nevile, had published several joint papers. Moreover, Peter and John, 
and Peter and Joseph Halevi, had also been publishing joint papers for many 
years. All their works, whether as sole author or jointly, had important com-
mon themes. The underlying theoretical framework was essentially post-
Keynesian.1 They all stressed the importance of the underlying institutional 
framework, of the economy as an historical process and, therefore, of path 
determinacy. Money and finance were an integral part of the economy, 
with monetary variables affecting real variables and vice versa at all stages 
of analysis. In addition, all the works saw the ultimate goal of economics as 
being a tool to suggest policy – even the theoretical works were motivated 
by the desire to make the world a better place, with better being defined by 
an overriding concern with social justice. 

So arose the proposal we made to Taiba Batool that we put together four 
volumes of selected essays by “Post-Keynesian Essays from Down Under,” 
subtitled “Theory and Policy in an Historical Context.” She enthusiastically 
accepted the offer, ably assisted by Ania Wronski. We therefore set about 
putting the selections together. When Taiba left Palgrave Macmillan for pas-
tures new, she passed the project onto Laura Pacey and Rachel Sangster who, 
just as enthusiastically, oversaw the bringing together and publication of the 
four volumes. Laura, in particular, has been extremely helpful and patient in 
our journey from idea to manuscript.

Our grateful thanks go to Joan Harcourt for forgiving Geoff for breaking 
the promise never again to undertake a major research project, witnessing 
yet again her love and support of over 60 years; to Teresa, Peter’s wife, for 
her continual love and support; and to Fay, John’s wife, who, in the absence 
of a secretary, typed much of his introductions to chapters (and commented 
that the names had not changed much since the last time she did this when, 
as a young wife, she typed drafts of John’s PhD thesis).

We would also like to thank Roni Demirbag for his help in getting Joseph’s 
papers in order, and Jason Antony for his gracious and good-natured multi-
dimensional expert help in assembling the volumes.

viii



Preface  ix

Note

1. For an overview of what we consider to be post-Keynesian economics see Harcourt, 
G. C. and Kriesler, P. 2015 “Post-Keynesian Theory and Policy for Modern 
Capitalism,” Journal of Australian Political Economy, No. 75, Winter 2015, 27–41.
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Introduction to 
Ethics and Economics

John Nevile

The first essay in this volume is a very generous and gracious article on the 
part my Christian faith plays in my work as an economist. It is not my place 
to comment on this essay except to provide a little historical background. 
From the first year in which I studied economics, in 1950 at the University 
of Western Australia, I had no doubt that a person’s faith, or ideology, or 
world view should provide an underpinning for one’s work as an economist. 
This was both appropriate and inevitable. Equally appropriate and inevita-
ble was that it affected the conclusions to which one came as an economist. 
In those days of a brave new world of Keynesian economics it was easy to see 
a relationship between a faith that firmly believed in God’s concern for all 
human beings and an economics which would save Australian society from 
the horrors of the depression of the 1930s, of which I had some personal 
memories. Incidentally, the parochialism revealed in the last sentence was 
clearly there in practice, but would have been denied on principle if anyone 
had challenged me about it.

The growth from that first-year student understanding of the relationships 
between values and economics is of little interest to anyone but myself. 
Suffice to say that a graduate course on welfare economics given by William 
Baumol at the University of California at Berkeley brought me more or less 
up to date with the controversies in economic journals of the time, which 
ranged from Lionel Robbin’s position on the essential nature of economics 
to D. H. Robertson’s arguments with Paul Samuelson over the measurement 
of utility, which in my view Robertson won easily.

Be that as it may, my understanding that the Pareto concept was devoid of 
any moral content was now matched by the realization that it was equally 
useless in the context of measuring economic efficiency. It is true that 
Hicks’s synthesis of earlier work by Hotelling and Kaldor produced a crite-
rion which was for a short time influential. This criterion stated that if the 
winners could compensate the losers this indicated that national income 

1



2  Nevile, Kriesler and Harcourt

had increased whether or not compensation was paid. This proposition is 
discussed in Chapter 3 of this volume. It was soon discredited in the eco-
nomic literature when Scitovsky pointed out that if compensation was not 
actually paid income distribution could change and with the new prefer-
ences in play a change back to the original position might again indicate an 
increase in income. Since Hicks was using revealed preference analysis this 
criticism was fatal.

The next stage in my understanding of the relationship between values 
and economics was when I was able to contribute as well as learn. Fast for-
ward about 25 years to the last quarter of the twentieth century when my 
intuitive feeling that policy makers should have advisors who shared their 
values was formalized.1 Moreover, this was done in a way I had not seen set 
out in the literature. In this volume I have included, as Chapter 6, a late 
version, in which the argument is set out fully and clearly.

In one sense the argument in Chapter 6 goes further than rejecting 
the widespread view that it is possible to separate positive and normative 
 economics. Although, at least with hindsight, facts may appear to be unam-
biguous, historical records, one’s understanding of what happened may 
differ according to one’s values; “facts and values are not mutually exclusive 
categories”. This quotation, used in Chapter 10 of this volume, refers to 
what Walsh and Putman have called “the entanglement of fact, theory and 
value”.

Thus, my ideas about values and economics can be summed up as a 
progression over time of three different types. The first, for very roughly 
15 years starting in 1950, were those of a student absorbing, with increasing 
understanding, the economic literature of the time. This was followed by a 
period of making my own contribution, at first only with intuitive ideas, 
but developing into formal economic analysis in the last 15 years of the 
twentieth century. Then, in the first four or five years of the twentieth-first 
century, I learnt from others the concept of “entanglement of fact, theory 
and value” which put beautifully a very vague idea lurking at the back of 
my mind.

The first piece of my own work in this volume, Chapter 2, is an extract 
from a slim volume written in response to concerns about the ethical nature 
of an economy in which the main motivation is the love of money, or, 
more accurately, the love of things that money can buy. I have put it “up 
front” because the extracts emphasize that the benefits of a market-driven 
capitalist economy that flow from decentralized decision making, must, if 
the economy is to work, be restrained by a moral code. P. N. Junankar drew 
my attention to a quote from George Bernard Shaw which makes this point 
very effectively.

That any sane nation, having observed that you could provide for the 
supply of bread by giving bakers a pecuniary interest in baking for you, 
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should go on to give a surgeon a pecuniary interest in cutting off your 
leg, is enough to make one despair of humanity. [George Bernard Shaw, 
The Doctor’s Dilemma, 1911]

In fact, with the resurgence of market liberalism, or economic rationalism 
as it is usually known in Australia, there is a choice between two codes. One 
is upholding the welfare state including the premise that a healthy welfare 
state depends on keeping unemployment to a minimum. The other, based 
on Hayek’s book, The Road to Serfdom, and even more on the influence of his 
follower, Milton Friedman, puts the cost of inflation centre stage in formu-
lating economic policy and advocates using monetary policy as the major 
policy weapon to combat inflation. Not surprisingly, I favour the first option 
for reasons set out in Chapter 3.2

Chapter 3 distinguishes two ways in which macroeconomic policies may 
be just or unjust. The first is the obvious one, the effects of the policies on 
individuals and groups in the community. But one has to look beyond this. 
The nature of the policy instruments used may help or harm individuals 
quite apart from the effects of the goals of policy or to the extent to which 
they are achieved. There is also a third way injustice may occur; that is, due 
to the actions of the bureaucrats administering the policies. I have written 
little on this but it is briefly discussed in Chapter 5 drawing on the 2003 
review of Work for the Dole carried out by my daughter Ann and myself.3

While Chapter 3 argues strongly in favour of the first of the two codes, it 
does not examine in detail the costs of unemployment. The importance of 
these costs must be discussed as part of a complete case for the first code. 
This is done in Chapters 4 and 5. Chapter 4 concentrates more on hard 
costs that can be measured to some extent using statistical data. Chapter 5 
looks more at soft data and indicates how unemployment can sap people’s 
self-confidence and even their sense of identity. Chapters 3 to 5 provide 
the necessary background to the discussion of economic rationalism in the 
next four chapters.

Chapter 6 serves two distinct functions. As noted above, it is a late version 
of my formal argument that policy makers should have advisors who shared 
their values in which the argument is set out more fully and clearly than in 
earlier versions. In this context it also outlines the basic tenets of economic 
rationalism and emphasizes that economists writing about economic ration-
alism were trying to encourage a political movement rather than establish a 
new school of economics. This latter point was even more true of overseas 
English-speaking economists who generally called their discussion “market-
liberalism” or sometimes just “neo-liberalism”. In the following three chapters, 
as originally published, both the discussion of the tenets of economic 
rationalism and its nature as a political crusade were summaries of material 
in Chapter 6. They have been omitted in the versions included in this volume 
as readers have the fuller version to hand.
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Chapter 7 is about the effects of deregulation on the welfare of the less 
well off. While it is mostly descriptive, it ends with a question which 
 provides a good link between the preceding and subsequent chapters.

Labour market deregulation has not proceeded anywhere near as far as 
many would wish in Australia. Yet it may have already proceeded far 
enough to undermine a viable incomes policy.

Chapter 8 does praise some valuable results of economic rationalism 
but these are not enough to offset the increased unemployment caused by 
giving priority to reducing inflation rather than reducing unemployment. 
These, set out in Chapters 3 to 5, are also discussed in the section on human 
rights. Chapter 8 includes material from a study I had published three years 
before, which is described in full in Chapter 9. In this volume Chapter 9 is 
in effect an appendix to Chapter 8.

Most of my publications in the section on “Human rights and social jus-
tice” are jointly authored with Peter Kriesler who has commented on them 
but I am the sole author of Chapter 16. This chapter was written at the 
request of Peter Kriesler and it is included mainly because what it says is very 
relevant to the material in Chapter 8, even more so now than when it was 
first published. However, I am also glad to include it as it marked the start of 
my very fruitful collaboration with Peter on human rights and social justice.

In the comments by Peter Kriesler that follow mine in this introduction 
Peter sets out the basis of his position on ethics before discussing his con-
tributions in this volume on social justice. In my case Chapter 1 does that. 
However, I would like to conclude my introductory remarks, with a brief 
piece of “potted theology”4 which is an elaboration of one sentence in that 
chapter. Many Christians think of their faith as a personal thing that is of no 
concern to anyone but themselves and God. Despite this, both historically 
and today, the vast majority of Christians see, as central to being a Christian, 
being part of a local community that together assesses what it is doing and 
how its performance can be improved. However, God’s concern reaches 
far beyond Christian communities, notably to nations and ethnic groups. 
Hence, what local churches, both corporately and through members acting 
on their behalf, do to change Australian policies, such as our treatment of 
refugees, is an important part of their performance. It also provides an under-
lying rationale for all advocacy of social and economic policies by Christians.

Peter Kriesler

The first essay in this volume is a joint essay with John Langmore that pays 
tribute to John Nevile and looks at the ethical dimension that underlies his 
work, and which Geoff discusses below. This ethical dimension and the asso-
ciated concern with social justice is an important part of our collaborations 
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on employment and labour rights which are reproduced in the second part 
of this volume. John’s emphasis on these issues was an important motivating 
factor for these collaborations.

My own views as to the importance of human rights in general, and as 
standards by which to evaluate economic policy in particular, emerged from 
my relativist view of ethics. I have always believed that there is a strong 
cultural and materialistic base for the determination of social and individual 
ethics – a position that developed further with my understanding of Marx’s 
materialism. According to this view, ethical judgements vary between cul-
tures and are determined by the material base of the economy – which is 
always evolving. However, this clashed with my belief that there are some 
eternal invariant ethical truths – certain things were simply wrong, regard-
less of the social or material base. For me, some obvious examples are the 
holocaust, genocide, racism and sexism. This suggests that there must be 
some ethical values which are independent of society and the material base. 
I discussed these issues with Joseph, an intellectual undogmatic Marxist, at 
great length when I was a graduate student. In the end, I realized that these 
invariant ethical truths were the result of our humanity, and reflected the 
rights that we owe other people – in other words, they are fundamental 
human rights. Reading the Universal Declaration of Human Rights, I realized 
that this embodied those universal truths which were independent of social 
and cultural norms. It is these rights which form the basis of my views on 
social justice. Through my collaboration and discussions with John, I real-
ized the importance of the right to employment, to a decent job. As we 
argue in the essays reproduced in this volume, employment is about much 
more than merely providing income. A person’s job helps define their role 
in society, and has important implications for their status and well-being. 
Unemployment is associated with a number of serious social and medical 
problems, from the breakup of families, loss of self-esteem, physical and 
mental health problems and increased crime.

Chapters 11–15 are concerned with the different aspects of these rights. 
In 2007 the Australian Institute of Employment Rights published The 
Australian Charter of Employment Rights. The purpose of the book was to 
develop a blueprint to define the rights of workers and employers. John 
and I contributed two chapters to the book. Chapter 12 argues that there 
should be a societal obligation to provide a right to work. Chapter 11 offers 
an “economic perspective on workers’ rights”, by considering the argument 
that providing workers with employment rights imposes a cost on the econ-
omy in terms of lost output or increased unemployment. The mainstream 
arguments against rights is that they, either directly or indirectly, increase 
the cost of employing labour, which will reduce employment. On the other 
hand, improved rights may lead to increased demand and also, by improv-
ing workers motivation, increased productivity. The actual evidence shows 
that employment rights do not have any detrimental impact on either 
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employment or output, but, rather, lead to improvements in equity and to 
fairer outcomes.

The global financial crisis had a severe impact on employment through-
out the world. Chapter 13 reiterates the importance of the right to a decent 
job, and outlines policies to restore full employment as soon as possible.

Chapter 14 looks at how labour market deregulation erodes workers’ 
rights, in particular, to a fair and decent wage. Minimum wages reduce 
inequality; whereas the increase in inequality consequent on labour mar-
ket deregulation has adverse effects on the economy in the short run and 
 disturbing longer-run effects on society.

Chapter 15 re-examines the right to full employment, showing that many 
other rights, such as those to adequate health and well-being, are contingent 
on it. We argue that the existence of significant levels of unemployment is 
an abdication of that right. Since governments can always reduce unemploy-
ment by fiscal policy, the chapter considers why the situation is tolerated. 
It argues that there are two reasons for this. First, the benefits of reducing 
unemployment are underestimated because the costs of unemployment to 
the individual and to the community are often neglected. Secondly, the 
costs of reducing unemployment are significantly overestimated due to 
the widespread use of an inappropriate economic model to estimate these 
costs. A more plausible alternative model is used to evaluate the impacts 
of reducing unemployment – which we argue confers benefits rather than 
costs. A feasible policy package is then suggested as a way to restore full 
employment.

My final essay in this volume is on the theme of the biographies of econo-
mists. The role of biographies in humanizing the subject, making it more 
interesting and presenting the stories of the individuals who are responsible 
for major developments is important. Biographies can also throw light on 
why ideas develop, and put those ideas and economists into context. The 
other papers in this final section of the book are excellent examples of pre-
cisely this point. The last chapter by Joseph on Sylos-Labini highlights his 
intellectual and ethical role, demonstrating how he was able to unify the 
historical with a theoretical approach.

Geoff Harcourt

In October 2012, the School of Economics at UNSW celebrated John Nevile’s 
80th birthday (and getting on for 50 years at UNSW) with a conference 
at the School. At the conference a number of John’s admirers presented 
papers which subsequently were published in a special issue of the Economic 
and Labour Relations Review with which John has been associated since its 
inception. In our paper, the first essay in the volume, John Langmore, Peter 
Kriesler and I traced the influence of John’s deep Christian faith and values 
on his many important contributions to economic theory and policy.
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In 2010 Philip Arestis kindly organized a session about my contributions 
at the Annual Conference of post-Keynesians in Bilbao. The carrots were 
wonderful papers given by Stephanie Blankenburg, Claudio Sardoni, John 
McCombie, Philip Arestis and Malcolm Sawyer, and Lilia Costabile, all 
published in a special issue of Intervention. The stick was that I had to give 
a paper too! I wrote an autobiographical memoir in which I described how 
I became politically radicalized as a result of Australia’s involvement in the 
Vietnam War and the impact this had on how I saw and did economics.

Since the 1970s I have been writing intellectual biographies and tributes. 
As I am now in my 84th year, it is not surprising that these are more and 
more obituary tributes. The four essays reprinted here illustrate this. Two 
are tributes to Phyllis Deane and Frank Hahn, former Cambridge friends 
and colleagues; both were published in the Cambridge Faculty’s Alumni 
Newsletter. Phyllis and I were friends from the 1960s on when she super-
vised my Part I Trinity Hall pupils in Economic History and I supervised 
her Part II Newnham pupils in theory and policy. Subsequently I read most 
of her books in manuscript, we shared a room in the Faculty in the 1980s 
until the overflow of my surplus papers on to her desk led to her gracious 
withdrawal to work at the University Library and at home. Joan and I often 
enjoyed the wonderful hospitality that Phyllis and her life-long friend Joan 
Porter extended to us whenever our mutual friend, the late Mark Perlman, 
visited Cambridge. The traditional British fare cooked by Joan Porter was an 
ideal complement to the innumerable and extraordinary anecdotes about 
our trade with which Mark regaled us, holding forth in his three piece 
tailored suit and sporting the inevitable bow tie: such happy occasions to 
treasure.

Phyllis was one of the finest, balanced and honest persons I have been 
privileged to know. She was a pioneering outstanding scholar, modest about 
her achievements and a stout defender of the essential merits of economic 
history and the history of economic theory.

The essay on Frank Hahn is a longer version of the published ver-
sion which Willy Brown’s careful editing brought within the word limit 
imposed for space reasons. As I point out, Frank and I had many clashes but 
I regarded him as a major intellectual presence in the profession and the 
Faculty, one that has never been replaced since his death in 2013. In the 
Tribute I concentrate on his deep understanding of the economics of Keynes 
and Frank’s courageous fight against the forces of darkness associated with 
Milton Friedman, Robert Lucas and their surrogates.

In July 2010 the Cambridge Journal of Economics through Stephanie 
Blankenburg organized a conference to celebrate 50 years on from the pub-
lication in 1960 of Piero Sraffa’s classic, Production of Commodities by Means 
of Commodities. The object was to look to the future and to explore how 
Sraffa’s great contributions would help the formation of relevant theory 
and policy. I opened the conference with a short tribute to Piero and to his, 
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and my, great friend, the late Krishna Bharadwaj. I reprint the tribute here 
as Essay 18.

The other two tributes are to Australian friends. Peter Kenyon was my 
Master’s student at Adelaide in the 1970s after completing his Honours 
Degree at Monash. He worked on post-Keynesian themes and our joint arti-
cle, “Pricing and the investment decision”, Harcourt and Kenyon 1976, is the 
core chapter of his thesis. The article was described by Peter Groenwegen, 
never one to hand out compliments lightly, as his favourite theoretical 
paper of mine.

The story of the genesis of the article/chapter is perhaps worth telling. 
In 1966, before leaving Cambridge, where I was a University Lecturer in 
Economics and Politics and a Fellow of Trinity Hall, to return to Adelaide, 
I wrote the first draft of a paper with the same title and submitted it to the 
Oxford Bulletin of Economics and Statistics. It was rejected for a good reason. 
I deduced from the initials pencilled in on the copy that was returned to 
me that one referee had been George Richardson (G.B. Richardson), a really 
great but relatively unsung hero of British economics. He liked the idea of 
the paper but pointed out a serious logical flaw in the argument. (I subse-
quently lost the file in which I kept all the go to whoa correspondence and 
drafts so I cannot now remember exactly what the flaw was, something to 
do with inconsistent time periods in decision processes.)

In 1974 I spent three weeks in the Royal Adelaide Hospital for an opera-
tion on my large intestine, the blockage of which had nearly killed me. 
I took a monkey mask with me intending to put it on and then hide under 
a sheet before I was taken to the operating theatre. Unfortunately, a prior 
injection made me so drowsy I could not get to the mask. Not to worry: on 
the day I was discharged Peter was giving a progress report on his research. 
I took in his seminar on the way home, wearing the mask.

As I listened to Peter, the solution to the logical slip flashed into my mind. 
In a euphoric state, as soon as I was home, I sketched the theoretical argu-
ment of the paper and asked Peter to put the scholarship around it. I tell the 
story of how it came to be published in Kyklos in 1976, after rejection from 
the Economic Journal, in George Shepherd’s 1995 volume Rejected, reprinted 
in Harcourt 2012.

Peter did not submit his Master’s until after he returned from the 
University of Virginia as PhD, ABD (All But Dissertation) and started his 
distinguished career as scholar, wonderful teacher, good citizen and chef 
extraordinaire, ending up with a Chair at Curtin University in Perth. There 
his life was cruelly cut short by cancer, he was only 60 when he died. His 
partner, Jan Wright, and his huge host of friends and colleagues miss a fine, 
unique, human being and an insightful, down-to-earth, humane economist.

The other tribute is to Allan Barton. Allan and I started Commerce degrees 
together at Melbourne University in 1950, we were PhD students together 
at Cambridge in the 1950s, and colleagues for some years at Adelaide, and 
saw one another when Allan was on study leave in Cambridge or I was in 
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Canberra. His PhD dissertation was supervised by Austin Robinson; it was 
on multi-product firms. It was never published because Allan was such a 
selfless person, he put his own interests last on the lists of n things he had 
to do. He had told me that it contained the essence of Oliver Williamson’s 
contributions, for which Williamson received the Nobel Prize. I often pes-
tered Allan to publish the dissertation but to no avail. When he was dying of 
cancer, on my last visit to see him in Canberra, I conspired with his brother 
Graham to pinch (temporarily) Allan’s copy of the dissertation. After he died 
in 2012, Selwyn Cornish, Richard Holden and I prepared a tribute to Allan 
for the Economic Record. Richard understands deeply the areas on which 
Allan wrote and he confirmed what Allan had told me. In the tribute there 
are incisive paragraphs by Richard documenting the case.

This was but one of Allan’s many claims to have been an important and 
influential applied economist as well as the best Treasurer the ANU has ever 
had. The Economic Record has a rule of thumb that the “greats” get 1000 
word obituaries and the “also ran rest”, 500 words. The Philistines who now 
constitute its editorial board relegated Allan to the “also ran rest”, writing 
him off as only an accountant. Jeff Sheen, to his credit, kindly interpreted 
500 words very loosely. Nevertheless, I reprint here the longer version of our 
tribute, both to honour Allan and to show what a splendid and substantial 
person he was.

Towards the end of 2010, now back in my native land at the School of 
Economics at UNSW, I was handed an email by Viet Ha Nguyen (I don’t 
“do” email so I employed Ha, then a PhD student at UNSW, to do email 
for me); the email told me I had been nominated for the 2010 Veblen-
Commons Award of the Association for Evolutionary Economics in the USA. 
(I subsequently found out that it was awarded jointly with Jan Kregel, whom 
I regard as one of the greatest living all round economists.) I involuntar-
ily exclaimed “Good heavens” and showed the email to John Nevile who 
kindly lets me share Room 411 with him. I was flabbergasted but delighted; 
I knew Philip Arestis had nominated me but I never in my wildest dreams 
thought I would be so honoured.

The conditions of the Award include attending a lunch at the annual AEA 
meetings (they were held in Denver in January 2011) and delivering a paper 
at a lunch given by the Association. The paper was then to be published, 
sight unseen, in the Journal of Economic Issues as one of the outstanding 
papers given at the Meetings. I chose as my subject, topical themes in the 
writings of Veblen and Commons, and illustrated their bearings on theoreti-
cal and policy issues.

Notes

1.  Or, if this was not the case in the days when senior public servants were not 
changed when governments changed, such public servants should be able to put 
themselves in the shoes of those they advised and give briefings which covered 
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both the wisdom of the public servants and the inclination of those the public 
servants advised.

2.  Chapter 3 is an unpublished manuscript of an address given in 1999. It was revised 
very slightly in the light of the discussion following the address and then set aside, 
awaiting the necessary revisions and additions before it could be submitted to 
an academic journal. This never happened, partly because some major sections 
put in different words, material that had already been published. I welcome this 
opportunity to see it in print in the more informal language appropriate to an 
address.

3.  The report on this is Nevile A and Nevile J,W. Work for the Dole: Opportunity or 
Obligation, Centre for Applied Economic Research, University of New South Wales, 
Sydney, 2003.

4.  I say potted to make clear that the theology, and to a large extent the implications 
I draw from it, are second hand. If anyone wants to read a fuller discussion I 
recommend a small (84 pages) book, Being Christian, published in 2007 by Rowan 
Williams, the former Archbishop of Canterbury.
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Faith, Works and Talents Entwined: 
Driving Forces Behind John Nevile’s 
Contributions
G. C. Harcourt, Peter Kriesler and John Langmore

In this article, we consider the mainsprings of John Nevile’s many contributions to 
economics. John has repeatedly argued that because ‘economic actions, institutions 
and policies affect people’, they have an ethical dimension (Hawtrey and Nevile, 
1986: 1), and he has stressed the importance of understanding the value judge-
ments on which economics rests. His policy suggestions are aimed at improving 
social justice and the well-being of the most vulnerable. Apart from his deep knowl-
edge of economic theory, his Christian faith provides an important foundation for 
his analysis, particularly of policy.

1.1 Introduction

Human rights are important for religious reasons. The God that 
I believe in is a God who cares profoundly for the vulnerable in 
society

( John Nevile in Conversation, 27 September 2012)

This article’s theme of faith, works and talents entwined is derived from a 
reflection on parallels between John Nevile and Austin Robinson (the distin-
guished Cambridge econ omist). At Austin’s 1993 memorial service at Sidney 
Sussex College, Cambridge, one of the readings was the parable of the tal-
ents. Some thought it a peculiar choice, but a close friend who knew Austin 
intimately said it was peculiarly appropriate because Austin could not abide 
those who did not use their talents to the full. Austin’s Christian upbring-
ing (as the son and grandson of Anglican clergymen) emphasised works 
even more than faith, and this emphasis was exemplified in his long life of 
service to his profession, his country and to humanity generally (Harcourt, 

Revised from Economic and Labour Relations Review, 24(2): 228–237, 2013, ‘Faith, 
Works and Talents Entwined: Driving Forces behind John Nevile’s Contributions,’ 
by Harcourt, G. C., Kriesler, P. and Langmore, J. With kind permission from SAGE 
Publications. All rights reserved.
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2001). The parallels with John Nevile’s many years of service to economics, 
the School of Economics at the University of New South Wales (UNSW), the 
university, his church, the wider commu nity, Australia and also to humanity 
generally immediately come to mind (though, thankfully, this article hon-
ours John Nevile’s 80th birthday and not a Memorial Service). This article 
seeks to relate John’s contributions to the fundamental base of his life and to 
incorporate this personal understanding into a reflection on an appropriate 
ethical basis for economics.

John is an unassuming, not-in-your-face person, so that even those who 
know him personally may be unaware of his deep Christian faith. A clue is 
a short monograph entitled The Root of All Evil, which begins by quoting 
Jesus’ statement that one cannot serve both God and mammon (i.e. wealth) 
and these words of Epistle writer Paul to Timothy:

If we have food and clothing, with these we shall be content. Those who 
desire to be rich fall into temptation, into a snare, into many senseless 
and hurtful desires that plunge men into ruin and destruction. The love 
of money is the root of all evil. (I Timothy 5:8–10)

John goes on to quote the theologian Reinhold Niebuhr, who once 
remarked that the role of Christianity is ‘to afflict the comfortable’, as well 
as to ‘comfort the afflicted’ and to write that he hopes his writing will ‘give 
pause to those who are complacent about the way our economic system 
operates’ and to explain to the radicals his judgement that ‘capitalism 
should be modified, not destroyed’ (Nevile, 1979).

John is not the sort of Christian who is obsessed with attaining and 
maintaining personal perfection, either his or others’. He has written that 
‘religion is concerned with the ordering of society as well as with the way 
individuals conduct their lives’ (Nevile, 1979: vii). A central theme of much 
of his writing is that ‘if capitalism is to work in morally acceptable ways, 
the majority of people in the economy must let altruistic motives moderate 
the naked self-interest of the acquisitive motive’ (Nevile, 1979: 8). Unlike 
Wittgenstein, John realised early on that achieving perfection was an impos-
sibility and that tolerance, compassion, kindliness and, when required, 
quietly expressed righteous anger at injustice were much more relevant and 
important. Therefore, John’s faith has led him always to be involved in com-
munities, small and large, and to work with people of all beliefs, or none, in 
institutions, the aims of which have been to move towards the creation of 
just and equitable societies.

Like others who follow similar paths, he is a realist (though not a critical 
realist). John knows that even though a cause is just, there is no guarantee 
in our imperfect world that it will prevail. This has never stopped John from 
keeping on trying. He has led and still leads a very busy life and works very 
hard.1 Over the years, he has served on and contributed to many public 
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enquiries and committees as well as being Head of School and Faculty Dean 
for periods of time no one would countenance these days. Not that all work 
and no play characterise his existence. A devoted family man, he is an avid 
theatregoer and is very well read in Australian and English classics, ancient 
and modern. He was a better than average rugby player in his youth, and he 
enjoys gossip and telling jokes.

1.2 Theoretical Development

John Nevile’s approach to economics and how he developed it provide fine 
role models. While he is not what would now be regarded as an orthodox 
economist, he was for much of his career a highly respected and prominent 
member of the Australian economics profession, a leading  macroeconomist. 
His work was mainstream Keynesian with a few twists, and he can be seen 
as Australia’s first empirical Keynesian in the sense that his judgments 
were explicitly guided by a macroeconometric model of the economy. 
He was very much in the thick of the battle against Monetarism. Later, as 
money and finance and rational expectations and neoclassical ideas pen-
etrated the mainstream, he became less and less enamoured of modern 
 macroeconomics (as were others like Solow) and focused his  attention on 
broader societal issues.

Not all strands of John’s analysis evolved simultaneously (though he 
would rightly stress the importance of the process of mutual determination; 
see Kriesler and Nevile, 2002). Rather, his intellectual progress has been 
sequential and recursive. His earliest graduate work gave him a firm grip on 
the general nature and details of the dynamics of modern advanced econo-
mies. Few economists understand Roy Harrod’s (1939, 1948) seminal and 
now classic contributions more deeply and thoroughly than John Nevile. 
Over the years, he has continued to write on Harrod and Harrod-like issues, 
as indicated by his most recent article in the Cambridge Journal of Economics 
(Nevile and Kriesler, 2011).

With this background, John used his comparative advantage as an out-
standing applied economist and econometrician to provide the first econo-
metric model of the workings of the Australian economy (Nevile, 1962).2 He 
went on to tackle many issues, especially those associated with the impact 
of fiscal measures and with their optimum coordination in an Australian 
setting.3 His modelling exercises always served the purpose of devising prac-
tical and humane policies that could bring about and sustain full employ-
ment, tackle inflationary pressures, sustain growth and be combined with 
measures aimed at achieving distributions of income and wealth, which 
would not have occurred unaided from the workings of the Australian 
economy, even had these other economic goals been attained.

Thus, John Nevile is known for his combining of policy objectives with 
a close examination of ways to achieve and protect human rights. Many of 
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his most important articles are concerned with the workings of labour mar-
kets and policies to make them work better for individuals and in aggregate. 
He recognised early on that sustained full employment could only come 
about if combined with permanent incomes policies reflecting the history, 
sociology and institutions of each society. Thus, he was a great supporter 
of the Commonwealth Conciliation and Arbitration Commission (now 
Fair Work Australia) and the centralised incomes policies associated with it, 
especially in the early years of the Australian Prices and Incomes Accord – an 
agreement between the Labor Government and the peak union movement 
during the 1980s whereby money wage moderation was compensated by 
‘social wage’ measures such as guaranteed superannuation access. The delib-
erate dismant ling of central labour relations institutions and policies since 
the mid-1990s has not met with John’s approval.

1.3 Ethical Underpinning of Nevilian Economics

Early in his career, John abandoned the false claim that the economist’s 
trade is a value-free objective social science – a canard that is still taught 
to most undergraduates and accepted by the well-trained, technically able, 
but uncritical cogs of capitalism which modern graduate schools tend to 
produce. John argues that because ‘economic actions, institutions and 
policies affect people’ they have an ethical dimension (Hawtrey and Nevile, 
1986: 1). He profoundly regrets that the ethical foundations of economics, 
described by Adam Smith, for example, in The Theory of Moral Sentiments, are 
now  tacitly embedded and at best implicit in economic analysis, rather than 
being made explicit. He emphasises, with Max Weber, that entrepreneurs 
will not retain the confidence of their customers and employees unless they 
have ‘highly developed ethical qualities’ (Hawtrey and Nevile, 1986: 2).

A clear expression of ethical values was his 1998 critique of the nature 
of so-called ‘economic rationalism’, as ‘social philosophy masquerading as 
economic science’ (Nevile, 1998: 170). He claimed that worldwide there had 
been ‘a deliberate political campaign to change the prevailing political ide-
ology to that held by the economic rationalists’ (p. 170). He argued that ‘one 
of [economic rationalists’] many tricks is to present their policy recommen-
dations as no more than the logical consequences of orthodox  economics’, 
despite the dependence of these policies more on ‘values than on the theo-
rems of economics [perhaps, in their case, lemmas]’. He emphasised that the 
principal change resulting from the implementation of economic rationalist 
policies had been the displacement of full employment as a goal of public 
policy and the elevation in its place of inflation control as the  pre-eminent 
goal – a reversal of ideological priorities (p. 170).

The fact that controlling inflation should oust the goal of full  employment 
reflects both odious human values and perhaps also the possibly uncon-
scious realisation that capitalism needs unemployment if it is to continue 
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to ‘work’, to survive. Why? The argument is that it will not work unless 
unemployment is maintained at levels which make the ‘sack’ an effective 
weapon with which to control the working class. Kalecki’s argument about 
the need for unemployment in a capitalist society is one answer which is 
well known and which is accepted by John, who also accepts that there are 
always basic contradictions present in capitalism. He emphasises an under-
lying structural flaw in modern capitalism, namely, that when the very well 
off engage in personal gratification, or con spicuous consumption, and their 
increases in income are highlighted by the media, this harms the work ethic 
on which capitalism depends.

For those who support John Nevile’s strong commitment to the idea that 
economics is not value free, the question arises of how to determine appro-
priate values and ethics that might underlie economics. Economics started 
as part of Moral Philosophy, and it is important that its moral aspect not 
be forgotten. Economic analysis informs important policy decisions, which 
influence the lives of most of the population. This, as already argued, is why 
John saw ethical judgments, explicit or implicit, as unavoidably lying at the 
heart of economic analysis.

The attempt to divorce economic analysis from its ethical impacts has 
been formal ised in mainstream economics in the normative versus  positivist 
science debate. John’s rejection of the idea, taught by ‘most economic 
departments that positive economics is value free’ (Nevile, 1998: 175) is 
based on the argument that

... positive economics rests on value judgements in at least two respects. 

... in general positive economics is not just a matter of deductive reason-
ing. It also requires an appeal to empirical studies. Moreover, the facts 
that an economist studies are not facts produced in carefully controlled 
conditions in a laboratory. They are facts thrown up by real-world situa-
tions and some judgement is required in interpreting them. This judge-
ment is heavily influenced by the values of the person making them. ... 
The second reason why positive economics is not value-free is the human 
tendency to give more weight to empirical observations that tend to sup-
port one’s preconceived ideas than to those that tend to disprove them. 
(Nevile, 1998: 175–176)

The basic ethical judgement in economics is the Pareto one. However, we 
know that this is extremely problematic. Pareto efficiency implies the power 
of veto of any policy by any one member of society. Sen (1970), in particu-
lar, has been extremely critical of Pareto optimality, arguing that ‘a society 
or economy can be Pareto optimal and still be perfectly disgusting’ (p. 22). 
In addition, Sen has argued that the Pareto optimality crite rion clashes with 
the basic concepts of liberalism. The fundamental problem with the Pareto 
criterion is that almost any imaginable change, no matter how much it 
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improves the welfare of the general population, is likely to make at least one 
person worse off. As a result, the change will not satisfy the Pareto criterion.

The alternative to the Pareto criterion is the use of interpersonal utility 
comparisons, but these have remained theoretically problematic despite the 
best efforts of neoclassical theory.4 Thus, the Pareto criterion, despite its 
flaws, remains the tacit policy guide to ‘value-free’ economists. John saw the 
impotence of this criterion as lying in the reality that all policy has winners 
and losers:

The gains of the winners may be greater than the losses of the losers, 
but this, in itself, does not mean that economic analysis supports the 
 implementation of policy change. (Nevile, 1998: 175)

Some economists have suggested that if winners could compensate los-
ers, then it would be acceptable to implement the policy. There was much 
debate in the 1930s and 1940s about the Compensation Principle, as it was 
called, and it clearly provides the rational for cost/benefit analysis (for an 
overview of the Compensation Principle and this debate, see Chipman, 
1987). Clearly, if winners actually did compensate losers, then the policy 
would lead to a Pareto improvement. Much economic policy has been predi-
cated on these principles. However, according to John, whether winners 
actually compensate losers is a political and a moral issue, and economists 
opt out and forget to tell people (Nevile, 1994, 1998).

With characteristic balance, John acknowledges that the so-called ‘eco-
nomic rationalists’ have made a contribution to Australia by turning it from 
‘an inward looking country emphasising protection to an export oriented 
country’ (Nevile, 1994: 42). But he goes on to emphasise ‘that the great 
bias of economic rationalists against acknowledging market failure leads to 
flawed policy advice’ and to note the

... even more important ... widespread tendency of economic rationalists 
to ignore, or at least downplay the distributional consequences of their 
policy recommendations. (Nevile, 1994: 42)

An alternative to the utility approach, which some economists have advo-
cated as a good foundation for ethical economic analysis, is Rawls’ analysis 
of justice as fairness. Rawls derives his analysis of fairness from what he 
calls the ‘original position’ where all citizens of a society get together under 
a veil of ignorance as to their actual social, racial, gender or economic 
position, in a society whose political, social and economic parameters are 
unknown. These citizens then agree to the basic principles of justice, which 
will be incorporated into their actual society. From this analysis emerges 
a ‘difference principle’, which is the cornerstone of Rawls’ ethical criteria 
and requires any change to be in the interest of the ‘worse off in society’. 
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Included in this is the idea that it is acceptable for inequality to increase, as 
long as the worse off are in a better absolute position.

Given that one of John Nevile’s main interests is in employment and 
work, a more telling criticism of Rawls is that his analysis focuses on distri-
bution and exchange, with agents not caring about how things are produced 
or about labour processes, only how final commodities are distributed. As a 
result, it ignores production and, in particular, the work process. In addition, 
it disregards important questions relating to the ownership of the means of 
production such as those concerned with issues of class and power in soci-
ety. This means that it would be very difficult to use Rawlsian analysis to 
meaningfully discuss the right to full employment or the right to a decent 
job, both of which feature prominently in John’s writings.

In his 1979 book The Root of All Evil, John had the foresight to advocate 
the introduction of a prices and incomes policy as a way of directly address-
ing the underlying cause of inflation – the competition for income. He 
recognised that this would require union and corporate restraint but argued 
that this might be acceptable if it was demonstrated that it would prevent 
most of the costs of anti-inflationary measures being born by those forced 
into unemployment. In his ethical evaluation of the Accord when it sub-
sequently became operational after 1983, he argued that access to work is 
essential to self-fulfilment and in order to enable men and women to serve 
one another and to help the needy. Furthermore,

the over-riding principle is the emphasis in the Bible on the necessity for 
justice in community economic relationships. ... it is unjust for the weak to 
be penalised for the benefit of the powerful. (Hawtrey and Nevile, 1986: 14)

Yet that is exactly what happens when contractionary fiscal and monetary poli-
cies are used to constrain economic activity so as to reduce the rate of inflation. 
‘The Bible is very scathing about those who secure their own economic well-
being at the expense of others’ (Hawtrey and Nevile, 1986: 20). In contrast, 
the Accord attempted through a cooperative framework of voluntary wage 
restraints to provide a basis for expansion of the social wage, which would lead 
to simultaneous reduction of unemployment and inflation. This worked for 
about six years from 1983 to 1989 during which time unemployment fell from 
over 10% to under 6% and inflation also steadily declined. John saw the Accord 
as promoting cooperation rather than confrontation, which was also of value 
from a Christian ethical standpoint. He saw the Accord as ‘an attempt to break 
the yoke of unemployment imposed through tight monetary and fiscal policy’ 
and quoted Isaiah 58: 6 as one of many supportive biblical passages:

Is not this what I require of you as a fast; 
To loose the fetters of injustice, 
To untie the knots of the yoke.5
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John also supported the Accord because he saw it as enabling the econ-
omy to run at a higher level of economic activity and at an agreeable rate 
of growth. He argued that this economic progress was vital if the needs of 
the vulnerable are to be adequately met, which he saw as the main purpose 
of wealth creation. There was a lovely example of John’s integration of the 
biblical emphasis on justice with his policy recommendations when, in an 
interview on his retirement, he was asked if he still believed in a guaranteed 
minimum income for all. He replied that he did,

... or, even better, a guarantee to all that they will be able to earn a 
minimum income by acceptable means. When I read the Old Testament 
prophets I am struck by the emphasis, in their visions of an ideal soci-
ety, on everyone owning their own plot of land. In the agrarian society 
of ancient Israel that was another way of saying that everyone should 
be guaranteed the means to obtain a reasonable minimum standard of 
 living. (Lodewijks, 1994: 27)

These values are entrenched in the Universal Declaration of Human 
Rights, and the International Covenant on Economic, Social and Cultural 
Rights. In essence, these provide the basic requirements for a decent life and 
something which we are all, as humans, entitled to.

According to the Universal Declaration of Human Rights – Article 23:

1. Everyone has the right to work, to free choice of employment, to just and 
favourable conditions of work and to protection against unemployment.

2. Everyone, without any discrimination, has the right to equal pay for 
equal work.

3. Everyone who works has the right to just and favourable remuneration 
ensuring for himself and his family an existence worthy of human dig-
nity and supplemented, if necessary, by other means of social protection.

4. Everyone has the right to form and to join trade unions for the  protection 
of his interests.6

The recognition of these fundamental rights underlies much of John 
Nevile’s work. In a series of articles for well over a decade, John has been 
examining the implications of policies and their consequences for the 
advancement of these rights. Importantly, he sees economic rights as nested 
in other individual and social rights, as a synergistic entity, rather than 
purely in their own terms.

1.4 Conclusion

It is through an acknowledgement of and concern with fundamental human 
rights that the most vulnerable in society can be cared for. John’s work 
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has indicated an extremely important way in which to evaluate economic 
policy, by ensuring that policies always respect the rights of those affected. 
This means trying to ensure full employment of the labour force, with 
decent jobs and equitable pay so as to enable people to be included as full 
members of society.

John is an Australian prophet, advocating the primacy of social justice 
in national policy through the centrality of equity and opportunities of 
work for all and feasible strategies, which would contribute to those goals. 
In a cynical age, he is a quiet, brave and good man who leads by example 
and through the intellectual strength of his writing, teaching and speak-
ing. Australia is a more inclusive and less damaged society because of the 
 influence of his life and work.
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Notes

1. It is my (G.C.H.) great fortune to share an office with John at the School of 
Economics, so I am able to observe his great powers of concentration as well as to 
enjoy well-deserved breaks for chin-wags.

2. We now know that Trevor Swan had made a Keynes-style model of the Australian 
economy in the 1940s. It is in a brilliant article that was only published after his 
death (Swan, 1989). However, the applied work in it is not econometric in the 
modern sense. This is not a criticism, just a statement about a different approach.

3. Books and articles on fiscal policy listed in his curriculum vitae (CV) easily out-
number entries under any other heading. They include Nevile (1970, 1975, 1983, 
1999, 2000, 2003) and Nevile and Kriesler (2012).

4. The originators of neoclassical economics thought that the problem of mak-
ing interpersonal utility comparisons would be solved sometime in the future. 
However, we now know that this is not the case.

5. The authorised King James version has the phrase ‘and to let the oppressed go 
free’, which, as one of our referees commented, ‘seems appropriate’.

6. These views are reaffirmed and expanded in the International Covenant on 
Economic, Social and Cultural Rights: Article 7. The States Parties to the present 
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Covenant recognise the right of everyone to the enjoyment of just and favourable 
conditions of work that ensure, in particular, the following:

1.  Remuneration that provides all workers, as a minimum, with the following:
(a)  Fair wages and equal remuneration for work of equal value without distinc-

tion of any kind, in particular women being guaranteed conditions of work 
not inferior to those enjoyed by men, with equal pay for equal work.

(b)  A decent living for themselves and their families in accordance with the 
provisions of the present Covenant.

2.  Safe and healthy working conditions.
3.  Equal opportunity for everyone to be promoted in his employment to an appro-

priate higher level, subject to no considerations other than those of seniority 
and competence.

4.  Rest, leisure and reasonable limitation of working hours and periodic holidays 
with pay, as well as remuneration for public holidays.
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2
The Root of All Evil
J. W. Nevile

2.1 Greed or Self Motivation?

Many idealistic people feel that there is a basic moral flaw in capitalism in 
that it is based on the love of money, which if not the root of all evil is at 
best a sordid, ignoble motive to use as the mainspring of an economic sys-
tem. Christians tend to feel uneasy about the contrast between the “profit 
motive” underlying capitalism, and the gospel statement that one cannot 
serve God and mammon. Opponents of capitalism have a field day contrast-
ing the selfish motives which motivate people in a capitalist society with 
Marx’s dictum “From each according to his ability, to each according to his 
need”. Even capitalism’s most ardent supporters are often uneasy about the 
role of the “profit motive” in modern western societies. For example, the 
American commentator Irving Kristol maintains that capitalism was origi-
nally based not on the naked profit motive but on the “bourgeois virtues of 
probity, diligence, thrift, self-reliance, self-respect, candor, fair dealing and 
so on”, and then laments that

“What the 20th century has witnessed is the degradation of the bourgeois-
capitalist ethic into a parody of itself – indeed into something resembling 
what the critics of liberal capitalism had always accused it of being ..... 
The trouble is that capitalism outgrew its bourgeois origins and became 
a system for the impersonal liberation and satisfaction of appetites ..... a 
system governed by purely materialistic conceptions and infused with a 
purely acquisitive ethos.”1

Whether Kristol is right or wrong about the 19th century or the 20th 
century nature of capitalism,2 there is no doubt that in both centuries the 

Revised from The Australian Council of Churches, The Root of All Evil: Essays on 
Economics, Ethics and Capitalism, 1979, by Nevile, J. W. With kind permission from 
The Australian Council of Churches, Sydney. All rights reserved.
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acquisitive motive, however hedged by rules and moral prohibitions, was, 
and is, an essential motivating agent in capitalist societies.

The phrase, “acquisitive motive” is more accurate than the better known 
term “profit motive”. It is important to realize that capitalism does not just 
depend on businessmen seeking profits. It also depends on the fact that if 
a person is indifferent between two jobs, he or she will choose the one that 
pays the highest wage, or the fact that a farmer will normally plant the 
crop that promises to bring him the greatest income, that people will buy 
at the shop whose prices are the lowest, and so on. The “love of money” is 
widespread in countries like Australia: farmers, trade unionists, professional 
people, are just as anxious to increase their incomes as are businessmen, and 
this is a part of the functioning of the economy. There is no escaping the 
fact that the sort of economy we have in Australia today is based on selfish 
motives, or the love of the things that money can buy.3

2.2 Strengths and Weaknesses of the Market System

The self-seeking motives underlying our economy do of course serve an 
important purpose. They act to ensure that the things people want, and 
have money to purchase, are produced; they give flexibility to the economy 
and encourage economic growth. The traditional defense of the acquisitive 
motive is that the “private vices” of selfishness and greed result in “public 
benefits” of ensuring that the economy produces the things consumers 
want and produces them in increasing quantities. Any system of economic 
organisation has to determine three basic questions: 

  (i) what is to be produced and in what quantities; 
   (ii) how shall goods and services be produced and by whom, using what 

resources and what methods of production; and 
(iii) for whom shall goods and services be produced – who is to get the 

benefits, and in what proportions, of production, or how are incomes 
determined.

Unless a society is completely traditional and unchanging, answering 
these questions requires a myriad of decisions every day or at least every 
week. The acquisitive motive supplies a decentralized way of making deci-
sions which does not rely on a gigantic bureaucracy, and indeed without 
most people needing to know how the economic system works and the 
decisions are made.

The acquisitive motive underlies the market system which is the mecha-
nism by which these questions are mainly answered in Australia. In a market 
system everything has a price, all goods and services have their market 
prices as do all kinds of labour in the form of wages and salaries. If the pat-
tern of demand changes and less is wanted of anything, say skateboards, 
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sellers will be left with unsold stocks at the existing price and will tend to cut 
back orders and reduce prices. This will discourage the production of skate-
boards and some people will drop out of skateboard production. Similarly, if 
the demand for skateboards increases, sellers of skateboards will place more 
orders, the price will tend to rise, both at the retail and wholesale level, 
making it more profitable to produce skateboards and drawing resources 
into producing them.

A similar mechanism works to determine what occupations people 
choose, as well as what industries they work in. For example, if there is a 
shortage of truck drivers, the incomes of truck drivers will rise and more peo-
ple will be attracted into that occupation. The methods of production used 
will generally be the least costly at any point in time since these will give 
the greatest profits. Who gets what is produced is determined by peoples’ 
incomes, which in turn are determined by what resources they own (including 
their own labour) and how the market values those resources.

Of course in an economy such as that in Australia, the market system is 
not allowed to work unfettered. Trade unions restrict entry into some occu-
pations. Businesses are not content just to produce what consumers show 
they want through their purchases, but try to manufacture wants through 
advertising. Most important of all, the government intervenes in many 
ways, from laying down minimum safety and other conditions of work to 
ensuring that, in principle at least, all people have some minimum income 
and are not left destitute if they happen not to own any resources that 
the market values. Nevertheless, despite all these modifications, while the 
Australian economy is a mixed economy, it is still basically a capitalist econ-
omy in which the market system, under-girded by the acquisitive motive is 
the mechanism which determines what is produced, how it is produced, and 
who gets the fruits of production. We do appear to have the situation where 
the “private vice”, embodied in everyone pursuing their own self-interest 
without considering others, results in the “public benefit” of ensuring that 
the right things are produced in the most efficient manner.

This sounds almost too good to be true; and indeed it is! First, if the system 
is to work, there are very strict limits on the extent to which the majority 
can pursue private gain without considering others. For example, pursuing 
private gain through dishonesty and theft makes the system work worse, 
not better, and if too many people espouse such methods the economy will 
break down in chaos. “Private vices” do not work for the public good unless 
carefully hedged by a code of rules and conventions, as well as laws, which 
the vast majority of participants in the economy observe. At least some of 
the bourgeois values are as important as the acquisitive motive, if capitalism 
is to work.

Secondly, even if everyone adheres rigidly to the values of honesty, 
probity, etc. the system may work in the sense of producing the goods 
and services wanted by those who can afford them, but it will not produce 



The Root of All Evil  27

“good” for all, unless everyone has an adequate supply of resources or human 
skills that the market values. An economy like that of Australia determines 
the answers to the questions what shall be produced and who shall get the 
fruits of production on the basis of one dollar one vote. Men and women 
are not equal in the resources they own, and hence in the number of dollars 
they have. If one person chooses to work more and harder than another 
it may be ethical for him or her to have a bigger income, but people have 
unequal inheritances both of this world’s goods and of genetic resources. 
There is no ethical support for the proposition that an intelligent (or better 
educated) man should live in luxury, while a less gifted person lives in pov-
erty. There is even less for the proposition that those born of rich parents 
should live in luxury while those born in humble circumstances have dif-
ficulty making ends meet. In short while some pursuit of self-interest does 
help the economy to function, it only does so if that pursuit of self-interest 
is hedged by rules and codes of behaviour which are widely observed. Even 
then the resulting economic system can only be considered to have any 
moral validity if the extremes of income resulting from the often arbitrary, 
largely inherited, distribution of resources (including personal skills) are 
offset, at least to the extent that everyone has sufficient income to enable 
them to live in what society recognizes as reasonable comfort.

It is not the case that in Australia everyone has enough income to live 
in reasonable comfort. The Henderson report on poverty4 finally exploded 
the comfortable myth that, apart from drunkards and those who are con-
genitally lazy and improvident, there are no Australians living in poverty. 
Many Australians have incomes below the poverty line through no fault of 
their own. Yet in the majority of countries in the world, a far greater propor-
tion of the people live in poverty than is the case in Australia. Even within 
Australia it is difficult to defend the acquisitive motive on the grounds that 
“private vices” promote the “public good”. When one considers conditions 
in poorer countries and the way economic relationships between rich and 
poor countries help to perpetuate these conditions it is impossible. Can then 
the acquisitive motive be defended. I think so, but only for want of anything 
better, given the present state of mankind.

2.3 Alternative Ways of Organizing Society

In this context it is useful to consider the classification, put forward by the 
great Quaker economist, Boulding, of the main ways in which a society can 
be motivated, or “organized” as he puts it:

“A social system consists essentially of relationships among persons ..... 
There are, of course, a great many relationships which are possible 
between persons and among rules. However, most of these can be clas-
sified into three major categories. The first of these is the threat system 
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in which one says to another, “You do something nice to me or I will do 
something nasty to you.” ..... Exchange is the relationship whereby one 
says to another, “You do something nice to me and I will do something 
nice to you.” ..... In addition to the threat system and the exchange sys-
tem, there is another set of relationships among persons and rules which 
may be called generally the integrative system. This is a rather heteroge-
neous category which includes persuasion, teaching and love: “What you 
want I want.”5

It will be noticed that Boulding has listed the three major motivating 
forces in what most people would regard as an ascending order of ethical 
desirability. The most typical, and the most long lasting historically, the 
threat system, is embodied in slavery or serfdom where serfs are little better 
off than slaves except that they cannot be sold separately from, and sepa-
rated from, their land. Of course civilizations based on slavery, or virtual 
slavery, also have elements of the exchange system and the integrative 
system. Indeed all social organizations have all three types of motivation 
to some degree. But in a slave based economy the primary motivation is 
that of the threat just as it is the acquisitive motive in a modern capital-
ist economy despite the role of the state and many actions prompted by 
 altruistic motives.

Renaming an economy based on the acquisitive motive, the exchange 
system, makes it sound much better ethically, especially when compar-
ing it with the threat system which it superseded. The exchange system is 
based on promises. These promises are usually carried out, and have to be 
usually carried out if the system is to be viable. A system based on people 
carrying out promises freely entered into sounds quite attractive from an 
ethical point of view. However, the points about the exchange system which 
make it sound attractive ethically only hold if there is a reasonable degree 
of equality between the partners in the exchange. The very word partners 
implies this. If one participant is much more powerful than the other the 
exchange system slides imperceptibly into the threat system. In some coun-
tries for many people the employment exchange is not so much “if you do 
something nice for me (work) I will do something nice for you (pay you 
a reasonable wage)”, as much as “if you do not work for me at the wage 
I determine you will be unemployed and starve”.

If the exchange system is to have moral validity and the acquisitive motive 
is to be sanctified under that umbrella, then it is necessary that all people in 
the economy enter into exchanges with a certain amount of freedom, and 
are not forced into them through desperation. While the exchange system 
is a remarkably efficient mechanism for deciding what is to be produced, 
since it decides this on the basis of one dollar one vote, everyone must have 
enough dollars to cover their basic needs before the system can be defended 
at all on moral grounds.
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This is the basic argument for a welfare state, in which everyone has a 
guaranteed minimum income when they are unemployed, sick or retired as 
well as when they are working. It is also the argument for a medical benefits 
scheme which covers the cost of expensive medical and hospital needs – at 
least for all but the very rich. It underlies the ethical arguments for income 
redistribution – for the state taxing the rich more heavily than the poor and 
subsidizing, or providing free, necessities required by the poor or giving 
them cash grants.

If the exchange system needs so many props to make it both efficient and 
ethically acceptable – codes of conduct for individual participants plus most 
of the paraphenalia of the modern welfare state – why bother with it at all? 
Why not aim for an integrative system which seems more attractive than 
either the threat system or the exchange system? The answer is to be found 
in the present characteristics and nature of mankind. Unfortunately integra-
tive systems just do not seem to work in communities much larger than the 
(extended) family. The history of Utopian societies is a sad commentary on 
this, as is that of communist states like Russia, which are based on a desire to 
move as quickly as possible to the integrative system, but which seem to rely 
heavily on the threat system. This does not mean that one should not work 
for a steady replacement of the exchange system by the integrative system. 
Just as over the last five hundred years the exchange system has replaced 
the threat system as the dominant one in western European economies, 
so one can hope that in the future the integrative system will replace the 
exchange system. To a very small extent this is already happening. But last-
ing changes of this sort seem to occur very slowly. In our lives it seems that 
viable economies will be based predominantly on either the threat system 
or the exchange system. Most people would prefer the exchange system.

2.4 Altruism within the Market System

However, this does not mean that here and now ethically sensitive people 
need to be slaves to the acquisitive motive or feel that they are traitors to 
the system if they let other things determine economic decisions. It will 
not disrupt the system if either institutions or individuals are concerned 
with more than money and the things money can buy. This point is true of 
corporations. I do not mean that corporations should necessarily give away 
more (in goods or money) to charities and other good causes. As someone 
remarked with acerbity, charity is giving away your own money, not other 
people’s. But corporations can (and I believe should) put things like the 
welfare of their workers as high in their priorities as the dividends that 
they pay shareholders. Indeed, in the longer run because of resulting better 
industrial relations, this might increase rather than reduce profits, but that 
is not the point. One way forward (at least in industries where a very large 
scale of operation is not necessary for economic production methods) may 
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be for companies to transform themselves into organizations more like co-
operatives, in which workers and management “jointly” own the company 
and work together to produce goods and services wanted by the community 
and thus provide themselves with a livelihood.

One example of this is the Scott Bader Commonwealth in England which 
developed from a family business manufacturing polyester resins and 
employing 160 people. The owner, Mr. Ernest Bader, vested the ownership 
of his firm in a Commonwealth whose members were the former employees 
now called partners and with a constitution which not only sets out how 
the powers of ownership are to be exercised, but which also imposes sev-
eral restrictions, e.g. a rule limiting the ratio of remuneration between the 
highest and the lowest paid in the Commonwealth.6 Under its new form of 
organization the firm was a resounding commercial success showing that 
this form of organization is perfectly feasible in a society which is basically 
organized on an exchange system.

Similarly, there is no need for individuals to make the acquisitive motive 
underly all their economic activities. Altruistic motives will not wreck 
an exchange system any more than do the already widespread motive of 
obtaining a secure rather than a large income – or the desire for an interest-
ing job or leisure rather than more money. Society as a whole can benefit 
and the economy can function more efficiently if the exchange motive is 
reduced and integrative motives increased. The following chapter describes 
in some detail one example where this is the case. It shows that the 
socially harmful and economically inefficient method of controlling infla-
tion through high levels of unemployment is widely adopted throughout 
the western world, because the alternative method of an incomes policy 
requires a willingness to subordinate self-interest to the common good 
which does not yet seem to exist in most countries.

2.5 The Love of Money and the Welfare State

More fundamental than the example in the previous section is the fact that, 
if capitalism is to work in morally acceptable way, the majority of people 
in the economy must let altruistic motives moderate the naked self-interest 
of the acquisitive motive. Capitalism, with its associated market system, is 
the most efficient method so far devised to run an economy. But the result-
ing division of the cake can be extremely inequitable. If capitalism is to 
have any moral validity it must have superimposed on it the principles of 
a  welfare state.

To say this is not to prejudge the question of what sort of welfare state, or 
even to say much about the size of the government sector, relative to that 
of the rest of the economy. In fact, all countries in moving towards a wel-
fare state have adopted increasingly complex regulations and arrangements 
to look after the different categories of disadvantaged people: the old, the 
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sick, the unemployed, and others in need. This has been accompanied by 
an expansion of government employment as civil servants are needed to 
administer the various programmes and to see that the people helped do 
indeed meet the regulations and fulfil the legal requirements to qualify for 
assistance. However, the basic requirement of a welfare state is that nobody 
should be allowed to fall below a certain level of income. In principle, at 
least, this could be achieved by a simple negative income tax scheme such as 
that proposed by the conservative economist, Milton Friedman. In this type 
of scheme there is a certain level of income (significantly above that con-
sidered the rock bottom level below which no one should fall) at which one 
pays no income tax. Above this level people pay income tax in the normal 
fashion. Below this level of income the government pays people negative 
income tax. The amount a person receives from the government increases 
as his or her income falls, until a person who has no income of their own 
at all receives the amount which society has decided is the appropriate rock 
bottom level of income. Since the condition for receiving payments from 
the government is not that a person is sick or elderly or unemployed or any-
thing else, merely that their own income is at a certain low level, the scheme 
requires little more administrative manpower than the present income 
tax arrangements, and can be consistent with either a relatively small or a 
 relatively large government sector.

However, if the rock bottom level of income, below which no one is 
allowed to fall, is sufficiently high to ensure that everyone can live in at 
least frugal comfort, a welfare state is likely to require high levels of taxation 
on the incomes of the well-off. The resources provided by the welfare state 
to the less fortunate must be paid for by taxing the more fortunate. Any 
worthwhile welfare state will almost inevitably necessitate relatively high 
levels of taxation, not just on the very rich, but also on the moderately well-
off, who comprise the bulk of the population in a country like Australia. If 
people put altruistic or integrative motives first and want their society to be 
a “caring” society they will accept this high level of taxation. If they put the 
acquisitive motive, and the love of things that money can buy first, they 
may effectively refuse to pay a high proportion of their incomes in taxes.

There are various ways of doing this. Some methods minimize the 
amount of tax paid and these range from the tradesman doing jobs for cash 
with no questions asked, to the more legal, if no more moral, tax avoidance 
schemes engaged in by those rich enough to hire expensive lawyers and 
accountants. Or people may be able to pass the tax on by putting up the 
fees they charge, increasing the profits they make or forcing up the wages 
they receive so that their after-tax income is still at a high level. The first 
method directly reduces tax receipts. The second causes inflation, which in 
addition to the other evils of inflation reduces the real value of many of the 
taxes paid. A third way which is now becoming prominent in some coun-
tries is through direct political processes, the so-called taxpayers’ revolt. 
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A taxpayers’ revolt may be a revolt against large wasteful bureaucratic gov-
ernment, or it may be a reflection of a basic unwillingness to share one’s 
income, through taxation, with those less fortunate than oneself. Either 
way the result is likely to be the same, a reduction in direct grants to the 
needy or in those services which particularly help the disadvantaged. The 
major groups in California to vote against the proposition limiting prop-
erty taxes were the underprivileged minority groups of especially Black and 
Mexican Americans.

In short, if capitalism and the market system are to be morally accept-
able, they must have some form of welfare state superimposed on them. 
But a welfare state which really does prevent any citizens from sinking to 
unacceptably low income levels and ensures that all citizens have the basic 
necessities of food, shelter, medical care, etc. will require relatively high 
levels of taxation. There is nothing in the ethos of capitalism itself to lead 
people to accept these high levels of taxation. Unless they do a welfare state 
is not viable. The capitalist ethos must have added to it another ideology 
which makes people want the welfare state to be successful and makes them 
willing to pay relatively high taxes.

A welfare state may be a second best, but it has an advantage over more 
idealistic forms of organization, which dispense with the acquisitive motive 
altogether, in that it has worked and worked without loss of individual 
liberty. There are countries where the welfare state has been successful both 
socially and economically and in which democracy has been retained in 
substance as well as in form.

Notes

1. Irving Kristol, Two Cheers for Capitalism, Basic Books, 1978, pp. 87 and 88.
2. Personally I think that he is right that in the 19th century society was more 

approving of the ethic that it perceived as underlying capitalism than is the case 
today, and that he is wrong in believing that a return to the 19th century ethic is 
the way forward or that the so-called “bourgeois values” taken as a whole are an 
attractive list of virtues to emphasise.

3. The use of the word “selfish” is not meant to deny that for many people “selfish” 
motives include concern for the welfare of their families and friends as well as for 
themselves. A more fundamental objection to the statement that our economy 
is based on selfish motives is that it ignores the role played by giant corpora-
tions, whose actions are no longer dominated by the profit motive. It is true that 
the actions of such corporations can often no longer be explained by the profit 
motive. The goals of modern corporations must be defined as the goals of those 
managing them. These are mixed and the strength of the different elements in 
the mixture varies from corporation to corporation. Nevertheless they can be 
summarized as follows:

a. Avoiding bankruptcy – this is probably the first goal of the managements of 
most public companies. While some managers may have the type of tempera-
ment that leads them to gamble on risky courses of action which, if successful, 
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will make the corporation bigger and/or more profitable and increase the 
 manager’s status and income, most managers put a high premium on risk 
avoidance. After all the fruits of success are shared with the shareholders, 
whereas the costs of bankruptcy may fall much more heavily on managers, whose 
fortunes are bound up with the particular firm than on shareholders who have 
probably spread their shareholdings over a number of companies. Thus it is 
natural for managers to be more cautious than shareholders, and to place a 
high value on avoiding bankruptcy.

b. Achieving a minimum level of profits – which is necessary to avoid shareholder 
revolts or, perhaps more importantly, to avoid takeovers by other businesses 
which believe that they can use the assets of the company more profitably.

c. Achieving the growth of the company which often is reflected in the growth of 
the power, prestige and salaries of those managing the company.

 In fact these goals are not necessarily inconsistent with the maximization of 
 profits in the long run, and some economists have countered the claim that 
the profit motive cannot explain the behaviour of large corporations with the 
statement that the goals of managers that we have listed above are a good set of 
rules to achieve long-run profit maximization, particularly if one places a high 
premium on risk avoidance. However, this argument need not detain us. It is 
clear that the goals of management we listed do reflect the acquisitive instinct of 
managers. Managers of corporations are no more, and generally no less, selfless 
than the community at large. Our economy is still based on selfishness and the 
moral question remains.

4. Australian Government Commission of Inquiry into Poverty, First Main Report, 
Ronald F. Henderson, Chairman, Poverty in Australia, (A. G. P. S. Canberra, 1975).

5. K. Boulding, Beyond Economies,  University of Michigan Press,1965, pp. 231–232.
6. see E. F. Schumacher, Small is Beautiful, Abacus, Lond, 1974, p. 232.
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Just and Unjust 
Macro-economic Policy
J. W. Nevile

3.1 Introduction: The Need to Bring Morality Back into 
Economics

Let me start by congratulating you on the existence of this group. Anything 
remotely connected to morality seems to be notably absent from neo-
classical economics, as used by most academics and public servants, today. 
If one denies the possibility of intercomparisons of utility it is difficult to 
go past discussing the probable consequences of actions, to a consideration 
of whether those consequences are moral or even fair. In any case most 
neo-classical economists seem to be seized with a desire to make economics 
a positive science like physics. So instead of considering whether the con-
sequences of economic policy actions are desirable from some moral point 
of view they concentrate on whether they are efficient and hide behind the 
concept of Pareto-optimum. A situation is said to be Pareto-optimum if no 
one can be made better off without making at least one person worse off.

There are two immense problems with this approach, and ignoring them 
has led economics into disrepute, making the term economist a pejorative 
one among large sections of the Australian population.

First, and most fundamental, there is no reason to believe that a 
 Pareto-optimum situation has any moral value or any fairness attached to 
it. A situation in which all the national income accrue to one person and 
all the others are slaves is a Pareto-optimum situation, but no one I know 
considers it moral or fair.

Secondly, at a practical level, it is virtually impossible to make any policy 
recommendations at all in real life situations, if one’s criterion for a policy 
change is that it will bring a move from a sub-Pareto-optimum situation to a 

Paper given to the Economics and Related Moral Philosophy Discussion Group of the 
Economic Society of Australia, ‘Just and Unjust Macro-economic Policy,’ by Nevile, J. W. 
in 1999 With kind permission from Economic Society of Australia. All rights reserved.
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Pareto-optimum one. Can anyone here think of any practical economic pol-
icy change in Australia which would not make at least one person worse off?

Because of this second problem most neo-classical economists tend to 
fudge the Pareto-optimum criterion and use instead the criterion for recom-
mending a policy change that it is desirable if the winners could fully com-
pensate the losers and still be better off. The winners do not actually have to 
compensate the losers. Whether they do or not is a political question, not an 
economic one, at least according to those economists who use this criterion.

This way of judging policy change completely ignores the question of who 
are the winners and who are the losers, whether compensation is at all likely, 
and indeed whether it is even feasible. Inevitably economists who adopt this 
philosophy urge policy changes which will benefit the rich at the expense of 
the poor. Not all the policies they advocate do this, but enough do to give 
economists a reputation as people who believe that gaining material wealth 
should have priority over any other social values, people who want to cut costs 
at the expense of throwing thousands out of work, who will allow pollution 
if discouraging it also discourages mineral production and exports and so on.

It may not matter much to anyone except economists if we have a bad 
name or not; but it does matter to millions of Australians when policies are 
implemented that reduce the standard of living, and the more intangible 
quality of life, of the bottom 40 per cent (in income terms) of our population. 
It also matters if economists constantly urge that such policies be adopted 
without giving any consideration to their effects on income  distribution 
since this tends to bring everything economists say into disrepute.

The amoral approach of the dominant school in economics since around 
1980 has not served the discipline well and has not served society well. 
Economics desperately needs to be reunited with the concerns of moral 
philosophy, so again I congratulate you on your existence.

3.2 The Meaning of the Word Just

My title is just and unjust macro-economic policy. I chose the word just 
rather than moral to tie in with some quotations that I will give you in a 
minute, but there are other advantages. The adjective just has a range of 
meanings all of which are appropriate to the subject matter of my paper. 
At one end of the range is the meaning upright, as in the old ditty:

The rain it raineth every day
Upon the just and unjust fellow.
But more upon the just because
The unjust hath the just’s umbrella

At the other end of the range are concepts with little moral overtone. Just can 
mean suitable or appropriate, so that the essayist Evelyn spoke of “things to 
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be done in their just season” and Mills and Boon heroines sigh “he is just 
the man for me”.

I believe that macroeconomic policy should be appropriate and suitable. 
One aspect of some macroeconomic policies that I consider unjust are that 
they are not appropriate in the sense that they will not achieve the end 
desired, but the main meaning of the word ‘just’, as I am using it, is closer 
to upright. It is the meaning given by the Oxford English Dictionary when 
it defines just as “consonant with the principles of moral right, equitable, 
fair”. (I hasten to say that moral right means moral rightness and is not a 
contraction of moral majority and new right.) Principles of moral right is 
the meaning of just that I emphasise in this address, but the concept of 
equitable or fair will also cover what I want to say fairly well.

The next step is to say, of course, what are the principles of moral right to 
be applied. I start with a quotation from a Jewish prophet who lived about 
2,500 years ago. In ancient Israel fasting was a central religious observance, 
as it still is among Muslims today, as well as many orthodox Jews. Isaiah was 
concerned that the leaders in his society were happy to observe the outward 
signs of religion like fasting but not to act in conformity with the divine law. 
The rich and powerful people themselves noticed that their fasting did not 
have much effect. God did not seem to take much notice when they fasted. 
“Why do we fast but you do not see?” they asked. Isaiah responded why 
do you expect God to take notice of your fasts when you oppress all your 
 workers. Then speaking on behalf of God he says

Is this not what I require of you as a fast,
To loose the fetters of injustice
To untie the knots of the yoke
To snap every yoke and set free those who have been crushed?
Is a fast not sharing your food with the hungry
Taking the homeless poor into your house
Clothing the naked when you meet them
And never evading a duty to your kinsfolk?

What is just, what is morally right, says Isaiah is to be concerned about the 
welfare of the less well off in our society, the lowly paid workers, the hun-
gry and the homeless and all those oppressed by the structure and working 
of society. Of course Isaiah was not the only Hebrew prophet to say this. He 
just said it so well. Amos, for example, equated levying taxes on the poor 
as equivalent to kidnapping people and holding them to ransom and said 
that to levy such taxes was to turn justice upside down. When Amos accused 
the leaders of his society of turning justice upside down (or turning it into 
poison) (5:7, 6:12) he was not just talking about social justice and economic 
justice. The legal justice itself was corrupted into poison because it served 
the interests of the rich and powerful not those of the weak and poor. This 
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was an exact reversal of the proper role for any justice system which should 
be  particularly concerned with the welfare of the vulnerable.1

Similarly, I could have quoted passages from the New Testament to make 
the point that concern for the less well off is at the heart of moral rightness 
or justice, but I chose the Isaiah and Amos references because they have 
authority among Jews as well as Christians and are also respected, I think, 
by Muslims. One can also find purely secular writers who make the same 
or a similar point, notably Rawles’ principle that one should judge policies 
by their effect on the welfare of the least well off in our society. However, 
I do not want to labour the point, but only to set out that for me, and 
many  others, just policies are those which show a particular concern for the 
 welfare of the less well off and unjust policies are those which benefit the 
better off at the expense of the less well off.

3.3 Just and Unjust Goals of Policy

There are three fundamental goals of macroeconomic policy: low inflation, 
low unemployment and an appropriate rate of growth of output. Other 
things like increasing the national savings rate or reducing the current 
account deficit may look like goals, but they are subsidiary goals, significant 
because achieving them helps to achieve the fundamental goals, but of no 
significance in themselves.

There is some controversy in the community about what is the appropri-
ate rate if growth of output, or even whether output should be growing at 
all. Although I have strong views on this question for the moment let me 
concentrate on inflation and unemployment, except to note in passing that 
more rapid growth of output is usually associated with lower unemploy-
ment everyone is in favour of low unemployment and low inflation.2 There 
is nothing unjust about selecting these two as important goals. The justice 
issue arises when we consider the relative weight or the priority to be given 
to each of those two goals.

The problem is that many measures to reduce unemployment tend to 
increase inflation and the most common measures to reduce inflation 
increase unemployment. To some extent one has to make a choice about how 
much one endeavours to reduce inflation compared to reducing unemploy-
ment. Moreover, to a large extent different groups in the community benefit 
from low inflation and low unemployment. For reasons noted later in this 
chapter, the less well off suffer the most when unemployment is high and it 
is the well off who are hard by inflation.

In saying this I am not talking about the extremes of inflation or unem-
ployment. Hyperinflation hurts almost everyone in society and very high 
levels of unemployment, 1930’s depression levels, can tear society apart. 
We should never forget that the Weimar republic in Germany survived 
unbelievably high inflation in the 1920s but great depression levels of 
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unemployment led to Hitler being democratically elected. In this address 
I am not considering depression levels of unemployment or higher infla-
tion. I am not even considering moderately high levels of inflation like 
20 per cent, but low to moderate inflation, such as we have experienced 
over the last 15 years, when inflation never got beyond a single digit figure 
when measured on an annual basis. Similarly, I am talking about levels of 
unemployment within the range we have experienced over the last 15 years, 
not great depression levels.

It is not surprising that increases in unemployment hit low income earners 
the hardest, at least in material terms. On the other hand low and moderate 
inflation, even low double digit inflation, has little effect on low income 
earners, one way or the other. This was pointed out by Nevile and Warren 
(1985) and has been confirmed by other studies. The group who benefit 
from low inflation, and especially by falls in the inflation rate, are those 
who own substantial amounts of bonds and notably financial institutions. 
Financial markets have a vested interest in low inflation and put much more 
weight on keeping the rate of inflation low than on reducing the high level 
of unemployment in Australia.

Lest you think that this is just the prejudice of a mildly leftwing academic, 
let me quote from a former governor of the Reserve Bank of Australia. In 
a speech to the national press club just before his retirement Bernie Fraser 
said that “monetary policy was becoming the hostage of influential finan-
cial markets with a vested interest in making the Reserve Bank give greater 
weight to inflation than employment”. “The markets” he said “had a finan-
cial interest in supporting low inflation and low economic growth while 
frowning on evidence of strong growth” (those quotes are from the report 
in the Sydney Morning Herald 16/8/96). The Herald report also gave a direct 
quote from Bernie Fraser’s speech.

“Most financial market participants rate low inflation ahead of the 
Reserve Bank’s other objectives. This reflects a number of factors but the 
financial harm that is done to the holders of bonds when inflation and 
interest rates rise is the main one. We see their [understandable] priori-
ties in market reactions to different economic indicators: weak economic 
activity and employment numbers, for example are generally welcomed 
because they imply lower inflation and higher bond prices, while strong 
numbers are generally frowned upon because of concerns that they will 
be followed by higher inflation and interest rates.”

Mr Fraser concluded that it would be “ironic” if the Reserve Bank’s 
 freedom from political influence were to be the vehicle of allowing it to be 
dominated by another interest: “If the short-termism of politicians were to 
be replaced by the short-termism of the financial markets”. His successor 
as Governor of the Reserve Bank quickly reverted to the position that had 
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become traditional in the 1980s saying on several occasions that he sees 
keeping employment high has a very low the priority in the list of factors 
that should drive Reserve Bank actions. For example on 8th May he told the 
House of Representatives standing Committee on Financial Institutions and 
public administration that there was no chance of another interest rate cut 
to reduce the chronically high unemployment rate (S.M.H. 9/5/97) and that 
the Bank “will have to tighten monetary policy if wages pick up further”. 
This at a time when unemployment was stuck at 8.7 per cent and inflation 
was at the lowest rate it has been for 30 years.

If, given my age, I may be allowed to reminisce I would like to contrast 
this with a little history about a similar situation which arose when I was 
an undergraduate. In 1951 the Australian economy still rode on the sheep’s 
back. Because of the Korean the price of wool in 1950–51 was double the 
price in 1949–50 but in the next year, with the cessation of fighting, the 
value of wool exports fell by 314 million pounds, precipitating a major slump. 
There are no official quarterly national income and expenditure accounts 
for this period but (lagged) changes in unemployment and other data with 
a cyclical pattern indicate that the fall in economic activity started around 
the middle of 1951 and continued until at least the end of 1952. On an 
annual basis current value gross national product deflated by the Consumer 
Price Index fell by 14 percent in 1951/52 and was virtually unchanged in 
1952/53. The unemployment rate started to rise slowly in the first half of 
1952 then rose rapidly to peak at the end of that year and started to decline 
in 1953. The Conservative Federal Government acted promptly as soon as 
there was a significant rise in unemployment, mainly through fiscal policy 
but also through aggressive relaxation of monetary policy which changed 
even before that of fiscal policy. One further point should be made about 
the use of monetary policy. The boom in 1950–51 was accompanied by a 
very high rate of inflation. When the stance of monetary policy started to be 
relaxed, inflation was still over 20 per cent (as measured by the CPI) yet the 
CPI was only 3.9 per cent (or 0.54 percentage points higher in June 1953 
than it’s value in June 1952. The aggressive fiscal and monetary policy kept 
the rise in the unemployment rate small and remarkably brief. Over the 20 
year period as a whole the unemployment rate averaged about 2 per cent. 
At its peak at the end of 1952 it was probably barely 1 percentage point 
above that and then fell rapidly, so that in 1953–54 it was below its average 
value. Entrepreneurs did reduce expenditure on fixed capital equipment 
a little, but not by much. A belief that departures from full employment 
would be brief was a self-fulfilling prophecy, as one would expect from 
standard Keynesian theory. Those who would like a more detailed descrip-
tion of events can find one in Nevile and Kriesler (2011).

The current emphasis on keeping inflation low, even at the cost of high 
unemployment is not just the result of lobbying and public statements by 
those in the finance sector. It is also a result of the influence of what in 
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Australia we call economic rationalism and which is more widely known as 
market liberalism.

Market liberalism downplays the existence of market failure and tends to 
be less concerned about involuntary unemployment, which is traditionally 
associated with market failure, than with inflation which, if one wishes, can 
be blamed on government failure. One school of economists, the new clas-
sical school, even argues that involuntary unemployment does not exist and 
that it is possible through tight monetary policy to reduce inflation without 
affecting the level of unemployment; though to be fair I can only think of 
one economist, responsible for giving advice to those determining  economic 
policy, who ever believed in the new classical school of economics.

In any case, the conventional wisdom now is that it is impossible to avoid 
a short-run trade off between unemployment and inflation when monetary 
policy is used as the principal anti-inflationary instrument, though there are 
ways of minimising the trade-off. This point will be discussed in the next sec-
tion, and the point made that not only do anti-inflationary policies increase 
unemployment in the short run, but they may also do so in the longer run, 
especially when monetary policy alone is relied on to control inflation. 
It is no longer possible to take the easy way out and maintain that tight 
 monetary policy to reduce inflation will not also increase unemployment. 

Economists employed in the financial sector and financial journalists do 
not necessarily argue that reducing inflation is costless. Sometimes they 
argue that interest rates should rise to reduce the rate of growth of employ-
ment because falling unemployment is producing unacceptable inflationary 
consequences. Perhaps more often financial journalists and some spokesper-
sons for the private business sector argue that this is not a proper concern 
for macroeconomic policy at all but should be achieved by microeconomic 
reform, which in this context is largely a euphemism for cutting wages for 
the less skilled.

It may be that institutions in the financial sector always placed much more 
weight on controlling inflation than on reducing unemployment. The point 
is that financial market institutions now have much more power to impose 
their views in the government. Financial deregulation has both hastened 
and heightened the decline in power and influence of governments, and of 
authorities like the IMF, in global financial markets. Governments have lost 
control over the exchange rate for their currency – probably the most impor-
tant single price in the economy. As long ago as 1995 The Economist (14/1/95 
pp. 48–49) speaks of a government being punished by financial markets and 
similar language. The language may be extravagant but the underlying point 
is correct. The exchange rate has a widespread influence on the economy. 
Hence, governments must be constantly look over their shoulder with 
 concern about the effects of policy actions on financial markets.

I make this point to indicate that I am not arguing that governments 
should ignore the likely reactions of financial markets, but do emphasise the 
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they should not simply take the line of least resistance and accept the prior-
ity of keeping inflation very low, even at the cost of leaving the unemploy-
ment rate far too high. To do this is to ensure that macroeconomic policy 
is inherently unjust. There are ways of achieving a better balance between 
low inflation and low unemployment without having a disastrous effect on 
financial markets.

3.4 Just and Unjust Ways of Implementing 
Macroeconomic Policy

It is not only the priority given to different goals in our current macro-
economic policy that is unjust, the way policy instruments are used to achieve 
these goals is also unjust. I have already hinted at this in my references to the 
choice of monetary policy as the principal anti-inflationary weapon and the 
fact that tightening monetary policy inevitably increases unemployment. 
There is no disagreement that in today’s world tightening monetary policy to 
reduce inflationary pressure will usually have an immediate effect of increasing 
unemployment.3 In other words tightening monetary policy will reduce the 
rate of output growth and increase unemployment. There is now no argument 
that it is impossible to avoid a short-run trade-off between unemployment 
and inflation when monetary policy is used as the principal anti-inflationary 
instrument. The argument is whether there is also a long-run trade-off. There is 
increasing evidence for the proposition that not only is the current unemploy-
ment level determined in part by the previous year’s level, but also that the level 
of unemployment which is high enough to prevent inflation is determined 
by past levels. Hence, more economists are coming to the view that there is 
a long-run trade-off between inflation and unemployment when monetary 
policy alone is relied on to control inflation. It is no longer possible to take the 
easy way out and maintain that tight monetary policy to reduce inflation will 
not also increase unemployment. Nevertheless there is continual pressure from 
 financial markets to use monetary policy to keep inflation very low.

It is not inevitable that monetary policy be used as the principal means 
of controlling inflation. This was not the case during the 13 years of the 
Hawke and Keating Labor governments. Yet the rate of inflation was reduced 
dramatically over this period. Given that unemployment hurts most the less 
well off and low inflation mainly benefits the well off, the use of monetary 
policy to keep inflation low is unjust. It not only operates to the benefit 
of the well off at the expense of the badly off it is also clearly unfair by 
any straightforward understanding of that term. It works by putting some 
workers out of a job – making them join the ranks of the unemployed – in 
the hope that this will frighten those who are still employed so that they 
substantially reduce their demands for wage increases. It is rather like the 
mother who took her little son to school for the first time and said to the 
teacher: Johnny is very sensitive, you must not smack him or even scold 
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him. If he misbehaves just give the boy next to him a good whack. That will 
be enough to make him good.

3.5 Just Macroeconomic Policies

There are many possible just macroeconomic policies. In the time that is 
left just let me outline what I would recommend to reduce unemployment 
without increasing inflation.

First, I would stop using monetary policy as the principal anti-inflationary 
weapon. That role should be assigned to incomes policy though with some 
help from monetary policy. The major role of monetary policy should be to 
influence the exchange rate. It is fiscal policy and labour market policy that 
play leading roles in reducing unemployment. In general, however, I think it 
is a mistake to link particular policy instruments with particular goals. This 
is very frequently done. However, at least since Tinbergen’s  path-breaking 
work in 1952 conventional wisdom among economists, correctly, is that 
instead all should work together in an integrated way to achieve all goals.

The unemployment problem will only be solved (at least in our gene-
ration) when the Australian economy grows fast enough to create the 
necessary jobs. Let me say in passing that this is not an anti-environment 
statement and has no implications one way or the other on vexed ques-
tions such as exports of wood chips. If we, the community, so desire, we 
can easily take out the fruits of economic growth in cleaner beaches, more 
national parks, better and more non-polluting public transport and so on. 
But on whatever we spend the fruits of economic growth, economic growth 
itself, properly understood, is essential if we are to solve the unemployment 
problem.

One constraint on growing fast enough to reduce unemployment substan-
tially that is often put forward is the current account deficit of the balance 
of payments. The current account deficit arises because we import too much 
compared to our exports. The ultimate reason for imports is consumption. 
If unemployed people become employed their incomes will go up, they will 
spend more on consumption and this will increase the demand for imports 
in Australia. With the increase in imports the current account will get worse. 
Overall Australians will have to reduce consumption just a little bit so that 
our demand for imports goes down a little. The sure way to reduce our 
consumption is to increase taxes; and, after all, Australia is one of the three 
lightest taxed countries in the OECD. Also, if we want to help the unem-
ployed, especially the long-term unemployed, find jobs, through retraining, 
through wage subsidies and through job creation schemes, this will have 
to be financed through additional taxation. The measures introduced by 
the Government in 1994 have had an effect on long-term unemployment. 
But we have only begun to reduce substantially the number of long-term 
 unemployed and special programs will be needed for years to come.
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Another reason for increasing taxes is to finance the public economic and 
social infrastructure required to support a growth rate. Much of the invest-
ment needed for rapid growth without inflation will occur in the private 
sector, but an increase in public investment will also be required and should 
be financed through taxation.4

Many, would agree with this but reject the conclusion. They advocate 
cutting government expenditure to achieve the same effects on imports. 
Substantially cuts in government expenditure, generally hurt those on low 
incomes the most – social security recipients, unemployed, those who can’t 
afford private schools for their children and so on. That option is clearly 
unjust as I am using that term.

So far I’ve talked about unemployment in general. Long-term unemploy-
ment is an even more serious problem. A faster rate of growth of the econ-
omy and a fall in unemployment generally is a necessary condition to reduce 
long-term unemployment, but by itself a faster rate of growth will not do the 
trick. Most people unemployed for 12 months or longer are no longer effec-
tive members of the workforce. Employers are loathe to hire them because, 
rightly or wrongly, they fear that they have lost work skills and motivation. 
Bringing these people back into a position where they are effective members 
of the workforce, with a chance of being hired that is a long way above zero, 
will not only transform their lives, it will also make the economy more pro-
ductive, since it now has more productive resources to draw on. Hence, as 
the economy grows more rapidly it is essential not to cut out specific labour 
market programs because they appear to be expensive. The most disadvan-
taged usually do need more costly assistance and are often difficult to place 
with private employers. There is no short cut to removing deep seated work-
force barriers but the long term costs of not doing so are very high.

In any case cost figures generally miss the point. Labour market programs 
for long term unemployed may not, in most circumstances, immediately 
increase employment significantly. Their purpose is to maintain or restore 
contact with the labour market and the skills of long term unemployed 
people, so that they can have a real chance of getting a job again. Overall 
policy, especially fiscal policy, must be used to increase overall aggregate 
demand to generate more jobs and labour market programs should ensure 
that unemployed, especially long term unemployed, are reintegrated into 
the productive labour force.

Notes

1. I am indebted to Harris (1995) for drawing the literature on this to my attention.
2. This may not be true of some business executives: See Kalecki 1943.
3. In a symposium in 1997 a thoroughly neoclassical economist, John B Taylor, 

stated “A third principle is that there is a short-run trade-off between inflation 
and unemployment” (p. 234).

4.  See for example Kriesler and Nevile, 2011, especially p. 16.
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4
Policies to Minimise the Costs 
of Unemployment
J. W. Nevile

The costs of unemployment depend not only on the number of unem-
ployed but also on the nature of unemployment, whether it is short-term 
or long-term, and also on who is unemployed. In general, the longer the 
person is unemployed the greater the costs of each addi tional period of 
unemployment, both to the person and to society. Individuals often gradu-
ally lose skills, become increasingly depressed or angry at their situation, 
and suffer more from ill health as the period of unemployment lengthens. 
Moreover, they miss out on the increase in skill that occurs in many occu-
pations with experience in the job. The loss of skills and potential skills is 
a loss to society as well as to the individual; the cost of ill health is also a 
cost to society.

There is another group besides the long-term unemployed whose unem-
ployment is particularly costly. Disadvantaged youth and young adults may 
be mostly unemployed, but their unem ployment may be interrupted from 
time to time by short spells of casu al work so that they are not technically 
long-term unemployed. If they remain on the fringe of the labour market, 
their children are also like ly to be often unemployed and are the group 
where unemployment is most likely to lead to criminal activity. As far as 
reducing the costs of crime are concerned it is important to reduce frequent 
and long-term unemployment among young poorly  educated workers, espe-
cially where unemployment is concentrated  geographically.

It follows from this that policies to minimise the costs of unem ployment 
are likely to be different, at least in emphasis, from policies whose sole goal 
is to reduce the rate of unemployment. Unemployed disadvantaged young 

Revised from The Price of Prosperity: The Economic and Social Costs of Unemployment, 
249–271, 2002, ‘Policies to Minimise the Costs of Unemployment’, by Nevile, J. W. 
With kind permission from The University of New South Wales Press. All rights 
reserved.
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people are a critical group to help to find continuing jobs, if the costs of 
unemployment are to be minimised. However, they are a group that OECD 
countries have found very difficult to help in this way (Martin, 2000, p 201). 
Policies aimed just at reducing the overall number of unemployed would 
show more success, per dollar spent, if they largely ignored the needs of 
this group.

Similarly, it is easier, and hence cheaper, to reduce short-term unem-
ployment than long-term unemployment. Policies to reduce the overall 
numbers of unemployed will be helpful in reducing the amount of long-term 
unemployment but may not help very much. Special, usually expensive, 
programs are necessary to help the long-term unemployed. Hence, evaluat-
ing policies by the cost per unemployed person who gets and retains a job 
is inappropriate if one is concerned to minimise the cost of unemployment 
rather than the number of unemployed.

On the other hand, one cannot focus policy entirely on the long-term 
unemployed. Preventing the short-term unemployed becoming long-term 
unemployed is also desirable. As Webber and Weller point out ‘the longer a 
worker has been unemployed the greater the probability that he or she will 
again be unemployed’ (Webber and Weller, 2002). Weller and Webber (1999) 
discuss at greater length the way employment history affects the probability 
of unemployment. Moreover, a potential two-way feedback exists between 
long-term unemployment and social exclusion. This is one of the things 
that makes indigenous unemployment so intractable.

The costs of unemployment, to the individual and to society, are also 
affected by the experience of the unemployed. The low levels of social secu-
rity benefits, the waiting periods, and the disposal of assets before income 
support is provided all impose severe financial stress on the unemployed, 
who have great difficulty in affording the minor expenses of seeking 
employment, let alone the larger expenses incurred in being a normal mem-
ber of society. In addition the attitudes of society to unemployed people, the 
private as well as government support services provided for them, and the 
institutional arrangements for providing these services are all important. 
They affect the psychological impact of unemployment on the unemployed 
and their families, and the costs to society of ill health, crime and the loss 
of skills or human capital. Two things are needed here. One is educational 
campaigns to change attitudes to the unemployed so that they are gener-
ally regarded as valuable, if disadvantaged, members of society. The other is 
policies targeted directly at the unemployed designed to minimise the costs 
listed earlier. These should include the changes to social security laws and 
their implementation.

Some policies to minimise the cost of unemployment do not try to 
increase the total numbers employed. They may try to overcome directly 
some of the costs to the unemployed or society, as unemployment benefits 
do. Alternatively, they may try to distribute employment more evenly, 
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decreasing the numbers working very long hours and also decreasing the 
number seeking work, as additional workers are employed to offset reduc-
tions in the numbers of hours worked by existing workers. Such a policy 
of redistributing employment has been tried, notably in France, and is 
discussed below.

However, most Australian economists would argue that it is better to 
tackle the causes of unemployment rather than accept and redistribute 
existing levels of unemployment. There is very wide agreement that policy 
packages to reduce unemployment must operate on two fronts. This was a 
recurring theme in the OECD (2000) conference on ‘Policies Towards Full 
Employment’. Policies should be introduced that make it more likely that 
unemployed people will obtain jobs from the existing pool or from any addi-
tions to that pool. Such policies are discussed below. However, these policies 
alone are not enough. It is more important to have policies to increase total 
employment. If there are no more jobs on offer, making unemployed work-
ers more attractive to employers can lead to unfilled vacancies being filled, 
reducing unemployment a little. But, in the year 1999/2000 at the height of 
a strong economic boom, there were still over five unemployed people for 
every vacancy in Australia. Fitting the unemployed to fill these vacancies is 
thus not enough.

By and large there is no ideological divide in the economics profession 
about policies to increase the employability of those unemployed. This is 
not true about policies to increase total employment. On the one side are 
neoclassical economists who hold that, if some shock increases unemploy-
ment, a capitalist economy will automatically return in a relatively short 
period of time to the minimum rate of unemployment that is sustainable 
given current institutions: the so-called ‘natural’ rate of unemployment. 
If this ‘natural’ rate is higher than society can tolerate, the solution is to 
change institutions. Usually, neoclassical economists advocate deregulating 
the labour market, which means reducing or abolishing minimum wage 
rates, other regulations and union power.

On the other side, Keynesian economists maintain that frequently not 
only will the total demand for goods and services in an economy (‘aggregate 
demand’) be insufficient to provide employment for all those seeking jobs, 
but also that private market sector forces will not remedy this situation. It is 
necessary for the government to increase aggregate demand through mac-
roeconomic policy, especially monetary and fiscal policy, and perhaps direct 
job creation in the public sector.

This thumbnail sketch of the two positions grossly simplifies the matter. 
This is partly because most Keynesians also think wage restraint is important—
but usually to moderate inflation, not to reduce unemployment. Similarly, 
most neoclassical economists think macroeconomic policy is important, 
but for different reasons to Keynesians, and hence they often advocate 
a different mix of macroeconomic policies.
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The neoclassical view of the causes of unemployment is based on a 
model in which there is perfect competition throughout the economy. No 
reputable economist believes that the conditions for perfect competition 
exist in any actual economy, but the neoclassical economists consider that 
departures from perfect competition are not important enough to invalidate 
the use of the model as a tool for analysing aggregate employment and 
unemployment. Keynesians think that departures from perfect competition 
are so widespread that the neoclassical model is useless as a basis for policy. 
Both neoclassical policy proposals and a typical Keynesian policy package 
are discussed below, and the threads drawn together in the final section.

4.1 Policies to Redistribute Employment

Some time around 1980 there was a reversal in Australia, and in many other 
OECD countries, of the downward trend in the average number of hours 
worked per week by full-time employees. As the downward trend was at least 
100 years old, this was a major change in the labour market. The average 
number of hours worked per week is strongly correlated with the level of 
economic activity. Hence, in making comparisons, it is necessary to pick two 
points at roughly the same stage of the business cycle. From August 1984 
to August 1994, the average num ber of hours worked by full-time workers 
in Australia rose by almost 6 per cent. Long working weeks are more preva-
lent among males than females: over 25 per cent of full-time male workers 
in Australia work more than 49 hours a week. The corresponding number 
for females is 8 per cent.

Since unemployment was high and persistent in many OECD countries in 
the 1980s and the 1990s, it is not surprising that several (for instance France, 
Germany and Denmark) introduced policies to encourage firms and workers 
to reduce the number of hours worked per week, or per year, in the hope of 
redistributing some employment to the unemployed. In Australia the trend 
to reduce or abolish penalty rates for overtime encourages an increase, rather 
than a decrease, in the number of hours worked.

It is important to distinguish between policies which encourage firms and 
workers to reduce the number of hours worked by full-time employees, and 
those in which there is an element of compulsion, or rationing of hours 
worked. Compulsory reduction in the number of hours worked (and the cor-
responding weekly wage rate) raises difficult equity issues: Should a person 
whose spouse cannot work, or cannot find employment, be prevented from 
working more than (say) 40 hours a week, when in the case of many cou-
ples, both partners work full-time? Should a semi-skilled low-income worker 
be forced to moonlight, at lower than her/his normal hourly wage rate, to 
maintain modest living standards when many with far higher living stand-
ards do not have to change their patterns of work to help the unemployed? 
There is even the question of whether for many a compulsory reduction in 
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the standard working week, and hence the wage rate, might merely mean 
a reduction in weekly remuneration but not in hours worked. After all, 
already 20 per cent of overtime worked in Australia is unpaid. Moreover, 
some part-time workers may be employed for more hours, but not enough 
more to offset the cut in wage rates.

The best known example of a mandated reduction in working hours tries 
to keep the weekly wage unchanged, though the rules for implementation 
allow considerable fudging of this. In France, the standard working week 
was reduced from 39 to 35 hours with a year 2000 deadline. Employers were 
not to reduce the weekly wage rate, at least for existing employees. In return, 
if firms did increase the number employed, or prevent falls in that number, 
by the reduction in the working week, the amount of social security contri-
butions they pay per employee was substantially reduced in the first year. 
The reduction itself is then reduced by a diminishing amount each subse-
quent year until it is phased out completely in the sixth year. However, firms 
could—and numbers do—hire new workers at the same hourly rate that 
existing workers received when they worked 39 hours a week. Also, in many 
firms changes in work practices which increased productivity, reducing wage 
costs, were accepted and agreements were reached which effectively froze 
wage rates for two or three years (Kirman, 1999).

It is still far too early to make well based judgements about the suc cess of 
the reduction in working week laws in France. However, it is worth noting 
that the French experience suggests that unless there are very large govern-
ment subsidies, reducing the number of hours worked per week will reduce 
real wages below the level they otherwise would be. This can occur directly 
or indirectly through inflation.

4.2 Active Labour Market Policies

Policies aiming to directly assist the unemployed obtain paid employment 
are called active labour market policies. (Australian usage often omits the 
word ‘active’.) Policies to increase employment in the whole economy, 
which are not directly targeted on the unemployed, are not included 
in active labour market policies, although they may have a large labour 
market content and will inevitably impact on the labour market, if only 
indirectly.

The OECD database covers five ‘main’ categories of active labour market 
programs (Martin, 2000, p 193) namely:

1. labour market training
2. subsidised employment (including direct job creation for the unemployed 

in the public sector)
3. public employment services and administration (due to data limitations 

this also includes the cost of administering unemployment benefits)
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4. youth measures
5. measures for the disabled.

The database shows that for the OECD as a whole, the two categories on 
which there was most expenditure were labour market training and sub-
sidised employment. In 1997, each accounted for about a quarter of all 
expenditure, including expenditure on administering unemployment benefits 
(Martin, 2000, p 218). Martin argues that training, both in the classroom 
and on the job, is particularly helpful in assisting women re-entering 
the labour market to find jobs, but that it is very ineffective in helping 
 disadvantaged youths.

Martin relies mainly on US research to reach this conclusion. In Australia, 
there is disagreement among empirical studies about whether labour market 
training has any effect in increasing the employability of the unemployed. 
However, there is agreement that even if it has some effect, it has not 
worked as well as wage subsidies (Webster, 2000, p 243). One reason why 
labour market training has not worked as well as it might have is that, for 
political reasons, spending on it tends to be greater when unemployment is 
high and vacancies are low. It is universally agreed that it is more likely to 
be effective when vacancies are high (that is at times when  unemployment 
is relatively low). Also, there is empirical evidence that the quality of 
primary and secondary schooling has lifelong effects on employability 
(Martin, 2000, p 201). This could explain why labour market training works 
well for women re-entering the labour market and is largely ineffective for 
 disadvantaged youth.

Subsidies to wages paid by private sector employers can also be regarded 
as an indirect training program. Since the subsidies are limited in duration 
the government is, in effect, paying the employer to undertake on-the-job 
training of the subsidised workers. The period of subsidised employment can 
prevent the deterioration of both skills and motivation that may accompany 
long-term unemployment, or may replace lost skills and motivation. It may 
also give new skills, either general skills or ones specific to the job in question. 
Richardson (1998) has shown that working in a subsidised job for a limited 
length of time increased the employability of Australian young people.

Substantial wage subsidies can be effective in increasing employment 
among targeted groups, but much of this is likely to be at the expense of 
 others, so that the net gain in employment is small. Obviously, careful 
monitoring of the hiring and firing practices of participating employers can 
increase the net increase in employment achieved by wage subsidy programs. 
So too can more intensive targeting of those eligible for wage subsidies. 
However, there is a trade-off. Both these measures will make employers less 
keen to participate: the first for obvious reasons; and the second because 
the more targeted are the eligible groups of unemployed the less desirable 
 workers they are likely to be in the eyes of the employers.
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Subsidised wage programs can also act as an educational program for the 
employers involved, teaching them that workers in the targeted group are 
not necessarily inefficient workers incapable of benefiting from training. 
In general it is better to regard wage subsidies as a measure to increase 
labour market training than to increase the numbers employed, even 
though they do have some net effect in increasing employment. They are 
important as one of the few active labour market programs which have 
been effective in helping the long-term unemployed find continuing jobs 
(Martin, 2000, p 217).

Public sector jobs of limited duration created for, and targeted at, the 
unemployed have been a traditional type of labour market policy in 
many OECD countries. They are roughly equally important, in terms of 
expenditure, as wage subsidies for private sector jobs, and have similar aims. 
However, they are not as successful—at least if success is measured by the 
proportion of participants who are in employment up to a year after ceasing 
to participate in the program (Webster, 2000, p 243). This could be because 
there is a greater stigma in taking part in a program involving government 
employment. It could be because there is no possibility of the employer (the 
government) being pleasantly surprised by the employee’s capabilities and 
keeping him or her on when participation in the program finishes. Or it 
could be that the government is left with the least employable workers, and 
this fact is not taken sufficiently into account when selecting the control 
group. Even if the first two possibilities suggest it would be better to divert 
funds from government employment programs to subsidising private sector 
employment, the third possibility warns of the dangers of doing this before 
more is known about the reasons for the apparent greater success of private 
sector wage subsidy programs.

Public employment services, or job search assistance, appear to help a 
wider range of the unemployed find continuing employment than most 
active labour market policies (Martin, 2000, p 217). The relative emphasis 
on this category of programs, both in Labor’s Working Nation set of policies 
and in the policies of the Coalition Government, is well placed. Job search 
assistance ranges from minimal job placement services to intensive counsel-
ling and other measures to raise the motivation and skills of unemployed 
in seeking jobs. In a number of OECD countries, it includes cash bonuses to 
those unemployed who quickly find re-employment.

Minimal job placement services are cheap, but if one is concerned to mini-
mise the costs of unemployment rather than the number of unemployed, 
emphasis must be put on expensive measures, including in-depth counselling, 
both to disadvantaged youth and the long-term unemployed of all ages. One 
major criticism of active labour market policies in Australia is that not enough 
is spent on intensive assistance of any sort (see ACOSS, 2000a, pp 43–44).

The other major issue in job search services in Australia is the replace-
ment of the Commonwealth Employment Service with the Job Network. 
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This network comprises those successful in tendering for contracts to supply 
employment services to unemployed job seekers. Job seekers are classified 
according to broad categories of the amount of assistance needed and pay-
ment is on the basis of category with separate tenders, on a regional basis, 
for each category.

It is not possible to review such a radical change because of the lim ited 
space that can be given here to the subject. Kelly et al. (1999) provide a 
generally sympathetic review and ACOSS (2000b) a somewhat more critical 
one. Both agree that ‘the major concern is with ... outcomes for the most 
disadvantaged job seekers’ (Kelly et al., 1999, p 44). Eardley, Abello and 
Macdonald (2000), in a preliminary report on a major empirical study, also 
raise concerns about the most disadvantaged. They comment that ‘in a 
period of rising unemployment the Job Network does not seem to have had 
as much impact on long-term unemployment [as Working Nation]’ and ‘many 
intensive assistance clients seem to have received rather little in the way of 
assistance’ (p 61).

The remaining OECD categories of active labour market policies are 
those targeted at particular groups of unemployed people. We have already 
noted Martin’s (2000) summary of the evidence about programs to help 
disadvantage youth, namely that they have been unsuccessful. He does 
not recommend despair, but argues that the, admittedly limited, empirical 
evidence suggests that:

early childhood interventions of high quality can have lasting effects 
on the employment and earnings prospects of disadvantaged children, 
especially if they are sustained over time and not limited to one-shot 
interventions ... [and that it is] important to target support not only at 
the youngsters themselves but also at their families and local communities. 
(Martin, 2000, pp 201–202)

Active labour market programs to help disabled people encompass both 
employment in sheltered workshop programs and training to help disabled 
people hold down positions in private industry. More needs to be spent 
on such programs in Australia. In 1997, we allocated 0.055 of 1 per cent 
of gross domestic product to such programs, compared with 0.132 of 1 per 
cent for the European Union as a whole and 0.096 for the OECD as a whole 
(calculated from Martin, 2000). The other particular groups in Australia 
which are from time to time put forward to be the focus of active labour 
market programs are those in rural areas, and indigenous Australians. So 
far, programs targeted at one or the other of these groups have not been 
successful in enabling many participants to find continuing employment 
in the private sector.

Overall, active labour market programs are on the right track in Australia, 
with the emphasis on job search assistance and intensive counselling. Job 
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subsidies are also important in assisting the long-term unemployed and 
training programs are valuable, especially for women. Active labour market 
programs are an essential complement to policies that increase the demand 
for labour. It will be argued below that Australia should spend more on 
active labour market policies. In 1997, Australia allocated 0.5 per cent of its 
gross domestic product to these programs compared to an average of 1.1 per 
cent in the European Union and 0.8 per cent for the OECD as a whole. The 
latter average is pulled down by the very low figures for some of the new 
OECD members. However, in the long run it is probably even more crucial 
for Australia to increase expenditure on primary and secondary schooling in 
disadvantaged areas than on active labour market programs.

It is important not to oversell active labour market programs. They fit 
people for jobs but they do not create jobs for people. Their role is two-fold. 
One part is to ensure that the rising tide of employment does lift all boats. 
For the reasons outlined in the introduction to this chap ter, this is particu-
larly important if one is concerned to minimise the costs of unemployment 
and not just the numbers of unemployed. The second part of their role is 
also important. They can increase the sup ply of effective workers and reduce 
inflationary pressure as the rate of unemployment drops.

4.3 Removing Poverty Traps

A major feature of the Australian social security arrangements is that 
 payments are tightly targeted to those with little income or assets. The 
desirability of targeting is a matter of controversy (and Mitchell et al., 1994, 
review the arguments for and against). However, because of the cost there 
seems little likelihood that Australia will rapidly, if ever, move away from 
targeting social security payments. One important conse quence of this is the 
creation of poverty traps. If people on benefits move into paid employment 
they may in fact receive very little additional income, because of the combi-
nation of the effects of income tax on net earnings and the loss of benefits as 
income rises. Their ‘effective marginal tax rate’ can be very high, even over 
100 per cent in some instances. The extent to which this happens depends 
both on the level of marginal tax rates and the speed with which benefits 
are tapered off as income rises. There is no obvious answer to the question 
of which is the best taper rate, but there is agreement that very high (say 
70 per cent or more) effective marginal tax rates discourage those receiving 
social security rates from taking up part-time employment.

There are three ways of reducing poverty traps without abandoning 
the overall structure of the Australian social security system. The first is to 
raise substantially the tax-free threshold and/or cut the rate of tax on income 
immediately above that threshold. This is expensive, as far as the govern-
ment budget is concerned, as all taxpayers benefit, and not only those facing 
very high marginal tax rates. It was done to a small extent as a part of the 
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New Tax System introduced in July 2000. Low-income tax rebates, as exist 
in Australia, can effectively increase the threshold for low income earners. 
However, if such rebates are small and relatively inexpensive, they only affect 
poverty traps for those working relatively few hours a week. For others, they 
just shift the poverty trap a little up the income scale.

The second way is to reduce the benefit taper rate. This was done in Labor’s 
Working Nation reforms and again as part of the New Tax System. However, 
more needs to be done in this area. For example, someone receiving an unem-
ployment allowance faces a taper rate of 70 per cent when their employment 
income is over $70 a week. Those who receive more than one type of social 
security payment (for instance unemployment and child support payments), 
each with its own taper rate, are likely to face very high effective marginal tax 
rates. Public housing tenants receiving social security allowances may also 
be vul nerable, as their rent is usually fixed as a percentage of their income.

The third way of reducing poverty traps is through the introduc tion of tax 
credits for earned income. These have been used extensive ly in the United 
States and to a lesser extent in the United Kingdom. An earned-income tax 
credit is usually equal to a proportion of earned income over a certain range, 
so that in this range it increases with the amount of income earned. It also 
tapers off when earned income rises above the range, and may be subject to 
an additional income test based on family income.

Earned-income tax credits are usually proposed by neoclassical economists 
and are intended not only to reduce poverty traps but also to compensate 
low-income families when minimum wage rates are kept low in the belief 
that this will lead to employment growth. (The validity of this belief will 
be examined in the next section.) Earned-income tax credits are certainly 
effective in reducing high effective marginal tax rates on social security 
recipients, though the high effective rates are pushed further up the income 
scale to where the income tax credits are phased out.

There are three negative impacts of earned-income tax credits to set 
against the substantial reduction in poverty traps and increases in income 
of the working poor. The first is that, because they generally produce down-
ward pressure on wage rates at the bottom end, they effectively subsidise the 
wages of not very productive workers and hence of the firms that employ 
them. Many of these firms are low-productivity firms and, in any case, any 
increase in employment of low-wage work ers will lower the overall level of 
productivity in the economy. It is argued in the next section that the effect 
of any reduction in wage rates in expanding low-wage employment will 
be small, and that the negative impact on productivity will also be small. 
However, in principle, it is better to use the money spent subsidising low 
wage rates in increasing the productivity of low-wage workers. In the United 
States, the group that have benefited most from earned-income tax credits 
are single mothers. In Australia at least, this is a group for which labour 
market programs centred on training are effective.
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The second negative impact is one of equity. Any expansion of the scope 
of the distinction between ‘deserving’ and ‘undeserving poor’ could lead 
to greater levels of support to the less needy than to the more needy. For 
example, it could lead to children of those who are unemployed receiving a 
lower level of support from the state than chil dren whose parents are low-
wage earners. If receiving the tax credit is subject to a family means test, 
this can also lead to equity problems. Not all low-wage workers will receive 
them. Given that earned-income tax credits will put pressure on wage rates 
at the lower end, those in families with incomes just above the means test 
may, after a few years, have lower incomes than they would have received if 
earned-income tax credits had not been introduced.

Thirdly, if earned-income tax credits are added to a system with family 
allowances and various other categories of support, overall com plexity 
will increase, adding to administrative costs, particularly in pre venting 
fraud. Over-payments have proven to be a serious problem in the United 
States, although it has a much simpler social security system than Australia 
(Ingles and Oliver, 2000, p 86). Many of the benefits of earned-income tax 
credits can be achieved by changing aspects of the present social security 
system, especially family allowances, as has been done as part of recent 
tax reforms.

4.4 Deregulating the Labour Market

Neoclassical economists believe that unemployment in the economy tends 
fairly quickly to settle at a ‘natural’ rate of unemployment. However, this 
‘natural’ rate is not immutably fixed but reflects institutions in the economy. 
Therefore, they argue that the only way to achieve a permanent reduction in 
unemployment is to change institutions and, in particular, to deregulate the 
labour market in order to lower the natural rate of unemployment.

The present Australian Government has pushed hard for two forms of 
labour market deregulation: relaxing employment protection through unfair 
dismissal laws; and abolishing, or reducing the scope of, laws that encourage 
or help union activity, including the traditional Australian system of con-
ciliation and arbitration. The economic litera ture gives little support to the 
view that either job protection or union activities have been major factors 
in adding to the average level of unemployment. For example, after a careful 
and thorough study across 20 OECD countries Nickell concludes:

Labor market rigidities that do not appear to have serious implications for 
average levels of unemployment include the following: ... strict employ-
ment protection legislation and general legislation on labor market stan-
dards; ... high levels of unionization and union coverage, so long as they 
are offset by high levels of coordination in wage bargaining, particularly 
among employers. (Nickell, 1997, p 72, emphasis added)
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Nickell’s analysis shows that employment protection legislation reduces 
short-term unemployment. It may increase long-term unem ployment, 
which is worrying given a concern for the costs of unem ployment. However, 
the evidence for any increase is very weak. More general labour standards 
laws have no discernable effect. This is not surprising. In the European 
Union, the same labour market laws apply equally to all member states, but 
there are some that have been notably successful in boosting employment 
and keeping unemployment low, and others that have been very unsuccess-
ful. This suggests that ‘employment problems are not caused by excessive 
labour market reg ulations’ (Larsson, 2000, p 35).

As far as union activity is concerned, Nickell finds that greater union cov-
erage does tend to raise unemployment when there is little co-ordination of 
wage bargaining activities between unions and employers. Nickell’s explana-
tion is that unco-ordinated union-domi nated systems create ‘an additional 
source of inflationary pressure that requires more unemployment to quash 
it’ (p 68). Co-ordination can prevent such situations, which generate infla-
tionary pressure, as arise when one union secures a wage rise and this is used 
by another union as the basis for a larger wage rise.

The conclusions of Nickell’s article suggest that, while the reduction in 
importance of the co-ordinating function of the Australian conciliation 
and arbitration system may be unfortunate, labour market regulation is 
not in general a major problem as far as unemployment is concerned. This 
is supported by work done in Australia. Sloan and Wooden (1998) argue 
that labour market outcomes have been much the same in Australia, New 
Zealand and the United Kingdom, yet in the last two mentioned countries 
the labour market is much more deregulated than it is in Australia. Gregory 
(2000) points out that, although the United States has the best performance 
with respect to employment growth over the last 40 years, the United 
Kingdom and Australian experience was the same until 1980, but ‘during 
and after the Thatcher reforms, the UK employment performance deterio-
rates relative to Australia’ (p 115, emphasis in the original). After its reforms, 
New Zealand did even worse than the United Kingdom.

The other, perhaps more controversial, issue in labour market deregulation 
concerns the role of minimum wage laws. These may be more important in 
Australia than most countries because award wage rates set various mini-
mum rates for workers with various categories of skill, not just one universal 
minimum rate. While there is little support in Australia for proposals to 
reduce nominal minimum wage rates, there is support for freezing award 
wage rates in nominal terms, so that real wage rates fall as inflation occurs. 
For example the proposal to freeze award wage rates, made by the five 
economists (Dawkins et al., 1998) in an open letter to the prime minister 
has been taken up by the Business Council of Australia.

It is argued that freezing award wages for four years would reduce the 
growth in average real wages by about 3 or 4 percentage points (over the 
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four years as a whole) and that this will produce a fall in unemployment 
between 1.5 and 2 percentage points. The expected increase in employment 
and fall in unemployment could be due to one or both of two causes. First, 
employment may increase because, with the price of labour reduced com-
pared to that of capital, labour may be substituted for capital. In addition 
there may be effects on output: for instance lower real wage rates might 
encourage, or possibly discourage, investment, they might decrease con-
sumption, or they might change the ‘natural’ rate of unemployment.

There has been a great deal of controversy over whether reducing wage 
rates will increase employment or not, disregarding any effects on output. 
(See Nevile, 1996; 2001, for discussion of this.) However, to a large extent 
this controversy is not important for present purposes. The large major-
ity on both sides agree that any effect is small, though some argue that it 
may be important in the case of teenagers. Many neoclassical economists, 
including Dawkins et al., use a figure estimat ed by two Reserve Bank econo-
mists Debelle and Vickery (1998), which implies that a 1 per cent cut in 
wage rates would increase over all employment by 0.4 per cent assuming 
that output does not change. The fall in unemployment will be less than 
the increase in employment because, with lower unemployment, people 
outside the labour market will start actively looking for work again. Many 
of these will obtain jobs before the currently unemployed. Hence, if the 
fall in unemployment is to be of any noticeable size, wage cuts must lead 
to significant increases in output. Does any such effect exist, and if so how 
big is it?

While many rely on the work of Debelle and Vickery to answer this ques-
tion, those writers actually undertake no empirical work on the size of such 
effects. Debelle and Vickery explicitly state that they do not know the size of 
these effects or even if they are positive on bal ance. They make two assump-
tions. One is that there is no effect on output; an assumption they think is 
at the bottom end of the range. The second is one at the other end of the 
range, that output increases by so much that the final increase in employ-
ment is 2.4 times as large as that occurring just through the substitution of 
labour for capital with no change in output. It is results based on the sec-
ond of these assumptions that are used by those advocating freezing award 
wage rates. Thus, the size of the fall in unemployment that is claimed will 
follow a freeze in award wage rates is largely based on an assumption, not 
empirical research. What is assumed, in effect, is that a 4 per cent cut in real 
wage rates will reduce the ‘natural’ rate of unemployment by 2 percentage 
points. Some of this comes from the substitution of labour for capital, but 
more because with lower wage levels, ‘the firm (the economy) is able to 
move to a higher level of production, thereby employing more labour and 
more capital’ (Debelle and Vickery, 1998, p 242). Even if one’s model of the 
economy suggests that this is true, it is not easy to estimate how big the 
effect will be, as Debelle and Vickery implicitly acknowledge. Yet the size of 
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that effect is an important issue for all proposals to reduce unemployment 
by cutting wages.

One way to look for an answer is to simulate full-scale econometric 
 models of the whole economy. As is well known, different econometric 
models give different answers to many questions, even when estimated 
over the same period with the same definitions and data. This is because 
such econometric models incorporate not only estimated equations but also 
assumptions (or judgments) about the structure of the economy and how 
it works. Often, they also include assumptions about particular parameters 
which are hard to estimate, or which are dictated by the economic theory 
held by the model-builders. A full-scale survey of econometric models is 
well beyond the scope of this chapter, but, even if it were to be carried out, 
the judgment made on the results of a model’s simulations would depend 
on judgments about the economic theory and assumptions underlying the 
model. There may be strongly held views but there are no black and white 
answers on such matters.

A second and more promising approach is to examine in a broad-brush 
way, how (assuming it exists) the ‘natural’ rate of unemployment has 
changed following changes in real wage rates, or rather changes in real unit 
labour costs. (Debelle and Vickery can only focus on changes to real wage 
rates because of their assumption that productivity growth is both exog-
enous and constant. It is better to use the theoretically correct variable, real 
unit labour costs.) The examination can only be broad-brush because esti-
mating the size of the ‘natural’ rate is very difficult to do with any accuracy. 
Debelle and Vickery (1998, figure 1) show that following an upward move-
ment in the previous few years, there was a sharp rise in real unit labour 
costs in 1973. There is no disagreement that this was accompanied, with no 
lag in most estimates, by a sharp rise in the ‘natural’ rate of unemployment. 
However, many more things than a rise in real unit labour costs were occur-
ring in the early 1970s and many of them might be thought to increase the 
‘natural’ rate. In my judgment, the most important reason for the increase 
was a major change in the formation of inflationary expectations. In the 
1950s and 1960s, practical decision-making, with a horizon greater than a 
year or so, assumed a constant rate of inflation of around 2 to 2.5 per cent 
a year, but this changed around 1970 (Nevile, 1977). The shattering of these 
expectations of a stable inflation rate at a time when nominal wage rates 
were rising very rapidly is enough by itself to explain the increase in the 
‘natural’ rate.

After 1974, real unit labour costs trended downwards for 20 years at a 
trend rate of decline of over 0.5 per cent a year (Debelle and Vickery, 1998, 
figure 1). Most estimates show this massive fall in real unit labour costs had 
virtually no effect on the ‘natural’ rate of unem ployment. The Treasury’s 
estimate of this remained more or less con stant from 1974 to 1994. Debelle 
and Vickery’s estimate of the ‘natural’ rate did fall initially, but then rose 
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again and was higher at the end of the 20-year period than in 1974 (Debelle 
and Vickery, 1998, p 239). Australian experience since 1974 thus gives no 
encouragement to accept an assumption that there will be a significant 
decline in the ‘natural’ rate of unemployment if real unit labour costs are 
reduced.

It follows that there is no strong empirical evidence that the effects of 
freezing award wage rates would be large. Moreover, if low-income earn-
ers are to be compensated with earned-income tax credits for falls in real 
wages, the cost to the government budget will be large. There is no defini-
tive statement about who should be eligible for tax credits. In one proposal, 
put forward by Keating and Lambert in the Australian Financial Review 
(16 November 1998), full tax credits would be available to wage earners, 
in low-income families, whose annual earnings are between $23,400 and 
$28,200. For these work ers, the credits are initially equal to 2 per cent of 
two-thirds of male average weekly ordinary-time earnings. They are reduced 
proportion ally for those with lower earnings. If the credits increase by a 
further 2 percentage points in each subsequent year, by the fourth year the 
annual cost of the tax credits would be $4.6 billion. Although this amount 
depends on the income and asset tests and the taper rate, $5 billion could 
be taken as a ballpark figure for a typical scheme. One has to ask whether 
there are other ways of spending $5 billion a year which would do more to 
reduce unemployment.

One final point about the economics of freezing award wage rates should 
be made. The evidence suggests strongly that unemployment will not 
decrease much if award wage rates are frozen unless this reduces the ‘natural’ 
rate of unemployment significantly. However, in Australia today, award 
wage rates only determine, or have a large influ ence on, the wages received 
by those workers with little industrial mus cle. A new incomes policy suitable 
to our current wage-setting arrangements is highly desirable. An incomes 
policy which operates entirely on the wages of those least likely to secure 
inflationary wage increases is unlikely to be effective.

4.5 Keynesian Policies to Expand Employment

Unlike the case of neoclassical policies, Keynesian policies are well sup-
ported by empirical evidence suggesting that they can increase output and 
employment (Nevile, 2000). However, there is also strong evidence that 
Keynesian policies may have undesirable side-effects on inflation and the 
current account deficit. In the short to medium term, the rate of inflation 
rises as the unemployment rate falls, unless policies such as the Accord 
are put into place to prevent this from happening. This trade-off between 
inflation and unemployment has been well documented empirically and 
is widely accepted by Keynesian and neoclas sical economists alike. Not 
quite so uncontroversial, but still widely accepted, is that there is a rate 
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of unemployment (or narrow range of unemployment rates) below which 
inflation accelerates, or increases, even if the rate of unemployment is con-
stant. When unemployment is above this rate, inflation declines. This rate 
of unemployment is known as the non-accelerating inflation rate of unem-
ployment (NAIRU). It has a completely different theoretical underpinning 
to the ‘natural’ rate of unemployment, but its practical effect is the same.

Like the ‘natural’ rate of unemployment, the NAIRU is not a num ber set in 
stone. It can be changed by policies, especially incomes poli cies and labour 
market policies. Between 1982/83 and 1989/90, Australian output grew at 
an annual rate of 4.3 per cent and the unem ployment rate fell from 9.0 per 
cent to 6.2 per cent. Over the same period inflation fell from 10 per cent to 
6 per cent.

In the past 25 years in Australia, whenever output and employment have 
grown fast enough to significantly reduce unemployment, and this rate of 
growth is sustained, the leakage of aggregate demand into imports causes 
uncomfortably high current account deficits on the bal ance of payments. If 
consequent market forces, or even government policy, result in a deprecia-
tion of the value of the Australian dollar against foreign currencies, imports 
will become more expensive adding to inflationary pressure. A rising rate of 
inflation will put further pressure on the foreign exchange rate and it is easy 
to slip into an inflation-depreciation vicious circle. This can be prevented, 
but usually only if wages are not allowed to rise to offset the increased cost 
of living caused by higher import prices.

It is better to prevent an inflation-depreciation vicious circle starting than 
it is to undergo the pain of stopping one. Thus, it is necessary to have in 
place policies to reduce inflationary pressure by lowering the NAIRU. Active 
labour market programs and an incomes policy are the usual contenders. It 
is also desirable to moderate any increase in the current account deficit. In 
today’s world, it is even more important to avoid policy actions which will 
unneces sarily alarm foreign exchange markets.

The deregulation and integration of financial markets around the world 
has given financial markets considerable influence on govern ment policy. 
These markets now have great power in determining the exchange rate, and 
the exchange rate has such a widespread influence on the economy that, in 
many countries, governments must be constantly looking over their shoul-
der with concern about the effects of policy actions on financial markets 
(Nevile, 1996, p 323).

The practical effect of this is not necessarily that national sover eignty in 
policy making must be superseded by tailoring policies to please financial 
markets. While there have been assertions that this is the case, careful 
empirical studies suggest that ‘governments still have policy choices and 
fiscal policy may be the most important instrument for choice’ (Keohane 
and Milner, 1996, p 248). This quotation reflects the conclusions of Garrett 
(1996), who, after a careful study of 15 countries, concludes that monetary 
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policy is constrained by increasing capital mobility, but that the evidence 
that there are important con straints on fiscal policy is weak. Moreover, 
Moore (1998) has shown that much of the evidence found to support the 
loss of national auton omy in policy making is based on the experience of 
members of the European Community, which have gone much further 
along the road of integration of their economies than is generally the case.

It is difficult to strike the correct balance between blithely ignoring the 
financial market reactions to macroeconomic policy changes on the one hand, 
and giving up independent macroeconomic policy for fear of those reac-
tions on the other. This is particularly the case since the fall in the value 
of the Australian dollar in 2000, when it was clearly demonstrated that a 
substantial depreciation can occur despite an economy meeting all the usual 
criteria for financial market approval. Nevertheless, while governments do 
not have to make the desires of financial markets their first priority in eco-
nomic policy making, at least those in countries with a large foreign debt 
need to convince financial markets that their actual (or potential) policies 
will not lead to a large depreciation.

Thus, a successful Keynesian policy to reduce unemployment with out 
painful side-effects must be multi-faceted. The following, taken from Nevile 
(2000) is a typical example. It has five elements:

1. a substantial increase in government expenditure, especially on economic 
infrastructure, education, training and labour market pro grams and on 
labour intensive socially useful community services

2. an equally large increase in taxation revenue
3. an effective incomes policy
4. substantially expanded and better designed labour market programs
5. measures to reduce the current account deficit (by increasing savings in 

the private sector and increasing net exports).

The increase in government expenditure is necessary to stimulate growth 
in aggregate demand and private investment. Expenditure on economic 
infrastructure, education, training and labour market pro grams should 
also increase both labour and capital productivity and help offset the fall 
in the real value of take-home pay caused by the rise in taxation. There is 
mounting evidence that in many countries increased public investment in 
economic infrastructure increases the productivity of private sector invest-
ment. Dowrick (1994, pp 16–23) provides a good survey of the literature 
on this issue, while Otto and Voss (1993) document the case for Australia. 
Making private investment more productive will normally increase the rate 
of private investment which will also help to increase aggregate demand.

Increasing taxation revenue is at the heart of this package of poli cies. It 
will offset some of the stimulus to employment from the increase in expend-
iture but only some, not all. As the Americans say, with expenditure you 
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get a ‘bigger bang for your buck’. The increase in taxation will help increase 
national savings and hence in the longer run help reduce the current 
account deficit. More importantly, this proposal will have to ensure that, 
despite increases in government expenditure, the budget deficit does not 
become large enough to alarm financial markets. In the short to medium 
term, it is essential that financial markets do not have undue concern about 
the Australian dol lar. This rules out budget deficits that are large and increas-
ing. There is scope to increase taxes, in that Australia has one of the lowest 
ratios of taxes to income in the OECD.

Incomes policy and expanded labour market programs are neces sary to 
reduce inflationary pressures and to help prevent any inflation-deprecation 
vicious circle from developing. The incomes policy will have to be strong 
enough to withstand the strain put on it by increases in tax rates as well 
as falling unemployment. Successful incomes policy and labour market 
programs are needed to reduce the NAIRU, not only to reduce short-run 
inflationary pressures, but also because while the exact level of the NAIRU 
in Australia at present is not clear, it certainly is above any socially accept-
able long-run goal for the unemployment rate. Labour market programs also 
help the unemployed directly, by increasing their employability.

It is theoretically possible, though unlikely in practice, that pro ductivity 
in Australia could increase so rapidly that we have ‘jobless growth’. 
Government expenditure on labour-intensive socially useful community 
services, including improvement of the environment, is valuable in its own 
right and more emphasis can be given to it if any thing like ‘jobless growth’ 
seems likely. In the longer term, solving the problem of the current account 
deficit will be eased by measures that increase private savings without 
reducing private sector investment or public sector savings. One possibility 
is to increase the superannuation levy, but thought should also be given to 
other measures. Increasing net exports will also ease current account prob-
lems. There are numerous examples where Australian governments have 
not proven good at ‘picking winners’, nevertheless, policies that encourage 
export and import-competing industries across the board can be devised.

Keynesian policies to reduce unemployment can be successful, but they 
do impose costs on some in the community. Even in the short-term, they 
are likely to increase income per head as the unemployed are drawn back 
into productive activity. However, at least in the short-term, the increased 
taxation required will reduce the incomes of those already in steady full-
time employment and those with comfortable incomes from rent, interest 
and dividends or profits. How big is the required rise in tax revenue? It is 
impossible to be precise. It will depend in part on what is happening in 
the rest of the world but equally on how rapidly unemployment is to be 
reduced. Even if policy does no more than make recessions shorter and 
not so deep, this will reduce the average level of unemployment. However, 
historical experience over the last 30 years suggests that the big jumps in 
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unemployment that occur during severe recessions increases substantially 
the numbers of long-term unemployed for many years, increasing the costs 
of a given level of unemployment and making it harder to reduce the num-
ber unemployed (Chapman and Kapuscinski, 2000). An ambitious, but not 
completely unrealistic, target would be to avoid all but very soft landings 
and to reduce unemployment by half in five years so that after that five-year 
period, the average level of unemployment over boom and slump is a little 
under 5 per cent.

Given this target, and assuming that the world economy is growing only 
moderately, a ballpark figure for the increase in the ratio of tax revenue to 
GDP is 10 per cent. Current government revenue, which includes dividends 
from government business enterprises and fees and fines as well as taxation, 
would have to rise from a little over 34 per cent of GDP to around 38 per 
cent of GDP. This rise will be needed if the increase in government expenditure 
is not to produce continuing substantial budget deficits.

The rise in government expenditure and current revenue should be sus-
tained, as a percentage of GDP, over the whole five years. Obviously, those 
who move from unemployment, or under-employ ment, to full employment 
will have a rise in real income. On average, other Australians will suffer a 
short-run decline in real income because of the increase in taxation. This 
will be greatest (between 3 and 4 per cent) at the beginning of the period, 
but will become progressively smaller because of the more rapid rate of 
growth of GDP. By the end of five years, the higher rate of growth will have 
offset the increased tax rates so that the real incomes of these already fully 
employed will be just as high as they would have been if the policy package 
had not been implemented. At the end of the five years, goals and policies 
for the next five years can be determined.

4.6 Conclusion

Policies to minimise the cost of unemployment are not synonymous 
with policies to minimise the number of unemployed. The former should 
include policies to directly help all of the unemployed while they are unem-
ployed and also put more weight on helping the long-term unemployed 
and disadvantaged youth (and young adults). Job subsidies appear to be the 
best labour market program to help the long-term unemployed, but inten-
sive counselling is also needed. No labour market program has been very 
successful in helping disadvan taged youth. Again, intensive counselling is 
very important, but it is hard for labour market programs to offset the dis-
abilities flowing from poor primary and secondary education. In the longer 
run, much greater expenditure on education in disadvantaged areas will do 
more for disadvantaged youth than will labour market programs. Training 
programs also have a role to play, especially in helping female re entrants to 
the workforce.
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Active labour market programs are important, both in helping the most 
disadvantaged, and in reducing inflationary pressure as unemploy ment 
falls. However, they are only effective if the number of jobs avail able is 
increasing and old-fashioned macroeconomic policy to increase the level of 
economic activity may do more than labour market policies to provide jobs 
to the most disadvantaged. The eminent US economist, Robert Gordon, has 
argued that both labour market and macroeco nomic policies are desirable, 
but stressed the importance of macroeco nomic policy: ‘In the United States, 
monetary policy makers have been willing to defy risks of overheating, and 
the resulting tight labour mar kets have proved effective in creating jobs 
for many individuals previ ously considered to be unemployable’ (Gordon, 
2000, p 17).

This chapter has argued that labour market deregulation and cuts to 
real wage rates are not likely to greatly increase the demand for labour in 
Australia; Keynesian policies, involving increased govern ment expendi-
ture are required. To reduce the risk of spooking the financial markets the 
increased expenditure must be matched or largely matched by increased 
tax receipts. To avoid inflation the macroeconomic policies must be com-
plemented by active labour market policies that increase and improve the 
supply of labour. An innovative incomes policy is also desirable as another 
weapon, other than increasing unemployment, in the fight against inflation. 
Historical experience over the last 30 years in Australia suggests that the big 
jumps in unemployment that occur during major recessions increase the 
number of long-term unemployed for many years there after. Preventing 
major recessions, as far as possible, is an effective way of reducing the costs 
of unemployment (Chapman and Kapuscinski, 2000). A reconsideration of 
the relative weight given to controlling inflation and reducing unemployment 
is needed, as well as a review of the methods used to control inflation.

One final caveat is also required. From the point of view of minimising 
the costs of unemployment, it is not true that any job is better than no 
job. Poorly paid temporary jobs may increase the cost to the unemployed 
by removing them from informal support mechanisms in their own com-
munities. This is well known in the case of indigenous people, but the 
possibility is more wide spread. The increased cost to the unemployed may 
also be an increased cost to the community generally through increased 
need for future income support and other services (Healy and Darlington, 
1999, p 6).

In economics, exercises to maximise or minimise something are usu-
ally  subject to a constraint. In this case the constraint is obvious: it is the 
amount Australians as a whole are prepared to spend, through their gov-
ernment, in minimising the costs of unemploy ment. Due no doubt to the 
long upswing in economic activity in the 1990s, Australians seem to have 
become less concerned about the costs of unemployment. Yet over this long 
upswing the unemploy ment rate in Australia averaged 8.5 per cent. Over 
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the whole of the twentieth century the unemployment rate roughly aver-
aged 5 per cent and the figure is the same if one removes the years of the 
two World Wars and the Great Depression. Economists now know much 
more about the causes of unemployment than we did for much of the 
twentieth century. It is lack of political will, backed by the belief of politi-
cians that the majority of Australians are unwilling to pay sig nificantly 
more in taxes, that is  preventing us from substantially reducing the costs 
of unemployment.
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5
Overcoming Social Exclusion
J. W. Nevile

In the large majority of cases, social exclusion is caused by a lack of economic par-
ticipation and in particular by chronic joblessness. This paper looks at policies and 
programs to overcome joblessness. Programs that increase individuals’ capa cities are 
important, but they cannot be widely effective in increasing participation if there is a 
shortage of jobs available for people to fi ll. The fi rst half of the paper surveys policies 
to increase the demand by employers for workers. At times like the present, when 
employment is increasing substantially, programs to build capacities can be much 
more effective in increasing economic and social participation. The second half of 
the paper is a case study of one such program – a rather controversial one – Work 
for the Dole. The paper concludes that Work for the Dole helps build  capacities, but 
that changes in the program are necessary if it is to reach its full potential.

5.1 Overcoming Social Exclusion

The theme of this Chapter is “Capacity Building to Participate?” The ques-
tion mark is apropos. Many people strive hard and probably successfully to 
help disadvantaged people obtain the capacity to participate in society. But 
does that mean that their clients are actually able to do so? Social exclu-
sion is the opposite of participation. Building capacities to participate may 
well be very valuable for the individuals concerned. But the extent of social 
exclusion does not just depend on the characteristics of those excluded. 
Unless the root causes of exclusion from society are significantly reduced, 
capacity building will not have a large effect on the extent of participation. 
The most important thing this chapter can do is to identify these root causes 
and discuss how they can be reduced. This is done in the sections 2 to 4 of 
the chapter.

Revised from Capacity Building for Participation, 52–73, 2005, ‘Overcoming Social 
Exclusion’, by Nevile, J. W. With kind permission from The Centre for Rural Social 
Research. All rights reserved.
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In fact the chapter covers two quite different but linked topics. After a 
brief discussion of the meaning of the term social exclusion, there is a ‘big 
picture’ discussion which identifies “involuntary chronic joblessness” as 
the most important single cause of social exclusion, lists the categories of 
policies which help reduce chronic joblessness and discusses at length one 
of them. The second topic is a ‘close up picture’ which will examine one 
parti cular program, Work for the Dole, as a case study, showing how it can 
help people out of social exclusion and why its potential to do this is not 
fully realized. As already noted, the big picture discussion is what it is impor-
tant for an economist to put to a conference like this, but it also provides 
 essential background to appreciate the significance of the case study.

In both parts of the chapter there is a lot of ground to be covered in a 
limited time and consequently there will be a number of generalisations 
without a great deal of supporting discussion. However, the references will 
enable those interested in particular points to get a feel for the discussion 
and evidence on those points.

5.2 The Meaning of Social Exclusion

The phrase, social exclusion, does not always mean the same thing to 
different people. The term originated in continental Europe and came to 
Australia via Britain. In 1997 the British Labour Government established a 
Social Exclusion Unit. Two years earlier academic interest in the concept 
was stimulated, when the relevant research funding body, the Economic 
and Social Research Council, included social exclusion, along with 
eight other concepts, as central themes on which to focus social  science 
research.

For some, social exclusion is just another name for poverty, which can 
be used when governments do not admit that significant poverty exists. 
(Burchardt, Le Grand and Piachaud, 2002, p.3). However, while serious 
 poverty usually does exclude people from society in the Western world, so 
too do other factors, e.g., disabilities and racial discrimination. Social exclu-
sion can have a wider meaning than just poverty. The various factors caus-
ing social exclusion may interact. Many people with disabilities are living 
in poverty, but other factors, for example lack of mobility, also contribute 
to their social exclusion. Many indigenous communities in Australia pro-
vide examples of ethnic background and poverty interacting to cause social 
exclusion. In each of these cases the causal factor other than poverty adds 
an extra dimension to the nature of social exclusion. Also, although this 
does not follow from the definitions of the two terms, there is often more 
emphasis on the dynamics in discussion of social exclusion than there is 
in analysis of poverty. Hills, Le Grand and Piachaud (2002) Chapters 1–3, 
contains an extended discussion of these issues.
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5.3 Involuntary Chronic Joblessness as 
a Cause of Social Exclusion

Even though the term social exclusion is usually taken to mean more than 
poverty, involuntary chronic joblessness is the major cause of both poverty 
and social exclusion.

“Employment lies at the core of individuals’ perception and  experience 
of economic security versus economic vulnerability [and] social participa-
tion versus social exclusion” (United Nations, 2003, p. 51.)

In the case of Australia, Saunders (2002) sets out how lack of paid work 
(including lack of successful self employment) is the most important direct 
cause of poverty and social exclusion. Saunders estimates that an income 
unit (roughly a family) with an unemployed person as head is almost ten 
times more likely to be in poverty than an income unit in which the head 
is employed. Other studies produce similar results (see e.g. Harding and 
Richardson, 1998).

Obviously, the longer or the more frequently a person is unemployed, 
the more likely it is that the unemployment will cause poverty. However, 
in many cases it is not being unemployed as officially measured that causes 
poverty. It is being without a job that has paid remuneration that is the 
problem. Joblessness is a better word to use than unemployment. To be 
included in the official tally of unemployed one has to be actively looking 
for work. The jobless include those who have given up searching for paid 
employment because they have given up hope of finding any and hence 
are not counted as unemployed. It also includes those who are known as 
job seekers marginally attached to the labour force. These are people who 
want a job, are available to start work, have looked for work sometime in 
the previous 12 months but, for whatever reason, are not currently look-
ing for work. In addition to the jobless there are those who are employed 
part time, perhaps for very few hours a week, but are unable to find more 
work although they would like to work more. On the other hand, the 
 straightforward meaning of joblessness includes those without a job who 
have no desire to work, e.g., the majority of old age pensioners. Hence I use 
the phase ‘involuntary chronic joblessness’ to describe those whose jobless-
ness is likely to lead to poverty and social exclusion. Only about half of 
those who suffer from involuntary chronic joblessness are officially counted 
as unemployed. If the underemployed are added to the involuntarily jobless, 
the total number is about three times the number of officially unemployed 
(Mitchell and Carlson, 2001).

Chronic joblessness is important, not only as a cause of social exclu-
sion but because being excluded from a job is itself often a hurtful from 
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of exclusion in our society in which one’s work role is often a major part 
of self identity. Moreover, many men still perceive failure to be a family 
 breadwinner to be failure as a male person.

5.4 Policies to Reduce Joblessness

It is helpful to group policies to reduce joblessness into four categories. The 
first is policies which increase the demand for workers. More often than not 
these policies are a necessary complement to those in the other categories 
and they will be discussed at length in this address.

Secondly, there are policies that increase the skills and the motivation 
to work of those without jobs. Much of the focus of the conference will be 
about these and there has also been emphasis on such policies for a decade 
or so in economics, where they are known as active labour market policies. 
Martin (2000) is a good survey of what economists know, and do not know, 
about such policies.

Policies that reduce disincentives to seeking and accepting paid work are 
also important. Monetary disincentives, called poverty traps, have been dis-
cussed in the economic literature for decades. Fashion has changed and this 
area is now more often known as welfare to work policies. An authoritative 
discussion of them can be found in OECD (2000, Part 4) and Ingles and 
Oliver (2000) looks at the issues in an Australian context.

The final category is policies that improve the process of matching 
job seekers and vacancies. The establishment of the Job Network has led 
a renewed interest in them in Australian academic literature. The Job 
Network, of course, provides much more than job-matching services. The 
June 2003 issue of the Australian Journal of Labour Economics is devoted to a 
symposium on the Job Network and contains a wide-ranging discussion of 
many issues about policies to reduce joblessness.

The major controversial issues relate to the first category of policies and 
a little background material is desirable before these are directly discussed. 
There are two distinct schools of thought on what causes unemployment 
and hence on what policies will increase demand for workers.

On the one side are neoclassical economists who hold that, if some shock 
increases unemployment, a capitalist economy will automatically return 
in a relatively short period of time to a minimum rate of unemployment 
that is sustainable given current institutions, the so-called “natural” rate of 
unemployment. If this “natural” rate is higher than society should tolerate, 
the solution is to change institutions. Usually neoclassical economists advo-
cate deregulating the labour market, which means reducing or abolishing 
 minimum wage rates, other regulations and union power.

On the other side, Keynesian economists maintain that frequently not 
only will the total demand for goods and services in an economy (or aggre-
gate demand) be insufficient to provide employment for all those seeking 
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jobs, but also that private market sector forces will not remedy this situation. 
It is necessary for the government to increase aggregate demand through 
macroeconomic policy, especially monetary and fiscal policy and perhaps 
direct job creation in the public sector.

The neoclassical view of the causes of unemployment is based on a model 
in which there is perfect competition throughout the economy. No reputable 
economist believes that the conditions for perfect competition exist in any 
actual economy, but the neoclassical economists consider that departures 
from perfect competition are not important enough to invalidate the use of 
the model as a tool for analysing aggregate employment and unemployment. 
Keynesians think that departures from perfect competition are so widespread 
that the neoclassical model is useless as a basis for policy in this area.

Because policies in the first category are controversial more discussion 
of them is necessary and this is also desirable for another reason. Policies 
to increase the demand for workers are the most important way to reduce 
joblessness. Other policies can certainly help individuals and for that reason 
alone are valuable. But they work best in reducing joblessness when the 
demand for workers is growing. It is no good making people ready for work 
and attractive to employers if there are no jobs for them to go to.

It may seem strange to emphasise this when the Australian economy is still 
growing relatively rapidly and the unemployment rate is the lowest it has 
been for over a decade. The trouble is that Australians have become too com-
placent about unemployment and joblessness generally. In August 2004 the 
rate of unemployment nationally was 5.7 percent. This was after two decades 
of strong economic growth yet it is higher than the average rate of unemploy-
ment over the whole of the twentieth century. What is worse is that in the 
first quarter of the 20th century unemployment in Australia averaged under 
5 percent (Borland and Kennedy 1998). Now, despite our much increased 
knowledge of economics and many more tools of economic policy, after one 
of the longest periods of uninterrupted economic growth in our history, we 
think it a great achievement that unemployment has fallen to 5.7 percent. 
There is still a major need for policies to increase the demand for workers.

5.5 Policies to Increase the Demand for Workers

5.5.1 Deregulating the Labour Market

Neoclassical economists believe that unemployment in the economy tends 
fairly quickly to a “natural” rate of unemployment. However, this “ natural” 
rate is not immutably fixed but reflects institutions in the economy. 
Therefore, they argue that the only way to achieve a permanent reduction 
in unemployment is to change institutions and, in particular, to deregulate 
the labour market.

Justifying itself on the basis of neoclassical theory, the Howard Government 
has pushed hard for two forms of labour market deregulation, relaxing 
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employment protection through unfair dismissal laws and abolishing, or 
reducing the scope of, laws that encourage or help union activity, includ-
ing the traditional Australian system of conciliation and arbitration. The 
economic literature gives little support to the view that in Australia either 
job protection or union activities have been major factors in adding to the 
average level of unemployment. For example, after a careful and thorough 
study across 20 OECD countries Nickell concludes 

“Labor market rigidities that do not appear to have serious implications 
for average levels of unemployment include the following: … strict 
employment protection legislation and general legislation on labor 
market standards; … high levels of unionization and union coverage, so 
long as they are offset by high levels of coordination in wage bargaining, 
particularly among employers.” (Nickell, 1997, p.72, emphasis added)

Nickell’s conclusion is not surprising. In the European Union the same 
labour market laws apply equally to all Member States, but there are states 
that have been notably successful in boosting employment and keeping 
unemployment low as well as others that have been very unsuccessful. This 
suggests that “employment problems are not caused by excessive labour 
market regulations” (Larsson, 2000, p. 35).

As far as union activity is concerned Nickell finds that greater union cove-
rage does tend to raise unemployment when there is little coordination of 
wage bargaining activities between unions and employers. Nickell’s explana-
tion is that uncoordinated union-dominated systems create “an additional 
source of inflationary pressure that requires more unemployment to quash 
it” (p.68).

The conclusions of Nickell’s article suggests that, while the reduction in 
importance of the coordinating function of the Australian conciliation and 
arbitration system may be unfortunate, in general labour market regulation 
is not a major problem in Australia as far as unemployment is concerned. 
This is supported by work done in Australia. Sloan and Wooden (1998) 
argue that labour market outcomes have been much the same in Australia, 
New Zealand and the United Kingdom, yet in the last two mentioned 
countries the labour market is much more deregulated than it is in Australia. 
Gregory (2000) points out that, although the USA has the best performance 
with respect to employment growth over the last 40 years, the UK and 
Australian experience were the same until 1980, but “during and after the 
Thatcher reforms, the UK employment performance deteriorates relative to 
Australia” (p.115, emphasis in the original). After its reforms, New Zealand 
did even worse than the UK.

While many neoclassical economists in Australia do not disagree with 
Nichols’ analysis outlined above, all neoclassical economists unite in con-
cern about one type of regulation, minimum wage laws. While in Australia 
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at least the desirability of minimum wage laws is not an issue, there is 
concern that the level of minimum wages may be set too high. Reducing 
the actual money value of minimum wages is not advocated because of the 
political and industrial relations problems but a number of economists have 
advocated allowing the real value of minimum wages to decline by freezing 
them or perhaps only by increasing them at a lower rate than the rate of 
inflation. However, the empirical evidence reviewed in the following para-
graphs is that a reduction in the price of labour (real wages) will only have 
a small effect, if any at all, on the amount demanded. Very large, socially 
undesirable, economically disruptive and politically impossible reductions 
are necessary to have a noticeable effect.

Studies of the responsiveness of the amount of labour demanded when 
there is a change in wage levels (the elasticity of demand for labour) can be 
made at the firm or industry level and are called micro studies. Alternatively, 
they can be made at an economy wide, or macro, level. Micro studies all 
show an elasticity of demand for labour that is close to zero.

The majority of micro studies done before 1982 found elasticities of demand 
for the labour of teenagers or young adults close to zero (Brown, Gilroy and 
Kohen 1982). Moreover, there was no convincing evidence that a cut in the 
minimum wage for older workers would increase their employment at all. In 
studies made in the 1980s and 1990s the pattern was for estimated effects of 
a rise in the minimum wage to be the same or smaller than those made ear-
lier. Moreover, Card and Kreuger (1994,1995) found elasticities that were not 
only zero but sometimes positive, i.e. rises in the minimum wage increased 
employment. This started an immense controversy but neither side disputed 
that, positive or negative, the elasticities were close to zero.

There have been fewer studies at the macro level and the evidence is less 
clearcut. Moreover, reviewing estimates of the elasticity of demand for labour 
is less straightforward at the macro level. It is more difficult to compare studies 
that cover different categories of workers (e.g. total employment, private sec-
tor employment, male employment). More often there are doubts about the 
sample. For example, in Australia there appears to have been a break in the 
data at the end of the 1970s (Debelle and Vickery 1998), so that studies using 
data from both before and after that date need to be interpreted carefully.

The most influential Australian macro study, that of Debelle and Vickery 
(1998), estimated the elasticity of demand for labour as – 0.4 per cent, that 
is, if the real wage rose by 1 per cent the amount of labour demanded would 
drop by 0.4 per cent, other things being equal. Other Australian studies 
using data from before 1978 often have greater estimated elasticities than 
this. However, as noted above, there appears to be a break in the data around 
1978 and there are good arguments for using data that starts after that year. 
Studies that do this report results consistent with Debelle and Vickery’s esti-
mate of an elasticity of −0.4. This is noticeably greater than the consensus 
of micro studies. Nevertheless it is still small.1
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5.5.2 Keynesian Policies to Reduce Joblessness

Unlike the case of neoclassical policies, Keynesian policies are well sup-
ported by empirical evidence that they can increase output and employ-
ment (Nevile, 2000). However, there is also evidence that Keynesian policies 
may have undesirable side effects. These side effects are likely to be worse 
and are harder to deal with in a global economy leading some to argue that 
Keynesian policies are now obsolete.

The deregulation and integration of financial markets around the world 
has given financial markets considerable influence on government policy. 
These markets now have great power in determining the exchange rate, and 
the exchange rate has such a widespread influence on the economy that, in 
many countries, governments must be constantly looking over their  shoulder 
with concern about the effects of policy actions on financial markets.

The practical effect of this is not necessarily that national sovereignty in 
policy making must be superseded by tailoring policies to please financial 
markets. While there have been assertions that this is the case, empirical 
studies suggest that “governments still have policy choices and fiscal policy 
may be the most important instrument for choice” (Keohane and Milner, 
1996 p.248). The selection of fiscal policy is because monetary policy oper-
ates through influencing interest rates and, with the capital mobility that 
is part of globalisation, interest rates and exchange rates are closely linked, 
constraining the ability to change interest rates.

Traditional arguments against the use of fiscal policy, still held by politi-
cians in Australia, maintain that budget deficits increase interest rates, but 
the analytical evidence is dubious and so far empirical evidence does not 
support the proposition either (Nevile 2000). Current arguments against the 
use of expansionary fiscal policy rely not on analytical economic arguments 
leading to hypotheses that can be tested by standard methods but on argu-
ments about how businessmen, especially those in financial markets, would 
react to the use of fiscal policy. The key argument is that budget deficits will 
lead financial markets to fear an exchange rate depreciation (Kriesler and 
Nevile, 2003). If a large depreciation occurs and is perceived to be undesir-
able, interest rates will have to be increased, perhaps dramatically, offsetting 
the expansionary effects of a budget deficit. Financial markets prefer price 
stability, or at least no large increases in the inflation rate, which will usually 
lead to a rise in interest rates and a consequent fall in the value of financial 
assets. Thus, it is not surprising that financial markets’ spokesmen argue 
against fiscal deficits. Conventional wisdom still holds that deficits are infla-
tionary. In most circumstances this is not directly the case, but if deficits do 
increase employment and economic activity they will put downward pres-
sure on the exchange rate, which does tend to increase prices. Preventing a 
fall in the exchange rate will again probably require rises in interest rates.

However, events in the last few years suggest that international finan-
cial markets now pay less attention to economic analysis. Movements in 
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the exchange rate for the Australian dollar in the year 2000 are a good 
example. From December 1999 to October 2000 the value of the Australian 
dollar fell by 20 per cent against the US dollar and 15 per cent against the 
trade weighted index at a time when the economic fundamentals, that 
the financial market supposedly give weight to, were sound. The budget 
was in surplus. Apart from a once-off effect of the introduction of the GST, 
the rate of inflation was 2 per cent and not expected to rise significantly. 
Even the balance of payments current account deficit was relatively low. 
This type of example reduces the value of following any systematic rules 
to keep the approval of international financial markets. Nevertheless, it 
would be foolhardy for any government (except that of the United States) 
to ignore the attitudes of financial markets altogether when framing fiscal 
policy. A compromise must be found. It may be even more costly to toler-
ate high unemployment rather than take actions that could be thought to 
upset financial markets. In any case some fiscal policy action can be taken 
to expand employment without having a budget deficit. An increase in 
government expenditure usually has more expansionary effect than the 
contractionary effect of an equal sized increase in taxation revenue, thus 
stimulating economic activity and employment when both are increased 
by the same amount. In addition, government expenditure can be biased 
towards labour-intensive areas. Keynesian policies to reduce joblessness still 
have a vital role to play.

5.6 A Case Study: Work for the Dole

The largest part of the empirical evidence about the effectiveness of active 
labour market policies comes from the United States, where they clearly 
work best in helping sole parents return to the labour force and work badly 
in helping disadvantaged youth. Evidence from other countries does not 
contradict these conclusions (Martin, 2000). Particular people may need 
intensive counseling and other help. Overall, work experience programs are 
the most effective. Programs to increase formal skills are also valuable to a 
wide range of people, but generally they work best when combined with 
work experience. Work for the Dole is the major work experience program 
in Australia.

When demand for workers is growing strongly active labour market poli-
cies come into their own. In the 18 months to June 2003 my daughter Ann 
and I undertook a major review of Work for the Dole. This research and its 
results are set out fully Nevile and Nevile (2003). The rest of this paper sets 
out some of what we discovered as a case study of one program designed 
to build capacities. In what follows two of the formal objectives of Work 
for the Dole, those relating to local communities, are ignored. This is not 
because these are unimportant, but because of the focus on the outcomes for 
the partici pants themselves. These outcomes include both getting a job as 
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a result of participation in the program as well as ‘soft’ outcomes, some of 
which are actually the official goals of Work for the Dole as far as employ-
ment is concerned.

5.6.1 ‘Soft’ Outcomes

Most commentators on the costs of unemployment are rightly concerned 
with the effect on individuals. There is, of course, the loss of income by the 
unemployed and their families, but unemployment also “leads to losses 
of self-reliance, self-confidence and psychological and physical health” to 
quote Sen, (1999, p.21), a Noble Laureate in economics. The longer a per-
son is unemployed the greater these costs become. More than 70 per cent 
of Work for the Dole participants have been on unemployment benefits for 
more than a year and almost half of them for more than two years. Many 
are in great need of help in overcoming the problems mentioned by Sen.

Both participants and Work for the Dole projects vary greatly. This wide 
variety in Work for the Dole projects is one of its strengths, enabling it to 
meet the different needs of different participants. But some participants are 
easier to help than others and some projects are more effective in doing this, 
than others. Any estimate of how helpful Work for the Dole is, can only be 
an overall judgement. Nevertheless, Work for the Dole does well with respect 
to the ‘soft’ outcomes of reducing the personal costs listed in the quotation 
from Sen, that is, in increasing capacities. Its success is in marked contrast 
to similar programs in England and Sweden, where to quote one  authority 
“requirements to participate in poorly rewarded pseudo-employment in 
order to qualify for public income support breeds cynicism, perversely 
encouraging young people to reject the entire benefit-to-work package” 
(Ryan,2001, p. 82). Given that most participants in Work for the Dole enter 
the program only to avoid losing unemployment benefits, the success of 
the program is all the more remarkable. However, attitudes change during the 
course of the program and people ‘dragged in kicking and screaming’ come to 
find the experience worthwhile. After completing their 26 weeks, 77 per 
cent of participants rate the experience as very satisfactory or satisfactory 
(DEWRSB, 2000). As part of the research we interviewed 101 participants in 
Work for the Dole and a similar number of members of staff of Community 
Work Coordinators (CWCs) and Sponsor organizations.2 The figure of 77 per 
cent is consistent with the responses obtained in our interviews. Why do 
so many participants in Work for the Dole find the experience satisfactory?

For all the participants we interviewed, the major purpose of Work for 
the Dole was to improve their chances of getting a job. But what made 
Work for the Dole worthwhile was not getting a job at the end – that was 
the jackpot – but the experience was worthwhile if one learnt something.

Obviously, if what participants learnt was relevant to their career aspira-
tions that was best, but some participants simply enjoyed learning even 
though they did not have a clear idea of the sort of work they wanted to do 
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or whether what they were learning was or was not related to their career 
goals. For example, a single mother who had been at home for the last 
twenty years looking after her children was having an “absolute ball” in a 
woodwork project which she chose because she wanted to learn something 
“altogether different from anything I had done before…[Also] learning 
about power tools will be useful because I live alone”.

Participants who were unhappy were those who felt they were not learning 
anything and could see no prospect of future employment. For example, a 
participant who said that he “hated coming here”, wasn’t learning  anything 
because as he said “he knew how to do all this sort of work already”.

Both work relevance and learning are important in terms of providing 
participants with the type of work experience they value. However, relevant 
work experience needs to be linked to learning, whereas learning on its own 
is sufficient. A participant in a landscape gardening project in Adelaide is a 
good example. He would like an outdoor labouring job with similar work 
to that done on the project but was not enjoying the experience:“[t]here is 
nothing I like about the project…I have done all this sort of work before”.

Because most participants are looking for work experience that will help 
them get a job, those working in group projects appreciate work sites and 
projects that resemble real work environments. The best example of such a 
project that we came across is Workskill’s ComNet Project which gives par-
ticipants (all of whom have experience, qualifications or a keen interest in 
IT) practical experience and the opportunity to apply their IT skills in a busi-
ness environment by providing software and hardware support to a range 
of community organisations. ComNet participants enjoy the opportunity 
to test theory and skills acquired in the classroom in a real work situation. 
To quote one:

“This project gives you the opportunity to get out there and deal with 
real clients, just like you would have to if you were running your own 
business. You have to learn how to deal with clients…to liaise with them, 
to find out what they want and this gives you better interpersonal skills…
Being able to apply your skills in real work situations gives you confi-
dence in your own ability.”

Many participants also identified improved communication and interper-
sonal skills and even organisational skills as important positive aspects of 
Work for the Dole. I will give several quotes, since many of us do not realise 
the extent of the barriers to employment caused by the lack of confidence 
of many long-term unemployed people.

“The project has given me confidence that I can go out and get a job”

“I’ve become more confident in this placement. Before I didn’t feel com-
fortable using the telephone – I would get embarassed if someone walked 



78  J. W. Nevile

into the room while I was on the phone. I was given help with that and 
now I am fine.”

“I have learnt patience and how to deal with other people. I have learnt 
to deal with conflicts and disagreements.”

“I think this project will help me get a job because of the experience of 
working in a team, working with different people.”

“I didn’t initially want to do Work for the Dole, but it does get you out 
of bed in the morning and keeps you on a level – less depressed. At least 
I am learning something.”

These quotations, together with others in this section, give, as far as possible 
in the time available, a participants-eye view of Work for the Dole and indi-
cate in a qualitative way aspects of the success of the program in achieving 
‘soft’ outcomes.

5.6.2 Employment Outcomes

Overall, Work for the Dole does have a positive effect in helping participants 
obtain a paid job. In recent years around a quarter of Work for the Dole par-
ticipants are employed three months after leaving the program. About two 
thirds of those who found employment would have done so regardless of 
their participation in the program. The remainder, one third of a quarter, is 
a little under 10 percent of all participants – so, in round figures, 10 per cent 
of all participants find paid work, as a result of participating in Work for the 
Dole. This may not sound much, and the available data in Australia is such 
that any estimate is far from precise. Nevertheless, it is a good result by inter-
national standards, especially since the evidence suggests that Work for the 
Dole works best for youth and young adults. Disadvantaged youth and young 
adults are a group that it is notoriously hard to help and even helping 10 
percent of such a group find jobs is very valuable, because long-term unem-
ployment is so disastrous to individuals and to society. The stakes are high.

Some argue that Work for the Dole does not help participants find jobs at 
all, and probably does more harm than good. The most quoted study reach-
ing this conclusion is Borland and Yi-Ping Tseng (2004). There are a number 
of reasons that make this study less than convincing. First, while there is 
no completely suitable data to calculate the net extent to which Work for 
the Dole succeeds in helping participants find jobs, the data used has easily 
identifiable problems. Some stem from the fact that the study only related 
to volunteers, who are more likely to become attached to the program and 
hence slacken job search activity. Others were technical problems due to the 
nature of the FACS’ data that was used. Borland and Yi-Ping Tseng appar-
ently do not think either type of problem important but ignoring them 
reduces the value of the study. Even more important than the data used is 
the fact that the study was of the pilot project which finished over five years 
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ago. Since then the Work for the Dole program has changed in many ways. 
Irrespective of arguments about the data, the Borland and Yi-Ping Tseng 
study is simply no longer relevant because it is out of date. Work for the 
Dole does on balance have a positive employment assistance effect.

5.7 Why Work for the Dole Works

5.7.1 The Commitment of Organisations and Their Staff

Helping participants find employment is not a formal objective of Work for 
the Dole. However, most CWCs and Sponsors do have this as an implicit 
aim, and the encouragement, support and assistance they give participants 
are aimed at increasing their chance of getting a job. Some go to extraordi-
nary lengths to help participants get a job. An extreme example is that of a 
participant who was missing a fair number of front teeth.

To quote the CWC involved

We decided he wouldn’t get employed with all his front teeth missing 
so we wrote to the government dental service asking if we could get him 
fast-tracked because it was holding him back from employment. We fin-
ished up subsidizing his false teeth and he is now a very well presented 
young man [who is now employed].

Many, many other examples could be given of CWCs and Sponsors provid-
ing participants with more help in finding jobs than the program demands, 
though a number reported that with increasing financial stringency it is 
becoming increasingly difficult to do as much as they used to. Nevertheless, 
the general level of commitment is impressive. One simple indication of 
this is the response to the postal survey that we sent out to all CWCs and a 
sample of independent sponsors. It was sent out only once, with a one-page 
covering letter and no follow up. The response rate was between 60 and 
70 percent. This shows a very high level of commitment to making Work 
for the Dole work. Normally, one would expect a response rate of about 
20 percent for a postal survey with no follow up.

5.7.2 A Work Experience Program

Responses to questions in interviews strongly suggest that another reason 
for the success of Work for the Dole is because it is a work experience pro-
gram. A very small minority of Work for the Dole participants volunteer 
because they know that they can work on a project which will give them the 
type of work experience that is required in the job they seek. Others choose 
to satisfy mutual obligation requirements through Work for the Dole for 
the same reason. However, the large majority of participants do not fall into 
either of these two categories. For the majority of those who obtain jobs, 
the major factor is that work experience not only gives them a chance to 
acquire skills and show their abilities and motivation to potential referees, 
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but also incorporates them into an informal network, through which people 
hear about potential jobs and are considered seriously because they (or their 
referees) are members of that network.

5.7.3 Supervision

A further reason for the relative success of Work for the Dole flows from 
the supervision required in a work experience program. Both CWCs and 
Sponsors acknowledge that the value to participants of Work for the Dole 
depends critically on the quality of the supervision and the personal 
characteristics of the supervisors. Supervisors are expected to be teachers, 
motivators, counsellors and more. Work for the Dole is funded on the basis 
of a maximum of 15  participants per supervisor. Hence, there is scope for 
supervisors to fulfill these roles.

5.7.4 Training

The role of training in work for the dole is ambiguous, but to some extent it 
plays a role in the success of the program. The Department of Employment 
and Workplace Relations (DWER) insists that Work for the Dole is a work 
experience program, not a training program, but many staff, in CWCs and 
Sponsors, that we interviewed believe any sharp differentiation is counter-
productive, since training is more often effective when it is integrated with 
work experience. Furthermore, a minimal level of training is a necessary part 
of many work experience programs, even if only for occupational health and 
safety reasons. Informal Departmental guidelines are that up to 12 per cent 
of the work experience fee3 can be spent on training, but almost all CWCs 
and Sponsors would like to spend more than this. About two-thirds of them 
do spend more on projects than the funds they receive for this purpose from 
the Federal Government and usually extra expenditure on training is part of 
this. Large organisations are sometimes able to provide training opportuni-
ties for Work for the Dole participants by utilizing vacant places in programs 
run for other purposes. Many CWCs believe that more up-front training 
will increase the effectiveness of participants’ work experience, both from 
the participants’ point of view and from that of the organisations sponsor-
ing projects. However, it is widely believed that projects with a substantial 
 training component are unlikely to be regarded favourably by DEWR.

The right to training credits after completion4 is helpful, but it would be 
better if training credits could be made available on a pro-rata basis, say 
after eight weeks’ work on a project had been completed. The importance 
of training credits has been reduced with the introduction of Job Network 
Members’ Job Seeker Accounts, but it is still the case that in most cases 
neither form of access to money for training is available until someone has 
been on benefits for at least 12 months.

Participants are a diverse group and the amount of training that they 
desire, or can benefit from, varies greatly. At one end of the spectrum are 
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graduates from the tertiary education system who may need work experi-
ence, but not more training. At the other end are those who believe they 
have little ability to acquire book learning and are bored at TAFE courses 
because ‘everything is theory’. In between are the majority of participants 
who desire accredited training, including some relevant theory, as an aid in 
getting a job or furthering their career aspirations. While the training that is 
provided is valuable to many participants, this is an area where much more 
could be done, some without any extra cost to the Government.

5.8 Weaknesses

5.8.1 Underestimating What Work for the Dole can do

The book contains 14 recommendations about ways to improve the effective-
ness of the Work for the Dole program, but I will start with a discussion of a sit-
uation that has developed since the book was written. Nevile and Nevile (2003 
pp. 21 and 22) forecast that the introduction of the Active Participation model 
in July 2003 would have far reaching consequences, because Job Network 
Members would want to refer their clients to a CWC with a good record of 
helping participants find jobs. This would maximise the Job Network Member’s 
chance of getting an outcome fee. Soon Job Network Members would come 
to see Work for the Dole as a valuable option for some clients rather than 
routinely referring people to Work for the Dole when they reach the mutual 
obligation legal requirement. To some small extent this may be happening, 
but typically referral to Work for the Dole does still seem to be regarded as a 
routine requirement which people must go through in the 12 months that 
usually elapse before they are eligible for intensive support through customised 
assistance. Too many people still think of Work for the Dole solely in terms of 
mutual obligation and a way whereby unemployed engage in projects of value 
to the community. DEWR should work harder at selling the strengths of Work 
for the Dole as an active labour market program which complements the Job 
Network and is a  valuable method of helping unemployed find jobs.

5.8.2 Effects of Multiple Objectives

The lack of wholehearted acceptance of Work for the Dole as an integral 
and important part of the collection of policies that help unemployed find 
jobs no doubt stems from the multiple objectives of the program. Apart 
from the limited amount of money spent on the program, these multiple 
and sometimes conflicting objectives are the major source of weakness. It 
is not unusual for government programs to have conflicting objectives, if 
only because they are often required to fulfill unstated political objectives 
as well as policy objectives. In the case of Work for the Dole, not only are 
the unstated political objectives particularly strong, both the political objec-
tives and aspects of the formal goals make it more difficult to achieve the 
informal goal of helping participants find jobs.
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This problem is well known in other policy areas. For example, in macro-
economic policy the conflict between reducing unemployment and keeping 
the ratio of inflation low is set out clearly in good textbooks, but there are 
also unstated political objectives such as increasing government expendi-
ture or accumulating unspent funds to enable the government to announce 
tax cuts or avoid interest rate rises before elections.

In the case of Work for the Dole, an obvious example of unstated political 
objectives is the name of the program. The majority of the voting public 
like the idea of unemployed people, particularly the younger unemployed, 
being required to “do something” in return for government assistance 
(Eardley, Saunders and Evans 2000), an attitude which is reinforced by the 
name of the program. However, use of the word ‘dole’ with its strong asso-
ciation with the phrase ‘dole bludger’ stigmatizes participants by reinforc-
ing negative stereotypes of the unemployed, thereby reducing participants’ 
self-esteem, motivation and pride in their work. Use of the name ‘Work for 
the Dole’ also works against the program’s community benefit objectives 
because the negative connotations surrounding the name makes it harder 
for CWCs to recruit sponsors.

However, the most important example is that, because the program was 
designed as a way that the unemployed could do something for the commu-
nity in return for their benefits, projects have to be in the not-for-profit sec-
tor. This is reinforced, of course, by the opposition of many, in both business 
and the union movement, to extending it to allow projects in the for-profit 
sector. Requiring those organisations which run projects to be not-for-profit 
prevents many participants from gaining the type of work experience that 
they desire and would suit their vocational needs. For example, a number 
of male participants said they would like to get into security work (which 
they saw as a growth industry) but there were no Work for the Dole projects 
in this area because community organizations are not involved in this sort 
of work. Staff also felt that participants’ job prospects would be improved if 
they had the opportunity to work in the private sector. As one said:

“one of the things that participants always ask is, ‘am I going to get a job 
out of this?’ Honestly you can say there is a possibility…but it is hard 
when you are putting people in not-for-profit organizations. They are 
organizations which are cash strapped. They work with volunteers. If you 
are working with the corporate sector, you probably have more chance of 
gaining employment.”

Even in work experience areas which suit participants’ needs, the not-
for-profit restriction can limit the value of the work experience. For exam-
ple, participants involved in projects which rebuild old computers donated 
by organizations and individuals which are then given to  not-for-profit 
organizations, pointed out that the skills they are able to acquire through 
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the project are limited by the out-of-date equipment with which they 
work.

“It would be better if we had slightly newer computers because then 
you would have experience with the up-to-date computers used in the 
 workforce. It is easier to get a job if you have knowledge of up-to-date 
computers.”

Hence, the first of the 14 recommendations in the book was:

“A pilot scheme be introduced in which, at the end of 26 weeks in a 
spell (or spells) in Work for the Dole, participants can (if recommended 
by their supervisor), volunteer for six months work, for four or five days 
a week, in the for-profit sector. The Commonwealth Government would 
pay participants’ wages for two of the days and the employer for the 
remainder” (Nevile and Nevile, 2003, p.159).

In reviewing such a pilot scheme, attention must be paid to whether partici-
pants have the opportunity to learn new skills or whether the pilot scheme 
proves to be only an arrangement whereby employers can obtain cheap 
subsidized labour on a revolving basis.

Extending the work experience available through Work for the Dole in 
this way will benefit the longer-term unemployed who have done a number 
of Work for the Dole projects and are therefore not learning any new skills, 
will provide an incentive for those participants, who are unable to find a 
project which is relevant to their career aspirations, to persevere with the 
initial Work for the Dole project and will help older workers who need to be 
re-trained in a different type of work but are better to suited to on the job 
training than formal classroom learning.

5.9 Conclusion

By far the most important cause of social exclusion from Australian society 
is chronic involuntary joblessness. Building capacities that, among other 
things, help people obtain and keep a job is very worthwhile. However, 
unless the number of workers that employers wish to employ is increasing, 
building capacities will only have a marginal effect on reducing jobless-
ness. It may mean that some people will obtain sustained employment, 
but if the total amount of employment is not increasing significantly, 
this must be at the expense of other workers, probably ones with tem-
porary jobs. Building capacities can have a significant effect on employ-
ment when, as now, the Australian economy is growing relatively rapidly 
Work for the Dole is one program which, at its best, can do much to build 
capacities to participate. However, before it can achieve its full potential, the 
changes outlined in the previous section need to be made.
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Notes

1. The preceding discussion has quickly covered a complex literature. Nevile (2001a 
and 2001b) give a much fuller discussion and James, Wooden and Dawkins (2001) 
present the opposing viewpoint.

2. The Department of Employment and Workplace Relations contracts CWCs to 
manage the Work for the Dole program. CWCs find Sponsors who submit projects 
for approval.

3. The work experience fee is paid to cover direct costs incurred in providing work 
experience, e.g. tools and protective clothing.

4. Those who complete participation are given credits which can be used to pay for 
approved training courses.
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6
Economic Rationalism: Social 
Philosophy Masquerading 
as Economic Science
J. W. Nevile

6.1 Introduction

Future economic historians will note three major themes in economic 
policy in Australia in the last quarter of the 20th century. They are deregula-
tion of the financial system, privatisation and microeconomic reform. The 
last includes a range of measures including tariff reductions, taxation reform 
and changes to Australia’s traditional and unique labour market institutions. 
In all three cases great changes were made in the 1980s and the 1990s. 
The financial system was transformed. The exchange rate was floated and 
exchange controls abolished. There were mergers among Australia’s large 
banks, building societies transformed themselves into banks, foreign banks 
entered the Australian retail banking market. There were also important 
technical changes which altered the way monetary policy was conducted 
and put great weight on interest rate changes as the major instrument of 
monetary policy. Both federal and state governments engaged in what 
seemed like an orgy of privatisation. Government enterprises, that were sold 
to the private sector including overseas buyers, included institutions that 
had previously been icons of pride in public assets such as Qantas and the 
Commonwealth Bank. They also included state banks originally set up to 
help rural Australia. In the name of microeconomic reform tariffs were dras-
tically reduced. There was almost continual discussion of taxation reform, 
with the introduction of major changes, such as dividend imputation, fringe 
benefits tax and capital gains tax. The award system was shifted from centre 
stage in the wage fixing process and enterprise bargaining encouraged.

The election of the Howard Government made change even more wide 
ranging. The Accord, the major exception to the policy trend, was immedi-
ately abandoned and enterprise bargaining given a boost. The first stage of 

Revised from Contesting the Australian Way, 169–179, 1997, ‘Economic Rationalism: 
Social Philosophy Masquerading as Economic Science’, by Nevile, J. W. With kind 
permission from Cambridge University Press. All rights reserved.
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the privatisation of Telstra passed through the Senate and one of the first 
acts of the Howard Government was to set up yet another inquiry into the 
financial system.

All these changes were the visible result of the ascendancy among both 
politicians and bureaucrats of the ideology known as economic rational-
ism in Australia and market liberalism in other English speaking countries. 
The term economic rationalism has become a catch-all term of abuse in 
some circles, but since it is so influential it is important to realise what its 
tenets actually are. Economic rationalism is not a very tightly knit school 
of thought but it has an essential core which is outlined in section 2 of 
this chapter.

The success of economic rationalism has been remarkable, with many 
previously held verities turned on their heads. This is not the result of 
advances or of new discoveries in economic theory. All around the world 
there was a deliberate political campaign to change the prevailing political 
ideology to that held by economic rationalists. This is spelt out in section 
3 below.

One of the tricks of many economic rationalists is to present their policy 
recommendations as no more than the logical consequences of orthodox 
economics. This is very far from the case. Section 4 in this paper shows 
that the policy prescriptions of economic rationalism depend more on the 
values held by economic rationalists than on the theorems of economics. 
In any case orthodox economics is very clear that policy recommendations 
must rest on both economic analysis and a set of values.

The changes resulting from the implementation of economic rationalist 
policies were very widespread. However, the most important was the loss 
of full employment as a goal of public policy. The unemployment rate rose 
from an average of 2.0 per cent over the five years ending in 1974 to an aver-
age of 9.4 per cent over the five years to 1994. Economic rationalism was not 
the only cause of this increase in unemployment but it certainly contributed 
to it in ways which are discussed in section 5. The most important, is the 
abandonment of a commitment by government to maintain or restore full 
employment. The Howard Government has an explicit quantitative target 
for low inflation. It has no quantitative goal for reducing unemployment. 
Economic rationalism has reversed the priorities of the ideology it replaced.

6.2 The Definition of an Economic Rationalist

Non-economists tend to define economic rationalism in far too sweeping 
a fashion. For example, Battin, a political scientist, maintains that the key 
tenet of economic rationalism is “the belief that the market is the only 
legitimate allocator of goods and services in society at large not just in the 
economy” (1991, p.296, emphasis in the original). I know of no economist 
who believes this or even believes that the unfettered market is the only 
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legitimate allocator of goods and services in the economy. For example, eco-
nomic rationalists do believe that society should keep from starvation those 
whom the market leaves without income, whether this be done through 
the state or voluntary organisations. They do believe that the government 
should intervene to prevent, or at least discourage, private enterprises from 
polluting the environment. They do believe that the state not the market 
should provide public goods1 such as defense, and so on. A better descrip-
tion of an economic rationalist is one who believes that there are very few 
exceptions to the rule that the market is the best way of deciding what is to 
be produced and how it is to be produced. Moreover, an economic ration-
alist holds that even when market failure exists (that is when the market 
is not the best way of deciding what is to be produced and how it is to be 
produced) the consequences are usually of less importance than those of the 
government failing in this respect and are easier to correct.

This definition of an economic rationalist places emphasis on produc-
tion, on what is to be produced and how it is to be produced. While some 
economic rationalists argue that unequal income distribution is important 
to create the right incentives, generally in Australia economic rationalists 
say little explicitly about income distribution, about who gets and who 
should get the goods and services that are produced. Certainly, they argue 
that market incomes should be determined by the market, for example, 
that wages should be fixed by market forces with no interference in the 
form of minimum wage laws or award wages and conditions laid down by 
the Conciliation Commission. However, they tend not to comment on the 
role of social security or the social wage, and hence on the final pattern of 
income distribution, except perhaps to leave a vague impression that social 
security will take care of those whom market forces leave living in poverty.2

In the past many economic rationalists argued that the adoption of the 
policies that they advocated would raise total production so rapidly that 
even those at the bottom end of the income distribution would secure rises 
in real income (through market forces) and hence poverty would be a dimin-
ishing problem. Today those with intellectual honesty acknowledge that 
counter examples, such as the cases of the United States and New Zealand, 
show that this is unlikely to happen, at least for a generation or two. All that 
is left to counter poverty is the social security system, but economic rational-
ists do not, in general, discuss how this role for the social security system is 
to be reconciled with the push for low taxation and minimal government. 
Overseas writers, who have inspired Australian economic rationalists, do 
make comments on how income should be distributed, but in Australia 
economic rationalists tend to focus on production arguing that in general 
the questions of what is to be produced and how it is to be produced should 
be left to the market.

One further point about economic rationalism should be noted. Those in 
this camp are almost always more concerned to keep inflation at a very low 
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rate than to reduce unemployment substantially. Perhaps this is because 
economic rationalism downplays the existence of market failure and 
involuntary unemployment is traditionally associated with market failure, 
whereas inflation can, if one wishes, be blamed on government failure. One 
school of economists, the new classical school, even argues that involuntary 
unemployment does not exist and that it is possible through tight monetary 
policy to reduce inflation without affecting the level of unemployment; 
though to be fair I can only think of one economist, responsible for giving 
advice to those determining economic policy, who ever believed in the new 
classical school of economics. In any case, the conventional wisdom now is 
that it is not possible to avoid a short-run trade off between unemployment 
and inflation when monetary policy is used as the principal anti- inflationary 
instrument.3 Economic rationalists are opposed to using incomes policy as 
a weapon against inflation as it involves substantial intervention in market 
processes. Hence, their emphasis on keeping the rate of inflation very low 
does involve a cost in higher unemployment. This is discussed in section 5 
below.

6.3 Economic Rationalism as a Political Program

Economic rationalism is the Australian version of a political movement 
known in other English speaking countries as market liberalism. As Marginson 
(1992) points out, in his study of the works of Hayek, Friedman and 
Buchanan, the father figures of this movement wrote not primarily to 
increase knowledge but to change the world. They were laying the founda-
tions of a political crusade more than trying to establish a new school in 
economics. Hayek’s best known work is not that for which he received the 
Nobel prize in economics but his 1944 classic in political philosophy, Road 
to Serfdom. In the next few years he saw that post-second-world war society 
was indeed moving away from individualism, and lamented that

“under the sign of ‘neither individualism or socialism’ we are in fact 
rapidly moving from a society of free individuals towards one of a 
 completely collectivist character”. (1949, p.1).

Hayek acknowledges that this movement away from individualism was 
due to politicians’ implementing what the public desired, but argued that 
 therefore public opinion should be changed through the writings of himself 
and like minded economists and political philosophers”

“what to the politicians are fixed limits of practicability imposed by 
public opinion need not be similar limits to us. Public opinion on 
these matters is the work of men like ourselves, the economists and 
political philosophers of the past few generations who have created 
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the political climate in which the politicians of our time must move”. 
(1949, p.108).

In his Nobel prize speech Buchanan criticised the economists of his time 
as “ideological eunuchs” and elsewhere stated that the only purpose of sci-
ence is to assist in developing propositions about how the world ought to 
be (Marginson 1992, p.7). Friedman drew inspiration from Hayek, whom he 
praised for his “influence in strengthening the moral and intellectual sup-
port for a free society”. In turn Friedman threw himself wholeheartedly into 
the movement to change public opinion with numerous magazine articles, 
TV appearances and the famous book Free to Choose, written with his wife, 
in which he exulted that the tide of public opinion is turning (p.7).

In Australia, economic rationalists are equally open about the fact that 
their objective is to change society. For example, King and Lloyd describe 
economic rationalism as “a microeconomic agenda that focuses on reduc-
ing government intervention in markets” (1993, p.ix, emphasis in the 
original).

The political program called economic rationalism, or market liberalism, 
is firmly based on a social philosophy sometimes called libertarianism. This 
social philosophy places great emphasis on the freedom of the individual. 
To quite Friedman

“As Liberals, we take freedom of the individual, or perhaps the family, as 
our ultimate goal in judging social arrangements”. (1962, p.12).

And he makes it quite clear that freedom has nothing to do with freedom 
from want etc., but with freedom to do as one wishes without restraints 
imposed by other people. Constraints imposed by lack of means do not 
raise problems of freedom. Robinson Crusoe could have no problem of 
freedom while he was alone on his island, even if he starved to death. (The 
example of Robinson Crusoe is taken from Friedman himself, 1962, p.12). 
Monopolies are thought of as limiting freedom but not lack of resources or 
capabilities or talents. Consequently, for Friedman the role of government 
is strictly limited.

“Its major function must be to protect our freedom both from the 
enemies without and from our fellow citizens: to preserve law and order, 
to enforce private contracts, to foster competitive markets. Beyond this 
major function, government may enable us at times to accomplish 
jointly what we would find it more difficult or more expensive to accom-
plish severally. However, any such use of government is fraught with 
danger. We should not, and can not avoid using government in this way. 
But there should be a clear and large balance of advantages before we do”. 
(1962, pp.2 & 3).
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This political philosophy, rather than economics is the basis of the 
 economic rationalists’ crusade for minimal government.

6.4 Economic Rationalism is not the Logical Conclusion 
of Mainstream Economics4

Due usually to lack of caution, rather than a desire to deceive, a number 
of prominent Australian economic rationalists have stated that their policy 
prescriptions follow inevitably from standard economics and depend only 
on the propositions of economics and not on the values of the particular 
economists advocating the policies. For example, Sloan describes “those 
opposed to the ideas of economic rationalism” as “anti-economists” (1993, 
p.132) and Anderson and Blandy have described an assault on economic 
nationalism as “an assault on economics itself” (1992, p.36). This identifi-
cation of particular policies with the conclusions of an objective study of 
economics is not only wrong, it is counter to the whole tradition of eco-
nomics which states firmly that virtually any policy prescription must rest 
on values. There is almost always a cost as well as a benefit and the relative 
weight given to each depends on one’s values.

Mainstream economic thought around the world divides economics into 
two streams: positive economics, which is the study of what is, and nor-
mative economics (including all policy advice), which is concerned with 
what ought to be or what is desirable. Since normative economics takes 
into account what is considered desirable it depends on value judgements 
on which men and women may continue to differ however intelligent and 
knowledgeable they may be. On the other hand, according to conven-
tional wisdom, positive economics is value free so that any two intelligent 
people should be able to reach agreement on the correctness or otherwise 
of a proposition in positive economics, through rational discussion and 
 empirical observation.

Although most economics departments teach that positive economics is 
value free, this can be and is challenged. I argue that positive economics 
is not free of value judgements in at least two respects. Deductive reason-
ing should conform to the rules of logic, which are certainly value free. But 
in general positive economics is not just a matter of deductive reasoning. 
It also requires an appeal to empirical studies. Moreover, the facts that an 
economist studies are not facts produced in carefully controlled conditions 
in a laboratory. They are facts thrown up by real world situations and some 
judgement is required in interpreting the facts. This judgement is heavily 
influenced by the values of the person making the judgement. The case for 
reducing government regulation of, and intervention in, the economy rests 
on the empirical judgement that cases of market failure are uncommon, that 
is, if left to itself, it is very unusual for the market not to produce an efficient 
outcome. Economic rationalists who place a high value on political and 
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personal liberty are suspicious of government intervention and regulation, 
which they see as reducing personal liberty. It is perhaps not surprising that 
such economists generally make the professional judgement that market 
failure is rare. Given the values that they hold, the costs of unnecessary 
government intervention are high. From this viewpoint it is responsible to 
be very cautious in claiming that market failure exists.

Other economists are more concerned about the costs of not intervening 
when to do so will be beneficial to the economy. If there is market failure, the 
people who suffer are usually the economically weak, who may well experi-
ence very real poverty. This is particularly true of the labour market where 
a major symptom of failure is involuntary unemployment. Economists who 
put a high value on economic security for all, on preventing anybody falling 
below a certain level of income, are far more likely to make the professional 
judgement that market failure is an important problem in an unregulated 
capitalist economy than are those with a libertarian social philosophy.

For those who know statistical jargon, it is all a matter of type 1 and 
type 2 error. Economic rationalists, and others, who believe that positive 
economics is value free, forget that there is no objective way of deciding 
whether type 1 or type 2 error is more important. It is a matter both of the 
consequences of each type of error and one’s value judgements about the 
relative undesirability of each set of consequences. It is entirely proper for 
economic rationalists to allow value judgements about freedom to influence 
their policy prescriptions. It is improper, and more importantly incorrect, 
for them to claim that these policy prescriptions flow simply from the laws 
of economics. It is very important for the rest of us to realise that their 
policy conclusions flow as much from their social philosophy as from their 
economics.

The second reason why positive economics is not value free is the very 
human tendency to give more weight to empirical observations that tend 
to support ones preconceived ideas, than to those that tend to disprove 
them. If you doubt this consider the large number of times media commen-
tators, who are economic rationalists, point out that in the United States, 
where there is a deregulated labour market, there was only a small rise in 
unemployment in the eighties whereas they never mention that when 
Mrs Thatcher deregulated the labour market in the United Kingdom there 
was a very large rise in unemployment in that country.

In many circumstances, this very human tendency to give more weight to 
observations that tend to support a position already held is not improper. 
It may be appropriate, especially when one’s preconceived ideas rest on a 
firm empirical foundation. But it is important to realise that in practice 
ones preconceived ideas often rest on the values that one holds, as well as 
on deductive reasoning and empirical observation. Because many economic 
rationalists transfer some of the value they place on freedom to the market 
itself, they often discount evidence that the market does not work well.
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In short, the policy prescriptions of economic rationalists do rest to a 
large extent, more in some cases than others, on the values held by eco-
nomic rationalists. And the over-riding value, that greatly influences the 
results they obtain, is the worth given to individual freedom from so-called 
arbitrary restraint on individuals by other individuals, notably those in 
government.

I have spent some time presenting the argument that positive economics 
is not value free because I think it is important. However, it is a controver-
sial point and it is necessary to emphasise that the proposition that the 
policy prescriptions of economic rationalists do not flow automatically 
from mainstream economics, does not depend on whether or not positive 
economics involves value judgements. If it does the case for the misleading 
nature of economic rationalists’ claims is even stronger. But irrespective of 
that it is clear that economic rationalist policy prescriptions are not just 
orthodox economics. In case you think that the strength of this statement 
comes from my ideological bias let me quote Geoff Brennan, who is the 
most eminent Australian economist among those espousing the Buchanan 
school of economics. Brennan argues that “there is no presumption in ... 
economics in favour of a minimal state’ concluding that

“Welfare economics after the public-goods revolution is as much a cata-
logue of possible market failures as of general market success. To argue 
that mainstream economics argues for a minimal state is in that sense 
simply a mistake” (1993, p.7).

6.5 Economic Rationalism and Unemployment

The dramatic rise in unemployment over the last 20 years was noted in 
 section 1 of this paper. Economic rationalism is implicated in many ways in 
this. In the short run microeconomic reform has increased unemployment 
and this has also proved to be true in the longer run, financial deregulation 
has reinforced pressures to give priority to low inflation except for brief peri-
ods where unemployment is unusually high, and progressive deregulation 
of the labour market makes necessary increasing reliance on unemployment 
to control inflation.

The fundamental problem is the emphasis on low inflation as a policy 
goal which is a feature of economic rationalism. It is natural for an ideology 
which downplays the existence of market failure to be less concerned about 
involuntary unemployment, which is a consequence of market failure, 
than with inflation, which, if one wishes, can be blamed on inappropriate 
 economic policies.

It was pointed out in section 2 that it is impossible to avoid a short-run 
trade off between unemployment and inflation when monetary policy 
is used as the principal anti-inflationary instrument. The argument is 
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whether there is also a long-run trade-off. There is increasing evidence 
for hysteresis, that is for the proposition that not only is unemployment 
determined in part by the level of unemployment last year, but that the 
equilibrium level of unemployment is also determined by past levels 
of unemployment. Hence, more and more economists are coming to the 
view that there is a long-run trade-off between inflation and unemploy-
ment when monetary policy alone is relied on to control inflation. It is no 
longer possible to take the easy way out and maintain that tight mon-
etary policy to reduce inflation will not also increase unemployment. 
Nevertheless, there is continual pressure from financial markets to make 
low inflation the over-riding policy goal.

Economists employed in the financial sector and financial journalists do 
not necessarily argue that reducing inflation is costless. Sometimes they argue 
that interest rates should rise to reduce the rate of growth of employment 
because falling unemployment is producing unacceptable inflationary con-
sequences (See eg, Max Walsh in the Sydney Morning Herald 10/3/95). More 
often they omit consideration of unemployment. Consider the following 
quotation from Max Walsh:

“given that monetary policy is an anti-inflationary tool and fiscal policy 
is useful as a medium term determinant of national savings...the most 
important question ..is how do we address periodic balance of payment 
crisis”. (Sydney Morning Herald, 16/11/94).

Max, being a humane, intelligent if sometimes pessimistic observer of the 
economy, probably meant how do we address balance of payments crises 
without causing unacceptable increases in unemployment, but many in 
financial markets may not pick that up. Apart from that point, it is significant 
that the quotation gives a simple anti-inflationary role to monetary policy and 
does not assign to any policy instrument the task of reducing unemployment. 
Indeed some financial journalists and some spokespersons for the private 
business sector believe that this is not a proper concern of macro economic 
policy, but should be tackled through microeconomic reform, which in this 
context is largely a euphemism for cutting the wages of the less skilled.

It may be that institutions in the financial sector always placed much 
more weight on controlling inflation than on reducing unemployment. 
The point is that, because of financial deregulation, driven partly by tech-
nological change but also by the ideology of economic rationalism, financial 
market institutions now have much more power to impose their views 
in the government. Financial deregulation has both hastened and height-
ened the decline in power and influence of governments, and of authorities 
like the IMF, in global financial markets. Governments have lost control 
over the exchange rate for their currency – probably the most important 
single price in the economy.
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The Economist (14/1/95 pp. 48–49) speaks of a government being punished 
by financial markets and similar language is used by Australian financial 
journalists. The language may be extravagant but the underlying point is 
correct. The exchange rate has such a widespread influence on the economy 
that governments must be constantly looking over their shoulder with 
 concern about the effects of policy actions on financial markets.

The corollary to this is obvious. The priority given by financial institu-
tions to anti-inflationary policy now has a real influence on government 
actions and is an important factor in the persistence of unacceptably 
high levels of unemployment in Australia. Moreover, it has prevented 
unemployment caused by other economic rationalist policies from being 
reduced. In particular, structural unemployment caused by microeconomic 
reform, especially the removal of tariffs and the corporatisation of gov-
ernment business enterprises, has not been effectively tackled for fear of 
inflation. The situation was summed up in a speech by Mr Bernie Fraser, 
the former Governor of the Reserve Bank of Australia. As reported in the 
Sydney Morning Herald of 16th August 1996 he said that monetary policy 
was becoming the hostage of influential financial markets with a vested 
interest in making the Reserve Bank give greater weight to low inflation 
than to employment and growth. Mr Fraser said it would be “ironic ... if the 
short-terminism of politicians were to be replaced by the short-terminism 
of the financial markets”.

Moreover, the situation has become worse with the demise of the Accord, 
the increased emphasis on enterprise bargaining and the consequent 
removal of centralised constraints. In the eighties centralised wage fixing 
under the Accord enabled a marked decline in both unemployment and 
inflation and laid the basis for the very low levels of inflation in the early 
nineties. This restraint on inflationary wage pressure will become much less 
potent as the labour market is further deregulated and enterprise bargain-
ing further developed. It is to be replaced by the fear of unemployment. 
Unemployment will have to be high enough to make that fear credible. 
There could not be a more pointed contrast with the commitment to 
maintain full employment in the era when Australian governments had a 
Keynesian ideology.

6.6 Conclusion

Economic rationalism is often described as gross intellectual imperialism 
as economists apply economic ideas to social issues to such an extent that 
social and political ideas are excluded from the discussion. While superfi-
cially this may be true, when one probes below the surface the reverse is 
true. Economic rationalism is the result of economics being taken over, 
hijacked one might say, by a particular social ideology. As it happens I think 
some of the policies advocated by economic rationalists are very good, some 
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are appalling and some will not make a great deal of difference to general 
economic welfare if they are adopted. But while it is important to evaluate 
individual policies it is also important to look at the nature and characteris-
tics of economic rationalism as a whole. I have tried to show that the phrase 
economic rationalism is a misnomer. Economic rationalism does not, in any 
fundamental way, spring from economics but from social philosophy. Thus, 
the distinguishing characteristic of the state, that emerges when thorough-
going economic rationalism is applied, is not that it is a society ordered 
by economic principles, but that it is a libertarian state. Moreover, it is a 
state which has explicitly rejected a previous fundamental contract: a social 
 contract to maintain full employment.

Notes

This is a substantially revised version of a presentation originally given at a workshop 
on “Contract state, social charter or social compromise” sponsored by The Academy 
of Social Sciences in Australia and held at Sydney University in December 1995. 

1. In this context a public good is defined as a good which can not be provided to 
one person without simultaneously providing it to others.

2. This is the major way economic rationalism Australia is at variance with the 
writings of these who inspired it. Milton Friedman, for example, has stated that
 “The ethical principle that would directly justify the distribution of income in 

a free market society is ‘To each according to what he, and the instruments he 
owns, produced’” (1962, p.162).

3. In summing up the discussion at the conference reported in Adrian Blundell-
Wagnell (1992) Max Corden stated that “Consensus did exist on three crucial 
matters .... [of which the first was] you can not deflate without some cost” 
(p.341).

4. This section is a revised version of material previously published in Nevile, 1994, 
pp.30–32.
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7
Deregulation and the Welfare 
of the Less Well Off
J. W. Nevile

7.1 Introduction

In the 1980s income distribution became more unequal in Australia and 
many blamed at least part of this on deregulation (Nevile, 1994; Saunders, 
1993). With increasing inequality and slow growth of average real incomes, 
the real incomes of those at the bottom end of the scale fell significantly. It 
was not just a case of the rich getting richer while the rest of the population 
saw little change in their real incomes. Whether it was deregulation or some-
thing else, whatever caused the increased inequality must be  implicated in 
the poor getting poorer.

Many of those who blamed deregulation for depressing the living stand-
ards of the poor did so on the basis of an examination of trends in disposable 
income, i.e. income after tax and social security payments. While this is 
certainly the appropriate concept to use when looking at living standards, 
it is not the best one to use when looking at the effects of deregulation 
on income distribution. A substantial minority of those at the bottom, whose 
real incomes fell, were old age pensioners, virtually all of whose income came 
from the pension. The real value of the pension did not fall, so the decline 
in real income of these pensioners was presumably due to better targeting of 
social security benefits, including the introduction of the assets test. If there 
is a causal link between deregulation and increased inequality it should be 
sought, in the first instance, in an examination of increased inequality in 
private or market incomes, i.e. incomes before income tax and social secu-
rity payments. The extent to which changes in inequality in private income 
are offset by income tax or social security payments is a separate study 
which lies outside the scope of this chapter.

Revised from International Journal of Social Economics, 23(4/5/6), 310–325, 1996, 
‘Deregulation and the Welfare of the Less Well Off,’ by Nevile, J. W. With kind permis-
sion from Emerald Group. All rights reserved.
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This chapter, therefore, focuses on private income. A description of the data 
and definitions used is given, followed by a section which examines changes 
in inequality in private income in Australia in the 1980s. More specifically, 
it examines changes between 1981–82 and 1989–90, the years of income 
distribution surveys nearest to the beginning and the end of the decade. In 
addition to a discussion of changes in the level of inequality, changes in the 
real income of the bottom 20 per cent of income units are examined.

The next section considers whether deregulation is an important causal 
factor in the increase in inequality and the decline in real income of the 
less well off that is documented in the previous section. International 
comparisons are made of the size of the increase in inequality in countries 
where deregulation was prominent with the size of the increase in countries 
where deregulation was much less important. Also, the evidence, in the 
case of Australia, for the other major explanation of increasing inequality, 
is examined. The penultimate section considers how deregulation is likely 
to increase inequality in ways that are not picked up in the comparisons 
previously made, and the policy implications are briefly discussed in the 
final section.

7.2 The Data

The basic data are the unit record tapes of the Australian Bureau of Statistics’ 
1981–82 and 1990 Income Distribution Surveys. The unit of analysis used is the 
income unit as defined by the Australian Bureau of Statistics. A sole parent 
with one or more dependent children or a couple with or without dependent 
children form a multiperson income unit, and everyone else is a single person 
income unit. Thus, a family consisting of a married couple, two children at 
school and an 18-year-old living in the family home, but earning an inde-
pendent income, is split into two income units. The 18-year-old is a single 
person income unit and the rest of the family is a multiperson income unit.

Since different income units are of different sizes, this in itself can intro-
duce inequality into the distribution of income. Even if everyone in Australia 
had exactly the same standard of living, there would still be inequality 
among income units since multiperson units would have a larger income 
than single person units. One way round this is to work in terms of income 
per head, but this overcorrects. While two cannot live as cheaply as one, they 
can live more cheaply than two people living apart. The usual way is to use 
an equivalence scale which gives a weight of unity to the first member of an 
income unit and smaller weights to any additional members. The trouble is 
that all equivalence scales are at least somewhat arbitrary. In this chapter we 
will use the OECD equivalence scale, simply because it is well known and 
widely used throughout the world. This scale gives a weight of 1 to the first 
adult in an income unit, a weight of 0.7 to a second adult, and a weight of 0.5 
to each dependent child or teenager. However, to some extent we will avoid 
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the problem by looking at particular groups in society, e.g. singles of working 
age. In only one case, couples with children, does the choice of equivalence 
scale affect the detailed comparisons made in the chapter.

The analysis in this chapter excludes all income units which reported any 
income (positive or negative) from self-employment i.e. from working in 
a partnership or owning one’s own unincorporated business. Around the 
world statistical agencies have great difficulty in measuring the income of 
the self-employed. They have not solved this problem, but agree that the 
incomes reported by self-employed in surveys are a very poor measure of 
their actual income. In Australia there is an additional problem. When 
comparisons are made between two particular years the variability of the 
incomes of the self-employed can create problems, especially if a significant 
proportion of them have their incomes strongly influenced by a factor 
which does not affect the rest of the population. Farmers in Australia are a 
good example of this. For both these reasons it is probably better to exclude 
the self-employed, and this is done in this chapter. Most of those reporting 
zero or negative disposable income are self-employed, but there are a small 
number of other cases. Some of these are people who have misunderstood 
the survey questions, or for other reasons have incorrectly reported their 
incomes. A few may be investors who have included capital losses in 
their income. It seems better to exclude all with zero or negative disposable 
income along with the self-employed.

In addition, there is a practical reason for excluding those with zero or 
negative incomes. On the 1981–82 data tape negative income was recoded 
to zero before the tape was issued. It is possible to recode 1989–90 negative 
incomes to zero but we do not know if these incomes showed the same 
pattern in 1989–90 as they did in 1981–82. Therefore, if negative and zero 
incomes are included, comparisons between 1981–82 and 1989–90 may be 
distorted to an unknown extent.

In the next section some summary results are given for all types of income 
units considered together. Then attention is focused on three particular 
types of income unit: single people between the ages of 25 and 64 inclusive, 
couples under 65 without dependent children, and couples with dependent 
children. The age limits refer to the age of the reference person, who in the 
case of couples is the male. Couples are defined to include de facto relationships 
as well as marriages.

It was originally intended to focus attention in turn on all categories of 
income units where the reference person was of working age, and thus likely 
to be an actual or potential member of the labour force. However, sole parents 
were not considered separately because 40 per cent of sole parents received 
virtually no market income in either 1981–82 or 1989–90. There is no point in 
this context in looking at what happened to the bottom quintile of sole par-
ents. Even overall, only among the top third of sole parents was market income 
more important than social security payments as a  component of income.
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Single people under 25 were excluded for a different reason. Many of these 
people although not legal dependants, may be living at home with their 
parents, and only be loosely attached to the labour force while they pursue 
full-time study (or other pursuits). Their welfare may depend more on their 
parents income than their own. While a case can be made for including or 
excluding single young person income units, the decision was made to focus 
attention on single people between the ages of 25–64 inclusive. This makes 
the results easier to interpret. Also it is the decision less favourable to the 
conclusion reached in the paper that deregulation harmed the welfare of 
the less well off, since the effects (if any) of deregulation on the casualness 
of the work of young adults is not taken into account. Hence, excluding 
singles under 25 strengthens, if anything, the conclusion that deregulation 
has hurt the less well off.

7.3 Changes in the Distribution of Private Income

As Table 7.1 shows, the Gini coefficient for market income increased from 
0.40 in 1981–82 to 0.45 in 1989–90. An increase of 12.5 per cent is a sub-
stantial increase in a Gini coefficient even over a period of eight years. The 
increase in the Gini coefficient for equivalent disposable income over the 
same period was much smaller, from 0.30 to 0.32. (Nevile, 1995, p. 16).

The Gini coefficient has the advantage of being widely used and well 
understood, but it is most heavily influenced by changes in the middle of 
the distribution. We are particularly interested in changes at the bottom-end 
of the distribution. It is clear from Table 7.1 that the bottom quintile did 
particularly badly, with its share of income falling by 35 per cent. Figure 7.1 
shows that the average real income of the bottom quintile fell by nearly one-
third between 1981–82 and 1989–90.

In theory, at least, it is possible that this increase in inequality in the 
1980s could be due to demographic factors. People have different incomes 

Table 7.1 All income units: distribution of private equivalent income 1981–82 and 
1989–90

1981–82 1989–90 Percentage 
change

Mean in 1989–90 dollars 16,598 17,291 4.2
Gini coeffi cient 0.401 0.451 12.5
Percentage quintile share
1 1.82 1.18 –35.2
2 11.35 9.46 –16.7
3 18.55 17.53 –5.5
4 26.44 25.88 –2.1
5 41.84 45.96 9.8

Note: Self-employed, and income units with zero and negative incomes are excluded.
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at different stages of their life cycle. Retired people generally have lower 
incomes than do people at the height of their career, and so do people just 
starting on their working lives. Life cycle differences are important, account-
ing for between 30 and 40 per cent of total recorded income inequality in 
disposable income and much more in market income. It could be that the 
greater inequality in 1989–90 was simply due to increasing numbers of 
people in the high and/or the low income stages of the life cycle. In fact 
this was not the case. Nor was it the case that increasing inequality simply 
reflected increasing inequality in those categories of income units where 
market income was unimportant. In general, Gini coefficients for particular 
categories of income units increased by more than the Gini coefficient for 
all income units. The notable exception is for couples under 65 without 
dependent children.

Let us turn now to the first of the categories of income units of particular 
interest. Table 7.2 and Figure 7.2 give details for single people between the 
ages of 25 and 64 inclusive. The Gini coefficient increased by 15 per cent; 
the share of the bottom quintile fell by 21 per cent and the average real 
income of that quintile declined by 21 per cent. In this category of income 
units, income distribution became much more unequal in the 1980s. 
Moreover, the poor became poorer as did many of the middle class. Indeed, 
in every quintile except the top, average real income declined between 
1981–82 and 1989–90.

Figure 7.1 Percentage increase – all cases
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The next group, couples with children, did rather better. As Table 7.3 
shows, the Gini coefficient increased even more than in the case with singles, 
at least in percentage terms, but the average real income for the category as a 
whole increased substantially, by over 11 per cent. Therefore, only the bottom 
quintile suffered a fall in average real income. Figure 7.3 shows that there was 
a small increase in the real income of the second quintile and increasingly 
larger increases as one moves up the quintile range. Nevertheless, average 
real income in the bottom quintile fell by 4.4 per cent so that the least well 
off in this category were poorer in 1989–90 than in 1981–82.

Table 7.2 Singles aged 25 to 64: distribution of private equivalent income 1981–82 
and 1989–90

1981–82 1989–90 Percentage 
change

Mean in 89–90 dollars 23,309 23,509 0.9
Gini coeffi cient 0.346 0.396 14.6
Percentage quintile share
1 2.26 1.79 –20.8
2 14.02 12.25 –12.6
3 20.67 19.38 –6.2
4 25.57 24.88 –2.7
5 34.47 41.71 21.0

Note: Self-employed, and income units with zero and negative incomes are excluded.

Figure 7.2 Percentage increase – singles 25–64



104  J. W. Nevile

Table 7.3 Couples with children: distribution of equivalent private income 1981–82 
and 1989–90

1981–82 1989–90 Percentage 
change

Mean in 89–90 dollars 15,253 16,779 11.1
Gini coeffi cient 0.275 0.316 14.9
Percentage quintile share
1 7.89 6.79 –13.9
2 14.55 13.33 –8.4
3 18.49 17.91 –3.1
4 23.56 23.53 –0.1
5 31.51 38.44 8.3

Note: Self-employed, and income units with zero and negative incomes are excluded.

Figure 7.3 Percentage increase – couples with children

Table 7.4 shows changes in the pattern of income distribution for couples 
under 65 without children. It is quite atypical. At 10.2 per cent, the increase 
in the Gini coefficient was relatively small. This was in part because there 
was only a small decline in the share of the bottom quintile and the average 
real income of the bottom quintile actually increased (see Figure 7.4). There 
was virtually no change in the average real income of the second quintile, 
but, not surprisingly, higher quintiles showed increases in their average real 
incomes.
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Table 7.4 Couples under 65 without children: distribution of equivalent private 
income 1981–82 and 1989–90

1981–82 1989–90 Percentage 
change

Mean in 89–90 dollars 23,031 25,228 9.5
Gini coeffi cient 0.314 0.346 10.2
Percentage quintile share
1 4.64 4.56 –1.7
2 14.19 12.97 –8.6
3 19.67 18.67 –8.6
4 25.36 24.57 –3.1
5 36.15 39.23 8.5

Note: Self-employed, and income units with zero and negative incomes are excluded.

It is not hard to find an explanation of this atypical pattern. The category, 
couples under 65 without dependant children largely consists of two dispa-
rate groups: couples who have not yet had children and those whose children 
have grown up and are no longer dependants. The first group are generally 
much younger. While the young couples tend to have lower incomes they 
are also of the age in which married women’s participation in the labour 
force has increased the most. Older couples generally have higher incomes. 
While there are, of course, a relatively small number of couples who have 

Figure 7.4 Percentage increase – couples under 65 without children
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never had children and where both spouses have worked since marriage, 
older couples generally are of an age where married women’s participation 
in the labour force is lower. Thus, it is not surprising that while overall aver-
age real income has increased less for couples without children than it has in 
the case of couples with children, it has increased more at the bottom end.

Tables 7.1 to 7.4 and Figures 7.1 to 7.4 show a clear pattern of increasing ine-
quality in equivalent private income. The share of income rose in the top quin-
tile and fell in every other quintile both in the case of all categories of income 
units considered together and also in each of the particular categories looked at 
separately. Moreover, except in the case of couples under 65 without depend-
ent children, the average real income of the bottom quintile fell in the 1980s.

Having said that, one should immediately make clear what is implied by 
the statement that average real private income declined in the bottom quin-
tile. The fact that average real income was lower in 1989–90 than in 1981–82 
does not mean that the income units which were in the bottom quintile in 
1981–82 will have a lower real income in 1989–90 than they did in 1981–82, 
even on average. For example, consider the category, couples with depend-
ent children. Some of these who were at the bottom of the income distribu-
tion in 1981–82 will have risen to the middle or even the top by 1989–90. 
Moreover, some will have divorced and left the category altogether and oth-
ers will no longer have dependent children and will have left the category 
for that reason. Nevertheless, although Australian society is fluid it is not 
all that fluid, and it is a reasonable generalization that most couples with 
children who were rich in 1981–82 were even richer in 1989–90 and that 
most of the others did not do so well. Moreover, in the context of private 
income, we can say with certainty that couples with children who were at 
the bottom of the distribution in 1989–90 were worse off than couples with 
children at the bottom of the distribution in 1981–82.

7.4 The Cause of Increased Inequality

Increasing income inequality occurred in the 1980s in a number of other 
countries around the world besides Australia. There are two main explana-
tions of this increasing inequality in the literature. One is that it is the result 
of deregulation and the other that it is one of the effects of the type of 
technological change occurring in that decade. Both of these explanations 
are probably part of the story and the relative importance of each probably 
varies from country to country. However, at least in the case of Australia, the 
evidence is that deregulation is much more important in explaining what 
happened to income distribution in the 1980s. (The material which follows 
is a summary of the section entitled “Economic rationalism and income 
distribution” in Nevile (1994).)

Two different approaches have been used to examine the effects of deregu-
lation on income inequality. The first is to focus on labour markets, since the 
very point of deregulating labour markets is to increase wage inequalities.
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Saunders (1993) is a good example of a study in this genre. Saunders 
considers the increase in wage inequality in five countries which had data 
in both the first and the second sets of Luxemburg Income Study data. 
While wage income inequality increased in all countries the increase was 
very much greater in the two countries with deregulated labour markets 
(the USA and Canada) than in the countries with regulated labour markets 
(Australia, West Germany and Sweden). The Gini coefficients in Canada and 
the USA increased by around 15 per cent as compared to about 2 per cent for 
Australia and about 5 per cent for West Germany and Sweden.

Saunders also examined work done by the OECD relating real wage rigid-
ity, due to labour market regulation, to wage differentials or inequality in 
earnings. There was a noticeable correlation between the two variables (the 
correlation coefficient was about 0.85). Largely deregulated markets with 
substantial wage flexibility showed much greater wage differentials.

Saunders(1993) concluded that the responsibility for the increase in 
inequality is:

in the hands of those whose deregulatory zeal have strengthened the role 
of market forces in the Australian and other economies throughout the 
world (p. 36).

Some economic rationalists would argue that the Saunders’ evidence does 
not go far enough, and that the increased inequality in wage earnings accom-
panying deregulation of the labour market will lead to reduced unemploy-
ment, so that overall inequality decreases as those on the bottom increase 
their incomes as they become employed. Unfortunately, the facts do not bear 
this out. The USA now has one of the most deregulated labour markets in 
the world. While unemployment in the USA has not increased as much since 
1973 as it did in many countries, overall income inequality did, so that there 
is now a new class of poor in America, the working poor. Income inequality 
increased substantially in the USA over the years of the Reagan presidency.

The second way of analysing the effects of deregulation on income distri-
bution is to do a more general comparative international study of changes 
in income inequality. This was done by Fritzell (1993), who undertook a 
cross country study of the increases in inequality in the first half of the 
1980s. In the countries where deregulation was prominent, the UK and the 
USA, there were large increases in inequality, much larger than the increases 
in countries where deregulation was not emphasized, Sweden and West 
Germany. (It is true that in Sweden there was a large increase in the Gini 
coefficient in percentage terms but it was from a very small base and, at the 
end of Fritzell’s period, inequality was still much lower in Sweden than in 
any other country included in his study.)

Since we are particularly interested in what deregulatory policies have 
done to the standard of living of those at the bottom end of the income 
scale, another way of studying the question is to compare the numbers 
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living in poverty in a country such as the USA with those in countries such 
as Germany or Sweden which do not have the same commitment to market 
liberalism. Smeeding et al. (1988) show that although countries like West 
Germany, Norway and Sweden have lower average levels of income than 
does the USA, even the poorest of them has a significantly lower proportion 
of their population living in poverty than does the USA, even when the US 
poverty line is used to define poverty. Their data are for the early 1980s, 
and are rather dubious in that different countries may have been at differ-
ent stages of the business cycle when their data was collected. Nevertheless, 
the differences are great. Sweden, for example, had less than 6 per cent of 
its population living below the official US absolute poverty line compared 
to 13 per cent in the USA.

The study by Fritzell (1993) also looks at the effect of economically ration-
alist policies on the less well off. Fritzell looks at what happened to a family 
20 per cent from the bottom of the income distribution in a number of 
countries over the first half of the 1980s. These countries include both the 
USA and the UK, the two countries noted for the adoption of deregulatory 
policies and increasing income inequality in the 1980s. In both cases the 
income of a family 20 per cent from the bottom decreased in real terms. In 
the case of the UK the size of the decrease in real income was truly startling. 
It was 17 per cent, and this was for disposable income not private income. 
Fritzell also showed that the major reason for the increase in inequality, and 
the decline in incomes of those at the bottom end in the USA and the UK 
was the increased inequality of private incomes and not changes in taxation 
and social security benefits.

Other studies could be cited. In particular the influential Rowntree 
Foundation in England recently released a report which showed that inequality 
has increased more in England than in any other OECD country. New Zealand 
was second on this league table and Australia fourth (The Age, 13 February 
1995). All these countries are noted for their zeal for deregulation in the 1980s.

Of course, studies pointing to the effects of deregulation in increasing 
income inequality do not show that technological change is not also impor-
tant. However, even if technological change is an important contributing 
factor, cross country studies suggest that the increase in inequality is much 
greater in countries where deregulation has been emphasized.

Now let us turn to the effect of technological change on income distribution. 
The argument that technological change, of the sort experienced in the last 
decade or two, will increase income inequality in developed countries has 
been put most forcibly by Reich (1991) in his book The Work of Nations. 
Reich’s argument revolves around what has been called globalization. 
This is a term coined to describe the much greater interdependence, even 
integration, of national economies, which is largely due to the computer 
revolution in the transmission of information. It is most obvious in finan-
cial markets. Vast sums of money cross national boundaries each day. 
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Transactions are made by computer, institutions all around the world are 
linked by computers and professionals can deal as easily in a country on 
the other side of the world as in their own city. The consequences of this 
virtual integration of financial markets around the world are seen every day 
in our newspapers, e.g. when Australian share prices fall the day interest 
rates rise in New York.

However, the integration of financial markets around the world is prob-
ably not the most important manifestation of globalization. Globalization 
also affects many relatively low-skilled white collar jobs, with a tendency 
to shift them to developing countries. To give two examples from Reich’s 
(1991) book, American Airlines employs over 1,000 data processors in 
Barbados and the Dominican Republic to enter data into a computer bank 
in Dallas, Texas. The same tendency to locate jobs in the cheapest wage 
countries where the necessary skills are available can be seen at a somewhat 
higher skill level, e.g. New York Life Insurance Co. has its claims processed 
in Ireland (p. 211).

With the increase in ease of communication and a decline in transport costs, 
many blue-collar jobs are also shifting from high to lower wage countries. 
Not only are straightforward manufactured products like clothes and textiles 
increasingly produced in low wage countries, but parts of more complex 
manufactured products are produced in whatever country a multinational 
corporation finds most advantageous.

Reich argues that those in developed countries, who have no skills or only 
the skills to do repetitive jobs, will suffer declining real incomes as they 
compete with workers from low wage countries. On the other hand, the 
highly educated, who have the ability to undertake what Reich calls sym-
bolic analysis, will have increasing real incomes as their services are sought 
by firms all around the world. Symbolic analysis involves identifying and 
solving problems and managing ideas. Reich lists, for example, the occupa-
tions of research scientists, engineers, management consultants, and indeed 
a whole host of various types of consultants, writers, editors and journalists 
and even (his word) university professors among those occupations pursued 
by symbolic analysts.

Thus, there is a simple test of Reich’s theory. If his view of what is happening 
is correct it will be the well educated whose salaries increased over the 1980s. 
In other words after allowing for changes in the general wage level, and for 
such things as work experience and sex, the extra earnings received by the 
highly educated will be greater at the end of the 1980s than at the beginning. 
There is evidence that this happened in the USA (Blackburn and Bloom, 1994).

However, there is no evidence that the return to education increased in 
Australia over the 1980s. A comparison of the earnings equations for 1981–82 
estimated by Tran-Nam and Nevile (1988) with those for 1989–90 made 
by Langford (1993) suggest that the return to education at best remained 
constant in Australia over the 1980s. Blackburn and Bloom (1994) also find 
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that little of the increase in inequality in income in Australia is the result 
of the return to education. They are looking at family income, and after 
commenting that the widening of education earnings differentials explains 
a significant proportion, but by no means all of the increase in inequality 
in the USA, they state:

Changes in education-related earnings differentials were much smaller in 
Canada and Australia during the 1980s, and so can explain almost none 
of those countries’ increases in husbands’ earnings inequality (p. 24).

Similarly, the annual survey of the Graduate Careers Council of Australia for 
1994 showed that graduate starting salaries were at their lowest level relative 
to average weekly earnings since 1977. (Sydney Morning Herald, 5 October 
1994) Reich’s thesis about the cause of increasing inequality is not supported 
by the evidence in Australia.

Technological change and the resulting globalization of national economies 
may well have been important in affecting the pattern of income distribu-
tion in the USA. However, it does not seem to have had much impact in 
Australia. While it may do so in the future, deregulation appears to have 
been much more important in increasing income inequality in the 1980s.

7.5 Unmeasured Increases in Inequality

There are at least two ways in which deregulation increases inequality 
which were not evident in the section on changes in income distribution. 
Both of these increase inequality and reduce the welfare of those at the  bottom 
end of the income distribution. One is a change from the easy acceptance of 
cross subsidies to a user-pays regime. The most prominent current example 
of this in Australia is the imposition by banks of fees on accounts which do 
not maintain a minimum balance. In this case financial deregulation ended 
a system of cross subsidies, which among other things helped those on very 
low incomes. It also, of course, helped many other people who found a sav-
ings account a very convenient storage place for money held short-term for 
transactions purposes. But there is a difference between these people and 
the pensioners whose plight has been so graphically described in the media. 
Those receiving government benefits do not have a choice about maintaining 
the account and paying fees on it. This is because the Department of Social 
Security will normally only pay government benefits and pensions into a 
bank account. Deregulation, and the end of cross subsidies, has, in effect, 
meant a new tax has been imposed on the very poorest in our society.

This is of course only one example of deregulation ending cross subsidies 
which help those on low incomes. It is easy to think of others, e.g. the 
change in pricing policies of water boards as they are corporatized. One 
Australian example which may have far reaching consequences is the effects 
of deregulation on banks’ dealings with farmers, which obviously has a big 
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impact on the psychological wellbeing as well as the standard of living of 
a significant group of low income Australians. Enough is not known of the 
facts to discuss this matter in detail but there is a widespread view in the 
rural community that the banks can and should do much better. If they do 
not change their policy, we shall probably see considerable pressure for the 
re-establishment of publicly owned rural banks.

However, while one should not detract from the importance of the imple-
mentation of the “user pays” principle on the welfare of the least well off, it 
is less important than the priority given to the goal of low inflation over the 
goal of low unemployment that is part of the philosophy of market liberalism 
and which has accompanied deregulation. As it happens, 1989–90 was a very 
strong boom year and unemployment was at the same level that year as it was 
in 1981–82. However, unemployment was much higher over the two cycles 
from 1982–83 to 1989–90 than it was over the cycles from 1974–75 to 1981–82.

Deregulation is implicated in many ways in this. In the short run micro-
economic reform has increased unemployment and this has also proved to 
be true in the longer run; financial deregulation has reinforced pressures to 
give priority to low inflation except for brief periods when unemployment 
is unusually high, and progressive deregulation of the labour market makes 
necessary increasing reliance on unemployment to control inflation.

Market liberalism downplays the existence of market failure and tends to 
be less concerned about involuntary unemployment, which is traditionally 
associated with market failure, than with inflation which, if one wishes, can 
be blamed on government failure. One school of economists, the new classi-
cal school, even argued that involuntary unemployment does not exist and 
that it is possible through tight monetary policy to reduce inflation without 
affecting the level of unemployment; though to be fair I can think only of 
one economist responsible for giving advice to those determining economic 
policy who ever believed in the new classical school of economics.

In any case, the conventional wisdom now is that it is impossible to avoid 
a short-run trade-off between unemployment and inflation when mon-
etary policy is used as the principal anti-inflationary instrument, though 
there are ways of minimizing the trade-off. In summing up the discussion 
at the conference reported in Blundell-Wignall (1992), Max Corden stated 
that “Consensus did exist on three crucial matters...[of which the first was] 
you can not disinflate without some cost” (p. 341). The argument now 
is whether there is also a long-run trade-off. There is increasing evidence 
for hysteresis, that is for the proposition that not only is unemployment 
determined in part by the level of unemployment last year, but also the 
equilibrium level of unemployment is path-determined. Hence, more and 
more economists are coming to the view that there is a long-run trade-off 
between inflation and unemployment when relying on monetary policy 
alone to control inflation. It is no longer possible to take the easy way out 
and maintain that tight monetary policy to reduce inflation will not also 
increase unemployment.
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Economists employed in the financial sector and financial journalists do 
not necessarily argue that reducing inflation is costless. Sometimes they 
argue that interest rates should rise to reduce the rate of growth of employ-
ment because falling unemployment is producing unacceptable inflationary 
consequences. More often they omit consideration of unemployment. 
Consider the following quotation from Walsh (1994):

given that monetary policy is an anti-inflationary tool and fiscal policy 
is useful as a medium term determinant of national savings...the 
most important question…is…how do we address periodic balance of 
 payment crisis.

Walsh, being a humane, intelligent, if sometimes pessimistic, observer of the 
economy, probably meant how do we address balance of payments crises 
without causing unacceptable increases in unemployment, but many financial 
markets may not realize that. Apart from that point, it is significant that the 
quotation gives a simple anti-inflationary role to monetary policy and does not 
assign to any policy instrument the task of reducing unemployment. Indeed, 
some financial journalists and some spokespersons for the private business sec-
tor believe that this is not a proper concern of microeconomic reform, which 
in this context is largely a euphemism for cutting wages for the less skilled.

It may be that institutions in the financial sector always placed much 
more weight on controlling inflation than on reducing unemployment. The 
point is that financial market institutions now have much more power to 
impose their views on the government. Financial deregulation has both has-
tened and heightened the decline in power and influence of governments, 
and of authorities like the IMF, in global financial markets. Governments 
have lost control over the exchange rate for their currency – probably the 
most important single price in the economy.

The Economist (14 January 1995, pp. 48-9) speaks of a government being 
punished by financial markets and similar language is used by Australian 
financial journalists. The language may be extravagant but the underlying 
point is correct. The exchange rate has such a widespread influence on the 
economy that governments must be constantly looking over their shoulders 
with concern about the effects of policy actions on financial markets.

The corollary to this is obvious. The priority given by financial institu-
tions to anti-inflationary policy now has a real influence on government 
actions and is a factor in the persistence of unacceptably high levels of 
unemployment in Australia. There is overwhelming evidence that high 
 levels of unemployment do much more to reduce the living standards of the 
less well off in Australia than moderate inflation. Nevile and Warren (1984), 
and others, have shown that moderate inflation has little effect, in aggregate 
at least, on income distribution. Saunders (1992) documents the obvious 
point that a rise in unemployment significantly increases income inequality.
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There is no doubt that deregulation has increased unemployment in 
Australia. Structural unemployment caused by microeconomic reform, espe-
cially the removal of tariffs and the corporatization of government business 
enterprises, has not been effectively tackled for fear of inflation. The green 
paper Restoring Full Employment suggested that an average of 4.5 to 5 per cent 
growth is necessary if unemployment is to be reduced to 5 per cent by the 
year 2000. The 1995 annual report of the Reserve Bank states that “attempts 
to sustain growth rates noticeably above 4 per cent carry significant risks [of 
greater inflation]” (p. 13).

Moreover, the situation may well become worse in the future. The move 
to enterprise bargaining and the consequent removal of centralized con-
straints increase the non-accelerating-inflation-rate of unemployment. 
In the 1980s centralized wage fixing under the Accord enabled a marked 
decline in both unemployment and inflation and laid the basis for the 
very low levels of inflation in the early 1990s. This restraint on inflationary 
wage pressure will become much less potent if the labour market is further 
deregulated and enterprise bargaining further developed. It is to be replaced, 
if deregulators have their way, by the fear of unemployment.

7.6 Policy Implications

This paper is more concerned with setting out what has occurred than with 
laying down what should be done to change unwelcome effects of deregula-
tion on the welfare of the less well off. Nevertheless, instead of concluding 
with a summary of what has already been said, a very brief indication of 
policy implications will be given.

While one would wish that deregulation, especially financial deregulation 
and corporatization of government business enterprises, had not occurred 
so rapidly in Australia, much of it was inevitable and some of the rest desir-
able. By and large, rather than reverse it, it is better to do much more to 
offset the unfortunate consequences of deregulation on the less well off in 
our society. This will require increased government expenditure and hence 
an increased level of taxation. Advocates of deregulation tend to argue, if 
pressed, that any adverse distributional effects of deregulation should be 
addressed through the taxation-social security system. But then they argue 
that taxation should preferably be reduced and never increased. For exam-
ple, in its 1995 budget submission the Business Council argued that there 
should be no tax initiatives, but cuts to government outlays of A$5 billion 
(Business Council Bulletin, July 1995, p. 4).

However, expenditure cuts are precisely the method of tightening fiscal 
policy which will have the greatest impact on employment. More impor-
tantly, if, without increasing the budget deficit, anything significant is to 
be done to help the unemployed and others whose living standards have 
been adversely affected by deregulation, it will be necessary to increase 
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taxation. Moreover, the sort of skill-augmenting measures required to reduce 
unemployment without increasing inflationary pressures require substantial 
public expenditure which must be financed through taxation.

Deregulation has had regressive effects on living standards in Australia. 
This is not to say that the clock should be wound back to the regulated 
environment of the early 1970s, but the regressive effects of deregulation 
should be mitigated through government action. This will require increased 
taxation.

Labour market deregulation has not proceeded anywhere near as far as 
many would wish in Australia. Yet it may have already proceeded far enough 
to undermine a viable incomes policy. Without such a policy unemployment 
will be higher, inflation will be greater, or both. Any increased deregulation 
of the labour market in Australia should be approached very cautiously.

Note

Thanks are due to Peter Saunders for commenting on a draft, George Matheson for 
research assistance and Sandra Escobar for preparing the figures. The usual caveat applies.
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8
Economic Rationalism, Income 
 Distribution and Productivity
On throwing out the bathwater, 
but saving the baby

J. W. Nevile

Giblin was not just a good economist, he was a great economist. It would 
be presumptuous to state definitively what part of modern economic policy 
discussion he would regard as bathwater, but we can be sure that he would 
be extremely concerned to separate the baby from the bathwater, lest the 
bathwater stop the valid insights of economics being used in formulating 
policy to improve the welfare of ordinary Australians. While I never met 
Giblin, I was taught at the University of Western Australia by a person who 
had been his colleague in Melbourne University and by another who had 
known him in Tasmania. I learnt enough about him second hand to be filled 
with admiration for him, as a person as well as an economist. He was a truly 
remarkable man, with a deep concern for his fellow men and women.

Although Giblin was one of Australia’s greatest economists with a  profound 
influence on economic policy in this country, he did not turn to economics 
until he was fifty. His first publication in economics was at the age of 52 and 
his first appointment as an economist—to the Ritchie Chair in Melbourne 
University was when he was 56. Giblin’s tertiary education was at Kings 
College Cambridge where he took out a degree in mathematics. After gradu-
ating he was a gold prospector in the Klondike, an able bodied seaman, an 
orchardist in Tasmania and a Labor member of the Tasmanian Parliament. 
During the First World War he served as a major in the AIF in France. He 
loved adventure and he loved people. In France his troops called him Dad 
behind his back. The only exception was his batman who called him Dad to 
his face.

After the war he was appointed Government Statistician in Tasmania. 
He developed an interest in economics and rapidly became known for his 
original contributions. His interest sprang not only from the intel lectual 
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fascination of the subject, but also from a genuine concern for ordinary 
men and women, whose welfare in the 1920s and even more in the 1930s 
was profoundly affected by economic policy. Although he made several 
important theoretical contributions to economics his concern was always 
with practical matters—with economic policy. His career as an economist 
was well summed up by Sir Ronald Wilson:

A fabulous old man, who almost single-handed founded an Austra lian 
school of political economy, and who did more than most to discover, 
train and encourage its acolytes and prophets.

In Giblin’s time economists had a high reputation in Australia, perhaps 
higher than anywhere else in the world. Today things are rather differ ent. 
Economists have been having a bad press lately, and the term dis mal science 
has taken on a new meaning. The term dismal science was coined by the 
arch conservative Carlyle, in reaction to the claim that economics showed 
that slavery in the American south was not viable in the long run. Today, 
it is thought of as a term that fittingly describes the studies of people who 
think that gaining material wealth has prior ity over any other social values, 
and economists are looked down on as people who want to cut costs at 
the expense of employment, make old age pensioners pay by the second 
for local telephone calls, allow pollu tion if discouraging it also discourages 
mineral production and so on. In short economists are widely seen as soul-
less people, lackeys of big business, as much perhaps to be pitied as scorned. 
Just how bad things have become was brought home to me when at a party, 
I fell into conversation with a vivacious women who asked me what I did 
for a living. When I replied that I was an economist she exclaimed ‘Oh! You 
poor thing’.

Now this popular view of economics is a caricature, though it does have a 
few grains of truth. The public have identified economic rationalism as the 
whole of economics and have a somewhat distorted view of what economic 
rationalism is.

This is partly because they take at face value the distorted view of econom-
ics and economic rationalism propagated by some people in other discip-
lines. But it is partly the fault of economists themselves—we have not, as 
a profession in Australia, devoted much time to a dis passionate analysis of 
economic rationalism and of the extent to which its prescriptions are an 
inevitable consequence of standard orthodox economic analysis rather than 
the outcome of ideology or value judgements which may have been fed into 
the analysis. Moreover, prominent advocates of economic rationalism are 
not above claiming that their policy prescriptions follow inevitably from 
standard economic analysis and do not depend on any value judgements 
except the judgement that more is better than less. This is not the case, but 
in the light of such statements the public can be pardoned for confusing the 
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policy prescriptions of economic rationalism with economics as a whole. 
This is a pity, to say the least. The inevitable backlash against economic 
rationalism may well sweep away economic rationalist policies that are 
desirable as well as those that are more dubious.

This chapter is offered as an introduction to discussion about what is 
 economic rationalism, what part do value judgements play in deter mining 
the policy prescriptions of economic rationalists, what are the weaknesses of 
economic rationalism and what are the strengths of this school of thought?

8.1 Economic Rationalism and Income Distribution

What then are the areas or issues in which the application of the policy 
conclusions of economic rationalism is likely to be helpful and when is the 
application itself likely to lead to problems? The analysis so far suggests 
that economic rationalism will lead us astray when questions of income 
 distribution are important or when market failure is likely but not inevitable.

The theory behind economic rationalism concentrates on production and 
exchange so income distribution is the obvious candidate as an area where 
economic rationalism will cause problems.

Friedman is quite forthright about income distribution.

The ethical principle that would directly justify the distribution of income 
in a free market society is, ‘To each according to what he and the 
 instruments he owns produces’ (1962: 162).

However, the source of this quotation makes clear that the arguments sup-
porting it are based on value judgements, not  economics. Moreover, one 
cannot ascribe this rather draconian guiding principle to Friedman’s follow-
ers in Australia. As I said most economic rationalists in Australia say little 
about income distribution.

Nevertheless, there are a priori reasons for believing that unless their 
effects are compensated for by other policies, economic rationalist policies 
will increase income inequality, at least in anything but the very long run in 
which we are all dead. For example, the Treasurer, Ralph Willis, has stated in 
public that microeconomic reform will increase unemployment in the short 
run, and the very point of the labour market policies espoused by economic 
rationalists is to increase wage inequalities.

In the next chapter of this volume I argue that economic rationalist 
policies had increased income inequality in Australia. That was written 
for a conference in 1989 so that the last data available was for 1985–86. 
Nevertheless, the data showed that, while the pattern of income distri bution 
had been relatively stable up until the mid-nineteen seventies, some time 
after Malcolm Fraser came to power there was a notable increase in income 
inequality so that even by 1982 income was more unequally distributed 
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than in 1978 (two years in which the unemploy ment rate was virtually the 
same). This increase in inequality continued to 1985–86.

Of course, an increase in income inequality over the period in which eco-
nomic rationalist policies were introduced does not prove that the second 
caused the first. What I did show was that inequality in market incomes, 
or incomes before taxation and social security benefits, increased by an 
extraordinary amount following the introduction of economic rationalist 
policies. For example, the share of the bottom 20 per cent of households 
fell from around 4 per cent in 1975–76 to less than 1 per cent in 1984, and 
this was the case after correcting for changes in the size of households. The 
pattern of income distribution usually changes very slowly so that this is an 
extremely abrupt and dramatic change. It must have been caused by some 
major change such as a switch to economic rationalist policies. Secondly, 
the paper showed that other explanations, popular in some circles at the 
time, were not the cause of this increase in inequality. It could not be 
explained by social and demographic changes, particularly the increase in 
sole parent families. It was not due to increased unemployment. Nor was it 
due, as some argued at the time, to the fact that the labour market had been 
largely insulated from the policies of economic rationalism. The conclusion 
was the modest one.

One can not reject the hypothesis that the pursuit of policies which 
emphasis economic efficiency and place great faith in the free market has 
increased income inequality in Australia (Nevile, 1991: 107).

I guess the spirit of the paper was if you can think of a better explana tion for 
the increase in inequality let’s hear it, but in the meantime I’ll tentatively 
conclude that economic rationalism has increased income inequality in 
Australia.

The paper examined data up to 1985–86. Income inequality contin ued 
to increase, though at a slower rate up until 1989–90, the last year for 
which we have data. This was particularly true for market income. After 
income tax and social security benefits are taken into account inequality 
in some groups, e.g. sole parents, declined between 1985–86 and 1989–90. 
Nevertheless, overall inequality increased in Australia between 1985–86 and 
the end of the decade, both in terms of market income and in terms of dis-
posable income. I see no reason to change my previous tentative conclusion 
that economic rationalism is the cause of this increase in inequality.

In a recent paper Peter Saunders (1993) has also examined this ques-
tion. After documenting that income unequality increased in Australia 
 throughout the nineteen eighties, as economic rationalist policies were 
introduced, Saunders marshalls evidence suggesting a causal relationship. 
He shows that market income was much more unequal in Australia at 
the end of the 1980s, when the economy was less regulated than at any 
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previous time since federation and than it was when the economy was 
extremely regulated during the Second World War. As well as examining 
the Australian experience, Saunders looks at international evidence, mainly 
relating to wage  inequality. He considered the increase in wage inequality 
in five countries which had data in both the first and the second sets of 
Luxemburg Income Study data. While wage income inequality increased in 
all countries the increase was very much bigger in the two countries with 
deregulated labour markets (the USA and Canada) than in the countries with 
regulated labour markets (Australia, West Germany and Sweden). The Gini 
coefficients in Canada and the United states increased by around 15 per cent 
as compared to about 2 per cent for Australia and about 5 per cent for West 
Germany and Sweden.

Saunders also examined work done by the OECD relating real wage rigid-
ity, due to labour market regulation, to wage differentials or in equality in 
earnings. There was a noticeable correlation between the two variables (the 
correlation coefficient was about .85). Largely de regulated markets with 
 substantial wage flexibility showed much greater wage differentials.

Peter Saunders summed up this evidence as follows:

the three pieces of evidence presented so far present a case for the view 
that deregulation will lead to an increase in inequality of earnings and, 
unless government programs offset this, of income also (1993:8). 

Some economic rationalists would argue that the Saunders’ evidence does 
not go far enough, and that the increased inequality in wage earnings 
accompanying deregulation of the labour market will lead to reduced 
unemployment, so that overall inequality decreases as those on the bottom 
increase their incomes as they become employed. Unfortunately, the facts 
do not bear this out. The United States now has one of the most deregu-
lated labour markets in the world. While unemployment in the US has not 
increased as much since 1973 as it did in many countries, overall income 
inequality did so that there is now a new class of poor in America, the work-
ing poor. Income inequality increased substantially in the United States over 
the years of the Reagan presidency.

A third study, that of Johan Fritzell (1993), also suggests that eco nomic 
rationalist policies increase income inequality. Fritzell under took a cross 
country study of the increases in inequality in the first half of the 1980s. 
In the countries with economic rationalist policies, the United Kingdom 
and the United States, there were large increases in inequality, much larger 
than the increases in countries far from the economic rationalist end of the 
spectrum, Sweden and West Germany. (It is true that in Sweden there was a 
large increase in the Gini coeffi cient in percentage terms but it was from a 
very small base and at the end of Fritzell’s period inequality was still much 
lower in Sweden than in any other country included in his study.)
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Saunders concluded that the responsibility for the increase in in equality is:

in the hands of those whose deregulatory zeal have strengthened the 
role of market forces in the Australian and other economies throughout 
the world (1993: 8).

I judge that this conclusion is reasonably accurate. It is clear that the major 
reason for the increase in inequality is changes in market income, and that 
the biggest increases in inequality are in countries—notably the United 
Kingdom but also the US which pursued economic rationalist policies in 
the 1980s. Apart from economic rationalist policies, the only plausible 
explanation for the sudden increase in inequality is changes in technology, 
but even if this is a contributing factor, cross country studies suggests that 
the increase in inequality is much greater if economic rationalist policies 
are dominant.

Many economic rationalists agree that their policies will lead to in creased 
inequality in income distribution, but maintain that even if the policies 
that they advocate increase inequality they will also increase productivity 
so much that everyone, even the least well off, will have their economic 
welfare increased in absolute terms, however much their relative position 
declines. Businessmen seem particularly fond of this argument, stating that 
we need more pie-growers and less pie-cutters to quote from a sentence that 
was repeated a lot at a conference I attended recently. How much empirical 
evidence is there to support, or otherwise, this hypothesis?

There are various types of evidence that are relevant. The first is to look at 
what has happened to the least well off in countries that are noted for their 
adoption of economic rationalist policies. The United States is the example, 
par excellence, of a country which was always at the economic rationalist 
end of the spectrum and which pursued deregulation with vigour in the 
late 70s and 80s. What did this do to productivity growth and was this 
enough to offset increasing income inequality as far as the least well off are 
concerned?

In the US, productivity growth was greater in the 1980s than in the 1970s, 
though it was less than it was in the 1960s. This was also true of a num-
ber of countries ranging from Norway and Sweden to New Zealand and 
Switzerland. The main thing that all these countries had in common, was 
a very poor productivity growth performance in the 1970s. Confining our 
attention to the US, the question is did the in crease in productivity and 
economic growth improve in an absolute way the welfare of the least well 
off in that country?

The article most quoted in answer to this question is that of Danziger 
and Gottschalk in the 1986 American Economic Review. They look only at 
households headed by males aged 25 to 64, thus avoiding many of the 
major effects due to changing demography, though the effects of increasing 
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female participation rates are included. They show that by 1979 increasing 
 inequality in income distribution had more than offset the effects of increas-
ing average incomes on the numbers in ‘absolute’ poverty, and that this 
trend continued over the next three years. Unfortunately the data they used 
was only up to 1982: before much of the more rapid growth in the United 
States in the 1980s. We know that inequality continued to increase in the US 
over the 1980s and that the average level of real wages did not increase in the 
US over the 1980s which suggests that their conclusion probably still holds.

Another way of looking at this question is to compare the numbers in 
absolute poverty (rather than relative poverty in each country) in the USA 
with those in countries such as Germany or Sweden which do not have the 
same commitment to market liberalism. Smeeding, Torrey and Rein (1988) 
show that although countries like Western Germany, Norway and Sweden 
have lower average levels of income than does the US, even the poorest 
of them has a significantly lower proportion of their population living in 
poverty than does the US, even when the US poverty line is used to define 
poverty. Again their data is for the early 1980s, and is a bit dubious in 
that different countries may have been at different stages of the business 
cycle when their data was collected. Nevertheless, the differences are great. 
Sweden for example, had less than six per cent of its population living 
below the official US absolute poverty line compared to 13 per cent in the 
US. This suggests that, while market liberalism may increase the size of the 
cake, it will not ensure that the least well off have increases in their welfare 
unless policies are put into place that are more effective than American ones 
in ensuring this. In particular, the phobia of big government will have to 
be overcome. All the countries with lower levels of absolute poverty than 
the US, tax much more heavily than does the United States and have more 
extensive social security measures than are in place in the US.

Perhaps the most telling evidence is given in Fritzell (1993) that the 
increase in inequality in the 1980s in countries with economic ration alist 
policies, did not increase productivity enough to prevent the in comes of 
the least well off from declining. He looks at what happened to a family 
20 per cent from the bottom of the income distribution in a number of 
countries over the first half of the 1980s. These countries include both the 
USA and the United Kingdom: the two countries noted for the adoption of 
economic rationalist policies and increasing income inequality in the 1980s. 
In both cases the income of a family 20 per cent from the bottom decreased 
in real terms. In the case of the United Kingdom the size of the decrease in 
real income was truly startling. It was 17 per cent. Fritzell also showed that 
the major reason for the increase in inequality and the decline in incomes 
of those at the bottom end was the increased inequality of market incomes 
and not changes in taxation and social security benefits.

Finally on this point let us look at what happened in Australia. It is useful 
to look at both market income and disposable income to see what would 
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have happened without any government redistribution, and what actually 
did happen. I’ve already mentioned that the share of market income of the 
 bottom 20 per cent of households fell disas trously between 1975–76 and 
1984. Their absolute amount of market income also fell greatly over this 
period, though their disposable in come rose slightly. If it had not been for the 
social security system, the level of real income of those at the bottom would 
have fallen disastrously between the mid-seventies and the mid-eighties.

What about the 1980s themselves? Given the magnitude of trade cycle 
fluctuations in this decade, it is important to compare years at the same 
stage of the cycle. Luckily we have data for 1981–82 and 1988–89. Due 
to measurement problems with the income of the self-employed, I have 
excluded them from the analysis. The data is in terms of income units, not 
households. Half the bottom 20 per cent of income units were old age 
pensioners whose market income was very low and the rest were almost all 
other types of social security clients who also had little market income. It 
is more interesting to look at some particular types of income units where 
market income is important even at the lower end. Let us first look at the 
archetypical Australian family unit: a married couple with children. From 
1981–82 to 1989–90 the real market income for the unit 20 per cent from 
the bottom of this type of income unit declined by one per cent. What about 
couples under 65 without children? The real market income of the unit 20 per 
cent from the bottom increased by 5 per cent. The contrast between this and 
the case of couples with children probably reflects the great increase in the 
prevalence of two income households among couples without children. If 
one looks at singles under 65 this bears out this supposition. Not only did 
the real market income of the person 20 per cent from the bottom decline 
substantially but that of those 30 per cent from the bottom declined a little.

So in Australia over the 1980s at the lower end of the income distri bution, 
real market income increased for couples of working age with out children, 
decreased slightly for couples with children and decreased substantially for 
singles under 65.

After tax and social security benefits are taken into account the pic ture 
changes. The real disposable income of couples under 65 at the bottom end 
of the income distribution, with or without children, changed very little 
over the decade. The figure actually declined slightly in both cases but the 
decline is less than any margin of error in measuring inflation without even 
considering sampling variation. The real disposable income of singles under 
65 declined but only moderately.

All this suggests to me that in the case of Australia, before taxation and 
social security benefits are taken into account economic growth in the 1980s 
did not increase incomes at the lower end except in as much as it facilitated 
the spread of two income families.

To sum up this section, a very wide range of evidence which looks at expe-
rience in countries noted for economic rationalist policies, which makes 
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cross country comparisons and which examines the Australian  experience, 
 suggests that the effect of economic rationalist policies in increasing in equality 
is not sufficiently offset by any productivity increasing effects to stop the 
incomes of the worst off declining.

8.2 The Bias Against Recognising Market Failure

Our earlier analysis suggested that another reason why the economic ration-
alist approach may lead one astray is its bias against recognising market 
failure. In Australia, one case in which I believe this is important is to be 
found in the push to deregulate the labour market. The essential point can 
be made briefly. Arguments for labour market deregulation are concerned to 
produce productivity growth and ignore macroeconomic consequences. If 
all wage bargains are made at the enterprise level with no reference to any 
central tribunal, there cannot be any overall wages policy. One may have 
guidelines that wages in each enterprise should not increase faster than pro-
ductivity in that enterprise. However, the wage bargains will be determined 
by employees and the employer in each enterprise, and will reflect union 
and employer attitudes and relative bargaining strengths. Moreover, given 
the long history of comparative wage justice in Australia, large increases in 
some, perhaps highly productive, enterprises are likely to influence upwards 
wages in other enterprises unless restrained by high levels of unemploy-
ment. Also, there is the very real danger in an economy like Australia’s, 
where oligopoly is so widespread, of employers believing that it will be more 
profitable to accede to union wage demands and pass them on in higher 
prices than to face disruptive strikes. Unless aggregate demand is depressed 
(restraining employers) and consequently unemployment is high (restrain-
ing unions), enterprise wage bargaining is unlikely to prevent wages rising 
faster than productivity once unemployment falls substantially.

Economic rationalists are usually very concerned to restrain inflation but 
argue that monetary policy should be the major instrument to achieve this. 
Tight monetary policy can, usually after a lag, restrain and indeed reduce 
inflation, as the events of 1991 demonstrated. However, it does this at the 
cost of increased unemployment. Incidentally, tight monetary policy also 
leads to a high value of the Australian dollar on foreign exchange markets, 
which worsens the current account deficit. However, the major point is 
that relying on monetary policy to restrain inflation without any assistance 
from incomes policy is likely to lead to greater unemployment than when 
incomes policy is used.

8.3 Economic Rationalism and Productivity Growth

That is a lot about the bathwater; what about the baby? The argument for 
economic rationalist policies is that they increase productivity. Have these 
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policies actually increased productivity growth and economic growth in 
Australia or elsewhere? I think they have, but it is hard to get convincing 
evidence of this at a macro level. Institutional factors are obviously impor-
tant in productivity growth but not apparently in any systematic way. If one 
regresses real GDP growth on the usual explanatory variables namely growth 
in labour input, the investment ratio and initial GDP relative to that in the 
US, it is hard to find stable systematic relationships between the residuals 
and economic rationalist policies—or much else. To quote one thorough 
and careful study:

It should be noted, however, that I failed to find any significant correla-
tions between the residuals for 1979–88 and a wide variety of supply-side 
variables including measures of tax and subsidy rates and expenditure on 
labour-market policies (Crafts, 1992).

It is easy to find particular examples at the micro level where economic 
rationalist policies have improved productivity growth, but at the macro 
level it is largely a matter of faith. Nevertheless, at least in the case of 
Australia, which is the country that I know the most about, I believe econo-
mic rationalism has contributed significantly and positively to raising our 
rate of economic growth.

In this country economic rationalists have one great achievement to their 
credit which has already contributed to economic growth, and which will 
continue to do so. Its effects have not yet fully been worked out so further 
benefits in terms of raising the growth rate can be expected in the future. 
I refer, of course, to the change in attitude, not only among economic 
policy makers but also in industry itself, the change in attitude towards 
protection. The frequently maligned Indus try Commission deserves a lot 
of credit for this. Ten years ago it was just possible to see the beginnings 
of a change in attitude from inward looking industries constantly agitat-
ing for  made-to-measure protection to an intellectual, if not emotional, 
acknowledgement that industry in Australia must become more export 
oriented. The change still has a long way to go. A very small proportion of 
Australian manufacturing firms are export oriented, at least once one gets to 
more elaborate transformations than tinning food or smelting metals. Most 
elaborate transformation manufacturing firms still only export what they 
cannot sell in Australia and don’t make exporting an integral part of their 
company strategy. Some seem to want to replace made-to-measure tariffs 
with  made-to-measure export subsidies. But very few are prepared to argue 
for a return to the tariff system of the 1950s or the 1960s. All pay lip service 
to the need to be internationally competitive and outward looking.

I believe that this is a great step forward. If Australia is ever going to escape 
from the boom and bust of the commodity cycle it must diver sify its exports 
much more. Exporting must become central to the strategy of many more 



Economic Rationalism, Income Distribution and Productivity  125

firms in parts of the economy other than the primary sector. We have a very 
long way to go, but the economic ra tionalists deserve great credit for turn-
ing the intellectual climate around from inward looking protectionism to 
outward looking eco nomic policies.

8.4 To Sum Up

The conclusions of economic rationalism do not flow inevitably from 
some science of economics. They are based in part on judgements held 
by economists which in turn reflect the values held by those making the 
judgements. Economic theory is not a set of immutable scientific laws, but 
a tool kit of ways of thinking that are useful in solving economic problems. 
Different tools are appropriate in different circumstances. In each case it is a 
matter of judgement which tool to use. The art of economics lies in part in 
selecting the best tool. Sometimes it is very clear which is the best tool, but 
often it is not, and in these cases one’s judgement in making the selection 
is  influenced by the values one holds.

Economic rationalists sometimes get it right, but sometimes get it wrong. 
As I have just said, economic rationalists have made, and are still making, 
an important contribution in changing Australia from an inward looking 
country emphasising protection to an export oriented country. To be pain-
fully honest what this sentence really means is that in this case I agree with 
the judgement of economic rationalists. In some other cases I believe that 
the great bias of economic rationalists against acknowledging market failure 
leads to flawed policy advice, which may be important in itself, but which 
is also important because it gives all policy pronouncements by economic 
rationalists, or even by economists, a bad name. Even more important is 
the very widespread tendency of economic rationalists to ignore, or at least 
downplay the distributional consequences of their policy recommenda-
tions. This, I think is a major cause of an increasing backlash against eco-
nomic rationalism which may lead to the abandonment of good policies as 
well as bad. It is very important to take full account of the consequences 
of economic rationalist policies on income distribution, and either modify 
policies or compensate for adverse consequences. It is important to do this 
both for the sake of those at the bottom end of the income distribution who 
are adversely effected and also to ensure that the backlash against economic 
rationalism does not destroy progress in Australia towards a diversified open 
economy.

Note

This paper was fi rst presented as the Giblin Memorial lecture at the 1993 ANZAAS 
Congress at Curtin University. The Section “What is economic  rationalism” is omitted 
as it is a  summary the material in Chapter 6 of this volume.
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9
Economic Rationalism: 
The Human Dimension
J. W. Nevile

The title given to this chapter is sufficiently general to encompass three 
things. First, it permits me briefly to discuss what is meant by the phrase 
 economic rationalism. Second, I will consider one interpretation of the title—
the human dimension in determining what is economically rational: why it 
is that economists differ, indeed often seem to quarrel violently, about what 
is the economi cally rational course of action, about what is the appropri-
ate economic policy to maximise the welfare of a country’s citizens. Then, 
finally, I will examine the effects on individuals when a government pursues 
policies espoused by those who glory in the label of economic rationalists. 
In particular, does the available evidence support the popular belief that 
policies pursued in Australia in the name of economic rationalism have 
benefited the rich and powerful and hurt the poor and economically weak, 
making income distribution more unequal?

9.1 Definitions of Economic Rationalism

The term economic rationalism has two meanings, or at least two shades 
of meaning or usages, that are quite different. Its straight forward meaning 
is a body of thought that leads to courses of action which maximise eco-
nomic well-being. However, to some extent the term has been appropriated, 
hijacked one might almost say, by those who believe that, in virtually all 
circumstances, leaving things to be decided by the workings of the market 
will produce the best outcome. These people start with a great stress on 
economic efficiency, which can be loosely defined as minimising the inputs 
needed either to produce a given output or to produce something else which 
can be exchanged for that given output. Then they make a judgment that 
the market mechanism almost always produces the most efficient, in an 

Revised from Commonality and Difference: Australia and the United States, 93–107, 1991, 
‘Economic Rationalism: The Human Dimension’, by Nevile, J. W. With kind permis-
sion from Allen and Unwin Australia. All rights reserved.
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economic sense, answers to questions: what is to be produced and how will 
it be produced?

I believe that the market is a good servant but a bad master and find it 
unfortunate that the term economic rationalist is often used as a label for 
those who make specific empirical judgments that markets generally func-
tion so well that any intervention by the government can only make things 
worse. I might add that these empirical judgments are sometimes anything 
but rational. One famous economist has asserted that the majority of those 
unemployed in the United States in 1932 were unemployed by choice, 
because they did not want to work at the going wage rate. This startling 
statement is the result of a logically consistent argu ment, but deduction is 
not the whole of rational thinking. When it leads to conclusions such as the 
one just cited, a truly rational person questions the assumptions on which 
the argument is based. Both the capitalist economic system in general 
and the labour market in particular do not always function so efficiently 
that they cannot be improved by government action. It is no more rational 
for economists to ignore important examples of market failure than for 
physicists to ignore the fact that water does not contract consistently as the 
temperature falls from 100°C to 0°C.

Moreover, even apart from underestimating the extent of market fail-
ure in a capitalist society, economic rationalism, with this second specific 
meaning, is a truncated, narrow view of the world. In addition to the two 
questions what is to be produced and how will it be produced, econom-
ics is concerned with a third, very important and related question: who is 
to get the fruits of production? Economic rationalists in the narrow sense 
tend to put this to one side to be determined, through taxation and social 
welfare policy, quite separately from decisions about production. Although 
there are honourable exceptions, many economic rationalists then tend to 
forget about the question of how the cake should be divided, or perhaps 
consciously decide that this is a subject in which they have no expertise and 
is one best left to non-economists.

However, in the real world there are political limits on the extent to which 
income can be redistributed through taxation and cash benefits. What 
appear to be economically inefficient policies may be the only feasible way 
of achieving income distribution goals—a point well known to an earlier 
generation of Australian economists who argued for tariffs as a means of 
redistributing income from the rural export sector to the urban sector. In 
short, it is not always realistic to ignore the income-distribution conse-
quences of policy decisions on the grounds that these can be taken care of 
through the taxation and social security systems.

Thus the term economic rationalism has both a broad literal meaning 
and a narrower meaning which focuses on production and exchange as 
against income distribution, emphasises economic efficiency and puts great 
faith in free markets. It is not always appropriate to use the term rational 
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to validate the policies espoused by economic rationalists thus narrowly 
defined. Opposing policies may be at least equally rational, even from an 
economic point of view.

9.2 The Human Factor: Why Economists Disagree

As you can see from the tone of what I have just said, while I do value the 
market as a mechanism to determine what is to be produced and how it is 
to be produced, I do not entirely agree with those of my colleagues who are 
always stressing the virtues of a free market and eulogising ‘the level play-
ing field’. Moreover, it is not hard to find far more violent disagreements 
among economists than my belief that those who pin all their faith on the 
free market should be more open to the possibility of market failure.

Why is this? Should not practitioners of the so-called science of econom-
ics be able to agree on what their science has established and what remains 
to be determined, what advice they can offer to governments with the full 
backing of economic science, and when to say that in this area economists 
do not yet know the likely consequences of different courses of action? 
Real life is not like this. Economists often claim the full authority of their 
discipline and the weight of rational economic analysis when advocating 
opposing policies.

This could be because economists, being human, forget to point out 
that they, as individuals and not as economists, give different priorities to 
different policy goals and that this often leads to diametrically opposed 
policy advice. To overcome this problem, and to remind economists of their 
responsibility to make clear their own personal value judgments, conven-
tional wisdom in eco nomics makes a sharp distinction between positive 
economics, the study of what is, and normative economics, or the study 
of what ought to be or what is desirable. Positive economics is thought to 
be value-free, so any two intelligent people should be able to reach agree-
ment on the correctness or otherwise of a proposition in positive economics 
through rational discussion and empirical observation. On the other hand, 
propositions in normative economics depend in part on value judgments 
on which men and women may continue to differ, however intelligent and 
knowledgeable they may be.

The distinction between positive and normative economics was originally 
emphasised, I think, because of the way Marxian econ omists mixed up 
ideological axioms, deductive reasoning and empirical observation in one 
statement. It is obviously easier to hold a discussion if one can unpack the 
three different elements in the argument. Of course, Marxian economists 
were, and are, not the only type of economists to present as ‘scientific’ prop-
ositions statements which depend on ideological assumptions. Economists 
of many schools tend to do the same thing. One of the greatest twentieth-
century Australian economists, after his conversion to Roman Catholicism, 



130  J. W. Nevile

was noted for his support of the proposition that, if properly managed, the 
world economy could support all those likely to be born so that there was 
no economic justification for birth control. He may or may not have been 
correct, but it is difficult not to think that his conclusion owed more to his 
religion than to economic science.

However, while it is true that economists often do slide from positive eco-
nomics to normative economics without warning the listener what they are 
doing, this is not the major cause of contro versy in economics. Economists 
are comfortable with the sort of advice that goes ‘if you want A, then B is 
the best course of action’, but disagreements often arise over whether B or 
C is the course of action most likely to produce A. That is, they arise in the 
area of positive economics, yet they cannot be resolved with goodwill and 
rational argument. This suggests that positive economics, the study of what 
is, involves value judgments which are at least as potent a cause of contro-
versy as are the explicit value judgements of normative economics, or the 
study of what ought to be.

I argue that positive economics is not free of value judgments in two 
respects. The first is the relatively trivial one that the particu lar aspects of 
positive economics one studies (or indeed, whether one studies it at all) 
depend on one’s values. The second is far more important. Positive econom-
ics is not just a matter of deduc tive reasoning. It also requires an appeal to 
empirical studies. But the facts an economist studies are not facts produced 
in carefully controlled conditions in a laboratory. They are facts thrown up 
by real-world situations, and some judgment is required in interpreting the 
facts. This judgment is heavily influenced by the values of the person mak-
ing the judgment. To give a simple example, the case for reducing govern-
ment regulation of, and intervention in, the economy rests on the empirical 
judgment that cases of market failure are uncommon, that is, that if left 
to itself it is unusual for the market not to produce an efficient outcome. 
Economists who place a high value on political and personal liberty are 
suspicious of government intervention and regulation, which they see as 
reducing personal liberty. It it perhaps not surprising that such economists 
generally make the professional judgment that market failure is rare. Given 
the values that they hold, the costs of unnecessary government intervention 
are high. From this viewpoint, it is responsible to be very cautious in claiming 
that market failure exists.

Other economists are more concerned about the costs of not intervening 
when to do so will be beneficial to the economy. If there is market failure, 
the people who suffer are usually the economically weak, who may experi-
ence very low levels of real income. This is particularly true of the labour 
market, where a major symptom of failure is involuntary unemployment. 
Economists who put a high value on economic security for all, on prevent-
ing anybody falling below a certain level of income, are far more likely to 
make the professional judgment that market failure is an important problem 
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in an unregulated capitalist economy than are those with a libertarian 
philosophy.

Not only do economists disagree in public, they often do it with consid-
erable passion. This stems, I think, from a virtue of economists as a group. 
A little while back I was rude about conservative economists, so it may 
restore the balance to make a point in their favour. Right-wing economists, 
just as much as left-wing economists and those in between, like myself, are 
concerned about the effects of economic policies on individuals. The human 
dimension is, to economists, the point of economic rationalism. At least 
until very recently, the majority of economists were reformers concerned to 
make the world a better place and to improve the welfare of as many indi-
viduals as possible. This is still true of the vast majority of outstanding or 
even well-known economists. In the last decade the number of economists 
employed by businesses, especially in the financial sector, has exploded, so 
that I suspect there are now many economists out there who are not at all 
that interested in changing the world, but who see themselves as using their 
skills to improve the profits of their companies, just as do accountants or 
engineers or personnel managers. But these people are all young and not 
yet great figures in the profession. The vast majority of great economists 
are motivated by a genuine concern to make the world a better place, to 
improve the welfare of humanity.

You may think that when a right-wing economist advocates cutting the 
income tax rates that apply to high incomes, he or she is motivated by self-
interest. Anyone’s motives may be mixed, but generally those economists 
who argue for lowering high marginal income tax rates and increasing taxes 
on consumption believe that this will improve the lot of most people and 
not just that of the well-off (which most economists are). Actually, there is 
a good simple test to see how pure such people are. If economists are strong 
on reducing high marginal income tax rates but soft on supporting a capital 
gains tax, suspect their motives. There is far more support in economics for 
capital gains taxation than for cutting income tax rates, but most capital 
gains tax is paid by the rich. In Australia the richest 2 per cent of income 
tax payers pay two-thirds of all capital gains tax.

However, this last point is somewhat of a digression. My point is that the 
economists you hear arguing about economic policy are mainly committed 
reformers. The flip side of reformist zeal is that ideological underpinnings 
are usually not far from the surface, and many economists are passionate 
about their ideologies.

9.3 Economic Rationalism and Income Distribution

I turn now to my other theme: the effects on the distribution of income 
among individuals of the policies espoused by those who glory in the title 
of economic rationalists. Since the mid 1970s there has been an increasing 
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emphasis on the benefits of the free market in economic policy-making in 
Australia. This trend towards greater reliance on the market mechanism 
has accelerated since the election of the first Hawke government. There is 
a widespread perception that an emphasis on economic rationalism on the 
part of Hawke governments may have been good for the economy in general 
and certainly has been of benefit to the rich and economically powerful, but 
that this has been at the expense of ordinary people and especially of the 
less fortunate in our society, so that poverty has increased. Is this percep-
tion correct? Does an emphasis on economic rationalism lead to increasing 
inequality in the distribution of income?

In fact the governments led by Hawke have not had an across-the-board 
emphasis on economic rationalism in the narrow sense of that term. 
Policies relating to the labour market have been highly interventionist, 
but otherwise it is fair to characterise the economic policy since 1983 as 
strongly influenced by economic rationalism. Except in the area of labour 
markets, economic policy has been noted for its stress on the value of leav-
ing markets to function with a minimum of government regulation and 
intervention. In financial markets, the government moved very fast and 
very far in the direction of deregulation; in the market for goods, it has 
moved much more cautiously. But, despite exceptions, there can be no 
doubt about the direction of movement, which is also towards deregula-
tion and the goal of a level playing field. As noted above, in the labour 
market the trend has been in the other direction. The government has been 
highly interventionist, and has undoubtedly affected market outcomes, 
 restraining wages growth.

Overall, the whole period in Australia since the fall of the Whitlam gov-
ernment in 1975 is certainly characterised by an increasing emphasis on 
economic efficiency and faith in free markets. In this section I will look at 
changes in the pattern of personal income distribution in Australia since 
1975–76 and show that income distribution became progressively more 
unequal. This could have been due to several factors. Increased unemploy-
ment and social trends are often mentioned in this context. However, 
increased unemployment is not the major cause of greater inequality of 
income distribution. Similarly, social trends towards more single-parent 
families cannot, even along with increased unemployment, explain all that 
has happened.

Even apart from the effects of these two factors on income distribution, 
the dichotomy in policy philosophy noted above makes it unwise to be 
overly dogmatic in asserting that policies inspired by economic rationalism 
favour the rich at the expense of the poor. Those who support free markets 
could argue that any undesirable trend in the Australian economy, even 
one towards increasing inequality in income distribution, occurs because 
the labour market has not been deregulated. Some clues on the plausi bility 
of such an argument can be obtained from international comparisons and 
such comparisons are made at the end of this section.
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Over the last fifteen years there have been a number of house hold surveys 
in Australia which collected data on income distribution. That of 1975–76 
has been extensively analysed by Kakwani1 and that of 1984 has been ana-
lysed by Nevile, Podder, Tran-Nam and Warren.2 These two dates also span 
a large part of the period of increasing emphasis on economic rational-
ism. Table 9.1 shows the before-tax income distribution by households in 
1975–76 and 1984. A household, in simple terms, is a group of people living 
in the same dwelling and sharing household expenses.

The first comparison in Table 9.1 is for households without any adjust-
ment for differing numbers of people in individual house holds. The Gini 
coefficient is used as a summary measure of income inequality. Like all 
single-number measures of income ine quality, the Gini coefficient has 
 limitations, but the rise from 0.35 to 0.38 in Table 9.1 does reflect an unam-
biguous rise in income inequality. The rise was mainly due to a significant 
rise in the share of the top 20 per cent of households and a substantial 
decline in the share of the second lowest quintile. It is important to note 
that there was little change in the extent of income distribution between 
1968–69 and 1975–76, so that the change between 1975–76 and 1984 was 
not the continuation of an already-established trend.

It is possible, though very unlikely, that the change in the degree of 
inequality in income distribution is because of changes in the composition 
of households, e.g. a fall in the proportion of households containing a large 
number of individuals could produce this result without any change in the 
underlying per capita income distribution. This possibility is allowed for 
in the second and third comparisons in Table 9.1. The per capita measure 
is obtained by dividing household income by the number of people in the 
household without any distinction between babies, children and adults.

A more sophisticated method is to convert each household into a cer-
tain number of ‘equivalent adults’. This idea goes back to Engel and can 

Table 9.1 Distribution of before-tax income by households, Australia, 1975–76 and 
1984

Quintile class Unscaled Per capita Equivalent

1975–76 1984 1975–76 1984 1975–76 1984

Lowest 5.1 5.1 6.9 6.6 7.4 7.1
Second 12.2 10.5 12.1 11.3 12.6 11.5
Third 18.1 17.3 16.6 15.8 17.6 16.8
Fourth 24.7 25.0 23.2 23.1 23.9 23.8
Highest 39.8 42.2 41.2 43.2 38.5 40.9
Gini coeffi cient 0.35 0.38 0.34 0.36 0.31 0.34

Sources: For 1975–76, N. Kakwani: Analysing Redistribution Policies: A Study Using Australian Data 
Cambridge University Press, 1986; For 1984, J.W. Nevile, N. Podder, B. Tran-Nam and N.A. Warren 
‘Infl ation, Anti-infl ationary Policy and the Distribution of Income in Australia’ Work ing Paper 
No. D1, Centre for Applied Economic Research, University of New South Wales, 1988.
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be achieved by employing an equivalence scale that expresses all house-
hold types as multiples of the single-adult reference household. While 
all equivalence scales are to some extent arbitrary, we have used the 
following scale, developed by Kakwani, which at least seems intuitively 
reasonable:3

First adult in the household 1.00
Each subsequent adult 0.75
Each child aged 15 to 19 years 0.60
Each child aged 5 to 14 years 0.40
Each child under 5 years 0.20

The adult equivalent household income is then derived by dividing total 
household income by its adult equivalence number constructed from the 
above scale.

Both the per capita household distribution and the equivalent household 
distribution show, if anything, a greater increase in inequality than the 
simple household distribution. In both cases, the shares of the lowest two 
quintiles fall and the Gini coefficients rise by more than they do in the case 
of unscaled households.

To what extent has this increase in income inequality been modified by 
a progressive income tax? Table 9.2 shows the distribution of disposable 
income by households defined in the same three ways as in Table 9.1. In 
all three cases, the Gini coefficient increases between 1975–76 and 1984 by 
just as much as when before-tax income distribution was compared. Also, in 
all three cases the share of the top quintile, where one might have thought 
income tax rates would bite the most, is significantly greater in 1984 than 
in 1975–76.

Table 9.2 Distribution of disposable income by households, Australia, 1975–76 
and 1984

Quintile class Unscaled Per capita Equivalent

1975–76 1984 1975–76 1984 1975–76 1984

Lowest 5.6 5.7 7.5 7.1 8.0 7.8
Second 12.7 11.2 12.5 12.1 13.1 12.3
Third 18.3 17.4 16.8 16.1 17.9 17.0
Fourth 24.7 24.7 23.3 23.1 23.8 23.6
Highest 38.7 41.0 40.0 41.6 37.2 39.3
Gini coeffi cient 0.33 0.36 0.32 0.34 0.29 0.32

Sources: For 1975–76, N. Kakwani Analysing Redistribution Policies: A Study Using Australian Data 
Cambridge University Press, 1986; For 1984, J.W. Nevile, N. Podder, B. Tran-Nam and N.A. Warren, 
‘Infl ation, Anti-infl ationary Policy and the Distribution of Income in Australia’ Working Paper 
No. D1, Centre for Applied Economic Research, University of New South Wales, 1988.
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If taxation did not have a big effect on moderating the increases in 
income inequality, what about social benefits? Table 9.3 shows the dis-
tribution of private household income, where private income is defined 
as income before taxation and also before cash benefits received from 
the government. The increase in inequality in the distribution of private 
income is dramatic. For each of the three concepts of household income 
there was a substantial rise both in the Gini coefficient and in the share of 
income going to the top quintile. The fall in the share of income going to 
the bottom quintile is even more remarkable. When household income is 
not corrected for size of household, the bottom 20 per cent of house hold 
received only 0.3 per cent of income net of cash benefits in 1984. This 
statistic may be a little misleading, but the figures for per capita house-
hold income and equivalence household income are not. They both tell 
the same story. The share of private income of the bottom 20 per cent of 
households fell from around 4 per cent in 1975–76 to around 1 per cent 
in 1984. The social welfare system prevented a massive increase in poverty 
over this period.

It is also interesting to bring the analysis a little more up to date and to 
examine trends in the inequality of income distribution since Bob Hawke 
became prime minister. This can be done using the work of Saunders, 
Hobbes and Stott.4 Unlike Kakwani and Nevile et al., Saunders and his 
co-workers use families as the unit of analysis rather than households. (The 
difference is that members of a family must be related to one another by 
blood or marriage.) Saunders et al. also introduce one additional sophistica-
tion. Instead of placing the lowest 20 per cent of families in the first quin-
tile, they place in it 20 per cent of all the individuals who are in families 
with the lowest equivalent incomes. This is done to give each individual 
the same weight, rather than each family. Other wise, less weight is given to 
individuals in large families. Saunders et al. use a different equivalence scale 

Table 9.3 Distribution of private income by households, Australia, 1975–76 and 1984

Quintile class Unscaled Per capita Equivalent

1975–76 1984 1975–76 1984 1975–76 1984

Lowest 1.7 0.3 3.9 1.0 3.7 0.8
Second 11.6 7.8 11.4 9.5 12.3 10.0
Third 18.5 18.0 16.9 16.3 18.0 17.6
Fourth 26.0 27.3 23.9 24.8 25.0 25.8
Highest 42.2 46.8 43.8 48.3 41.1 45.8
Gini coeffi cient 0.40 0.48 0.39 0.47 0.37 0.45

Sources: For 1975–76, N. Kakwani Analysing Redistribution Policies: A Study Using Australian Data 
Cambridge University Press, 1986; For 1984, J.W. Nevile, N. Podder, B. Tran-Nam and N.A. Warren 
‘Infl ation, Anti-infl ationary Policy and the Distribution of Income in Australia’ Working Paper 
No. D1, Centre for Applied Economic Research, Uni versity of New South Wales, 1988.
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to that used earlier in this chapter, but the differences are not great in prac-
tice and need not detain us. The relevant data are given in Table 9.4.

The distribution of before-tax unscaled family income and that of after-
tax equivalent family income both became more unequal between 1981–82 
and 1985–86. However, in the more important case, that of after-tax equiva-
lent family income, the increase in inequality was very slight and occurred 
almost entirely because of a shift in income share from the middle quintile 
to the top quintile. This certainly bears out the popular perception that 
changes to the tax rates under Hawke have benefited the rich at the expense 
of middle-income ordinary Australians. Nevertheless, overall it appears as if 
the trend towards increasing income inequality slowed substantially after 
1981–82.

This conclusion is reinforced by other evidence. For example, the Australian 
Bureau of Statistics publishes data on income distribu tion by income units. 
Multiple-person income units are either mar ried couples plus depend-
ent children (if any) or a single parent plus at least one dependent child. 
One-person income units are all other income recipients: for example, 
non-dependent children living with their parents are classed as one-person 
income units. The share of the (unscaled) income of the bottom 20 per cent of 
all income units fell noticeably between 1978–79 and 1981–82, but  actually 
rose, even though very slightly, between 1981–82 and 1985–86.5

One reason often put forward for the increases in income ine quality in 
Australia since the mid 1970s is increased unemploy ment. Perhaps surpris-
ingly, this does not seem to be too important. The unemployment rate 
quadrupled without having much effect on the degree of income inequality, 
and then income inequality increased substantially in a period in which 
unemployment did not change much.

In 1968–69 the unemployment rate in Australia was 1.3 per cent. In 
1973–74 it was 1.5 per cent, and in 1978–79 it was 6.3 per cent. Yet the 

Table 9.4 Family income distribution, Australia, 1981–82 and 1985–86

Quintile class Before-tax unscaled After-tax equivalent

1981–82 1985–86 1981–82 1985–86

Lowest 4.6 4.4 8.1 8.1
Second 10.0 9.4 11.4 11.2
Third 16.5 15.9 14.4 13.5
Fourth 25.2 24.7 23.0 22.9
Highest 43.7 45.6 43.1 44.3
Gini coeffi cient 0.40 0.42 0.31 0.32

Source: P. Saunders, G. Hobbes and H. Stott, Income Inequality in Australia and New Zealand: 
International Comparisons and Recent Trends, paper presented at the 21st Conference of the 
International Association for Research in Income and Wealth, Lahnstein, West Germany, August 
1989.
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share of the top quintile for before-tax unscaled family income declined 
significantly over the decade and the Gini coeffi cient was the same in each 
of the three years.

Perhaps even more convincing evidence can be obtained by comparing 
income distribution in 1978–79 and 1981–82—two years in which the 
unemployment rate was virtually the same. To do this, it is necessary again 
to use income units, which the Australian Bureau of Statistics has used to 
present income distribution data for these two years. The relevant figures 
are given in Table 9.5, and show a significant increase in the inequality of 
income distribution.

There was an increase in inequality of income distribution for single- 
person income units but is was not very large. However, there was a 
 significant increase in inequality in the income distri bution of multi- person 
income units, particularly considering that it took place over only three 
years. The Gini coefficient increased from 0.32 to 0.34, the share of the 
top quintile increased and the share of the bottom quintile fell by nearly 
10 per cent. The increase in the Gini coefficient for multiple-person income 
units between 1978–79 and 1981–82 is the same as the increase in the coef-
ficient for per capita household income over the period 1975–76 to 1984. 
That for single-person income units is less, but clearly some other factor 
in addition to increased unemployment was making income distribution 
more unequal.

A factor often blamed in popular right-wing writings for increased 
income inequality is a social trend leading to more single-parent families. 
However, this explanation is even less well supported by the evidence than 
the explanation which blames increases in unemployment. Single-parent 
families are too small a proportion of all income units (only 4 per cent) and 

Table 9.5 Before-tax income distribution by income units, Australia, 1978–79 and 
1981–82

Quintile class One person Two or more person

1978–79 1981–82 1978–79 1981–82

Lowest 6.2 5.9 6.5 6.0
Second 9.8 9.7 13.1 12.2
Third 16.4 16.6 18.4 18.1
Fourth 25.7 25.6 24.2 24.4
Highest 42.0 42.1 37.9 39.3
Gini coeffi cient 0.37 0.38 0.32 0.34

Source: Australian Bureau of Statistics Income Distribution Australia, 1978–79. Supplement to Social 
Indicators No. 3, 1982, Canberra: ABS, Cat. No. 4101.0; Australian Bureau of Statis tics Social 
Indicators No. 4, 1984, Canberra: ABS, Cat. No. 4101.0.
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that proportion is increasing too slowly (from 4.15 per cent in 1981–82 to 
4.23 per cent in 1986) to explain much of the increase in inequality.6 Other 
factors were far more important.

Probably a better way to make the same point is to look at changes in 
income distribution in the archetypical Australian social unit, the married 
couple with dependent children. Table 9.6 does this. There is an unambiguous 
increase in inequality, with a fall in every quintile except the highest.

At the beginning of this section, we noted that some might argue that 
the trend towards increasing inequality in income distribution would 
not have occurred if the labour market had been deregu lated, so that 
any increase in poverty over the last decade is due not to the pursuit of 
‘economic rationalism’ but to the fact that it has not been pursued in all 
markets. Implausible as this may sound, it is worth checking by making 
international comparisons of income distribution. It will be hard to give 
much credence to this claim if countries with deregulated labour markets 
have more poverty than countries with similar average levels of income per 
head but with interventionist labour markets.

For the purposes of such an exercise, comparisons should be made 
between countries as like as possible, apart from labour market institutions, 
and data from income distribution studies that were made within two or 
three years of each other should be used. I have used a sample of seven 
OECD countries for which the Luxembourg Income Distribution Study has 
consistent data from income distribution surveys all undertaken between 
1979 and 1981–82. Apart from Australia, these countries can be placed into 
two groups. In the first group are the United States, Canada and, perhaps 
more controversially, the United Kingdom; in the second are West Germany, 
Sweden and Norway. Nations in the first group have labour market institu-
tions more along the lines desired by the economic rationalists (narrowly 
defined) and those in the second have more interventionist (even corporatist) 

Table 9.6 Before-tax income distribution of married couples 
with dependent children, Australia, 1981–82 and 1985–86

Quintile class 1981–82 1985–86

Lowest 8.1 7.6
Second 14.2 13.9
Third 18.2 18.0
Fourth 23.1 22.7
Highest 36.5 37.8
Gini coeffi cient 0.28 0.30

Sources: Australian Bureau of Statistics Social Indicators No. 4, 1984, Cat. 
No. 4101.0; Australian Bureau of Statistics 1986 Income Distribution 
Survey, Australia, Preliminary Review 1987, Cat. No. 6545.0.
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labour market institu tions. Table 9.7 shows the extent of poverty in each of 
these seven countries. There is clearly very much more poverty in the first 
group than in the second, with Australia lying between the two groups. This 
is so whether one looks at social groups in which one would expect poverty 
to be high, such as single women with chil dren, or at groups such as married 
couples without children, where poverty is usually low. Since the sample is 
small and many things can affect income distribution, not too much weight 
should be put on the data in Table 9.7. Nevertheless, they offer no support at 
all to the hypothesis that if only Australia’s labour market were dereg ulated, 
income distribution would become more equal.

If one looks at the United States in particular and examines trends over 
the 1980s, this also supports the argument that the trend to increasing 
income inequality in Australia is not due to labour market intervention. 
There is a similar trend in income inequality in the United States. That 
country has one of the most deregulated labour markets in the OECD, and 
it also espoused economic rationalism in the 1980s. Table 9.8 gives the dis-
tribution of equivalent family income in the United States for three years. 
All are years in which the level of economic activity was high, so that cycli-
cal effects do not influence trends in income inequality. Also, the families 
included in Table 9.8 are families with male heads under the age of 65, so 
that any trends in income inequality are not affected by such things as 
increasing numbers of female sole parents or changes in the proportion of 
retired people. The figures are for income before tax.

Table 9.8 shows that, while there was a very slight tendency to increasing 
income inequality between 1973 and 1979, this tend ency became much 
more pronounced between 1979 and 1987. Indeed, although it is not 

Table 9.7 Poverty among families in seven countries (Poverty rate is below half 
median equivalent income)

Country Year Couples, 
no 
children

Couples, 
1 child

Couples, 
2 or 
more 
children

Single 
women 
with 
children

All 
families

Australia 1981–82 2.7 6.2 10.3 55.0 12.3
Canada 1981 4.0 5.1 12.0 48.5 13.2
Germany 1981 2.2 1.7 3.4 * 5.2
Norway 1979 4.1 2.1 3.1 18.3 5.1
Sweden 1981 2.6 3.1 4.7 10.6 5.4
UK 1979 1.7 1.9 6.7 28.5 11.4
US 1979 4.2 5.4 13.0 55.2 17.2

* The number in the sample in this category was too small for reliable estimates. 
Source: P. Saunders, Income Inequality in Australia: Lessons from the Luxembourg Study, paper 
presented to the Economic and Social Policy Group, Income Distribution Seminar, Sydney, 
May 1989.
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shown in the table, income inequality actually increased between 1982 and 
1987, although 1982 was a slump year and 1987 a boom year. Moreover, 
unlike the case in Australia under Hawke, in the United States under Reagan 
there was a clear-cut movement of relative income shares from the poor to 
the rich. The income share fell in each of the bottom three quintiles, but by 
a decreasing amount as one moves up the income scale. The income share 
of the fourth quintile was virtually the same in 1987 as in 1982 and the 
income share of the top quintile increased substantially between 1982 and 
1987. As there were regressive tax changes in the period 1982–87, after-tax 
figures would show a greater increase in income inequality.7

To draw together the threads of this section, over the last decade or so 
there has been a noticeable trend towards increased inequal ity in income 
distribution. The biggest change was in the period 1978–79 to 1981–82 
but the trend has continued, though at a slower rate since Hawke became 
prime minister. (When data become available for the period since 1985–86, 
we may see this trend reversed. Certainly the recent changes to social 
security ben efits should increase the income share of the lowest quintile.) 
Increased unemployment is not a convincing explanation for this trend 
towards greater inequality, and neither can it be accounted for by a greater 
proportion of single-parent families. One cannot reject the hypothesis that 
the pursuit of policies which emphasise economic efficiency and place great 
faith in the free market has increased income inequality in Australia. One 
very strong conclu sion can be drawn, namely, the importance of social secu-
rity ben efits in preventing a much greater increase in inequality in income 
distribution over the last decade or so. It is a reasonable implica tion that, if 
not for the social security system, policies inspired by economic rationalism, 
narrowly defined, would have caused much greater income inequality in 
Australia.

Table 9.8 Distribution of family income in the United States

Quintile class Equivalent family Income*

1973 1979 1987

Lowest 6.78 6.44 5.40
Second 12.77 12.78 11.78
Third 17.36 17.73 17.14
Fourth 23.27 23.94 23.98
Highest 39.81 39.10 41.70

* Families headed by a male under 65 years old; various years.
Source: S. Danziger, P. Gottschalk and E. Smolensky ‘How the Rich Have 
Fared, 1973–87’ American Economics Review, May 1989, pp. 310–314.
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Book Review: “Ethics and 
Economics”
J. W. Nevile

This is a significant book, which deserves to be read widely by economists 
and others. A central theme in the book, the desirability of reinstating 
the entanglement of fact, value and theory that existed widely before the 
dominance of the neoclassical school, is particularly important in a world 
economy still struggling to cope with the global financial crisis.

The eleven chapters in the book were first published as symposia in the 
Review of Political Economy and the Review of Social Economics. Each symposium 
is not published separately but articles from each are presented in themes, 
beginning with broad methodological issues, progressing into theory and 
modelling and finishing with a discussion of policy issues. Nevertheless 
the two symposia were not identical in their aims. The first symposium 
aimed to contribute to the discussion of Sen’s work, and that of ethics and 
economics more generally, in two ways. ‘First it shifts the debate from the 
methodological level to the level of economic analysis. … Second, it goes 
beyond utilitarian means of addressing ethics in economics’ (van Staveren 
2008: 159–160). All the articles in this symposium reject the now traditional 
positive/normative dichotomy in economies, implicitly arguing that this 
rejection is the way forward for economics. The editorial  introduction to the 
book makes this explicit.

A more subtle, methodological emphasis of the book deals with the 
entanglement of fact, value and theory. Ethics is not outside economics, 
in a separate normative realm, but is part and parcel of it. Contrary to 
a common belief held by economists, facts and values are not mutually 
exclusive categories. (pp. 1–2)1

A review of Mark D. White and Irene van Staveren (eds) Ethics and Economics: New 
Perspectives, Routledge, New York, 2010, by J.W. Nevile. Reprinted from The Economic 
and Labour Relations Review, 22(1): 131–137, 2011, ‘Ethics and Economics: New 
Perspectives’ [Book Review] by G. C. Harcourt and P. Kerr. With kind permission from 
SAGE Publications. All rights reserved.
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The second symposium was more limited in its aims. The editorial introduc-
tion notes that sometimes economists

… use the language of philosophical ethics merely to lend authority to 
their own personal feelings about right and wrong, without exploring the 
philosophical foundations of these intuitions, much less admitting this 
to their readers. The danger here is that readers without  philosophical 
background themselves will take the author’s ethical presumptions as 
given. (White 2009: 1)

The symposium then offers a counter example of five articles which discuss 
ethics and economics with explicit references to specific philosophers or 
schools of philosophy. Thus, the symposium is itself a positive exercise, an 
example of the correct way of doing things. However, presumably White 
hopes that it will encourage others to avoid the dangerous habits warned 
against in the above quotation.

Some of the eleven chapter authors are well known to economists, nota-
bly Deidre McCloskey and Vivian Walsh. Others will be known only to those 
specialising in methodology or with interests in moral philosophy. The 
eleven authors are diverse in their interests and all are well qualified to write 
on their chosen topics. Nevertheless, rather than devote a paragraph or so 
to each, this review will comment at greater length on the chapters which 
bring out the underlying emphasis on the entanglement of fact, value and 
theory. Various others will be mentioned more briefly when appropriate.

The chapter with the most emphasis on entanglement of fact, value and 
theory is that of Vivian Walsh. Indeed the opening section of his chapter 
is entitled ‘Rationality: entanglement of fact, theory and value’ (p. 86).The 
title of the chapter itself is ‘Freedom values and Sen: towards a morally 
enriched classical economic theory’. Walsh argues that he, Putnam and Sen 
share a definition of rationality which implies that the ‘treatment of rational 
choice in neoclassical economics is in need of serious revision’ (p. 87) and 
claims that Sen has shown this is just as much the case for social choice as it 
is for individual choice. Moreover, Walsh is completely dismissive of those 
who claim Adam Smith as the patron saint of self interest. Walsh claims that 
central to Sen’s achievements is the demonstration that the reintroduction 
of ethical concerns and concepts into economic discourse is ‘a reintroduction 
of something that was everywhere present in the writings of Adam Smith 
and that went hand-in-hand with Smith’s technical analysis’ (p. 88, italics 
in the original).

After the first section on entanglement there is a wide-ranging discussion 
of Sen’s work. The unifying theme of this is rational choice theory (RCT) 
with Walsh discussing how Sen argues for changes in conventional RCT: 
changes that are necessary because this theory has been developed to avoid 
any explicit ethical content whereas entanglement is an inevitable part of 



144  J. W. Nevile

any worthwhile theory. A large proportion of this discussion is based on 
a consideration of material in Sen (2002) but the discussion goes beyond 
that in three major areas. One is Sen’s acknowledgement of his debt to John 
Rawls and his discussion of issues Rawls’ work raises. A second is the some-
what surprising choice of Sraffa’s work to discuss as representative of logical 
positivism. Walsh adds an ironic twist to this discussion by quoting (on p. 114) 
Signorino (2005) who argued that in his lectures of 1928–31, Sraffa main-
tained that historically, economic theorems are a joint product with debates 
on policy issues, if not sometimes a by-product of such debates. Finally, 
more surprising and very perceptively, Walsh discusses Pasinetti’s growth 
theory as the best alternative to the sterility of neo-classical growth theory. 
Quoting himself, Walsh argues that Pasinetti’s growth models are ‘inspired 
by Adam Smith’ (Walsh 2003: 372). While it can be argued that Walsh has 
a somewhat limited view of Pasinetti’s work, he has certainly grasped an 
essential part of it, namely, to quote Pasinetti himself, the introduction 
of capital goods into Pasinetti’s concept of vertical integration yields ‘a 
series of relations of the Harrod-Domar type … [each relation] linking the 
sectoral rate of growth, sectoral investment and the sectoral capital output 
ratio [with] each relation being specific to each (vertically integrated) sec-
tor’ (Pasinetti 2007: 303). Walsh argues that this is the way forward for Sen, 
quoting a remark Putnam made to him in 2005 in a phone conversation: 
‘capability theory needs to be cashed out by supplementing it with the kind 
of socially responsible growth theory provided by Pasinetti’ (p. 117).

In her chapter entitled ‘Not by P alone: A virtuous economy’, Deidre 
McCloskey also argues for a substantial revision of neoclassical rational 
choice theory: ‘segregating the goals or purposes of life into a ghetto of sheer 
unanalysed taste, as economists led by Paul Samuelson have done rigor-
ously since the 1930s, has been a scientific mistake’ (p. 47). McCloskey calls 
P variables (P for Profane) those variables prominent in modern  economics, 
e.g. price, profit, property and prudence. She then contrasts these with S 
variables (S for Sacred) or, in traditional Christian terms, faith, hope and 
love. S variables can be cultural as well as religious and McCloskey instances 
tipping habits ‘as an easy-to-observe outcome of a sacred decision’ (p. 50). 
McCloskey finishes her classification of virtues by introducing O variables. 
These are virtues purely secular in origin. Concerns for justice, the secular 
parts of love and the self-sacrificing parts of courage, are given as examples. 
While McCloskey does not mention this, perhaps because she thinks it self 
evident, what are O variables for one person may be S variables for another. 
McCloskey does, however, point out that others besides economists use 
P-only analysis with a hard hitting attack on evolutionary biolo gists and 
psychologists.

McCloskey’s chapter is a pleasure to read, but despite the attractive  rhetoric 
her conclusion can be baldly summarised. Unlike Walsh, McCloskey thinks 
that the neoclassical approach has value and ‘has produced a lot of good 
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sci ence, but there is a great deal more to be had by building into our think-
ing the virtues of O and S’ (p. 62). Or, if one is prepared to think about the 
implications of a wittier summary, ‘economists want the world to be P only. 
The world is not buying’ (p. 59).

The chapter following that of McCloskey is entitled ‘Virtue and  behaviour’. 
The author, Jennifer Baker has a very different approach to the subject to 
that of McCloskey. The chapter has two aims. The first is to defend Sen’s 
concept of commitment ‘by placing it in an account of moral psychol-
ogy (specifically the one on which traditional virtue ethics is dependent)’ 
(p. 66). This is of course only one of many ways to explain why commit-
ment occurs, but shows Sen’s claims about the nature of commitment are 
 supported by a respected tradition in philosophy.

The second, and I would judge the major, aim of the chapter is to demon-
strate that the Stoic version of virtue ethics ‘can accommodate Sen on com-
mitment without requiring the alteration of the methodological assumptions 
[of neoclassical RCT]’ (p. 67, italics in the original).This is done by utilising 
a distinction in Stoic thought between indifferents, or what McCloskey 
calls P variables, and motives based on moral considerations (O and S vari-
ables). Baker argues that a sensible division of labour is for economists to 
concentrate on the study of indifferents. ‘Let the standards that guide the 
development of RCT be those of the field [of economics]’ (p. 83). Ethics is 
the field concerned with moral issues. When, as is usually the case, choices 
concerning indifferents have moral and political relevance, it should be the 
ethicists who guide our thought. What is needed is that ‘the ethicists must 
merely speak up’ (p. 84).

It is probably unwise for one who is a professional economist but a very 
amateur philosopher to comment on this conclusion. Nevertheless, it seems 
to me that Baker denies that there is any need for economists to be concerned 
at all with moral issues, contradicting a point central to Sen’s thought.2 
The three articles discussed form a continuum. Walsh believes entangle-
ment always is necessary, McCloskey believes it often is necessary and Baker 
believes it never is necessary. The continuum covers the whole book. The 
remaining chapters can be placed either between Walsh and McCloskey or 
McCloskey and Baker.

This does not mean that the remaining chapters can be disregarded. 
‘Communitarism and the market: a paradox’ by van Staveren and ‘The 
efficiency of equity’ by Klassen are the ones that I would particularly recom-
mend. However, the remainder of this review is about the book as a whole, 
rather than individual chapters. A good place to start is the importance of 
the concept of entanglement, which as we saw is a central theme in the 
book. In my judgement the neglect of this concept has not only impover-
ished economics in general but does it in a way that was particularly dis-
astrous in the onset of the global financial crisis and is likely to be equally 
disastrous as the world copes with the aftermath of that crisis.3
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A Special Session of the United Nations was held in 2000 to review and 
appraise the implementation of the commitments and program adopted by 
the World Summit for Social Development held in 1995 and to re-invigorate 
the drive for social development. As part of the preparation for the meet-
ing, thirty experts from around the world, including the present writer, 
were invited to speak at a UN seminar on how the values underlying social 
development and those of the market economy fit together. Although the 
term entanglement was not used at that seminar, the concept was. The inte-
gration of economic and social values was considered essential for a healthy 
society. As one participant put it ‘When the logic of market transactions 
invades most spheres of social life, everything becomes a commodity and 
ultimately nothing is worthy of respect’ (United Nations 2000: 9).

At the seminar I predicted that the lack of regulation in the global finan-
cial system, plus the belief that the market itself was better able to cure 
problems as they arose than was any intervention by Government, was a 
recipe for a severe crisis in the whole world economy. This was not a diffi-
cult prediction to make. The global financial crisis that occurred some seven 
years later had several joint causes, including excessive greed in the inter-
national financial sector, but the low level of regulation in that sector was 
important among these causes. The emphasis on free markets at any cost, 
which became the mantra of highly paid participants in the finance sector, 
was both self-serving and bad economics. The seminar as a whole agreed 
with my prediction. Though they were not debated due to lack of time, 
a number of recommendations about international economic institutions 
were made at the seminar, including ‘increasing regulations particularly to 
hinder deliberately destabilizing speculation by hedge funds and others … 
[and] putting more of the costs of international financial crises on interna-
tional lenders’ (United Nations 2000: 14). If these and similar suggestions 
are ignored, and the belief that the international financial sector needs to be 
subject to no constraints beyond those imposed by the market again holds 
sway, the world economy will remain in a perilous state.

While Baker is an extreme case, other places in the book assume that, 
however undesirable it may or may not be, it is possible for economic 
 analysis to be purely in terms of P variables. This is of course trivially true in 
the case of pure theory, though the theory may also be trivial. But the claim 
is also made with respect to applied economics. For example, in a chapter 
which otherwise has much to commend it, Klasen claims that ‘the empiri-
cal case for the relevance of equity for efficiency can now be made largely 
staying within the tradition of positive economics, and does not need to 
rely on arguments coming from a normative view point’ (p. 229). However, 
despite the belief among most economists that it is possible to separate the 
positive from the normative this is never possible in applied economics.4 In 
economics, applied work involves an appeal to empirical studies in some 
shape or form. Moreover, these empirical studies are not carried out in 
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carefully controlled conditions in a laboratory. They are facts thrown up by 
real world situations and judgement is important in interpreting the facts. 
This judgement is usually heavily influenced by the values of the person 
making the judgement. A common example is the desirability of regulation 
and other forms of government intervention in an economy. The case for 
reducing government regulation of, and intervention in, the economy rests 
on the empirical judgement that cases of market failure are uncommon, that 
is, if left to itself, it is very unusual for the market not to produce an efficient 
outcome. Those who place a high value on political and personal liberty are 
suspicious of government intervention and regulation, which they see as 
reducing personal liberty. It is perhaps not surprising that such economists 
generally make the professional judgement that market failure is rare.

Other economists are more concerned about the costs of the government 
not intervening when to do so will be beneficial to the economy. If there 
is market failure, the people who suffer are usually the economically weak, 
who may well experience very real poverty. Economists who put a high 
value on economic security for all, on preventing anybody falling below a 
certain level of income, are more likely to make the professional judgement 
that market failure is an important problem in an unregulated capitalist 
economy. Not all examples of applied economic studies involve values held 
so passionately as is often the case in the above example. Nevertheless, the 
principle about the involvement of values remains the same.

One final point about the book is the readership at which it is aimed. As 
discussed at the beginning of this review, the two symposia that comprise the 
book are somewhat different in their aims, in that the Review of Social Economy 
was designed to give examples of discussion of ethics and  economics which 
avoid the danger of economists using the language of moral philosophy to 
claim authority for their own ethical positions without any indication of the 
extent to which these positions are supported by moral philosophers (White 
2009). The chapters from this symposium in the book, those by Baker, 
Davis, van Staveren, White and Wight have no other unifying purpose. This 
diversity is not in itself undesirable, but it does mean that these chapters 
are likely to appeal mainly to those interested in ethics and economics who 
have a knowledge of the literature of moral philosophy.

The other symposium does have a unifying theme. This is provided both 
by the attention paid to the work of Sen and the emphasis on the impor-
tance of the concept of entanglement. Given Sen’s reputation both as an 
economist and a philosopher the book chapters from this symposium are 
likely to attract a wider readership. Many economists with no professional 
interest in philosophy would probably enjoy, and benefit from, reading 
large parts of it. It is to be hoped that a large number will. But the publisher’s 
claim that the book ‘provides a compre hensive introduction to the cutting 
edge of interdisciplinary research between ethics and economics’ (p. i) does 
not help. This statement, combined with an approach in much of the book 
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summed up in the words that ‘[t]he chapters in this book involve a rigor-
ous emphasis on the work of moral philosophers’ (p. 2), may significantly 
reduce the number who do read at least parts of the book. This would be 
unfortunate to say the least.

Notes

1. Page references with no other reference relate to the book under review.
2. Joan Robinson (1966) commented on two Nobel-prize-winning economists ‘After 

putting the rabbit into the hat in the full view of the audience, it does not seem 
necessary to make so much fuss about drawing it out again’ (p. 308). Baker appears 
to go one better and after putting the rabbit into the hat claims that actually 
rabbits do not exist. Also Joan Robinson, and many others, would argue that the 
choice of P variables itself involves normative issues.

3. Stiglitz (2010), with the authority of a Nobel-prize-winning economist, sets 
out at length the arguments supporting this judgement and places them in the 
context of the complex collection of factors responsible for the global financial 
crisis. Stiglitz is an American writing for Americans and to a lesser extent Western 
Europeans. Nevertheless, much of the book is relevant to Australia with chapters 1, 
3, 8 and 9 particularly important in this respect.

4. The rest of this paragraph and all of the following one are based on material in 
Nevile (1990).
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Economic Perspectives 
on Workers’ Rights
Peter Kriesler and J. W. Nevile

It has often been argued that providing Australian workers with rights, such as 
those advocated by the Australian Charter of Employment Rights, would impose 
economic costs on the nation in terms of lost output or increased unemployment. 
Yet there is little theoretical or empirical evidence to support this objection, while 
there is indeed evidence that points to a positive relation between workers’ rights 
and economic performance. While there are confl icting views as to the net effect 
of these rights on employment and output, there is an unambiguously positive 
 relation between the rights  promoted by the Charter and equity and fairness.

One of the most important objections to the implementation of workers’ 
rights is the view that such rights impose significant economic costs on the 
economy in the form of reduced output and employment. This is based on 
neo-liberal ideology1 drawing on neoclassical economic theory.2 However, 
both internal and external theoretical criticisms of this conclusion argue 
that it is based on a specification of the theory which cannot describe actual 
economies. When the theory is modified so as to incorporate essential fea-
tures of contemporary economies, the conclusion that rights impose costs is 
no longer sustainable, as the theory can no longer make predictions about 
the implications of the imposition of rights. This means that the question 
of economic costs must be tested empirically. Here again, the evidence does 
not support the contention that rights are costly. Most of the evidence sug-
gests that granting workers’ rights causes no loss of output or employment 
and also support a beneficial relation between legislation providing for 
security of employment (Employment Protection Legislation, or EPL) and 
the distribution of income and equity.

Modern policy is often guided by neo-liberal (economic rationalist) ideol-
ogy. With respect to the labour market, it is argued that a deregulated labour 

Revised from Australian Charter of Employment Rights, 127–134, 2007, ‘Economic 
Perspectives on Workers’ Rights,’ by Kriesler, P. and Nevile, J. W. With kind permission 
from Hardie Grant Publishing. All rights reserved.
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market, with no employment protection, will allow the forces of supply 
and demand to establish a price (wage) and conditions which will ensure 
that all labour that is available to work at that wage can do so. According to 
this view, markets, when left alone, will achieve optimal outcomes, and so 
institutions representative of this ideology such as the World Bank and the 
International Monetary Fund (IMF) have pushed for labour market deregula-
tion and increased flexibility of employment conditions and time. In other 
words, they argue that deregulated markets can guarantee full employment 
under conditions that assume competitive market conditions. A consequence 
of this is that regulated markets with minimum wages and employment pro-
tection interfere with the market mechanism, and so will impose costs on the 
economy, either in terms of job losses or in terms of higher prices.

The theory behind this result is derived from neoclassical analysis and 
relies on markets fulfilling certain conditions, including both perfect com-
petition and perfect information. Perfect competition implies that all agents 
in the market, especially firms and employees, are so small relative to the 
size of the market that they cannot exert any market power. This means that 
they have no influence over wage outcomes, so that they are all price  takers. 
Moreover, the information requirements of the analysis demand perfect 
knowledge not only of all current activity but also of the future. No reputa-
ble economist believes that the conditions for perfect competition exist in 
any actual economy, but many neoclassical economists consider that depar-
tures from perfect competition are not important enough to invalidate the 
use of the model as a tool for analysing aggregate employment and unem-
ployment. The limitations of neoclassical theory as a guide to policy are 
well known in the literature and are particularly well articulated by Joseph 
Stiglitz, a former senior vice president and chief economist of the World 
Bank and Nobel Laureate in Economics.3 Labour market analysis is widely 
recognised as an area where the use of neoclassical theory is likely to cause 
analytical problems. But in economic theory there is no credible prima facie 
case against intervention in labour markets to set minimum employment 
conditions. Accordingly, empirical analysis is necessary.

In the important case of minimum wages, theoretical ambiguity occurs 
in part because wages are both a cost to the employer (hence, increases are 
likely to reduce employment) and an income for the employee and there-
fore a source for their spending and demand (hence, increases are likely to 
increase employment). In addition, it is a standard result of microeconomic 
theory that when employers have market power, so that perfect competi-
tion does not hold, minimum wage legislation can increase employment. 
Especially in this case, the theoretical position with respect to the economic 
costs of employment rights is ambiguous, and reference needs to be made to 
the empirical evidence. This is true of labour market regulation more gener-
ally and is reflected in recent Organization for Economic Cooperation and 
Development (OECD) reports. Initially, the OECD unambiguously opposed 
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Employment Protection Legislation (EPL), arguing that labour market 
deregulation was a necessary condition for growth and full employment. 
However, after strong theoretical and empirical criticism, it has recently 
reversed its position.

In 2004 the OECD Employment Outlook stated that:

The net impact of EPL on aggregate unemployment is therefore ambigu-
ous a priori, and can only be resolved by empirical investigation. However, 
the numerous empirical studies of this issue lead to confl icting results, and 
moreover their robustness has been questioned....
 The impact of EPL on overall employment and unemployment rates is 
ambiguous...Overall, theoretical analysis does not provide clear-cut answers as 
to the effect of employment protection on overall unemployment and employ-
ment... no clear association can be detected between EPL and unemployment 
rates. (Emphasis in the original)4

When considering the economic implications of the Australian Charter 
of Employment Rights, the effects of the rights on the level of employment 
and economic efficiency and its social justice ramifications need to be high-
lighted. As summarised by economist Richard Freeman: “Studies of mini-
mum wages ...of employment protection legislation ... and of diverse other 
social protection programs ... find little or no impact of these institutional 
interventions on economic efficiency”.5

11.1 The Impact of Rising Minimum Wages

Likely effects of the Charter are to augment the role of basic minimum wages 
and to increase their levels. There has been a long and acrimonious debate 
among labour economists about any effects the raising of minimum wage levels 
might have on the rate of unemployment. However, the debate has been about 
whether there are any effects and on whether the effects may in fact reduce 
unem ployment, not increase it. Neither side has argued that any effect is large. 
While the discussion looms large in the literature, and cannot be ignored given 
the use of the issue in political debate, in fact it is a storm in a tea cup.

As mentioned, there is no credible economic theory to support either side 
of the debate, so that the argument is an empirical one. The empirical evi-
dence strongly supports the view that the effects of raising wages on the 
level of unemployment are negligible and can be in either direction. After 
reviewing a number of studies, Freeman concludes: “From the perspective of 
economic efficiency, all of these estimates suggest that the minimum wage 
at the level enacted in the US has no substantial economic cost.”6

A similar argument applies to reducing wages by abolishing loadings and 
penalty rates, as long as the discussion is confined to wages and employ-
ment of relatively low paid workers. Loadings paid to those with medium 
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to high levels of wages are another matter, and not much empirical work 
has been done on this. However, there is no robust evidence suggesting that 
high wage rates overall reduce employment, a fact admitted by the OECD 
who argue that: “The evidence is somewhat fragile overall and highlights 
the complexity of wage-setting institutions in OECD countries and their 
 implications for economic performance.”7

The evidence, however, strongly suggests that minimum wage legislation 
does significantly reduce earnings inequality by increasing earnings at the 
bottom end of the distribution.

11.2 Increasing Flexibility of Employment Conditions 
More Generally

Lack of labour market flexibility as the major cause of unemployment in 
Europe was the new orthodoxy of the 1990s, especially among the OECD 
and neo-liberal economists. However, the empirical studies supporting 
this orthodoxy have been shown to be so flawed that even the OECD, as 
an institution, was forced to back down. Again Freeman summarises very 
succinctly what happened: “The OECD Jobs Study came down strongly in 
favour of deregulation and active labour market policies, but succeeding 
analyses by the OECD have highlighted the weakness of that case. Countries 
with very different regulatory practices and policies have surprisingly similar 
outcomes.”8

There is now strong agreement that deregulation of labour markets and 
the increased labour market flexibility that ensues are not associated to any 
significant extent with increased levels of employment or falling unemploy-
ment. However, they are associated with a deterioration in the distribution 
of income. In Freeman’s words: “The bottom line is that employment pro-
tection legislation alters the distribution of work but not its volume.”9 The 
OECD itself has commented:

High union density and bargaining coverage, and the centralisation/co-ordination 
of wage bargaining tend to go hand-in-hand with lower overall wage inequality. 
There is also some, albeit weaker, evidence that these facets of collective bargain-
ing are positively associated with the relative wages of youths, older workers 
and women. On the other hand, the chapter does not fi nd much evidence that 
 employment of these groups is adversely affected.
 No robust associations are evident between the indicators of wage bargaining 
developed in this chapter and either the growth rate of aggregate real wages or 
non-wage outcomes, including unemployment rates.10

Another argument against rights for workers is the “conventional  wisdom” 
that predicts that lower labour standards will be more attractive for  foreign 
direct investment (FDI), which will increase domestic employment and 
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output in the longer term. Some argue that, by increasing the cost of 
employing labour, workers’ rights make countries less competitive and 
therefore less attractive to foreign investors. This view has been criticised 
on the basis that employment rights may increase the productivity of work-
ers through their impact on education, skills acquisition and firm loyalty, 
as well as being associated with higher economic growth. There is no cred-
ible empirical evidence to support the “conventional wisdom”. In fact, the 
empirical evidence “suggest[s] that FDI tends to be greater in countries with 
stronger worker rights”.11

In short, workers’ rights do not seem to have any significant negative 
impact on employment or efficiency, but they do have a significant impact 
on equality and the distribution of income.

11.3 Social Effects and Influence on Productivity

As suggested above, the evidence overwhelmingly supports the view that 
greater flexibility in labour markets, especially that which occurs by reduc-
ing the power of trade unions, increases earnings inequality. Again the 
OECD itself has pointed this out:

[Our] analysis confi rms one robust relationship between the organisation of 
collective bargaining and labour market outcomes, namely, that overall earn-
ings dispersion tends to fall as union density and bargaining coverage and 
centralisation/ co-ordination increase. It follows that equity effects need to be 
considered carefully when assessing policy guidelines related to wage-setting 
institutions.12

Income inequality and other undesirable social effects that may flow from 
increased flexibility may reduce productivity. This is particularly the case 
as empirical evidence suggests that workers care about social justice and 
that their incentive to work is influenced by their perception of how they 
are being treated. More generally, casualisation is likely to reduce the com-
mitment of workers to firms and hence reduce productivity. This may have 
serious effects on international competitiveness, so “it is likely that [freedom 
of] association rights would increase output and competitiveness by raising 
productivity”13.

There is a large body of evidence supporting the association between stronger 
workers’ rights and higher economic growth as well as improved distribution 
of income. There are many reasons for this, including improved possibili-
ties for the development of human capital, reductions in industrial unrest, 
improved firm loyalty and reduced labour turnover.

Informed discussion so far has concluded that the provision of reasonable 
protections to workers, such as those contained in the Australian Charter of 
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Employment Rights, is unlikely to impose costs on the economy in the form 
of reduced employment, output or efficiency. Neither the theoretical nor 
the empirical evidence supports the case for any loss in output, efficiency or 
employment resulting from these rights. In fact, there is significant evidence 
suggesting that the reverse may be true. It is reasonable to suppose, and 
the empirical evidence confirms, that workers “care” about just conditions 
and equity, and they react adversely to perceived unfairness and inequality. 
In addition, there is evidence of a link between better employment rights 
and improving economic performance through improvements in labour 
productivity associated with better education and skill acquisition – and 
in increased foreign direct investment, among other factors. If the rights 
promoted by the Charter are implemented to enhance social justice and 
to successfully encourage a co-operative industrial environment, it is likely 
that there will be substantial economic returns for Australia.
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 The Right to Work
Peter Kriesler and J. W. Nevile

The Australian Charter of Employment Rights identifi es the rights and obliga-
tions that workers and employers should provide to each other. A right that stands 
 outside the ambit of the Charter is the right to work. This is not a right that any 
individual employer can fulfi l – although it can be hoped that, with an eye to the 
public interest, employers will always strive to maximise employment  opportunities 
for the unemployed. Rather, the right to work imposes a societal obligation. While 
the Charter deals with the rights of employers and those in work, it would be 
remiss not to recognise that we, as a society, have an important obligation to 
provide work to those who want it but don’t have it. This chapter addresses that 
obligation.

The costs of frequent or long-term unemployment are great, not only (and 
especially) to the individuals concerned but also to families and to society 
as a whole. Thirty to sixty years ago there was much greater awareness of 
these costs. The right to work and to protection against unemployment 
is enshrined in Article 23 of the United Nations Universal Declaration of 
Human Rights. Despite the widespread recognition of this right at the end 
of World War II, over the last thirty years in many Western countries, includ-
ing Australia, the effort to reduce unemployment and keep it low has been 
given increasingly less importance, so that it has become subordinate to 
the goal of keeping the rate of inflation at negligible levels. As a matter of 
deliberate public policy, Australia is failing to properly address an obligation 
to its citizens, as well as an international obligation, to promote and fulfil 
the right to work for all. If this failure is not reversed, it will continue to do 
lasting damage to hundreds of thousands of Australians and to the structure 
of our society.

Revised from Australian Charter of Employment Rights, 135–144, 2007, ‘The Right to 
Work,’ by Kriesler, P. and Nevile, J. W. With kind permission from Hardie Grant 
Publishing. All rights reserved.
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The leading human rights treaty of the modern era, the United Nations 
Universal Declaration of Human Rights, which Australia has ratified, is the 
source in international law for the right to work. Article 23 states:

Everyone has the right to work, to free choice of employment, to just and 
favourable conditions of work and to protection against unemployment.... 
Everyone who works has the right to just and favourable remuneration ensur-
ing for himself and his [sic]family an existence worthy of human dignity and 
 supplemented, if necessary, by other means of social protection.

The right to work, including protection against unemployment, was 
thus recognised by the international community as a fundamental human 
right, an essential element of human existence, part of what it means to be 
human. The importance of the right to work and of the responsibility of 
government to safeguard this right was further highlighted by the United 
Nations Covenant on Economic Social and Cultural Rights, which was also 
ratified by Australia and came into force in this country in March 1976. 
The right to work is enshrined in Article 6: “The State Parties to the present 
Covenant recognize the right to work, which includes the rights of everyone 
to the opportunity to gain his living by work which he freely chooses or 
accepts, and will take appropriate steps to safeguard this right.”

Post-World War II, the right to work was acknowledged in most Western 
countries, with the consensus built on a belief in full employment. In the 
United Kingdom and in Australia, these beliefs were manifest in White 
Papers in 1944 and 1945 respectively, while the United States passed its 
Employment Act in 1946.

The universal recognition given to the right to work at the end of 
World War II was an acknowledgement of the economic and social ills of 
 unemployment. In fact the ills of unemployment were well recognised 
much earlier: the threat of unemployment to world peace had been a moti-
vating factor for the creation of the ILO by the Treaty of Versailles at the 
end of World War I.

The costs of unemployment to society start with the loss of output that 
those seeking work would have produced as workers and the loss of poten-
tial productivity, or human capital, that occurs as the skills of the jobless 
waste away and become redundant. The costs also include unemployment 
benefits, increased health costs and increased criminal activity. It is the chil-
dren of the unemployed who are the group in which unemployment is most 
likely to lead to criminal activity. As far as minimising the costs of crime is 
concerned, it is important to reduce both frequent and long-term unem-
ployment among young poorly educated workers, especially where the 
unemployment is concentrated geographically. In general the health and 
cohesion of society are most damaged where inherited unemployment cre-
ates an ongoing underclass. If current growth in inherited unemployment 
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in Australia is not reversed, there will be lasting damage to the structure of 
our economy.

Unemployment also imposes costs on individuals – and it is these costs 
that motivate most of those concerned about unemployment. The extent 
of the costs depends on the family circumstances of the individual and the 
nature of the unemployment, especially whether it is short-term or long-
term. The costs are greatest for people in families of low socio-economic 
status, where family income is low and the level of assets owned even lower. 
In such families low levels of social security benefits, the waiting periods and 
the disposal of assets before income support is provided impose severe finan-
cial stress on the jobless, who have great difficulty in affording the minor 
expenses of seeking employment let alone the larger expenses incurred in 
being a normal member of society. In addition, their skills may atrophy and 
they miss out on the increase in skill levels that occurs in many occupations 
with experience in the job.

Usually, the longer a person is without work, the greater the costs of each 
additional period of unemployment, both to the person and to society. 
Individuals often gradually become more financially stressed and lose skills. 
However, such economic costs are only the beginning of the price of fre-
quent or prolonged unemployment. Amartya Sen, the 1998 winner of the 
Noble Prize for Economic Science, observed:

Unemployment is not merely a defi ciency of income that can be made up 
through transfers by the state (at heavy fi scal cost that can itself be a very seri-
ous burden); it is also a source of far-reaching debilitating effects on individual 
freedom, initiative, and skills. Among its manifold effects unemployment con-
tributes to the “social exclusion” of some groups, and it leads to losses of self- 
reliance, self confi dence, and psychological and physical health.1

Implicit in Sen’s remarks is the most insidious effect of unemployment: 
the decline in self-esteem. In our society a person’s public and private 
 identity is often largely shaped by their occupation. Self-worth is often 
driven by the capacity to provide for oneself and one’s family. The costs that 
Sen lists also lead to poor parenting, family breakdown and an increased 
suicide rate, especially among younger males.

There is another group, besides the long-term jobless, whose unemploy-
ment is particularly costly: disadvantaged youth and young adults. This 
group may be mostly without work but, because of short spells of casual 
work, they are not technically long-term unemployed. If they remain on the 
fringe of the labour market their children are also likely to be often without 
work, with unemployment passed on from one generation to the next.

Policies against unemployment must operate at two levels: the economy-
wide level and the level of helping individuals. First, unemployment is 
inevitable if the overall level of demand for labour in an economy is not 
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high enough to provide jobs for everyone who wants to work, no matter 
how skilled or attractive to employers they may be. Policies to manage 
demand are therefore essential. Second, many of the unemployed are in fact 
not particularly attractive to employers as potential workers, often through 
no fault of their own. For example, most employers, often correctly, believe 
that long-term unemployed people are less immediately valuable as employ-
ees than workers who have had only a short break between jobs or who 
are already employed. This disinclination to hire some categories of people 
without work is even stronger in the case of those with disabilities. More 
generally, therefore, there is a need for policies that make it more likely for 
unemployed people to obtain jobs from the existing pool, as well as for 
 policies that increase the demand for labour.

In most Western economies monetary and fiscal policies are central to the 
task of managing overall demand for goods and services. Notwithstanding 
the often controversial details of these policies, the priorities given to various 
aspects of the health of an economy are important in the context of unem-
ployment. In Australia, as well as in many other countries, these priorities 
have changed greatly in the last thirty years. While in many circumstances 
it is possible to devise policies that will reduce unemployment without 
increasing the rate of inflation and vice versa, it is certainly true that it is 
much easier to prevent inflation from rising, or staying high, if the policy 
maker has no concern about unemployment; similarly it is much easier to 
reduce unemployment if increasing inflationary pressure is not a concern.

Unemployment and inflation affect different groups in the economy differ-
ently. A significant rise in the inflation rate usually leads to a rise in interest 
rates, which will reduce profits in the finance industry; whereas unemploy-
ment due to lack of overall demand, strikes the disadvantaged and vulner-
able particularly hard. With the growth in prominence and influence of the 
finance industry, increasing priority has been given, in Australia and many 
other countries, to keeping inflation low. Risking higher unemployment is 
seen as more acceptable than risking a rise in the inflation rate.

In the Australian case a good example of this is seen in the official target 
for the inflation rate. In the Reserve Bank Act 1959 inflation and unemploy-
ment are treated even-handedly, with neither given priority as an evil to be 
fought. Prominent among the statutory goals of the Bank are “the stability 
of the currency in Australia” and “the maintenance of full employment 
in Australia”. Despite this the Federal Government and the Reserve Bank 
have a formal agreement on a target rate of inflation but no target has been 
set for unemployment. The inflation target is now the overriding goal in 
 determining monetary policy. Economic commentators in the media, often 
drawn from the finance industry, cite this as one of the major economic 
policy successes of the Howard Government.

However, the tendency to give greater priority to keeping inflation low is 
not just the result of having a conservative government and the influence 
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of its natural supporters. In the past the Reserve Bank has had a number of 
successive targets as guides to monetary policy, and the trend to give more 
weight to inflation existed before the formal agreement with the federal 
government. The willingness of Australian governments to risk continuing 
high unemployment in order to reduce inflation was behind the disastrous 
monetary policy of the early 1990s when unemployment reached heights 
not seen in Australia since the Depression of the 1930s and remained above 
the previous post-Depression peak until February 1994. This previous peak 
of 10.4 per cent (in September 1983) represented, at the time, the  highest 
level of unemployment in the twentieth century outside of the 1930s 
depression. While current world economic conditions are a far cry from 
those in the early 1990s, booms in economic activity do not go on forever. 
If the next recession is not to be sharper and longer than it need be, chang-
ing the current unwillingness to risk a rise in inflation must be changed, 
though this will not be an easy task.

The Reserve Bank of Australia has defended its concentration on keeping 
inflation at a very low rate by claiming that high rates of inflation adversely 
affect growth in output and employment. There is no doubt that this is true 
for very high rates of inflation, but there is substantial evidence that this 
is not the case when the rate of inflation is below 10 per cent. Those who 
support fighting inflation as the over-riding goal of macroeconomic policy 
claim the support of the current dominant school of thought in econom-
ics. Professor Robert J Barro is one of the most respected members of this 
school. In a study of the experience of more than a hundred countries over 
thirty years, Barro found that there was evidence of “causation from higher 
long-term inflation to reduced growth and investment” but immediately 
commented that “it should be stressed that the clear evidence for the 
adverse effects of inflation comes from the experience of high inflation”.2 
The general tenor of Barro’s article suggests that he had inflation rates above 
twenty per cent a year in mind when he used the term high, although any-
one less sympathetic to the argument that inflation has adverse effects on 
growth might maintain that his empirical work shows that “high” should 
be taken to mean more than fifty per cent a year. Barro’s general result has 
been supported by numerous other studies. In the decade before the fierce 
anti-inflationary policy of the early 1990s the rate of inflation in Australia 
averaged 7.3 per cent.

The desire to avoid any risk of increased inflation, coupled with the desire 
of neo-liberals for small government, has also led to a change in priorities 
in fiscal policy, with avoidance of budget deficits becoming the supreme 
virtue (among politicians and the public, if not among academic experts 
in the field). In some circumstances but by no means all, budget deficits 
do increase inflationary pressures and ongoing large budget deficits can 
lead to a very large public debt which reduces available economic policy 
choices. However, the Australian public debt is close to zero and the fetish 
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for maintaining a budget surplus or at least a balanced budget will hinder 
policy to reduce unemployment when the next recession occurs.

Wages policy is also considered by some to affect the level of unemploy-
ment across the whole economy.

There is widespread consensus among economists about policies that 
increase the likelihood that those without work will obtain jobs from the 
existing pool of available jobs. The only serious disagreements are value-
laden ones about how much should be spent on such policies relative to 
expenditure on other needs. These policies include those that:

 • reduce very high effective marginal rates of taxation as one moves from 
unemployment to employment

 • increase the efficiency of the job search process and the quality of labour 
offered by people currently seeking work (known in the profession as 
active labour market programs)

 • improve education and training in lower socio-economic groups  generally, 
especially (in order of importance) pre school education and primary 
school education among disadvantaged children.

A major feature of the Australian social security arrangements is that pay-
ments are tightly targeted to those with little income and few assets. One 
important consequence of this is the creation of poverty traps. If people 
on social security benefits move into paid employment they may receive 
very little additional income because of the combination of the effects of 
income tax on net earnings and the loss of benefits as income rises. Their 
“effective marginal tax rate” can be very high, even over 100 per cent. The 
extent to which this happens depends on both the level of formal marginal 
tax rates and the speed with which benefits are tapered off as income rises. 
There is no obvious answer to the question as to which is the best taper rate, 
but there is agreement that very high effective marginal tax rates discour-
age those receiving social security benefits from taking up employment, 
 especially part-time employment.

Job search assistance can help a wide range of unemployed people find 
continuing employment. The assistance provided ranges from minimal job 
placement services to intensive counselling and other measures to raise 
the motivation and skills of unemployed people seeking jobs. Minimal job 
placement services are cheap, but if one is concerned to help those least 
likely to find employment, emphasis must be put on expensive measures, 
including in-depth counselling, for both disadvantaged youth and the 
 long-term jobless of all ages.

In the OECD as a whole, the two types of active labour market assistance 
programs on which most resources are spent are labour market training and 
subsidised employment. Each is more helpful for some types of job seeker 
than for others. For example, training – both in the classroom and on the 
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job – can be helpful in assisting women re entering the labour market to 
find jobs but it is much less effective in helping disadvantaged youths. 
One reason why labour market training has not worked as well as it might 
have is that, for political reasons, spending on it tends to be greater when 
unemployment is high, vacancies are low and there is no shortage of skilled 
workers. Training is more likely to be effective when unemployment is 
 relatively low.

The policies discussed so far are aimed at existing workers unable to find 
jobs. Such policies are, of course, necessary, but in the longer run it is more 
effective to treat the problem of frequent and long-term joblessness at its 
source. There is substantial evidence that the quality of preschool, primary 
and secondary schooling has lifelong effects on employability, with the 
greatest effect per dollar spent being from preschool programs for disad-
vantaged children. The increasing inequality in the education received by 
Australian children will make the problem of joblessness much harder to 
solve in the future.

Finally, a solution to joblessness is not just a matter of paying our taxes 
and relying on the government to do the rest. The attitudes of society to 
unemployed people; the private, as well as government, support services 
provided for them; and the institutional arrangements for providing these 
services are all important. They help determine the psychological impact of 
unemployment on the unemployed and their families, which in turn influ-
ences the likelihood of social exclusion, of ill-health and of slipping into 
the criminal classes – even of suicide. These outcomes are clearly undesir-
able for many reasons, including their effect in reducing the employability 
of the unemployed. If the obligation on government to provide work was 
given the priority it deserves, these undesirable outcomes might be avoided. 
However, in a far from perfect world it is not enough just to advocate bet-
ter government policies. Non-government institutions and individuals also 
can directly improve the situation and their help is needed. The worth of a 
society is measured by the value it places on its less privileged. Sadly, we are 
now in a situation where the right of rewarding and well compensated work 
is given little priority.

Notes

1. Sen, Amartya, Development as Freedom, Knopf, New York, 1999, p. 21. 
2. Barro, R J, “Inflation and Growth”, Federal Reserve Bank of St. Louis Review, May/

June 1966, p. 168.
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The Global Financial Crisis 
and the Right to a Decent Job
Peter Kriesler and J. W. Nevile

The United Nations, and before it the International Labour Organization, have 
consistently emphasised the right to employment with dignity and security. With 
the onset of the global crisis in the fi nancial sector, this right is more important 
than ever. But paying lip service to the importance of the right is not enough. This 
chapter sets out the policies necessary to restore full employment as quickly as 
possible. It argues that it is possible to do this while still providing all employed 
with a ‘decent’ job, and that the counter argument depends more on ideology than 
empirical evidence. The article concludes that the country whose economy has the 
most infl uence on the rest of the world, the United States, and our own country 
are both currently implementing appropriate policies. In a longer-run context, the 
rhetoric of the Commonwealth government is not so helpful. It argues that, unlike 
other sectors in the economy, governments should not normally borrow to invest 
in assets that will produce a fl ow of services for years; moreover, if they do so they 
should repay the loan as soon as circumstances permit. This focus is likely to cut 
short the fall in unemployment before Australia reaches full employment.

13.1 Introduction

Everyone has the right to work, to free choice of employment, to just and favour-
able conditions of work and to protection against unemployment.

—The Universal Declaration of Human Rights, Art 23(1)

The right to work is always an important human right; just how important 
is set out briefly in the next section of this chapter. Obviously, this human 
right should be given an even higher priority at a time like the present, 
when the threat of continuing high unemployment, even in ‘Western’ 

Revised from The Australian Journal of Human Rights, 16(2): 1–26, 2011, ‘The Global 
Financial Crisis and the Right to a Decent Job,’ by Kriesler, P. and Nevile, J. W. With 
kind permission from LexisNexis. All rights reserved.
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countries, is the greatest it has been for three-quarters of a century. However, 
this chapter is not only about the importance of the right to employment, 
but also about how to restore full employment as quickly as possible.1 It is 
written with reference to the situation in Australia, though parts of it are of 
greater or less relevance to other Organization for Economic Cooperation 
and Development (OECD) countries. Full employment does not mean that 
no-one is unemployed. At any point in time, there are workers who have left 
their previous employment and are looking for another job, and others who 
are searching for their first paid employment. We define full employment as 
a situation in which all people currently unemployed can find employment 
within a reasonable time—say, three months. However, full employment is 
only one aspect of the ‘right to work’, which also incorporates employment 
at wages sufficient to generate an adequate standard of living, as well as rea-
sonable working conditions (Balakrishnan and Elson 2008, 14):

Work as specified in article 6 of the Covenant must be decent work. This is 
work that respects the fundamental rights of the human person as well as 
the rights of workers in terms of conditions of work safety and remunera-
tion. It also provides an income allowing workers to support themselves 
and their families. [CESCR 2006, para 7.]

In other words, in addition to the quantitative aspect of there being suffi-
cient jobs to employ everyone who wants to work, the quality of jobs is also 
an important aspect of the right to work (Branco 2009, 29).

This chapter considers both of these aspects of the right to work. It argues 
that not only should Australia be striving to reduce unemployment as quickly 
as possible, but also that while almost all jobs are better than no job, any 
job is not good enough. People have a right to ‘decent’ wages and working 
conditions.

The International Labour Organization (ILO) has always emphasised not 
just the universal right to employment, but also the right to employment 
with dignity and security. Included in the aims and purposes of the ILO is 
the statement that:

… all human beings, irrespective of race, creed or sex, have the right to 
pursue both their material well-being and their spiritual development 
in conditions of freedom and dignity, of economic security and equal 
opportunity.2

In recent years, the ILO has emphasised what it calls its Decent Work 
Agenda, which directly works to achieve the goals in this quotation. This 
emphasis on decent work has four strategic objectives, namely ‘fundamental 
principles and rights at work and international labour standards; employ-
ment and income opportunities; social protection and social security; and 
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social dialogue and tripartism’ (ILO 2008). This chapter focuses on the first 
two of these objectives.

Later in this chapter we counter the argument that increasing wages for 
the lowly paid and improving their working conditions have the effect of 
increasing unemployment. Given the effects of the global financial crisis 
on employment in Australia, this would be a serious problem if there were 
strong evidence to support the claim. Fortunately, the evidence is that any 
such effect will be trivial at the most and ambiguous in direction.

The article also sets out the policies we recommend to reduce unem-
ployment as quickly as possible. We first discuss the short-run policies 
that should be implemented as soon as possible, and then put these into 
a longer-run  context. The threads are drawn together in the conclusion to 
the article.

13.2 The Right to Employment in a Decent Job

The leading human rights document of the modern era, the United Nations 
Universal Declaration of Human Rights, is the source in international law 
for the right to work. Article 23 states:

Everyone has the right to work, to free choice of employment, to just and 
favourable conditions of work and to protection against unemployment. … 
Everyone who works has the right to just and favourable remuneration 
ensuring for himself and his family an existence worthy of human  dignity 
and supplemented, if necessary, by other means of social protection.

The right to protection against unemployment not only implies protection, 
such as remuneration, against the consequences of unemployment, but 
also implies explicit actions to ensure that everyone who wants to is able to 
obtain a job (Branco 2009, 28–29).

The right to work, including protection against unemployment, was 
thus recognised by the international community as a fundamental human 
right, an essential element of human existence, part of what it means to 
be human. The importance of the right to work and of the responsibil-
ity of government to safeguard this right was further highlighted by the 
International Covenant on Economic, Social and Cultural Rights (ICESCR), 
which was ratified by Australia and came into force in this country in March 
1976. The right to work is enshrined in Article 6(1):

The State Parties to the present Covenant recognize the right to work, 
which includes the rights of everyone to the opportunity to gain his liv-
ing by work which he freely chooses or accepts, and will take appropriate 
steps to safeguard this right.
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Article 7 states:

The State Parties to the present Covenant recognize the right of every-
one to the enjoyment of just and favourable conditions of work which 
ensures, in particular:
(a) Remuneration which provides all workers, as a minimum, with: …

(ii) A decent living for themselves and their families in accordance 
with the provisions of the present Covenant;

(b) Safe and healthy working conditions;

Importantly, the ICESCR also, in Article 2(1), commits each nation to ‘take 
steps … to the maximum of its available resources, with a view to achieving 
progressively the full realisation’ of these rights. This concept of ‘progressive 
realisation’, while recognising that the rights cannot necessarily be realised 
immediately, nevertheless ‘imposes an obligation to move as expeditiously 
and effectively as possible towards that goal’ (CESCR 1990, para 10).

This suggests that, although nations clearly have some discretion in select-
ing the manner in which they carry out their obligations, there are certain 
obligations that need to be met. These include ‘the requirement for progres-
sive realization; the use of maximum available resources; the avoidance 
of retrogression; the satisfaction of minimum essential levels of economic 
and social rights; non-discrimination and equality; and participation, 
 transparency and accountability’ (Balakrishnan and Elson 2008, 3).

The implications of these obligations are that nations need to devote suf-
ficient resources to continuously improve the position with respect to the 
level of employment, the conditions of employment, and wages: ‘Progressive 
realization imposes a “specific and continuing” or “constant and continu-
ing” duty to move as “expeditiously and effectively as possible” towards full 
realization of rights’ (Balakrishnan and Elson 2008, 5). In addition, there 
should not be any retrogression, in the sense that the enjoyment of the 
right should not worsen as a result of government action. Clearly, external 
factors, such as the global financial crisis, mean that declines in employ-
ment levels, which will vary significantly over the business cycle, are not 
to be taken as examples of retrogression. However, there is a proviso that 
governments do not take actions to worsen the impact of the external fac-
tors, and, in fact, are required to implement offsetting policies. As a result, 
a commitment to the progressive lowering of the unemployment rate is 
not possible,3 though a commitment to policies that minimise the impact 
of cyclical and external factors is highly desirable. However, this is not true 
either for employment conditions or for wages. With both of these, reason-
able improvements over time should be expected. In other words, both real 
wages and working conditions should be expected to improve over time 
and, at worse, not to deteriorate.
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In addition to progressive realisation, there is also a requirement that 
‘a minimum core obligation to ensure the satisfaction of, at the very least, 
minimum essential levels of each of the rights is incumbent upon every 
State party’ (CESCR 1990, para 10). Further, ‘even in times of severe resource 
constraints … the vulnerable members of society can and indeed must be 
protected’ (CESCR 1990, para 12). This section has been interpreted as 
requiring that ‘the provision of minimum essential levels is an immediate 
obligation. This means that it is the duty of the state to prioritise the rights 
of the poorest and most vulnerable people’ (Balakrishnan and Elson 2008, 6).

In addition to these international treaties and covenants, after World War II 
the right to work was acknowledged in most Western countries, with the 
consensus built on a belief in full employment. In the United Kingdom and 
in Australia, these beliefs were manifest in White Papers in 1944 and 1945 
respectively, while the United States passed the Employment Act of 1946.

Basically, the human rights obligations of governments with respect to 
the right to work impose on them a responsibility either to directly create 
employment, or to give incentives to the private sector to do so. In the 
immediate post-war period, this right was met by government expenditure 
on infrastructure, which led to full employment and also improved the 
standard of living of the general population. Since the abandonment of the 
commitment to full employment in the 1970s, governments have no longer 
taken responsibility for fulfilling this obligation. Instead, fighting inflation 
has become the main goal of policy. The result of this change in emphasis 
has been the emergence of high levels of unemployment throughout the 
global economy. This has clearly led to an abdication of the state’s obliga-
tion with respect to the right to work. Below we argue that there needs to 
be a more deliberate acknowledgement of the right to work, with signifi-
cant rethinking of policies in order to ensure that governments meet their 
responsibilities in this respect.

The universal recognition given to the right to work at the end of World 
War II was an acknowledgement of the economic and social ills of unem-
ployment. In fact, the ills of unemployment were well recognised much 
earlier: the threat of unemployment to world peace had been a motivating 
factor for the creation of the ILO by the Treaty of Versailles at the end of 
World War I.

The right to employment is a very basic right. In many circumstances, 
unemployment leads to social exclusion for the unemployed and their 
families:

The right to work, as guaranteed in the ICESCR, affirms the obligations 
of States parties to assure individuals their right to freely chosen or 
accepted work, including the right not to be deprived of work unfairly. 
This definition underlines the fact that respect for the individual and his 
dignity is expressed through the freedom of the individual regarding the 
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choice to work, while emphasizing the importance of work for personal 
 development as well as for social and economic inclusion. [CESCR 2006, 
para 4.]

This social and economic exclusion imposes costs on the unemployed and 
their families. The extent of the costs depends on both the family circum-
stances of the individual and the nature of the unemployment, especially 
whether it is short-term or long-term. The costs are greatest for people in 
families of low socio-economic status, where family income is low and the 
level of assets owned is even lower. In such families, low levels of social secu-
rity benefits, long waiting periods, and the disposal of assets before income 
support is provided impose severe financial stress on the jobless, who have 
great difficulty in affording the minor expenses of seeking employment—let 
alone the larger expenses incurred in being a normal member of society. In 
addition, their skills may atrophy and they miss out on the increase in skill 
levels that occurs in many occupations with experience in the job.

Usually, the longer a person is without work, the greater the costs of each 
additional period of unemployment. Individuals often gradually become more 
financially stressed and lose skills. However, such economic costs are only the 
beginning of the price of frequent or prolonged unemployment. Amartya Sen, 
the 1998 winner of the Noble Prize for Economic Science, observed:

Unemployment is not merely a deficiency of income that can be made 
up through transfers by the state (at heavy fiscal cost that can itself be a 
very serious burden); it is also a source of far-reaching debilitating effects 
on individual freedom, initiative, and skills. Among its manifold effects 
unemployment contributes to the ‘social exclusion’ of some groups, and 
it leads to losses of self-reliance, self confidence, and psychological and 
physical health. [Sen 1999, 21.]

Implicit in Sen’s remarks is the most insidious effect of unemployment: the 
decline in self-esteem. In our society, a person’s public and private identity 
is often shaped largely by their occupation. Self-worth is often driven by 
the capacity to provide for oneself and one’s family. The costs that Sen lists 
also lead to poor health, poor parenting, family breakdown and an increased 
suicide rate, especially among younger males (see, for example, Saunders 
and Taylor 2002; McClelland 2000; Morrell, Page and Taylor 2001; Harris 
and Morrow 2001).

There is another group, besides the long-term jobless, whose unemploy-
ment is particularly costly: disadvantaged youth and young adults. This 
group may be mostly without work but, because of short spells of casual 
work, they are not technically long-term unemployed. If they remain on the 
fringe of the labour market, their children are also likely to be often without 
work, with unemployment passed on from one generation to the next.
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Unemployment also imposes costs on society as a whole, and these costs 
also increase as the length of the spell of unemployment grows. They start 
with the loss of output that those seeking work would have produced 
as workers and the loss of potential productivity, or human capital, that 
occurs as the skills of the jobless waste away and become redundant. The 
costs also include unemployment benefits, increased health costs, and 
increased criminal activity. It is the children of the unemployed who are 
the group in which unemployment is most likely to lead to criminal activ-
ity (see, for example, Weatherburn 2002). As far as minimising the costs of 
crime is concerned, it is important to reduce both frequent and long-term 
unemployment among young poorly educated workers, especially where 
the unemployment is concentrated geographically. In general, the health 
and cohesion of society are most damaged where inherited unemployment 
creates an ongoing underclass. If the trend growth in Australia in inherited 
unemployment is not reversed, there will be lasting damage to the structure 
of our economy.

Unfortunately, despite the importance of economic rights associated with 
the right to work, these rights are often neglected, and are certainly not 
treated with the same level of intensity afforded to civil and political rights:

As stated by the then chairperson of the Committee on Economic, Social 
and Cultural Rights during the Vienna Conference in 1993 the sad real-
ity is that we continue to tolerate all too often breaches of economic, 
social and cultural rights which, if they occurred in relation to civil and 
political rights, would provoke expressions of horror and outrage and 
would lead to concerted calls for immediate remedial action. In effect, 
despite the rhetoric, violations of civil and political rights continue to be 
treated as though they were far more serious, and more patently intoler-
able, than massive and direct denials of economic, social and cultural 
rights. This statement is almost twenty years old, but unfortunately, 
its content remains pertinent today. [Albuquerque 2010, 146; see also 
Branco 2009, 4.]

The main reason for the relative neglect of employment rights is that it is often 
argued that there are costs associated with the implementation of these rights. 
In particular, increasing levels of employment, wage rates or working condi-
tions are claimed to result in inefficiencies and will cause other  economic 
problems. These issues are discussed in the next section of the article.

13.3 Must Better Working Conditions or Wages Increase 
Unemployment?

The claim that improvements in employment levels, working conditions 
and remuneration for work impose significant economic costs on the 
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economy in the form of reduced output and reduced employment is based 
on neoliberal ideology drawing on neoclassical economic theory. The antag-
onism between neoclassical economics and human rights is well known 
(Balakrishnan and Elson 2008, section 1; Branco 2009). There seem to be 
particular issues with the ‘right to work’, which conventional economic 
theory sees as problematic. Much of this is related to the neoclassical/neoliberal 
idea that markets will generate a rate of unemployment which no government 
via macroeconomic policy can permanently influence. In fact, any attempt 
to reduce the rate of unemployment below this level (called either the 
‘natural rate of unemployment’ or the ‘non-inflation accelerating rate of 
unemployment’) will simply lead to accelerating inflation. That unemploy-
ment will always tend to this natural rate in the long run is a central result 
of modern neoclassical theory, though it is generally rejected by heterodox 
alternatives—particularly Keynesian ones.4

As long as full employment is seen as being incompatible with low infla-
tion, with the corollary that unemployment helps reduce inflation, sus-
tainable low unemployment rates will not be achieved: ‘The single most 
important obstacle to full employment is the belief held by orthodox 
economists, policy-makers, central bankers and the international financial 
community that unemployment is needed to control inflation’ (Wilkinson 
2000, 642).

In any case, because the main aim of neoclassical economics is to pro-
mote the economy’s efficiency, with the level of employment emerging as 
a by-product, the ‘right to work’ is clearly regarded as a secondary issue:

It seems quite natural that an economy which does not aim at full 
employment can only expect to reach it through the art of magic, in 
other words by some sort of supernatural trickle-down effect which takes 
full employment as the by-product of the attainment of higher ranked 
goals, such as perfect markets. But magic is no longer what it used to 
be, and therefore it seems quite clear that, in fighting unemployment, 
mainstream economics happens to be not only shooting in the wrong 
direction, but also causing excessive collateral damage. [Branco 2009, 49.]

The insight that capitalist economies have no mechanism to bring them 
to full employment and that the achievement of full employment is just a 
fluke stands counter to the conventional wisdom of neoclassical economics 
and neoliberal ideology. However, it was the main conclusion of Keynes’s 
General Theory of Employment, Interest and Money (Keynes 1936).5

Importantly, then, neoclassical economics argues that any explicit 
attempts by states to use economic policies to achieve full employment will 
be self-defeating and will also cause damage to the economy. This view is 
extended to include other aspects of the right to work, including those asso-
ciated with a right to a job with decent conditions and reasonable wages. 
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In all of these cases, any attempt to interfere with the market will be associ-
ated with costs to the economy. However, even if this argument is accepted, 
it is still unclear as to why these costs should be considered sufficient as to 
overcome the right to work. This is simply not discussed.

However, both internal and external theoretical criticisms of these con-
clusions argue that they are based on a specification of the theory which 
does not describe actual economies. When the theory is modified so as to 
incorporate essential features of contemporary economies, the conclusion is 
no longer sustainable. Hence, the question of economic costs must be tested 
empirically. Most of the evidence suggests that improvements in wages for 
those with low pay will have ambiguous impacts of trivial magnitude on the 
level of employment (Freeman 2000; 2005). Moreover, empirical evidence 
also supports the beneficial outcomes of employment protection legislation 
(EPL) on the distribution of income and equity (OECD 2004). The  remainder 
of this section of the article will evaluate the arguments of neoclassical 
economists against employment rights in relation to reasonable wages and 
decent working conditions.

Modern policy is often guided by neoliberal (economic rationalist) ide-
ology. With respect to the labour market, it is argued that a deregulated 
labour market, with no employment protection, will allow the forces of 
supply and demand to establish a price (wage) and conditions that will 
ensure that all labour wishing to work at that wage can. According to 
this view, markets, when left alone, will achieve optimal outcomes, and 
institutions representative of this ideology—such as the OECD, the World 
Bank and the International Monetary Fund (IMF)—have pushed for labour 
market de regulation and increased flexibility of employment conditions. 
In other words, they argue that deregulated markets can guarantee full 
employment if there are competitive market conditions. A consequence 
of this is that regulated markets with minimum wages and employment 
protection interfere with the market mechanism, and so will impose costs 
on the economy—either in terms of job losses, or in terms of higher prices.

The theory behind this result is derived from neoclassical analysis and 
relies on markets fulfilling certain conditions, including both perfect com-
petition and perfect information. Perfect competition implies that all agents 
in the market, especially firms and employees, are so small relative to the 
size of the market that they cannot exert any market power. This means that 
they have no influence over wage or price outcomes, so that they are all 
price takers. Moreover, the information requirements of the analysis require 
perfect knowledge not only of all current activity, but also of the future. No 
reputable economist believes that the conditions for perfect competition 
exist in any actual economy, but many neoclassical economists consider 
that departures from perfect competition are not important enough to 
invalidate the use of the model as a tool for analysing aggregate employ-
ment and unemployment. The limitations of neoclassical theory as a guide 
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to policy are well known in the literature, and an excellent starting point 
on this is Whither Socialism? by Joseph Stiglitz (1994), a former senior vice 
president and chief economist of the World Bank and a Nobel Laureate in 
economics. Labour market analysis is widely recognised as an area where 
the use of neoclassical theory is likely to cause problems. As there is no 
prima facie case against intervention in employment conditions, empirical 
analysis is necessary.

In the important case of minimum wages, theoretical ambiguity occurs 
in part because wages are both a cost to the employer (and so increases 
are likely to reduce employment) and an income for the employee—and, 
 therefore, a source for their spending and demand (and so increases are 
likely to increase employment). In addition, it is a standard result of micro-
economic theory that when employers have market power, so that perfect 
competition does not hold, minimum wage legislation can increase employ-
ment. Especially in this case, the theoretical position with respect to the 
economic costs of employment rights is ambiguous, and reference needs to 
be made to the empirical evidence. This is true of labour market regulation 
more generally and is reflected in recent OECD reports. Initially, the OECD 
unambiguously opposed EPL, arguing that labour market deregulation was a 
necessary condition for growth and full employment. However, after strong 
theoretical and empirical criticism, it has recently reversed its position.

In 2004, the OECD Employment Outlook stated that:

The impact of EPL on overall employment and unemployment rates is 
ambiguous … Overall, theoretical analysis does not provide clear-cut 
answers as to the effect of employment protection on overall unemploy-
ment and employment. … no clear association can be detected between 
EPL and unemployment rates. [OECD 2004, 80.]

There has been a long and acrimonious debate among labour economists 
about the effects on the rate of unemployment of raising the minimum level 
of wages. However, the debate has been about whether there are any effects, 
and on whether the effects may in fact reduce unemployment, not increase 
it. Neither side has argued that any effect is large. While the discussion ranks 
large in the literature and cannot be ignored, given the use of the issue in 
political debate, in fact it is a storm in a tea cup.

As indicated above, there is economic theory to support both sides of the 
debate, so that the argument is an empirical one. The empirical evidence 
strongly supports the view that the effects of raising wages on the level of 
unemployment are negligible and can be in either direction. After reviewing 
a number of studies, Freeman concludes: ‘From the perspective of economic 
efficiency, all of these estimates suggest that the minimum wage at the level 
enacted in the US has no substantial economic cost’ (Freeman 1998, 21). 
Nevile (2001) comes to the same conclusion in the case of Australia.
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A similar argument applies to reducing wages by abolishing loadings and 
penalty rates, as long as the discussion is confined to the wages and employ-
ment of relatively low paid workers. Loadings paid to those with medium 
to high levels of wages are another matter, and not much empirical work 
has been done on this. However, there is no robust evidence suggesting that 
high wage rates overall reduce employment—a fact admitted by the OECD, 
which argues that: ‘The evidence is somewhat fragile overall and highlights 
the complexity of wage-setting institutions in OECD countries and their 
implications for economic performance’ (OECD 2004, 165).

Another important mechanism whereby weaker employment rights 
have been argued to influence employment and output has been via the 
 ‘conventional wisdom’ that argues that lower labour standards will be more 
attractive for foreign direct investment (FDI), which will increase domestic 
employment and output in the longer term. This, in turn, it is contended, 
will lead to a ‘race to the bottom’ as each country lowers standards in order 
to attract international capital. The main mechanism through which this 
happens is via the effect of workers’ rights on labour costs. By increasing the 
cost of employing labour, it is argued, workers’ rights make countries less 
competitive—and, therefore, less attractive to foreign investors. This view 
has been criticised on the basis that employment rights may increase the 
productivity of workers through their impact on education, skill acquisition 
and firm loyalty, as well as being associated with higher economic growth. 
The empirical evidence suggests that ‘FDI tends to be greater in countries 
with stronger worker rights’ (Kucera 2002, 34).

Moreover, empirical evidence strongly suggests that minimum wage leg-
islation does significantly reduce earnings inequality by increasing earnings 
at the bottom end of the distribution (World Bank news release of 2003, 
quoted in Freeman 2005; OECD 2004). Lack of labour market flexibility as 
the major cause of unemployment in Europe was the new orthodoxy of the 
1990s, especially among the OECD and neoliberal economists. However, 
the empirical studies supporting this orthodoxy have been shown to be 
so flawed that even the OECD, as an institution, was forced to back down. 
Again, Freeman summarises very succinctly what happened:

The OECD Jobs Study came down strongly in favour of deregulation 
and active labour market policies, but succeeding analyses by the OECD 
have highlighted the weakness of that case. Countries with very differ-
ent regulatory practices and policies have surprisingly similar outcomes. 
[Freeman 1998, 22.]

There is now strong agreement that deregulation of labour markets and the 
related increased labour market flexibility are not associated to any signifi-
cant extent with increased levels of employment or falling unemployment. 
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However, they are associated with a deterioration in the distribution of 
income. The OECD itself has commented:

High union density and bargaining coverage, and the centralisation/co-ordi-
nation of wage bargaining tend to go hand-in-hand with lower overall wage 
inequality. There is also some, albeit weaker, evidence that these facets 
of collective bargaining are positively associated with the relative wages 
of youths, older workers and women. On the other hand, there is not 
much evidence that employment of these groups is adversely affected. 
No robust associations are evident between the indicators of wage bargaining 
developed …. and either the growth rate of aggregate real wages or non-wage 
outcomes, including unemployment rates. [OECD 2004, 130; emphasis in 
original.]

In short, workers’ rights do not seem to have any significant negative impact 
on employment or efficiency, but they do have a significant impact on 
equality and the distribution of income.

As suggested above, the evidence overwhelmingly supports the view that 
greater flexibility in labour markets, especially that which occurs by reduc-
ing the power of trade unions, increases earnings inequality. Again, the 
OECD itself has pointed this out.

[A]analysis confirms one robust relationship between the organisation of 
collective bargaining and labour market outcomes, namely, that overall 
earnings dispersion tends to fall as union density and bargaining cov-
erage and centralisation/co-ordination increase. It  follows that equity 
effects need to be considered carefully when assessing policy guidelines 
related to wage-setting institutions. [OECD 2004, 166.]

These and other undesirable social effects that may flow from increased 
flexibility may reduce productivity. This is particularly the case as empirical 
evidence suggests that workers care about social justice, and their incentive 
to work is influenced by their perception of how they are being treated 
(Martin and Maskus 2001). More generally, casualisation is likely to reduce 
the commitment of workers to firms and hence reduce productivity. There 
is a large body of evidence supporting the association between stronger 
employment rights and higher economic growth, as well as improved distri-
bution of income. There are many reasons for this, including the improved 
possibilities for the development of human capital, reductions in industrial 
unrest, improved firm loyalty, and reduced labour turnover.

The discussion so far has concluded that the implementation of employ-
ment rights is unlikely to lead to costs to the economy in the form of 
reduced employment, output or efficiency. Neither the theoretical nor the 
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empirical evidence supports the case for any loss in output, efficiency or 
employment resulting from these rights. In fact, there is significant evidence 
suggesting that the reverse may be true. It has been argued that employees 
‘care’ about just conditions and equity, and react adversely to perceived 
unfairness and inequality. In addition, there is evidence of a link between 
better employment rights and increased economic performance through 
improvements in labour productivity associated with better education and 
skills acquisition, and in increased FDI, among other factors. In this case, it 
is likely that the improved conditions and an environment of social justice 
may further increase labour productivity, and there will be substantial eco-
nomic returns from the implementation of employment rights (see Kitson, 
Martin and Wilkinson 2000; Martin and Maskus 2001; Kucera 2002).

This section of the article has evaluated the neoclassical objections to the 
right to work associated with decent working conditions and reasonable 
wages. These objections have been in terms of the cost to the economy, 
usually as a result of lower levels of employment and output. However, 
empirical evidence shows the weakness of this position, as no negative links 
between employment rights and the level of either employment or output 
have been found. This position has been admitted by the OECD, which, 
during the 1980s, was a harsh critic of these rights and a strong advocate of 
deregulation of labour markets. On the basis of the evidence, it changed its 
advocacy significantly and reversed its position. In fact, employment rights 
may be associated with increased output and employment as workers have 
a strong sense of social justice, and productivity may rise as a result of the 
implementation of decent working conditions and reasonable wages.

13.4 The Global Financial Crisis, Economic Management and 
Fiscal Policy in the Short Run

The previous section of the article considered the arguments for those 
qualitative aspects of the right to work associated with improved working 
conditions and decent wages. This section and the one that follows extend 
this to the quantitative aspect associated with the right to a job, in the sense 
of the pursuit of full employment. It is argued that, despite the high levels 
of uncertainty associated with the global financial crisis, full employment 
is achievable in both the long and short run, with little cost, and should 
be made a policy imperative. The policies required to achieve this are also 
examined.

While Australia may well have had a recession in any case, the initial 
severity of the downturn in Australia was due to the worldwide financial 
 crisis. Currently, our economy is much healthier than that of almost any 
other economy in the OECD. In Australia, prompt policy action led to 
economic activity being supported by strongly expansionary fiscal policy, 
with the immediate and appropriate stimulus package. This does not mean, 
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however, that unemployment in Australia will continue to fall. If the support 
is cut back too quickly, there will be significant increases in unemployment, 
which also depends very strongly on the outlook for the global economy. 
While Australia has an easier task than most countries, the implementation 
of the policies recommended in this section is still urgently needed. In the 
case of Australia, the downside risk is less and depends more on indirect 
factors, such as the effects of flat or declining economic activity in many 
OECD countries on the economies of China and India. Nevertheless, in our 
judgment there is still a significant downside risk. Australian policy makers 
must be prepared for the possibility that things will go wrong. In Australia, 
there are signs that, as in Europe, support will be withdrawn too quickly in 
the name of conservative ‘sound finance’, as witnessed in the 2010 federal 
election campaign. This is encouraged by an unfortunate, even tragic, vision 
of overall possibilities by key economic policy agencies. We maintain that 
both the Reserve Bank of Australia and the Treasury have set their sights 
too low with respect to what can and should be achieved over the cycle in 
economic activity, and the resultant policy has led to the unemployment 
rate being higher than it should be.

Typically, monetary policy can be used to expand the economy, though 
its role in this respect would be a limited one. However, rather than being 
concerned with the right to work and setting policies to continue generat-
ing employment, policy makers, once again, have indicated an overrid-
ing concern with inflation and are using monetary policy to contract the 
economy due to their unnecessary worries that the economy is being over-
heated. As a result, the Reserve Bank has been increasing interest, causing 
reduced demand and reduced employment—and also reducing the stand-
ard of living of consumers, who now are faced with increased payments on 
their debt.

Other things being equal, increasing interest rates in Australia compared 
to international interest rates will increase the value of our currency. This 
makes imports into Australia cheaper in terms of our domestic currency, 
and either makes exports more expensive abroad or decreases the income 
of exporters. All these effects work to decrease the demand for goods and 
services produced in Australia and increase the demand for those produced 
overseas, compared with what would have occurred if there had been no 
change in the exchange rate. The value of the Australian dollar has risen 
since interest rates started to increase.

In addition, increases in interest rates may hinder business. Profits, of 
course, are the difference between revenues and costs. Interest rates enter 
into the calculation as part of the cost (actual or opportunity) of financing 
the project. This means that unless there is an expected revenue gain from a 
new investment project, it does not take place—no matter how low interest 
rates are. In a recovery, on the other hand, increases in interest rates increase 
the cost of borrowing and, therefore, hinder investment.
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The extent to which fiscal policy was used in many OECD economies in 
2008 to stimulate the economy was unprecedented in recent decades, but it 
did not involve any break with current economic orthodoxy. For at least the 
last 20 years, economists from a wide spectrum of schools of thought have 
held that fiscal policy can be a helpful tool in increasing output and employ-
ment when there is unused capacity in an economy. In a symposium at the 
1997 Annual Meeting of the American Economic Association, five eminent 
but diverse economists, who between them had considerable experience on 
bodies concerned with official policy making or advising, discussed whether 
there is a core of practical macroeconomics that could be confidently used, 
especially to underpin macroeconomic policy. Their papers were published 
(Blanchard 1997; Blinder 1997; Eichenbaum 1997; Solow 1997; Taylor 1997). 
Given the diversity of the five, there is a remarkable degree of agreement 
between them.

All five economists agree that in the short run, due to wage and price rigidi-
ties, knowledge deficiencies, and perhaps expectation factors, fiscal policy, as 
well as monetary policy, can influence output, employment and unemploy-
ment, though their detailed theoretical reasons for this differ. This belief in 
the ability of fiscal policy to have the traditional effect on macroeconomic 
variables in the short run is not confined to academics. It has been affirmed 
in an official publication of even such a conservative institution as the IMF, 
which stated: ‘Most economists argue that in the right circumstances, fiscal 
expansion can be an effective tool to stimulate aggregate demand and revive 
a stagnant economy’ (Gupta and Clements 2005, 10).

All of the above assume that using fiscal policy to increase aggregate 
demand in a recession will result in a budget deficit. In the media and among 
politicians, there is still undue attention paid to whether  expansionary fis-
cal policy will result in a budget deficit and what should be done if it does. 
For example, the federal leader of the opposition has stated that if there is 
a deficit, the government should outline its plans for repaying the money 
borrowed. In current circumstances, any deficit should be financed by a loan 
from the Reserve Bank, not by borrowing from the public at all. The only 
reason to borrow from the public is to prevent an increase in the money 
supply from increasing inflation. Inflation is not a current problem. A loan 
from the Reserve Bank need never be repaid. Whether or not it should be 
depends on the economic circumstances of the time. Often, it should never 
be repaid, though in some circumstances there may be political advantages 
in doing so. This is not a short-run issue and will be taken up again in the 
next section of this chapter.

It is true that since the 1997 American Economic Association Symposium, 
a so-called ‘new consensus on monetary policy’ received some  prominence 
in the academic literature and even among central banks. The new consensus 
on monetary policy has rather dubious theoretic foundations (Kriesler and 
Lavoie 2005; 2007) and shows a remarkable ignorance of the history of eco-
nomic thought and recent US economic history (Galbraith 2008). However, 
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all that matters in this context is its primary policy  recommendation—
inflation targeting as the major guide to implementing monetary policy—
and its claim that targeting inflation makes actual output conform to 
 potential output, ‘as an operational matter a central bank can make the 
economy conform to its underlying core’ (Goodfriend 2007, 61). Goodfriend 
(2007) was published in the issue of a journal dated Fall 2007. Whether one 
regards this as an example of hubris or merely ironic, there is no doubt that 
the events in the US in (its) autumn of 2007 effectively ended any claims to 
real world relevance by the new monetary consensus.

There is one more point to be made in the discussion of issues in the short 
run—and one of considerable importance. It does matter what government 
expenditure is spent upon. In many countries, including Australia, spending 
on infrastructure is a very valuable way to increase government spending 
and, less obviously, this includes spending on human capital (that is, educa-
tion and training, making the unemployed more ‘job ready’, and even such 
things as health) as well as physical capital. The increase in productivity 
resulting from this increased infrastructure expenditure will increase future 
growth rates, employment and incomes, increasing net government revenue 
and reducing the burden of any debt.

For humane, social and economic reasons, as well as from concern with 
basic human rights, spending on human capital should include measures 
to help the most vulnerable, such as the long-term unemployed and those 
who drift in and out of employment. The latter, while not technically long-
term unemployed, share many of the same characteristics of the long-term 
unemployed and are just as vulnerable as members of the labour force. It is 
also important to help those who hitherto have had continuous, but casual, 
employment, and help them avoid joining the ranks of the long-term 
unemployed or of those who drift in and out of employment.

If one gives a high weight to concern for the less well off in our commu-
nity, spending on human capital is clearly of prime importance. There are 
strong arguments as well that it also may be at least as important in raising 
productivity as investment in physical infrastructure. Vocational training 
can help overcome skill bottlenecks. From a longer-term point of view, 
Heckman has shown the importance of early intervention programs for 
disadvantaged children (Heckman and Kreuger 2003).

It is also worth noting that the increase in productivity resulting from 
this increased infrastructure expenditure will increase future growth rates. 
It will also increase net government revenue and hence reduce the burden 
of any debt.

13.5 The Global Financial Crisis, Economic Management and 
Fiscal Policy in the Long Run

With the context shifting to longer-run issues, the analysis in this chapter 
departs more significantly from the view of the dominant (neoclassical) 



180  Peter Kriesler and J. W. Nevile

school of economists. Therefore, the arguments are spelled out more fully. 
The neoclassical school holds that trend movements in real variables such as 
output, employment and unemployment are determined by the supply side. 
Thus, fiscal policy and other tools for managing aggregate demand have lit-
tle place in long-run analysis. As Solow put it, ‘the appropriate vehicle for 
analysing the trend motion is some sort of growth model, preferably mine’ 
(1997, 230). In other words, neoclassical economists argue that the  market 
will deliver the best outcome for employment, and that policy should 
not attempt to intervene—even if the market result does not guarantee 
everyone a job.

In the case of fiscal policy, the argument that it cannot affect long-run 
output and employment has been put at two levels. There is analysis that 
specifically relates to fiscal policy and argues that the stimulus it provides 
will, in the longer run, crowd out an equivalent amount of private sector 
economic activity. In addition, there is the more general belief that the 
longer-run growth path of an economy is determined by supply-side factors. 
Hence, fiscal policy, like any other policy instrument designed to influence 
aggregate demand, has no effect on real variables in the longer run, unless 
it has side effects which affect supply-side variables.

This is not the place for a discussion of the technicalities of crowding-
out theory. Readers interested in this are referred to Kriesler and Nevile 
(2002). Suffice to say, regardless of whether or not one is convinced of the 
arguments in that paper, empirical evidence in Australia does not support 
the crowding-out thesis. If one examines changes in the size of the deficit 
and changes in short-term interest rates in Australia, it is hard to find a 
 relationship—but, if anything, the relationship is inverse (Nevile 1997, 
101–03). This is also the case overseas. Heilbroner and Bernstein carried out 
a cross-sectional analysis of the G7 countries. Pressman summarised their 
findings as follows:

… those countries whose public debt increased most during the 1980s did 
not also experience the largest increases on real interest rates. In fact, if 
anything the actual relationship seemed to be the reverse. Canada, whose 
public debt increased the most among G7 countries between 1980 and 
1986 experienced the smallest increase in real interest rates among the 
G7 countries over the same time period. Conversely the United Kingdom 
experienced the smallest increase in government debt and the largest 
increase in real interest rates. [Pressman 1995, 215.]

Once crowding-out theory is rejected, there is no reason not to return to 
something like a previous orthodoxy in which the goal of monetary and 
fiscal policy was to keep economic activity at the rate which produced 
full employment without inflation. This orthodoxy had no concern about 
whether any single or short series of budgets were in surplus or deficit. 
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However, the possibility of problems generated by a rising public debt over 
a longer period was acknowledged.

If a country’s public debt is held by its own citizens, the liability (to taxpayers) 
is balanced by the assets of those citizens who hold the debt. Nevertheless, 
the consequences for income distribution of a continually growing public 
debt may be important. In theory, these consequences could be overcome 
through taxation and other fiscal measures for redistribution—but, if the 
interest bill is large, this may not be feasible for political reasons. Even so, 
the widely cited rule that the budget should be balanced, not over a year but 
over the business cycle, is too strict, as it ignores the effects of inflation and 
economic growth. If nominal gross domestic product is growing, there can 
be a positive budget deficit on average over the business cycle without any 
upward trend in the ratio of public debt to gross domestic product. However, 
in the case of Australia, this discussion is purely academic, since our public 
debt, net of debt between different levels of government, is close to zero.

However, most academics and even many bureaucrats probably have 
long-run macro neoclassical theory (growth theory) in mind when assert-
ing that, in the long run, output, employment and unemployment are 
determined by supply-side factors, not due to a deficiency in demand, and 
cannot be reduced given the institutional structures of society. It is not 
possible to analyse the economic theory supporting this conclusion, since 
there is not any. Neoclassical growth theory just assumes full capacity of 
physical equipment and full employment. Solow states this unambiguously. 
Neoclassical growth theory, he says, supposes:

… the available supply of labour always to be fully employed and the exist-
ing stock of productive capital goods always to be fully utilized … This 
assumption of full utilization could better be made explicit by introduc-
ing a government that makes (useless) expenditure and levies (lump-sum) 
taxes in order to preserve full utilization but this is rarely done … Full 
employment/utilization is usually just assumed. [Solow 2000, 350.]

Moreover, in the following paragraph Solow makes an even more damaging 
statement as far as the conventional view of neoclassical growth theory is 
concerned:

The neoclassical model allows in one important effect for the interaction 
between fluctuations and growth: fluctuations will surely perturb the 
rate of investment and that will necessarily affect the path of potential 
output. [Solow 2000, 350.]

As Solow discusses later in his article, this is true of investment in human 
capital as well as investment in physical capital. In other words, if there is such 
a thing as a NAIRU, or a non-accelerating inflation rate of unemployment, 
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it is path determined and is smaller the greater the amount of government 
expenditure on physical and human capital.

This raises the issue of the relationship between unemployment and infla-
tion, or the Phillips curve. There is general agreement that at very high levels 
of unemployment, such as there are now, small to moderate changes in unem-
ployment have no effect on inflation. According to neoclassical economists, 
decreases in unemployment usually increase the rate of inflation in the short 
run.6 They hold that in the long run, the self-adjusting forces of a market 
economy will lead to market clearing in all markets, including the labour mar-
ket. In other words, the market will determine an ‘optimal’ level of employ-
ment at NAIRU. As a result, while the short-run Phillips curve is upwards 
sloping, the long-run Phillips curve is vertical at the NAIRU. If unemployment 
is kept below the NAIRU for any length of time, this will lead to accelerat-
ing inflation. Related to this is the belief in the neutrality of money, so that 
 monetary policy can have no long-run effect on the level of employment.

The rationale for the neoclassical view of the Phillips curve is that at the 
macro level employment and wages are determined in the labour market, 
where the wage rate is seen as the price which equates the demand and sup-
ply for labour. Assuming that demand and supply schedules behave in the 
conventional ways, a market clearing wage will be established, so that there 
would be no involuntary unemployment at that wage. Unemployment can 
only be the result of an impediment to the market mechanism, which pre-
vented the wage rate from adjusting to the equilibrium level. Such rigidities 
or wage stickiness are assumed to be only short-run phenomena, so that the 
labour market will always clear in the long run.

However, we deny the ability of markets always to clear so that there is no 
underutilisation of resources, and we assert that this is particularly the case 
in the labour market. It is not the wage rate which determines employment 
but, rather, the level of aggregate demand in the economy. There is nothing 
inherent in capitalist economies that inevitably pushes demand to the full 
employment level.7

Nevertheless, over the last 25 years, as the importance of the financial 
sector has grown, more emphasis has been put on keeping inflation low 
compared to keeping unemployment low. In a speech to the National Press 
Club, just before his retirement as Governor of the Reserve Bank, Bernie 
Fraser said that monetary policy was becoming the hostage of influential 
financial markets with a vested interest in making the Reserve Bank give 
greater weight to inflation than employment. He was quite explicit about 
the reason for this:

Most financial market participants rate low inflation ahead of the Reserve 
Bank’s other objectives. This reflects a number of factors but the financial 
harm that is done to the holders of bonds when inflation and interest 
rates rise is the main one. [Cleary 1996.]
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In Australia, and in many other countries, governments have defended 
a concentration on keeping inflation at a very low rate with the claim that 
high rates of inflation adversely affect longer-run growth in output and 
employment. There is no doubt that this is true for very high rates of infla-
tion, but there is substantial evidence that this is not the case when the rate 
of inflation is below, say, 10 per cent. Those who support fighting inflation 
as the overriding goal of macroeconomic policy claim the support of the cur-
rent dominant neoclassical school of thought in economics. Professor Robert 
Barro is one of the most respected members of this school. In a study of the 
experience of more than 100 countries over 30 years, Barro found that there 
was evidence of ‘causation from higher long-term inflation to reduced growth 
and investment’, but immediately commented that ‘it should be stressed that 
the clear evidence for the adverse effects of inflation comes from the experi-
ence of high inflation’ (Barro 1996, 168). The general tenor of Barro’s article 
suggests that he had inflation rates above 20 per cent a year in mind when 
he used the term ‘high’, although anyone less sympathetic to the argument 
that inflation has adverse effects on growth might maintain that his empiri-
cal work shows that ‘high’ should be taken to mean more than 50 per cent 
a year. Barro’s general result has been supported by  numerous other studies.

Many media commentators and some academics have countered the argu-
ment for a reduction in the priority given to fighting inflation with the 
claim that such a reduction runs the risk of making inflation harder to con-
tain, whereas pre-emptive interest rate rises add credibility to policy which 
lessens the risk of an increase in inflation. This is true, but the argument 
is completely symmetrical with respect to unemployment. Pre-emptive 
expansionary policy to increase employment equally lessens the risk of an 
increase in unemployment. In the Australian case, this is illustrated by the 
experience of the 25 years following the Second World War. No one doubted 
the commitment of successive governments to maintaining full employ-
ment. Both monetary and fiscal policy reacted quickly to the first signs of 
any looming decline in the rate of economic growth and minimised depar-
tures from full employment growth. The most spectacular example was the 
1952 recession precipitated by the virtual halving of the price of wool that 
occurred as a result of the cessation of hostilities in the Korean War. The 
value of wool exports fell by about a half, while that of all other exports 
increased slightly. Real gross national product declined by over 10 per cent 
in 1951/52, but aggressive monetary and fiscal policy halted the fall after 
that one year. Unemployment rose in 1952/53, but by a relatively small 
amount and the rise did not last long.

13.6 Conclusion

The right ‘to free choice of employment, to just and favourable conditions 
of work and to protection against unemployment’ is one of the most basic 
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human rights. As Sen (2009) points out, unemployment that is not short 
run has debilitating effects on many aspects of people’s lives, including both 
psychological and physical health. As the effects of the global financial crisis 
initially increased unemployment in Australia, and most other countries are 
still faced with very high levels of unemployment, the right to employment 
is more important than ever.

We have argued that even in current economic circumstances, the right 
to ‘just and favourable conditions of work’ is also important. The thesis that 
improvements in working conditions will lead to significant increases in 
unemployment has been shown to depend more on ideology than empirical 
evidence. It is true that, if the global financial crisis produces a worldwide 
depression as severe as that in the first half of the 1930s, this empirical 
evidence may not be relevant, since it depends on data gathered in the post-
World War II period, when there were severe recessions but no full-scale 
depression. However, we argue that if OECD countries pursue appropriate 
policies, the current crisis will not slide into a genuine depression. In a 
longer-run context, the rhetoric of the Commonwealth government is not so 
 helpful. In seeking to maintain a reputation as a sound economic manager, 
our government suggests that in the longer run it will follow a course of action 
that is counterproductive. It argues that, unlike other sectors in the economy, 
governments should not borrow to invest in assets which will produce a flow 
of services, or income, for years to come. The government’s focus on repaying 
in the future money borrowed now is likely to cut short the fall in unemploy-
ment before Australia reaches full employment as we have defined it and as is 
clearly implied in the Universal Declaration of Human Rights.

What we advocate is not pie in the sky. It has been achieved in the past—
for example, in the first 30 years after World War II. Australians have the right 
to live in an economy that achieves this again. There will still be involuntary 
unemployment from time to time. Modern capitalism has had recessions 
throughout its history, and this is unlikely to change. However, appropri-
ate policies can make involuntary unemployment short-lived. Anything 
else is a denial of a fundamental human right to hundreds of thousands of 
Australians. 

Notes

1. The article began as a study in much greater depth of the issues explored in the 
authors’ chapters in Bromberg and Irving (2007), after Hancock pointed out the 
need for this in his review of that book in the April 2008 issue of this journal 
(Hancock 2008, 232). However, those chapters were written before September 
2007, and the need became apparent to give much more emphasis to the policies 
required to restore full employment.

2. Quoted in Bamber and Russell 2007.
3. That is, unless the state is committed to act as an employer of the last resort; see, 

for example, Burgess and Mitchell 1998.
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4 See, for example, Kriesler and Lavoie 2005; 2007.
5 See also Kalecki 1939.
6. The short-run trade-offs between unemployment and inflation, which underlie 

this view of the Phillips curve, often do not work for a number of reasons. In 
particular, if prices are set on a cost-plus-mark-up model and there are constant 
or decreasing costs, there is no need for increased output to be associated with 
increased prices up to the level of full employment or full capacity utilisation.

7. These insights are associated with the work of Keynes and Kalecki. Many econo-
mists reject the vertical long-run Phillips curve, some even arguing that it may be 
horizontal. See, for example, Kriesler and Lavoie 2005; 2007.
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14
Minimum Wages, Unions, 
the Economy and Society
J. W. Nevile and Peter Kriesler

One of the characteristics of the WorkChoices legislation introduced by the 
Howard government was the anti-union bias that permeated it. Some argue that 
this is appropriate because unions increase minimum wages, and economic theory 
shows that this will decrease employment and hence output. The Rudd government 
has signalled that it intends changing this anti-union bias, while at the same time 
restoring the role and coverage of minimum wages. This paper examines the argu-
ments around these issues and concludes that neither side of the economic theory 
debate has delivered a knockout blow. The theoretical analysis is followed by a 
section looking at empirical evidence on the effects of deregulating labour markets. 
Again there is not complete consensus among the economics profession. However, 
both sides of the debate on the effects of labour market deregulation agree that 
strong minimum wage legislation does signifi cantly reduce earnings inequality by 
increasing earnings at the bottom end of the distribution. The paper concludes that 
the increase in inequality consequent on labour market deregulation has adverse 
effects on the economy in the short run and disturbing longer run effects on society.

14.1 Introduction

One of the most obvious characteristics of the WorkChoices legislation 
enacted by the Howard government, but an aspect underplayed in the media 
and in the 2007 election debate between political leaders, was its profoundly 
anti-union bias. A few of the more thoughtful journalists commented on it 
(for example, Ross Gittins, Sydney Morning Herald, 21 November 2005). The 
ALP and even the ACTU preferred to highlight the effects of WorkChoices 
on individuals, often through stories about actual individuals who had 
been treated particularly harshly by employers. After the election, the Rudd 
government signalled important changes to the WorkChoices legislation, 

Revised from Economic and Labour Relations Review, 19(1): 25–38, 2008, ‘Minimum 
Wages, Unions, the Economy and Society,’ by Nevile, J. W. and Kriesler, P. With kind 
permission from SAGE Publications. All rights reserved.
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under the label of Forward with Fairness.1 The foreshadowed legislation 
includes provisions restoring the importance of collective bargaining, as 
well as restoring minimum protections in the form of National Employment 
Standards over a wider range of employment conditions than those covered 
by WorkChoices. Importantly, the proposed legislation will extend both the 
coverage of minimum wages, and also widen the range of factors which the 
new Minimum Wages Panel can consider in reaching wage decisions.

This Chapter maintains that while there may be some room for argument, 
though not much, about the effect of anti-union bias on the economy, 
which almost certainly will be adverse, there is no room at all for argument 
about the longer run effect on society which will be seriously detrimental 
due to the increasing inequality in income and wealth.

Another major change discussed by the Rudd government, as a departure 
from WorkChoices, is the role of collective bargaining. Under WorkChoices 
there was no requirement for employers to bargain collectively. Employers 
were free to bargain collectively with unions or other representatives of 
workers and many did. However, an employer was free to decline to bargain 
collectively with his or her employees. Such legal provisions ‘effectively 
deny workers on AWAs the choice of participating in collective bargain-
ing, thus undermining their fundamental right of freedom of association’ 
(McCallum, Chin and Gooley 2007: 102). Perhaps the best insight into the 
Howard government’s attitude towards unions was given by the disparate 
treatment accorded to small businesses and unions. The Coalition recog-
nised that small business may have little or no bargaining power and little 
influence on prices and other conditions of supply of goods and services. 
It therefore legislated to allow small businesses to notify the Australian 
Competition and Consumer Commission (ACCC) that they wish to bar-
gain collectively, and even hold a collective boycott if appropriate, and the 
ACCC was allowed to assess such notification (Australian Competition and 
Consumer Commission 2007). The Trade Practices Act does not deal with 
employer/employee collective bargaining as this is regulated under indus-
trial and workplace relations legislation. However, employees have had no 
legal way of bargaining collectively if their employer has declined to do so. 
The Coalition accepted, for example, that experienced farmers should be 
able to bargain collectively with buyers of their produce, but denied a super-
market employee, even a teenager from a non-English speaking background, 
any similar right with respect to wages.2

The new workplace relations system which the Rudd government is hop-
ing to implement restores the role of collective bargaining, particularly at 
the enterprise level. Employees will have a right to appoint a bargaining 
representative, which includes unions. In other words, employers will no 
longer have the right to refuse to bargain collectively with their employees.3

In order to evaluate the proposed changes to the workplace relations 
system, it is important to realise that WorkChoices has been defended with 
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the argument that economic theory shows that if it is successful in keep-
ing down wage rates at least at the lower end of the scale, then this will 
increase employment there and hence output. However, economic theory 
does no such thing. The following section of the paper examines this claim 
in detail and concludes that neither side of the economic theory debate 
has delivered a knockout blow on the role of minimum wage legislation, 
though many economists, including the present authors, award a victory on 
points to those who argue that the effects of the proposed Rudd government 
changes, on the total number of persons employed and on aggregate output, 
are less likely to be adverse than the effects of WorkChoices. The theoretical 
analysis is followed by a section looking at empirical evidence on the effects 
of deregulating labour markets, drawing on both Australian and overseas 
experience. Again there is not complete consensus among the profession, 
though many labour market analysts would agree that this is not surprising 
as the result of labour market deregulation depends on institutional and 
wider cultural factors. However, both sides of the debate over the effects of 
labour market deregulation agree that strong minimum wage legislation, 
of the kind the Rudd government wishes to implement, does significantly 
reduce earnings inequality by increasing earnings at the bottom end of the 
distribution. In our conclusion we argue that the increase in inequality con-
sequent on labour market deregulation has adverse effects on the economy 
in the short run and disturbing longer run effects on society.

14.2 Theoretical Arguments

Typically, in the literature, unions are seen as keeping wages from falling 
while maintaining them at levels higher than they otherwise would be at, 
as well as being concerned with working conditions which may raise labour 
costs as well as productivity. In this section we evaluate the theoretical case 
for and against wage flexibility and lower wages as an effect of labour market 
deregulation.

The main rationale for the link between flexible wages and employment 
comes from the analysis of a firm in a perfectly competitive industry. Under 
these conditions, firms will produce a profit maximising output by equating 
marginal cost and marginal revenue. As perfectly competitive firms face an 
infinitely elastic labour supply curve, the marginal cost of hiring an extra 
worker is simply the wage, while the marginal revenue is the value of the 
worker’s marginal product.

This assumes that firms can simply hire as much labour as they want 
without affecting the price of labour. However, firms which are large rela-
tive to the size of the labour market for the types of workers they hire may 
not be price takers with respect to labour. These firms have market power 
in the labour market. Under these conditions, they face an upward sloping 
supply curve for labour, and so must increase the wage offer in order to hire 



Minimum Wages, Unions, the Economy and Society  191

additional labour. Unless the firm discriminates, this higher wage must be 
paid to all workers, not just the last one employed. As a result, it follows 
that the marginal cost which these firms face for each extra unit of labour 
is greater than the wage rate. That cost, the marginal factor cost, is defined 
as the variation in the firm’s total cost of labour of employing an extra unit. 
The marginal factor cost curve lies above the supply curve for labour because 
the cost of hiring an extra worker is higher than the wage paid to the mar-
ginal worker, as it includes the increase in the wage bill due to the higher 
wage paid to all the previously employed workers.

The profit maximising output occurs when the firm equates marginal fac-
tor cost with marginal revenue product, ie, the cost of hiring an extra worker 
with the addition to total revenue which that worker brings to the firm. The 
demand curve for labour slopes downward due to the assumption that the 
marginal product of labour decreases with increased output. In Figure 14.1, 
this generates a level of employment 0L*. The wage rate corresponding to 
that level of employment is derived from the supply of labour curve, and 
is W*. This can be compared with the competitive level of employment, Lc 
and wage rate Wc obtained from the intersection of the supply and demand 
curve.
In this particular situation, a minimum wage set between the competitive 
wage (Wc) and the monopolistic wage (W*) will both increase wages AND 
increase employment.

In other words, what we have seen is that, even at the microeconomic 
level, neoclassical theory accepts that, once we are outside the world of 

Figure 14.1 The profit maximising wage and employment levels for a firm with 
market power
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perfect competition, minimum wages can increase employment. So, once 
we leave the world of perfect competition, the argument that a reduction in 
wages will always be employment creating needs to be modified.

At the macro level, according to the conventional wisdom, employment 
and wages are determined in the economy wide labour market, where the 
wage rate is seen as the price which equates the demand and supply for 
labour. Assuming that demand and supply schedules behave in the conven-
tional ways, a market clearing wage will be established, so that there would 
be no involuntary unemployment at that wage.4 Unemployment can only 
be the result of an impediment to the market mechanism, which prevented 
the wage rate from adjusting to the equilibrium level. This is represented in 
Figure 14.2.

In Figure 14.2, W is the wage rate, and N the number of workers. SS, the 
supply of labour is represented as an increasing function of the wage rate, 
while DD, its demand, is a decreasing one. At the equilibrium wage rate of 
We, Ne is the quantity of labour both supplied and demanded, so that the 
labour market clears and there is no unemployment. If, for some reason 

Figure 14.2 Employment, wages and the labour market



Minimum Wages, Unions, the Economy and Society  193

such as minimum wage legislation or union activity, the wage rate is not 
allowed to adjust, so that it cannot fall below W1, then the demand for 
labour will be Nd1 while its supply will be Ns1 The difference between these 
represents an excess supply of labour, or, in other words, unemployment. 
The labour market is seen as guaranteeing full employment, unless there are 
rigidities in the wage rate. Only in that event is there a role for government. 
For neoclassical economists, the role of government is limited to trying to 
eliminate the rigidity, although, especially after the work of Keynes there 
were alternate suggestions that the government may attempt to increase the 
demand for labour.

Keynes, in 1936, published The General Theory of Employment, Interest and 
Money, in which he was extremely critical of this explanation, and proposed 
an alternative account of the determinates of employment. Keynes’ main 
criticism was in terms of the fallacy of composition. In other words, he 
argued that the neoclassical macro story incorrectly extended results to the 
economy as a whole which were only true for individual firms or industries. 
In particular, with respect to the labour market, Keynes argued that, while 
it was true that a reduction in the wage rate would increase an individual 
firm’s demand for labour, this was not true of a general reduction in wage 
rates. The reason for this is that when we are considering an individual 
firm, it is reasonable to assume that it can reduce wages while the level of 
aggregate demand in the economy as a whole, and hence demand for their 
product, remains unchanged. However, if all wages fall, then the level of 
aggregate demand will also fall, and this will reduce employment or, at best, 
leave it unchanged. Keynes also argued that neoclassical theory is incorrect 
in portraying labour as bargaining for a real wage. Rather, the labour market 
bargain only determines the money wage. In other words, Keynes denied 
the quantity theory of money, maintaining that real wages are determined 
in the goods market where prices are determined.

It is not the wage rate, according to Keynes, which determines the level of 
employment, but rather the level of effective demand. Effective demand is 
determined by the sum of consumption demand, investment demand, net 
government demand and net international demand.

Keynes’ central message was that there was no mechanism in a capitalist 
economy which could guarantee full employment. He explicitly rejected 
flexible wages as a solution, because he believed that the main cause of 
unemployment was insufficient effective demand, and a reduction in wages 
would not increase that demand.

Heterodox economists have developed Keynes’ insights5 and shown that 
wage flexibility is not an important factor in the determination of employ-
ment. They stress the dual role of wages as both a cost to the employer 
(and so increases are likely to reduce employment) and an income for the 
employee, and, therefore a source for their spending and demand (and 
so increases are likely to increase employment). As a result, there is no 
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determinate relation between wage rates and the level of employment, as 
this will depend on a number of factors, including the state of the economy 
(Seccareccia 1991).

14.3 Empirical Evidence

Those wishing to restrict the influence of unions usually justify this stance 
by two claims: first that by raising wage costs unions reduce employment; 
and second that employment is also reduced by union support for security 
of employment.6 Empirical evidence, both overseas and in Australia, pro-
vides little support for the proposition that unions by raising minimum 
wage rates above the market clearing level (where demand equals supply) 
increase unemployment and reduce output. There has been a long and 
acrimonious debate among labour economists about the effects of raising 
the minimum level of wages on employment. In the thirty years to 1980 a 
substantial number of studies were made of the effects of changes in wage 
rates, especially minimum wage rates, on the level of employment. A survey 
in the Journal of Economic Literature by Brown, Gilroy and Kohen (1982) 
concluded that:

Time series studies typically find that a 10 per cent increase in the mini-
mum wage reduces teenage employment by one to three per cent. … 
We believe that the lower half of that range is to be preferred; to the 
extent that differences in results can be attributed to differences in the 
specifications chosen, the better choices seem to produce estimates at 
the lower end of the range. … Cross-section studies of the effect on 
teenage employment produce a wider range of estimated impacts … but 
estimates of 0 to .76 percentage points are most plausible.

The effect of the minimum wage on young adult (20–24 years) employ-
ment is negative and smaller than that for teenage employment. This 
conclusion rests on much less evidence than is available for those 16–19 
years. The direction of the effect on adult employment is uncertain in the 
empirical work, as it is in the theory. (p. 524)

Various studies suggest that when minimum wages are increased, one effect 
is that adult employment increases at the expense of teenage employment.7 
To the extent that this is the case, the studies of teenager employment will 
overstate the elasticity of demand for labour as a whole.

In the 1980s there were fewer studies, but the pattern was for estimated 
effects of a rise in the minimum wage to be the same or smaller than those 
summarised by Brown, Gilroy and Kohen in the above quotation.8

The 1990s saw an increase in the number of studies published, most of 
which suggested that, if anything, the Brown, Gilroy and Kohen summary 
overestimated the effects on employment of a rise in the minimum wage. 
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The most influential studies occurred in the context of a controversy 
between Neumark and Wascher, and Card and Kreuger. Neumark and 
Wascher (1992) used panel data on US state minimum wage laws and found 
that the effects of these laws on employment depend heavily on the exact 
specification of the estimating equation. In their preferred specification a 
10 per cent increase in the minimum wage caused a decline of one to two 
per cent in employment of teenagers and young adults.

A whole series of United States studies by Card and Kreuger found that 
raising the minimum wage increased employment rather than reducing it, 
although in only two studies out of seven was the increase in employment 
statistically significant at the 5 per cent level.9 However, to quote Card and 
Kreuger themselves,

the results are uniformly positive and relatively precisely estimated. We 
find zero or positive employment effects for different groups of low-wage 
workers in different time periods, and in a variety of regions of the coun-
try. The weight of this evidence suggests that it is very unlikely that the 
minimum wage has a large negative employment effect. (1995: 390)

This provoked a counter study by Neumark and Wascher using data supplied 
by a quasi lobby group—the Employment Policies Institute. They found 
that employment had fallen in New Jersey fast food restaurants, although 
the fall was only weakly significant by the usual statistical criteria. However, 
Neumark and Wascher (1995) acknowledged that the Employment Policies 
Institute had ‘a stake in the outcome of the debate’ (p. 5). They undertook 
another study collecting additional data of their own. When they combined 
the two sets of data the rise in the minimum wage was followed by a fall in 
employment which was significant at the 5 per cent level. Their own data 
gave results which were not statistically significantly different from those of 
Card and Kreuger. Arguments for and against Card and Kreuger’s position 
were not confined to the original participants and became very acrimoni-
ous, to say the least,10 but those arguing that the elasticity was negative not 
positive never argued that it was large. The passion was over the sign of the 
elasticity.

A similar argument applies to reducing wages by abolishing loadings and 
penalty rates, as long as the discussion is confined to wages and employ-
ment of relatively low paid workers as occurred under WorkChoices. Loadings 
paid to those with medium to high levels of wages are another matter, and 
not much empirical work has been done on this.

The studies so far discussed were mostly undertaken at the firm or indus-
try level. Another set of studies was prompted by the OECD (1994) study 
called Jobs Study. This study made ten recommendations about changes 
in institutions and policies in order to reduce unemployment. Six were 
easy for economists of a wide range of persuasions to accept. Three of the 



196  J. W. Nevile and Peter Kriesler

others—increased flexibility of working hours, reforming (i.e. reducing) 
employment security provisions and allowing more flexibility in wages and 
other labour costs (so that they could be reduced overall)—are things that 
unions would normally oppose. The final one related to unemployment 
benefits. Studies supporting or opposing these OECD recommendations 
look at the issue at a macro level and by and large used cross country com-
parisons. The evidence from some of the studies supports the view that the 
effects of raising wage costs on the level of unemployment are significant 
but other studies suggest the opposite. Freeman (2005) suggests two reasons 
for this inconclusive result:

The first reason is that many adherents to the claim [that unions and 
other labour market institutions reduce employment] hold strong priors 
that labour markets operate nearly perfectly in the absence of institutions 
and let their priors dictate their modelling choices and interpretation of 
empirical results. The second reason is that the cross-country aggregate 
data at issue is weak — too weak to decisively reject strong prior views or 
to convince those with weaker priors. (p. 2)

Notice that Freeman judges that it is ‘priors’, or ideology, that underpin the 
conclusions supporting the OECD view, not the empirical evidence taken 
by itself.

Before leaving the effects of wage rates on employment it is perhaps 
appropriate to look at an Australian study made in response to the OECD 
Jobs Study. Debelle and Vickery (1998) provided the basis for the elasticity of 
demand used in a high profile policy proposal made by five economists to 
the former Prime Minister11 made in 1998. This proposal used an elasticity 
of demand for labour of around –1. However, a careful reading of Debelle 
and Vickery shows that their empirical work does not lead to this conclu-
sion. Debelle and Vickery argue that reducing real wage rates may increase 
employment, and reduce unemployment, in two ways. The first is through 
the substitution of labour for capital (with no change in output). The sec-
ond they call the scale effect. It is a further possible effect which occurs if 
reducing real wages increases output. All the empirical research of Debelle 
and Vickery is into the first of these effects. They explicitly state that they 
do not know the size of the scale effect or even if it is positive. They make 
two assumptions. One is that there is no effect on output; an assumption 
they think is at the bottom end of the range. The second is one at the other 
end of the range, that output increases by so much that the final increase in 
employment is 2.4 times as large as that occurring just through the substitu-
tion of labour for capital with no change in output. It is results based on the 
second of these assumptions that the five economists use. They completely 
ignore results based on the first. Since Debelle and Vickery put in the too 
hard basket the task of estimating the effect of economy-wide wage changes 
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on employment and output—a decision that may well have been wise—
their study does not add to the empirical evidence on this issue despite the 
appeal to it by the five economists.

Freeman’s conclusion that there is no robust evidence suggesting that 
high wage rates overall reduce employment remains, a fact admitted by the 
OECD (2004) who state that: ‘The evidence is somewhat fragile overall and 
highlights the complexity of wage-setting institutions in OECD countries 
and their implications for economic performance’ (p. 165).

As we saw above, the OECD Jobs Study also opposed Employment 
Protection Legislation (EPL) in general. However, after strong theoretical and 
empirical criticism, it has recently reversed its position. In 2004 the OECD 
Employment Outlook stated that:

The net impact of EPL on aggregate unemployment is therefore ambiguous 
a priori, and can only be resolved by empirical investigation. However, the 
numerous empirical studies of this issue lead to conflicting results, and 
moreover their robustness has been questioned. (OECD 2004: 63, italics 
in original)

and:

The impact of EPL on overall employment and unemployment rates is 
ambiguous …. Overall, theoretical analysis does not provide clear-cut 
answers as to the effect of employment protection on overall unemploy-
ment and employment. … no clear association can be detected between 
EPL and unemployment rates. (OECD 2004: 80)

Freeman (2000) summarises very succinctly the reasons for this retraction:

The OECD Jobs Study came down strongly in favour of deregulation 
and active labour market policies, but succeeding analyses by the OECD 
have highlighted the weakness of that case. Countries with very different 
 regulatory practices and policies have surprisingly similar outcomes. (p. 8)

There is now strong evidence suggesting that deregulation of labour mar-
kets and the related increased labour market flexibility is not associated 
to any significant extent with increased levels of employment or falling 
 unemployment. The OECD (2004) itself has commented:

High union density and bargaining coverage, and the centralisation/co-ordination 
of wage bargaining tend to go hand-in-hand with lower overall wage inequality. 
There is also some, albeit weaker, evidence that these facets of  collective 
bargaining are positively associated with the relative wages of youths, 
older workers and women. On the other hand … [our study] does not 
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find much evidence that employment of these groups is adversely 
affected. No robust associations are evident between the indicators of wage 
bargaining developed in this chapter and either the growth rate of aggregate real 
wages or non-wage outcomes, including unemployment rates. (p. 130, italics 
in original).

and:

The …. analysis confirms one robust relationship between the organisa-
tion of collective bargaining and labour market outcomes, namely, that 
overall earnings dispersion tends to fall as union density and bargaining 
coverage and centralisation/co-ordination increase. It follows that equity 
effects need to be considered carefully when assessing policy guidelines 
related to wage-setting institutions. (p. 166).

The World Bank, traditionally a member of the Washington consensus, has 
gone much further not only confirming the effects of unions in reducing 
inequality but also affirming that they can improve macro economic out-
comes. ‘At the macroeconomic level, high unionisation rates lead to lower 
inequality of earnings and can improve economic performance (in the form 
of lower unemployment and inflation, higher productivity and speedier 
adjustment to shocks)’ (World Bank 2003). The reduction in inequality itself 
plays a large part in bringing these and other benefits to the economy. It is 
reasonable to suppose, and the empirical evidence confirms, that workers 
‘care’ about just conditions and equity, and they react adversely to perceived 
unfairness and inequality. In addition, there is evidence of a link between 
better employment rights and improving economic performance through 
improvements in labour productivity associated with better education and 
skill acquisition—and in increased FDI, among other factors.

14.4 Conclusion

The anti-union bias of WorkChoices was rationalised on the grounds that 
unionism is inimical to growth in employment and output. This paper has 
shown that, not only are there no rigorous theoretical justifications for the 
ideas underpinning that view but that the evidence supports the oppo-
site position—that unions are associated with improvements in working 
conditions, which both are important in their own right, and also have a 
positive impact on productivity. There is no robust theoretical or empirical 
evidence to support the claims of supporters of the anti-union bias, sug-
gesting that the support for this view is strongly ideological. We consider 
one of the main results of union activity to be higher minimum wages. 
There is considerable empirical evidence showing that higher minimum 
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wage rates, in the range experienced in Western economies, only have a 
very small effect on employment. In any case, there is no consensus about 
the direction of any change in employment following a rise in minimum 
wage rates. What there is consensus about is that reducing minimum wages 
will increase inequity of earnings, which may have further undesirable 
social effects. This suggest that there will be positive effects on the economy 
from the Rudd government’s proposed modifications to the industrial 
 relations laws.

Concerns about the effect of inequality on individuals usually concentrate 
on those at the bottom end of the range. The same is often true with the 
effects of inequality on society more generally. Low income people may turn 
to crime if their income is inadequate to enable meaningful participation 
in society. Increases in income inequality may reduce productivity. This is 
particularly the case as empirical evidence suggests that workers care about 
social justice and that their incentive to work is influenced by their percep-
tion of how they are being treated. Also, casualisation is likely to reduce 
the commitment of workers to firms and hence reduce motivation and 
productivity. Very rapid increases in inequality, such as have occurred in 
Australia and the United States over the last decade or so, may reduce social 
capital more generally. In the extreme case financial inequality can greatly 
reduce democracy if that is defined as one person one vote and the con-
cept of voting includes having significant power in choosing governments. 
Voting is not done in a vacuum. Voters are influenced by advertising but 
also by arguments. The richer one is, the more one can spend on advertising 
and on placing one’s arguments before thoughtful voters who want more 
rigorous arguments than those incorporated into advertisements. But the 
problem goes even deeper than this. Those who are very rich can sometimes 
ensure that the generally accepted beliefs in the community are those which 
 further their particular interests.

To sum up, above a certain level as inequality grows the inequality itself 
acts against economic efficiency and a healthy society. The size of the gap 
between the rich and the poor is important as well as the absolute level of 
the income of the poor. In the longer run and in the bigger picture the most 
important contribution of unions may well be moderating the size of this 
gap. As a result, the paper supports the view that the changes proposed by 
the Rudd government under the head of Forward with Fairness are likely to 
lead, at the very least to increased equality with no impact on employment 
and output, though it is likely that these will also improve.

Notes

1. Some of the key elements of the government’s plans are documented at the Forward 
with Fairness website: http://www.workplace.gov.au/workplace/Publications/
PolicyReviews/ForwardwithFairness/.
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 2. This issue is discussed in by Joe Isaac in a symposium ‘Collective bargaining 
under trade practices law’.

 3. The importance of collective bargaining in any new industrial relations legislation 
is supported by Hancock (2008) and McCallum (2008).

 4. This required that, for both schedules, if the income effect was of the opposite 
sign to the substitution effect, its absolute value was smaller.

 5. These were simultaneously ‘discovered’ by Kalecki, who has also been an important 
influence in the heterodox tradition. See Kriesler (1997, 2002).

 6. See for example Business Council of Australia (2007).
 7. See for example Bureau of Labour Market Research (1983).
 8. See for example Solon (1985), Swidinsky (1980) and Kaufman (1989).
 9. Some of these studies were done separately and some together. Laurence Katz was 

co-author of two of the articles describing them. They are all set out in detail in 
Card and Krueger (1995).

10. See Blinder 1996 for a description and evaluation of the controversy between 
Card and Kreuger and Neumark and Wascher.

11. For details of the proposal see Dawkins (1999).
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15
Full Employment, a Neglected, 
but Indispensable and Feasible 
Human Right
J. W. Nevile and Peter Kriesler

Human rights are the foundation of human existence and coexistence. Human 
rights are universal, indivisible and interdependent. Human rights are what 
make us human. They are the principles by which we create the sacred home for 
human dignity. [Message by Kofi  Annan, Secretary-General of the United Nations, 
on the fi ftieth anniversary year of the Universal Declaration of Human Rights 
10 December 1997]

15.1 Introduction

December 10 1998 was the fiftieth anniversary of the Universal Declaration 
of Human Rights. This Covenant of the United Nations was a direct result 
of the atrocities committed during the two world wars. It has provided the 
starting point for most discussion of human rights issues for this century.

Within this context, it is appropriate to be discussing the issue of the right 
to employment, as, despite the fact that a later Covenant specifically dealt 
with economic rights, it was deemed sufficiently important to be incorpo-
rated in that original covenant, alongside an important right to economic 
well being:

Article 23: Everyone has the right to work, to free choice of employ-
ment, to just and favourable conditions of work and to protection 
against unemployment. …. Everyone who works has the right to just and 
favourable remuneration ensuring for himself and his family an exist-
ence  worthy of human dignity and supplemented, if necessary, by other 
means of social protection.

Revised from Economic and Labour Relations Review, Supplement to 11: 117–136, 1998, 
‘Full Employment, a Neglected, but Indispensable and Feasible Human Right,’ by 
Nevile, J. W. and Kriesler, P. With kind permission from SAGE Publications. All rights 
reserved.

202



Full Employment, a Neglected, but Indispensable and Feasible Human Right  203

Article 25: Everyone has the right to a standard of living adequate for the 
health and well-being of himself and of his family.

In other words, the right to work was seen as one of the fundamental 
rights, incorporated into the document which defined the Human Rights 
Agenda for the Twentieth Century. As such, as indicated in the quote at the 
beginning of this chapter, it was seen, by the international community, as 
an essential element of human existence and coexistence, part of what it 
means to be human.

The importance of these rights was further highlighted by the United 
Nations Covenant on Economic Social and Cultural Rights which was rati-
fied by Australia in December 1975, and came into force generally the fol-
lowing month, and in Australia on 10 March 1976. The Covenant articulated 
specific rights, the most fundamental of which are argued to be the right to 
a basic standard of living and the right to freedom from hunger. It includes 
recognition of economic rights such as the right to “the highest attainable 
standard of physical and mental health” [Article 12]; “the right of everyone 
to education” [Article 13]. The right to work is enshrined in Article 6:

The State Parties to the present Covenant recognize the right to work, 
which includes the rights of everyone to the opportunity to gain his liv-
ing by work which he freely chooses or accepts, and will take appropriate 
steps to safeguard this right.

In other words, the right to work in the form of some commitment 
to full employment is regarded as one of the most fundamental human 
and economic rights. This, of course, was acknowledged in most Western 
countries with the post war consensus built on a belief in full employment. 
In the United Kingdom and in Australia, these beliefs were manifest in 
White Papers in 1944 and 1945 respectively, while the United States passed 
the Employment Act in 1946.

In any case, given Australia’s legal commitment to both of these United 
Nations Covenants, the importance of a commitment to full employment 
is obvious.

This commitment to full employment lasted until the early 1970s. Then, 
as the result of inflationary and international pressures governments 
changed the focus of their policies to concentrate on fighting inflation first. 
Full employment ceased to be the major aim of economic policy, replaced 
by the perceived need to fight inflation and current account problems. In 
a very real sense, jobs were sacrificed on the altar of anti-inflation policy.

This state of affairs has continued up to the present day. The elimination 
of unemployment has ceased to be the major imperative of governments, as 
a result of which unemployment has remained at unacceptably high levels 
for well over two decades, and indications are that it will continue to do so.
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Without question the existence of unemployment indicates a denial of 
the rights of the unemployed, not just the right to employment, but also 
to a variety of other rights which depend of employment. As mentioned 
above, both the Universal Declaration of Human Rights, and the Covenant 
on Economic Social and Cultural Rights proclaimed other fundamental 
rights, which are closely linked to unemployment. In particular, the right of 
people to live in safe environments, and the right to high levels of mental 
and physical health are both threatened by the existence of unemployment. 
As is argued in the next section, there are strong links between unemploy-
ment and crime; and between unemployment and poor mental and physi-
cal health. In other words, when people’s right to full employment is not 
 fulfilled, then other fundamental rights are also severely constrained.1

A fundamental question which needs to be addressed is why this situation 
is tolerated. Given that government economic policy could significantly 
reduce unemployment, the question is, why don’t they do so? There are, 
we believe, two main reasons which are used to justify this neglect.2 Firstly, 
the benefits of reducing unemployment are underestimated because the 
costs to the individual and to society of violation of this fundamental right 
are severely underestimated. This is because economists concentrate on the 
opportunity cost mainly in terms of lost output and social security payments. 
However, this ignores all the other costs associated with unemployment, many 
of which are only just being uncovered.3 The next section will consider the 
additional costs of unemployment by examining the impact of unemploy-
ment on social relations and health. Secondly, the costs and difficulty of 
reducing unemployment are severely overestimated. It is often argued that 
higher unemployment is the price which must be paid to prevent either 
higher inflation or worsening current account deficits. It should be noted 
that neither of these provide binding long-term constraints, and, in any 
case, it is not clear that the costs of higher inflation are worse than those 
of higher unemployment. The third section of the chapter will evaluate the 
feasibility of achieving full employment, considering both inflation and 
the current account as constraints on employment creation. Those econo-
mists who believe in the “natural rate of unemployment” would argue that 
attempts to reduce unemployment below the natural rate are self-defeating. 
Some would add, that since we do not know, at any point of time, what 
the natural rate is, then it is best to learn to live with whatever level of 
unemployment we happen to have. These propositions are also considered 
in section 3. Finally, the feasibility of full employment in Australia will be 
analysed by way of a suggested policy package in section 4.

15.2 Employment as a Human Right

It is important to realize that the significance of employment in modern 
societies is not limited, as most economists suggest, simply to its role in the 
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derivation of income. In most cases, economics treats work as a disutility 
necessary to generate income. However, this loses sight of the role that a 
person’s job gives them in defining their place in society as well as giving 
access to resources which influence not only their immediate needs, but also 
that of their families. In other words, a person’s job and the entitlements 
associated with it help define the range of most choices open to them and 
to their family. Of vital importance is the link between a large array of socio-
economic factors, such as crime, health and education with employment 
and reasonable income levels. This relates to stress and feelings of social 
exclusion associated with the state of unemployment. Indeed many other 
human rights are profoundly influenced by employment considerations.

Employment is a “human right” in the sense identified by Secretary-
General Annan at the beginning of the chapter, it defines people and is an 
essential part of their dignity:

It is also the case that work establishes a right to respect, to a feeling of 
self-worth and some argue to an identity. ….. The question ‘What do you 
do?’ is often asked when people meet for the first time as is well under-
stood in our culture to refer to work – to an occupation. From the answer 
we learn what level of income they are likely to earn. What kind of house 
they live in, what type of school their children attend and so on .... Work 
is central to our material existence, to our place in the world and in fact 
to every aspect of human life. [Allen 1997: 54–55,64]

As well as being an important right, per se, employment has profound effects 
on other rights. In other words, where people’s rights to employment have 
been infringed, it is likely that some other basic right is also being transgressed. 
Two human rights which are particularly closely linked to employment are the 
right to adequate health and well being, and the right to live in a safe environ-
ment. Both of these are threatened by the existence of unemployment, which 
is associated with increases in health problems and with increased criminal 
activity; both crimes against the person and against property.

The relationship between employment and the income streams it generates 
and health problems has been well documented:

The mounting scientific evidence ... all points to a better health status 
for those who earn more, know more, or have more power. [Gunning-
Schepers quoted in Whitehead 1993: 3]

[F]indings indicate that wealthier people not only live longer but 
also spend a significantly smaller proportion of their life disabled. 
[Whitehead 1993:3]

Whitehead (1993) gives strong evidence to demonstrate that a range of 
physical and mental conditions are strongly related to differences in income 
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and wealth, and that “the chance of achieving and maintaining good 
health” is unevenly distributed in the population, basically being determined 
by socio-economic factors.

Further research by Wilkinson, on cross country analysis indicates that 
the relationship between GDP per capita and indicators of health such as life 
expectancy is strongest when considering “poorer third world countries”. 
For these, there is a strong relationship between the two. However, for the 
richer developed countries, the relationship appears to be much weaker. 
Increased GDP per capita has little influence on average life expectancy. 
“The correlation between them is almost non-existent.” [Wilkinson 1993: 7] 
Instead, what seems to be a more important determinant of health status 
in developed countries is relative income. Evidence suggests a strong rela-
tionship between health indicators, including life expectancy and income 
distribution. There is a “clear tendency for life expectancy to be better 
when income distribution is more egalitarian. ... [T]he income share going 
to the whole of the bottom half of the population .. seems to be the most 
closely related to the population’s average life expectancy” [Wilkinson 1993 
pp. 7, 9]. The evidence suggests that, for developed countries, although the 
absolute level of income and hence standard of living do matter, there are 
also important “psychosocial channels” which mean that health is affected 
by “your sense of yourself and your subjective quality of life. What matters 
is the depression, isolation, insecurity and anxiety caused by low incomes ... 
[T]he sense of insecurity and worry is central to the casual process.” 
[Wilkinson 1993: 9]. Of course, all this is just as true of the problems associated 
with the psychosocial effects of unemployment.

[T]he lack of an adequate income and the sense of relative deprivation 
associated with poverty can lead to a situation of psychological stress, 
which results in a loss of self-esteem and adversely affects the nature of 
people’s social relations. [Saunders 1998:12]

Although it is obviously difficult to disentangle the effects of poverty from 
those of unemployment, two observations should be made. Where attempts 
have been made to analyses the contributions of these as separate factors, it 
has been noted that both have major separable influences on health prob-
lems. In any case, since unemployment is a major casual factor of poverty, 
the debate may be purely academic.

There is, however, a strong body of evidence which supports the view that 
unemployment, per se, has an important causal link with illness, particularly 
mental illness.4

The underlying rationale for unemployment leading to increased mental 
and physical illness is that employment not only provides an income but 
also a set of social relationships which provide structure and meaning to 
life. [ Junankar 1987: 5]
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In other words, in additions to the impact caused by any loss of income, 
unemployment has a separate impact on health due to its effect particu-
larly on mental well being.5 Not surprisingly, the risk of health problems is 
strongly linked to the length of unemployment.6

As well as the link between unemployment and health, there is also a 
link between unemployment and crime. A report by leading criminologists 
suggests that there is “an overwhelming link” between unemployment and 
certain types of crime, particularly crime against person and property.7

Recent work from the NSW Bureau of Crime Statistics and Research, 
suggests that the nature of the link is more complex than was previously 
believed. The evidence suggests that there is not a simple linear relation-
ship, where an increase in unemployment leads to a proportional increase 
in crime. Nevertheless, there does appear to be a strong positive relation. 
However, the exact impact of an increase of unemployment on crime 
depends is multifactoral, depending on, inter alia, age and gender. In addi-
tion, there is an important intergenerational effect from an initial increase 
in unemployment. Initially, the unemployed are more likely to commit 
crimes, for pretty much the same types of reasons that they are likely to have 
increased health problems. However, there is also an important second gen-
erational effect. The unemployed lose parenting skills. Living in areas with 
high unemployment and crime, youth loses hope and motivation. Hence, 
the children of unemployed are also much more likely to have serious social 
and health problems, and commit crimes.8

This preliminary discussion of the wider ramifications of unemployment 
has helped highlight the reason why employment is regarded as a funda-
mental human right. Employment has profound impacts on the individual 
way beyond that of the income it generates. It defines the person and their 
place in society, and it grants access to a range of resources which, them-
selves, are associated with fundamental rights. So, unemployment conflicts 
not only with the right to full employment, but, due to its consequences 
with other rights; particularly those associated with adequate health and 
with living in safe environments.9

Given this vital role, we need to examine carefully the question of why 
full employment is not currently being achieved in any major economy.

15.3 Full Employment is Feasible

This chapter argues that full employment is feasible. How strong a claim 
this is depends on how that concept is defined. We define it as a situation 
in which there is only frictional unemployment. In operational terms full 
employment could be said to exist when virtually everyone who is actively 
searching for a job can find one within three months. It may not be pos-
sible to prevent relatively small levels of cyclical unemployment occurring 
from time to time, but this chapter argues that the Australian economy can 
return to a situation in which both full employment is the norm, and this 
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is achieved without unduly low wage rates at the bottom end. The chapter 
finishes with a policy package to achieve this, not in a year or two, but over 
5 to 10 years. First, however, the arguments that this result is not feasible 
are examined.

There is a strong body of opinion in the profession that the economy 
tends towards a high a level of employment, and the government is power-
less to reduce unemployment, except perhaps temporarily.10 The reasons for 
adopting this position fall into three categories: ideology, fear of inflation 
and fear of a balance of payments crisis.

15.3.1 Ideology

Most disciplines have their own characteristic ideology and many modern 
economists tend to be seduced by the Arrow-Debreu general equilibrium 
model. It is elegant and appears to be a powerful tool to analyse how the 
market works. Moreover, its conclusion that the market produces a Pareto 
optimum market clearing situation sits comfortably with the libertarian 
social philosophy so fashionable in the North American graduate schools 
where many Australian economists studied. Whatever the reason a large 
number of Australian economists assume that the economy will tend to 
a general equilibrium situation in which unemployment is at the “natu-
ral rate”, as Friedman christened “the level that would be ground out by 
a Walrasian system of general equilibrium equations, provided there is 
embedded in them the structural characteristics of the labor and commod-
ity markets” (1968: 8). However, as any competent economist knows, the 
conditions necessary for a Walrasian general equilibrium model to hold are 
so far from anything in any actual economy that it is a matter of judgement 
whether it is appropriate to use the model to analyse any particular problem. 
The best practitioners in the area do not regard any attempt to identify the 
model as a description of reality as legitimate.11 It is hard to find any empiri-
cal evidence to support the view that the natural rate concept gives useful 
insights about the major determinants of aggregate unemployment. Hence, 
we have classified as ideology this reason for rejecting macroeconomic 
policy moves to reduce unemployment.

The purest form of “natural rate” economics is the new classical model 
which maintains that, even in the short run the government cannot 
affect the level of unemployment through macro-economics unless policy 
moves take people by surprise, so that they do not take them into account 
in their decision making and act on incorrect information. In this model, 
any departure from the natural rate of unemployment can only be over 
a period of time short enough for government policy actions to be unex-
pected and unnoticed.12

For many the market clearing assumption, on which the whole edifice 
of new classical economics rests, is so absurd that little further discussion is 
needed.13 However, a simple empirical test also leads to the rejection of new 
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classical economics. A prediction at the core of new classical economics can be 
shown not to hold. New classical economics holds that economic policy can 
affect the general price level and the rate of inflation but that, except in the 
short period when people are taken by surprise by policy changes, variables 
such as output, employment and unemployment cannot be changed through 
economic policy actions. If this is so, tight monetary policy, well heralded in 
advance so that it surprises no one, will stop inflation immediately without 
affecting output and employment. This has not happened and experienced 
central bankers believe that it is most unlikely to happen in the future. On 
his retirement, as Governor of the Reserve Bank of Australia R.A. Johnston 
said “To deal with inflation in a permanent way is to accept a fairly great deal 
of pain” (Sydney Morning Herald, 19/6/1988). In more formal language Max 
Corden, in summing up the conclusions of a Reserve Bank conference stated 
“Consensus did exist on three crucial matters ... [of which the first was] you 
cannot disinflate without some cost” (1992: 341). In its pure, new classical 
economics form the natural rate hypothesis is not a valid argument against 
the power of macroeconomic policy to restore full employment.

In any case, the Arrow-Debreu model is mainly concerned with the exist-
ence of an equilibrium, from which the natural rate is derived. Two theo-
retical problems also suggest that this rate has no operational significance. 
Firstly, the solution to a general equilibrium system is highly unlikely to 
be unique. This means that there will not be one natural rate, but a num-
ber, each one corresponding to an equilibrium solution of the system. In 
addition, it must be noted that existence says nothing about stability. In 
other words, just because an equilibrium solution to a general equilibrium 
system may exist, this does not mean that there are any forces within the 
economy that will push the economy towards equilibrium. There is no a 
priori reason to believe that the equilibrium is stable. In fact, the reverse 
is true. Work on the stability of equilibrium suggest that once the assump-
tion of tatonnement (or recontracting) is dropped so that trading is allowed 
outside equilibrium at what is know as “false prices”, then equilibrium must 
be path-determined. This means that the actual equilibrium to which the 
economy is tending, if there is one, is determined by the path which the 
economy takes when it is not in equilibrium.14 In this case, the natural 
rate could not exist independent of the path taken by the economy, and so 
is susceptible to influence by government policy.

15.3.2 Fear of Inflation

An apparently similar, but potentially different, concept to the natural rate 
is the NAIRU. While the NAIRU also implies an expectation adjusted Phillips 
curve, it does not necessarily rest on a Walrasian general equilibrium system 
of equations. It can be derived from a simple model of the labour market in 
which lower unemployment increases the bargaining power of workers and 
reduces that of employers.
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The NAIRU is not a number set in stone. It has clearly changed over time 
and its exact value at any point in time is often not clear. It is rational for 
those whose first priority is to avoid inflation to argue that while policies to 
reduce unemployment in the depths of recession may be acceptable, poli-
cies which aim to reduce the average level of unemployment over the trade 
cycle run the risk of re-igniting inflation and must be used very  cautiously 
if at all.

In fact this type of argument has been common and, unfortunately, 
influential in Australia over the last decade if not over the last year.

In a speech the former Governor of the Reserve Bank of Australia Bernie 
Fraser commented that “monetary policy was becoming the hostage of 
influential financial markets with a vested interest in making the Reserve 
Bank give greater weight to inflation than unemployment” (quotation from 
the Sydney Morning Herald report 16/6/1996). Financial institutions have 
a vested interest in keeping inflation low because a rise in interest rates 
reduces the value of the fixed interest securities that they held. Also, and 
perhaps of more importance to foreigners investing in financial assets in 
Australia, a rate of inflation that is consistently above that in most other 
countries is a reliable sign that sooner or later the currency will be devalued.

There is convincing evidence that, over the last decade, reducing infla-
tion has been given greater priority than reducing unemployment in 
Australian macroeconomic policy.15 If hysteresis exists in Australia this 
fear of inflation has increased the NAIRU, making it harder to restore full 
employment. It is not just that the concept of the NAIRU has necessarily 
passed its use-by date. It is that the wrong lesson has been drawn from it. 
The correct lesson is that monetary and fiscal policy to reduce unemploy-
ment substantially must be accompanied by labour market policies, including 
incomes policies, that reduce the NAIRU.

15.3.3 Fear of a Current Account Crisis

The third argument against macroeconomic policies to reduce unem-
ployment is that they will soon cause balance of payments problems. 
Macroeconomic policies reduce unemployment by increasing the rate of 
economic growth. In the past 25 years in Australia, whenever output and 
employment have grown fast enough to significantly reduce unemploy-
ment, and this rate of growth is sustained, the leakage of aggregate demand 
into imports causes uncomfortably high current account deficits on the bal-
ance of payments. If consequent market forces, or even government policy, 
result in a depreciation of the value of the Australian dollar against foreign 
currencies, imports will become more expensive adding to inflationary 
pressure. A rising rate of inflation will put further pressure on the foreign 
exchange rate and it is easy to slip into an inflation-depreciation vicious 
circle. This vicious circle can be prevented if wages are not allowed to rise 
to offset the increased cost of living caused by higher import prices, but the 
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demand and supply elasticities of imports and exports may be such that 
the current account deficit remains too large for a long time.

Some academic economists argue that since the borrowing from foreign-
ers, which is represented by the current account deficit, is largely done by 
firms in the private sector, who presumably believe that it is profitable to 
do so, it is not something to be concerned about.16 The majority of econo-
mists disagree. Whilst there are many complex technical conditions, the 
basic argument for concern about the size of the current account deficit is 
simple. Australia already has a large foreign debt, and the amount we are 
already borrowing from abroad is a high proportion of our output (or GDP). 
If we continue to borrow increasing amounts from abroad (i.e. if the current 
account deficit increases as a proportion of GDP) sooner or later foreign-
ers will wonder if we will be able to service the debt and cease lending to 
Australia. This will precipitate a massive depreciation of the Australian dol-
lar on foreign exchange markets, large falls in imports and hence falls in real 
consumption and a rapid, painful adjustment in our economy. Moreover, 
the depreciation may be precipitated by currency speculators before it would 
occur if foreign investors were left to make the judgement themselves. If 
currency speculators have reason to think that signs of weakness will cause 
investors to stop lending, a speculative attack is likely to be successful. 
Although the circumstances are different, the East Asian crisis of 1997–98 is 
an outstanding example of what can happen when financial markets take 
fright. It is, at the least, only prudent to have policies that address current 
account deficit problems.

If rapid growth in the Australian economy is significantly faster than 
that in the rest of the world there will be a surge in imports not matched 
by increased exports. While trade credit will initially finance the increased 
current account deficit, the increase in foreign capital inflow is unlikely to 
continue. Assuming it does not, the value of the Australian dollar will fall 
on the foreign exchange market. If, for fear of inflationary consequences or 
some other reason, the government wishes to avoid this depreciation, the 
usual response is to raise interest rates enough to sustain the flow of foreign 
lending. Policy induced rises in interest rates will encourage foreign lend-
ers not only because of the higher interest returns, but also because it may 
reassure them that the government is determined to avoid a substantial 
depreciation which would cause losses on loans denominated in Australian 
dollars. However, the higher interest rates will discourage investment by pri-
vate firms. This will reduce imports, but it will also reduce growth of output 
and any fall in unemployment.

If interest rates do not rise and the Australian dollar’s value falls on for-
eign exchange markets this will encourage exports and import-competing 
industries, but only in the very short run unless real wages fall. Otherwise 
an inflation-depreciation vicious circle will be set up. Even if this does not 
occur, a substantial depreciation may make foreign investors more nervous 
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than is necessary, leading to a further depreciation. While a small deprecia-
tion can be helpful, it is not likely to be enough by itself and it is hard to 
make a large one successful. It requires a strong incomes policy and perhaps 
other policies also, which reassure foreigners that the Australian dollar has 
underlying strength. Rather than relying on depreciation of the Australian 
dollar, it is almost always easier to tackle the savings gap, which is the other 
side of the current account deficit. This should be done, not by reducing 
investment, but by increasing savings in Australia. To some extent savings 
increase automatically as output and income rises, but in the absence of 
policies to increase the savings ratio this is not enough to match the rise in 
imports. Although increasing savings is only part of the solution it is prob-
ably a necessary condition for policies to increase growth in output and 
employment in the long run, in a country like Australia.

This conclusion is made much stronger when account is taken of the 
effects of the financial deregulation and globalisation that have occurred 
over the last two decades. Although the integration of financial markets 
around the world may not be the most important manifestation of glo-
balisation, it is the aspect that is important in the present context. The 
globalisation of financial markets has given these markets considerable 
influence on government policy. Financial markets now have great power 
in determining the exchange rate for an economy, and the exchange rate 
has such a widespread influence on the economy that, in many countries, 
governments must be constantly looking over their shoulder with concern 
about the effects of policy actions on financial markets (Nevile, 1996: 323).

The practical effect of this is not necessarily that national sovereignty in 
policy making has been superseded by tailoring policies to please financial 
markets. While there have been assertions that this is the case, careful 
empirical studies suggest that “governments still have policy choices and 
fiscal policy may be the most important instrument for choice” (Keohane 
and Milner, 1996: 248), to quote from the conclusion of a major book on the 
extent to which domestic policy making has been constrained by globaliza-
tion. Keohane and Milner certainly agree that choices in macroeconomic 
policy making have been reduced, but not to zero. The quotation is largely 
based on the study, in the volume they edited, that was written by Garrett. 
After a careful cross country study of 15 countries, Garrett (1996) concludes 
that monetary policy is constrained by increasing capital mobility, but that 
the evidence that there are important constraints on fiscal policy is weak. 
Moreover, Moore (1998) has shown that much of the evidence found to 
support the loss of national autonomy in policy making is based on the 
experience of members of the European Economic Community who have 
gone much further along the road of integration of their economies than is 
generally the case. Nevertheless, the problems with current account deficits, 
which always were important, when Australia tried to grow faster than its 
trading partners, are now even more important.
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Financial markets have, no doubt, always been concerned about infla-
tion and the current account deficit. Globalisation gives them much more 
power to make their wishes prevail in that it makes a disastrous outcome 
much more likely if they decide that the exchange rate for a country’s cur-
rency is unsustainable. While governments do not have to make the desires 
of financial markets their first priority in economic policy making, at least 
those in countries with a large foreign debt have to convince financial 
markets that their actual (or potential) policies will prevent a large deprecia-
tion. While avoiding a rigidly fixed exchange rate is of prime importance, 
experience suggests that avoiding continual large government deficits is 
also important.

15.4 Policies to Restore Full Employment

The previous section has indicated that, if Keynesian policies to raise the 
rate of growth of output and employment are to be successful in restoring 
full employment, more than expansionary monetary and fiscal policies are 
required. A package of policies is briefly outlined in this section.

The starting point is an increase in government expenditure to stimu-
late growth in aggregate demand and private investment. For reasons to 
be explained later, the increase in expenditure will have to be matched 
by increases in taxation. Hence, the expansion will be a balanced budget 
multiplier expansion. A large part of the increases in expenditure should be 
carefully targeted to increase productivity. Expenditure on economic infra-
structure, education, training and labour market programs will increase 
aggregate demand and also increase both labour and capital productivity 
helping to offset to some extent the fall in the real value of take home pay 
caused by the rise in taxation rates. There is mounting evidence that in 
many countries increased public investment in economic infrastructure 
increases the productivity of private sector investment. Otto and Voss 
(1994) documents this for Australia. Education, training and labour market 
programs obviously increase labour productivity, but indirectly can also 
contribute to increasing capital productivity. Making private investment 
more productive will normally increase the rate of private investment 
which will help increase aggregate demand. Also taxation laws should be 
changed in ways that encourage high technological investment and, more 
generally, entrepreneurship in the goods market rather than in takeovers 
and financial deals.

If this type of government expenditure and the increase in private invest-
ment does not cause unemployment to fall at the desired rate, there must 
also be government expenditure on labour intensive socially useful com-
munity services (including improvements to the environment). Expenditure 
on community services is valuable in its own right and is a suitable vehi-
cle through which the government can act as employer of the last resort. 
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However, those so employed should be paid the appropriate award wage rate 
not a few dollars a week more than the unemployment benefit.

As the unemployment rate steadily falls there may be renewed inflation-
ary pressure. Expanded and better designed labour market programs will 
help counter this by increasing the effective supply of labour but they will 
probably need to be buttressed by an explicit incomes policy.17 The incomes 
policy will have to be strong enough to withstand the strain put on it by 
increases in tax rates as well as falling unemployment. Successful incomes 
policy and labour market programs are needed to reduce the NAIRU, not 
only to reduce short-run inflationary pressures, but also because while the 
exact level of the NAIRU in Australia at present is not clear, it certainly 
is above anything that could correspond to a full employment rate of 
unemployment.18

Given the prospects for the world economy, the Australian economy will 
be growing significantly faster than that of most OECD countries and the 
current account deficit may rise as a proportion of GDP. This may make 
financial markets nervous and taxation revenue will have to rise enough to 
ensure that, despite increases in government expenditure, the budget deficit 
does not become large enough to alarm financial markets. In the short to 
medium term it is essential that financial markets do not have undue con-
cern about the Australian dollar. This rules out budget deficits that are large 
and increasing. There is scope to increase taxes because Australia has one of 
the lowest ratios of taxes to income and output in the OECD.

The rise in taxation revenue will almost certainly involve some new taxes 
and these would have to be introduced with careful consideration of both 
equity issues and effects on private sector saving. This is not the place for 
a detailed discussion of tax reform but a couple of unusual suggestions can 
be put forward for consideration. The first is the imposition of a uniform 
tariff, say at 5 per cent on all imported goods, and on as many imported 
services as it is reasonably convenient to catch in the tax net. Revenue tariffs 
are not meant to be part of a policy of protection and are allowed under 
World Trade Organization rules when a country faces current account deficit 
problems. Any effect on the price of imports would be smaller than those of 
acceptable fluctuations in the exchange rate, partly because, in the longer 
run, the exchange’ rate will be a little higher than it would be in the absence 
of a revenue tariff. The revenue raised would be about five billion dollars.

The second suggestion relates to the debate about the merits of a goods 
and services tax versus Australia’s present wholesale sales tax. It is desirable 
to tax consumption of services as well as consumption of goods. The equity 
problems involved in the introduction of a goods and services tax could 
be overcome by zero rating food, housing and health expenditures and 
by retaining the wholesale sales tax on luxury items, for example expen-
sive cars. It will also be necessary to increase direct taxes to some extent. 
Increasing the medicare levy on higher incomes, reducing tax expenditures 
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in the personal income tax area and reducing the ability to artificially split 
income are obvious places to start.

The higher taxation rates will help to moderate any rise in the current 
account deficit. In the longer term solving the current account deficit 
problem will be eased by measures that increase private saving without 
reducing private sector investment or public sector saving. One possibil-
ity is to increase the superannuation levy, but thought should be given to 
other measures.

Increasing net exports will also ease current account problems. There are 
numerous examples where Australian governments have not proved good 
at picking winners. Nevertheless, policies that encourage export and import 
competing industries across the board can be devised. Tax laws can provide 
direct incentives for exporters, and measures such as the suggested general 
revenue tax can drive a wedge between international and domestic prices of 
imports. While the real exchange rate might eventually adjust to offset this, 
it could be decades before the process is complete.

These policies to steadily reduce unemployment can be successful, but 
they do not provide a free lunch. Even in the short-term they are likely to 
increase income per head as the unemployed are drawn back into produc-
tive activity. However, at least in the short-term, the increased taxation 
required will reduce a little the incomes of those already in steady full-time 
employment and those with comfortable incomes from rent, interest and 
dividends or profits. How big is the required rise in tax revenue? It is impos-
sible to be precise. It will depend in part on what is happening in the rest of 
the world. The faster economies overseas are growing the faster the volume 
and value of Australian exports will grow. Thus, fast growth in the rest of the 
world will both stimulate output and employment growth in Australia and 
help prevent the current account deficit growing too rapidly.

The size of the required increase in taxation will also depend on how rap-
idly unemployment is to be reduced. Over the eight years to June 1998 the 
unemployment rate in Australia averaged 9.3 per cent. This period roughly 
covers one complete business cycle of boom and slump. An ambitious, but 
not completely unrealistic, target would be to reduce unemployment by half 
in five years so that after that five year period the average level of unemploy-
ment over boom and slump is 4.7 per cent. In the following 5 years all but 
frictional unemployment could be eliminated.

Given this target, and assuming that the world economy will grow rela-
tively slowly over the next five years, a ball park figure for the increase in 
the ratio of tax revenue to GDP is 10 per cent. Current government revenue, 
which includes dividends from government business enterprises and fees 
and fines as well as taxation, would have to rise from a little over 34 per cent 
of GDP to around 38 per cent of GDP. This rise will be needed to cover the 
increase in government expenditure. The low rate of growth of the world 
economy will make it unlikely that the current account deficit will fall as 
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a proportion of GDP. To reassure financial markets it will be necessary to 
finance increases in both current and capital expenditure by increases in 
current revenue. At least on average over boom and slump, all government 
expenditure must be balanced by current government revenue.

The rise in government expenditure and current revenue should be 
 sustained, as a percentage of GDP, over the whole 5 years. Obviously, those 
who move from unemployment, or underemployment, to full employ-
ment will have a rise in real income. On average other Australians will 
suffer a short-run decline in real personal disposable income because of the 
increase in taxation. This will be greatest (3 to 4 per cent) at the beginning 
of the period, but will become progressively smaller because of the more 
rapid rate of growth of GDP. By the end of five years the higher rate of 
growth will have completely offset the increased tax rates so that the real 
incomes of these already fully employed will be just as high as they would 
have been if the policy package had not been implemented.

15.5 Conclusion

This chapter starts with Article 23 of the Universal Declaration of Human 
Rights with its emphasis on “the right to work ... to protection against 
unemployment ... and to just and favourable remuneration.” It argues that 
in our type of society the right to work with just and favourable remunera-
tion undergirds other human rights, especially the right to adequate health 
and well being. Unemployment leads to poverty and poverty to ill health, 
and unemployment, per se, has an important causal link with illness par-
ticularly mental illness. Also, unemployment causes other ills in society, in 
addition to those borne by the unemployed and their families. These range 
from loss of output to an increase in juvenile delinquency and crime.

Although most “Western” societies have acquiesced in substantial 
 unemployment, this is not inevitable. There will always be some frictional 
unemployment as people move from one job to another, but apart from 
that full employment is feasible, even if it cannot be produced overnight. 
The biggest constraint on the government’s ability to increase employment, 
and reduce unemployment, is in the area of international trade and finance. 
There are two interrelated aspects of this. One is maintaining a viable long 
run balance between imports, exports and foreign investment. The cur-
rent account deficit, which measures net foreign investment, cannot grow 
indefinitely as a percentage of Australia’s gross domestic product. The second 
aspect is that, given the size of Australia’s foreign debt and the proportion 
of this that is short-term debt, it is important to avoid policy actions which 
will lead financial markets to expect an unduly large depreciation of the 
Australian dollar on foreign exchange markets. Because of these constraints, 
policy to restore full employment cannot rely on one or two major meas-
ures, but must be multifaceted. It will take time, perhaps as long as a decade, 
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before the goal of full employment can be completely realised. Most impor-
tantly, it will require higher levels of taxation so that in the short to medium 
run it will not be costless to those already employed in secure jobs. The real 
question is not can Australia achieve full employment, but how much are 
those already employed prepared to reduce temporarily their own consumption 
to bring this about.

Notes

We would like to thank Geoff Harcourt, Raja Junankar and an anonymous referee 
for their helpful comments. Likewise we are grateful to the participants in the 
Conference on “The Path to Full Employment and Equity” 3rd and 4th December 
1998, University of Newcastle for their criticisms and suggestions.

 1. See Jones and Kriesler (1998) and Watts (2000).
 2. Of course, there are also unmentioned reasons for unemployment being toler-

ated, in particular, the desire of capital to exert control and political power over 
labour. See, eg. Kalecki (1943) and Balogh (1982).

 3. See Burgess and Mitchell (1998) and Watts (2000).
 4. See, for example, Agerbo et al., and Clark and Oswald (1994).
 5. For a detailed analysis of the precise impact of unemployment on psychological 

well being, see Darity and Goldsmith (1996).
 6. Christoffersen quoted in Jensen. See also Carmichael and Ward.
 7. Impact (1994).
 8. Weatherburn and Lind (1997).
 9. See also Burgess and Mitchell (1998), Dabscheck (1998) and Nyland and Castle 

(1998).
10. This is, of course, the basic neoclassical position reiterated in most first year text 

books. See, for example, McTaggart, Findlay and Parkin (1999) pp. 22.13–22.14.
11. See, for example Kirman (1989) and Hahn (1984).
12. Nevile (1981) pp. 83–84.
13. See, for example, Lipsey (1979) p. 292.
14. See Halevi and Kriesler (1992).
15. With respect to the recession that started in 1990–91 Fred Argy (1998) has com-

mented “The evidence suggests that ... both the RBA [Reserve Bank of Australia] 
and the Treasury (with the tacit acceptance of the Treasurer and his personal 
advisers) decided it was worth taking a risk with unemployment in order to 
entrench low inflation in the medium term” (p.41).

  Argy goes on to quote Ian Macfarlane as saying that, in order greatly to reduce 
the inflation rate “we had to run monetary policy somewhat tighter than in earlier 
recessions and take the risk that the fall in output would be greater than forecast”.

16. See Pitchford, 1995.
17. See Martin (1998) for a discussion of the experience of labour market programs 

in OECD countries. In the case of Australia, the most important policy change is 
to reverse the cuts in labour market programs which nearly halved expenditure 
in the first three Howard Budgets.

18. This is not the place for a discussion of incomes policies. Nevile (1974) describes 
the characteristics that successful incomes policies must possess. Harcourt (1997) 
and Nevile (1983) discuss the place of incomes policies in Australian economic 
policy. See also Stegman et al (1987) and Bell (2000).
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16.1 Introduction

This Chapter is concerned with a restricted range of human rights, those 
that are affected by the nature of the economic system. Most of the 
things that are usually accepted as human rights in the second half of the 
twentieth century take the same form irrespective of the structure of 
the economy. Rights such as freedom of religion or freedom from arbitrary 
imprisonment do not depend on what sort of economic system is preva-
lent in the society in which one lives. Other rights, like freedom from hun-
ger, take quite different forms depending on the nature of the economy, 
and may not exist at all in some economic systems. Given its title, it is 
the second sort on which this Chapter focuses; but statements like “the 
fundamental human right in the welfare state is such and such”, does not 
mean that the right to practise one’s religion is any less fundamental, just 
that it is not something that  distinguishes the welfare state from some 
other economic system.

Human rights are about features in people’s lives that everyone should 
enjoy just because they are humans and not because of anything they 
do or possess. Statements about human rights, therefore, reflect a phi-
losophy (a vision if you like) of what it means to be human. This is true 
of human rights in the economic sphere, just as much as in any other 
area of life. The main rival of the welfare state in OECD countries is the 
liberal market economy, and it is fascinating to speculate on the implica-
tions about the nature of humanity made by those whose writings form 
the intellectual basis of market liberalism. For example what does the 
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following statement by Milton Friedman imply about the essential nature of 
human beings?

The ethical principle that would directly justify the distribution of 
income in a free market society is, “To each according to what he and the 
instruments he owns produces”.1 

This quotation was not introduced to make a debating point about a vision 
of society, which is not sympathetic to the welfare state, but to make a substan-
tial point. This is that although the welfare state still seems the natural form of 
society to most Australians, there is a revival of support for a different way of 
organizing the economy.2 The issues discussed in this Chapter will only be of 
interest to those who share the vision of the essential nature of being human 
that underlies the welfare state. Since the welfare state developed in countries 
dominated by the Judeo-Christian world view it is not surprising that it rests 
on two major parts of that world view. The first is the assertion of the dignity 
and worth of every individual human being. The second is that the nature and 
ethos of society is important as well as the moral codes of individuals and that 
societies in which humans live should reflect the first principle and ensure that 
everyone has the economic resources necessary to live in dignity.

16.2 The Meaning of the Term Welfare State

Various definitions of the welfare state exist in the literature. One is given in 
the next paragraph.3 However, more important than this definition, are the 
principles that follow the definition. These give more insight into the nature 
of the Australian welfare state than can any definition.

A welfare state can be defined as one in which the economy is basically a cap-
italist economy, but the government intervenes extensively in order to ensure 
that the economic welfare of all citizens is at least at a minimum standard, and, 
if possible, to increase the economic welfare of all. In the Australian version 
the cornerstone of the welfare state was that in every family income unit at 
least one person had the right to full time employment at a wage which was 
at least big enough to enable the breadwinner and his family to live in frugal 
comfort. (It was tacitly assumed that the breadwinner was a male, so “his” is 
the correct pronoun.) However, despite this commitment to full employment, 
it was recognised that there would always be frictional unemployment as 
people changed jobs, that there would still be occasional small recessions, and 
that some people could not work due to illness, disability or old age (though 
interestingly not until the time of the Whitlam Government was being a single 
parent with young children recognised as a reason for not being able to work). 
Because of these things, the commitment to maintain full employment was 
supported by a further principle: that money raised through the taxation sys-
tem should be used to provide a very modest income to those who otherwise 
would be destitute, to provide a safety net in the shorthand of the time.
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In its heyday, say from 1945 to 1975, the cornerstone of the welfare state 
in Australia was not the safety net but full employment. For example, the 
1945 White Paper on Full Employment in Australia states quite categorically 
that “the maintenance of conditions which will make full employment pos-
sible is an obligation owed to the people of Australia by Commonwealth and 
State Governments” (p 3). The safety net was necessary, partly because we do 
not live in an ideal world and partly because it was thought appropriate that 
the whole community should take on some functions, such as provision 
for the elderly, which were previously a family responsibility. The following 
 sections look first at issues arising from the commitment to full employment 
and then to those raised by the safety net.

16.3 Full Employment Issues

Full employment can be defined as a situation in which everyone who 
wants a job is able to find one within a reasonable length of time. The 
first issue that arises is what do we mean by everyone. Although the 1945 
White Paper talked about full employment, in practice, it was assumed that 
the norm would be one breadwinner per family. The question that arises 
is whether the right to a job should be a right for each family to have a 
breadwinner or the right for everyone who wants it to have a full-time job 
(or a part-time one is that is what they prefer). Perhaps some would like to 
make it a right to one equivalent full-time job in each family, whether that 
be one full-time job or two part-time jobs. This issue is linked to the general 
issue of the desirability of distributing employment more equitably by, in 
some manner, rationing employment. In the last 10 to 15 years the average 
number of hours worked per week (and per year) by full-time employees has 
been increasing and now 40 per cent of full-time male employees work more 
than 40 hours a week. Even more startling is the fact that 25 per cent work 
49 hours a week or more. For females the percentages are 15 and 8 respec-
tively. Not surprisingly, the trend of an increasing number of hours worked 
per week by full-time workers coupled with high levels of unemployment 
has led to calls for a shorter working week (with corresponding reductions 
in weekly wages).4 Moves to encourage a voluntary reduction of the num-
ber of hours worked per week are beneficial to both individuals and society. 
Much can be done to facilitate permanent part-time work and job sharing, 
to change community attitudes so that they are against overly long hours of 
work and directly to discourage excessive overtime. But any compulsory reduc-
tion in the number of hours worked (and the corresponding weekly wage rate) 
raises a host of equity issues.5 These are very much more acute if rationing 
employment is extended, implicitly or explicitly to a rationing by families 
rather than individuals. Any suggestion that the unemployment problem 
should be solved by allowing only one (equivalent full-time) worker per 
family would mean in practice forbidding married women to engage in paid 
employment and would be immediately condemned by most Australians. 
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But even those willing to consider the proposition would soon find that it 
raises more problems than it solves. Is the level of income earned by the 
husband relevant? What if the husband’s wage is not enough to provide a 
standard of living above the poverty line? If full-time workers are allowed to 
work overtime can a family have two part-time workers who together work 
50 hours a week? Or 60 hours a week? And so on. In contemporary Australian 
society any commitment to full employment must be a commitment to 
universal full employment so that anyone who wants a job can find one.6

This raises the issue: is full employment still possible? The question is 
made more pointed once it is remembered that in the welfare state the right 
to a job is not to a job at any wage however low, but to one which pays 
enough to support the breadwinner and his family “in a state of health and 
reasonable comfort” to quote the first bill providing for a minimum wage 
introduced in an Australian Parliament.7

The concept of a minimum wage predates the welfare state in Australia. 
It was firmly in place in Commonwealth legislation within a decade of 
Federation. The Commonwealth Parliament imposed an excise from which 
employers would be exempted if they were paying “fair and reasonable” wages 
in the view of the Commonwealth Court of Conciliation and Arbitration. 
This led to the famous Sunshine Harvester case and the institution of the 
basic wage. As this and the subsequent development of the concept is well 
known, there is no need to dwell on it. For a full account see Ploughman’s 
1995 study, the full details of which are listed in end note 7. However, the 
point is that up to the early seventies, there was very widespread agreement 
in Australia that full employment means employment at a wage sufficient 
to keep a family in at least frugal comfort and even since then it is assumed 
to mean full employment at a minimum wage that is high compared to that 
which might be set by the unfettered workings of the market. The imposition 
of a relatively high minimum wage is the cornerstone of the income distribu-
tion aspect of welfare in Australia.8

However, it has been argued that full employment and a relatively high 
minimum wage are incompatible. Conventional wisdom is that OECD coun-
tries have gone one of two ways. At one end are countries like America whose 
unemployment (at least as measured statistically) has not got out of hand, but 
where wages at the bottom end are so low that many people who have full-time 
jobs live in severe poverty. At the other end are countries like Germany where 
the minimum wage is high but so is unemployment. Nevertheless, this conven-
tional wisdom can, and should, be challenged. There is increasing evidence that 
measured low unemployment rates in the US are not the result of low mini-
mum wages leading to much less unemployment among unskilled workers.

The argument is not really about total employment, or non-employment, 
but about whether low wage rates at the bottom end of the distribution 
cause more unskilled workers to be employed. Although it focuses on rela-
tive wage rates and relative employment rates, it is important since the less 
skilled are the workers most vulnerable to unemployment.9
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Nickell and Bell10 point out that, although there was not a large fall in 
the relative wages of the unskilled in continental Europe, there was in the 
United Kingdom, but the “unemployment record of the unskilled [there] 
has been worse than in countries like Germany and the Netherlands” 
(p 303). Moreover, in continental Europe high wages and rising relative 
wages at the bottom end of the distribution do not appear to have affected 
the employment of low skilled workers. In the Netherlands relative wages 
at the bottom end have risen substantially, but unemployment of unskilled 
workers has fallen. In Germany real wages (for males) in the bottom decile 
are rising rapidly whereas in the US they are falling both absolutely and 
relatively. Yet the unemployment rate for unskilled male workers is higher 
in the US than it is for Germany. This is true although “the real wage of 
an individual in the bottom decile of the male earnings distribution in 
Germany is over twice that of his equivalent in the US on a purchasing-
power-parity basis” (Nickell and Bell, 1996, p 305).

In a more elaborate study, Card, Kramuz and Lemieux11 compared changes 
in wage and employment rates over the 1980s for different age and education 
groups in France, Canada and the US. They found that, in response to changes 
in relative demand, relative wages of less-skilled workers fell substantially in 
the US, somewhat less in Canada and not at all in France. However, in the 
last two mentioned countries “the patterns of relative employment growth 
over the 1980s are virtually identical to those in the US” (p 29). The big fall 
in wages at the bottom end of the distribution appeared to have no effect in 
increasing employment among the unskilled in the US.

These studies make more convincing an alternative explanation 
of low recorded unemployment rates in the US compared to Europe. 
Mishra12 focuses attention on non-employment, which includes hidden 
 unemployment, rather than on recorded unemployment, which does 
not. The non-employment percentage is just 100 minus the percentage 
employed, that is it is a percentage of the population in the age group, not 
a percentage of the labour force. When the focus is on non-employment 
rather than unemployment, it becomes clear that the big difference between 
the US and Europe is not that low minimum wages lead American firms to 
hire more unskilled workers, so much as poor and short-lived social security 
benefits lead more of the unemployed in America to drop out of the labour 
force altogether. If we look at males only (to avoid any possible cultural dif-
ferences in the desire for paid work by married women) and look at males 
between the ages of 25 and 54 (to avoid any possible difference in things like 
school and university retention rates, retirement patterns and so on), then 
in continental European 15 per cent of prime age males are not employed, 
compared to 14 per cent in the US. Incidentally in the United Kingdom, 
whose labour market is more like that in the US than are those in continen-
tal Europe, the figure is 18 per cent. In Australia the figure is 14 per cent, the 
same as in the US despite very different labour markets.
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Thus, at the very least a strong case can be made that it is not high mini-
mum wages that are preventing a movement towards full employment in 
Australia but something else. The most plausible candidate is that success-
ful measures to reduce unemployment require raising the level of taxation. 
The Australian community appears to be very resistant to increases in taxes 
and certainly Australian politicians are unwilling to ask the community to 
pay higher taxes as part of a program to reduce unemployment. This may 
be because even a well-designed program to reduce unemployment will not 
have any noticeable effect overnight, or even over the first year that it is intro-
duced. Yet unemployment could be very substantially reduced over a five to 
ten year period if the community is prepared to pay the cost in higher taxes.

There are two reasons why increased taxation is necessary to restore full 
employment in Australia. The first is that a great deal will have to be spent 
on labour market programs if the majority of the long-term unemployed are 
ever to get a job again. The measures outlined in the White Paper Working 
Nation were along the right lines, but even the Labor Government was not 
prepared to spend an adequate amount on labour market programs. The 
Coalition Government has cut expenditure on labour market programs so 
that they are now very inadequate.

However, labour market programs do not themselves create additional 
jobs. What they do is fit unemployed to fill jobs that are created by other 
means, and help unemployed find appropriate jobs when they exist. While 
this gives the long-term unemployed a much larger chance of obtaining 
a job and reduces the inflationary pressures caused by falling unemploy-
ment, it does not cause unemployment to fall. Additional jobs are created 
by raising the rate of economic growth and a sustained rise on the rate of 
economic growth large enough to significantly reduce unemployment will 
itself require a rise in the level of taxation.

The major constraint in Australia on a rate of economic growth large 
enough to reduce unemployment substantially is the current account deficit 
of the balance of payments. The current account deficit arises because we 
import too much compared to our exports. The ultimate reason for imports is 
consumption. If unemployed people become employed their incomes will go 
up, they will spend more on consumption and this will increase the demand 
for imports in Australia. With the increase in imports the current account will 
get worse. The rest of us will have to spend just a little bit less on consumption 
so that our demand for imports goes down a little. The sure way to reduce our 
consumption is to increase taxes, and, after all, Australia is one of the three 
OECD countries with levels of taxation much below that of the others. Also, 
as I previously suggested, if we want to help the unemployed, especially the 
long-term unemployed, find jobs, through labour market programs, these 
will have to be financed through additional taxation. Such programs will be 
needed for years to come. Raising taxes to pay for these is a smaller “ask” than 
raising taxes enough to remove the current account deficit (as the constraint 
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preventing an adequate growth rate) but the two “asks” are cumulative. We 
need extra tax revenue for one and additional extra tax revenue for the other.

Many may accept the argument so far, but would argue that any increase in 
taxation will reduce economic growth and instead government expenditure 
should be cut. However, generally this proposition is asserted, not argued, 
and no convincing evidence has been proffered to support it. It is true that 
there seems to be a widespread feeling in the community that taxes should 
not be increased, and, of course, there is constant self-interested comment 
along these lines in the media by some of those who are very well off. But 
Australia is a very lightly taxed country. We could increase our tax revenue 
as a proportion of GDP by 30 per cent (about a third) and still be only taxed 
at around the same level as Canada and well below countries like France, 
Germany and the Netherlands, let alone the Scandinavian  economies. Yet 
an increase of this size is more than is required.

Moreover, by international standards, just as Australia is a low tax country 
it is a low government expenditure country. Among the OECD countries, for 
which we have reliable statistics, only in Japan is government expenditure 
a smaller proportion of GDP. There may be some small pockets of fat in 
government spending where cuts could be made without widespread cost to 
our society and electoral backlash. But only very minor expenditure cuts are 
possible without doing great damage to the fabric of our society.

To sum up this section: if we believe that the right to employment is very 
important we have to be advocates of higher taxation, at least in the transition 
period while we move from where we are now to full employment. The big-
gest single issue arising out of human rights in the welfare state is how much 
are we prepared to increase taxation in order to achieve full employment.

16.4 Safety Net Issues

It is convenient to start with a safety net issue that relates directly to full 
employment, namely to what extent the government should supplement 
incomes of those, perhaps full-time, workers whose wages are not sufficient 
to support themselves and their families in “frugal comfort”. We have gone 
a little way towards this in Australia with family assistance payments. There 
are both equity and economic growth issues involved. The equity question 
is well summed up in the following quotation from Julia Perry:

extending eligibility for income support to those in paid work is impor-
tant in terms of equity and incentives to take up paid work, but may 
require a strong mechanism to maintain wage levels to ensure that 
employers do not cost-shift to taxpayers.13

The problem with what may be in effect substantial wage subsidies is not 
just the employers can “cost-shift” to tax payers, but also that subsidising 
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the wages of low income workers not only subsidises the workers it also 
subsidises their employers. Firms that pay very low wages are often inef-
ficient firms or firms that use largely obsolete capital equipment. Subsidies 
that keep such firms in business will reduce the rate of economic growth.

Perhaps the most discussed safety net issue is the question of targeted 
versus universal social welfare systems. The arguments for and against each 
have been well surveyed in an article by Mitchell, Harding and Gruen.14 
A very brief summary will be given here.

Australia traditionally has had a social welfare system that is both targeted 
on the basis of need (ie, income and means tested) and targeted to categories 
of people (ie, to have the right to cash social welfare payments you have to 
belong to this or that category). The major argument for targeting is the 
problem of economic and budget constraints. (These are not two words for 
the same thing, as budget constraints may be political as well as economic) 
Indeed some in favour of targeting argue that universal systems will not be 
viable in the long run. Other arguments for targeting include the fact that 
transfers have transaction costs, giving money to people and then getting 
it back through the tax system does involve real costs. Also the characteris-
tics of those targeted on a needs basis may reveal information that is very 
 helpful in designing programs to combat the causes of poverty.

The major arguments against targeting revolve around what Mitchell 
et al call “intrusion, stigma and social cohesion”. Targeting involves inquir-
ing into people’s lives, often even their very intimate lives such as who 
is sleeping with whom. Targeting may stigmatise people; in Australia this 
seems often to be the case with unemployment benefits but not with old 
age pensions. On the other hand, universal systems are claimed to promote 
social cohesion and widespread support for the welfare system making it 
more generous and less vulnerable to cost-cutting politicians. Other uni-
versalists’ arguments include the problem of high effective marginal tax 
rates and poverty traps. Since benefits are withdrawn as income rises in an 
income range where income is subject to tax, the effective marginal tax rate 
can even be over 100 per cent in Australia, and rates of 70 or 80 per cent 
are common. There is also the problem of take up in the targeted approach. 
Some people in need and eligible for benefits do not claim them.

While all the above arguments for and against targeting are important, 
the first one seems to be the winning one. A move towards anything like a 
universal system would require a very large increase in taxation. Increasing 
taxation as part of a program to reduce unemployment has a higher prior-
ity. It may be feasible, in economic terms, for taxation to be at a level that 
would finance a universal social security system and adequate labour market 
programs as well as reducing consumption per head among the employed to 
allow the unemployed to become employed and increase their consumption 
without creating balance of payments problems. Nevertheless the required 
increase in taxation is very large and politically out of the question.
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If we accept that the present targeted system will continue in Australia, 
another major issue is whether entitlements should be on an individual 
basis or a family basis. Again Julia Perry (1995) has summed up well what 
is involved.

Individual entitlement for members of couples would be fairer to indi-
viduals but does not redistribute between couples on the basis of need (its 
desirability depends on whether it is valid to assume that couples share 
income and whether it is appropriate to expect them to do so).15 

To that must be added the fact that it is not just the position of a low 
income spouse, which is of concern, but also the position of dependent 
young adults. Should the children of millionaires be entitled to Austudy 
when they attend university?

A final targeting issue is whether targeting should be by categories of 
people or just by low income and assets. The arguments for and against 
distinguishing between the deserving and undeserving poor can be quickly 
stated. On the other hand there is the argument that paying benefits 
to those whom the majority of taxpayers feel are undeserving destroys 
respect and support for the welfare system as a whole. On the other hand, 
there is the difficulty of distinguishing between the deserving and the 
undeserving.

Finally, two brief comments on other issues. The first arises with the 
provision of services in kind, for example through Medicare or relatively 
free education. Should, as some argue, all support be given in the form of 
untied cash payments. The argument in favour of doing this is simple. The 
recipient knows far better than any legislature or government department 
what are his or her needs and wants. Giving support in cash enables the 
recipient to use the support where it will do the most to reduce the per-
ceived deficiencies in living standards. This is often called the consumer 
sovereignty argument. The argument against is equally simple and more 
convincing to most people. Although giving all support in the form of 
cash payments may enable recipients to tailor their expenditure patterns 
to meet their individual needs and desires, we should also pay heed to 
donor (or taxpayers) sovereignty just as much as to consumer sovereignty. 
For example, if tax payers are happy to pay extra taxes to house the poor 
but not to give them more cash incomes, why should this desire not to be 
respected?

If it is accepted that it is valid to earmark support for particular purposes 
is it better to give vouchers, rather than support in kind, to maximise the 
choice of the recipient within the type of service in question? In most cases 
the answer is clearly no, largely because of the expensive transaction costs 
of a voucher schemes if they are truly providing support for a particular 
form of consumption and not disguised general cash grants. For example 
the Experimental Housing Allowance Program in the US had program 
 administration costs of 23 per cent.16
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16.5 Conclusion

More space has been devoted to full employment issues than to safety net 
issues and more often answers have been given to the questions raised under 
the first category of issues than under the second. This is entirely appropri-
ate, just because full employment was the cornerstone of the Australian 
welfare state. The welfare state in Australia has fallen on hard times but not 
because of failures on the part of government to maintain the safety net effi-
ciently and compassionately. No doubt these sorts of failures have occurred 
from time-to-time. But the basic reason for the decline of the welfare state 
in Australia is market failure, the failure of markets to produce anything like 
full employment.
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Geography is about maps
Biography is about chaps

E. C. Bentley

My brief is to discuss the art and process of writing the biographies of 
economists. Before I start, I should establish my credentials. Like most his-
torians of economics and some economists, I have been an avid consumer 
of biographies. From my time as a student, particularly inspired by history 
of thought courses, I have read some of the few biographies of economists1. 
In addition, as a general reader, I have read biographies of favorite writers, 
of contemporary political figures and of historical figures as well as of the 
odd football hero, musician and comedian.

In addition to being a consumer, I am at present cast in the role of pro-
ducer of a biography. Bruce MacFarlane, Jan Toporowski and myself have 
been working on a biography of Michał Kalecki for a number of years. This 
paper reflects my experience in this role as well as some reflections on the 
nature of biography. This was a novel experience, because, though I have 
read many biographies, and was in the process of writing one, I had not 
previously thought about the process and nature of writing biography.

Let me start by considering the question of “what is biography?” The 
Oxford dictionary defines it as “the story of a person’s life written by someone 
other than [them]self”. This is reinforced by the rhyme at the beginning of 
the paper. The paper looks at the nature and significance of such “stories”, 
and in particular addresses three issues. Firstly, it canvasses some of the con-
troversies about the usefulness of telling these sorts of stories. There has been 
some debate amongst economists as to whether there is an appropriate role for 
biographies within the history of economic thought. The history of economic 
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thought has been called the “poor relation” of economics2. Biography, being 
a specialized area within the history of economics is a poor relation of a poor 
relation. Some economists (most notably Stigler) see no role for biography 
either in economics or in the history of economic thought. Rather than 
provide a comprehensive discussion of all the arguments, I will briefly review 
some of the issues. Secondly, some of the issues flowing from the actual writ-
ing of biographies are examined. Finally, the paper relates some of my personal 
experiences in attempting to write the biography of a great economist.

17.1 Why Biography?

Modern debate on the merits of biography in economics was initiated by 
William Jaffé, the famous editor and ‘would-be’ biographer of Walras, in an 
excellent paper published in 1965 “Biography and economic analysis”. In 
a comment which has come back to haunt us, he wrote: “With increasing 
frequency, distinguished economists of our day insist that the only proper 
study of economics consists in analysis firmly established on econometric 
foundations: and they recoil from the very idea of associating analysis with 
anything else, even its own history”. (Jaffé, 1965, 223).

Jaffé raised many interesting issues in defense of biography. Perhaps the 
most important was his view that the great innovations in economics, 
“must be understood as a work of art, and, that, like all works of art, [they 
are] marked with the personality of [their] creator”. (Jaffé, 1965, 226).

Jaffé stressed the importance of the individual as making a breakthrough or 
original discovery, and, as a result, leaving their marks indelibly on the subject.

The discoverer is something more than a catalytic agent. He enters into 
the theory he formulates, not as a stereotype, but as an individual pos-
sessing an individuality of his own. If we consider carefully a truly origi-
nal concept, even one couched in austere mathematical symbols, we find 
that it is inevitably composed of an intricate combination of elements 
which are derived not only from the discoverer’s social, intellectual, and 
physical environment, but also from his own personal traits, attitudes 
and endowments. (Jaffé, 1965, 224).

For Jaffé, the link between economics and art3 allows a creative role for 
the individual economist who, as a result, will leave their imprint on the 
subject. It follows, then, that by understanding the motivations and bio-
graphical influences on that person, we will improve our understanding of 
the development of our subject.

Jaffé’s conclusions were challenged in an influential (and cranky) paper 
by Stigler, in which he argued that for economic science there was no role 
for biography.
 Science is a social enterprise, and those parts of a man’s life which do 
not affect the relationships between that man and his fellow scientists 
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are simply extra-scientific. When we are told that we must study a man’s 
life to understand what he really meant, we are being invited to abandon 
science. What Mill’s contemporaries did not know about his personal 
life ... could not affect their interpretation of his words, and if we are to 
understand nineteenth-century economics, the details of his personal 
life should not affect our interpretation of his words. The recipients of a 
scientific message are people who determine what the message is, and no 
flight of genius which does not reach the recipients will ever reach and 
affect the science, detailed biographical knowledge is irrelevant to the 
interpretation of an individual’s scientific work. (Stigler, 1982, 91, 93).

According to Stigler (1982, 92), the role of biography in understanding 
ideas is limited to the case of ambiguities caused by changes in the mean-
ing of words. Stigler does, however, admit a role for biography, but only for 
either the sociology of science, that is for the study of “why some discoveries 
are absorbed quickly and others never” or to clear up ambiguities about the 
meaning of words.

Stigler failed to answer the question of “what is the criteria for scientific-
ity?”. In this context, the criteria implicit in his discussion seems totally at 
odds with that employed by most philosophers of science and economic 
methodologists. Few people would accept, as Stigler does, that there is 
objective scientific truth which is knowable independent of the commu-
nity of scientists and individual practitioners. Indeed, modern philosophy 
of science stresses the role played by subjective norms in the scientific 
process4. Stigler’s argument would be correct if there was some Platonic 
creature corresponding to “absolute truth” in economic science. In other 
words, we could accept Stigler’s point of view if the economy could, for all 
time, be completely described by some unambiguous general theory. If, to 
paraphrase the plot of a famous book and film, this Oz-like object existed, 
then no matter which Yellow Brick Road the scientist traveled down, the 
end destination would always be the same. If there is one correct economic 
theory, then, eventually, it could be discovered, and the history of economic 
thought would have no relevance5. However, this is simply an assumption 
on Stigler’s part. From it comes Stigler’s claim of uniformity in scientific 
communities, and the suppression of alternate views. If Stigler’s premise of a 
single method for economics is rejected, and the validity of different frame-
works accepted, then the way is open for different interpretations of “great 
works” in the history of economics, and the role of biography as a guide to 
the validity of these interpretations is established. That this position, rather 
than Stigler’s, represents the status quo in economics is apparent from the 
milliard different interpretations of the works of the major figures in economic 
thought such as Smith, Ricardo, Marx and Keynes, to name just a few.

For many economists there is no such thing as economic theory “in 
abstract”. For them, economics is necessarily problem orientated, so that, in 
order to understand the development of the subject we need to understand 
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the circumstances which threw up the relevant problem6. This is particularly 
true of classical economists as well as for some contemporary economists 
outside the mainstream7. For these economists, the role of economic theory 
is to provide insight into particular economic problems and for the related 
policy debate. Let me take two examples. We know that the economic work 
of Ricardo was explicitly aimed at providing insight into some of the con-
temporary policy debates of his time, particularly those associated with the 
corn laws and with the bullion controversies. A further example, one with 
which I am particularly familiar, (and is discussed in greater detail below) is 
that of Kalecki, whose approach to economics was that of a problem solver. 
His analytical framework was developed to throw light on the specific prob-
lems he was analyzing. For both of these economists, it is impossible to 
understand the significance, the development or even the meaning of their 
work independently of the circumstances in which they were writing. Their 
biography informs the message of their works.

True political economists never write in a vacuum! They attempt to 
throw light on the economies in which they live, in the manner in which 
they perceive them. Biography has a role, in elucidating this process both 
in reconstructing the objective environment in which they were working, 
and in trying to illuminate their perceptions of that environment. In other 
words, biography has an important role in understanding the conditions of 
production of both the economist who is the subject of the work, and of the 
environment in which they operated8.

Biography, then, is important not only for its own sake, in that it can give 
us utility to know something about the “greats”, and to humanize econom-
ics by making the great economists more human. It also serves the further 
purpose of clarifying the mindset and environment of the subject, and so 
can cast important light on the nature of their contributions to economics. 
In other words, because economics is the product of history and society, as 
well as of an individual, biography plays an important role in uncovering 
the link between these factors.

17.2 The Art of Biography

By telling us the true facts, by sifting the little from the big, and shaping the 
whole so that we perceive the outline, the biographer does more to stimu-
late the imagination than any poet or novelist save the very greatest ... 
almost any biographer, if he respects facts, can give us much more than 
another fact to add to our collection. He can give us the creative fact; the 
fertile fact; the fact that suggests and engenders. (Woolf, 1967, 227–9)9

There are as many different types of biographies as there are writers of 
them, and as many different motives for reading them as there are readers. 
Consumers of biographies are a heterogeneous lot, with a large and diverse 
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range of demands. The readers of biographies of the royal family, the rich, 
pop stars, sport heroes, movie stars and so on, can have many motives. 
Some may be purely prurient or vicarious, interested in gossip, others may 
have a curiosity as to “how the other half live”, while some may have an 
interest in trying to understand the motivations and influences which have 
shaped the subject of the study, and, in particular, in understanding what it 
was that made them famous.

Even then, there are many types of stories that could be told, and many 
ways of telling them. In looking for some essence common to biographies, 
I sat down, for the first time, and tried to think of what had motivated 
me to read them. Why read biography? The answer, for me, was that 
I had some interest in the person and wanted to know more. In particular, 
I wanted to learn what made them “tick”? What had inspired them to 
produce whatever it was that had attracted my interest in the first place? 
Biographies are about people who have, in some sense, achieved some-
thing. This proposition is left intentionally vague because achievement is 
a subjective judgment, based on “the eye of the beholder”. However, it is 
important to note that, for the vast majority of all biographies, either the 
subjects or their circumstances are inherently interesting. It is this type of 
interest which shapes the biography. It is the reason why the biography has 
been written and the reason why it is read. Biographies are read because 
there are people interested in the subject. This means that the biographical 
subject should be well known, as it is this which generally attracts reader’s 
interest. An important part of any  biography, is therefore to explain how 
this achievement came about.

This brings me to what I see as the main functions of biography in econom-
ics10. Firstly, by telling ‘stories’ of the great economists, biography restores 
the human element to the subject. With the aid of biography, economics and 
the history of economic thought need no longer continue to be dry analysis 
only. Rather, we can read of the developers of that theory, their motivations, 
their trials and tribulations. The intellectual battleground of ideas is made 
more interesting and humane. Related to this, one function of biography is 
to enable us to “get into the head” of the subject, to understand the forces 
which motivated them, so bringing a personal element into the story.

Associated with these considerations, (but in my opinion, more important) 
is the role of biography in exploring the circumstances which led to the 
production of the ideas. By circumstances I am referring to both the objec-
tive/material factors which shaped the environment in which the economist 
developed, and allowed the dispersion of ideas; as well as the more subjective 
circumstances relating to the development of ideas and the forces shaping 
the intellectual development of the subject. This would require the biog-
rapher to try to recreate in the minds of their readers the society in which 
their subject lived, including its social norms, culture, knowledge, beliefs and 
so on. All of this helps the reader “get into” the subject’s head, and helps 
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us understand “what makes them tick”. It makes us especially aware of the 
 creative aspect in theoretical and applied labour.

Of course, this opinion of biographical endeavor is extremely subjective. 
It arises from the “facts” as we know them. Of course, this raises important 
questions as to what is meant by “facts”, and whether they are, themselves 
objective. It is known, for example, that people experiencing the “same” 
phenomena will «see» quite different things. As well, there is likely to be an 
extremely large number of facts, which may themselves be subject to varied 
interpretations. This means that the necessity for some selectivity of “facts” 
cannot be avoided. Otherwise a biography may take at least as long to read 
as the person’s life was to live. So the biographer selects what they consider 
to be the pertinent facts (cf. Moggridge, 1989, 182). This is, has to be a sub-
jective process, as is the use that is made of the facts and their interpretation. 
As our knowledge of human motivation increases, so will our selection of 
which facts are important, and our explanation of those facts change. As a 
result, in a sense, just as each generation retells history in its own light, so 
each generation can reinterpret the life and works of the famous.

17.3 Personal Thoughts on Writing Biographies

As mentioned above, I am currently engaged, with two other authors in 
writing an analytical biography of Michał Kalecki. Kalecki was born in 
Poland in 1899 and died there in 1970. His ideas have not had the impact 
on economics that many believe they should have had.

The first problem faced by any biographer is to decide what sort of biog-
raphy to aim at. Amongst economists, there appears to be at least three 
 different genres of biography. The first is the biography of the “well known” 
economist. As their accomplishments are well known, the biographer has no 
need to introduce the reader to them. Rather the sorts of issues raised above 
can be immediately embarked on. By looking at the story of the economist’s 
life, understanding of the circumstances which led to the production of 
new ideas can emerge. Examples of this type of biography of economists 
are those of Wicksell, Hayek, Ricardo, Smith, and Malthus. Originally I was 
going to limit discussion of the second genre of biography to those about 
Keynes, because there seems to be almost a separate industry devoted to 
writing biographies of Keynes. Two biographical volumes on Keynes were 
published in 1992 alone. However, to be fair, I would have to include at least 
Marx and J.S. Mill under this head, as both seem to have been the subject 
of several biographies. In other words, there is a group of economists who 
are overly represented in the biographical stakes. Why is this so, and do we 
need yet another biography? To answer this, we should note that all three of 
these figures transcend economics. Keynes was a key economic advisor and 
an important figure in the history of the first half of the twentieth century, 
while the contributions of Marx and Mill covered many areas. Because their 
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talents are so multi-faceted, their lives are of interest to a wide and heteroge-
neous audience. The biography that an economist may write will vary from 
that of a philosopher or that of a political historian. So, to some extent, it 
is the large range of their contributions which may explain the biography 
industry, and the controversial nature of their interpretations. As well, there 
are more prosaic matters such as the emergence of new material, which is of 
particular relevance to the case of Keynes. To an extent the multiplicity of 
biographies devoted to these men, who are seen as pivotal thinkers, demon-
strates the idea (discussed above) that each generation reinterprets the lives 
and ideas of its predecessors. An important distinction between this type of 
biography and the others is the need for the author(s) to differentiate their 
product. Anyone who has read Skidelsky’s biography of Keynes will know of 
the great stress (almost obsessive) on differentiating his book from Harrod’s 
well known biography. Finally, we come to the case of the biography of an 
economist who is not well known, but whose works have attracted a small 
group of dedicated followers, usually outside the mainstream of econom-
ics. In such cases the biographer’s task is rather different. In addition to the 
normal functions of a biography, the individual needs to be introduced, 
with claims for their importance or relevance incorporated in the study. The 
emphasis is not so much the discovery of new facts, rather on introducing 
the economist to a wider audience.

It is this last type of biography that we are currently engaged in compil-
ing. This is one reason why we are not attempting the definitive word on 
Kalecki’s life and achievement; some additional reasons are discussed later.

In many ways, the nature of Kalecki’s life makes writing his biography 
more difficult than is the case with many other biographies. Most involve 
substantial detective work. A good biographer of economics needs to be 
one part Sherlock Holmes, one part economic historian, one part social his-
torian, one part historian of economics, one part psychologist and one part 
writer. The qualities of historian are needed to help understand the economic 
and social environment as well as the analytical nature of the contribution; 
the psychologist is needed to try to understand motivation, the writer to 
make sure that the final product is something that people will want to read, 
so that the subject of the biography lives again through the biography, 
while the detective’s role is to uncover the important missing facts. Most 
of the influences that shape the life of any individual are out of the public 
eye. This is especially true of the early formative years, before fame has been 
achieved. In some cases, parts of the past may be intentionally hidden from 
future biographers by the subject or their family. There are many famous 
economists and public figures who gave instruction for their papers to be 
destroyed when they died. A good biographer needs, like Sherlock Holmes, 
to follow the faintest clues doggedly, often following dead ends in the hope 
that some important clue to previously hidden aspects of the biography 
unfolds. An excellent example of this is Peter Groenewegen’s work on 
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Marshall (Groenewegen, 1995), which has uncovered aspects of Marshall’s 
life which were previously hidden, partly because Marshall himself hid them 
and partly because false clues were left, intended to mislead. The reward is a 
more complete version of the life and influences of one of the most impor-
tant economists in the development of the discipline. That so much of this 
could be uncovered in Marshall’s case was mainly due to Groenewegen’s 
own detective work and that of others, aided by the fact that Marshall 
had spent most of his life in England. As a consequence, much important 
information had not been destroyed, it had only been hidden, waiting to 
be uncovered. This is in sharp contrast with our experience of Kalecki. To 
explain this more clearly, some important watersheds of his life need to be 
briefly summarized.

After spending his early years in Poland, Kalecki moved to England just 
before the outbreak of the second world war. He stayed there until the 
end of the war, when he moved to North America, mainly working for 
the United Nations secretariat. In 1955, under tremendous pressure from 
McCarthyist persecution, he resigned his position and returned to Poland, 
where he spent the rest of his life.

The problem this presents for Kalecki’s biographers is that as a result 
of war and major upheavals in his life, most of the records have been 
destroyed. During the war, his home in Poland as well as his parent’s home 
were destroyed. Warsaw and Gdansk, where he completed his early studies 
and apprenticeship in economic journalism before starting his career in 
the Polish Institute of Research in Business Cycles and Prices, were places 
severely damaged during the war. As a result, we have been unable to obtain 
any record of his early years. At each of the milestones of their lives, the 
Kaleckis destroyed most of their records. Most importantly, before they 
returned to Poland, they destroyed much of their written records and cor-
respondence. As a result, the possibility of obtaining further information, 
particularly about Kalecki’s early years seems remote.

Although much of what is available is in Polish, this is not a serious prob-
lem. Jan Toporowski is fluent in Polish, and has already translated some of 
Kalecki’s works for Cambridge University Press. However, problems do arise 
from the publication of the Collected Works. Kalecki’s collected works were 
published in a six-volume set in Poland (in Polish) between 1979 and 1988. 
However, due to the political climate of the time, not everything available 
was published. The editor of that collection, a former student of Kalecki’s, 
has promised to make amends in the English edition, of which the first two 
volumes – collecting Kalecki’s major writings on the dynamics of capitalist 
economies – were published in 1990 and 1991. These two volumes include 
much which has been translated into English for the first time as well as 
some previously unpublished material. There are five further volumes to be 
published, including much archival material which is extremely difficult 
to access. Unfortunately for us, the editor of the works has played, and 
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continues to play, a prominent role in Polish politics. As a result of this, 
there is little chance of these volumes being published in the near future, or, 
if they are, it is unlikely that he will have been able to devote as much edito-
rial time to the later volumes as bestowed on the earlier ones. This is why 
I argued earlier that we could not produce a definitive biography. That task 
awaits the completion of the publication of the collected works into English.

This does not, of course, mean that we have no interesting material to 
work from. There is a fair amount of correspondence between Kalecki and 
other economists in archives in England and North America. In addition, we 
are in the fortunate position of still being able to talk to many of Kalecki’s 
contemporaries. Indeed, Bruce MacFarlane worked with Kalecki in India. 
However, this leads to further complications. By relying on interviews, we 
are. mainly relying on the memory of people who were close to Kalecki, 
either in their work or in their personal lives. Memory, in any case, is itself 
a very subjective thing, but this is even more true of memories of some-
one you are close to, and who died over twenty years ago. Many of these 
people are now old, and the accuracy of their memory, even after allowing 
for its subjectivity, must be questioned. Over the period of December 1990 
to January 1991, I taped a series of interviews in England, Poland and the 
United States with many of Kalecki’s former colleagues and students as well 
as with his widow. Most of the interviewees were extremely emotional, and 
often I got the impression that their memories consisted of a mixture of 
what they believed had happened and what they wished to have happened. 
In some cases, they could no longer remember the actual events, but could 
only remember what they had told others. This proved particularly tricky 
when I asked something that had not been asked before. Often I was told 
that, as they had not talked about the event recently, they could not remem-
ber it. However, despite these difficulties in obtaining detailed information 
about Kalecki’s life, the interviews and archives have enabled the discovery 
of many important details.

This raises another important issue of particular relevance for biographies 
where the subject or their contemporaries are still alive, namely, the many 
ethical and moral dilemmas, in using views and opinions expressed in inter-
views, or information obtained from archives and letters. Individuals may 
choose to keep part of their lives outside the public domain, and the biogra-
pher has a difficult decision as to how much of that information to reproduce. 
Clearly there is a balance between the right to know important facts about 
the subject, and an individual’s right to privacy. This is particularly important 
when controversial claims cannot be verified, and are only the opinion of 
one of the actors. There is no right or wrong, in these situations, each case 
must be judged on its own merits, and we must trust to the sensitivity of the 
 biographer, and the accuracy with which such detail is reported.

The role of biography is particularly important in understanding Kalecki’s 
work. He was, in many senses, always an applied economist. His excursions 
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into theory were motivated by the need to understand particular problems. 
His life-long concerns with the distribution of income and with the determi-
nants of employment were the direct results of his experiences in the 1920s. 
As a result of the depression, Kalecki’s father’s business went bankrupt. This 
forced the abandonment of his studies in engineering and saw the begin-
ning of his career as an economic journalist. During his term working at the 
Polish Institute of Research in Business Cycles and Prices, he attempted to 
develop an explanation of the causes of economic depressions and unem-
ployment. It was as a result of this research that the claim is advanced for 
Kalecki’s simultaneous discovery of the principle of effective demand with 
Keynes. Subsequently, at the United Nations and in the role of economic 
consultant for developing economies, his interest changed, and he began 
work on understanding these types of economies. Similarly, his return to 
Poland rekindled his enthusiasm for the understanding of socialist econo-
mies. With Kalecki, we see the important role of biography in understand-
ing his work: his theorizing was aimed at solving specific problems, and 
the significance of these problems can best be understood in biographical, 
historical and social context.

One of the more interesting questions facing historians of economic 
thought is an explanation of why Keynes and Kalecki, two economists 
from such different backgrounds, both discovered the principle of effective 
demand at about the same time, as well as explaining the differences in 
their formulations. Before making any concluding comments, I would like 
to propose that the clue both to the simultaneity of discovery and to the 
difference in form lies in biographical details, both responding to depressed 
economies, but from very different backgrounds. Keynes, brought up in the 
Marshallian tradition, realizing the possibility of unemployment, and the 
importance of effective demand, extended the Marshallian framework to 
incorporate a theory of output. His earlier interests in probability manifested 
itself in the role which uncertainty played in the analysis of investment 
and money. Keynes explicitly built on the Marshallian framework which 
was part of his intellectual environment, and modified it to incorporate the 
changes to the economy. Kalecki, on the other hand, had not been formally 
trained in economics. His early engineering studies had been interrupted by 
a recession, as a result of which his father became bankrupt. Forced to ter-
minate his studies, Kalecki became an economic journalist, before obtaining 
employment in the Polish Institute. Here he engaged in applied studies of 
the Polish economy. The legacy of this early period of his professional life 
left Kalecki with a desire to understand the causes of unemployment, as well 
as an applied statistician’s understanding of the economic system.

As both Keynes and Kalecki were reacting to depressed economies, it is not 
surprising that they both concentrated on the determination of a theory of 
output and employment, though similarities in their analysis of effective 
demand is interesting. Given their different backgrounds, both in terms of 
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material circumstances and in terms of their education in economics, the 
reasons for the differences in their approaches is apparent.

17.4 Some Conclusions

This paper has canvassed some of the issues relevant to the writing of 
biographies. After briefly surveying the Jaffé/Stigler debate as to whether 
biography serves any useful role, either for economists or for historians of 
economic thought, the conclusion that biography is important for both was 
reached. A number of reasons for this conclusion were discussed, includ-
ing the ability of biography to “humanize” economics and to help in the 
understanding of the purposes of economists. However, the most important 
justification for biography’s role in economics results from the nature of 
the subject. Economics is the creation of people who are part of society and 
history. It is, therefore, an artificial construct with a social and historical 
dimension. As a result, biography has a role in helping us understand the 
circumstances which led to important developments in the subject, and, by 
doing so, throws light on those developments.

Biography requires many and varied skills, depending on the nature of 
the subject. For some subjects, the main difficulties will be in digging up 
information, or in disentangling fiction from nonfiction. In other cases 
the problem will be of interpretation, where the information is known, but 
motivation is unclear. In addition, there may be ethical and moral problems 
with which the biographer needs to come to terms.

In the final section, the paper outlined the way in which some of these 
problems have been experienced in the proposed biography of Kalecki, as 
well as briefly indicating ways in which biography may shed some light 
on the question of the simultaneous discovery of the principle of effective 
demand by Kalecki and Keynes.

Notes

I would like to thank, but not to implicate, Teresa Brosky, Peter Groenewegen, Mike 
White and Bruce McFarlane for their helpful comments.

1. According to Moggridge (1989,176), “there is really remarkably little”.
2. Or, as Mike White has eloquently expressed it, a “low rent area”.
3. For an illuminating and entertaining discussion of the relation between economics 

and art see Szostak (1992).
4. For a very useful survey of the philosophy of science, which makes this point, see 

Chalmers (1982).
5. See Walker (1983) for an attempt to reach a compromise between the views of Jaffé 

and Stigler by identifying semantic differences associated with taxonomy.
6. But not for Stigler, see Stigler (1965) chapter 2.
7. Of course this is also true for some mainstream economists, as well as for some, 

(Marshall and Keynes spring to mind) whom it is harder to categorize.
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 8. Of course, sometimes biographies can intentionally deceive, for example Keynes’ 
biography of Marshall in which he invented details about Marshall’s father in 
order to explain his turning against tertiary education for women, and Harrod’s 
official biography of Keynes which clearly attempted to “sanitize” details of 
Keynes’ life.

 9. I was inspired to read this article through Moggridge (1989).
10. This may be compared to Moggridge’s discussion of motivations for writing biog-

raphies, Moggridge (1989, 176–8), which include the fact that “nobody has ever 
written” it, that the subject is an interesting person living in interesting times, 
that understanding the background is indispensable to understanding the con-
clusions, the record needs to be set straight. Moggridge summarizes these in the 
view, shared in this paper, that “the creation of the biography will add something 
to our knowledge not only of the subject, but often also of economics”.
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In this paper I analyse how I became an economist and at the same time a demo-
cratic socialist and a Christian. I also explain how I became politically involved 
after my graduate studies at Cambridge in the late 1950s and started lecturing at 
Adelaide. When back in Cambridge in the 1960s, teaching this time, the war in 
Vietnam persuaded me to support direct action through the anti-war movement in 
South Australia when I returned to Adelaide in 1967. The 1960s and the events 
of the time did infl uence my approach to teaching and research. More concretely, 
I was persuaded that ideology and analysis were indissolubly mixed and that one’s 
stance should always be made explicit. How these infl uenced what I did in my 
years in Adelaide, and then from 1982 back in Cambridge, along with my earlier 
experiences, are all described in the paper.

18.1 Introduction

The aim of the paper is to analyse how my decision to become an econo-
mist intertwined with my search as an undergraduate for a political 
philosophy and religious belief. By the end of my undergraduate course 
at Melbourne University in 1953 I had become both a democratic social-
ist and a Christian, the latter decision taking much longer to reach than 
the former due to my social and religious origins. Once I had finished gradu-
ate studies at Cambridge in the late 1950s and started lecturing at Adelaide, 
I also became politically involved in a number of areas but always through 
the ›usual channels‹. It was not until I was teaching in Cambridge in the 
1960s and becoming more and more upset by Australia’s involvement in 
the Vietnam War that I decided when I returned to Adelaide in 1967 to sup-
port direct action through the anti-war movement in South Australia. This 
decision also much influenced my approach to teaching and research as, 

18
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greatly influenced by the writings of Chomsky, Dobb and Stretton, I became 
convinced that ideology and analysis were indissolubly mixed and that your 
own stance must always be made explicit. How this influenced what I did in 
my years in Adelaide from then on, and then in Cambridge from 1982 on, 
is described in the later parts of the paper.

18.2 Early years

To provide the background to my topic, I set out some autobiographical 
facts. I was born in Melbourne in June 1931, one of twin boys. (My brother 
became a most distinguished and respected academic dentist which would 
have pleased Keynes.) My parents were middle class; my father was a leather 
merchant, my mother before marriage, Head Mistress of the infant school of 
a posh Melbourne girls’ school. They were right wing, agnostic, assimilation-
ist Jews. In the 1930s Melbourne was a stuffy, snobby, sectarian city with 
great hostility between the Roman Catholic and Protestant communities 
who, nevertheless, happily formed a united front when ganging up on the 
Jews. There was (is) a considerable Jewish population in Melbourne. It was 
(is) split between pro- and anti-Zionist factions, left-wing and right-wing 
political beliefs and orthodox and liberal religious views. In recent years, the 
split takes in support for, as opposed to (distressed) opposition to, Israel’s 
behaviour towards the Palestinians.

We were educated at private schools (where people went to school was 
very important in Melbourne social values) and experienced first hand what 
I would call ›thoughtless British Anti-Semitism‹ which served to scar my 
childhood. As part of my parents’ assimilationist stance we were entered as 
C of E (Church of England) at our primary and secondary schools (one of 
which was C of E, the other, Methodist) so we went to the whole of morn-
ing assemblies including prayers, and to chapel and divinity classes. (Most 
Jewish boys – they were boys only schools – did not.) I absorbed uncriti-
cally both my parents’ agnosticism about religion and their very right-wing 
political views allied with simplistic patriotism taking in the British Empire 
and all it allegedly stood for. I did early on have a burning dislike of injustice 
and intolerance, especially concerning some of my relatives’ attitudes to 
Australia’s indigenous people.

Though I now do not agree with my parents’ stance, I cannot criticise 
them for it – they were doing what they considered best in the very unset-
tled and worrying situations of the 1930s and 1940s. My mother tried hard 
to be a good parent but she was insecure and possessive. Whereas my father 
understood well the two roles of parents: supportive and protective when 
children are young, supportive but letting go when children are grown up. 
He was an especially fine man; he exhibited all the ancient verities and he 
was much respected and loved by many, many people. My parents were 
devoted to one another and a good team. For various reasons my mother 
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was, as I noted, a rather insecure person and it was only after she had a 
severe stroke in 1972 that she realised that people did care for and about her.

Though I always wanted to be a vet (and took three years to get the natu-
ral science prerequisites at university entrance examinations to allow me to 
do so), I had also done economics as a ›fill in‹ subject for four years at school 
and liked it. So when I went to Melbourne University in 1950, I decided to 
do a B.Com degree and become an economics schoolteacher. (This allowed 
me to have a generous scholarship while at university in return for several 
years teaching in the state system afterwards.)

I had always been in the shadow of my very bright twin brother, John. 
We had been moved up ahead of our age as a result of his high marks – a 
disaster for both of us socially and for me intellectually. But when I went 
to university I came into my own, as it were, and topped the first year of 
the B.Com degree, not least because of the encouragement and tutoring 
of my first mentor, Joe Isaac (who, after a distinguished academic career, 
was the first economist to serve on the then Australian central wage-fixing 
institution, the Commonwealth Conciliation and Arbitration Commission). 
Joe persuaded me to leave the Victorian secondary education department, 
which paid my scholarship and to try to become a university teacher.

As a result of the subjects I took in my first year, especially Economic 
Geography I (really comparative economic systems), I soon became a 
democratic socialist in my politics. I found out that societies organised their 
economic and social affairs mostly in an irrational and unjust manner, espe-
cially with regard to the use of essential resources that would be needed by 
future as well as by present generations. Making up my mind about belief 
in God (the two pressing issues for thoughtful students in those days were 
stances on politics and belief or not in God) took much longer because 
of a perceived gap between the actual behaviour and professed beliefs of 
Christian groups. (I knew little about Jewish ones but my father, having 
been orthodox until his early twenties, then decided that all religion was 
bunkum and religious people, hypocrites!)

I spent my university years at Melbourne after 1950 in Queen’s College, 
a Methodist institution, which had a theological school where would-be 
Methodist ministers were trained. Many of them became firm friends with 
whom I discussed the nature of religious belief. The upshot was that in 
my fourth year as an undergraduate I made a Popperian-type decision: 
Suppose that there is a God (all three, with the Christian community a 
natural step on, or perhaps a takeover of, its Jewish forebears), and see how 
we go from there. That is to say, would subsequent experiences falsify the 
hypothesis? (They have not yet.) I had no trouble reconciling the precepts of 
Christianity with democratic socialist principles. So I coupled my Christian 
beliefs with them. I argued that the only difference between Humanists, 
who also wanted to create just and equitable societies, and believers, who 
wished to do the same, was that the Humanists thought they could do it 
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unaided, whereas the Christians thought that the Holy Spirit would help 
them to work in mostly secular institutions to attain these ends: first, by 
taking on the dead weight of personal failings which so drag people down – 
think of poor Wittgenstein – and, secondly, by emphasising the nature and 
importance of the community – the people of God – rather than of the 
individual. So I was baptised in Queen’s College chapel in 1953 and joined 
the Australian Labour Party (ALP) soon after. And when I took up my first 
teaching post in Adelaide in 1958, I began to call myself the only Jewish 
Methodist in that fair city.

18.3 Economics Education

The economics course I did at Melbourne was very Cambridge (England) 
orientated but it also took in Hicks and Kalecki as well as Samuelson, 
Schumpeter and Chamberlin. I also studied the classical economists and 
Marx in a third year history of economic thought (HET) course. Obviously 
Keynes was a major influence – I encountered the great man in my first year 
when intending Honours students read and went to lectures on A Tract on 
Monetary Reform (1923) (and Philip Wicksteed’s Common Sense of Political 
Economy (1910), still two of my favourite books). We were lectured on the 
themes of The General Theory in the second year by Donald Cochrane (of 
Cochrane and Orcutt fame) and Joe Isaac. I had read The General Theory 
over the preceding long vacation but, needless to say, I found it extremely 
hard going, not least because I tried to read it in bed! In later years we were 
introduced to Michał Kalecki’s writings on income distribution by Joe Isaac, 
to Maurice Dobb’s writings on the transition from Feudalism to Capitalism 
and to his classic Political Economy and Capitalism (1937 and 1940). (When 
I subsequently took an Honours Class at Adelaide on Radical Economics 
in the 1970s, I told the students that they should read Dobb’s book and 
Milton Friedman’s Capitalism and Freedom (1962) before they could make an 
informed choice on where they stood politically and on their approach to 
economic analysis.)

The most influential article I read as an undergraduate was Kurt 
Rothschild’s ‘Price theory and oligopoly’ (1947). It has influenced my think-
ing ever since. He argues that oligopolists are as interested in secure as in 
maximum profits and that Clausewitz’s principles of war are the appropri-
ate framework with which to analyse oligopolistic behaviour. In my fourth 
year honours dissertation I tried to introduce Rothschild’s oligopolists as 
the principal decision-makers in the economy into the model of The General 
Theory, to see if this affected the analysis of the systemic behaviour of 
 capitalism. These themes run through much of my work ever since.

Philip Arestis once asked: Why this approach and not some other? I sup-
pose historical reasons dominated – it was the early 1950s and in Australian 
universities, the economics of British universities and especially of Cambridge 
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dominated both syllabuses and to some extent the background of the staff. 
The General Theory had been published in 1936 and Keynes had only died 
four years before. Tom Asimakopulos, who was my contemporary as a Ph.D 
student at King’s, Cambridge in the 1950s, had a not dissimilar training at 
McGill before coming to Cambridge. When he was asked by Philip Arestis 
and Malcolm Sawyer to write an autobiographical essay for the first edition 
of their splendid volume, A Biographical Dictionary of Dissenting Economists 
(Arestis/Sawyer 1992), he refused because he did not view his approach to 
economics as a dissenting one, but rather as firmly placed within the then 
mainstream developments of economic theory especially associated with 
Marshall and Keynes. His mentor, Jack Weldon, had taught him within this 
framework (after a thorough grounding in the writings of the classical politi-
cal economists). Perhaps Paul Samuelson’s Foundations (1947) figured more 
prominently in his training than in mine, but otherwise we had a very simi-
lar background. In his later years, from the mid 1960s on, our views became 
even closer as he adopted more and more the approaches of Joan Robinson 
and Kalecki, so that he became post-Keynesian in his approach.

In my case, Marx was also very important though, as I have written before, 
I never really understood him until I had in the 1970s and 1980s three won-
derful scholars of Marx as my Ph.D students – Prue Kerr, Allen Oakley and 
Claudio Sardoni. Of course, with hindsight, I can now see more clearly how 
all these influences and others – the classicals, Sraffa, Kaldor, Dobb – come 
together in my approach and in my evaluation of the approaches of other 
economists.

18.4 A Research Student at Cambridge in the Mid 1950s

In 1955 I went to King’s College, Cambridge to do a Ph.D, first, with Nicky 
Kaldor (a disaster) and then with Ronald Henderson as supervisors, and, as 
I wrote, I was appointed to my first lectureship at Adelaide in early 1958. 
Initially the topic of my Ph.D dissertation was the implications for the 
theory of the firm and of the trade cycle of secure profits being as important 
as maximum profits for oligopolists. In the event it was on the systemic 
implications of the use of historical cost accounting procedures for setting 
prices and measuring income for dividend and taxation purposes in a period 
of inflation, not completely unrelated!

While a research student I also made a special study of Joan Robinson’s 
The Accumulation of Capital (1956) – this was the start of our friendship – and 
I subsequently lectured on the book to the Honours students in Adelaide. (It 
did, of course, greatly influence from then on the approach I took to teach-
ing and research.) I also started teaching the first year Keynesian course at 
Adelaide in the early 1960s when Peter Karmel (who had designed the course) 
left his chair at Adelaide to become the first Vice Chancellor of the Flinders 
University of South Australia. The lectures were the basis of my first book, 
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Economic Activity (1967), co-authored with Peter Karmel and Bob Wallace. 
Bob took the course over from me when I returned to Cambridge in 1963, 
first, for a year’s study leave and then, completely unexpectedly, to a 
University Lectureship in the Cambridge Faculty of Economics and Politics 
and a Fellowship at Trinity Hall, posts to which I was appointed while on 
leave. As a result I held the appointments for three years, having obtained 
three years leave without pay from Adelaide to do so, as I felt I had a moral 
obligation to return to Adelaide.

When Robin Matthews was elected to the Drummond Chair of Political 
Economy at Oxford in 1965, I took over his first year macroeconom-
ics course at Cambridge. I lectured from the notes that became Economic 
Activity. I told the undergraduates present at the lectures that 30 years or so 
previously Keynes had lectured to a specially chosen set of undergraduates 
from the proof sheets of The General Theory. I added that they were not that 
special and I was not Keynes, but that the lectures were on the economics of 
Keynes. The most distinguished of the undergraduates present was Mervyn 
King, who became Governor of the Bank of England. Three times in public 
(sort of) he has singled out the lectures for special praise; I wish he would 
put this in writing!

18.5 Political Activities

During my first six years at Adelaide I was politically active in a number 
of areas but always through the ›usual channels‹. I was Secretary (in later 
years Vice-President and President) of the Howard League for Penal Reform, 
S.A. Branch, and President of the Mitcham Branch of the Australian Labor 
Party (ALP) (we met in our home so you can imagine what a large member-
ship the branch had). I also was associated with the bi-partisan movement 
then formed to try to rid Australia of the White Australia Policy in our immi-
gration laws. As the ALP had, for historical reasons, White Australia in its 
platform, I could not be officially associated as I (and many other members 
of the ALP with the same views) would have been expelled from the Party, 
so we worked behind the scenes to get White Australia removed from the 
platform and Australia’s immigration policy.

I published quite regularly in my first years as a university lecturer once 
my Ph.D was out of the way (I had also published three articles before I was 
awarded it in late 1959, one of which probably secured my appointment at 
Adelaide). I wrote my papers in the third person with numbered paragraphs 
as though they were natural scientific reports. There was no intrusion of 
personality or values in them. Moreover, I was very chuffed when after 
one of my introduction to Keynesian macroeconomics lectures at Adelaide, 
I overheard a student saying: »I can’t work out whether Harcourt is Labor or 
Liberal [Tory in Australia] from his lectures!«
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18.6 Teaching at Cambridge in the 1960s

All this was to change during my years as a teacher at Cambridge. First, 
I allowed a little of my personality to intrude into my papers (have a look at 
the opening paragraph of ›The accountant in a Golden Age‹, Oxford Economic 
Papers, 1965). I had a great burst of publication over that period, mostly in 
what we now call ›Brownie Point‹ journals, and there was even something 
approaching wit in my narratives. This last was subsequently to grow, so 
much so that Joe Stiglitz, in the first draft of his unfavourable review article 
in the Journal of Political Economy (1974) of my 1972 book on capital theory, 
commented that some of my jokes (in the book) were »nearly as funny as 
Harcourt seems to think they are«, a remark he removed from the published 
version, rather to my disappointment. Joe sent me the first draft of his 
review article and I, perhaps foolishly, sent him eight pages of comments 
on it. I have kept a file on this episode as I received comments on Joe’s draft 
from Joan Robinson, Eric Russell, Mario Nuti, Neil Laing, and Piero Sraffa. 
Joan’s comment began: »I am sorry you have let this ass get under your 
skin«. I should add that Joe had a room next to me in Cambridge in the mid 
1960s when Samuelson and Solow sent him to the ›other Cambridge‹ to hear 
its views first hand. Sadly, Joan and Joe did not get on at all – principally 
Joan’s fault, not Joe’s – but Joe and Nicky Kaldor did. Joe and I also became 
friends then and have remained so. (Indeed he recently told our son, Tim, 
when he met him in Australia, that I had been a great influence on him. 
He did not say whether it was good or bad.) In my view, he has been doing 
God’s work in recent years with his courageous, outspoken and forthright 
views on economics and politics (he was always a progressive in his politics).

Secondly, and more to the point, I began to be very disturbed about the 
Vietnam war and Australia’s role in it, using conscripts, and as one of the few 
respectable allies of the USA in that most immoral of wars. The Faculty at 
Cambridge was divided into doves and hawks, as were Bob Solow (a hawk) 
and Ken Arrow (a dove). Both visited Cambridge in 1963 – 64. To his credit, 
Solow subsequently changed his mind. Knowing I was to return to Australia 
in 1967, I had myself briefed by Martin Bernall and Ajit Singh who were really 
extremely well informed on Vietnam, for I was determined to do something 
about Australia’s involvement when I returned in early 1967.

18.7 Direct Action in the 1960s and 1970s

I became a foundation member of the committee of the Campaign for 
Peace in Vietnam in South Australia (CPV), which was formed in mid 1967 
and subsequently its chair for two periods later on. As well as writing pam-
phlets, organising meetings, writing letters to newspapers and going on the 
radio and TV, we also organised protest marches and moratorium marches. 
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At first, anyway, we took a non-violent stance (until one of our marches 
was attacked by drunken soldiers; the police were none too gentle either). 
On the whole we cooperated with the police but in 1970 there was a major 
confrontation associated with a sit down in the middle of the city as the 
culmination of a moratorium march. Many arrests were made. I have to say 
that although I was prominent all day as a marshal of the march and after, 
I was not arrested, partly because the cops needed some of the leaders out of 
jail to negotiate the release of those in jail, partly because as a moderate in 
the anti-war movement, I had good personal relationships with the police. 
I regard confrontation with them as counter-productive (our quarrel was not 
with them). Also my wife Joan and our children had received many death 
threats as well as one actual attempt to kill us by trying to blow up our car, 
so that the police were not unsympathetic to us as people. (Adelaide was in 
many ways a very small town; the ASIO man [the Australian equivalent of 
the UK’s M15] who spied on me was the son-in-law of one of my colleagues 
in the Economics Department!) For eight and a half years I averaged two and 
a half days a week in the anti-war movement and also took part in action 
at the university to reform aspects of its governance. (I should add that 
I gave my fair share of lectures, looked after graduate students, wrote papers, 
including the survey of capital theory in the June 1969 Journal of Economic 
Literature, Harcourt (1969), and books and took a full part in the depart-
ment’s activities, as well as playing cricket in the summer and Australian 
Rules Football in the winter, running three miles every day, and being the 
father of four young children.)

My conversion to the need for direct action if other more orthodox means 
proved ineffective, and if the issues concerned were fundamental enough, 
was greatly helped by reading Noam Chomsky’s essay, ‘The responsibility 
of intellectuals’ (1967) and Hugh Stretton’s remarkable book, The Political 
Sciences (1969). Chomsky argued that it was not good enough, say, for 
natural scientists to invent napalm, but not take a stance on the use made 
of it – they had a social responsibility to speak up. Stretton argued that in 
the social sciences (and other disciplines) there was no such thing as an 
objective, value-free discipline, that ideology and analysis were indissolubly 
mixed. To claim otherwise was to corrupt both yourself and your students. 
Personal values always should be made explicit in teaching, speaking and 
writing. (Maurice Dobb made similar arguments.)

So in my classes from then on, I started every course of lectures by setting 
out my philosophical, religious and political values, and how they were 
entwined with my approach to political economy. I said I did not expect my 
students necessarily to agree with me but I wanted them to know exactly 
where I was coming from. I followed the same course in public addresses, 
speaking on radio and TV and writing political pamphlets, articles, letters to 
the editor; and so on. All my papers and books from then on were perme-
ated with these views. I was especially outspoken in the 1960s and 1970s 
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as I was inspired and humbled by the example and courage of the student 
radicals involved in the anti-war movement and university reforms. After 
all, I was by then a tenured professor whereas they were using their first 
time at university to fight for just causes, often at the expense of the time 
they could give to their studies which in turn often affected the marks they 
received – a much higher permanent sacrifice than someone in my position 
could ever have been asked to make.

From then on, I have always tried to call a spade a spade in what I say 
and write, taking Kalecki’s 1943 classic, Political aspects of full employment, as 
the role model. I try to use dispassionate arguments in my political writings 
and speeches, also ›to hate the sin but love the sinner‹, and I never expected 
›favoured nation‹ treatment, if I broke the law on protests – only that I should 
be neither framed nor beaten up in the process! (For the record, I was not.)

18.8 Return to Cambridge in 1982

When I returned to Cambridge in 1982 I still held to these values but 
I have never been as politically active again. Partly this was because though 
I had been an important ›back room boy‹ for the ALP in policy formation 
in the 1970s, the ideologues in the British Labour Party did not (and still 
do not) want to know. (For example, I was the economist on the ALP’s 
National Committee of Inquiry, which was set up in the late 1970s to see 
why the party had done so badly in the 1975 and 1978 federal elections. 
I wrote the first draft of discussion paper number six on economic policy 
and the future of Australia. In it I set out a package deal of policies, which 
was post-Keynesian in approach. It was especially influenced by Ralph 
Willis’s lone voice advocacy in the ALP and the writings of Eric Russell and 
Wilfred Salter on incomes policy from the 1950s on. I like to think that Bob 
Hawke set this policy in motion for a good half hour after he was elected 
Prime Minister in 1983.)

Partly also, my academic workloads – teaching, research, supervising 
graduate students, college, faculty and university administration – were 
much higher and I had set myself the task of documenting the intellectual 
history of what may be called Joan Robinson and her circle – to see what 
was lasting in the contributions of the first generation and after of Keynes’s 
pupils. As I returned to Australia permanently at the end of July 2010 (Joan 
[Harcourt] and I flew home on our 55th Wedding Anniversary), I have all 
but fulfilled the task with the publication in 2006 of The Structure of Post-
Keynesian Economics: The Core Contributions of the Pioneers and the publication 
in 2009 with Prue Kerr of the intellectual biography, Joan Robinson. I still 
have to see through my last major project, a two-volume handbook on 
post-Keynesian Economics for Oxford University Press, USA, which I am co-
editing with Peter Kriesler; and I am preparing two more volumes of selected 
essays to be published by Palgrave Macmillan on Skidelsky’s Keynes and Other 
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Essays and The Making of a Post-Keynesian Economist: Cambridge Harvest [all 
have now been published]. In Australia I am to mentor indigenous students 
doing undergraduate and graduate courses at the University of New South 
Wales (UNSW), so I shall still be politically active in my 80th year and on.

18.9 Egotistical Evaluation

As Prue Kerr had already suggested, Philip Arestis also asked that I add a 
section summarising my own work, emphasising my main contributions 
to economics and indicating the extent to which democratic socialist prin-
ciples and Christianity have influenced them. I respond with reluctance 
because ›blowing your own trumpet‹ is not an Australian characteristic 
(even if it is a Cambridge one). The greatest compliment I was ever paid was 
by Anand Chandavarkar, an Indian friend of mine in the World Bank. He 
said (I paraphrase): »I always think of you as the Keith Miller of economics, 
the last of the great all-rounders.« As Miller, the great Australian all-round 
test cricketer of the 1940s – 1960s, was my boyhood hero, it is easy to 
understand why I was so chuffed by his comment. And it is true that I have 
written articles and books on theory, policy, applied work [including one 
econometric paper(!)], intellectual biography, history of the  economic the-
ory and even methodology. Partly this is because my generation thought 
this was what economists did; partly because I was never a narrow special-
ist but followed up whatever caught my eye and/or what I thought were 
important and pressing issues.

In a most generous preface to a selection of my essays published in 1995, 
the late Mark Perlman classified my writings into four groups:

a. Works analysing contemporary economic theoretical problems
b. Works synthesizing states of debates in economic theory
c. Works having a distinctly biographical favour and pertaining to various 

contemporary economists, and
d. Works pertaining to economic and allied social policies.

He singled out as my »greatest research contributions [...] the essays writ-
ten under the second rubric«, judging me to be a »something of a master« 
because I get »each side’s position ›straight‹ and sympathetically stated [and 
my] judgements are original, pithy and sound« (Perlman 1995: ix, empha-
sis in original). He wrote that I had »become of that rare breed, a teacher’s 
teacher [, one] of only a few who really can teach others what and how to 
teach« (Perlman 1995: ix). He quoted with approval what I had come to 
believe ›what economics is about‹, that it is

»to make the world a better place for ordinary men and women, to 
produce a more just and equitable society. In order to do that, you have 
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to understand how particular societies work and where the pockets of 
power are, and how you can either alter those or work within them and 
produce desirable results for ordinary people, not just for the people 
who have power. I see economics as very much a moral as well as a 
social science and very much a handmaiden to progressive thought. 
It is really the study of the processes whereby surpluses are created in 
economies, how they are extracted, who gets them and what they do 
with them. All economies have created surpluses in one way or another. 
Capitalism does it in a particular way and that is the process in which 
I am most interested because I live in capitalist economies. At the 
same time I would like to help to create a society where the surplus is 
extracted and used in a way quite different from a capitalist society.« 
(Perlman 1995: vii)

I believe my commitment to democratic socialism and Christianity run 
through, and are integral to, this statement. Over the years I have had 
to lower my sights as to what we may hope to achieve in an increasingly 
imperfect world. The most explicit statements of this are to be found in the 
paper, ‘The mixed economy,’ written with Prue Kerr and published in 1980; 
in my 1982 John Curtin Memorial Lecture, Making Socialism in your own 
country; and in the 1992 Second Donald Horne Address, Markets, madness 
and a middle way.

18.10 Concluding Remarks

Finally, may I quote what Ken Arrow (who has been a friend since we met 
in Cambridge in 1963, who I regard as the greatest living economist and 
who I admire tremendously as a compassionate human being) wrote in the 
Foreword to volume three of my Festschrift, edited by Claudio Sardoni and 
Peter Kriesler (1999):

»I only came to realise later the extent to which [his] concerns were 
motivated by strong humanitarian and egalitarian values which derive 
from [his] religion. Regardless of their source, these are the values 
which both sides in the 1960s controversies [on capital theory] hold 
high and which have come under steady attack in the last twenty years. 
Geoff’s firm  convictions have been a pillar of fire in the night.« (Arrow 
1999: xviii)

I close by saying how grateful Joan and I are to the organisers of the con-
ference at Bilbao and the speakers at two of the sessions for honouring me 
and my work. When I am depressed about the state of the world – climate 
change, the Middle East, the rise of budget-size fetishism, for example – 
I take heart that there are progressive humane people out there doing God’s 
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work (even if they are agnostics or atheists) and I feel privileged to be able 
to join them, not least the concentration of such people at the conference 
in Bilbao.
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Piero Sraffa: A Tribute
G. C. Harcourt

Revised from Cambridge Journal of Economics, 36(6): 1263–1266, 2012, ‘Piero Sraffa: A 
Tribute,’ by Harcourt, G. C. With kind permission from Oxford University Press. All 
rights reserved.

G. C. Harcourt opened the workshop ‘New Perspectives on the 
Work of Piero Sraffa’, held at Queens’ College in Cambridge on 
9 and 10 July 2010, with a tribute to Piero Sraffa. We are grate-
ful to him for providing the following version for this Special 
Issue which has arisen from contributions to the workshop.

It is a great privilege to be included in this Special Issue of the Cambridge 
Journal of Economics, which celebrates 50 years on from the publication 
of Piero Sraffa’s classic, Production of Commodities by Means of Commodities 
(1960, Cambridge University Press). I am delighted that, building on such a 
solid base, the contributors look forward to the new developments arising 
from his criticisms, insights and positive contributions. But perhaps I may 
be indulged if I look backwards, first, to my association with Piero Sraffa 
and his writings; and, secondly, to those of his and my dear friend, Krishna 
Bharadwaj, who died far too young at 56 in March 1992, but who left such 
a rich legacy in her writings, and with her wonderful life as teacher and 
scholar and extraordinary gift for supportive, deeply honest, friendship.

When I came to Cambridge in the Michaelmas Term of 1955 to do a PhD, 
Piero was the mentor, together with Robin Marris, of the research students. 
(Five of the research student body from that time were at the conference: 
Pierangelo Garegnani, Joan O’Connell, Luigi Pasinetti, Amartya Sen and 
myself.) Sraffa and Marris presided over the main research students’ seminar, 
which was held each Thursday afternoon of Full Term in the old Marshall 
Library in Downing Street, and which was noted for the provision of tea 
and chocolate biscuits. We all admired Piero, but were very much in awe 
of him. At that time he was rather reserved, partly because, though the 
Ricardo volumes (Sraffa with Dobb, 1951–55, The Works and Correspondence 
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of David Ricardo, 10 vols, Cambridge University Press) had been published 
(except for the Index), he had not yet delivered his magnum opus, Production 
of Commodities by Means of Commodities. Moreover, he was still recovering 
from the serious injuries he incurred when he had a bad fall while climbing. 
He fractured his skull and temporarily lost his memory.1

Sraffa could be a disconcerting chair of the seminar, for his comments 
and questions were often as unexpected as they were unnerving. For exam-
ple, towards the end of my first period in Cambridge, I read a paper on the 
 quantitative effect of using replacement rather than historical costs to meas-
ure the taxable profits of the UK quoted public companies (Harcourt, 1958, 
“The quantitative effect of basing company taxation on replacement costs”, 
Accounting Research, vol. 9, 1–16). Right at the start of the paper, I compared 
the capital consumption at replacement cost of all the companies with the 
historical cost counterpart. Piero asked: ‘“Why should anyone ever want to 
compare them?”

When I returned to Cambridge in 1963 (on leave from Adelaide until 
1966), he was a changed person, at ease with himself and fulfilled. Early 
on in my leave I met Vincent Massaro, who had come from Notre Dame to 
work with Joan Robinson and Sraffa. We agreed we would read Production 
of Commodities by Means of Commodities together and not go onto the next 
sentence until we felt we had understood the one before. This task was 
the hardest intellectual task of my life; so it was a humbling experience 
to realise that when we did get to the end and felt we were on top of what 
we had done, the author had had to start with blank pages and write what 
we had read! Vince had a great advantage. As the son of Sicilian migrants, 
he was fluent in Italian and so could spend many hours talking in Italian 
with Piero.

We wrote a note on subsystems (which was published in the Economic 
Journal in 1964). We discussed a draft of it with Sraffa on the night of Bob 
Solow’s first Marshall Lecture. At the traditional party following the lecture, 
Len Warren, the custodian of what is now the Austin Robinson Building, 
made us drunk by putting far too much gin in the fruit cup, of which we all 
drank deeply as it was an extremely unseasonably warm night for October. 
It gave me the Dutch courage (further fortified by Piero’s whiskey) to argue 
with Piero about our draft at a meeting in Trinity later that night. As is well 
known, you had to be a very strong (or drunk) person indeed to argue with 
him, especially as at one instance in our draft we had attributed to him a 
view he vehemently denied ever having.

Vince and I decided next to write a review article of Sraffa’s book. We may 
fairly claim it to be a definitive review because Piero, in the end, approved 
of every sentence. (It was published in the Economic Record in 1964 and in 
1972 in a slightly amended version as Appendix to chapter 4 of Harcourt, 
1972, Some Cambridge Controversies in the Theory of Capital, Cambridge, 
UK, Cambridge University Press.) When writing it I amended an example 
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in the sections on joint production and fixed capital goods (see Sraffa, 1960, 
Production of Commodities by Means of Commodities, Cambridge University Press, 
pp. 68–9; and Harcourt, 1972, pp. 190–2). I thought I had persuaded Piero 
that the amended example made his points without the puzzles associated 
with his initial example. However, two months or so later, he said he did not 
accept what I had done. I rashly said: “But, Piero, the last time we discussed 
this you agreed,” where upon he shouted at me, his fine eyebrows raised 
heavenward, “I am not the Pope, I am not infallible!”

What do I think are the core foundations he has provided for us? First, 
I think he made the most profound critique of the conceptual foundations 
of supply-and-demand theories, culminating in the capital-reversing and 
reswitching results, but taking in on the way the incoherence of basing value 
and distribution theory on scarcity. Secondly, as Ronald Meek pointed out 
at the time (Meek, 1961; 1967), Sraffa provided a magnificent rehabilitation 
of the approach to political economy by the original political economists, 
which was brought to fruition by Marx. Of the many people influenced by 
Sraffa, may I comment on the outstanding positive contributions of Luigi 
Pasinetti and Krishna Bharadwaj? I have written in several places about 
the content and nature of Luigi’s contributions (see, e.g., Baranzini and 
Harcourt, 1993, The Dynamics of the Wealth of Nations. Growth, Distribution 
and Structural Change, Macmillan; Harcourt, 2006, The Structure of Post-
Keynesian Economics: The Core Contributions of the Pioneers, Cambridge 
University Press, ch. 7; Harcourt, 2009, “A revolution yet to be accom-
plished: reviewing Luigi Pasinetti”, Keynes and the Cambridge Keynesians: 
A ‘Revolution in Economics’ to be Accomplished, Cambridge University Press; 
Harcourt, 2009, History of Economic Ideas, vol. XVII, pp. 203–8). Here I want 
to emphasise Krishna’s application of the surplus approach to her work on 
both advanced capitalist economies and, especially, developing economies 
and their agricultural sectors. Her early work at the Department of Applied 
Economics, eventually published as Bharadwaj (1974), is an example 
of this and the papers she wrote in her last years are the mature devel-
opment of this (see Harcourt, 1993–94, Krishna Bharadwaj, 21 August 
1935–8 March 1992: A Memoir, Journal of Post Keynesian Economics, vol. 16, 
pp. 299–311).

Those last years resulted in great psychological strains on Krishna. Her 
devotion to Piero and her great admiration of him and his contributions 
meant she spent many months of hard detailed work on his papers in the 
Archives of the Wren Library, at the same time fretting because she wanted 
to be working in India, teaching and supervising students and researching 
on her country’s pressing problems.

As we know, Krishna had come to Sraffa’s writings when the editor, Sachin 
Chowdhury, asked her to review the 1960 book for the Economic Weekly 
(later the Economic and Political Weekly). To write the review, she followed the 
same intellectual pilgrim’s progress as Sraffa himself had done—reading Petty, 
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Smith, Ricardo, Malthus, Mill, Marx, Marshall and Walras. This allowed her 
to write a most profound review article, its title, “Value through Exogenous 
Distribution”, reflecting how deeply she had absorbed his basic insights. The 
review led to the invitation from Joan Robinson to come to Cambridge to 
meet Sraffa and was the start of her deep friendship and collaboration with 
him. After he died she wrote a wonderful tribute to him (Bharadwaj, 1984, 
“Piero Sraffa: the man and the scholar—a tribute”, Economic and Political 
Weekly, vol. 19, pp. 1236–50; Bharadwaj, 1989, Themes in the Value and 
Distribution—Classical Theory Reappraised, Unwin Hyman). Its conclusion 
reads:

“Uncompromising in his convictions but truly modest, solitary but full 
of friendly generosity and warmth, Sraffa endeared himself to his close 
friends and was a pillar of strength to younger students who were as 
much impressed by him as a person as a scholar ... [The deaths of Joan 
Robinson and Piero Sraffa in 1983, and of Maurice Dobb in 1976 mark] 
the close of a memorable era in Cambridge history [but] also the resurgence 
of Classical Theory and a prelude to new possibilities of exploration in our 
science.” (Bharadwaj, 1989, p. 332)

The same evaluation could, with justice, be made of Krishna.

Note

1. Clarissa Kaldor once described to me how his close friends sat round his hospital 
bed for hours deeply distressed. Piero regained consciousness and asked them to 
stop making such a fearful racket—which rather nonplussed them for they felt 
that their concern, loud though it was, had not been appreciated. Piero himself 
said that when his memory was finally restored, the last thing he remembered on 
his tumble before he was knocked unconscious was the reflection of the sun off 
Nicky’s head.
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Peter died in Perth of cancer on 15 February 2012 at the age of 60. It was 
my privilege and pleasure to have had Peter as my Master’s student and 
colleague in Adelaide in the 1970s. This memoir therefore is mainly about 
Peter’s Adelaide years. We kept in touch when he went to Western Australia, 
especially during his years at Curtin, but we only met a few times in person, 
as I was in Cambridge from 1982 on. The last time I saw Peter (November 
2011), there was a wonderful dinner party at Peter and Jan’s home, memora-
ble for the gathering together of old dear friends, much gossip and laughter, 
and for vintage Kenyon cooking.

He was an ideal student, colleague and a wonderful friend. Peter had 
enormous enthusiasm for his subject, he bubbled with ideas. He always kept 
up with the literature, spending part of each week in the Barr Smith Library 
reading the latest issues of leading journals. He was unfailingly cheerful, 
extraordinarily friendly and warm-hearted, kind, supportive and unselfish.

Peter had a wide range of interests; prominent amongst them were cook-
ing and music of all varieties. With a number of other members of the 
Adelaide department, he went to gourmet cooking classes. Turns were taken 
to try out dishes at each other’s homes. It was therefore not surprising that, 
like the founder of the No. 1 Ladies Detective Agency in Botswana, Precious 
Ramotswe, Peter was a person of traditional build. Nevertheless, he cheer-
fully, though not painlessly, put up with the necessary but not sufficient 
condition to be one of my research students: a three-mile run at noon each 
weekday.

As a teacher he was a role model. While he expected high standards, he 
was approachable, kind and always well prepared. He could explain dif-
ficult ideas in a clear, informative and exciting way, teaching his students 
to be both knowledgeable and sympathetically critical. Above all, he was a 
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humane and progressive idealist. As Peter Kriesler put it to me, the paral-
lels between Precious and Peter extended into many dimensions. Foremost 
among them was the mutual loving and supportive partnership of Peter 
with Jan Wright.

His Master’s thesis (it could easily have been a PhD thesis) was entitled 
‘Some Aspects of Pricing and the Investment Decision in Post-Keynesian 
Economics’ (MEc, Adelaide, 1983). An article, ‘Pricing and the Investment 
Decision’, based on the principal chapter of the thesis (Chapter III) and writ-
ten jointly with me, was published in Kyklos in 1976 (Harcourt and Kenyon 
1976).1

Peter was a discussant at the only session on post-Keynesian economics 
that the AEA ever held – it was held in Georgia in 1979 (see Kenyon 1980). 
He had previously contributed the chapter on post-Keynesian pricing, 
Kenyon (1978), to the volume edited by the late Al Eichner and published 
by M.E. Sharpe, A Guide to Post-Keynesian Economics (1978). The chapters of 
this volume arose from a series of articles on post-Keynesian economics in 
Sharpe’s widely read journal, Challenge.

Never one for meeting deadlines because his great intellectual curiosity 
had him chasing many ideas at once, his Master’s thesis was only submit-
ted in 1982. By then he had been to the University of Virginia to do a PhD 
which was never completed (like many others, Peter was ‘ABD’). At Virginia 
he got rather carried away with the rational expectations revolution then in 
full swing, though Peter never wandered far from a basically Keynesian view 
of the world and a consequent application of it to policy.

I want now to argue that Peter was an important figure in the develop-
ment of post-Keynesian pricing theory in the 1970s. Modern mainstream 
economists all too often view the world as if perfect competition market 
structures prevail everywhere. In the 1950s to 1970s, the dominant market 
structure, certainly in manufacturing, was that of a price-leading oligopolist. 
One of the on-the-frontier developments was concerned with what deter-
mined the size of the mark-up on normal costs in this situation. Starting 
with James Ball (1964), several authors developed theories of the size of the 
mark-up by linking discretionary price-setting (price-making) to investment 
decisions, in which financing of investment by retained profits as much as 
possible was emphasised. Prices and the amount and type of investment 
were therefore determined simultaneously. The seminal articles and books 
in this literature were written by Ball, Eichner (1973, 1974, 1975, 1976), 
Adrian Wood (1975) and by Peter and myself (1976). (Wood and Peter and 
I acknowledged the influence of Michał Kalecki and Nicky Kaldor on our 
ideas.) Our article was the first to conduct the analysis of a process occur-
ring in historical time, that is to say, as descriptive analysis. Wood’s elegant 
contribution was explicitly Golden Age analysis in logical time.2 Eichner’s 
model, which is the most referred to in the literature, is also in historical 
time but in our view is marred by its dependence on the unsatisfactory 
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analysis of investment demand in Chapter 11 of Keynes’s General Theory (see 
Harcourt 2006: Chapter 4).

Eichner’s and Wood’s versions were published before Peter and mine 
(shamefully, Ball’s 1964 version was overlooked by us all), but I had written 
the first draft of what became our 1976 article in 1966. I made a logical error 
in the argument and I only saw a way to overcome it in 1974 (see Harcourt 
1995: 75–6).

As an example of Peter’s approach to economic issues, and of his clarity 
of thought and presentation, published below is Chapter IV of his thesis – 
the last chapter except for a summary concluding chapter.3 It is a natural 
follow-up to, and policy application of, the arguments of the core Chapter III. 
Though it was first written in the 1970s, the underlying arguments and 
approach are still relevant today. They form the basis of, for example, a 
recent letter to the Editor of The Age and The Australian Financial Review 
(mid-February 2012) written by Raja Junankar, Peter Kriesler, John Nevile and 
myself. We argued for the imposition of an excess profits tax on the propor-
tions of banking profits in excess of the average rate of profits in the economy 
as a whole. This illustrates yet again how a training in the history of our 
subject often has direct applications to modern theory and policy.

The chapter has never been published though we did try a paper based on 
it with the Economic Record. It was perceived, quite wrongly, to be an attack 
on, rather than a complement to, Brian Parmenter’s and Roy Webb’s work 
on related issues (Parmenter and Webb 1974; 1976), and was rejected. Such 
is life.

I have gone into these historical details because Greg Moore pointed out 
to me (through one of the Editors) that I should provide an historical con-
text for the memoir. He added that ‘though [I] might not realise it [I am] 
a passing historical figure and what [I regard] as modern theory is, to the 
young, theory that was produced prior to their birth’.4 The context of Peter’s 
chapter is a world in which government policy was directed towards con-
trolling levels, and changes in the levels, of money wages and prices. One 
of the institutions introduced to do this was the Prices Justification Tribunal 
(PJT). (It is described in more detail in note 2 of Peter’s chapter.)

Greg Moore has kindly allowed me to quote him about Peter in Western 
Australia:

I knew him by reputation in WA, where he worked most of his adult life 
at Curtin Uni. He was known for providing guidance to and inspiration 
for colleagues and young students. This important role in academia is 
now sadly held at a discount with our so-called masters pursuing produc-
tion targets with regard to publications. Mention should also be made of 
the fact that he was a kitchen hand at the Loose Box, which is a famous 
French restaurant in the West, while on long service leave ... He also ran 
a chef school around the corner from me and was known as the ‘Cooking 
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Professor’ (and he catered I think). He was also endlessly on the local 
TV here as an economics commentator (and I mean endlessly), usually 
saying nothing of consequence (but what can you say when you have 
30 seconds [?]). I went to his funeral celebration in the local park and 
there were hundreds in attendance. He was loved by all.

For me, that last sentence is the core reason for writing this memoir of, 
and tribute to, Peter.

Notes

I am much indebted to Prue Kerr and Peter Kriesler for their  comments on a draft of 
this article. I also thank Greg Moore for his helpful advice.

1. I tell the background drama of its creation and fulfilment in Harcourt (1995: 75–6).
2. For the distinction between historical and logical time analysis, see Joan Robinson 

(1962: 23–6).
3. Not included here but may be found in History of Economics Review, 57, Winter 

2013.
4. This is a bit hard as I try to keep up with what is going on in both modem 

mainstream and post-Keynesian theory. One of my latest papers is ‘The Crisis 
in Mainstream Economics’ (Harcourt 2010), and I do not see how I could have 
 written it if I had not tried to keep up to date.
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I was very sad to learn today (7th August 2012) that my dear friend and 
long-time colleague, Phyllis Deane, had died. She and I were colleagues in 
the Cambridge Faculty in the 1960s. She supervised my Part I Trinity Hall 
pupils in economic history and I supervised her Part II Newnham pupils for 
the principles and applications papers in Part II. When I returned perma-
nently to Cambridge in 1982 (I had been there on leave in 1972–73 and in 
1980), Phyllis had just retired from her Personal Chair. We shared a room 
together in the Faculty. Shamefully, I cumulatively overflowed, as is my 
wont, onto her desk and she tactfully withdrew after a few years. I read a 
number of her later books in draft – I especially remember The State and the 
Economic System: An Introduction to the History of Political Economy (1989). 
Peter Kriesler commented to me that the book “was excellent in showing 
how economists’ views on the role of the state and economic policy are 
strongly tied to their overall economic outlook, to their underlying eco-
nomic theory. [It emphasised] the fundamental nature of the relationship 
between theory and policy”. I went in the 1970s to the lectures that became 
The Evolution of Economic Ideas (1975). For many years, Maurice Dobb had 
lectured on the history of economic thought and Phyllis’s lectures con-
tinued this tradition. I loved Phyllis’s last major book, her biography of 
J.N. Keynes, The Life and Times of J. Neville Keynes: A Beacon in the Tempest 
(2001), one of the finest jewels in the crown of our profession. Phyllis much 
admired Neville Keynes for his integrity, hard work and good sense, like 
calling to like, I think.

Phyllis was both respected and liked by everyone in Cambridge’s deeply 
divided Faculty. Her own views were explicit and clear and her fair minded-
ness and balanced approach were a much needed Godsend. As a result she 
did far more than her fair share of committee work in the Faculty.
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As a scholar her contributions were highly original, pioneering, and 
extremely wide ranging – regional development in Africa, using social 
accounting structures, United Kingdom economic history, the history of 
economic ideas and institutions. Phyllis was unassuming, never one to 
blow her own trumpet or fight for a place in the sun. When I told her that 
Bob Fogel and Doug North had won the Nobel Prize for their contributions 
to economic history, she was over the moon because, she said, it was at 
last proper recognition of their and her subject; to which, I add, she had 
made such major pioneering contributions. For example, part of the cita-
tion on Phyllis’s election as the 2010 Distinguished Fellow of the History of 
Economics Society (USA) states: “It is difficult to over-estimate the signifi-
cance of [her best known work, British Economic Growth, 1688–1959: Trends 
and Structure (1962, written with Max Cole)] in twentieth-century economic 
history. It represented the foundation of British quantitative economic his-
tory and guided and inspired a generation of economic historians.” So, in 
my and the view of many others, she should have received the prize herself.

When Nick Crafts’ celebrated volume with Oxford, British Economic 
Growth during the Industrial Revolution, Crafts (1985), came out, she told me 
that she was delighted that her much earlier estimates had now been super-
seded. In what was to prove to be my last conversation with her, I phoned to 
tell her she had been elected the 2010 Distinguished Fellow. Her comment: 
“How ridiculous!”

Phyllis came to Cambridge in the late 1940s, invited by Dick Stone in 
the early years of his Directorship of the Department of Applied Economics 
(1945–55). She worked on regional social accounts. She became a University 
Lecturer in 1961. She did sterling work as an editor of the Economic Journal 
(1967–75), working with her great friend and mentor, Austin Robinson, and 
also with David Champernowne and Brian Reddaway. In my view these 
were some of the greatest years of the Journal. That the Journal no longer 
contains either reviews (other than the excellent review articles of outstand-
ing books in the Features issues) or book notes, or even obituaries, is a sad 
reflection on it not being what it used to be.

Phyllis was beloved by her pupils and her colleagues in Newnham. She 
followed her pupils’ subsequent careers with pride and enjoyment. She was 
an outgoing and caring person, combining an admirable moral outlook 
with quiet anger at injustice and/or stupidity, and informed, down-to-earth 
 criticism of economic and social happenings.

Phyllis and Joan Porter, her inseparable companion of over 50 years who 
was noted for her down-to-earth wisdom, set up a combined home for their 
aging widowed fathers in Cambridge and they continued to live there after 
their fathers died. Jane Humphries reminded me of the beloved Norwich 
terriers who guarded the home and who grew “even more plump on the 
doggie chocolate drops they earned for shutting the door”. Whenever our 
mutual friend Mark Perlman visited Cambridge, Joan (Harcourt) and I would 
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be asked to this comfortable home in Stukeley Close for wonderful lunches – 
old-fashioned British fare served with excellent wines. The conversation 
would be lively and wide-ranging, with much good natured gossip and 
anecdotes thrown in, usually from Mark’s encyclopaedic knowledge of what 
was happening or had happened to whom in our trade, but with plenty of 
room for others to chip in.

Joan Porter’s death following years of ill health was a great blow to 
Phyllis – she told me that until it happened she reckoned she had led a 
charmed life. I don’t think she ever fully recovered from it and she gradually 
withdrew as increasing lameness and age made it more difficult for her to 
get out. A few years ago Philomena Guillebaud drove me out to visit Phyllis 
in her last home, Cottenham Court in Cottenham village. We had a pleasant 
time but it was clear that she was withdrawing. That she died peacefully in 
her sleep was an appropriate last blessing.

It was one of the greatest privileges of my life to have known Phyllis. 
I have often been thinking about her in recent days and I wonder now 
whether this was a premonition of her coming death. Her legacy of fine 
scholarship and the fond memories of her many friends remain.

Note

I am much indebted for comments on a draft of the memoir to Robert Cord, Jane 
Humphries, Prue Kerr, Peter Kriesler, John Nevile, David Newbery, and Vela Velupillai.
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Allan Barton and one of the authors of this tribute (GCH) had been 
friends since 1950 when they both started Commerce Degrees at the 
University of Melbourne. They were together in the Honours Years (Final 
Division) of 1952 and 1953, they overlapped at Cambridge where both 
did Ph.Ds (GCH, at King’s, 1955–58, Allan, at Christ’s, 1956–60) and 
they were Lecturers together at Adelaide in 1959 and the 1960s, until 
GCH went to Cambridge in 1963 and Allan, to the Foundation Chair in 
Accounting and Business Studies at Macquarie in 1967. Subsequently he 
was at the ANU for more than 30 years, starting with his appointment 
to the Chair of Accounting and Public Finance in 1975 and becoming 
ANU Treasurer for  10 years, starting in 1984. Allan regularly went to 
Cambridge for study leave where he rejoined forces with GCH (who spent 
part of every decade there from the 1950s on and who was there for 28 years 
from 1982 to 2010).

As has been well documented in obituaries (Jacobs 2012a, 2012b), Allan 
was a most distinguished academic accountant (in reality, an outstanding 
applied economist) and an extraordinarily selfless university, community 
and church citizen. One of the authors (SC) was sub-dean in the Faculty 
of Economics and Commerce at the ANU when Allan arrived in 1975. He 
met Allan then for the first time, though he had heard his name on many 
occasions from Neville Cain, who was greatly impressed with the breadth 
of Allan’s intellectual interests. SC recalls the many times that Allan showed 
great kindness to him, assisting him at times of great trauma in his life and 
advancing his career in the University. Allan always supported SC’s inter-
est in Keynes, for which he was especially grateful. Those were times when 
neo-conservative thought was dominant in the Faculty and to be a strong 
supporter of JMK was difficult.
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What may not be as well known is that Allan wrote a remarkable Ph.D 
Dissertation, “A contribution to the theory of the multi-product firm” 
(1961), supervised by Austin Robinson. Allan and Austin got on famously, 
not least because of their mutual passion for flying, Allan in gliders, Austin 
in seaplanes during World War I.

Allan never published his dissertation, or even any articles from it. Yet 
when it is read now, not least by RH who knows the relevant literature 
intimately, it is revealed as highly original. It contains years before their 
time, insights and ideas which subsequently earned other economists fame, 
including receiving the Nobel Prize. For example, Allan told GCH that the 
seminal ideas of Oliver Williamson are anticipated in the dissertation. GCH 
repeatedly pestered him to publish it but because of his selfless behaviour in 
and contributions to the university and elsewhere, especially to public pol-
icy, so that he always had far more to do, usually for others, than there was 
time to do them all, he never did. When he was dying, his brother Graeme 
and GCH conspired to pinch Allan’s copy of the dissertation in order that 
after his death, this tribute could be written.1

Allan’s dissertation is remarkable for its creativity and breadth. It deals 
with both the boundaries and internal organization of multi-product firms – 
a topic as relevant today as in 1931 when a 21 year-old undergraduate and 
future Nobel Laureate at the London School of Economics – Ronald Coase – 
first asked the question “if markets are so good at allocating resources then 
why do firms exist?” And although Allan wrote his dissertation at a time 
when the neoclassical theory of the firm was the dominant – indeed 
only – mode of analysis, in many ways it anticipates the transaction cost 
economics of Oliver Williamson (1971, 1975, 1979 – see Aghion and 
Holden, 2011, for a discussion), which helped to further elaborate many 
of Coase’s ideas. It is striking to read the work of a then young scholar 
who is both shackled by the confines of price theory yet so clearly aware 
of its limitations.

Almost as interestingly there is a fascinating section on the role of adver-
tising as a means of product differentiation (chapter 10) that is essentially 
a verbal description of classic models developed by Sanford Grossman and 
others (see, for example, Tirole, 1988).

When one reads Allan’s dissertation now it is hard not to wonder what 
would have happened had he published it and it had become widely read. 
All three authors of this tribute wish that it had.

This note is a tribute to a greatly respected Australian and university citi-
zen and, for so many people, a loving friend. His death is still hard to come 
to grips with; his behaviour when he knew he was dieing was, as always, 
exemplary, noted for his detailed caring for others. For those economists, 
such as RH, who did not have the privilege of knowing Allan in his lifetime, 
his work – and in particular the brilliance of his dissertation – remain a lasting 
reminder of a great scholar.
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Note

1. Allan’s experience brings immediately to mind the not dissimilar experience 
of Richard Kahn, a mutual Cambridge hero, whose remarkable Fellowship 
Dissertation for King’s. “The economics of the short period”, Kahn, 1929, was 
not published in English until just after Richard died in 1989. Kahn wrote in the 
Preface to the published version, Kahn 1989, xii (after rereading the dissertation 
for the first time fifty years on): “I made a mistake in failing to secure publication 
[immediately] ... I now strongly advise a young author of a striking but incomplete 
piece of work to publish it ... without delay”.
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I was sad to hear that Frank Hahn had died. He and I were colleagues on 
and off at Cambridge from the early 1960s. We had many clashes (and three 
semi-public debates about approaches to economic analysis), he thought me 
a bit of a dill (Oz for thick), but I was fond of him and had great respect for 
him as an important intellectual influence in the Cambridge Faculty and 
beyond. He has never been adequately replaced since his retirement in 1993.

In this tribute I concentrate on his understanding of and contributions 
to the economics of Keynes. These start with his LSE doctoral dissertation, 
“The share of wages in the national income. An enquiry into the theory of 
distribution”. It was only published in 1972 (by Weidenfeld and Nicolson), 
over 20 years after its submission, partly because of Frank’s unsureness about 
its worth, partly because of the influence of his mentor, Terence Gorman, 
who had stringent views on what should be published.

His dissertation is a highly original contribution to Keynesian macro theo-
ries of distribution. Frank amalgamated IS and LM analysis, more generally, 
Keynes’s aggregate demand and supply analysis, with the then state-of-the-
art theories of the firm and entrepreneurial behaviour. He related the short-
period level of overall activity to the share of wages in the national income, 
exploiting the implications of the differences in the marginal propensities 
to save of wage-earners and profit-receivers. The intersection of the two 
relations determined simultaneously, mutually, the equilibrium levels of the 
distribution of income and the level of activity. While there are details of the 
analysis to which exception could be taken, I wrote at the time that his ver-
sion was in some ways the most satisfying we have. (I used to tease Frank that 
it was the best thing he ever did, that it had been downhill all the way since).

As well as his many articles (which he divided into serious economic 
analysis and what he dubbed blah blah, in which he reflected on broad 

23
Frank Hahn 1926–2013: A Tribute
G. C. Harcourt

Revised from Alumni Newsletter, Issue No. 6, p. 9, Autumn 2013, ‘Frank Hahn 
1920–2013: A Tribute,’ by Harcourt, G. C. With kind permission from The Cambridge 
Faculty of Economics. All rights reserved.



274  G. C. Harcourt

conceptual and philosophical as well as theoretical issues), Frank was asso-
ciated with (at least) three major treatises: the 1964 survey of the theory of 
economic growth in The Economic Journal, written with Robin Matthews, 
the role model for survey articles ever after; the 1971 definitive volume on 
modern general equilibrium theory written with Ken Arrow; and the 1995 
courageous critique from within of modern macroeconomics, written with 
Bob Solow. (It is no accident that his co-authors were also amongst his clos-
est friends.) All three treatises were relevant to his evolving understanding 
and evaluation of Keynes’s contributions. Increasingly he came to accept 
that general equilibrium theory was not the appropriate approach with 
which to tackle Keynes’s insights. Early on (1965) he wrote the definitive 
account of why it could not include money in any meaningful way, that 
Keynes’s insight that the monetary and real aspects of the processes at work 
in capitalism had to be integrated from the start of analysis could not be 
captured within a general equilibrium framework where money is at best a 
ticket. Indeed Frank was eventually to say that general equilibrium’s major 
contribution was a negative one: to make precise the conditions that had 
to hold for what he perceived to be Adam Smith’s conjecture that greedy 
people in a competitive environment could bring about a sort of social opti-
mum were so special that they robbed general equilibrium of any significant 
role in descriptive analysis.

Frank’s great love of mathematics led him always to strive for preciseness 
in analysis, hence his attraction to general equilibrium. But increasingly 
he recognized, as did his friends and contemporaries, Bob Clower and Axel 
Leijonhufvud, that for the economics of Keynes to be properly developed, 
the Marshallian approach in which Keynes was steeped was the correct 
way forward. That is to say, on this path it may be better sometimes to 
be “vaguely right rather than precisely wrong”, the Wildon Carr maxim 
that Gerald Shove in 1942 applied to Marshall’s Principles 50 years on. 
A most succinct statement by Frank of this view is in his courageous 1982 
Birmingham lectures, Money and Infl ation, published by Blackwell, in which 
he criticizes the new classical macroeconomics of the Lucasians. He wrote in 
the Preface (xi) that he had been forced to make at times “plausible” rather 
than “clinching” arguments.

Frank had a deep understanding of the nature of money and its link 
to an inescapable environment of fundamental uncertainty in which all 
major economic decisions had to be made (He said he would forgive Joan 
Robinson all her other sins, as he saw them, because she too had such a deep 
understanding of this). With his colleagues he built on this base  analysis 
of the implications of missing markets for the processes at work in the 
economy. Earlier on he had made an astute analysis of the implications for 
accumulation and growth theory of the same insight in a series of articles 
that have bequeathed “the Hahn process” to posterity. With Bob Solow he 
investigated the implications of imperfectly competitive market structures 
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within the Keynesian system, developments that have increased our positive 
understanding as well as contributing an incisive critique of the results of 
modern, non – anti – Keynesian macro analysis.

Frank had very clear views on the links between theory and policy and 
was extremely modest about what could be claimed – hence his considerable 
ire for those who claim that their policies are based on coherent theo-
retical structures which show that their predicted results will follow from 
implementing their advocated policies. Nevertheless, with Robert Neild 
and then with the 364 British economists, he went after the ill-informed 
and damaging policies implemented by Geoffrey Howe as Chancellor of 
the Exchequor in the early 1980s, policies enthusiastically approved of by 
Margaret Thatcher.

Frank Hahn was a serious intellectual who thought deeply and was willing 
to change his mind. He had extremely high standards that he applied even 
more harshly to himself than to others. He has left an indelible mark on the 
thinking of serious members of the profession and I doubt if we will see his 
like again.
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Veblen’s and Commons’s contributions are outlined and related to the approaches 
to economics and political actions over the years of the author. Commons’s phi-
losophy and pragmatic contribution to economic and political institutions in order 
to help create decent living conditions for wage-earners within capitalism are 
refl ected in the author’s rethink in the late 1970s of what was possible for a social 
democratic government in Australia to achieve. The implication of John Kenneth 
Galbraith’s example and writings on the war in Vietnam are linked to the author’s 
actions in Australia during Australia’s involvement in the war. The relevance of 
Veblen’s damning critique of J.B. Clark’s views on capital theory for the arguments 
of the Cambridge – Cambridge controversies in capital theory of the 1950s–1970s, 
fi rst noted by Joan Robinson, are set out. Veblen’s biting analyses of the nature of 
capitalism in his major writings are argued to be even more relevant now for the 
modern world of haves, have nots and have lots.

May I say how amazed but delighted I am to receive the 2010 Veblen-
Commons Award; even more so because I receive it with Jan Kregel. 
I regard Jan as the best all-round general economist alive. Our friendship is 
approaching the legendary “40 years on” of the school days song.1 I hope 
I may be excused if I try to relate the fundamental approaches of Commons 
and Veblen (and later institutionalists who were inspired by them, especially 
Ken Galbraith, one of my greatest heroes) to the approaches, stances and 
structures I have developed over my working life.

First, I want to point out some overlapping connections between Veblen 
and Commons, on the one hand, and events and instances that have 
affected me personally, on the other. Our American daughter-in-law, 
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Jo Bosben,2 comes from Wisconsin, which not only formed Commons and 
Veblen but also Selig Perlman, another heavy of the Wisconsin School, who 
was the father of Mark Perlman. In turn, Mark became a firm and extraordi-
narily supportive friend, following commissioning me, through a day’s hard 
sell in Adelaide, to write the survey of capital theory (Harcourt 1969) for the 
second issue of the Journal of Economic Literature, of which he was such an 
outstanding, innovative and liberal editor. Mark was, of course, a pioneer of 
your Association; his work had much in common with the characteristics 
that Commons in particular but also Veblen bequeathed to how we should 
“do economics.” His endless store of stories about the members of our tribe, 
often delivered at agreeable dinner parties, would surely have been warmly 
welcomed by Veblen.

Next I want to say something about Ken Galbraith. I was delighted but 
not amazed to find that he received the 1976 Veblen-Commons Award, 
as did another of my friends/heroes, Robert Heilbroner, whose Worldly 
Philosophers ([1953] 2000) I regard as the best introduction to political econ-
omy and economics ever written. Though Galbraith’s seminal books have 
profoundly affected my thinking, I admired even more his courageous stand 
and eloquently passionate writings on the Vietnam War and America’s role 
in it. I was a leader of the anti-Vietnam war campaign in South Australia (the 
Campaign for Peace in Vietnam, CPV) from 1967 on, soon after I returned 
from my first spell of teaching in Cambridge. The CPV made great use 
of Galbraith’s example and writings in our own multi-dimensional direct 
actions in Adelaide and South Australia generally.

Finally, I have always been an admirer of Hirofumi Uzawa.3 In preparation 
for this talk and paper, I read an interview that Hiro gave to Masahiro Okuno-
Fujiwara and Karl Shell ([1998] 2008); in it he discussed his admiration of 
Veblen, his struggles as a penetrating, clear-minded mathematician to come 
to terms with what Veblen’s admirable and sometimes sophisticated, even 
dense (in the sense of subtle but complicated) prose and arguments were 
about. Think of R.H. Tawney’s and George Shackle’s writings – beautiful, 
inspiring but requiring a different sort of concentration from that needed 
for mathematical analysis. Uzawa,4 who also had problems with Keynes’s 
writings, advanced the judgment that Veblen’s 1904 (“almost a classic”) 
volume, The Theory of Business Enterprise, not only anticipated the core of 
Keynes’s General Theory ([1936] 1973) – “I was shocked to find out that the 
book contained the essence of Keynes’s General Theory” (Okuno-Fujiwara and 
Shell [1998] 2008, 9) – but also, I conjecture Veblen would have agreed, set it 
out more fundamentally and in a more appropriate setting than did Keynes 
himself. This led me, of course, to read Veblen’s book for this talk (paper).

I naturally also consulted the New Palgrave entries (Eatwell, Milgate and 
Newman 1987) on our two pioneers. Warren Samuels (1987) wrote positively 
and sympathetically on Commons. Thomas Sowell was more grudging about 
Veblen. He concluded: “It is difficult to see how economics as it exists today 
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is any different from what it would have been had there been no Thorstein 
Veblen. Still, he had his time in the sun” (1987, 800). So much the worse for 
modern economics if this is so, but I doubt it. A favorite quote of mine from 
Maurice Dobb is to the effect that if this means returning to the bounda-
ries more generously drawn by our classical pioneers, so much the better 
for that. The more the scenarios of modern capitalism reveal themselves, 
the more to the point do the analyses of The Theory of the Leisure Class 
(1899), The Theory of Business Enterprise (1904), Veblen’s other writings, and 
those of Commons and Galbraith reveal themselves as highly relevant and 
illuminating.

We all know that Alfred Marshall said that the Mecca of economists was 
biology even though he was never able to solve his own dilemma of theo-
rizing in terms of concepts derived from classical physics while having a 
“vision” of capitalism as an evolving organic system. I recently examined 
a most remarkable PhD dissertation written by Neil Hart of the University 
of Western Sydney (Hart 2009). Hart provides the deepest account of the 
source of Marshall’s dilemma I have read, pointing out that the biologi-
cal theories of evolutionary processes in Marshall’s time were in too great 
a state of flux and controversy to allow Marshall to apply any prevailing 
conventional wisdom in his economic theorizing. Hart argues that the 
much greater progress made since Marshall’s death in 1924 by the modern 
pioneers of evolutionary economics owe their advances in part to the more 
settled nature now of biological theories of evolution (I note with pleasure 
that your Association recognized Richard Nelson’s leading role in this with 
the 2007 Veblen-Commons Award). Fortunately, Hart’s remarkable work 
has now been published by Palgrave Macmillan in two volumes, one on 
Marshall in his lifetime (Hart 2012), the other on what has occurred since 
Marshall died (Hart 2013).

Let me now say something about Commons’s philosophy. Basically, like 
Keynes, Commons wanted to work toward establishing capitalism with a 
human face. He was neither a revolutionary nor an idealistic socialist (I do 
not mean that he did not have ideals). But he wished to create institutions, 
compromises, realistic policies and other set ups that would allow wage-
earners to have reasonable working conditions and lifestyles within the 
embrace of a capitalist system in which decisions concerning accumulation, 
pricing, production, and employment drove the system along. This vision 
of a desirable society, one asymptotically at least approaching a just and 
equitable one, lay behind his extensive theorizing and practical contribu-
tions to the administration of both the civil service and political institutions 
generally.

Veblen seems to me to be much more of a curmudgeon, even an anarchist, 
much more hostile to how capitalism works and what it does to people’s life-
styles and values, more concerned to analyze deeply its institutions, its rules 
of the game, the dominant roles of business and business people. (Engineers 
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also get a guernsey, as we say in Oz.) This led him to be more and more criti-
cal of the “vision” and detailed analysis of his teacher, J.B. Clark, and others 
of the earlier neoclassical theorists on how value (increasingly regarded to 
be the same as price) and distribution are determined in modern society. 
I would love to have known what Veblen would have made of Gerard 
Debreu.

Well into the Cambridge controversies in capital theory (Cohen and 
Harcourt 2003), Joan Robinson pointed out that had people remembered 
Veblen’s devastating review article, (Veblen 1908) of J.B. Clark’s theory of 
value and distribution (Clark 1907) there would have been no need to have 
the  controversies in the first place. Joan had either forgotten or just read it for 
the first time (Robinson 1979, 37). As in Marshall, so it was all in Veblen.

[M]uch is made of the doctrine that the two facts of “capital” and “capi-
tal goods” are conceptually distinct though substantially identical . . . 
“Capital is the permanent fund of productive goods, the identity of whose 
component elements is forever changing. Capital goods are the shifting 
component parts of this permanent aggregate” (p. 29). Mr Clark admits 
that capital is colloquially spoken and thought of in terms of value, but 
he insists that . . . the working concept of capital is . . . that of “a fund of 
productive goods,” considered as an “abiding entity.”
 This conception of capital . . . breaks down in Mr Clark’s own use of 
it when he comes . . . to speak of the mobility of capital, that is to say, 
so soon as he makes use of it . . . The continuum in which the “abiding 
entity” of capital resides is a continuity of ownership, not a physical fact. 
(Veblen 1908; Kerr with Harcourt vol. III, 2002, 287–288)

I have Joan Robinson’s copy of her textbook with John Eatwell (1973). She 
has annotated this passage as follows: “In modern times they [mainstream 
economists] have resorted to the desperate expedient of assuming machines 
are ‘malleable’” (46).

Another astute Veblen insight is his insistence that we concentrate, in our 
analysis of how capitalism works, on the nature and roles of the business 
firm and the people who run it, especially those businesses and people who 
control the commanding heights of the economy. Lorie Tarshis also made 
the capitalist firm the unit from which to start analysis at both the micro 
and macro level. This is yet another reason why it was a tragedy that the 
American Right stopped Tarshis’s marvelous textbook ([1947] 1966) with 
its 250 or so pages on Keynes’s theory, based on Lorie attending Keynes’s 
lectures at Cambridge as the embryonic General Theory developed, being the 
principal means of educating the post-World War II generations of American 
(and other countries’) economists. Samuelson’s textbook was published a 
year later. It received the remnants of the Right-Wing backlash yet survived 
to ensure that these generations were brought up on it and Hicks/Hansen 
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IS/LM instead of on Keynes’s aggregate demand and supply analysis of The 
General Theory. Like Keynes, Tarshis (and even more so, Kalecki) was able 
to build up a satisfactory systemic analysis of the economy as well as a 
realistic account of the price formation and other behavior of the capitalist 
firm. The foundation of all this is to be found in Veblen’s work, fused with 
anthropological, historical, sociological and psychological speculations 
which Veblen thought as an economist perhaps he should not make, but 
what the heck!

As Keynes sometimes did – “The reader will perceive that I have been drift-
ing into a review of Dr. Hayek’s Prices and Production [1931]” (1973, 252) – 
I seem to have strayed from where I started. When I commenced studying 
economics at Melbourne University in 1950, I quickly discarded the right-
wing, free enterprise views of my leather merchant father. My father was a 
wonderfully decent and moral man, see Harcourt (1999, 33), for an idealis-
tic democratic, ultimately Christian, socialist view of life. As I have written 
elsewhere (Sardoni 1992, 1–2), it was the lectures on economic geography 
(really comparative economic systems) that initiated my changed stance. 
I realized for the first time that not all societies corresponded to the mid-
dle class suburb of Melbourne in which I was brought up. Rather, most – 
all – societies often functioned irrationally and unjustly, especially with 
regard to the use of resources which would be needed for future as well as 
present generations. I had in mind the development of the Californian oil 
fields by private enterprise but, of course, this general problem is now even 
more urgent with the onset of global warming and climate change, replete 
with the possibility of catastrophic irreversibilities in a drastically short 
time frame unless firm and responsible actions are taken now, Republicans 
please note.

Naturally in the 1950s and in an Australian/British context, I thought 
about nationalization, a concept alien in principle in America but not 
evidently now in practice. But after the disastrous economic and political 
events of the 1970s which destroyed the first Federal Australian Labor Party 
(ALP) government Australia had had for 23 years (I joined the ALP in 1954), 
I had to rethink and lower my sights in a thoroughly Commons-like man-
ner. In the second half of the 1970s and early 1980s when a conservative 
Federal government was in power and inflation and unemployment were 
pressing problems, I wrote papers, often with colleagues at Adelaide, on 
ways of tackling them within the political constraints imposed by the gov-
ernment, Federal problems and being a small open economy (see chapters 4, 
5, 13 and 14 in Harcourt 2001).

When I was asked to be the economist on the National Committee of 
Inquiry set up by the ALP in 1978 to ask why the ALP had done so badly in 
the Federal elections in the second half of the 1970s, I wrote the first draft 
of the Committee’s Discussion Paper No. 6 (1979). In it I set out a package 
deal of policies consistent with these external constraints and my “new” 



Remarks upon Receipt of the Veblen-Commons Award  281

view. I included in it an appendix on the insights of Hy Minsky (the 1996 
Veblen-Commons awardee) on how financial, industrial and commercial 
capital interrelated and what policies were needed to tackle the malfunc-
tionings the interrelationships threw up. A hostile editorial in the Sydney 
Morning Herald referred to me drawing on the work of an obscure American 
economist, Hyman Minsky. I drew on the arguments of a paper I wrote with 
my long time collaborator, Prue Kerr (Harcourt and Kerr 1980; Harcourt 
2001, ch. 5). We like to think that when the ALP Prime Minster, Bob Hawke, 
came into office in 1983, he implemented what we had proposed for a good 
half hour before floating the exchange rate, cutting tariffs and deregulating 
financial markets.

I mentioned the primary emphasis placed on the firm by Veblen and 
Lorie Tarshis. This emphasis was continued and developed by Galbraith in 
The New Industrial State (1967) which Galbraith thought his most profound 
book (unlike many of its reviewers, I agree with him). Furthermore, I would 
argue that his analysis in it about the dominant role of increasingly multi-
national large oligopolistic firms in both activity and in government policy 
really came into their own in the ghastly years of George W. Bush, Dick 
Cheney and their neo-con backers. I used to say that Bush was only a heart 
beat away from becoming President of the United States. Veblen would have 
cheered Galbraith on from the sidelines and the arguments of his Theory of 
the Leisure Class (1899) illuminate perfectly the behavior of the top income 
receivers and property holders in the current era of haves, have nots and 
have lots.

Joan Robinson, as well as crediting Veblen with the essence of the capital 
theory critique, also followed him (and Marx) by asking her pupils to seek 
out the “rules of the game” of any society they were analyzing, a principal 
emphasis also of her great intellectual friend, Michał Kalecki, who I regard 
as the greatest all round economist of the twentieth century (see Harcourt 
2006, 163 for my reasons why). Veblen also reinforces Marx’s view that 
instability and often crises are likely to occur when the actions of finance 
capital get out of kilter with industrial and commercial capital. In recent 
years I have written papers on what would Marx, Keynes and Kalecki have 
made of the last 30 years or more, papers that contain both an explicit 
critique of the mainstream macroeconomic theory of that period and an 
exploration of what I think my gang of three would have argued. I followed 
these by suggested package deals to restore full employment, tackle inflation 
and bring about more satisfactory relationships with regard to international 
trade and capital movements as well as tackling the systemic harm done by 
speculators in foreign exchange markets, property markets and on the stock 
exchange (Harcourt 2006, ch. 8; 2007).

I fervently hope that the insights and findings of Veblen, Commons and 
those inspired by them are also reflected in what I have written.

Thank you very much indeed.
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Notes

I thank, but in no way implicate, Raja Junankar, Prue Kerr, Peter Kriesler and Nigel 
Stapledon for their comments on a draft of this talk/article.

1. When I looked up or rather, had looked up for me – I don’t do e-mail—the glitter-
ing cast of previous award receivers I was even more amazed but also chuffed to 
see how many of the economists I most admire were also recipients. May I single 
out Ken Galbraith, Adolph Lowe, Dudley Dillard, Robert Heilbroner, Hy Minsky, 
Warren Samuels and Anne Mayhew? But what a sad comment on our trade that 
only one recipient, Gunnar Myrdal, also received the Nobel Prize – and his pleas-
ure was minimized by the Electors coupling him with Hayek, which no doubt 
minimized Hayek’s joy too.

2. Jo is married to Tim, our third of four children. Tim met her at the University 
of Minnesota where he did a Master’s Degree in industrial relations, a two years 
degree that he did in one because he could not face another mid-West winter. He 
accepted a once-in-a-lifetime opportunity to work for the Australian Council of 
Trade Unions (ACTU) in Melbourne. Tim worked for the ACTU for eight years.

3. I have known Hiro from 1965 on. I was delighted that he wrote the Foreword to 
the Japanese translation of A “Second Edition” of The General Theory, which Peter 
Riach and I edited and which was published in English in two volumes in 1997. 
Sadly, he died in 2014.

4. The Uzawas were tenants of Veblen’s step-daughter at Stanford in the 1960s. Hiro 
went to Bernard Haley’s “beautiful lectures” on Veblen, Haley’s “model professional 
economist” (Okuna-Fujiwara and Shell [1998] 2008, 9).
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Paolo Sylos-Labini is a major economic thinker and one of the foremost 
Italian intellectuals of the post-war period.1 The significance of Sylos-Labini’s 
work lies both in the range of issues addressed by the author –  spanning 
from growth and development theories to oligopolistic formations, to the 
study of social classes – and in the very conception of the nature of economic 
analysis contained in his contributions (Rothschild, 1995). In a nutshell, 
Sylos-Labini’s methodology can be described as unifying the historical with 
the theoretical approach. The historical dimension differentiates the author’s 
works from most contemporary formalistic theorizing: the validity and the 
limitations of a particular theoretical construction are sought both in rela-
tion to its logical robustness and in connection to the reality that the theory 
is supposed to study. The contextualization of economic theories emerges 
particularly well in Sylos’s treatment of classical economics, of Smith, of 
Marx, of Schumpeter and of Keynes. The role of history in forming the 
essential reference point for the development of economic ideas, stems from 
his idea that ‘in the social world, the fundamental premises, i.e. the phe-
nomena forming the social reality, are of a historical nature: they vary quali-
tatively and irreversibly’.2 It therefore follows that the process of abstraction 
requires two types of theories: ‘theories concerned with phenomena which 
are observable at a given point of time, and theories dealing with the transition 
from one reality to another’ (1960, 6).

The emphasis on history brings Sylos’s endeavour close to the path 
 followed by economists such as Kuznets, Lewis and Abramovitz. The contri-
butions of these economists do not explicitly intersect with the main body 
of economic doctrines, as if the empirical and the abstract proceeded on two 
separate planes.

25
Paolo Sylos-Labini’s Contribution 
to Modern Economic Theory
Joseph Halevi

Revised from Italian Economists of the 20th Century, 253–271, 1998, ‘Paolo Sylos-Labini’s 
Contribution to Modern Economic Theory,’ by Halevi, J. With  kind  permission from 
Edward Elgar Publishing. All rights reserved.
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In order to highlight the connection between theory and history in Sylos-
Labini’s thought, I will survey his writings on a thematic basis rather than 
chronologically. This procedure is made easier by the fact that Sylos’s works 
have displayed over time a basic common core centred on the interac-
tion between technical progress and market structures. This essay will deal 
therefore with the following aspects of Sylos’s contributions: the conceptu-
alization of the main phases of economic growth, including the extremely 
original approach taken towards Smith, Marx and Schumpeter, the three 
major theorists of growth and/or cycles; the seminal study on the connection 
between oligopoly and technical progress; and, finally, on the socio- 
economic dynamics of post-oligopolistic capitalism.

25.1 The Phases of Economic Growth

The phases of economic growth from the 19th century to the present are 
studied by Sylos-Labini in relation to the factors engendering the growth of 
productivity. In his view, the causes and implications of technical change 
differ as to whether the economy operates under competitive or oligopo-
listic market forms. The dynamics of competition is viewed essentially in 
Smithian terms, whereas Keynesian ideas are considered to be relevant in the 
subsequent oligopolistic stage, particularly when drastic declines in effective 
demand overshadow all other structural phenomena. The historical evolu-
tion from competition to oligopoly is addressed in a number of essays which 
I shall now attempt to synthesize (1954, 1970, 1974a, 1991, 1993a).

25.1.1 From the Smithian Process to the Spread of Oligopoly

The competitive mechanism, call it a Smithian process, is identified with 
a situation in which prices are determined by classical costs of production 
in the long run while in the short run they fluctuate according to demand 
and supply conditions. The chief factor in the determination of long-run 
competitive prices is the distribution of the fruits of technical progress 
 conjointly with the dynamics of money wages.

In the Smithian process, the increase in productivity is accompanied by 
‘a slower increase in money wages, with the consequent fall of prices, pre-
cisely as happened in the last century. The Smithian process presupposes 
flexibility of both prices and wages, and in both directions, upward and 
downward; thus it presupposes a situation not far from competition in the 
product and labour markets’ (1993a, 313).

It is, then, suggested that competitive capitalism evolved into an oligopo-
listic system towards the end of the 19th century, with the turning point 
being located around 1897. Using data for the UK and the United States, 
Sylos argues that – except for a brief interruption due to the American civil 
war – industrial prices fell steadily until 1897. During the same period, 
money wages rose moderately, so that the gains in real wages were due 
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chiefly to the fall in prices. A major feature of this period is the similarity in 
the behaviour of industrial and raw material prices. While in the short run 
both fluctuated according to the conditions of supply and demand, in the 
long run their variations were determined by the relative rate of change in 
productivity.

The process just described can be likened to a classical growth mechanism 
fuelled by the interaction between productivity growth, prices and the rate 
of profits. The first element leads to a decline in the production costs of 
commodities, which in turn leads to lower natural prices since capitalists – 
in virtue of competition – cannot retain the fruits of technical progress 
within their firms by means of higher profit margins. The absence of barri-
ers to entry means that, in the Smithian process, production prices gravitate 
towards creating a uniform rate of profits.

The connection between the aforementioned elements is bound to break 
down in the oligopolistic stage of capitalism. Both market forms, however, 
are subjected to the process of ‘dynamic substitution’, a term coined by 
Sylos-Labini himself (1988, 1995). Dynamic substitution occurs whenever 
the technological improvements in the capital goods sector reduce the 
cost of machines relative to wages. A similar view has been offered by 
Pasinetti for whom in the new situation ‘it takes a lower total (direct and 
indirect) amount of labour inputs per unit of output to make the new 
machines and then to operate them with fewer workers than to employ 
the replaced workers with the old machines’ (Pasinetti, 1981, 216). The 
concept of dynamic substitution is very important in Sylos’s works and, in 
fact, it existed in his writings well before the invention of the term. Under 
competition, where no barriers to entry or exit exist, dynamic substitution 
spreads to the whole range of industries inducing a cumulative process of 
investment and technical change. Under oligopoly, the possibility of retaining 
the benefits of technical progress within the large firms tends to generate a 
labour-saving form of investment without a correspondingly strong cumulative 
process.3

25.1.2 Oligopoly and the Rise of Unused Capacity

The changes in wage and price behaviour which set in after 1897, are 
revealed by the role played by collective bargaining in a context dominated 
by the emergence of concentrated industries. The latter meant that:

Each firm tends to regulate price on the basis of cost variations, pro-
vided that cost variations are common to all firms, in order not to lose 
its market share. As a rule, demand does not affect price simply because 
firms tend to regulate supply in such a way as to adapt it to demand 
 variations – which is possible not only when output is to be reduced, but 
also when it is to be increased, since as a rule capacity is not fully utilized; 
thus demand and supply vary together and price is not affected by their 
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variations. Price, then, is modified only if cost, particularly direct cost, 
varies. (Sylos-Labini, 1993a, 315)

The novel analytical element in the presentation of the price mechanism 
in a concentrated economy is the role played by the degree of capacity 
utilization which, in turn, has significant repercussions on the business cycle. 
Unused capacity may exist also during the cycles underlying classical–Marxian 
competition as a result of the idling of the equipment of the firms which can-
not survive the fall in prices below production costs (Sylos-Labini, 1984a, b). 
Under oligopoly, spare capacity becomes, so to speak, a control variable in 
the firm’s strategy to regulate supply in relation to demand. The possibility 
of using excess capacity in a strategic manner is due to the existence of bar-
riers to entry, which are tied to the technological structure of oligopolistic 
firms. However, not all productions are undertaken under oligopolistic 
conditions. This is especially true of agriculture and raw materials outputs, 
where product differentiation is limited and substitution is high. In this 
case, prices are determined by the conditions of supply and demand in the 
short run and by the cost of production in the long run. As a consequence, 
the new regime of price formation entails a systemic divergence between the 
variations of prices in industry as compared with those in agriculture and 
raw materials. In industry, prices vary asymmetrically in relation to costs. 
When money wages increase more than productivity and/or raw material 
prices rise because of a rising demand for them, industrial prices rise as well. 
The transfer of the additional costs on to prices does not take place in full 
because of the limits imposed by the existing degree of competition. These 
limits are felt especially when international trade grows significantly. By 
contrast, if the dynamics of money wages fall short of productivity growth 
and raw material prices remain stable or decline, the rise in profit margins 
replaces the fall in prices of the era of competitive capitalism.

The asymmetric price behaviour alters also the dynamics of the terms 
of trade. During the 19th century, the long-term tendency in the terms of 
trade was determined, as foreseen by Adam Smith, by relative movements 
in the cost of production. In the present century, productivity gains in 
industry, as well as technological innovations leading to a reduction in the 
use of raw materials per unit of output, do not translate themselves into a 
relative cheapening of industrial products. On the contrary, ceteris paribus, 
they tend to reduce the demand for raw materials, with a negative impact 
on their prices. Innovations in the raw materials sector tend, on the other 
hand, to reduce the supply price of primary commodities. Thus in the oli-
gopolistic stage of capitalism, productivity gains tend to be retained within 
firms rather than being distributed to the whole system via a reduction in 
prices. As a consequence, the dynamics of the oligopolistic regime are gov-
erned by the interplay between the forces which push towards an expan-
sion in demand and the forces which constrain such an expansion. On this 
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basis, the new regime is split into two phases: one spanning from the turn 
of the century until the 1930s, and one covering the whole of the post-
war period (Sylos-Labini, 1991, 1993b). In the second phase, money wages 
increased more than prices while real wages often increased more than 
productivity. This phenomenon, coupled with the expansion of public 
expenditure and of exports, reduced the constraints on demand creation, 
thereby explaining the much milder character of economic  fluctuations 
since 1945.

25.1.3 The Optimum Rate of Profits

Sylos’s analysis of the first phase brings into sharp relief the different role 
played by the rate of profits in the new regime as compared with the old 
one. The analysis is centred on the formulation of a new concept defined as 
the optimum rate of profi t (1984c, 1992). This represents the point where the 
effective demand effect of a wage increase is maximized while its cost effect 
is minimized. Classical theory privileged the inverse relationship between 
the rate of profits and the wage rate. Yet any radical departure from the strin-
gency of the competitive mechanism leading to a uniform rate of profits 
would bring up the issue of too high or too low profits rates.

According to Sylos-Labini, the First World War and the adjustment 
period immediately following it gave a new impulse to the process of con-
centration started at the turn of the century (Steindl, 1976). The use of new 
technological systems in the United States expanded labour productivity 
very rapidly. But money wages increased less than productivity with a 
slight fall in industrial prices. Consequently, the lag between the growth of 
real wages and that of productivity limited the expansion of consumption 
demand. The latter was growing only on the account of the expansion of 
the wage bill and in the wake of a sharp rise in luxury consumption. Yet 
these factors were not sufficient to offset the negative impact on effective 
demand stemming from a slow growing wage bill. Profits were then used 
for the provision of international loans, which did not, however, make 
up for the slack in effective demand. Speculation on the stock exchange 
became, at this point, the natural outlet for the mass of profits which 
could not find an adequate level of effective demand for their absorption. 
The Great Depression was thus caused by excessive profits (Sylos-Labini, 
1984d, 1993b).

A crisis engendered by a too high rate of profits is the polar opposite case 
of the classical concern with falling rates of profits. The identification of 
such a possibility stems from a typical Marxian–Kaleckian conception of 
wages as being both a cost of production and a source of effective demand 
for consumption goods. The notion of the optimum rate of profits is an 
attempt to combine these two aspects of the role of wages.

A change in the wage rate, when measured in relation to the rate of 
labour productivity, has upon investment both a demand effect and a profit 
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effect. Aggregate investment can, then, be portrayed as the product of two 
 independent functions (Sylos-Labini, 1984c, 215):

I = IgId (25.1)

where I is total investment, Ig is the level of investment generated by the 
profit effect and Id that caused by considering wages as income. In terms of 
the rate of change of investment we have (asterisks denote rates of change):

I* = I*g + I*d. (25.2)

Once the above two functions are analysed separately, it is found that the 
increase in aggregate investment is maximized when:

(d I*d /dw*) = −(d I*g /dw*). (25.3)

In other words, the rate of aggregate investment reaches its maximum 
when the increase induced by a rise in the wage rate, w, offsets the fall 
caused by the negative impact on profits of a rise in w. The optimum rate 
of profits is derived from an optimum wage rate. This is not, however, an 
equilibrium solution as it only shows that, for accumulation to proceed 
without major breakdowns, the wage rate cannot diverge too much from 
its optimum rate. In a multisectoral framework, Sylos argues, there will 
be some activities in which the optimum rate of profits is zero. These are 
thought to be located mostly within the speculative financial sphere, espe-
cially when their function is not the creation of wealth but, rather, its social 
redistribution.

Sylos-Labini’s conception of the optimum rate of profits has certain 
affinities with Pasinetti’s dynamics of vertically integrated sectors (see 
Pasinetti, 1981 and Teixeira (1998)). According to Pasinetti, the growth 
rate of wages, engendered by technical progress, constantly changes 
the coefficients of per capita demand. There will then be sectors where 
demand will be growing very slowly or even stagnating. Eventually, these 
sectors will either disappear or will represent just a minimal proportion 
of the economy’s output. In this case, the optimum rate of profits will be 
tendentially falling.

25.1.4 Rethinking the Cobb–Douglas

The concept of the optimum rate of profits plays, along with the concept 
of dynamic substitution, a crucial role in Sylos’s works. Indeed, the latter 
concept existed in Sylos’s writings well before the invention of the term. 
Under competition, where no barriers to entry or exit exist, dynamic sub-
stitution spreads to the whole range of industries inducing a cumulative 
process of investment and technical change. Under oligopoly, the possibility 
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of retaining the benefits of technical progress within the large firms tends 
to generate a labour-saving form of investment without a correspondingly 
strong cumulative process.

The concept of dynamic substitution, however, serves a more general 
theoretical function. For it allows us to go beyond the question of the choice 
of technique raised during the capital theory debates in the 1960s. In this 
context, the traditional Cobb–Douglas production function acquires a novel 
dimension (Sylos-Labini, 1995). As a tool for expalining the distribution of 
income this function was made irrelevant by those very debates. Yet it can be 
reformulated in the context of the theory of economic growth. Sylos argues 
that the two exponents of the function, α and β, can be collapsed into one, 
γ, which can in fact be greater than unity. This gives the new relation

Y/L = (K/L)γ

where variations in the capital/labour ratio express both changes in the 
technical features of production and in the skills of the labour force. The 
possible values of the exponent γ have nothing to do with marginal produc-
tivity principles. Indeed, these values relate to the rate of change in labour 
productivity resulting from the rise in the degree of mechanization due 
to the expansion of production and to the increasing ratio of the price of 
labour to the price of machinery.

This is the most that can be asked from the Cobb–Douglas aggregate 
production function. According to Sylos-Labini, however, dynamic analysis 
should be based on multi-sector models which account for changes both 
in demand and in technical progress. Here Sylos seems to share again Luigi 
Pasinetti’s approach with the difference that Sylos attaches greater importance 
to endogeneous technical progress.

25.2 Economic Theory and Historical Perceptions

25.2.1 Smith and Ricardo

Following Sraffa’s critique of the Marshallian approach to the laws of returns 
under competitive conditions, Sylos considers classical economics as the 
appropriate analytical framework for the study of the regime of competi-
tion. In this context, Sylos-Labini has brought about a major reappraisal of 
Smith’s position, which led him also to highlight the different economic 
concerns and historical perceptions of Smith and Ricardo (1984a, 1990a).

Smith’s theory of labour commanded is justified if it is interpreted as 
an instrument aimed at studying intertemporal comparisons under the 
assumption of a given distribution of income between profits and wages. 
This original interpretation of the concept of labour commanded has 
become an integral component of a recent reappraisal of Smith’s theory of 
value (O’ Donnell, 1990). Consider a situation in which w is the unit wage 
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rate per hour, expressed in terms of a given commodity; H is the quantity of 
labour embodied in production, measured in terms of the number of hours 
and P is the unit price. Then:

wH = P. (25.4)

Thus the ratio P/w is the amount of labour commanded. Assume now that 
the quantity of labour embodied to produce a given commodity declines, 
because of technical progress, from H1 to H2, where H2 < H1. We have:

(H2/H1) = (P2/w2)/(P1/w1). (25.5)

The left-hand side of equation (25.5) is the ratio between two differ-
ent quantities of labour embodied. This ratio will coincide with the ratio 
between two different quantities of labour commanded only if the distribu-
tional factor remains unchanged. Now, according to Sylos-Labini, Ricardo’s 
dissatisfaction with Smith’s measure derives from Ricardo’s own concern 
with changes in the distribution of income, arising from the conviction that 
the tendency towards decreasing returns in agriculture will outweigh, in the 
long run, improvements generated by technical progress. As a consequence 
accumulation was seen by Ricardo to meet with increasing difficulties 
owing to variations in the distribution of income in favour of rents. This 
was historically determined, in Sylos’s view, by the upheavals caused by the 
inflationary effects of the French Revolution and Napoleonic wars on the 
price of corn (1984e, 32–3).

For Sylos-Labini, the modernity of the Smithian approach can be gauged 
in relation to the additional issues (i) of comparisons between different eco-
nomic systems, and (ii) of the similarity between the labour commanded 
standard and the modern price deflator. In the first case, the exchange rate 
is not an appropriate measure of the different degrees of development. 
Statistical comparisons must be made by taking a given basket of commodi-
ties and then establishing how many hours of work are needed for their 
purchase by, say, a worker in China as against a worker in the United States. 
The notion of labour commanded allows us to do just that.

The second issue, the price deflator aspect of Smith’s notion, may be 
evinced by looking at the inverse of the ratio (P/w). If P is taken as the price 
of consumption goods, w/P is nothing but the real wage rate. Hence a rise in 
w/P, with an invariant distribution of income, means that productivity has 
increased by the same proportion. Such a ratio would have no meaning out-
side an intertemporal framework or outside comparisons between altogether 
different economic situations. Today the price deflator takes up the role 
played by the labour commanded standard, yet it is conceptually linked to 
it. Both measures are by necessity imperfect because of modifications in the 
quality and in the range of products (Sylos-Labini, 1984a, 1992).
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In Adam Smith, the competitive mechanism led to growth because it did 
not allow the retention within the innovating firms of above-normal rates 
of profit. The existence of legally based limits to entry is, in Smith, linked to 
institutional backwardness stifling technological progress. In Sylos-Labini’s 
study of contemporary oligopoly, the existence of entry barriers and of dif-
ferential profit rates is tied to the process of technical change. In this context, 
if in the post-war phase of oligopolistic capitalism, growth rates were much 
higher than in the competitive era, this was due not to endogenous but to 
institutional factors, such as the role of trade unions, as well as to the exog-
enous factor represented by public expenditure, the expansion of which, 
however, is thought to give rise to increasing troubles (1993c, 59–62).

25.2.2 Marx and Schumpeter

If Smith is portrayed as the theorist of competitive growth, Marx is identified 
as the theorist of competitive accumulation and cycles leading to concentra-
tion, while Schumpeter is the economist straddling between the two epochs. 
The historical importance of the two authors is brought out by Sylos in an 
essay on Marx and Schumpeter published in Italy in 1954. The dominant 
theme in the Marx part of the Marx–Schumpeter essay is not value theory 
but the process of accumulation and concentration of capital (1984b).

The seeds of the optimum rate of profits concept, discussed above, can be 
found already in this essay. Sylos observes that the contradictory nature of 
capital accumulation revolves in Marx around the role of wages as a source 
of effective demand and as an element of costs of production. When accu-
mulation expands, employment rises and wages act as a source of effective 
demand for consumption goods. However, when unit wages begin to rise, 
they start acting upon accumulation as costs of production. Capitalists then 
try to reduce costs by means of new machinery which increases the organic 
composition of capital. A great merit of Sylos’s essay consists in proving how 
important the notion of classical competition is in Marx’s theory. The study 
shows very clearly that Marx’s theory is centred on the regular extension of 
capitalist relations. In other words, the more the economy’s technical basis 
expands, the more systemic becomes the mechanism of cyclical accumula-
tion founded on the periodic formation of the ‘industrial reserve army’. In 
this respect there is a significant conceptual difference between Sylos’s con-
ception of the reserve army and the characterization given to it by authors 
such as Kaldor (1956) and Morishima (1968), for whom Marxian unemploy-
ment arises only when the stock of capital is not large enough as to employ 
the whole of the labour force.

Although Marx is praised for having anticipated the tendency towards 
concentration, he is criticized for not delving in its economic aspects, and 
for not considering that real wages might rise secularly thanks to the com-
bined action of technical change and trade unionism. This last theme has 
been given added emphasis in a recent critical evaluation of Marx’s ideas. 
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The whole thesis about immiserization is considered by Sylos as politically 
motivated. In fact, he argues, Marx was aware of Smith’s view about the 
long-run increase in real wages. Furthermore, while Das Kapital was being 
written, real wages in England had been rising for quite some time, although 
very slowly (Sylos-Labini, 1994).

According to Sylos-Labini, Schumpeter shares with Marx the notion of 
circularity of production and the idea that cycles are the very essence of 
capitalist development. The difference lies in the role played by the entre-
preneur in generating innovations. The introduction of an innovation 
stimulates imitating firms to demand loans in order to purchase new capital 
goods. Prices and output of these new goods will rise more than the rest, 
but when the innovation is finally installed and becomes fully operational, 
the repayment of banks’ loans will give way to a price deflation. A further 
impact of innovations consists in the secondary wave generated by the dif-
fusion of purchasing power. Under these conditions, a speculative boom is 
virtually inevitable so that the cycle itself is described as comprising four 
phases: prosperity, downswing, depression – the latter being the phase of 
debt liquidation – and recovery.

Great importance is assigned to Schumpeter’s distinction between the 
innovating industries leading the cycle and the industries towed by them. 
Schumpeter’s distinction is seen also as a methodological criterion for 
empirical studies. Sylos’s own research has shown that the fast growing 
industries are those in which variations are less regular and where the over-
all cycle is less apparent. Both Marx’s and Schumpeter’s contributions are 
appreciated for attempting to explain cycles in endogenous terms.

Sylos points out that Schumpeter did recognize the formation of what he 
called ‘trustified capitalism’, but thought that such a system would be quite 
stable. As a consequence, the outbreak of the Great Depression is explained 
by Schumpeter as due to the action of competitive forces. Because of the 
neglect of the role of large concentrated firms, Schumpeter’s theory of the 
cycle is valid up to the First World War. Afterwards, Sylos argues, the process 
of concentration changed the nature of the cycle in a rather radical manner.

The social implications stemming from Sylos’s analysis of the tendency 
towards concentration, or rather oligopolization, are quite distinct from the 
pre-Sweezy Marxist view (Preobrazhenski, 1985), as well as from marginal-
ist approaches (Robinson, 1941). Marxists, such as Rosa Luxemburg and 
Evgenii Preobrazhenski, did recognize the negative impact of concentra-
tion on effective demand, but gave to it an immiserization content because 
they excluded any possibility of an increase in real wages. Likewise, econo-
mists such as Austin Robinson considered that monopolies would sharpen 
social conflict. The analytical basis for such a conclusion was derived from 
Cournot’s theory according to which under monopoly profits are above, 
and output below, the ideal competitive norm. But in the context of Sylos-
Labini’s dynamic approach, the Cournot static solution is ‘irrelevant for the 
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critical evaluation of the social implications of different market forms’. For 
surplus profits, if ‘invested in plant and equipment or if used in R&D, may 
allow for a growth of production and of productivity higher than that of the 
small firms operating under conditions close to perfect competition’ (Sylos-
Labini, 1993b, 164).

Thus the social implications of the rise of oligopolies should be gauged in 
terms of the impact on the forces generating investment and accumulation. 
It is at this point that Sylos-Labini’s seminal contribution to the relation-
ship between oligopoly and technical progress must be brought in in its full 
dimension.

25.3 Oligopoly, Technical Progress, Effective Demand

The first edition of Oligopolio e progresso tecnico was published in Italy in 1956. 
The first English edition appeared in 1962 and the final revised version in 
English dates from 1969. Its status as a fundamental work is evidenced by 
the fact that the book has been reprinted in 1994 by the American publisher 
Kelley in its series on economic classics. Translated into many languages, 
including Japanese, Oligopoly and Technical Progress has had a profound 
effect on both the Marxian strand of thought, represented by Paul Baran and 
Paul Sweezy, and on economists who tackled the twin issue of development 
and the terms of trade (Baran and Sweezy, 1966; Merhav, 1969; Glynn and 
Sutcliffe, 1972; Sau, 1982). Among microeconomists the influence of the 
book shows up via its treatment of the barriers to entry. In this case, Sylos’s 
approach has been associated with the parallel work of Bain (Scherer, 1980). 
However, Oligopoly and Technical Progress differs from Bain’s study (1956) in 
that much greater emphasis is given to technological discontinuities while 
the whole question of oligopolies is tied to their macroeconomic impact.

25.3.1 Oligopolies as an Expression of Dynamic Transformations

To put Sylos-Labini’s conception of oligopolistic structure and pricing into 
proper perspective, it is necessary to add to the irrelevance of Cournot’s 
proof the shortcomings of the solution – independently formulated by 
Sweezy and Hall and Hitch (1939) – based on the kinked demand curve. 
The main limitation of the kinked demand curve consists in that it fails to 
account for the determination of a particular oligopolistic price.4 By con-
trast, the analysis of price formation must be grounded in the structural 
features of modern production processes which are characterized by scale 
economies involving indivisibilities and technological discontinuities of 
plant and equipment. In Sylos’s model, firms differ in relation to their pro-
ductive capacity. Thus changes are irreversible since their occurrence entails 
variations in the number and in the composition of plants.

The novel conceptual dimension contained in Oligopoly and Technical 
Progress has been highlighted by Modigliani in a famous review article 
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discussing Bain’s and Sylos’s books (Modigliani, 1958). Modigliani pointed 
out that, in Sylos’s theory, differences in firms’ productive capacity exclude 
the possibility that large firms will increase their output in order to conquer 
the space of smaller ones. The example given by Modigliani is based on the 
assumption that the size of the market occupied by small firms is smaller than 
the output of the plant of the large firm. The large unit will then have to build 
plants of the size of those of small firms, or it will adopt an intermediate tech-
nology. In the first case, the costs of running the small plants might produce a 
too low rate of profit relative to the large plant. In the second case, the inva-
sion of the market might require the reduction of prices below the average 
cost of small firms for a considerable amount of time. For Sylos-Labini this 
kind of price war is not worth the candle, so that the oligopolistic units will 
refrain from upsetting the balance between large and small firms. Large firms 
do not pursue the elimination of the smaller units because of technological 
discontinuities. Their existence brings about a tendency for prices to settle 
just above the point at which the least efficient among the existing firms 
would not obtain the minimum rate of profit. It is important to observe that 
the level of the minimum rate of profit is exogenously given.

Entry barriers are effective whenever they allow a particular firm to perfect 
them through its technological ability to produce new goods or to differen-
tiate them. Analytically, barriers allow the determination of the limit price 
which will deter entry. Sylos starts from the postulate that firms attempting 
to enter a particular market will expect existing firms to respond by adopt-
ing a policy based on an unchanged level of production and on lower prices. 
The upshot of his discussion is that technological discontinuities, leading 
to scale economies, make it impossible to have a perfectly competitive solu-
tion. In particular, a different price will emerge depending on the type of 
firm which has started the entry process.

Sylos’s theory of entry barriers, known in the literature as the Sylos 
Postulate, has been absorbed by mainstream microtheorists. Models have 
been built with the purpose of identifying strategies for dynamic entry 
(Friedman, 1983). Furthermore, the notion of limit pricing has been relaxed 
in order to show that unused capacity provides a strong enough deterrence 
to entry (Spence, 1977). Little can be said against the rigour with which 
these models have been constructed. Just the same, they lack the dynamic 
insights of Sylos’s reasoning. In particular, neither of the above mentioned 
authors attempts to develop a theory of structural and technical change, 
even at the level of the firm. Moreover, the issue of excess capacity is not 
tied to the implications that such a phenomenon would have for the econ-
omy as a whole. This question remains untackled also in the game theoretic 
approaches to oligopoly which nowhere discuss matters related to capital 
accumulation and effective demand.

By contrast, the dynamic essence of Sylos’s approach consists in that a 
higher degree of monopoly may increase output and accumulation if the 
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appropriate level of investment is forthcoming. The crucial question here 
becomes whether or not investment is endogenously generated. This would 
require study of the variation of prices and costs under oligopolistic condi-
tions. To grasp the link between variations in prices vis-à-vis costs and the 
determination of investment, one may refer to classical–Marxian competi-
tion where any reduction in the cost of production leads to a fall in the nat-
ural price of commodities. In this context, as clearly shown in Marx’s own 
formulation of the trade cycle (Marx, 1967, 1968) and in Sylos’s treatment 
of Marx’s and Schumpeter’s theories, the level of investment is always posi-
tively related to the share of profits over national income. Thus a different 
price–cost regime ought to have different implications for the determinants 
of investment (Del Monte, 1975; Halevi, 1985).

25.3.2 The Dynamics of Costs and Prices

Two crucial observations flow from the analysis of the role of entry barriers: 
(i) perfectly competitive situations are structurally impossible, as acknowl-
edged by Modigliani; (ii) profit rates are unequal. The first observation 
means that if a large firm wanted to penetrate the market of a rival to obtain 
part of that profit rate, it would not achieve the desired outcome. Instead it 
would cause chaos in the market concerned. The second observation distin-
guishes between the existence of differential profit rates under competitive 
as compared with oligopolistic conditions. In the former case, differential 
profit rates result from temporary maladjustments and imperfections. In the 
oligopolistic case, by contrast, the differences are structurally determined 
by the nature of technology and the related scale economies. This is the 
economic context of the relation expressing the full cost principle, as pre-
sented in Oligopoly and Technical Progress. Hence the price given by the full 
cost formula is:

p = v(1 + q). (25.6)

In equation (25.6), v is the variable or direct cost and q is the margin 
charged on it. In fact, qv contains two elements. The first, q′v, is the ratio of 
fixed costs to output per unit and the second, q″v = g, defines the margin on 
v necessary to obtain a gross profit, g, per unit.

Price setting under conditions of barriers to entry explains only why large 
firms are uninterested in price wars. It does not explain their market power. 
By the same token, formula (25.6) does not explain the determination of the 
price, but only its variations. Thus the notion of the mark-up q is meaning-
ful only in a dynamic context when changes in cost factors are brought in. 
In equation (25.6), prices fall or rise following a decrease/increase in prime 
costs v on the assumption that overhead costs vary in the same direction 
as the cost of labour and of raw materials. The inclusion in the formula of 
q″v implies that oligopolistic firms incorporate into their pricing decisions a 
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target rate of profit. This factor eliminates the dichotomy between sales max-
imization and profit maximization because, as long as investment  projects 
are financed by profits, the maximization of profits leads to a maximization 
of sales. In fact, the maximization of sales at the expenses of profits operates 
only in the very short run. In the longer run, profits are needed to finance 
investment in order to expand sales. This last aspect – systematically stressed 
in the book – is seldom emphasized in neoclassical writings on oligopoly 
which focus instead on the type of equilibria attainable by the firm.

Technological innovations play a particularly important role in determin-
ing variations in costs. By and large, productivity increases depend both on 
regular improvements in organization and, especially, on the introduction 
of new technologies embodied in new equipment. If the new methods are 
available to all firms, the ensuing overall decline in v will lead to a fall in 
prices. But if the new methods can be installed only by large firms, the 
reduction in v will be limited to this set of firms, so that the prices of their 
outputs need not fall. Part of the productivity increase can be absorbed by 
higher wages paid out by those firms, and part can be transformed into a 
higher rate of profit through the rise in q. If the oligopolistic units feel safe 
enough in their new position, the new value of q becomes the new param-
eter for the determination of price variations in the wake of further changes 
in the costs of labour, of raw materials and of overheads.

Consequently, thanks to technological discontinuities, oligopolistic firms 
tend to become privileged because they are able to retain the gains ensuing 
from improvements in productivity. Oligopolistic structures are common in 
industry, while in agriculture and mining competition prevails. It follows that 
industry is a privileged sector relative to primary activities. As pointed out ear-
lier in this essay, the prices of primary products vary in the short run accord-
ing to supply and demand conditions, whereas in the long run they depend 
upon the costs of production. The terms of trade tend to move in the long run 
against the primary sector because, when industries are oligopolistic, increases 
in industrial productivity lead either to increases in profit margins or, more 
frequently, to parallel increases in real wages. Thus industrial prices do not 
fall relative to those of primary commodities. Such an asymmetry in price 
behaviour is strengthened if one adopts Kaldor’s view according to which raw 
materials are produced under diminishing returns (Kaldor, 1976). In this case, 
given the mark-up on industrial costs of production, the rise in the price of 
raw materials leads to an increase in the price of industrial products, rather 
than to a change in the terms of trade in favour of primary producers.

Sylos’s dichotomy between privileged and non-privileged industries has 
had a great influence on the study of the relations between developed and 
developing countries. His work has provided a theoretical foundation to 
the theses of Prebish (1951) and Singer (1950) on the deterioration of the 
terms of trade between countries producing primary commodities and the 
 industrialized world (Merhav, 1969).
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As far as industry proper is concerned, the picture that emerges from the 
analysis is as follows. The mark-up q tends to remain stable in the long 
run. In the short and medium term, the mark-up declines whenever prime 
costs increase, while it rises when they decline. The limit to the transfer, in 
an open economy, is stronger the more the source of cost increases is of a 
domestic nature – for instance, wage increases caused by the institutional 
forms of collective bargaining existing in any one country – and the higher 
is the share of external trade.

The fact that under oligopoly firms do not take prices as given by the 
market, means that they can regulate supply instead. Such an option implies 
the existence of unused capacity as a structural characteristic of the modern 
economic system. Other authors (Morishima, 1976) have expressed similar 
views, taking the regulation of supply as a datum without explaining how 
it came about.

25.3.3 The Macroeconomic Impact of Oligopoly

The treatment of unused capacity appears to be rather problematical in 
contemporary economic thought. Let us take, for instance, the works of 
Michał Kalecki, whose ideas were extremely close to those of Sylos-Labini. 
In Kalecki’s approach spare capacity is viewed both as a central feature of 
oligopolistic economies and as a factor of stagnation stemming from an 
inherent deficiency of effective demand (Kalecki, 1971). Methodologically, 
Kalecki has conflated these two elements into one. In his analysis, no dis-
tinction is made between the spare capacity planned by oligopolistic firms 
and the economy-wide unused capacity resulting from insufficient aggre-
gate demand. In my view, a logical, and historically determined, answer to 
this question can be obtained from Sylos’s classic book as well as from other 
papers (1954, 1984e). His arguments, if I have understood them correctly, 
are centred on the significance of aggregate demand for the investment 
 decisions of oligopolistic firms.

The regulation of supply by oligopolistic firms implies that their individ-
ual productive capacity is not insignificant relative to the size of the market 
of their products. This factor conditions the type of innovations which these 
firms plan to introduce. If innovations require a complete restructuring of 
the methods of production, a new set of capital equipment is needed. For a 
given value of variable costs, restructuring involves an amount of expendi-
ture which will increase the total cost of production. Lower costs per unit 
can be obtained, therefore, only if the firm’s output expands. If the oligopo-
listic enterprise finds itself operating in a particularly dynamic market, the 
expansion of the demand for its own products – special demand – is not 
strictly related to the overall level of effective demand. Of course, firms can 
stimulate demand for their products by means of commercial policies, but such 
an action has its limit in the amount of income per capita which can be spent 
in purchasing these products. On balance, the growth of special demand is 
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a function of the firm’s commercial policies and of the rate of expansion of 
aggregate demand (Sylos-Labini, 1984f).

As a consequence, the introduction of innovations involving an increase 
in total costs is heavily dependent upon the dynamics of aggregate effec-
tive demand. In this context, the type of innovations that oligopolistic 
firms are ready to undertake without much difficulty are those leading to a 
reduction in prime costs.

Under oligopoly, the fruits of these innovations do not manifest them-
selves through a decline in prices but are translated into higher profit 
margins and/or higher wages in the industries concerned. The principle 
of dynamic substitution – determined by an increase in the ratio of the 
money wage rate to the price of machines – operates also under oligopo-
listic conditions. Unlike Smith’s competitive process, oligopoly’s ability to 
retain the benefits of technological improvements causes a persistent bias 
in favour of labour-saving innovations without compensation. Indeed, the 
compensatory mechanism would depend, in the main, on the expansion of 
aggregate investment, not on the individual decisions of firms. In particular: 
‘the expansion of demand must come from stimuli that are external to the 
system of private enterprise. These can be of two types: public expenditure 
and foreign demand’ (Sylos-Labini, 1984f, 139).

How will profits be used if the exogenous growth in aggregate demand is 
not large enough to induce oligopolistic firms to expand? The answer given 
in Oligopoly and Technical Progress, albeit insightful, is not fully developed. 
If demand determines the limit to investment, firms may use their mon-
etary proceeds to invest in financial assets and in operations on the stock 
exchange. These activities are certainly rational from the standpoint of the 
single corporation. But from the perspective of the economy as a whole, 
financial operations as such do not constitute investments as they do not 
expand productive capacity. The existence of oligopolies is associated with a 
high degree of self-financing. This entails changes in the role of the rate of 
interest. Investment decisions in the large firms will be, relatively speaking, 
little influenced by variations in interest rates. These will affect mostly the 
investment policies of small firms. The financial impact of oligopolies is pre-
sented only in general terms. The major insights that can be derived from 
Sylos’s presentation are the possibility of a systemic separation between 
investment and finance and the asymmetrical impact of variations in the 
rate of interest.

25.3.4 Circular Flows and Oligopolistic Structures: A Simple Critique

Sylos considers the Sraffian–Marxian schemes of intersectoral relations to 
be the necessary starting point of the analysis of production. Both in his 
Oligopoly and Technical Progress and in a more recent book entitled Progresso 
tecnico e sviluppo ciclico (1993b) a Sraffa-type model is used to show that an 
innovation under competition will lead to the reabsorption of displaced 
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labour, while under oligopoly it will not. These results depend exclusively 
on the special behavioural assumptions made by Sylos. In the model pre-
sented in Oligopoly and Technical Progress, the competitive outcome is tied to 
capitalists’ decisions to move from a zero rate of accumulation to a positive 
one in order to purchase the new capital goods. This kind of decision is an 
assumption. In general, there can be a number of outcomes – not involv-
ing full employment – all consistent with the competitive hypothesis. This 
raises a second observation about whether it is at all possible to establish a con-
nection between circular intersectoral flows and the analysis of oligopolistic 
structures.

For my purposes it suffices to focus on the mark-up of the consumption 
goods sector (Loranger and Halevi, 1986; Halevi, 1991). In a two-sector 
circular model based on capital and consumption goods, the value of the 
consumption goods output must be equal to the combined wage bill of the 
two sectors and to capitalists’ consumption. Assume now that the latter 
is negligible, that workers do not save and that unused capacity exists in 
both sectors. If the consumption goods sector’s mark-up is given, then it 
must follow that, for a given initial distribution of the stock of capital, the 
oligopolistic forces operating in that sector are so strong as to determine the 
ratio between the two rates of utilization and the ratio between the sectoral 
techniques of production. This is very difficult to accept even for the short 
run. This conclusion stems from the structural characteristics of the two-
sector classical model (Harcourt, 1963). More fundamentally, it is doubtful 
that Sraffa–Marx circular flows can integrate in a satisfactory manner the 
impact of oligopolies on the economy as a whole. Sylos’s approach to the 
question of oligopoly should be looked at independently from the classical 
macrosectoral picture of production.

25.4 Beyond Oligopoly

In Sylos-Labini’s more recent work there is an attempt to outline a post-
oligopolistic transformation of the system under the twin impact of non-
manual labour and of the flow of innovations. The rise of intellectual labour 
is due to the large firms’ emphasis on R&D, both on an internal basis and 
in connection to research institutions. Moreover, the flow of innovations 
has gained strength from the renewed growth of small firms thanks to 
the spread of electronic and computer-based methods of production and 
of organization (Sylos-Labini, 1989). Unlike the traditional small units of 
the past, the workforce of today’s small firms has a large and rising share 
of technicians, project designers, and so on. In the formulation of a post-
oligopolistic view of capitalism, Sylos’s own analysis of social classes has, 
undoubtedly, played an important role (1974b, 1986). The reference point 
of the study was Marx’s thesis of the expansion of the proletariat and of the 
immiserization of the working class. The book argues – as Marx did – that 
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the growth of non-blue collar jobs cannot be reduced to the expansion of 
mental services catering for the rich. Instead, the decline of the working 
class is seen as a physiological phenomenon stemming from both the long-
run rise in real wages and the formation of new types of activities based on 
intellectual labour.

25.4.1 The New Labour Market

The new transformations affecting contemporary capitalism are having a 
direct impact on the concept of unemployment as well. Keynes, and also 
Marx, viewed employment in relatively homogeneous terms. Today, it is 
imperative to look at both the unemployed and the employed as being 
constituted, within each group, of different categories of people. An analysis 
should also include the distinction between employment in small and large 
firms, as well as between payroll employment and independent occupations.

The overall trend of employment is determined by the interaction 
between the growth of income which stimulates demand, and technological 
innovations which reduce the quantity of labour per unit of output in the 
industrial sector. Industry is, therefore, still viewed as the branch generating 
the strongest impulses to growth. However, its importance is qualitative 
rather than quantitative. In this framework, Sylos-Labini introduces the 
novel idea of an optimal growth rate of wages, which is that rate lying just 
above the growth rate of productivity. Its optimally consists in that the 
positive impact of wage increases on demand would not be offset by the 
negative impact on accumulation, since firms would have enough financial 
margins to bring about new technologies. The optimal growth rate of wages 
is not exactly the dual of the optimal rate of profits discussed earlier in the 
essay. In the case of the optimal growth rate of wages, the profit rate has to 
suffer a bit since unit wages are made to grow just a little above the rate of 
productivity.

Alongside the optimal increase in wage rates, an optimal degree of labour 
mobility is identified. The necessity of labour mobility stems from the fact 
that new activities arise and old ones disappear also when the growth rate 
is given. In this respect the Sylos thesis about the relationship between 
employment and labour mobility could be strengthened by using Pasinetti’s 
theory of structural dynamics (Pasinetti, 1993). In Pasinetti’s model, even 
with a given average growth rate, the economy’s sectors will expand at dif-
ferent rates because of non-uniform technical progress. Furthermore, the per 
capita demand for each product will not grow uniformly because of Engel’s 
law. It follows that workers must always move from the declining to the 
expanding sectors. Both Sylos and Pasinetti show that labour mobility and 
wage flexibility are not the same thing.

The dominant elements of the oligopolistic stage of capitalism are 
industrial concentration and technological discontinuities. In this stage 
mass production methods characterize the industrial sectors that impart 
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the most dynamic impulses to the whole economic system. The following 
stage, which can be deemed to have started in the early 1970s, is character-
ized by an increasing number of small but technologically advanced firms, 
both in industry and in services, operating under conditions of differenti-
ated oligopoly. Thus the concentration process, already envisaged by Marx 
at its inception and later emphasized by Schumpeter, has come to an end 
as a process. Such a change was examined by Piore and Sabel (1984) in a 
well-known book. Yet it had already been outlined by Sylos-Labini in 
a public lecture given at the University of Sydney in 1980 (1984g). In the 
new stage of economic growth we notice, together with the expansion 
of technologically advanced small firms, the rapid increase of activities 
heavily based on intellectual labour. In this context, the need to limit 
unemployment is no longer tied to the prescription of expanding output 
in the Keynesian sense.

The decoupling of employment creation from the traditional Keynesian 
mechanism, the latter deemed to be inapplicable today, is only a first step 
towards a more general separation of payments from measurable productiv-
ity (Sylos-Labini, 1989). The process by which the economy moves away 
from a Keynesian situation can be outlined in the following way.

In the Great Depression, unemployment was the result of a sharp fall in 
effective demand. This phenomenon was captured by Keynes, for whom 
employment and output move in the same direction. In the post-war period, 
the connection between employment and output has become gradually 
more and more complex. The rise in wages and public expenditure have 
kept for a long period the major Western countries near a full-employment 
situation. Concomitantly, universal schooling has given rise to a population 
which – rather than seeking any type of employment – is interested only in 
certain kinds of occupations.

This complexity is bound to increase for two reasons. On the one hand, 
the process of automation will certainly continue unabated, leading to 
further expulsions of people from productive activities. On the other hand, 
new non-commodified tasks will have to be undertaken for strict social 
reasons. These are jobs where the traditional measures relating wages to 
productivity cannot possibly be applied. The waning of an objective eco-
nomic basis in the determination of payments for the amount of work 
performed, raises the issue of the institutional mechanism on the basis of 
which distribution will be carried out. If distribution is centralized, it will 
have to be carried out according to each and everyone’s needs. Alternatively, 
shares may be distributed to every citizen, but the practical difference in 
the two methods will be minor. In both cases the criterion of distribution 
will not depend upon a wage productivity relationship. The hypothesis of a 
fully automated society is an extreme case. Yet the possibility of a robotized 
economy is not so unrealistic as it might have sounded only a few decades 
ago (Sylos-Labini, 1986).
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25.5 Conclusions

I would, at this point, place the advances made by Sylos-Labini in economic 
theory on two levels. The first pertains to his theory of oligopoly and techni-
cal progress. Sylos’s approach links together the study of market forms with 
the movements in productivity and their macroeconomic implications. In 
other words, each market form has its own macroeconomic side. A general 
microeconomic basis for an unspecified macroeconomy does not exist. In 
the case of oligopolistic systems, the Keynesian exogeneity of investment 
emerges neatly from the way in which firms utilize the fruits of technical 
progress.

The second level consists in Sylos’s long-lasting endeavour to use and 
develop theoretical concepts in order to produce a histoire raisonnée of socio-
economic evolution. This type of research is, for the post-war period, unique 
within the economics profession and outstanding in its own right. Sylos’s 
approach allows us to link in an evolutionary manner different economic 
epochs within the history of industrial systems. It follows that every set 
of economic concepts, as well as their interaction – such as the notion of 
unemployment and its connection with technical progress – is historically 
specific (Sylos-Labini, 1987, 1990b).

Sylos’s works raise questions concerning the historical validity of any 
economic doctrine containing elements of dynamic transformations. Only 
marginalist analysis is not given an historically determined position because 
of the purely imaginary dimension of the market form it describes – static 
perfect competition. Interestingly enough, for similar reasons Hicks too 
did not contextualize marginalism (Hicks, 1969). On the whole, Sylos’s 
approach now goes beyond economic analysis, although it originates from 
it. As society evolves it becomes more and more institutionalized. Cultural 
as well as other phenomena impact upon its transformation as much as 
economic phenomena do. This position is very firmly expressed in a special 
addendum to the English translation of the essay on Marx and Schumpeter 
(Sylos-Labini, 1984b).

Hence no specific hierarchy of disciplines can be established in relation 
to the study of society. More explicitly, may it not be the case that Max 
Weber’s refusal to separate the different elements of the social discourse is 
particularly valid today when ‘economics’ appears to be just a branch of 
applied mathematics?

Notes

1. Sylos-Labini was born in Rome on 30 October 1920. He studied economics and law 
at the University of Rome. After the Second World War, he spent a year at Harvard 
University studying with Joseph Schumpeter. Sylos-Labini became Professor of 
Political Economy in 1954, teaching at the Universities of Bologna and Catania 
before moving to the University of Rome ‘La Sapienza’, where he has been working 
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for more than three decades. Sylos-Labini has been invited as a distinguished 
professor by a number of universities, such as Harvard and Sydney. In Italy he is a 
member of the Accademia dei Lincei.

2. All the translations from Italian are mine.
3. The notion of dynamic substitution may also be used to criticize the conceptual 

and empirical validity of the Cobb–Douglas production function. In a recent 
study, for instance, Sylos shows that in a dynamic framework the two exponents 
of the Cobb–Douglas can be unified into one. Although irrelevant for the analysis 
of income distribution, this may be used for the study of economic growth (1995).

4. An excellent discussion of the differences between the approach based on the kinked 
demand curve and those of Kalecki and Sylos-Labini is found in Kriesler (1988).
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