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Three authors, three forewords

Yanis Varoufakis

This book’s origins can be traced to 1988 and, in particular, to a sedate corner of Merewether
Building (Sydney University’s economics department) where Joseph Halevi and I used to
loiter untit well after all our sensible colleagues had gone home. The conversation mono-
tonously, but also fiercely, negotiated the thorny question of whether one had the right to
pursue happiness in a troubled world. Joseph thought that the very idea was preposterous,
adopting a position somewhere between Schopenhauer and Comrade Barbuchenko (a ficti-
tious character with whom I identified him). I, on the other hand, having recently escaped
England, could not resist a sunnier disposition, one that enraged Joseph.

Then came 1991. The end of the Cold War gave a new twist to our continuing duel. For
Joseph it was not just an end of an era but the end of a raison d’étre ~ the dissolution of an
identity that allowed him to subvert his origins, to exist as a progressive human being and to
wage battles apainst the sirens of racism, of sectarianism and, in the end, of idiocy organised
at a planetary scale. For myself, it was a relief that one no longer had to defend the indefen-
sible but, also, a portent of a bleak future both within the microcosm of academic life and
more broadly.

As the 1990s unfolded, our debate lost its antagonistic edge and our conversations edged
us closer and closer. In 2000, T decided to leave Australia for my native Greece. It was my first
decision that Joseph approved of wholeheartedly, perhaps because a similar move was not,
and would never be, open to him. Geographic distance brought our narratives even closer
together. The Global Minotaur storyline, which appeared in 2002 in Monthly Review, was our
first joint publication and also a marker of a deeper convergence. And when Joseph became,
against all prior signs, a gym addict, the foreshadowed union of perspectives was complete.

Soon after arriving in Greece, I met Nicholas Theocarakis, the polymath and a friend-in-
waiting. It only took a cruise in the Aegean (during which Joseph, Nicholas and I drank and
ate far too much for three days and nights) to forge the Joseph—Nicholas bond. After they
passed hours ignoring the splendid scenery in order to debate the most irrelevant and utterly
boring minutiae of political economics, it was clear that our trio would, at some point,
attempt to inflict some book or other on the world. You are holding the evidence.

Now that the ink is dry and the printer’s job is done, it is becoming clear that our book lies
at the intersection of a number of failures, some heroic others less so. Capitalism’s spectacu-
lar failure in 2008, and the unmitigated defeat of the Left that preceded it in 1991, form the
bulk of the book’s backdrop. Then there are the personal failures of the authoring troika, and
a fair share of loss that all three of us experienced, in different contexts, during the book’s
formative period.
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Leaving the personal losses unsaid, the personal failures alluded to above are mostly
related to our condition as economists. All three of us, though of slightly different vintage,
chose economics with high hopes of bringing a scientific disposition to bear upon economic
life. We embarked on our separate academic trajectories with a conviction that, even if the
mainstream of economics had got it wrong, it is not only pessible but essential that the light
of scientific Reason be shone upon late capitalism. Years before we met, we had attempted
to blend mathematical rigour with a progressive political economy approach. We failed in a
variety of instructive ways.

Some time in the 1990s, Joseph and T converged on a difficult belief: that in economics,
error is not just what happens until one gets it right. It is @// one can expect! Serious, /nherent
FErioris the only thing that can come out of even the most sophisticated economics. The orlv
scientific truth economics can lead its honest practitioners to is that the study of capitalism
is guaranteed to lead to superstition if predicated upon a determination to extract truth from
the theoretical models and their empirical applications.

Our conclusion that all theoretical certainties, upon close inspection, turn into dust was
not easy on our minds or hearts. [t did not come naturally to us. Yet we embraced it, and even
shouted it from the rooftops, once we became convinced of the basic truth therein: namely

~-that a scientific economics is an illusion leading one closer to astrology than to astronomy
“and more akin to a mathematised religion than to mathematical physics.
.7 Not having been privy to the many years of the rowing between Joseph and I, the
interminable quarrels that led us ‘effortlessly’ to that joint thesis, Nicholas took some con-
vincing. After many conversations and a daylong Athens Summit (that Joseph happily com-
pared to a bygone Cold War institution), the common line was agreed: economic theory is
-~ +(and can pretend to no other office) a series of necessary errors that one must use as a train-
:i:ﬁg ground for the mind before turning to an historical, open-ended analysis of capitalism. It
/is upon that idea that the method of Modern Political Economics is founded (see Chapter 10
fora full summary of the method and then to Book 2 for an historical analysis in concert with
*our method).
-'_At this point in a foreword, an author would, normally, offer a long list of acknowledg-
ments. Not so here. From the very beginning, we knew that this book wilt annoy even our
dearest colleagues. Not wishing to implicate anyone in what is certainly going to be a dis-
reputable volume, we desisted from communicating any of its ideas in advance. Thus, we
shall not be acknowledging the assistance, contribution, insights, collaboration of any col-
league. None was sought, no one read any of the book prior to its publication and, thus, no
one ought to share the blame.

No one, that is, except for one accomplice who must be exposed: George Krimpas. He
read every page, returned a red ink filled manuscript to Nicholas for urgent attention, was
exquisitely encouraging throughout, even contributed two important addenda (one at the
end of Chapter 6 and oxne at the end of Chapter 12). All blame for encouraging the authors
to-get on with the book must go to him, save perhaps for a small portion of the blame
that ought rightfully to be directed at Robert Langham for believing in this project from
the outset (as he had done before with other less foolhardy projects) and supporting it
throughout.

The final acknowledgement must address my personal debt, gratitude and appreciation to
Danae Stratou -- my partner in everything. The cover is based on one of her photographs.
It not only revisits a journey during which we both perished but also echoes a sense of
precariousness not unlike that which permeates our post-2008 world.
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Joseph Halevi

For me, this book is the completion and the end of 30 years of economic theorising. When
push comes to shove, I think that the most relevant economic ideas for the present world are
those of the late Paul Sweezy, Paul Baran, Harry Magdoff and Paoio Sylos Labini. As I
worked and developed strong friendship relations with all of them (but Paul Baran who
passed away too carly), T wish to remember them with the deepest respect that world
intellectuals command.

A central feature of the ideas of Sweezy, Baran, Magdoff and Sylos Labini was that eco-
nomic theories must be historically grounded since history is the laboratory of economics. In
this context, I should mention also the themes put forward by Michat Kalecki, who signifi-
cantly influenced the above authors as he was the first economic thinker to have developed
the theory of effective demand, which later became trivialised into Keynesian economics. In
Kalecki, thanks to his Marxist-Luxemburg background, the problem of effective demand is
not resolved by clever financial and policy tricks. Instead the question of profitable market
outlets becomes the central internal and systemic contradiction in the advanced stage of
capitalism. Wasn’t he right all along?

Nicholas J. Theocarakis

Yanis in his foreword reports that it took some convincing before I conceded the main point
of this book and decided to go along in publicising our thesis. I still feel uneasy about it, but
I do not regret it. For an academic it is a major cognitive dissonance and admission of per-
sonal failure to accept that all his training, teaching and work had inadequately prepared him
to speak with relevance on his subject-matter as a scientist. It can be always the case that this
is indeed a matter of personal failure owing to limited ability, a manifestation of some quirky
psychological trait or a sublimation of some life grudge. Maybe it is the ship that has gone
astray, not the shoreline. [ believe such ad hominem arguments will be raised by those who
will be annoyed by the book. I welcome reaction infinitely more than indifference.

The disillusion with the scientific pretensions of economic theory was even greater in my
case. The largest part of my working life was spent outside academia, with only a foothoeld
in it as an adjunct lecturer, and only for the last five years am I a full-time academic. Having
left industry to ‘serve’ science, it was harder for me to accept that the greener grass was a
wasteland. I had been trained as a labour economuist in the ‘80s in Cambridge and this was
then a discipline where relevance and subtlety were still practised. My later retreat in the safe
haven of the history of economic thought, where my main research interests now lie and
where true scholarship is still evident, made me more reluctant to acknowledge the poverty
of theory, although more equipped to see how it came about.

Moreover, I quite liked the mathematical constructions of economic theory. I do not find
them boring or daunting. (Indeed, none of us do.) What I found boring was inane models
expounded in Diamond (and Ashes) list journal articles and departmental seminars with no
mathematical interest whatsoever (apart from convoluted irrelevant formalism and adhock-
ery) that pretended to be based on some essential, asocial and eternal human trait or condi-
tion that provided the solution to real problems.l found it deeply offensive to see how
quasi-rigorous mental gymnastics are increasingly being used to dress up reactionary politi-
cal positions and end up in justifying policy measures that result in the misery of millions
and being hailed as “harsh but necessary™ by “embedded economists” - a phrase borrowed
from my friend and colleague Thanassis Maniatis — singing in chorus with embedded
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journalists serving specific class interests. Living in besieged Greece in the last two years
made this point even more painful.

Listening to Yanis’ recollection of the fall of the Soviet Empire, 1 must confess that I
never felt obliged to justify the indefensible or felt sorry for its demise. I think I saw it then
for what it was. But I was taken aback by the viciousness with which the ‘free-matket system’
was used by turn-coat kleptocrats to enrich themselves and turn their vengeance on the
people of the ‘liberated” states. And I admit that T also failed to see to what extent the coun-
tries that purported to be exemplars of ‘really existing socialism’ served as a countervailing
power for the assault on the social rights of the working classes in the West that has been
unleashed in the last three decades.

Mainstreamn economic theory has played a sinister role as an ideological prop for this

assault. The practice of presenting political positions as scientific necessities, while paying
lip-service to a wert-frei, but truly wertlos, science, was one of the first reasons that convinced
me to reconsider my views on economic theory. The failure of the Left, and concerned econ-
omists, to articulate a consistent, cogent and fruitful discourse convinced me that the problem
had to do more with the nature of our science than with the choice of the appropriate para-
digm. Equally annoying I found the self-proclaimed heterodoxy of alternative schools of
thought, where heterodoxy (with the appropriate flavour) was worn as a badge rather than as
an intention to do true political economy. Marx, Keynes and Veblen were my intellectual
“"heroes, but I always had a disdain for hero-worshippers.
- Another aspect of our science that always worried me was that it pretended that you can
" ostracise the political element from it. Siding with Protagaras instead of Plato, I believe that
you can never argue that politics, and economics, is a science that can be left safely in to the
" hands of the experts. Scientific pontification in economics is often an attempt to win a political
*.argument with false pretences. The hoi polloi may never be able to argue competently about
““physics, but a democracy requires that those who participate in it must be able to debate
~political and economic arguments and take sides. This essential political element is what
- Tenders inescapable economics’ duty to retain an irreducible and significant non-scientific
element two and half centuries after its birth.

Meeting Yanis when he came to our Department in Athens was a breath of fresh air and
gave hope for optimism. There it was a true intellectual force who wanted to do things about
our discipline and our students. We quickly became friends and established a common way
of thinking. We collaborated in an article and in a textbook and I joined in his efforts to
create a different doctoral programme that served economics as a social science. It was
through Yanis that I met Joseph. It was love at first sight. His erudition and profound think-
ing impressed me and when they proposed that [ should be part of their book I was thrilled.
This thrill was not to last. The best part of the writing of this book was shadowed by the
illness and eventual loss of my long life partner and wife Catherine. Apart from my personal
devastation, her loss prevented my contribution to be what I had hoped for, even though
Lproudly sign the product of a common belief of what we can do with our science and dedi-
cate it to the fond memory of my beloved and truly remarkable Catherine.






1 Introduction

1.1 The 2008 moment

Once in a while the world astonishes itself. Anxious incredulity replaces intellectual torpor
and, almost immediately, a puzzled public trains its antennae in every possible direction,
desperately seeking explanations of the causes and nature of what just hit it.
: 2008 was such a moment. It started with some homeowners finding it hard to make their
“monthly repayments somewhere in the Midwest of the United States, and graduated to the
~“first Tun on a British bank for 150 years. Soon after, the five grand American merchant banks
. that were capitalism’s pillars had disappeared. Financial markets and institutions the world
over were plunged into what was euphemistically termed ‘chaotic unwinding’. Governments
that had hitherto clung tenaciously to fiscal conservatism, as perhaps the era’s last surviving
idédlbgy, began to pour trillions of dollars, euros, yen, etc. into a financial system that had
been, until a few months before, on a huge roll, accumulating fabulous profits and provoca-
ively professing to have found the pot of gold at the end of some globalised rainbow. And
when that did not work, presidents and prime ministers with impeccable neoliberal creden-
tials; following a few weeks of comical dithering, embarked upon a spree of nationalisation
of ‘banks, insurance companies and automakers. This put even Lenin’s 1917 exploits to
:shame, not to mention the modest meddling with capitalist institutions of mid-twentieth-
century radical social democrats (such as Clement Atlee and Ben Chifiey, the post-Second
World War prime ministers of Britain and Australia respectively).
; What had happened was that the world had finally woken up to the brittleness of its finan-
cial system; to the stark reality of a global economic system that was being held together
with sticky tape and that most precarious of materials: self-reinforcing optimism. From
Shanghai to New York and from Moscow to Pretoria the world came face to face with the
awful realisation that the 1929 crash was not just a worthy subject for economic historians
but, rather, the sort of calamity that constantly lurks around the corner, scornfully laughing
in the face of those who thought that capitalism had outgrown its early childhood tantrums.
While these words are being written, the Crash of 2008 has not, as yet, played itself out.
While the first two years after it proved that governments can arrest the system'’s free fall
when they concentrate their minds and loosen their purse strings, a new crisis is looming.
For as the public sector takes on its shoulders the sins of the private sector, the latter turns on
its saviour with new financial instruments with which to gamble that the saviour will buckle
under its new burdens. Thus, the aftermath will remain unknown for many years to come.
What we do know is that tens of thousands of American and British families lost, or are
in fear of losing, their homes daily. Migrants abandoned the Meccas of financial capitals,
such as London, returning home for a safer, more stolid future. China is in a bind over the
trillion plus dollars it holds and seeks new ways of securing its dream run, now that the
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West has turned inwards and reduced its imports. More than 50 million East Asians have
plummeted below the poverty line in a few short months. Countries that thought themselves
immune to the ‘Western’ economic disease, for example Russia and Iran, are perplexed
when their own banks and enterprises are stressed. The job centres and social security offices
in Western Europe, just like the famine relief agencies in sub-Saharan Africa, are reporting
unusually brisk business. The recession “we had to have’ is upon us. It threatens to mark a
new, depressed era.

A world in shock is always pregnant with theories about its predicament. The time has
come for political economics to return to a world that had thought it could account for itself
without it.

1.2 Why economics will simply not do

Few sights and sounds are less impressive than those emitted today over the airwaves,
and in the pages of respectable newspapers, by the privileged commentariat. Having spent
the past 30 years confidently informing the world about some *paradigmatic shift” which,
supposedly, had put capitalism on an irreversibly steady growth path, the very same com-
mentators are now gleefully, and equally confidently, *analysing’ the Crash of 2008, exuding
the air of self-aggrandisement befitting its prophets.

There is nothing new here. Evans-Pritchard, the renowned mid-twentieth century anthropo-
logist, unwittingly pinpointed with brutal clarity how economic commentators weave their
narratives, In his 1937 account of how the Azande soothsayers dealt with significant events
they had failed to predict, Evans-Pritchard might as well have been writing about contempo-
rary commentators of the Crash of 2008 (just substitute *Azande’ with ‘economic experts’):

Azande see as well as we that the failure of their oracle to prophesy truly calls for expla-

nation, but so entangled are they in mystical notions that they must make use of them to

account for the failure. The contradiction between experience and one mystical notion
is explained by reference to other mystical notions.

{Evans-Pritchard in his Witchceraft, Oracles and Magic among the Azande,

1937, p. 339)

Making a living out of forecasting is, of course, a risky business and we ought to be sympa-
thetic to those who, on the morning after, find themselves with egg on their face. A wise
econometrics professor once advised one of us: “When forecasting some economic magni-
tude, give them either a number or a date. Never both!” However, there is a difference
between forecasters who simply can get it wrong and forecasters who, like the Azande
priests, can only get it right by accident.

On the eve of 15 October 1987, four months after Mrs Thatcher’s third electoral victory,
which was fuelled by widespread optimism that privatisations and the new spirit of financiali-
sation emanating from the City of London would be leading Britain to a new era of prosperity,
Michael Fish, an amiable meteorologist with BBC television, read a letter during his weather
section of the evening news. It was written by a concermned viewer who had a premonition that
a tornado might hit southern England. Mr Fish famously poured scorn on that suggestion,
emphatically saying that Britain had never experienced such a weather extremity and it was
not about to. Five hours later, in the thick of the night, a tornado gathered pace in the Bay of
Biscay, raced across the English Channel, violently pushed its way across southern England,
flattening in the process a significant part of it, including London’s splendid Kew Gardens.
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A few days after the October 1987 tornado, another calamity hit London. Only this one
was not felt on its streets and gardens but in the City, the Stock Exchange and the corridors
of Whitehall and of the great financial institutions. The calendar read Monday 19 October
1987, when the world’s stock exchanges suffered the worst one-day loss in their history.
Originating in Hong Kong, the financial tornado raced across time zones to reach London
first before hitting the New York Stock Exchange, shedding just over 22 per cent of the Dow
Jones industrial average in a single session.

The hapless meteorologist would have been excused from thinking that economists must
have been feeling on 20 October just like he was four days earlier: Aumbled. He would have
been terribly wrong for a second time. For unlike him, economists are so steeped in thetr
own ‘mystical notions’ that every observation they make is confirmation of their belief
system: Look at what is happening today. Even though, yet again, the economics profession
singularly failed to come even close to predicting the Crash of 2008 (indeed, poured scorn
on economists such as Professor Richard Dale, formerly of Southampton University, who
had issued warnings about an oncoming collapse), economists have issued no mea culpa,
have offered no apologies, have not rewritten their textbooks in light of these momentous
events, have not even had the good form to hold a conference on what went wrong with their
sscience’ (as opposed to what went wrong in the financial sector). Instead, they appear on
radio:and television, or are invited to speak as ‘experts’, to explain the Crash of 2008 using
the véry same methodology that had failed to predict it.

In/one sense, this might be admissible. One might legitimately, for instance, want to hear
M Fish explain the formation of the 1987 tornado even though (or perhaps because} he failed
to predict-it. Meteorologists remain uniquely able to explain their own predictive failures.
Who else could do it better? Astrologists? It is in this sense that economists may argue that,
though'they failed to predict the Crash of 2008, it is they who niust comment on its causes
and'nature. So, why be indignant towards economic ‘experts’ and sympathetic to Mr Fish?
One obvious reason is their evident lack of humility, But it is not the main one.

The reason for rejecting the economists’ commentary on their own predictive failures
goes.deeper. The economists’ lack of humility is not due to a failure of character. It is rather
arreflection of the fact that they have no useful theory of crashes to offer. It is the sub-
conscious realisation of that vacuum that results in their hubris. After all, nothing causes
scomful self-adulation as surely as deep-seated ignorance. Economists live in a mental world
in which capitalism seems like an inherently harmonious system. Their narratives derive
from-a mystical belief in a providential mechanism that dissolves conflicts automatically,
just:as:the gigantic counter-opposed gravitational forces in the solar system surreptitiously
beget equilibrium out of potential chaos. In that worldview, a crash is an aberration that is
best kept untheorised; something akin to a rogue comet destroying planet Earth.

Mr-Fish was guilty of failing to predict a tornado, yet the physics on which he relied has
the only sensible story to tell about tornadoes in general and the one that destroyed the Kew
Gardens in particular. In sharp contrast, conventional ‘scientific’ economics, as practised in
the economics departments of our great universities, simply has nothing meaningful to say
about tumults like that which brought us the Crash of 2008.

1.3 The return of political economics

Along with the financial bubble, which eventually burst in 2008, another bubble had been
brewing since the later 1970s: a bubble of economic theory founded on the certainties
of neoliberalism and propagated by the dynamics of university life. We shall refer to it
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for short, as the Econobubble. The crisis of October 1987 had played a crucial role in foster-
ing the certainties that led to the Econobubble’s growth. The fact that the stock markets
recovered quickly after Black Monday was seen as evidence that the new economic order
could take in its stride even the most precipitous fall in the price of stocks. The ensuing
recession of the early 1990s was blamed on the decline in house prices, following their sharp
rise during the 1980s; a mere ‘correction’ that was nowhere near as poisonous as the crisis
of the early 1980s, which had preceded the privatisations and deregulation of the markets
(and the Big Bang in the financial sector) whose raison d 'étre was to end such crises by
liberating the markets from the shackles of government.

More poignantly, it was not long before the early 1990s slump gave place to a long, glori-
ous boom that was only punctuated in 2001 with the collapse of the so-called New Economy
(Internet-based, dot.com companies, Enron, etc.). That collapse was also short-lived and
came with a useful silver lining: while countless IT firms folded, exasperating millions of
people who had invested good money in them, the collapsing outfits had bequeathed the
world a spanking new high-tech infrastructure, in the form of optic fibre cables that criss-
crossed the earth and the oceans, and huge computer storage “spaces’, making a new wave
of innovation possible.

In short, the early 1980s inaugurated neoliberalism’s golden era, built on a sequence of
speculative bubbles leaping from one market to another (as we shall see later in this book).
The Econobubble was its theoretical reflection and fuel. The new era was, after all, initialty
spearheaded in the 1970s by a generation of economists (e.g. Milton Friedman and Robert
Lucas in the United States; Sir Alan Walters and Professor Patrick Minford in Britain) and
political scientists (such as Professor Robert Nozick) who had been canvassing powerfully
for a brave new world of liberated markets only lightly overseen by a minimalist, night-
watchman State. The adoption, at least in theory, of these policies first by Mrs Thatcher in
Britain and soon after by President Reagan in the United States, and the eventual over-
coming of the early 1980s recession (which was credited to these policies), led to a new
conventional wisdom that swept the planet. Its highest form was that which, in this book,
we term the Econobubble.

Underpinning these views was the conviction that, though markets occasionally fail, gov-
ernment meddling in ‘our’ business must be feared more. The market-based world we live
in may not be perfect but it is: (a) good enough; and (b) bent on conspiring to defeat all our
democratically agreed efforts to improve upon it. Journalists, academics, private sector
economists and government officials embraced the new creed with panache. To those who
protested that this meant free market policies which stimulate great inequalities, the answer
was either that only ‘good’ inequality was thus caused (while ‘bad’ inequality was repressed
by market pressures) or that, given enough time, the infamous ‘trickle-down effect’ will
eventually sort that problem too. Economists who resisted the Econobubble were sidelined,
often edged out of the profession. Aided and abetted by financial flows that punished any
government that delayed the surrender of its economic power to the markets (e.g. that failed
to march to the quickstep of privatisation, deregulation of the banking sector, etc.), govern-
ments the world over {(some of them led by reluctant social democratic parties) adopted the
new mantra.

Back at the universities, the Econobubble’s dominance spread like an epidemic. Economics
syllabi and textbooks were undergoing a momentous transformation. Its greatest victim,
after the earlier demise of political economy, was macroeconomics. Indeed, we often heard
top economists proclaim the end of macroeconomics, either as we know it or altogether.
The idea was that since we now live in a stable world in which all that is required is some
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intelligent micromanagement, both at the level of firms and in the corridors of government,
macroeconomics is passé. The fiction of the End of History, which was reinforced by the
Soviets’ collapse, meant also the end of any serious debate on the dynamics of world capital-
ism. Whereas in previous epochs, not that long ago actually, economists of all persuasion
would debate the state of the world, the wisdom of markets, the importance of planning in
developing countries, etc., once economics was taken over by the Econobubble they turned
away from all that, confining themselves to ‘focused’ technical subjects such as Game
Theory. the design of auctions and statistical models of movements in exchange and interest
rates that lacked any monetary theory behind them which acknowledged (let alone analysed)
capitalism’s peculiarities.

Thus the ‘competitive’ economics departments were steadily depleted of anyone who
was interested in researching the reasons why labour and financial markets may be onto-
logically distinct from other markets. Since macroeconomics (the ‘holistic” study of an econ-
omy) can only be meaningfully distinguished from microeconomics (the piecemeal modelling
of individual choices) if labour and finance markets difter from the market for carrots, macro-
economic debate was effectively expelled from the academy. Discussing the Great Depression
as a-source of interesting insights for today’s reality was positively frowned upon, unless
confined to economic history seminars for the technically challenged. In fact, reading any
article more than five years old was deemed a sign of scientific slippage. Books were only to
be used as repositories of already published, recent technical articles. As for macroeconom-
ics; it-was kept on the curriculum either out of inertia or only after all real macroeconomics
content-was bleached out (and replaced by models containing a single person who saved
when'young and spent when older, before being reborn again to start the ‘dynamic’ process
afresh):

The: economists spawned by such an environment, both as students and as professors,
quite naturally, have next to nothing meaningful to offer when some systemic crisis occurs.
When pressed by inquiring journalists, their answers have absolutely nothing to do with their
- actual research (how could they, after all?). Instead, as they struggle to say something perti-
nent; they fall back on the certainties and clichés of the Econobubble. This might have been
tolerable in 1987, in 1991 or in 2001. The Crash of 2008 is different. Now that the financial
bubble:has burst, we believe the Econobubble is next. It may not burst but 1t will surely
deflate. The world is astonished in ways that the Econobubble can no longer placate.

Ina 1998 book, one of us wondered whether the world had settled down and only ideas
consistent with the Econobubble had any chance of being admitted into the circles of polite
soclety; or whether “we live in a new middle ages; a period devoid of clarity but pregnant
with-new. tectonic shifts of economic and social relations which will lead to new heated
debates’? This new book was written in the conviction that the tectonic plates have already
moved,:producing epoch-changing tremors which make a return to a Modern Political
Fconomics not merely possible but, in fact, inevitable.

1.4 Why now?

The short answer is that the Crash of 2008 is attacking social and economic classes that were
not affected seriously by the crises of the early 1980s, the stocks’ collapse of 1987, the reces-
sion of 1991 or the New Economy debacle of 2001. We know, from bitter personal experi-
ence, that the early 1980s crisis in Britain (and to a lesser extent in the United States) was
perhaps more calamitous for more people than 2008 has so far proven. When four million
unemployed were struggling to make ends meet in early 1980s Britain, under a government
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determined to wreck the social fabric that kept communities together, life was perhaps
harsher than now. Nevertheless, that was a crisis which concerned mainly the country’s
depressed areas (mainly in the north); the working class; a segment of the nation with little
or no political influence in London. Mrs Thatcher was the doyen of the south, the queen of
the City and its surrounding stockbroker belt, cushioned politically by an electoral system
which rendered irrelevant what went on north of Watford or in the depressed mining villages
of Kent.

At the same time, the United States middie class was spared the worst effects of that crisis
by a president who, while professing the importance of frugal government, embarked upon
gigantic spending on weapons of mass destruction to see off the early 1980s recession. And
when Black Monday occurred in 1987, it touched only a few people who panicked during
that fateful week but left the middle classes largely unscathed. While the 1991 downturn
worried the middle classes sufficiently to overturn certain administrations (George Bush Sr
being its most prominent casualty), and 2001 shaved-a proportion of previously accumulated
profits off bank accounts and portfolios, these drops were neither deep nor sustained enough
to dent the Econobubble.

In contrast, the Crash of 2008 is having devastating effects across the neoliberal heart-
land. In Britain, it is a crisis of the south; probably the first to have hit is richer parts in living
memory. In the United States, although the sub-prime crisis began in less than prosperous
corners of that great land, it has already spread to every nook and cranny of the privileged
middle classes, its gated communities, its leafy suburbs, the universities where the well off
congregate, queuing up for the better socio-economic roles. In Europe, the whole continent
is reverberating with a crisis that refuses to go away and which threatens European iltusions
that have managed to remain unscathed during the past 60 years.

All of these people need answers. What happened? How could governments have let it
happen? Why did no one warn us? Some of them will become radicalised in ways that we
have not witnessed since the 1930s or, more recently, since the Vietnam War. The Panglossian
Econobubble cannot survive the wrath of the middle classes any more than the pre-modern
faith in fairies, witches and dragons could have survived industrialisation and the scientific
revolution.

2008, of course, is too close to interpret fully, However, one thing is certain. The unshake-
able belief that the cycle of boom and bust is best kept in check by minimalist states and
governments whose first priority is to go with the markets’ grain has been destroyed. The
idea that particular interest and general interest are mutually reinforcing within the capitalist
system is bunk. The Econobubble which has infected the mind of tens of thousands of young
women and men with economic nonsense has burst asunder. What will replace it? Humanity
loathes ignorance. Either it will turn to a new quasi-religious faith, complete with its own
myths, rituals, dogmas and equations, or it will rediscover the rational and aesthetic joys of
political economics.

1929 had such an impact. It affected almost everyone. Even the rich, decades later,
recalled the horror around them, well after the shockwaves had subsided. With the inanities
of free marketeers torn apart by the 1930s depression, the world took eagerly to the writings
of young economists who tried to tell a srory about capitalism’s pathology; of its wonders
and contradictions; of its unique capacity to produce immense wealth and its equally aston-
ishing tendency to trip and fall over, thereby causing massive deprivation among the inno-
cent, Indeed, the post-war order was designed by people who had previously suffered, or
watched while others suffered, the results of the Crash of 1929. Men who differed politi-
cally, often sharply, were nevertheless united in a determination to do all they could to
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ensure that such catastrophes would not happen again. They lectured to politicians, designed
institutions, preached at universities — all with a single-mindedness that combined the best
traditions of political thinking and economic analysis in a concerted campaign against the
vagaries of untrammelled markets. They, thence, revived the tradition of political economics.
The welfare state, the Bretton Woods agreement, the original {and rather benign) International
Monetary Fund (IMF), the fledgling institutions that preceded the European Union were all
affected by such people under the influence of the 1929 episode. We call this the Global
Plan that attempted gallantly to regulate world capitalism between 1947 and 197 1.

We feel that 2008 is a new 1929, While we hope that it will not create the same extent of
mass deprivation, nor stoke the fires of international conflict, we think that 2008 will lead,
just as surely as 1929 did, to the revival of a debate on how to bring some rational order into
a chaotic world that can no longer rely on the myth of spontaneous order.

1.5 A Modern Political Economics for the post-2008 world

[nteresting times call for interesting responses. This book is not interested in settling old
scores. The temptation for those, like us, who never lost faith in political economics, and

. were never lured by the easy attractions of the Econobubble (often at high personat cost), is

to brag now that the theoretical foe is in dire straits. But, were it to fast for longer than a few
brief minutes, such bragging would be inexcusable. It would be equally inexcusable to think
~of the present moment in history as an ‘opportunity’ to revitalise one’s favourite defunct
----;schi_iol of thought; some ~ism (e.g. Keynesianism, Marxism, neo-Ricardianism...) that the
ast few decades confined, however unjustly, to the margins of academic economics.

2008 demands of us a grown-up response that eschews dull point scoring between the
crashed ‘orthodoxy’ and its resurgent foes. Just because the Crash of 2008 revealed to every-
one'the emperor’s nudity, there is no sense in bringing out of the economic theory cupboard

-of the emperor’s older clothes, dusting them down and giving them another airing. The
world:is simply not interested in newish wine being poured into ancient bottles. It is thirsty
for the refreshing stimulus of a genuinely modern political economics.
:Our recipe for a modern political economics tuned into the needs of the post-2008 world
asisimple: aff of economics must be treated judiciously, critically, with contempt even. This,
<naturally, does not suggest that we begin from scratch, jettisoning all received economic
wisdom. What it does mean is that, in writing this book, we start not only without any pre-
conceptions about the rights and wrongs of different economic theories but, moreover, with
a commitment to transcend all economic theory. This commitment of ours may strike the
reader as a little puzzling, or even apocryphal. However, its point is quite simple. Over the
past.three centuries, economists have struggled to create ‘models’ of the economy that are as
consistent as Euclidean geometry: every proposition about market societies had to be squared
with the initial assumptions about it. Our simple point here is that this approach is bound to
obfuscate, rather than illuminate, economic reality.

To give just two examples, some economists tried to explain the value of ‘things’ in refer-
ence to.the production costs involved in their manufacture after defining fully the meaning
of *cost’. Others built models in which the values of ‘things’ reflected their relative desirabil-
ity, based on a particular (utilitarian) theory of desire-fulfilling actions. The result was two
equally logical yet incommensurable descriptions of the world; two theories of the object of
study (mainly of prices and quantities) that could not be brought together. When these two
schools of thought looked at reality, they did so in search of evidence that the *other’ school,
or its model, was inferior. But the more they sought empirical support, the less their own
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model seemed to make sense. Reality, therefore; became an irritating presence only useful
as a source of ammunition to be used against one’s theoretical opponents.

This mindset will no longer do. If 2008 and its repercussions are to be understood, we
cannot stay fixated within some system of economic beliefs. Philosophers worth their salt
know well that life despises consistent philosophical systems and busily conspires to punch
holes through them. Economic life does the-same to all ‘closed’ systems of thinking about
capitalism; not just to the Econobubble. 1t is high time economists of all schools and shades
of opinion recognised this fact too.. What this entails is a practical, empirical component in
every layer of our analysis so as to keep it in constant conversation with reality. Now, the
problem with this practical component is that it is bound to disturb any degree of theoretical
consistency forged by our analytical reason (i.e. by our techniques). So be it. We are, after
all, at a crossroads. One path leads to some satisfying system of interlocking and mutually
consistent conjectures. The other leads to a constantly realigning set of incommensurable
theoretical propositions which, if perceived astutely, may bring us closer to understanding
really existing capitalism. We choose the latter.

Another way of putting the above is to describe our political economics as eclectic and
the models we study (and refer to) in this book as necessary errors. Make no mistake: this
book does not recommend a flight from theory. Theoretical models remain fundamental
tools which help the mind remain sharp in its constant war against ignorance. It is just that
models per se are incapable of helping us approach social reality.

So, how do we proceed from there? How do we converge with the truth about the causes
and nature of wealth creation, poverty, growth and depravity in the world around us? How
do we approach the Crash of 2008 and the properties of the post-2008 world? There are three
potential avenues that summon us, compelling us to make a choice right from the outset:

1.. We may conclude that, since no consistent theoretical system is possible, no truth about
world capitalisr can ever emerge. Each model is, in this light, no more than an interest-
ing story, a narrative, which may help different people differently in their own haphazard
search for meaning.

2. The second avenue is more optimistic about the powers of human reason. It leads to the
conclusion that truth is accessible through some sort of Aristotelian moderation; by
means of a synthesis of different viewpoints founded on the belief that, in the face of
antithetical perspectives or models, the truth must lie ‘somewhere in the middle’.

3. The third avenue is the most ambitious. It also asserts that truth is available to the prepared
minds which not only accept the tension and incommensurability between alternative
models but also celebrate it, indulge it, keenly stoke it and, ultimately, transcend it through
a wholesale immersion in historical inquiry.

As the reader may have guessed, it is the third and thorniest of routes that this book takes. In
the pages that follow, our book enthusiastically delves into every economic model known to
humanity (see Book !) before pitting each against the rest in a quest for theoretical tension
that may later, when tumning to the history and institutions of capitalism (as we do in Book 2),
throw light on the darkest aspects of our world’s workings. No economic model is left
unexamined but, at the sanie time, no economic model is left standing once we get down to
the serious business of discussing the dominance of the US dollar since 1943, the role of
Japan, Germany and China in the global economic order, the crisis in Europe, the scope for
liberty in an environmentally challenged word, etc. Theory is but a training ground on which we
practise before D-day; before, that is, we come to grips (in Book 2) with the economic and
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political reality in which economic concepts take their concrete form in a bid to write history
and-affect real lives. We call this two-part endeavour Modern Political Economics.

Modern Political Economics luxuriates in contradiction. Contradiction is indeed a con-
cept central to every page in this book. Against the simple certainties of those nourished for
years on the Econobubble, we savour the seeming paradox of free markets which cannot
breathe in the absence of brute state power; we delight in the delicious irony of dictators who
cannot resist organising referenda; we assign explanatory power to the fact that the powerful
have no objection when the state gives pots of money away, as long as the recipients are not
those who really need it; lastly, we are unfazed by the almost tragic sight of a generation of
brilliant economists who prided themsetves on sticking to scientific methods (which they
borrowed from physics before developing them further in technically dazzling ways) but
have serious trouble even recognising the capitalist system, let alone explaining its crises
and tribulations.

Our provocative stance could be summed up in the motto: away with theoretical consist-
ency-and proper systematisation! It would be a motto whose purpose is neither to annoy
colleagues who have spent their most productive years tailoring their models to meet the
demands of logical consistency, nor to appeal to those who think of logic as a constraint on
the imagination. Instead, it would be a motto whose simple purpose is to shed rational light
onithe ways of our topsy-turvy world. Modern Political Economics begins with a view that,
whenanalysis leads to contradiction, the answer is not o squeeze the truth out by further
logical manipulation but, instead, to allow (as Hegelians might say) essence to appear; to
make it possible for the truth to come out by exposing every theoretical contradiction to
historical reality while, at once, viewing what appears to us as reality through the lens of
those contradictions.

1.6 A guide to the rest of the book

The two ‘Books’

Inold-fashioned style, this text is divided into two ‘Books’.

Book- I is about the major theoretical contributions of political economics as they have
taken shape over the past three centuries. Classical and neoclassical political economics
are introduced in a manner that distils their essence, ignores superfluous technicalities
and:-homes in on their major contradictions. The narrative seeks to blend two accounts: an
account of how the evolution of the econornic system spawned the economists’ ideas about
the former, and a second account of the opposite; of how the economists’ ideas influenced
economic phenomena. Thus, the important debates are projected against the background
of the emergence of conglomerates, the irrational exuberance of the 1920s, the Great
Depression, the War Economy and, lastly, the Cold-War era that followed it. Throughout
these accounts, the emphasis is on salvaging nuggets of theory and facts that will come in
handy when we turn to the main task: to making sense of the post-2008 world. Chapter 10
concludes with a summing up of the different perspectives on political economics; a sum-
mary that; surreptitiously, turns into the methodological manifesto of our Modern Political
Economics.

Book 2 casts an attentive eye on the post-war era; on the breeding ground of the Crash of
2008. Its two main, long chapters offer our take on the two main post-war phases: the first
we call the Global Plan, spanning the period 1947-71. The end of Bretton Woods signals the
second period which we call the Global Minotaur, with a chronological range beginning
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shortly after 1971 and coming to a head in 2008. Chapter 13 concludes Book 2 and sums up
our suggestions on how to make sense of the post-2008 world.

A chapter by chapter guide
Book 1

Chapter 2 Condorcet’s Secret: On the significance of classical
political economics today

The chapter begins by distinguishing economic thinking from that of the natural sciences by
using Aristotle’s failures as a case in point: Whereas his physics and his economics can both
be safely described as primitive, the latter contains lost truths; insights that contemporary
economics has misplaced at its cost. Unlike physicists, who have nothing really to learn from
Aristotle about the universe, economists are, at once, bogged down by an Inherent Error
(that lies in the foundations of all logically consistent economic theories) and prone to lose
important truths that their predecessors once understood better. The chapter moves from eco-
nomics” basic features (the Inherent Error and the lost truths) to its foundation, which is
none other than humanity's capacity to generate surplus. A brief history of surplus is pro-
vided before the origins of political economics itself are discussed and linked to what the
book defines as Condorcet’s Secret.

Chapter 3 The odd couple: The struggle to square a theory of value with
a theory of growth

The odd couple of the title are value and growth. From the very start, political econonics
found it difficult to square the two; to create models or accounts of how the exchange value
of things was determined in a growing economy. The chapter begins at the beginning, with
the French Physiocrats, before moving to Adam Smith and David Ricardo’s attempts to
tackle this conundrum. The /nherent Error makes its first formal appearance in these works,
before it returns again and again in the following chapters. The essence of the Inherent Error
is the impossibility of telling a credible story about how values and prices are formed in
complex (multi-sector) economies that grow through time.

Chapter 4 The trouble with humans: The source of radical indeterminacy
and the touchstone of value

As if the Inherent Error were not enough, economics has to deal with another spanner in its
works: humanity’s stubborn resistance to quantification; to behaving (at work and elsewhere)
like an electricity generator does; in a manner, that is, which allows the theorist to describe
its function by means of a mathematical relationship between quantifiable inputs and out-
puts. This was Karl Marx’s pivotal philosophical contribution, which led him to the idea that
labour is ontologically indeterminate. To convey the significance of that nineteenth-century
thought to our contemporary world (a significance that will become important when discuss-
ing crises like those of 1929 and, especially, 2008), this chapter utilises, quite extensively, a
narrative based on The Matrix; the 1999 film by the Wachowski brothers. The sci-fi analogy
illustrates that the input—-output type of analysis employed by, among others, John von
Neumann and Piero Sraffa, is better suited to a Machine Empire (such as that in The Matrix)
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rather than to a human economy in which workers and employers retain a human core. This
is important because, the chapter argues, without the indeterminacy of labour inputs no
economy is capable of producing value. In short, our economic models can only complete
their narrative if they assume away the inherent indeterminacy that is responsible for the
value of things we produce and consume.

Chapter 5 Crises: The laboratory of the future

Labour’s indeterminacy (see Chapter 4) causes it to acquire two quite different faces or
natures. One is a commodity (that workers rent out), the other an activity (which cannot ever
be bought or sold, as such). This distinction then causes a similar bifurcation in capital: it too
acquires two separate natures (one that takes the physical form of machinery, the other an
abstract form of social power). The chapter then presents Marx’s view of capitalism as a
crisis-prone system on the basis of these bifurcations. In particular, it delves into Marx’s
explanation of how the same system can produce, in the same breath, growth and depriva-
tion,-wealth and poverty, progress and regression. Last, the chapter returns to Book /’s main
theme; i.e. that economics of ail type are afflicted by the same Infierent Error. Marx’s tussle
with:the Inherent Error, and the unsatisfactory manner of its ‘resolution’ by the great man
and his successors, is the subject with which Chapter § concludes.

Chapter 6 Empires of indifference: Leibniz's calculus and the
ascent of Calvinist political economics

The chapter introduces the reader to the type of economic thinking that has been dominant
for a:while and which foreshadowed post-war neoclassical economic theory. From 1971
onwards; the latter underpinned the Econobubble and thus aided and abetted the formation
of 'the .Bubble which burst in 2008. The chapter traces its origins in nineteenth-century
Marginalist political economics, especially those of the British and the so-called Austrian
Schools; and emphasises the interesting way in which Marginalism dealt with the Inherent
“Brror.Incbrief, it is argued that the Marginalist school split between two factions: One (the
neoclassical) dealt with the Inherent Error by ignoring it and by axiomatically imposing
‘closure” on their models (while assuming that, in real life, the market would be imposing
that ‘closure’). The other faction (the continuation of the Austrian school) accepted that the
Inhevent Error precluded theoretical ‘closure” (and any analysis that accommodated com-
plexity and temporality); they insisted that, because of this source of fundamental ignorance
of an‘economy’s ‘steady state” (or equilibrium), the only avenue open to us is that which
leaves . €conomic coordination to the market mechanism (that is, they recommend letting the
state:wither-and its functions transferred to privateers). The chapter concludes with a pro-
vocative description of neoclassical economics as Marginalism’s bastard and an association
of its method with that of Leibniz’s version of calculus. [Chapter 6 comes with an addendum
by George Krimpas entitled ‘Leibniz and the “invention” of General Equilibrium’;
a piece that adds substance to the chapter’s allusion to a link between neoclassical economics
and Leibniz’s mathematics.]

Chapter 7 Convulsion: 1929 and its legacy

The chapter begins with an account of the great scientific discoveries of the mid- and late-
nmeteenth-century and on how they spawned a transformation in the texture, nature and
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organisation of capitalism. Technological innovation gave rise to conglomerates and this
development changed the manner in which capitalism adjusted to change and reacted to its
self-inflicted crises. While a number of important authors had warned about the repercus-
sions of the transition to oligopolised capitalism, their voices were unheard; for they were
‘outsiders’ — outside both the economics mainstream and the corridors of power. Meanwhile
the ‘insiders’ developed neoclassical narratives which, due to their supercilious attitude to
the Inherent Error, were becoming divorced from anything even remotely reminiscent of
really existing capitalism. The chapter examines, in this context, the uses of Say’s law, the
quantity theory of money and the early manifestations of rational expectations (in models
like that of Frank Ramsey). Then came the Crash of 1929 that had no place in neoclassical
models, not only causing a major loss in the insiders’ reputation but also giving the insider’s
insider, John Maynard Keynes, his opening. Keynes’s thinking, especially his sophisticated
handling of the Inherent Ervor, takes up the chapter’s remainder.

Chapter 8 A fatal tiiumph: 2008’s ancestry in the stirrings of
the Cold War

During the Second World War, economic policy was in the hands of the New Dealers, who
ran the economy on a trial and error basis and in the light of the accumulated experience of
trying, not with great success, to kick-start the ailing US economy during the traumatic
1930s. Meanwhile, a group of scientists (mostly of Central European origin} were manning
the agencies, laboratories and divisions of the civilian and military authorities whose job it
was to solve practical problems (e.g. logistics, planning of transportation systems, price set-
ting) by means of advanced mathematical methods. However, after the war ended, and the
Cold War began to take hold, both the New Dealers and the Seientists lost out in the struggle
for the hearts and minds of academic economics. The winners of that ‘game’ were a small
group of Formalists, with John F. Nash, Jr, Gerard Debreu and Kenneth Arrow at the helm,
The chapter tells the story of that triumph, which gave neoclassical economics a whole new
push, by focusing on the person that the book portrays as the era’s most tragic figure: John
von Neumann. His ‘fate’, the chapter argues, was an omen for the type of economics that
would prove instrumental in the run up to the Crash of 2008,

Chapter 9 A most peculiar failure: The curious mechanism by
which neoclassicism’s theoretical failures have been reinforcing
their dominance since 1950

Economics was in deep crisis well before the world economy buckled in 2008. Students had
been turned off in droves by its relentless formalism; economists of renown were lambasting
its irrelevance; and the informed public grew increasingly indifferent to the profession’s
intellectual output. And yet, a delictous paradox hovers over formalist, neoclassical economics:
the greater its theoretical failure the stronger its dominance, both in the corridors of power
and in academia. Tracing the history of this most peculiar failure to the early years of the
Cold War, this chapter (in conjunction with Chapter 8) tells a story of how the post-war
period spawned a Dance of Meta-axioms which kept neoclassical economics both dominant
and irrelevant. The analysis focuses on: the decoupling of policymaking from high-end eco-
nomic theory, to a new type of economics textbook (primarily due to Paul Samuelson);
the dexterity with which the resurgent neoclassicisin could absorb criticism by interchange-
ably relaxing and tightening its meta-axioms; the sociology of the profession; and, finally,
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an audaciously circular mutual reinforcement mechanism (especially evident after the end
5fthe Cold War), which supra-intentionally rewards neoclassicism with institutional power
that helps. it maintain a strict embargo on any serious scrutiny of (i} its own foundations and
(ii) really existing capitalism.

Chapter 10 A manifesto for Modem Political Economics:
Postscript to Book 1

This chapter summarises Book /, its overarching argument, and the method that it proposes
for dissecting, and transcending, all shades of political economics. It presents once more the
significance of economics’ fnherent Error, places the notion of radical indeterminacy on
ci;ntrestage and hints at explanations of why economics has proven so helpful to the social
forces and institutions that led the world down the road to the Crash of 2008.

Book 2

Chapter 11 _From the Global Plan to a Global Minotaur: The two distinct
}’iases of post-war US hegemony

this 1s'tile first of two chapters that map out the post-war evolution of global capitalism. It
begms with'the Global Plan which the New Dealers designed during 1944--53 for a world in
niins. For two decades, under the Plan, the US sponsored and supported the emergence of
twoistrong currencies (the Deutschmark and the Yen) as well as the industries and trade
regions that underpinned them. When, however, US hegemony was threatened by strains on
: he US baiance of payments (caused by the Vietnam war, domestic >pending programmes,

‘dismtegratton of the Global Plan. In this readmg, the oil crises and stagﬂanon ofthe 1970s
were'symptoms of a change in US policy that led to a new global order: the Global Minotaur
ofthe title. During that phase, capital and trade flows were reversed, with the United States
attracting ‘the bulk of foreign-produced capital (or surplus value) in return for aggregate
demand for the output of the rest of the world. However, this new global ‘deal’ condemned
the rest.of the world to a slow burning, often difficult to discern, crisis which was an inevi-
able repercussion of the constant capitai mig,rati(m to Wall Street The chapter concludu

seems to support its main hypothc.sls.

Chapter 12 Crash: 2008 and its legacy

This'chapter completes the story of the Globa/ Minotaur (see Chapter [ ) by explaining how
the mass capital flight into Wall Street (both from the rest of the world and from within the
US economy) paved the ground for financialisation, securitisation and, eventually, the crea-
tion of private money (in the form of CDOs and CDSs) that was predicated upon domestic
debt (mainly the subprime mortgages), foreign debt (mainly the sovereign debt of other
states) and other capital flows. In this context, a new theory of European integration, and the
emergence of the Euro, is offered. The Crash of 2008 is subsequently placed in the analytical
context that unfolded throughout this book’s pages. The chapter proceeds to explain how the
Crash led to the annihilation of the private money on which global capitalism had, by that
time, become hooked and how governments were forced to step in and replace it with freshly
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minted public money; enly to occasion a fresh wave of private money-creation as a resurgent
financial sector began to issue new derivatives which, essentially, constituted bets against
the governments that saved them. The implications of this dynamic for the future of capital-
ism, in the United States, Europe and Asia, are discussed. Finally, the chapter concludes
with a statement by Alan Greenspan (Chairman of the US Federal Reserve, 1987--2007) in
tane with its main argument. [Chapter 12 comes with an addendum by George Krimpas
entitled “The Recycling Problem in a Currency Union’; a pertinent comment on the current
debates concerning the future of the Eurozone.]

Chapter 13 A future for hope: Postscript to Book 2

The final chapter is a postscript to Book 2. 1t begins with a reminder {from Book I} that eco-
nomic theory pushes its practitioners info an awful dilemma: either to stick to the pursuit of
logical consistency in the context of ‘closed’ models, or fo remain in contact with really
existing capitalism. In this sense, a commitment to five in fruth, while attempting to make
sense of our post-2008 world, comes with a precondition: a readiness to leave behind the
‘closed” models of economists. Taking its cue from the analysis of the post-war world in
Chapters 11 and 12, the chapter looks into the fundamental choice facing us now: between a
resurgent push to recover the very idea of Democracy, and put it to work in an attempt to
create a New Global Plan that may just save humanity from an ignominious economic and
ecological meltdown, or to surrender to the system that seems to be taking shape behind our
backs: a creeping Trapezocracy (from the Greek word frapeza, meaning bank) which will
render our already unbalanced world more unstable, precarious, irrational; and thus shape a
future that is simply a considerably nastier version of the past.
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Shades of political economics

Seeking clues for 2008 and its aftermath
in the economists’ theories







2  Condorcet’s Secret

On the significance of classical
political economics foday

2:1 Lost truth, Inherent Error

Staring into chaos and seeing in it significant patterns is the hallmark of the mad person. It is
also the job of the scientist. Theory is a flight from the cacophony of appearances towards
somie manageable story about the world. When theory resonates with observation, it can lead
. us to the truth, but it can also lead us astray. By plucking the strings of musical instruments
ind showing that whole numbers had special properties transcending the limits of both
arttilmetlc and music, the Pythagoreans discovered the magnificent mathematical harmony
embedded deeply inside physical objects. But they went too far and their conclusions regard-
ing the structure of the universe were nothing short of absurd. Isaac Newton illuminated the
ellxptsc’ll trajectories of heavenly objects by combining dazzling new mathematical concepts
with observation, but held on tenaciousty to some bizarre apocryphal views.! Gottfried
Leibniz gave us the invaluable language of calculus, without which the modern world would
have been ithOSsible, but he also thought that his mathematics offered a basis for eliminat-
mg conflict from the social world as long as we were prepared to use his formulae to settle
dlsputes 2
It the hlstory of science has shown us one thing, it is that foolish thoughts share skulls with
iliance; that in the fertile fields of human thinking, insight grows right next to drivel; and
thatho intellectual pesticide exists that can safely exterminate the one without damaging the
_other. It has also shown us something further: that this peculiarity affects social science far
more acutely than it does natural science. For unlike in physics or chemistry, the profession-
alisation of disciplines such as economics produces a kind of ‘progress’, which, frequently,
teads us:to lose sight of important truths that were once better grasped. Let us explain.

Ostensibly, scientific progress ought to be a process by which error is gradually elimi-
nated through the combination of better observation and sharper thinking. This is certainly
the process which has allowed physics to wean itself from its false Aristoteltan premises
before quantum mechanics or Apollo 11°s moon landing became possible. However, social
science in general, and economics in particular, has a distinct difficulty in emulating that
steady elimination of error from its theoretical stock. The first strand of the difficulty is that
the errors it discards as it “progresses’ are often entangled with some important truths, which
are thus consigned to oblivion. The second, and more crucial, strand of the difficulty is that
‘progress’ in the social sciences, unlike its natural counterparts, tends to leave unscathed
the more serious errors which, untouched by ‘progress’, remain firmly lodged in our social
scientific underpinnings, continually impairing our vision of society.

Why is there this difference between economics and natural sciences? Why do we tend
as-economists to lose perspective and continue errors in our thinking or jettison important
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perspectives from our thoughts? First, economists act as secial beings participating in the
society which they study. They know that their theories tend to legitimise the existing social
order or tend to undermine it. Their conclusions are part of politics. Sometimes they argue,
pretending to be impartial and disinterested spectators, eschewing value judgements for a
value-free (wertfiei as the Germans say) science (see Proctor, 1991). Sometimes they are
open participants in the political game, arguing that their analysis is the only plausible alter-
native and that competing paradigms are politically motivated and unscientific and they
warn readers of the implications.? They derive, however, their categories from the world
they live in, and, if in support of the social order, a Panglossian optimism creeps into their
results. Once this is done, the doors to alternative approaches are hermetically shut. Excluding
the other is more often a political victory than a scientific one. External reasons, that is, those
that are not related to the logical coherence of a theory or its ability to explain phenomena,
determine the victory of a scientific theory in economics as much as internal ones.?

Second, the emulation of natural sciences by economics led economists to opt for a struc-
ture of reasoning that is suited to a mathematically structured universe but is inadequate to
deal with the inherent complexity of social phenomena.

Put simply, economists in their eagerness to formalise threw the proverbial baby out with
the bathwater. Keynes in his General Theory (1936, ch. 23, p. 235) spoke of ‘Mandeville,
Malthus, Gesell and Hobson, who, following their intuitions, have preferred to see the truth
obscurely and imperfectly rather than to maintain error, reached indeed with clearness and
consistency and by easy logic. but on hypotheses inappropriate to the facts’. Indeed, old insights
cannot resurface unless stated in a form that by its construction prevents them from being
exploited, while new errors cannot be remedied because it would require a Gestaltswitch.

As an example of this twin peculiarity of social science, that is, its penchant for lost truth
and its imperviousness to nherent Error, let us consider the towering figure of Aristotle.
Does a young graduate about to embark upon a glorious research career in physics have
anything significant to gain from reading Aristotle’s Physics? Granted that an engagement
with the great texts does no one any harm, the aspiring physicist will not benefit more from
reading Aristotle than from Sophocles, Shakespeare or Shelley. The reason of course is that
Aristotle’s physics was rather primitive and contained no kernels of truth that have not been
preserved, and further developed, by modern physics.5

Convinced that true knowledge presupposes the search for causes, including telos the
final cause or purpose, Aristotle sought o explain phenomena, both natural and social, by
ingpecting their specific te/os. While his analysis was helpful in explaining the movement of
an arrow (namely, the archer’s initial location and target), Aristotle’s method proved ill
equipped to come to grips with gravitational fields, the mysteries of particles or the infinite
complexity of fractals. Even when recent developments in physics seem to vindicate one
of his hitherto scorned views {e.g. his conviction that there can be no such thing as a
vacuum and that the cosmos is filled with some ‘all pervading ether’; a view that seems
to resonate nicely with the current belief in dark matter, dark energy and the idea of a uni-
verse overflowing with Higgs boson particles), it is an accidental vindication devoid of any
compelling reason for our young physicist to turn to the Stagirite’s Physics.

Aristotle’s economics was, arguably, just as primitive as his physics. And yet, a young
economist could do far worse than to read his Politics and his Nicomachean Ethics in search
of Jost truth about the here and now; about the Crash of 2008 even. To see this, recall
Aristotle’s theory that as the skilled archer’s arrow is darting to its target so does a successful
life move towards some telos, which for him was eudaimonia or true bappiness. Human
endeavours lacking a felos cannot be virtuous and a life without virtue is not worth living.
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Moreover, a society that rewards handsomely such unworthy lives is sitting on a knife’s
edge, ready to fall into a major crisis. To glean the contemporary purchase of this thought,
consider two different economic activities: boar building and dealing in CDSs (or credit
default swaps - one of the financial instruments that allegedly brought us the Crash of 2008).

Building a boat is, for Aristotle, a virtuous activity precisely because it has an end; a telos.
The moment the boat is launched into the sea, and begins to slice a purposéful course through
the obstinate waves, the boatbuilder’s work is done. Closure has been achieved. The telos
attained. Dealing in CDSs, on the other hand, has no end except to make money. But money,
however useful it may be for the attainment of other ends, can never be a proper end in itself,
in the sense that it has no telos, and no limit, it has no end, or peras. When does the trader
objectively know when to stop making money? At what level of profit can he/she rationally
conclude:that enough is enough? Aristotle believed that there is no such level; that money-
making is endless and, therefore, the activities involved in it cannot be virtuous. Consequently,
such an activity, stripped, as it necessarily must be, of a proper purpose, leads to depraved
lives:{(even if supremely ... profitable} and failed societies.

Naturally, Aristotle’s potential intervention in the current debates on the rote of the finan-
cial markets, bankers’ bonuses, the wisdom of replacing a real economy with a fictitious one,
atc. does not answer most of the relevant questions. Nevertheless, unlike his Physics which
liag hittle to offer the contemporary physicist, a return to his Pofitics and his Nicomachean
Ethics helps us recover several important lost truths about a very contemporary conundrum.
Additionally, his writings elucidate the second peculiarity of social science that we men-
tioned above: its capacity to leave intact Inherent Error during centuries of supposed progress.
Tosee this point, consider Aristotle’s attempt at a theory of value, the first such attempt in
recorded history.”

Box 2:1 -Aristotle’s theory of value in the Nicomachean Ethics

Now, proportionate return is secured by diagonal conjunction. Let A be a builder, B a
shoemaker, C a house, D a shoe. The builder, then, must get from the shoemaker the
latter’s-work, and must himself give him in return his own. If first there is proportion-
ate equality of the works and then reciprocation takes place, the result we mention will
be effected. If not, the bargain is not equal, and does not hold; for there is nothing to
prevent the work of the one being more than that of the other; they must therefore be
equated. (1133a5-14)

All'must therefore be measured by some one thing, as was said before. Now, this is
in truth need (chreia), which holds everything together, since if men did not need any-
thing, or needed them in a different way, there would be either no exchange or not the
same exchange; but money has become by convention a sort of representative of need;
and this is why it has the name ‘money’ (nomisma) — because it exists not by nature but
by law (romdi) and it is in our power to change it and make it useless. (1133a25-31)

Money, then, acting as a kind of measure, equates goods by making them commen-
surate; for neither would there have been association if there were not exchange, nor
exchange if there were not equality, nor equality if there were not commensurability.
(1133b16-8)

Aristotle, Nicomachean Ethics
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Given his characterisation of moneymaking as a non-virtuous activity, Aristotle was by
definition philosophically ill disposed to commodity production; that is, to the production of
goods with a view to selling at a profit (he approved only the sale of goods which happened
to be produced in excess of the producer’s requirements) (Politics 1257a30). And yet, his
curious mind was fascinated by what appeared as stable economic exchange rates, or relative
prices, or, more simply, values; e.g. by the observation that five beds would be exchanged,
more or less consistently, for one house. As with everything else (from the motion of objects
to comedy), he sought to define the phenomenon and to offer a rational account of it (see
Box 2.1 and, for a detailed analysis, Meikle, 1995, Theocarakis, 2006 and Pack, 2010).

Consistent with his worldview, Aristotle proposed the theory that market exchanges are
directed toward some human fefos. And that this fefos is none other than the amelioration
of divergent human need within the context of reciprocity. The needs of different people,
trading in some markets, are thus mediated, or made commensurate, by a human, or legal,
artefact: money. But money cannot be the true measure of the value of things, since we can
have exchange without money. Money stands as a proxy for the real measure which is need.
The quantification of need, however, escapes him.

At the end, Aristotle was dissatisfied with this theory, realising that 1t left a large explan-
atory lacuna: ‘Now in truth, it is impossible that things differing so much should become
commensurate, but with reference to need they may become so sufficiently” (Nicomachean
Ethics 1133b18-20). For a dedicated pursuer of exactness, the phrase ‘they may become so
sufficiently’ (i.e, for practical purposes but not philosophically or scientifically) is tanta-
mount to a declaration of defeat.

1t was, undoubtedly, an incomplete, contradictory, unconvincing theory of value. However,
even as a failure, it conveys great, timeless insights. First, it highlights an Inkherent Error
that subsequent developments in economic theory have never really managed to eradicate:
the conviction that a consistent theory of valie may be derived from primitive data on human-
ity’s steady movement towards some felos: human need, preference, social affluence, etc.
Second, it reminds us of how a truth may get lost as economic thinking ‘progresses’; of how
the fact that his theory of value held little water, and was thus discarded by the Northern
European political economists once market societies started taking shape (some time in the
eighteenth century), and led to the discarding of an important truth about the difference
between virtuous economic activities (e.g. building a boat) and activities which could only
be mistaken as virtuous (e.g. profit seeking); a truth that would be laughed out of court in the
great business schools of our day, where hordes of young MBA graduates are being trained
to think that the games they play, and whose only recognised fefos is the ‘bottom line’, equip
them to run anything, from a bank or a car manufacturer to a university or a hospital 8

To sum up, we believe that, in a world so recently shaken to its foundations by the hubris
of the financial sector and the ethos instilled into corporations by high flying MBA gradu-
ates, Aristotle’s distinction offers a glimpse of a truth that was once better understood and
which the recent era has discarded (along with Aristotle’s weak theory of value) at its peril.
Also, we think that it is suggestive of some time-invariant fallacies in the very DNA of eco-
nomic theory; fallacies which, as we shall argue towards the book’s end, are also to blame,
at least partially, for the Crash of 2008 and its aftermath.

Last but not least, Aristotle’s dubious excursion into political economy reminds us of how
difficult it was to think in fully economic terms before the emergence of fully fledged market
societies; especially in slave-propelled economies in which the quantity of commodities
(i.e. goods produced primarily for sale) as a percentage of overall output was too tiny to
spearhead a fully fledged political economics. With this thought in mind, we now turn to the
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historical trajectory that led to the formation of classical political economics. If Aristotle
continues to pack insights for our own troubled world, what might the study of that particular
trajectory have to offer?

2.2 ‘At the beginning there was surplus

Humanity’s Great Leap Forward came with the development of farming. While we are
understandably proud of our era’s remarkable technological progress, none of our contem-
porary achievements compares with the audacity of certain prehistoric hunter—gatherers
who, in response to urgent need caused by Nature’s declining capacity to sate their hunger,
set-about to force Nature’s hand; 1o grow their own food. No innovation behind our spec-
tacular gadgets is equal to the impudence of some long dead human who aspired to enslave
a mammal, mightier and larger than herself, so as to drink its milk every morning. One fails
to-think of a bolder modern-day initiative than the project of replacing the meagre returns
from hunting with the unbounded protein consumption made possible by the domestication
of animals.

It 'was these technological innovations which, about 12,000 years ago, put us on the path
of socialised production. And it was socialised production which gave rise to surplus; that
is.:to the production of food, clothes and other materials in quantities which, over some
season, exceeded the quantities necessary for replacing the food, the clothes and the other
materials:that were consumed or depleted during that same season. Surpluses thus provided
the foundation of ‘civilisation’ and the backbone of recorded history. Indeed,

e Bureauciracies would not have grown without an agricultural surplus. For, it was sur-
plus production that enabled some people to abstain from the daily toil and take over the
administrative duties necessary in the context of socialised surplus production, such as
organising the collective effort, divecting the division of labour and policing the social

=~ norms:by which the surplus was distributed between families and social strata.

' Thewritten word would have never been invented if there had sprung up no need for
bookkeeping in the warchouses housing the grain and other foodstuffs that belonged to
different families and clans.

o Noorganised armies would have been possible or, indeed, necessary, without a surplus,
as their-initial raison d'étxe was none other than to protect the stockpiled food from
usurpers {and, on occasion, for looting other people’s surpluses).

The soldiers’ weapons were forged by the same artisans who fashioned the tools necessary
for ploughing the land and harnessing the cows, all in exchange for a cut of surplus food.

s . Biological weapons of mass destruction too have ancient roots in that distant agricultural
revolution. In the presence of so much accumulated biomass (in the warehouses and the
adjacent agglomerations of burgeoning numnbers of humans and animals living in close
proximity), new strands of bacteria evolved. Coexistence with them furnished upon
the farmers and their armies a mighty weapon: immunity. So, when they set out to
conquer more fertile land, the germs they carried on them kilted many more of their non-
farming hunter—gatherer enemies than those they put to their gleaming new swords.

Crucially, the moment food production came into the picture, the epicentre of social power
shifted from (a) those who had the right to determine the distribution of caught animals and
collected nuts, to (b) those who had gained control over the production process. Ritaals and
norins for dividing spoils and determining hierarchies around the camp fire evolved into
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rules governing access to land and the division of labour between farmhands, smiths, priests
and soldiers. Accompanied by the development of writing and bureaucracies, the practices
of the community yielded a collective ideology essential to the coordination of the diverse
activities necessary for surplus production. Ideology thus emerged as the glue of society that
kept socialised production going, minimised the conflicts involved in the distribution of the
surplus, underpinned the community’s shared myths and fashioned its philosophical outlook.

It was not fong before these new ideologies crystallised into writfen laws, complete with
the state authority to enforce them. Social strata which gained conventional control over
scarce land soon acquired conventional (and later formal) control over others’ productive
efforts. The power to appropriate segments of the socially produced surplus became inextri-
cably linked to the new legal framework that enabled some to claim property rights over
land, equipment, technological innovation; animals and even people. It was in this manner
that earlier forms of hierarchies and social stratification yielded social classes.

Perhaps, the most mtriguing feature of our species” social history is the relatively low-key
role that explicit violence played within surplus-producing communities. The dominant
social classes hardly ever relied on brute force in order to maintain their command over the
larger portions of the surplus. Although violence was intermittently utilised in order to shore
up their authority, the dominant class only used it when its power was on the wane. Indeed,
the power of rulers to compel others (to do what was in the rulers” own interest); the power
to appropriate {(or ‘privatise’) a disproportionate part of the collectively produced surplus;
the authority to set the agenda; these are not forms of might that can be maintained for long
on the basis of brute force. The French thinker Condorcet put this point nicely at a time of
another great convulsion of history, back in 1794, when he suggested that ‘force cannot, like
opinion, endure for long unless the tyrant extends his empire far enough afield to hide from
the people, whom he divides and rules, the secret that real power lies not with the oppressors
but with the oppressed’.”

Condorcet’s Secret poignantly illuminates much of what makes societies tick. From the
fertile agricultural lands which underwrote the Pharaohs’ reign to the astonishing cities
financed by surplus production in the Andes; from the magnificent Babylonian gardens to
Athens® golden age: from the splendour of Rome to the feudal economies that erected the
great cathedrals; in all that is today described as ‘civilisation’, the rulers’ command over the
surplus and its uses was based on a combination of a capacity to make compliance seem
individually inescapable (indeed, attractive), ingenuous divide-and-rule tactics, moral enthusi-
asm for the maintenance of the status quo (especially among the underprivileged), the prom-
ise of a preeminent role in some afterlife and, only very infrequently, small-scale brute force.

The rulers’ social power was, therefore, as much a result of their soldiers” spears as it was
founded on the consent of the powerless to their rulers’ authority. It is for this simple reason
that social theory matters so much: our way of understanding our social order, our social
theory in other words, is the primary input into the ways in which our social order is pre-
served and reproduced. Dynamic societies built their success on two production processes
unfolding in parallel: manufacturing surplus and manufacturing consent regarding its distri-
bution. The ‘mind forg’d manacles’, as William Blake called them, are as real as the hand
forged ones.

2.3 Condorcet’s Secret and the advent of political economics

Condorcet’s Secret took a new twist in the seventeenth and eighteenth centuries when human-
ity made its Second Great Leap Forward; a leap that took feudal societies (featuring markets
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Box 2.2 The birth of capitalism: The commercialisation thesis

From the fifteenth century, improvements in navigation and shipbuilding had made
possible the establishment of global trading networks. As the Spanish, Dutch, British
and Portuguese traders began to exchange wool for Chinese silk, silk for Japanese
swords, swords for spices and spices for much more wool than they had started with,
these commodities established themselves as global currencies. Unlike the aristocracy
whose wealth was based on the appropriation of locally produced surpluses, the
emerging merchant class benefited from taking commodities undervalued in one
market and selling them in some remote market at a much higher price: a case of arbi-
trage. Tragically, the trade in commodities was soon to be augmented by another kind
of trade: the trade in slaves whose unpatid labour was to generate more of these global
commodities (e.g. cotton in the Americas). At some stage landowners in Britain joined
this lucrative global trading network the only way they could: by producing wool, the
only global commedity that the British Isles could deliver at the time. To do so, how-
ever, they expelled most of the peasants from their ancestral lands (to make room for
sheep) and built great fences to stop them from returning — the Enclosures. In one
stroke, land and labour had been turned into commodities: each acre of land acquired
a rental price that depended on the global price of wool that that acre could generate in
a'season. And as for labour, its price was given by the puny sum the dispossessed
ex-peasants could get for doing odd jobs. The coalescence of the merchants’ wealth
{which was stockpiling in the City of London, seeking ways of breeding more money),
a‘potential working class (the ex-peasants begging for a chance to work for a wage)

“and-some technological advances spurred on by the ongoing globalisation, eventually
led'to the invention of a new locus of production: the factory. A frenzy of industrialisa-
tion followed.

on'their margins) and transformed them into fully fledged market societies (featuring pockets
of activities that resisted the markets” advance). As feudalism subsided under the inexorable
pressure:exerted by global commodification and the concomitant technological revolution
(see Box 2.2}, societies’ surpluses grew larger, more diverse (as industrial commodities
came on stieam) and relied on totally fresh social relations between those who laboured to
produce them and those with social power over their distribution. The more the world
changed in‘that direction the less able it was to unveil Condorcet’s Secret.

Under feudalism, direct control over production largely remained in the hands of the
peasant-producer, with the master stepping in (through the sheriff) onty at the end to claim
his share of a surplus that took the form of a pile of corn produced by peasants on communal
land belonging to some distant master. It was thus (i) a surplus that all could see, and (ii) one
whose distribution came after its production and was observable by all involved. In that
feudal context, therefore, two things were visible to the naked eye: (i) the size and nature of
the surplus (e.g. a pile of corn), and (ii) the process of distribution. To put it simply, after
having piled up the very corn that they had produced, the peasants would watch the sheriff
depart with the master’s share of a resource he had no hand in producing. Ideclogy was, of
course, important in minimising discontent and legitimising the ruler’s authority, but it could
not hide completely the peasants’ relative powerlessness. This transparency also meant that
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there was little need for some economic theory that would ‘explain’ distribution: the truth
about distribution was plain for all to see and required no specifically economic concept in
order to be grasped.'?

Things changed drastically when the market extended its rein into the fields and the work-
shops and when both land and labour stopped being mere productive inputs but were trans-
formed into commodities traded in specialist markets at free-floating prices per unit. The
labourers toiling the fields and sweating in the workshops were constantly managed, directed,
guided and controlled by the employer. Indeed, the greater the division of labour the less
well the worker understood how the final product came about.!’ Turning to the employers
themselves, their role was nowhere as clear cut as that of the old masters.

Indeed, many of the early capitalists had not chosen to be capitalists. Just as hunter—
gatherers did not choose to become farmers, but were fed to agriculture by hunger (following
the depletion of available prey or naturally growing food), a large number of ex-peasants or
artisans had no alternative (e.g. after the Enclosures — see Box 2.2) but to rent land from
landlords and make it pay. To that effect, they borrowed from moneylenders (or even from
the lord) to pay for rent, seeds and, of course, wages.!? Moneylenders turned bankers and a
whole panoply of financial instruments became an important part of the business of surplus
production and of its distribution. Thus finance acquired a mythical new role as a ‘pillar of
industry’, a lubricant of economic activity and a contributor to society’s surplus production.

Unlike the landed gentry, the dominant social class of yesteryear, capitalist employers,
not all of them rich, went to bed every night and woke up every morning with an all perva-
sive anxiety: would the crop pay their debts to the landlord and to the banker? Would some-
thing be left over for their own families after selling off the resulting produce? Would the
weather be kind? Would customers buy their wares? In short, they took risks. And these
risks blurred everyone’s vision regarding the role of social power in determining the distri-
bution of the surplus between the employer, the landowner, the banker and the worker.

Where the feudal lord knew clearly that he was extracting part of a surplus produced by
others, courtesy of his political and military might, the anxious capitalist naturally felt that
his sleepless nights were a genuine mput into the surplus; that profit was his just reward for
all that angst; for the manner in which he orchestrated production. The moneylender too
bragged about his contribution to the miracle economy that was taking shape on the back of
the credit line he was making available to the capitalist. At least at the outset, as Shakespeare’s
Merchant of Venice illustrates, lending money was not without its perils. Shylock’s tragedy
was emblematic of the risks that one had to take in order to be the financier of other people’s
endeavours.

Meanwhile in Britain (see Box 2.3}, the labourers were experiencing formal freedom for
the first time in their families’ long history, even if they struggled to make sense of their
newfound liberty’s coexistence with another new freedom: the freedom to a very private
death through starvation. Those who did find paid work (and these were by no means the
majority) saw their labour diverted from the farms to the workshops and factories.!* There,
separated from the countryside of their ancestors by the tall walls of the noisy, smoke-filled
grey industrial buildings, their human effort was blended with the mechanical labour of
technological wonders like the steam engine and the mechanical loom, participants in pro-
duction processes over which they had no control and which treated them like small cogs in
an endless machine producing an assortment of heterogeneous products many of which they
would never get to own (see Box 2.4).

In this brave new world, Condorcet’s Secret became an impossible riddle, The exercise
of social power retreated behind multiple veils that no amount of rational thinking could
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penetrate without new analytical categories; without tools of the imagination that could
make sense of the commodification of land and labour; of the new historical forces that
diminished the authority of landowners, broke the nexus between political and economic
power and produced a new, invisible to the naked eye, grid of social power over the
ballooning, and increasingly heterogeneous, surplus.

In an important sense, capitalist and worker, moneylender and artisan, destitute peasant
and dumbfounded landlord, all had geod cause to feel stunned in this new social order; to
feel like powerless playthings of forces beyond their control or understanding. Each had
something to agonise over and no one could make out, through the new economy’s multiple
veils, the mechanism by which society’s burgeoning surplus was being produced, let alone
divided. What made things even more opaque was another bewildering puzzle at the heart of
the new social order: its tendency to produce massive new wealth and af once unparalleled
levels of human misery.

Shocked by the infinite new possibilities for good and evil, wealth and depravity, progress
and horror, our eighteenth-century ancestors had questions and demanded answers. How
come the increases in the surplus accentuated misery? Was more better? Were the straight
.. highways of progress preferable to the crooked alleys of the ancient towns? What was behind

“the great societal changes? Was it inevitable that for the surplus to grow the market should
¢ left:alone to distribute it without interference from those who sought to serve the General
Good? What was the General Good and who had the authority to know it and impose t?
‘ Evenitoibegin to fathom these questions, simple observation was no longer enough. The time
ﬁ;ofpahtzcal economics had come. It is still with us. The Crash of 2008 left our world floating

in a pool of bewilderment. The questions we are asking in the twenty-first century emerged
for the first time towards the end of the eighteenth century. The answers given back then by
the pioneering political economists still pack important insights about the here and the now.

ox23 ~Why Britain?

or rhany historians, it is unsatisfactory to explain feudalism’s collapse on external
factors, e.g. trade and the rise of global commodities. Some think that the causes were
located within Europe, The development of reliable forms of money and the matura-
tion of trade in market towns may have been of equal significance as the increase in
global trade. In this account, market societies came into being as local trade in unglam-
orous commodities was steadily ‘liberated” from the fetters of feudal regulation.

Yet other historians object both to the commercialisation thesis and to the above
view of the industrial revolution as the outcome of the ‘liberation” of local markets.
They are keen to avoid assuming what they are trying to explain: to presupposing that
capitalism was always there, at least in embryonic form, waiting to be ‘released’ or
‘liberated’. They argue that if this was indeed so, we should be trying to explain what
took capitalism so long to emerge (rather than why feudalism collapsed). Additionally,
they point out that neither of the accounts of the emergence of market societies above
can-explain why it happened in Britain and spread to the rest of Europe rather than in
the equally commercialised East.

One explanation along this line of thinking begins by focusing on the evolution of
land ownership in Britain. Compared to most other parts of the world, land ownership
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was highly concentrated in England and Scotland. Huge estates made ex post surplus
appropriation (i e., the plunder of the peasants’ produce after the harvest was in) very
cumbersome and costly. So, the gentry turned to a new method: charging the peasants
a rent independently of the size of the actual harvest. Peasants were thus fransformed
into temants who had an urgent incentive to increase production, reduce cost and seli
their produce for a good price at the local market.

Additionally. Britain may have been a more likely breeding ground for the transi-
tion to capitalism for a political reason: British landlords, historians tell us, were
demilitarised before any other aristocracy. Moreover, the English state was uniquely
centralised and wary of the power of the local gentry. Thus, the British aristocracy was
becoming increasingly dependent on charging rent, as a means of enrichment, rather
than on physical coercion. They used as a weapon not their henchmen’s armour but
purely economic instruments. And as the rent rose, fewer peasants could afford to pay
it. Those who were not expelled from the estates were tumed into wage labourers
employed by other tenants. A whole new economic chain was thus created: The Lords’
higher rent pressurised the tenants (i) to cut costs and enter the local markets in pursuit
of customers, and (i) to increase the productivity and reduce the wages of the wage
labourers. By the time the landless peasants, who had moved to the towns foreshadow-
ing urbanisation, had been metamorphosed into an army of indusirial workers operat-
ing the factories, the increases in agricultural workers” productivity made it possible
to sustain a large and increasing non-agricultural population,

In summary, the heavy concentration of British agricultural land in a few aristo-
cratic hands, as well as the centralisation of political power in London, created a pat-
tern where both Lords and their tenants became highly dependent on market success
for their preservation. By contrast, in France where rents were nominal and the aris-
tocracy continued to rely on the forced expropriation of the peasants’ harvest, no such
reliance on markets existed. Add to this account the effects of the British domination
of the major sea routes and of the rivers of wealth produced by the African slaves in
the Caribbean, and a plausible explanation emerges of Britain as the birthplace of the
first truly market society. Is it then any wonder why it was also in Britain that political
economics became established as the new science of society?

2.4 Epilogue

Our species’ Second Leap Forward was a chaotic and rather unsavoury affair. Centuries
of feudal tranquiliity were ruptured. The commodification of land caused massive expul-
sions, destroyed communities, turned villages into slums, inflamed strife and fuelled into-
lerance. The commodification of labour spewed out a miserable working class at home
and a tragic trade in enslaved humanity across the Atlantic. The smoky new factories, con-
suming masses of coal, wool, steel and human pain, produced commodities that would
conquer the world, combat prejudice, annul communities, inspire scientists, give rise to the
new idolatry of possessive individualism and, at the same time, break the back of feudal
despotism and bring down its resistance to change. Wealth and misery were, in almost equal
measure, artefacts of this revolution. Progress and depravity streamed off the production line
in unison.
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Box 2.4 Tilting at dark satanic mills

Don Quixote 1s widely hailed as the last gasp of a bygone era; a romantic leftover who
took it to himself to fight for the preservation of chivalry in the face of modernisation.
His tilting at windmills is often mistaken as the mindless gesture of an idealist who has
lost his marbles. But the windmill was not a random target. 1t symbolised the machine
whose time was approaching. It encapsulated deep-seated anxieties over mechanised
labour that could go on and on. The Grimm Brothers tell the story of a pot that will
produce anything his owner asks for. Unstoppably. An out-of-control pot that ends up
flooding the village with porridge; a precursor of Dr Frankenstein’s Thing; a mechan-
ical creation that ran amok bringing misery to its creators and innocent bystanders
alike. Novelist Margaret Atwood! recalls a staging of the opera Don Quijote, by
Cristobal Halffter, in which the mills are played by newspaper presses incessantly
churning out fabricated news. Long before that, poet William Blake had famously
written:

And did those feet in ancient time,
Walk upon Englands mountains green:
And was the Holy Lamb of God,

On Englands pleasant pastures seen!

And did the Countenance Divine,
Shine forth upon our clouded hills?
And was Jerusalem builded here,

Among these dark Satanic Mills?
(Blake (1804 [1993]), p. 213)

Blake’s dark satanic mills are none other than the industrial revolution’s factories. In
fact, one of the first factories was known as Albion Flour Mills, built around 1769 by
Matthew Bolton and powered by one of James Watt’s first ‘fire engines’ (as the steam
engines were then known). The mills that Don Quixote galloped towards were, thus,
an early proxy for the workshop, the steam engine, the factory, the robotic arms of
automated car assembly plants, the genetic clening technologies; all those human arte-
facts that fascinate and scare us, which promise to liberate us but which we fear may,
underhandedly, enslave us. In short, it would be a mistake to think that modermity was
welcomed with open arms.

Note
1. See her remarkable recent CBC Massey Lecture that she delivered in 2008 under the title
Payback — Debt and the Shadow Side of Wealth.

Staring into that bleak chaos, Adam Smith discerned patterns of a bright future. Unlike
moralists who wailed from the rooftops about the sinfulness of commeodification, or the
imperative to resist Mammon and return to God, this moral philosopher proclaimed that the
f:acophony of the globalising industrial world was no more than the birth pains of the impend-
Ing Good Society. The march of the market into all realms of human activity, from food
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production to moneylending, education, entertainment, housing: the conversion of goods,
such as wool, land and labour, into commodities on offer to the highest bidder; this transfor-
mation of a world of use values into an empire of exchange values, was establishing in
Smith’s eyes a ‘system of freedom’ as ‘natural’ as that of the solar system.

Human greed no longer had to be tempered by sermons and moralising. Commodification
made competition possible and competition, according to Smith, is a grand conspirator who
turns the individual trader’s penchant for profit into minimal prices and maximal quantities
for all to enjoy. Selfishness, possessiveness and usury could now, all of a sudden, be har-
nessed as major progressive forces that, in spite (or, possibly, because) of their inherent
ugliness, would lead society to wholesale wellbeing.

Private vices were thus proclaimed as the initiators of public virtues.'* Our vices are
bound to deliver this miracle when indulged inside a robust, un-tampered yet civil competitive
market in which they clash with one another and, like feuding Mafiosi, exhaust themselves
until they are emptied of their sinister content. Cleansed from greed, they become sources of
purified energy that ushers prosperity into our homes and communities. Thus, the market’s
unplanned mechanism connives, unbeknownst to all, and led by some ‘invisible hand’,
to spawn a glorious collective enterprise out of the vermin-like intentions of its individual
participants.

Smith’s story soothed his readers. It gave them hope that beneath all the madness there
was reason; that lurking inside the factories’ chimneys, which were cleaned nightiy by eight-
year-old children unlikely to live past the age of 18, there was hope of a better life for all;
that the pervasive profit motive was a precursor of finer values. At the time of writing our
book, the world is, again, in dire need of soothing. Following the Crash of 2008, hundreds
of millions the world over have lost their jobs, their houses, their hope. The way Adam
Smith found evidence of light in the depths of his age’s abyss is instructive for us today.
Economics is, to an important degree, a kind of storytelling. And storytelling, since at least
Homer, played a crucial role not only in stabilising communities but also in spearheading
radical change. It is in this sense that studying today the ‘stories’ told by the classical politi-
cal economists of yesteryear offers insights into our present woes and possibilities which are
simply not available in the pages of contemporary textbooks.

This chapter began with economic theory’s predilection for lost truths and Inherent Evror.
In the next two chapters, we shall seek out both while perusing the narratives of the French
Physiocrats, Adam Smith, David Ricardo, Thomas Robert Malthus and Karl Marx. As we
shall see, each one of them understood certain important truths that have since been lost. Our
aim is to retricve these lost fruths and press them into service in a bid to explain our very
own, post-2008, world. We shall also revisit economics’ Inherent Error to which we alluded
when using Aristotle as an example; namely, the elemental fact that no economic model or
theory has a convincing theory of value to offer, while at the same time telling a convincing
story about cconomic growth (i.e. about the dynamic by which a society’s surplus is increas-
ing). This realisation will come in handy later when we assess the effects of economists’
underhanded ways of forcing a consistent theory of value upon their own analysis (which
their own premises cannot logically support). Without giving the plot away, it suffices to
allude to our forthcoming claim that the valuation of financial instruments (e.g. the CDS),
which led to the recent credit crunch and the ensuing economic catastrophe, was based on
formulae which assumed away the Inherent Error.

Lastly, let us conclude the present chapter with an unlikely historical figure; that of
Spartacus. His mythical stature has little to do with the military skills he displayed as
the leader of an anmy of slaves audacious enough to take on the might of Rome. Rather, he
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personified the liberation of slaves from Condorcet’s Secret; from the beliefs which had
hitherto maintained a culture of quasi-voluntary submission to the social power of their
Roman owners. Unlike physics, which is not an integral part of that which it tries to explain,
social science is indeed part of its own subject matter. As social scientists, we assess existing
belief systems but also contribute significantly to them with our proclamations on how
‘things’ are and what can be done about them.'5

Social theory is intertwined with the reality that is its subject matter. In this sense, eco-
nomics can do two things, sometimes at once: it can solidify the current social order, by
supplying reasons why it is ‘natural’, and thus in synch with justice and the higher values; or
it can-undermine it, by pointing out its irrationality. It can side with Spartacus or it can side
with Crassus. Our objective in the pages that follow is a littie subtler: it is to shine a light on
Condorcet’s Secret in its current guise; to illuminate the manner in which social power over
the production and distribution of the surplus is exercised globally and locally; to show that
the:Crash of 2008 and its repercussions cannot be understood without liberating our minds
from the illusions that economics has helped to create and which have contributed copiousty
to the current crisis. To do this, we need to start at the beginning: at the moment in history
when the first theories regarding the production and distribution of surpluses appeared on
the scene.
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The struggle to square a theory of
value with a theory of growth

3.1 Foreshadowing capitalism: The French Physiocrats

Stockpiles of fine food, superior wine and rare delicacies have always provided the stuff of
dreams. Rich and poor, king and peasant, the pious and the ungodly, have all dreamt of a life
(or, sometimes, an afterlife) of plenty and an age of abundance that would permanently exile
want and scarcity to a distant memory. Roman emperors understood well that their reign
depended upon the imported grain surpluses essential for keeping the Roman mob in the
style of ‘bread and circuses’ to which they had been accustomed. Later, while Islam was
spreading from Bagdad to Toledo, and the ancient texis of Euclid and Aristotle were being
salvaged, translated, studied and improved upon by the Caliphates’ sages, paradise was
actively imagined not as a state of wisdom and knowledge but as one replete with massive
surpluses of rice, flour and honey.! Moreover, from the seventeenth century onwards we
have a concept of progress in human affairs, particularly in the writings of enlightened mer-
cantilists like Josiah Child, with an expectation of a better life for future generations. ‘Power
and plenty’, a mercantilist motto, had changed perceptions of a life at subsistence level.
So, when capitalism exploded upon the scene, sometime in the eighteenth century, the new
‘science of surplus’, which was necessary to explain the unfolding tummlt, was bound to
begin by placing stockpiled food at the centre of its inquiry.

Frangois Quesnay (1694-1774), the undisputed head of the French, and indeed first,
school of political economics known as The Physiocrats, did precisely that, organising his
thoughts on the new market economy around the notion of an agricultural surplus. Indeed, at
that time, it was almost natural to imagine that surplus only came from the land following
the efforts of those who worked it. All other professions, ranging from the priest even to the
artisan, seemed to live parasitically off the surplus produced by the tillers of the s0il.2 Even
today, the visitor to France gets a whiff of the spirit that gave Quesnay his predilection for
placing agriculture at the heart of his economics; a sentimental attachment to traditional food
production that is absent in Britain, Germany and the rest of the industrialised north.

Of course, there was nothing new in Quesnay’s prioritisation of the agricultural sector.
What was genuinely path-breaking was that he chose to analyse the production and distribu~
tion of agricultural surplus in the context of a commodified economy which relied upon
markets for the distribution of land, labour and food between the various claimants. It was,
of course, inevitable: as the old nexus between political and economic power was breaking
down, and economic power was distancing itself from the allocation of ancient privileges; as
land and labeur were commodifying fast, and increasing portions of the surplus were being
traded in markets (as opposed to being appropriated by brute force or conventionally), it was
only a matter of time before some thinker would seize the day and come up with an economic
theory that looks at surplus production and distribution as market-driven phenomena.
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At a time when the Enlightenment was flexing its considerable intellectual muscles in
Europe, and the French Revolution was in train, the new ‘science’ of society inevitably tried
to-discover ‘natural laws’ governing the marketplace, emulating as well as it could physics,
chemistry and astronomy. True to form, the Physiocrats thought that market exchanges were
subject to objective laws independent of our desires and impervious to the will of peasants
and gentry alike. Physiocracy literally meant the ‘rule of nature’. In the beginning, they
opined, there was surplus, the produit net, as they called it; and surplus was a divine gift that,
unlike manna from heaven, grew from under our feet. Once men and women received the
land’s bequest, only then would market exchanges commence, setting into motion laws as
dispassionate and rational as those that governed the elliptical trajectory of the Moon around
the.Earth,

Nowadays, it is absurd to think of economic surplus as made up uniquely of foodstufts.
While it remains true that without an agricultural surplus no urban life would be possible, the
identification of surplus with agriculture is nonsensical. As the great factories of China, the
hightechnology companies of Silicon Valley, the German machine tools sector, Japan’s car
industry and Italy’s fine design houses keep delivering the output that modern humans
crave, it would be absurd to argue that surplus emerges only from cultivating the tand and
husbanding animals. However, back in the eighteenth century, industry was still embryonic
and the most coveted goods came from the farms. Identification of surplus with the rural
sector-was understandable.
~In-the physiocratic analysis, the national economy was approached as an organism
dependent on food as surely as the human body depends on nutrients.* Quesnay, France’s
gjésf medical doctor, could not but look at the economy of France and discern different
rgans’ performing intertwined tasks and depending upon each other for keeping the organ-
m healthy. He used a special device to explain this: the tableau économigue, first published
11758, the first ever economic model to which the Physiocrats ascribed almost mystical
properties.s The main ‘organs’ were three social classes: the Aristocrats, the Peasants and the
urban Artisans.S Of those three, only one class was deemed life giving: the peasants who tilled
e'land. The aristocrats collected rents (i.e., part of the surplus) courtesy of their inherited
property.rights over the land and consurned as food part of that rent, selling the remainder to
e towns to buy products from the town-dwelling artisans who could not grow food and
were thus labelled “sterile’. The peasaunts, the only non-parasitic fertile or ‘productive’ class,
also purchased tools and other manufactures from the towns to which they would have to sell
part of their share of the surplus in food and materials. Figure 3.1 captures this circular flow
that commences at the point the harvest is brought in.

To:sum up, the Physiocrats” analysis involved three social classes and two sectors, of
which only one, agriculture, produces a surplus over and above: (a) the subsistence require-
ments ofithe population, and (b) the seeds that need to be produced for future production to
be maintained. This type of model was novel and proved useful in the centuries to follow.
Karl Marx was the first theorist to take up the challenge of developing it further (the infamous
schemas of reproduction) before twentieth-century theorists John von Neumann, Wassily
Leontief and Piero Sraffa turned the same type of model into what is today known as
input-output analysis.?

The physiocratic analysis was ahead of its time. Like all pioneers, the Physiocrats fore-
saw much that the rest would take ages to discern; but also they erred in thinking that the
changes they had detected in the wind had already taken place. They saw land and labour
as commodities before they were fully commodified. They foresaw capitalism but insisted
n-analysing feudalism as if it had already transformed itself out of existence and into a
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Food derived by the
aristocrats as rent is
exchanged for manufactures

Food derived
as rent by the

landed gentry
Part of the
surplus
appropriated by
the peasants is
Part of the exchanged for
surplus manufactures
appropriated
by the
peasants, i.e.
food left to
them over and
above their
subsistence
needs

Peasants are the only ‘productive’ class since their labour is the only type of human
effort directly contributing to the generation of the surplus (notice the sole white arrow
feeding into surplus). Rent is extracted by the Aristocrats and part of it is exchanged
for manufactures with the Artisans, who also exchange with the Peasants qualtities of
manufaciures for part of their surplus.8

Figure 3.1 The physiocratic rableau économigue.

Box 3.1 The input-output model underlying the Physiocrats’ analysis

Input-output models portray economic activity as the preduction of goods by means
of other goods. Each good requires as inputs some of the economy’s other goods and,
often, some of its own substance, e.g. corn requires tractors but also some leftover
corn to be used as seed. Of course, not all goods are necessary for the production of
each good (e.g. corn does not require perfume as an input). Additionally, not all inputs
are also outputs. For instance, land is not usually produced (except perhaps in the
Netherlands where it was reclaimed from the sea). Similarly, labour: while it also
depends on produced goods for its reproduction (as workers must eat and be clothed
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if they are to labour), it is not an output of some production line (unlike in Aldous
Huxley’s dystopic vision of a futuristic Brave New World in which low-grade humans
are produced as the output of a particular economic system).

All this can be depicted in the form of a table or Marrix, see below, where the rows
represent inputs and the columns outputs. The fact that not all inputs are outputs
explains why there are more rows than columns. In the example below, we have con-
structed such a table in accordance with the fableau: comn is a necessary input for the
production of more corn but not for the production of manufactures. Manufactured
tools, in contrast, are required to produce both corn and more manufactures. To be
precise, suppose that it takes %(<1) units of corn to produce 1 unit of corn, }(<1) units
of manufactures to produce I unit of corn, and z,(<1) units of manufactures to produce
1-unit of manufactures. Suppose also that it takes 75(<1) units of land and (<1) units
of peasant labour to produce 1 unit of corn and z;(<1) units of land and z5(<1) units of
artisan labour to produce 1 unit of manufactures. In summary,

Corn Manufactures
Corn # 0
Manufactures b U2
Land ¥ it
Peasant labour % 0
Artisan labour 0 Iis

:As the Physiocrats were thinking of ali this activity as market driven, and of the
inputs and outputs involved as commodities, it was ‘natural’ that they would seek out
the ‘objective laws’ governing the prices of these inputs and outputs. Suppose that:

D 1s the price of each unit of corn

Py 18 the price of each unit of manufactured output
7 -1s the rental charge per unit of land

w, the wage per unit of peasant labour

w, the wage per unit of artisan labour

Given the input-output table above, the cost of each unit of corn C, and the cost
) of each unit of manufactured output equal C, = p .y, +p, ¥, +ry;+w,y, and
C.= p.p+ p, M+l +w (1 respectively. For this economy to generate a surplus,
it must be the case that the two sectors manage not only to cover their per unit costs
but, in-fact, to do a little better than that. While the Physiocrats did not get that far
analytically, it is quite straightforward to extend their thinking by suggesting that the
condition for this economy to grow, that is to have a surplus, is simply that the price
of each unit of output exceeds its cost. Or that, p. >C, = p. Y, +p, ¥, +7Y, + W, 7,
and p, >C, = p l +p U, +ri,+w, ;. In short, the conditions for a growing
economy are:

N Y P+ iy + W
] . }’1 m l . /'12

s
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species of capitalism. Their great contribution was to suggest a sectoral economic analy-
sis that identified surplus as the engine of growth and sought to explain its production and
distribution in the context of a market society which is divided into three distinct social
classes and where money payments to workers and suppliers are advanced, thus correctly
attributing to credit an important role that would not reappear properly in economics for at
least a century.

Their Achilles’ heel was that they thought in terms of a market society before the market
had a chance to fully penetrate society; before labour was separated from the land and there-
fore, before the labour of landless workers could be commodified and put into ‘flexible’ use,
not only on the land but also in the workshops, in the mines, in the factories supplied by the
mines and on the ships in which the surplus would be taken to the four corners of the map.
That they thought of surplus only in terms of agriculture was a reflection of their wonderful
confusion: of trying to imagine a capitalist present, complete with ‘objective laws’, before
industrialisation and the French Revolution had made it possible. Lest we become too
critical of their error, let us not neglect that modern mainstream economics posits an
almost socialist society as the foundation on which it erects its theories of contemporary
capitalism.” Mistaking the present for some imagined ideal that may or may not come to pass
1s, therefore, not a unique feature of the physiocratic outlook. It is also a very contemporary
fallacy. One that, we shall argue, contributed significantly to the Crash of 2008.

Box 3.2 A critical celebration of the Physiocrats — by Karl Marx

The analysis of capital, within the bourgeois horizon, is essentially the work of the
Physiocrats. It is this service that makes them the true fathers of modern political
economy. In the first place, the analysis of the various material components in which
capital exists and into which it resolves itself in the course of the labour process. It is
not a reproach to the Physiocrats that, like all their successors, they thought of these
material forms of existence — such as tools, raw materials, etc. — as capital, in isolation
from the social conditions in which they appear in capitalist production; in a word, in
the form in which they are elements of the labour process in general, independently of
its social form — and thereby made of the capitalist form of production an eternal,
natural form of production. For them the bourgeois forms of production necessarily
appeared as natural forms. It was their great merit that they conceived these forms as
physiological forms of society — as forms arising from the natural necessity of produc-
tion itself, forms that are independent of anyone’s will or of politics, etc. They are
material laws, the error is only that the material law of a definite historical social stage
is conceived as an abstract law governing equally all forms of society. ..

The first condition for the development of capital is the separation of landed prop-
erty from labour ~ the emergence of land, the primary condition of labour, as an inde-
pendent force, a force in the hands of a separate class, confronting the free labourer. The
Physiocrats therefore present the landowner as the true capitalist... Feudalism is thus
portrayed and explained from the viewpoint of bourgeois production; agriculture is
treated as the branch of production in which capitalist production... exclusively
appears. While feudalism is thus made bourgeois, bourgeois society is given a feudal
semblance.

Karl Marx, (1863 [1963]), 1:44 (vol. 1, ch. 2.)
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Returning one last time to the Physiocrats, the fact that in the 1750s, French agriculture
had already developed certain capitalist features (e.g. the payment of rent to the landowners},
and with an eye to large-scale capitalist agriculture across the Channel, was enough for them
to foreshadow a theory of capitalism but not enough to allow them a glimpse of a fully
fledged capitalism whose capacity to produce enormous surplus would be grounded not on
the land but in the factories.

3.2 Re-imagining surplus and value: Adam Smith’s musings

The British classical economists, Adam Smith and David Ricardo, shifted the focus from the
land to the workshop; from the muddy soil and the horse driven plough to the factory’s grey
wallsand its noisy steam engines. In contrast to the Physiocrats, they lived in a country
where the combined effect of commadification and industrialisation had a head start
compared to France or Germany; a head start that caused its political economists to see
before anyone else that which the Physiocrats had failed to recognise: that society’s surplus
arises.from the use of productive labour in any branch of production, not only in agriculture,
and that; consequently, surplus is intimately linked to profit.

Adam Smith went to great pains, from the first pages of his Wealth of Nations, to impress
upon his reader the idea that the production of pins generates a surplus just as much as the
proéiﬁcti‘on of wheat does. The realisation that surplus oozes out of every pore of an indus-

trial-society, agricultural and non-agricultural alike, placed limitations on the economists’
“imaginationt that could only be overcome conceptually and by means of new analytical
ategories. For, unlike the wheat surplus, which can be imagined as a large pile in some
qarehouse (of a size that exceeds the population’s basic human needs), no such visualisation
‘possible in the case of the surplus resulting from the pin industry. All of a sudden, the
h‘é:cir‘is%-had to find some other concept by which to fathom an industrial society’s surplus,
ritish political economists chose the concept of profit and proceeded to identify it with an
idvanced market society’s heterogeneous surplus.
Tlheir point was simple: if the surplus generated by non-agricultural sectors (e.g. the pin
actory) is to be grasped, let alone measured, the profit generated therein is the only sensible
“indication of a surplus.!® Consider a bag of pins selling for one Pound. How much of that
Pound reflects the bag’s ‘true’ vaiue, so that we can compute the restdual or profit retained
by the entrepreneur? Unless we have a theory of value, we have no theory of profit and,
consequently, not a clue as to the size or composition of the surplus or of the relative contri-
bution:of labour and capital to its production. So here is the rub: to understand the surplus of
anindustrialised society in profit terms, one needs a theory of profit which, in turn, requires
a prior theory of value.

The deeper reason why a theory of value is a prerequisite for a theory of profit, and thus
foran apt measure of surplus, is simple: a modern economy’s total output requires contribu-
tions:from land, labour, machines and raw materials. In that sense, total income is made up
of rent (which pays for land use), wages (which reward workers for their time) and the
remainder, or residual, which is profit and which, naturally, the political economists of
the time thought of as the reward to the capitalist for embedding machinery into the produc-
tion process; for undertaking a risky relationship with bankers (without which they could
not have made advances to workers and other suppliers); and generally for organising
production.

Profit, in that sense, was seen both as a return to capital and a measure of the market
Society’s surplus. This recognition was tantamount to an acceptance that, before we can talk
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about the wealth of a nation, we must have something tangible to say about the value
contributed by labour to the nation’s surplus as distinct to the value contributed by capital
and other factors. The trouble is that the conception of profit both as capital’s value and as a
measure of the surplus requires a major fudge. Why this is so is a riddle that will occupy
many of the forthcoming pages. For now, we just place a marker to which we shall later
refer. Let’s label this marker the riddle of value or economics’ Inherent Error.

It is not the first time we come across this riddle. In the previous chapter, we mentioned
Aristotle’s abortive attempt to articulate such a theory and warned of the /nherent Error all
economic theories have been carrying in their core to this day. Adam Smith understood the
problem well but found, in typically brilliant fashion, a way to bypass it: in quite Aristotelian
style,!’ he embarked by noting that ‘{i}f among a nation of hunters, for example, it usually
costs twice the labour to kill a beaver which it does to kill a deer, one beaver should naturally
exchange for or be worth two deer” (Wealth of Nations, 1776, Lvi, p. 65). Put differently,
Smith’s hypothesis is that in an economy where the only factor or means of production is
labour, commodities exchange in proportion to the amount of time required for their produc-
tion. The so-called labour theory of value was, thus, born. Alas, what a problematic infant it
turned out to be!

Even before stating the basis of his value theory, Adam Smith warned that this early
version of the theory was too crude in that it only held for ‘that early and rude state of society
which precedes both the accumulation of stock and the appropriation of land’ (Smith, 1776,
ibid.). In industrialised societies, commodity production depends not only on labour but also
on machines, raw materials, different types of land, etc. The multi-sector and multi-factor
world presented a major complication to Smith which is best explained in terms of a simple
example. Imagine an economy similar to that of Box 3.1 featuring two sectors: one produces
an agricultural commodity, say corn, the other manufactures or machines. Suppose further
that the production of 10 tons of corn requires:

e 1 unit of corn (in the form of seed)
e  2units of labour
e 3 machines

while the production of 10 machines requires:

® nocom
o 1 unit of labour
o 6 other machines

Assuming that workers consume corn {and no machines), the wage must be expressed in
terms of the amount of corn that workers must be paid for 1 unit of their labour. Assume, for
simplicity, that the wage 1s such that 1 unit of labour is rewarded with 1 unit of com. Clearly,
the inputs into the production of 10 tons of corn are equivalent to 3 units of corn and 3
machines whereas those necessary for the production of 10 machines include 1 unit of corn
and 6 machines.

Noting that the production of machines is more machine-intensive than the production of
corn, which is more tabour-intensive, we reach a worrying conclusion: if we are to stay loyal
to Adam Smith’s labour theory of value, we must conclude that the exchange value of
/0 tons of corn relative to the value of 10 machines (that is, the relative price of corn)




The odd couple 37

depends on the wage! Let’s see why. According to Adam Smith, given that the cost of 1 unit
of labour is 1 unit of corn, the relative value of corn ought to reflect the ratio

__total labour it took to produce 3 units of corn and 3 machines

' total labour it took to produce I units of corn and 6 machines

Suppose however that the cost of labour (i.e. the wage) doubles from 1 unit of corn to 2 units
of corn per 1 unit of labour. Then, again according to Adam Smith’s theory of value, the
relative value of corn ought to reflect the ratio

_ total labour it took to produce 5 units of corn and 3 machines

*  total labour it took to produce 2 units of corn and 6 machines

Quite clearly R, and R; are two very different values, independently of how much labour has
gone into- the production of each machine. This means that, if capital intensity differs across
sectors; the value of commaodities changes as the distribution of income benween labour and
capital changes (1.¢. as the wage rate changes relatively to the profit rate).!2

Adam Smith, upon thinking the above thoughts, immediately saw the threat to his project
posed by the riddle of value. Like all astute storytellers, he wanted to keep to the point and
ensure that his story was not more complicated than it had to be. His basic focus was on
wealth creation and its determinants. [t was a narrative on what, today, we refer to as a theory
of economic growth; a theory of the dynamics by which society’s wealth, or surplus, grows.
Smith was keen to get on with the story of how the combined benevolence of the division
of labowr-and of competition promises to bring about a prosperous society. But the simple
calculation in the previous paragraph threw a spanner in the works of the narrative.
To see this from a slightly different angte, recall how the Wealth of Nations famously

begitis with an account of the division of labour spearheading the growth of Britain’s eco-

~nomic surplus. In his perceptive eye, both the division of labour and the resulting growth
: }fx}v'ére ﬁf;xél[ed by the elixir of competition. For, it is competition among egoistic entrepreneurs
. which:promotes the social interest precisely because the entrepreneurs are so indifferent to
whatever that might be.'¥ Moved solety by the call of private profit, and speared on by their
competitors’ perceived actions, capitalists are forced to drop prices to an absolute minimum,
employ the best division of labour possible, purchase the more productive machinery and

Box 3.3 Smith on capital accumulation

Parsimony, and not industry, is the immediate cause of the increase of capital. Industry,
indeed, provides the subject which parsimony accumulates. But whatever industry
might acquire, if parsimony did not save and store up, the capital could never be
greater. Parsimony, increasing the fund which is destined for the maintenance of pro-
ductive hands, tends to increase the number of those hands whose labour adds to the
value of the subject upon which it is bestowed. It tends, therefore, to increase the
exchangeable value of the annual produce of the iand and labour of the country. [t puts
into motion an additional quantity of industry, which gives an additional value to the
annual produce.

Adam Smith (1776), Book II, chapter iii, p. 337
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reinvest all accrued profit back into the enterprise, aware of the cruel fact that their profits
are unsafe and that the only insurance policy against future bankruptcy is the perpetual
reduction of average costs through unstoppable investment into cost cutting technologies.

Karl Marx, in his usual swashbuckling prose, offered the following faithful interpretation
of Smith’s more measured turn of phrase:

Accumulate, accumulate! That 1s Moses and the prophets! Industry furnishes the material
which savings accumulate.'* Therefore, save, save, i.e., reconvert the greatest possible
portion of surplus-value, or surplus-product, into capital! Accumulation for accumula-
tion’s sake, production for production’s sake: by this formula classical political economy
expressed the historical mission of the bourgeoisie, and did not for a single instant deceive
itself over the birth-throes of wealth.

(Marx (1867 [1909], p. 652)

Thus, in Smith’s story, competition leads to cheap and abundant goods. With profit from
arbitrage (i.e. from buying low and selling high) rendered impossible due to price under-
cutting between ruthless entrepreneurs, prices go into free fall. As his background was the
Britain of the late eighteenth century, rather than Russia since the 1990s, he thought that
rivalry was no longer about duels that end in a pool of blood but market stratagems for
splashing red ink all over the competitor’s accounts.!> And price cutting was the weapon of
choice. As prices gravitated towards what Smith called their natural level (another term for
the absolute minimum price that is given by the lowest possible per unit cost), society would
be blessed with the best remedy for poverty possible: minimal prices and maximum quantities!
Miraculously, as if by the providential guidance of some invisible hand (Wealth of Nations,
IV, i1, p. 456) which put society on a course of less moralising, less hunger, less deprivation
and, ultimately, greater prosperity. However, if the distribution of these gifts of competition
were to change (e.g. if the proportion of the surplus that went to the working class were to
rise or to fall), Smith would have to concede that the value of commeodities would also
change (recall that ratios R, and R, differ). But then how could he claim that competition
succeeds in keeping prices at their ‘natural’ level?

This complication was clearly one that Smith could do without. So he did what any econo-
mist worth his salt does: he assumed it away! More precisely, Adam Smith assumed that the
wage share of the surplus, and thus the distribution of income between workers and capitalists,
does not change while the economy is growing, In this way, he kept his theory of growth sepa-
rate from his theory of value 'S His manoeuvre around economics’ fnherent Error came at a
price: a silent admission that his narrative cannot explain the wealth of any nation whose social
classes experience fluctuations in their share of that wealth. Nevertheless, to his credit, Smith
did not pretend to have produced an economics of mathematical exactness and general applica-
tion. He told a story about wealth creation and let his readers decide whether, and to what extent,
it made sense. If only modern economists had the same integrity they might have avoided
spending the last four decades cloaking the profession’s Jnherent Error in multiple veils of
pseudo-scientific complexity of the type that contributed so generously to the Crash of 2008.

3.3 Value and the social power of non-producers: David
Ricardo’s anxieties

David Ricardo was unimpressed with Smith’s solution to the value question, Writing in the
midst of the Napoleonic wars and their aftermath which disrupted corn imports and raised
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corn prices immensely, Ricardo had witnessed, right in front of his eyes, large-scale changes
in the very distribution of wages, rent and profit which Smith had assumed time invariant.
Corn prices had risen, subsistence wages paid in corn had followed suit (so that workers
could continue to subsist) and that rise had cut deeply into the capitalists” profit. Even
worse, these changes, on the back of their negative impact on investment, had clearly retarded
averall economic growth causing one of capitalism’s early recessions.

Ricardo’s anxieties may have been initially caused by the disturbing observation of land-
owners gathering ‘undeserved’ wealth and by his outrage at their campaign to impose import
restrictions after the war had ended; a campaign whose cynical objective was to extend the
gentry’s wartime windfall well into peacetime. However, his worries soon acquired a more
abstract, theoretical complexion. Taking Adam Smith’s narrative on economic growth to its
natural canclusion, he predicted that corn prices, and therefore subsistence wages, would
rise inevitably; even in the absence of wars or tariffs. The reason? As economic growth boosts
employment, and more workers require more corn just to show up at the factory gates every
morning; more and more land would have to be cultivated. £rgo, land of decreasing fertility
would have to come into production, thereby increasing not only the cost (and thus the price)
of:corn-but, more worryingly, amplifying the difference between the cost of the most and
least productive land as well.

“This differential (between the highest and lowest cost of corn production) is due to
physical attributes of the land (i.e. the different fertility of different plots of land) that neither
lie division of labour nor the power of competition can do anything about. Indeed, if any-
thing, it is a differential that would increase in time as the division of labour advances,
competltlon intensifies, the economy grows and, ultimately, the demand for corn swells.
Ricardo’s anxiety was that, as this differential expands (i.e. the more relatively infertile land
is ploughed to meet the population’s expanding demand), an increasing share of the surplus
ould ‘be siphoned off into the pockets of the landlords and out of the virtuous circle of
wealtli creation.
‘Suppose, for example, that the cost of producing one unit of corn on fertile land belonging
ord:Scrooge s $10 but that only a limited output Q is possible on his land. If demand is
enough to be satisfied by production on land similar in fertility to Lord Scrooge’s, com-
ot ion between corn producers will keep the price hovering around $10. However, as demand
xpands, less fertile land will enter production, say at $X per unit of corn (with X>10}. Growth
‘means more demand and more demand means a rising X — 10 difference, which is fantastic
news for:Lord Scrooge and his ilk but a burden on everyone else. The Lord’s net revenues,
given by $(X — 10)Q, rise at a rate which is analogous to the rate of increase in the price of
corn, $X,-while, all along, his cost remains the same. This increasing gap diverts towards
Lord Scrooge an increasing share of the surplus which Ricardo called rent.
Butwhat is wrong with the rich landowners getting richer? Why is it OK for the factory
owner to make a profit but problematic when a landowner retains rent? Because profit and
rent have different natures and play different roles in society, bellows Ricardo. While both
profit and rent are residuals left over after costs have been met, rent has nothing to do with
investment, innovation or entrepreneurship but, instead, constitutes a windfall for the land-
owner which he owes solely to the accident of birth that bestowed upon him property rights
over:the most fertile land. So, profits and rents are two wholly different species of economic
variable, even if identical from an accounting point of view. Turning to their different roles,
profit incites its claimant (the merchant-entrepreneur—industrialist) to re-invest it whereas
rent does no such thing: while rent is a windfall safe from competition (since no amount
of innovation by Lord Scrooge’s competitors can produce land of equal fertility to his),
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the industrialist’s profit is constantly threatened by wily competitors scheming to eat into it
with new products, lower prices, better quality, etc.

So, fear of bankruptcy motivates the industrialist to plug his profits straight back into
productive use (better technology, products, division of labour, etc.) while Lord Scrooge,
untouched by the angst of competition, hoards his rents or spends it on trinkets and activities,
such as patronising the universities and the arts, which do nothing to boost the economy’s
productive powers. Rents, in this Ricardian perspective, are a brake on growth with a brak-
ing power that gets worse the stronger the economy’s productive forces. From an ‘organic’
viewpoint, the aristocracy are acting like a reckless virus which attacks its hosts with such
virulence that it runs the risk of becoming extinct as a result of killing them all. Unable to
limit their ill effects on the healthy organism on which they are dependent, landowners will
continue to harvest rents until capitalism’s dynamism withers.

That was Ricardo’s nightmare. Its lasting legacy is an important contribution to political
economics which highlights the chain linking growth, value and the distribution of income
between those who produce and those who have disproportionate social power over the output.
As it turned out (see below), Ricardo’s valiant plunge into the growth—value—distribution
nexus pushed him deeply into the niessy entanglement that we, in the previous chapter, fore-
shadowed as economics’ Inherent Error. And yet Ricardo’s economics, while messier than
Smith’s, packs important insights for our time; a time when the world’s surplus is harvested
to such a great extent by various groups (oil barons, bankers, financial engineers, etc.) whose
claim to have contributed to its creation is at least as tenuous as that of the landowners whom
Ricardo so valiantly opposed.

Our foray into Ricardo’s deeper economic thinking thus begins with his hunch that when
rents rise, wages must follow suit, cutting into profits, depressing investment and capital
accumulation and, subsequently, trimming down, if not reversing, economic growth. To make
his point in-a consistent manner, Ricardo took a leaf out of the Physiocrats by evoking a
fictitious single commodity economy. The so-called corn mode!! Why was corn placed at the
heart of his model of capitalism? While it could have been some other good, corn had its
advantages: first, it constituted the basic staple diet of the British workers at the time and the
battleground on which landowners were fighting a political battle against the rest of British
society for the preservation of their privileges.!” Second, in view of corn’s political and
dietary centrality, it was hard to imagine the growth of Britain’s surplus without imagining
a growing corn surplus. And because labour was an input into @ produced commaodities
(agricultural, industrial, services, etc.), with the wage its reward, expressing the wage in
terms of the amount of corn each worker would take home weekly made it possible for corm
to be conceived of as an input into all types of economic activity. Last, corn’s capacity to be
its own input (with corn seed being necessary for future corn output) allowed a parallel story
to be told, also based on the corn metaphor, about capital and its accumulation (i.e. a theory
of investment).

Compare the allegorical utility of corn as a metaphor for capital with that of, say, gold.
In principle, there is no reason why gold cannot take centrestage, displacing from our imag-
ination the stockpiles of food, wine and honey with which heaven had been traditionally
associated. Although Midas’s plight offers a poignant warning against this displacement, it
came from a bygone era that preceded commodification and which had been sceptical of the
worship of profit. The emergence of market societies from the ashes of the ancien régime
made possible a freshly legitimate yearning for money as an end-in-itself, the best and most
graphic depiction of which is Disney’s Scrooge McDuck and his ecstatic plunges into a vast
pool of golden coins. Nevertheless, despite the rise of Mammon as a legitimate deity and
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the new possibilities for imagining gold stashes as the stuff of heaven, corn could not be
pested as the political economists’ basic commodity. For, it was not only impossible, even
for Scrooge McDuck, to live without it, but it also possessed a mystical capacity that no
gold, platinum or diamond could muster: corn required corn (in seed form) for its production
while gold and the other symbols of ostentatious wealth could be produced without a smidg-
eon of their own substance.

Gold was, indeed, dug up by miners who depended on corn, hence gold production neces-
sitated com as an input; but corn did not need gold at any stage of its preduction. Generally,
corn seemed to enter (through the wage) into the production of every commodity, but not
every commeodity entered into the production of corn. In this view, corn was deemed the
basic commodity whose production determined how lucrative gold digging might be. This
unlikely dependence of the gold industry on its far less glamorous corn counterpart made
perfect analytical sense once it was realised that the point about a basic commodity, like
corn, is that the rate of profit extracted by its producers determines the rate of profit in the
other sectors (including the gold mining sector). Meanwhile, the profit rates of most other
sectors (e.g. that of gold) were immaterial to the rate of profit in the cora sector. It was in
light of this asymmetry that the corn sector came to be seen as rhe crucial sector and its
product could be imagined as a form of all-purpose currency. In other words, choosing corm

“as:his basic commodity gave Ricardo an analytical fulcrum. It allowed him to express the
profit ate in natural terms bypassing the problem of value in computing the profit rate. Since
I ﬁt rate was — through competition — uniform in all sectors of the economy, he could
e the: proﬁt rate in the agricultural sector as a standard to compute the values in other
ts of the economy.
- British political economists were enamoured of the corn model because it allowed them
ohy gﬁiight the conditions for a sustainable (or reproducible) economy and, by extension, the
onditions under which an economy grows. Since the overall output of corn cannot be less than
'sum of the amounts needed (a) for replanting plus (b) for paying the wages of those who
otk throuﬂhout the economy, corn promised to help measure the surplus without assuming
(ag'the Physiocrats had done) that only agriculture is productive and responsible for a market
society’s:surplus. In short, corn promised to deliver the Holy Grail of economic thinking: a
combined treory of the surplus (and its growth or accumulation) and a theory of value.
To see how that combined theory was put together, let us begin with a feature of the corn
. .model which greatly simplified any analysis based on it: it left no room for uncertainty, save
that caused by weather fluctuations. More precisely, in an economy where all payments are
made:in corn, and corn is at once a consumption good and a capital good, it makes no sense
to pile corn up (except as a precautionary measure against the possibility of drought or flood).
Abstaining from both eating corn and replanting it only makes sense if one is worried about
weather fluctuations. So, an uncertain weather aside, any reduction in consumption (i.e. any
savings) leads the comn economy to increase investment (in the form of more corn seed to be
ploughed back into the land). In this sense, the corn model gave short shrift to any worries
that capitalists might hoard profit (i.e. neither consume) instead of investing it. Tn a corn
economy, saving is, therefore, tantamount to investment and abstinence is synonymous with
growth: a simple conclusion which fitted nicely into David Ricardo’s theoretical project of
portraying, and studying, capitalism as an economy where the only threat to growth is rising
tiominal wages due to the encroachments of rent and fo the parasitic landowners who claim it.
The simple corn model in Box 3.4 captures Ricardo’s core theory of growth and of the
distribution of income.!s Its political-cum-economic implication could not be simpler: in a
competitive economy, the only impediment to growth is a rise in the wage share of the surplus.
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And since workers could not raise wages above subsistence (at a time when masses of
unemployed people roved the-land and no trade unions or pro-labour government interven-
tion was thinkable), the only threats to growth were increases in the price of wage goods, like
grain, and the concomitant hike in landlords’ rent. More generally, Ricardo’s scheme leads
to the conclusion that an increase in real wages reduces net corn savings (since the workers
consume more corn) and pushes down both capital accumulation and the profit rate. This is
the simple message of the corn model where the distribution between wages and profits
governs the pattern of accumulation and growth:.

Box 3.4 Growth and the distribution of income in a pure corn economy

In an economy where corn is a one-commodity show (e.g. it is at once an output, an
input and the currency in which savings, investment, wages, rents and profits are
measured and advanced), there is no room for money. To make the analysis even
simpler, suppose that corn is the only commodity; and that we have a one-sector econ-
omy. Let K be the stock of the economy’s corn capital and suppose that § is the corn
saved at the end of a period, while D is the quantity of corn that needs to be set aside
as seed for next period just to keep corn stocks steady (in more contemporary parlance
D is the amount of corn that must be put aside to cover for the corn capital’s depreci-
ation. We have fully circulating capital and the rate of depreciation is equal fo 1),
What happens then is that .S is invested (since there is no sense in hoarding corn
that no one is eating), and constitutes the net increase in corn capital K. In shost
S=AK=17orS =K,-K, =1, where [ is investment. Growth, in this economy,
means a growing stock of capital K which, inescapably, produces a growing surplus.

Taking the analysis further, it is easy to show that, in this pure corn economy, first,
profits and wages move in the opposite direction and second, the rate of profit equals
the rate of capital accumulation (or the rate at which capital K is increasing).

Letting,

QO be corn output

o be the quantity of corn produced per unit of corn capital

L be the number of labour units involved in corn production

A =L/K be labour per unit of corn capital (i.e. the amount of labour that each

unit of capital requires to work with in order to be productive)

e w the wage per unit corn (i.e. the wage, in corn, that the worker must receive to
participate in the production of one unit of corn). We assume that workers do not
save and that they consume their wage.

e W =wlL the wages (in corn) of all workers put together

e I the total profits (expressed also in corn) by the capitalists who organise
production. All the profits are invested.

e n=IT/K the ratio of total profit to total capital; that is, the capitalists’ rate of

profit, we establish the following relations between the different quantities of corn:

Q=okK

(3.1)
Q=W+D~+IT= AwK+D+11 (3.2)
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Combining (3.1) and (3.2) we get:

M=(—w)K-D (3.3)

But since corn seed capital is used up each season and the next season’s seeds must
¢ome from the previous harvest, D = K and (3.3) is simplified as (3.4) below:

O=(-Aw-DK (3.4)
Since the rate of profitis 7 = IT / K equation (3.4) gives
r=a- Aw—1 (3.5)

The meaning of equation (3.5) is straightforward: the rate of profits ® on corn is
given by the difference between the output per unit of corn capitat o, the wage cost
per unit of labour applied to corn capital Aw, and the rate of depreciation taken as
being equal to 1 because of the assumption of fully circulating capital. Equation (3.5)
describes the net surplus of corn per unit of corn capital. The equation defines also the
pattern. of the distribution of income between the rate of profit and the wage rate. It
ghows that, for any given value of ¢ and A, the rate of profit moves in the opposite
direction to the wage rate, which, indeed, carries a negative a sign.

Now since all surplus (profits) is saved and invested, and since all wages are spent
oiconsumption S =/ = JT, and

SIK=1/K=IT/K (3.6)

II:/{:K-is i, the rate of profit, and /K is net investment over corn capital, which,
by defmition, is the increase in the capital itself. Capital increases only by means of
ivestment.

Since: S =AK =1, (3.6) becomes

n=ITIK=AK/K =g, where g is the growth rate, or

T=g

The rate of profit is therefore equal to the rate of increase of capital, that is, to the
rate of growth of capital or, in a different terminology, to the rate of capital accumula-

tion. The conclusion is that if all profits and no wages are saved, the rate of profit is
equal to the rate of growth.

Conclusion

As the total profit ITis analogous to capital K, the rate of profit 7 = [T/K = (ex—Aw—1
1s Inversely related to the wage rate w while positively related to labour productivity
improvements (i.e. to reductions in A) and the rate of profits is equal to the rate of
growth.
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The pressing question however is: how does this theory extend to multi-sector econo-
mies? Clearly, a theory of growth in which the profit rate is assumed to equal the rate of
capifal accumulation will simply not do in a multi-sector, or multi-commodity, world. The
reason is twofold: (a) there are now many different profit rates (one per sector); and (b) there
are relative values, or prices, in dire need of explanation. How did Ricardo deal with this
riddle of value while maintaining a theory of growth?

Influenced by Smith, David Ricardo claims that competition ensures four things at once:
Jirst, it helps equalise profit rates across all sectors.!® Second, it does the same with wage
rates.? Third, it causes capitalists to save all profits and invest them in capital goods (e.g.
machinery, innovations) so as not to fall behind the competition and end up bankrupt due to
higher average costs. Fourth, it ensures that the prices of all commodities gravitate towards
their intrinsic {or true) values and that these values are proportional to the amount of fabour
expended in their production.

Note that these four feats attributed to competition assumed that the economic system
operated on the basis of a long-run Newtonian gravitational field towards stationary posi-
tions at which all the forces of competition would have worked themselves out, thereby
bringing about the rule of the cost minimising techniques and, with it, the rule of uniform
rates of profit. In this way, it was assumed, day-to-day variations in the conditions of supply
and demand are just incidental to the fundamental laws of ‘economic gravity’. The separa-
tion between the determination of the values of commodities and the factors governing the
distribution of income between wages, profits and rents makes the latter depend on the rela-
tive ‘power of the combatants’, to use a phrase by Karl Marx. In Ricardo’s own words, the
crucial element of social conflict lies in that ‘the interest of the landlord is always opposed
to the interests of every other class in the community’.2!

To sum up, the first three feats Ricardo had “expected’ of competitive forces (namely, to
equalise profit and wage rates plus to instill in capitalists a desire for re-investing all profits/ -
savings) could be seen as plausible and, in any case, underpinned his theory of growth nicely.
But things got sticky with the fourth feat: his expectation that commodity values would
reflect the ratio of minimum labour inputs necessary for their production could not be made
consistent with the rest of his theory. Values, it turned out, were bound to depend on the
distribution of income between wages and profits unless all sectors and production processes
are characterised by identical capital intensity.?2 When they are not, we are back in the grip
of economics’ Inhierent Error whose lineage goes back to Aristotle and which we discussed
in the previous chapter; an error which is reproduced, as we shall argue repeatedly in this
book, whenever the theorist tries to embed a consistent theory of value within a broader
theory of capitalist economic growth; an error which, in recent decades, has aided and abetted
the policies and strategies that played a hand in bringing us the Crash of 2008.

3.4 Relative capital intensity and economics’ Inherent Error

Adam Smith and David Ricardo shared a conviction that the Good Society could only be
brought about by the auntomation and ratioralisation of production, by a clever division of
human and of mechanical labour, and by unfettered competition that would keep transforming
greed into good. In that mindframe, it was thought that society’s interests were served best
when capitalists retained the right to claim the residual leftover once the factors of production
had been paid enough to keep them in production. The reason? Because they would not hold on
to it for themselves! Competition, Smith and Ricardo thought, would guarantee that capitalists
would have no option but to plough the residual back into the growth cycle, fearful of the
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vengeance of the market if they did not. The outcome would be bigger and better machines,
4 cleverer organisation of production, extra research in new technologies and products,
development, innovation, etc. All powers to capital so that capital can produce more for less.
The two great thinkers differed on one small detail which, remarkably, was enough to drive a
wedge between them: whereas Smith was happy to accept that the distribution of income between
the social classes was more or less stable, Ricardo was not. Eager to sound a warning about the
deleterious effects of rising landlord rents, he had no alternative but to study the effect of a vari-
able income distribution on growth. But that eagerness unhinged his theory of value; a predica-
ment that could only be alleviated if one could argue the unarguable: namely, that the intensity
with-which machines contributed to output was the same in all of the economy’s sectors.
Ricardo’s corn model was, in summary, a commendably concise theory which helped
him:make his case against the economic malaise that was the landlords and their increasing
power to extract rents. However, any simple model’s worth Is tested according to its capacity
to stay afloat in the high seas, that is, in Ricardo’s case, when there are many commodities
and not just one kind of input. Thomas Robert Malthus challenged him precisely on that and
David Ricardo responded with the book which was to make him famous: on the Principles
_of Political Economy and Taxation, first published in 1817.2}
-Malthus’ challenge was to point out (see also note 13 in this chapter) that for the labour
theory of value to work, each commodity had to be produced by the same technique of pro-
duction involving the same proportions in the use of the various inputs. Ricardo replied with
in-attempt to extend the corn model to a system with many commodities (see Box 3.5 for the
simplest variant). [t is, alas, impossible to conclude that his extended model answered Malthus’
i"vt'vvique convincingly. The end result is another special case involving identical techniques
of production (machines to labour ratios) in every sector of the economy.? The best Ricardo
could:do in response to Malthus was to suggest that his theory was approximately correct.
We doubt that this is a sufficient answer; as, we suspect, did he.

:Box 3.5 On the possibility of unproductive labour
e extended corn model featuring a luxury good but no machinery!

LConsider an economy comprising the usual three social classes (workers, landowners
andcapitalists} and two sectors: one producing corn (the basic commeodity?) the other
gold. Gold is brought to the earth’s surface by miners who are paid subsistence comn
wages, The landowners own all the land, including the mines, which they rent to
capitalists, some of whom run the tarms while the rest operate the mines. Meanwhile,
corn.is produced by agricultural workers and is both a consumption and a capital good:
as-a consumption good it is the currency with which both gold and labour are
exchanged. As a capital good, it takes the form of corn seeds sown in the soil and func-
tions as a means of further corn production. At the year’s end the economy's aggregate
corn harvest is divided between:

(a) : Rent, which is the part of the harvest retained by the landowners who use it to feed
themselves and to buy the gold they covet from the capitalists operating the mines.

{b) Wages, which is the part of the harvest paid to workers (by the capitalists running
the farms) and to the miners (by the capitalists operating the mines).
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(c) Depreciation, which is the part of the harvest that must replace the seeds sown in
the soil the year before.

(d) Investment, or the part of the harvest to be ploughed back into the soil so that the
next year’s harvest is larger than the present one.?

In this Ricardian economy, workers and miners subsist on corn wages paid by
capitalists.- Competition between: capitalist farm operators guarantees that they will
invest all residual corn (i.e. the profit left over affer wages. rent and depreciation are
accounted- for) back into producing more com next year. As for the mine-operating
capitalists, who can only invest by hiring. more labour (since this model features no
machine tools), they may end up with surplus gold, which will adorn their homes.
Thus, all actors will end up with enough comn for subsistence purposes but gold will
pile up.only in the homes of the landowners and the mine operators.

Suppose now that at the end of each year gold turns into coal dust and is blown
away by the wind, as it did in medieval fairytales according to which children, offered
gold by visiting night fairies, were left disappointed in the moming with black dust -
slipping through their fingers. Interestingly, this ritual gold carnage should not affect
the system’s capacity for economic growth in the slightest! If the harvest generates a
corn surplus, due to continued investment in corn capital; growth will carry on (see
Box 3.4) and the harvest will be able to feed more and more miners so that gold mining
can also be expanded. In this sense, the above is & purely physiocratic model in which -
economically meaningful surplus comes solely from the land. Of course, things would .
be different if, instead of gold. corn withered into thin air at the end of each period.
Then society would just die. It is in this sense that corn is a basic commodity while
gold, despite its infinite and mystical desirability, a mere luxury.

The model above is important because of a very contemporary issue it brings to the
fore. Admittedly, post-war consumerisim has ensured that there is no such thing as a
basic commodity today. Wages pay not just for bread and ham but for a huge array of
consumption goods, including items that have till yesterday been branded ‘luxuries’.
However, the parallel question ‘Which type of labour is productive and which not?’ is
as relevant as ever. The gold-versus-corn allegory suggests that labour is productive
not when. it is hard or glamorous (recall that, in the above model, gold mining is eco-
nomically inessential labour even though it may well entail backbreaking work and
produce a coveted item) but when it contributes directly to the reproduction and
expansion of society’s capital. In this view, the economic importance of different
types of work has nothing to do with its financial rewards, social status, the skills
required to perform it or the fatigue it causes the worker. Just like in our simple model,
the work performed in the gold sector was irrelevant to surplus generation, even
though it was gold, not corn, that adorned the houses of the rich and powerful, so too
certain contemporary endeavours may be irrelevant to genuine wealth creation even if
they are bathed in the limelight and féted as hugely important, sophisticated and glam-
orous. 1t is even conceivable that the mighty financial sector, along with the glitzy
worlds of marketing and fashion, are parasitic to the genuine business that generates
wealth.

In conclusion, whether an economic activity is productive or not depends on the
ways in which it aids or hinders the multiplication of productive capital — a sobering
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thought at a time when bankers’ bonuses, extravagant marketing campaigns and finan-
cial engineering are defended as essential lubricants in the wheels of contemporary
capitalism. Notably, this is a conclusion that, as we shall see, ‘modern’ mainstream
sconomics has no stomach, or mind, for. It constitutes one of those precious lost fruths
that were (as we argued in the previous chapter) once better understood.

Notes
1 The example in this box is inspired by Pasinetti (1983}.

7-The notion of the basic commodity has been fully developed by Piero Sraffa (1898-1983) in
Sraffa 1960, That book rekindled the critique of the theory of capital that became fashionable
at‘the-end of the nineteenth-century — i.e. neoclassical capital theory. Sraffa’s contribution
effectively rehabilitated classical political economics which, until then, had been referred
to:mostly as-a sort of precursor of neoclassical theory. Sraffa’s book put paid to a number
ofappalling misconceptions: ¢.g. that Adam Smith’s reference to the invisible hand was a
Justification for the theory of perfect equilibrium in all markets simultancously (L.e. of some
General Equilibrium), or that Ricardo’s argument about land of diminishing fertility was a
forny of the neoclassical theory of diminishing marginal productivities {see Chapter 5 below).
See also our discussion of Sraffa in Section 4.11 of the next chapter. See also, Eatwell and
Panico 1987, J.C. Wood (1995), Roncaglia (2000), Kurz (2000). For an admiring view from
‘the opposition see Samuelson 1987

Here we assume that since all production is based on labour and corn is the only capital good,
estmient only happens in the corn sector.

Box 3.6 Ricardo on the machines vs jobs debate

Inthe third edition of his Principles, published in 1821, Ricardo (1817/1819/1821
[1951]:-chapter XXXI) added an important chapter ‘on machinery’ and addressed a
quiestion that still tries our minds: do machines cause unemployment by displacing
é‘ﬁj(jL{ri?"His cue came from a workers” movement known as The Luddites; an early
ype of industrial terrorists who destroyed or sabotaged machines in a bid to help
workers keep their jobs. Initially, Ricardo had denied that machines posed a threat to
employment and advocated the theory of automatic compensation (i.e. that new jobs
would be created to take the place of jobs displaced by machines). However, in the
1821 edition, he accepted that such an automatic compensation was unlikely to happen.
Interestingly, a strong defence of Ricardo’s 1821 position, that machines can reduce
wages and output, has been put forward by the leading neoclassical economist of our
times, " Paul  Samuelson (1988 and 1989) in two articles entitled, respectively,
‘Mathematical Vindication of Ricardo on Machinery’ and ‘Ricardo was Right!”,

3.5 Epilogue

Since its inception, physics has undergone many paradigmatic changes, from Euclid to
Newton, from Newton to Einstein, from Einstein to the latest attempts to tell a unified story
involving energy, quanta, gravity and the mysterious particles contributing to dark matter.
Witl: each of these ‘shifts’, physics moved on from its early simplistic forms to more
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complex explanatory structures, while retaining the truth of its earlier paradigms. The his-
tory of economics could not have been more different.

The corn model was political economics’ first serious stab at answering, within a single
theoretical framework, questions involving (a) economic growth, (b) exchange values and
(c) the distribution of income. It was, in effect, a single sector model of capitalism. It is
still with us! In all its incarnations over the past two centuries, and despite the remarkable
technical advances incorporated into economics since Ricardo’s times, the corn model
remains today central to the way economists think of a growing capitalist economy, often
unwittingly.

Economics is, thus, still in the clutches of its original paradigm: of its Inherent Error. To
this day, the only way we can combine a theory of growth with a theory of value is either by
committing intellectual crimes worse than those of Adam Smith (who assumed incredu-
lously a stable income distribution) and David Ricardo (who presumed an identical capital
intensity in every sector) or by sticking to the (almost physiocratic) single sector model.

The above is, of course, a controversial claim that must (and will) be substantiated in the
following chapters. Our simple point for now is a recapitulation of Chapter 2°s main theme
regarding economics’ penchant for lost truth and fnherent Errvor. The Inherent Errvor we .
have discussed: it began with Aristotle, survived the Physiocrats, moved into the corn model
and, as we shall see, continued to Jurk in the theories of Wicksell and in the underpinnings
of Ramsey’s models. After the Second World War, it resurfaced intact in dynamic theories
of growth (such as those of the Roberts Solow and Lucas) and, indeed, lives on within all
that passes today, quite scandalously, as ‘contemporary macroeconomics’, If we are right;
and this is genuinely an Inherent Error, no economic theory can be generalised to a complex
multi-sector world resembling our own. This means that economics might be intrinsically
ill-equipped to speak to the concrete complexity of the social and historical embeddedness
of economic variables,

Box 3.7 The disappearance of money

If we are right in claiming that contemporary macroeconomics is stuck in a single -
sector (or corn model) mindframe, our theories of money (and by extension finance)-
are suspended in mid-air. Celebrated economist John Hicks (1985) explained why - |
succinctly. In this type of model, he writes, ‘[t]here is no problem ... about the trans- -
mission of saving into investment, for in that model there is no money. Indeed, there
is hardly any exchange. One would be quite entitled to think of the landowners
{or capitalists) into whose possession the harvest comes just piling it up in their store-
houses; then doling it out to those whom they employ, productively or unproductively.
Those employed are thus paid for their services, and that closes the matter as far as
they are concerned. If they are paid in money, they spend the money on ‘corn’ con-
sumption, the money just comes back where it was without making a difference. There
does not seem to be any harm in leaving [money] out.” (Hicks 1985, pp. 34-5) It seems
that an escape from single sector economics was always a strong condition for having
anything sensible to say about really-existing capitalism. Alas, such an escape is easier
imagined than accomplished ...
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when as economists we turn a motivated blind eye to this predicament, economics turns
dangerous. At best, our theories become glorious irrelevances whose best contribution to
humankind is as a warning against consulting economists when formulating socio-economic
policies, This is such a pity. For as we have seen in this chapter, despite ifs intrinsic
incongruity, political economics has a unique handle on important truths, for example, the
conclusion in Box 3.5 that labour’s contribution is linked to the extent that it aids the forma-
tion of capital. Economics’ dogged refusal to recognise the /nherent Error in its bosom leads
to the loss of these crucial truths which it, alone, can unearth.

Somewhere around this juncture, the reader may well ask: why can we not retrieve lost
puth and add new Jayers of knowledge upon it, bypassing all error and improving economic
theory until it becomes socially useful? A noble sentiment no doubt but, alas, a sentiment
hound to crash upon the shoals of the economists’ iron-clad commitment to be ‘scientists’,
complete with a panoply of consistent models. An aspiration to be scientific is, of course,
commendable. Who would censure an ambition to be Galileo as opposed to some pontificat-
ing ideologue? However, the aspiration to be for economics that which Galileo and Newton
were for natural philosophy (as physics was called back then) threatens to produce, instead
of enlightenment, a religious fundamentalism-with-equations. The reason is that, unlike in
physics, economists have to reckon with an /nherent Error that ‘natural scientific’ inquiry is
immune to (thanks to Nature’s indifference to our musings}. It is an error caused by a defi-
nite feature of human, market societies: value can never be independent of the distribution
of soct [ power over the surplus produced by human labour and ingenuity. Social power is
_determined by our valuation of things, of people and of their ideas and, at once, determines
hese values. This infinite feedback between value and power ligs at the heart of economics’
Error, ensuring that all economics that overlooks it, or that tries to ‘solve’ it by
al means, is bound to produce a profoundty misleading theory of society. One needs
12Ve N0 Cassandra-like abilities in order to imagine what might happen when such a
theory informs the policies of central banks, the fiscal and industrial policies of govern-
nts, the financial regulators’ practices or, indeed, the curricula of economics graduate

Tb'lconciude, this book argues that overcoming economics’ [nherent Error and procur-
ing a logically consistent theory of value within a useful theary of growth is more than just
difficule. Itis impossible! We saw how, in early political economics, this conundrum forced
Smith to a fudge involving income distribution and Ricardo to a sleight of hand, namely
relative capital intensities. In the following chapters, we shall recount the main nineteenth-
and twentieth-century responses to the Inkerent Error and the new ploys economists used to
ovetcome it. The only reason for telling this story is because it is important from our current
meenty-first-century perspective. Many of our contemporary troubles stem from the way
economic models metamorphosed over the past two centuries without shedding the Inherent
Error from their foundations. With every such metamorphosis, the models gained in ana-
lytical and technical complexity but lost some important truth better understood by earlier
forms of economic thinking. Truth was increasingly sacrificed for more elegant clothes, the
new knowledge produced proved less and less meaningful and the policies based on them
destabilised an already unstable economic system.

Paradoxically, this steady erosion of meaning and truth coincided with the profession’s
. Stccess at augmenting its powers of persuasion. Persuasion in the field of political econom-
igs, it seems, depends more on the models’ form than its content or effect. Clothes matter
more than that which they adorn. And economists have proved to be master designers, accru-
: ing considerable discursive success which, in turn, caused them to grow in confidence, to
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believe their own rhetoric more readily, and to end up peddling knowledge derived from a
variant of the corn model to a world whose complexity they cannot begin to fathom. Worse
still, the ‘insights’ projected through economics’ distinctly single sector lens eased decision
makers towards policies and practices that suited them and their constituencies nicely,
policies not unlike those which led us to the Crash of 2008.

And when the crisis that the models could not have predicted happened, the same models
were used to impart ‘new’ wisdom on what to do next. Unsurprisingly, the remedy offered
was worse than the disorder they helped cause in the first place. What else could we have
expected of a ‘science’ built upon an frherent Error which it is hell bent to overlook?




4 The trouble with humans

The source of radical indeterminacy
and the touchstone of value

4.1 The red piil

It took Thomas Anderson about five seconds to choose the red rather than the blue pill, and
a few more to swallow it. In a triumph of reckless curiosity over the Iure of simple pleasures,
he turned down the prospect of blissful ignorance offered by the blue pill, opting instead for
the cruel reality promised by the red one. But then again, without that heroic choice, The
Matrix would not have been the box office hit that it was on its release back in 1999. Larry

_‘n_c_ly Wachowski, the film’s makers, invite us to witness the reality that Thomas

world: was n()t as it seenled His whole life had hitherto been a computer-generated illusion
who' e__(_miy purpose was to cloak the unbearable truth, In the reallty that the red p111 unvel]ed

or:.works of science fiction past, ranging from the Brothers Grimm’s sweet porrldg,e ‘
Goethe s Sorcerer's Apprentzce Tew1sh Golem tales and Mary Shelley’s Fr ankemtezn to

ilad.télken over, with an iron will of their own, turmnﬂ against their creators. Hubus met its
nemems

 What is, however, unique in The Matrix is that, in it, our artefacts’ rebellion was not just
a simple case of creator-cide. Unlike Frankenstein’s Thing, which attacks humans irration-
atly out of its sheer existentialist angst, or The Terminator series’ machines, which just want
to exterminate all humans in order to consolidate their future dominance on the planet, in
The Matrix the emergent empire of machines is keen to preserve human life for its own
ends —to Keep us alive as a primary resource. Homo sapiens, notwithstanding that it invented
human slavery, and despite our unparalleled track record of inflicting unspeakable horrors
on our brethren, could not have even imagined the despicable role that the machines would
assign.it.in The Matrix: having achieved dominance over humanity through unleashing the
usual nuclear holocaust,? the machines soon ended up with a Pyrrhic victory in their robotic
hands. While the surviving humans were decimated, and no longer a serious threat to their
plans for domination, the nuclear explosions darkened the skies and thus precluded the use
of solar power as a source of energy for the triumphant machines. Fossil fuels having already
been depleted by the Earth’s previous tormenters (i.¢. humanity), the machines turned to the
surviving human bodies as a source of energy. Initially, they just plugged us, kicking and
screaming, into power generators which converted our biological heat into electricity.




52 Shades of political economics

Strapped onto contraptions that immeobilised us to save energy. they force-fed us with a
blend of nauseating nutrients suitable for maximum heat generation.

However, the machines were soon to discover that humans do not last long when their
spirit is broken and their freedom utterly deprived. Our curious need for liberty was, thus,
threatening the efficacy of their human-driven power plants. So, the machines obliged us.
They forced not only nutrients into our bodies but also iflusions that our spirit craved into our
minds. Ingeniously, they attached electrodes to our skulls with which they fed, directly into
our brain, a virtual, yet utterly realisric, life that as humans we could cope with. While our
bodies were still brutally plugged into their power generators, feeding them with electricity
sourced from our body heat, the machines’ computer program known as The Matrix filled
our minds with an imaginary, illusory yet very ‘real® ‘normal’ life. That way our bodies,
oblivious to reality, could live for decades, to the great satisfaction of the machines respon-
sible for generating enough power to sustain their new world. Human oblivion proved a
crucial factor of production in the Matrix Economy.

The Matrix, being a true blue Hollywood flick, devotes most of its time to some spec-
tacular fighting scenes between the few humans that had escaped to form the Resistance and
machines specialising in hunting them down in order to return them to the power generating
plants. It does not ask the question that political economics would be compelled to ask: what
kind of economy did these machines build on the basis of human-generated energy? That
they created an economy, there is no doubt. From the few glimpses afforded by the directors,
it is clear that the machines erect impressive edifices, produce all the components that they
need to address their own wear and tear, build power generating plants, fashion the Matrix
hardware and software technology necessary for producing imaginary lives in the mind of
their human-slaves and, above all else, have a capacity to reproduce by manufacturing other
machines as advanced as (and sometimes more advanced than) themselves. Surplus genera-
tion is a feature of their fully industrialised economy, as is division of labour, technological
imnovation and, intriguingly, accumulation.

Box 4.1 Humanity’s resistance to utopia: In the words of a machine

In a dialogue between the hero, Neo (as Thomas Anderson renamed himself following
his rebellion), and Agent Smith, a sentient program sent to liquidate him, the latter
explains why the illusions they fed the humans were not those of a perfect world but
rather resembled the often frustrating experiences humans had prior to the Rise of the
Machines: ‘Did you know that the first Ma#rix was designed to be a perfect human
world? Where no one suffered, where everyone would be happy. It was a disaster. No
one would accept the program. Entire crops were lost. Some believed we lacked the
programming language to describe your perfect world. But I believe that, as a species,
human beings define their reality through suffering and misery. The perfect world was
a dream that your primitive cerebrum kept trying to wake up from. Which is why the
Marrix was redesigned to this: [1999,] the peak of your civilisation.’

Wachowski (1998), 140, p. 91
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4.2 The Matrix Economy

Adam Smith would have marvelled at its division of labour, technological innovation and
productive capabilities. David Ricardo would have sought ways to conceptualise its
self-reproducing machines as the basic commodity (confining corn to the list of ‘also run’
inputs). However, it is the Physiocrats that should have felt most vindicated by The Matrix.
Tust as.in their fledgling input-output mode! (see Box 3.1) labour used the land to produce
surpluses in order to maintain farm workers and artisans, so do the Matrix Economy’s
machines draw on a scarce natural resource (human bodies as opposed to the Physiocrats’
Jand) in order to sustain economic activity in at least two sectors. On the one hand, the
michines seem keen (a) to reproduce themselves by filling the world with a multitude of
¢marter, more powerful replicas of themselves; and (b) to maintain the actual Matrix, the
complex system which keeps inert humans alive by means of hardware which keeps their
bodies plugged into the £conomy’s power generators, and software that creates and carcfully
manages the interactive illusions which are essential inputs in the reproduction of the human
Tesource.

The first break with the political economics examined so far which the Matrix Economy
demands of us, if it is to be understood properly, is a break with Ricardo’s corn model.
ecall Box 3.5 where we captured his idea of a two-sector economy, producing corn and
old, where only one of the two goods (corn) could act as capital. The fact that in that model
10 machines were used in the goldmines, and only corn was necessary for society’s actual
survival, ensured that only labour expended in the cora sector could be deemed productive.

This-was the inescapable conclusion of a theory that features no capital other than corn
seeds and no mechanical input into the production process. Despite Ricardo’s celebration of
industrialisation, machines were absent from his analysis.

+:In-contrast, the Matrix Economy, fully automated by definition, relies on hoth of its

s'_e_é_iors for reproduction: without machines producing machine parts and other machines,
;‘ﬂ‘i:ere would be no future for the Matrix. Equally, without machines maintaining the Matrix,

“which'keeps human bodies alive and capable of producing electrical power, a/f the machines
would wither and eventually die. In this sense, the Matrix Economy features two productive
sectors; as opposed to Ricardo’s mode! which features only one.

Box 4.2 sketches sector | of the Matrix Economy whose purpase would be to design
and manufacture general purpose machines, labelled V. In effect, while both sectors
are productive and indispensible for the survival of the Machine Empire, sector [ is the
heart of the Matrix Economy as its remit is to keep populating the Earth with more
machines:

Sector 2 would have been superfluous had the machines been able to tap freely into some
energy source. To their chagrin, however, the thick clouds surrounding the planet and
the exhaustion of fossil fuels forced the machines to set up and support a separate human-
powered generating sector, complete with the Marrix hardware—software combination that
makes the conversion of human heat into electrical current possible (as well as the *security’
apparatus necessary for combating the small but annoying band of human escapees who are
trying to liberate their brothers and sisters from the clutches of The Matrix). Box 4.3 describes
that sector.

Let us now take a leaf out of the Physiocrars’ book and, on the basis of the above, produce

a ‘tableau’, or... Marrix, by which to capture the interconnections between the two outputs
and the three inputs of this economy. The following table or Matrix extends the physiocratic
tableau or Marrix in Box 3.1. What it says is that the production of 1 unit of ¥ requires o




54  Shades of political economics

Box 4.2. The Matrix Economy’s sector |
The machine design and manufacturing sector — N

Sector 1 employs machines replacing worn machine parts, making more machines
and, generally, replenishing and adding to the stock of machinery that is the very stuff
of the Matrix Economy. However, to be capable of performing this task, the sector 1
machines require assistance from the second sector’s output (see Box 4.3). The
machines produced by sector 2 are a different species of automata and prove essential
in generating energy supplies for both sectors, using as their only raw material heat
emitted by human bodies. More precisely,

Sector 1’s output — N: N refers to units of machines (thought of, for simplicity, as a
homogeneous form of robotic device) which are produced in each period on the basis
of the following three inputs.

Sector 1's inputs:

(a) Previously produced N units; that is, existing machines (produced by sector I in
earlier periods) employed to manufacture the new N machine units.

(b) Previously produced output M of sector 2 (see Box 4.3). The Matrix technology
generated in sector 2 controls human bodies both physically and emotionally.
Without the Af units produced in sector 2, there can be no power to maintain
production in sector ! (or, indeed, in sector 2).

(c}) Human body heat — H. In this human dystopia, all types of machines (¥ and M
alike) operate on electricity produced through a combination of the M units of
sector 2 and human body heat 4. The two sectors’ requirements of M and H units
may well differ.

Box 4.3 The Matrix Economy’s sector 2
The Matrix technology maintenance sector — M

Sector 2 is the Matrix, i.e. all the hardware and software that machines produce and
maintain in order to keep human bodies plugged into the power plants that keep the
whole Matrix Economy going. The machines working and operating the Marrix are
produced both by machines manufactured within sector 1 and by processes internal to
sector 2. Labelling the sector 2 output as M, it is clear that just like sector 1’s output
N required units of N, M and H for its production, the same applies to the production
of new units of M within sector 2. Evidently, sectors 1 and 2 are co-dependent and
equally productive (in the sense that the Matrix Economy as a whole cannot survive
unless both sectors produce incessantly). Summing up,

Sector 2's output — M: sector 2 generates M units of machines per period that
squeeze electrical power out of human bodies and which are produced on the basis of
the following three inputs.
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Sector 2’s inputs:

(a) Previously produced N units of sector I (see Box 4.2 above); that is, existing
machines produced in sector [ are essential in the maintenance of the Matrix and
the generation of sector 2’s M units of output,

(b) Previously produced output M of sector 2. These are the units of machinery

3 produced within sector 2 that are essential in the production of further output in
this same sector (e.g. self-replicating software).

(c) Human body heat — H. As in sector 1, in sector 2 also human heat must be
combined with units M of machines produced within this sector in order to keep
the Matrix going and, indeed, growing,

units of N, Bunits of M and y units of A while the production of 1 unit of M requires 6, &
and £ units of N, M and H respectively.

Table 4.1 nput—Output Matrix

Outputs
N M
N o )
Inputs M B £
H ¥ ¢

see What it costs to produce one unit of N we need some additional information on the
i e_va]ue of these inputs. But what is the meaning of value in this Machine Empire?
ppose:that the Matrix Economy is run by some Overlord Program (OP) which must decide
how to distribute the available scarce resources N, M and H between the two sectors so as to
aintain a sustainable overall growth rate for both A and M outputs.

The first thing OP must do is to somehow determine the relative weight it wants to assign
to each of the outputs and to human body heat (the equivalent in an exchange economy
would be its ‘price’). OP may have its own priorities in deciding these relative weights or it
may be serving a wider agenda. For our current purposes it does not matter how OP came
to these weights. Let p be a number which reflects the relative importance it attaches to
each'unit of N, ¢ the relative importance it attaches to each unit of M and w the relative
importance it attaches to each unit of human-driven heat H.

Then, OP estimates the relative importance of the input of N necessary for the production
of one unit of N to be po: the & units of N needed times their relative weight; similarly
with the other inputs for each of the two outputs. In this manner, OP computes the cost of
producing a unit of N and a unit of M as C, and C, respectively — see the right-hand side of
inequalities (4.1) and (4.2) in Box 4.4. With a small amount of arithmetic manipulation,
these inequalities lead us to formulae (4.3) and (4.4), which are measures of the surplus per
unit of output in each of the economy’s sectors.

OP’s next ‘thought’ is that, if the Matrix Economy is to be growing in size and quality,
€ach of its sectors must be producing output of greater impact (or *weight’) than that of the
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inputs consumed in its production. And since the relative importance (or impact or weight)
of each unit of N was defined in the above paragraph as p, condition (4.1} must apply if the
OP is to ensure that 1 unit of sector I output has an impact greater than that of the inputs used
up to produce it.

Box 4.4 An input—output model for the Matrix Economy

In the Matrix Economy both outputs are also inputs (see Boxes 4.1 and 4.2). Table 4.1
above places the outputs in the columns and the inputs in the rows and explains the
technical requirements for the production of 1 unit of & and of 1 unit of M as follows:
To produce 1 unit of N (i.e. a single unit of the homogeneous robotic devices that
sector I pumps out), the economy needs to devote to secror I o units of N,  units of
M and yunits of human body heat H. Equivalently, to produce 1 unit of M (i.e. a single
unit of the automata running the Matrix and produced in sector 2), the economy needs
to devote to sector 2 6 units of N, £ units of M and { units of human body heat A.
Moreover, we have assumed that the OP, running the whole economy, assigns relative
weight p to 1 unit of N, relative weight g fo each unit of M and relative weight
w to each unit of H.

Thus, the cost of 1 unit of & comes to C =pa+gf+wy, while the cost of the
inputs that go into the manufacture of 1 unit of M equals C, = pd +ge +w{ . For this
economy to be able to reproduce itself without fading from one period to the next,
inequalities (4.1) and (4.2) must hold as equalities. And if the economy is to grow (as
the Matrix Economy clearly did), they must in fact hold as inequalities:

p>C = pa+qf+wy 4.1)
g>C,=pd+ge+wl (4.2)!

Rewriting (4.1) and (4.2) as (4.3) and (4.4), the OP defines as S| and S; the surplus
per unit of output in each sector.

p=pa+gB+wy+S or S =pll-o)y-gf-wy 4.3)
qg=po+qe+wl+S, or S,=q(l-€)-pé-w{ (4.4)
Note

1 These inequalities are analytically identical to the inequalities in the physiocratic analysis of
Box 3.1 of the previous chapter.

So far, we have assumed that the OP plucked the relative weight it attached to the econo-
my’s three inputs (V.M and H) as if from thin air. Now, we have reached the point where the
OP has the capacity to determine the relative importance, or impact parameters or simply the
relative weights, p, ¢ and w. One way of doing this is to ask a simple question: “What must
I do so as to ensure that the economy’s growth is steady and well balanced’? The answer
comes in the form of a simple principle (see Box 4.5).

Let us see how all this helps the OP to plan the Matrix Economy by means of a numerical
example. Suppose that the OP has done its homework and has computed the production
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‘Box 4.5 ‘The principle of balanced growth

Each sector consumes certain inputs to generate its output. From the perspective of the
machines, who are the Matrix Economy’s constituents, what matters is the ratio of
surplus machine output to machine inputs. That ratio captures their growth rate as a
‘species’. To keep their Empire growing sustainably, this ratio must be the same across
the two sectors. For if it is not, the Matrix Economy will end up either with more
robots that it can power or with more power than there are robots to sustain.

The relative impact or importance of the machine inputs it took to produce S, was
po+qf and so the growth rate in sector 1, from the machines’ viewpoint, is given as

g = S Similarly, the sector 2 growth rate is g, = 5

po+aqf pb +qe
Equal Inter-Sectoral Growth articulated here demands that 8, = &; . It is a condition
that helps the OP determine the relative importance of the three inputs which is con-
sistent with steady, harmionious growth for the Matrix Economy as a whole. Setting

g, =&, , the OP ends up with the following equation:

. The Principle of

eo S _ple@gfowy S, qQ-o)=pd-wl
1 - 8T -

_pa+qﬁ a po+qf3 pd +ge pé+ g€ (4.5)

- Given that the OP is only interested in relative weights, it can simplify (4.5) by setting
- the rélative weight of sector 2 output (that is, the weight ¢ of each unit of A produced
the Matrix) equal to one.! Then, with ¢ = 1, weight p measures the importance of a
uilit of sector 1’s output N in relation to the importance of a unit of sector 2's output
M. For example, if it turns out that p = 2, this means that the OP determines that each
unit of sector 1 output is to be given twice the weight, importance or impact of each
unit of sector 2 output. Substituting ¢ = | in (4.5) we derive equation (4.6), which
states the conditions for sustainable growth within the Matrix Economy:

_pl-)-f-wy _ (Q-&)-pé-wl 4.6
po+f p5+£ (0

Note

1:In €conomics we usually call this the numéraire good. Its cheice is usually arbitrary, even
though we must be careful not to choose a good that it will turn out to be a free good.
Sometimes for mathematical or computational reasons we normalise the sum of prices to be
equal to unity. We can find the term used in early mathematical models such as Isnard’s
(1781, in Berg 2006}.

requirements of the two sectors as follows: o= 4/10, B=2/10, y= 1, § = 5/10, £ = 3/10 and
£=31.

Putting these coefticients into (4.6) and solving for p, the OP conies up with an expression
linking p to w (i.e. to the relative importance that the OP assigns to human heat as an input).?
In other words, the importance of sector I machines relative to sector 2 machines depends
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Table 4.2 The Matrix Economy’s steady-state growth path

Relative weight attached Overall growth
to sector 1 unit output rate for the Matrix
(vs. sector 2 unit outpur) Economy
W P 8 (%)
0 0.740 4922
Significance attached by 0.1 0.729 2793
OP to human heat, as an
input into both sectors 0.2 0.717 6.20
0.223 0.714 0
0.25 0.712 -4.72

on the relative scarcity, as judged by the OP, of the sole primary resource: heat generated by
human bodies. Table 4.2 captures the precise relationship between p and w and, more impor-
tantly, explains the determinants of the Matrix Economy’s growth rates.

To better understand this relationship, suppose that human heat were a free resource. The
machines could squeeze as much heat as they required from their human slaves, so that the
relative impact of heat (w) would be zero. In this case we would have a fully reproducible
economy, and we would care only for coefficients & 3 yand &7

The OP would still need to allocate production between the two sectors in order to
maximize growth. With w equal to zero, the equations in Box 4.5 lead to a precise value
for both the relative weight of the first sector’s output, p = 0.74, and a growth rate for the
whole Matrix Economy, equal to g = 49.22 per cent (which is also the growth rate of each of
its sectors).®

Let us now ask: what happens with humanity’s heat resource? # is ‘cultivated’ in the
Matrix’s dystopian plantations by its own, specific rules and grows, if at all, at a rate g/
which is contained by human biology (or carbon biology as the machines refer to it sardoni-
cally in the film) and can thus be considered exogenous to the Matrix Economy. This forces
the latter to grow at this exogenous rate.” Technically, since gy is given, we have two
equations, two unknowns and, therefore, a solvable problem. The solution comes in the form
of two numbers: one for the relative weight w and one for the relative weight p that if the OP
selects, the Matrix Economy will grow in a balanced fashion and at the rate computed in the
previous paragraph.®

The impact of the rate at which heat from human bodies grows on the Mazrix Economy
boils down to the relative weight w that the OP assigned to that heat. In this example, the OP
finds that if the Matrix Economy is to manage just to reproduce itself, that is, neither to grow
nor to shrink, this w cannot exceed a certain value (w = 0.229).9 In this sense, the machines
must ensure that the relative importance of human-generated heat, the w parameter, is less
than that threshold, if their precious Empire is to grow from strength to strength. This is why
in the film they are so keen to put down the human rebellion which, in effect, renders human
heat scarcer and raises w.

In summary, our most significant conclusion is that the long-term prospects of the Marrix
Economy depend on the relative scarcity (and, thus, impact factor) of human heat. If human
heat does not grow, but declines, the Machine Empire goes into reverse, shrinking unavoid-
ably until, in some future period, no machines are left on Earth.!% A second analytical result
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of significance is that positive growth requires that the OP places more importance on each
unit of sector 2 output than on every unit of sector { output; that is, p<1.!! The interpretation
of this result is that, while both sectors are productive, they are not ‘equally” so. Depending
on their relative input requirements, if the economy is to grow sustainably, one of the two
sectars produces ‘goods’ that must be afforded greater priority.

4.3 The value of freedom

Our foray into science fiction has a serious purpose: to offer us a handle on the question of
cconomicvalue and its intimate relationship with fi-ee labour. Do the machines in the Matrix
Economy produce value? That each machine plays a role in sustaining a growing economy,
4nd that its output is an indispensible component of the world of machinery it belongs to,
there is no doubt. But value?

Quite clearly, this is a philosophical question. Nevertheless, it is a question which, as
~cononiists; we cannot sidestep if we are genuinely interested in understanding the special
¢hallenges that a human economy poses for our intellect. The claim here is that to grasp the
capitalist economy one needs to seize on the analytical differences between, on the one hand,
an econoimy where humans work with machines and, on the other, a fully automated system
like:that:in The Matrix. To explain this claim, consider these equivalent questions: do the
miniaturised springs and cogs inside an old mechanical watch produce value when there is
no humarn to look at the time the watch displays? Would the earthworm’s gene which allows
1t to.digest:soil at an incredible rate produce value if human life on the planet were extinct?
Does the sophisticated software inside some computer create value in a world where there is
o humaii to use, or benefit from, the computer?'? More generally, in a world without humans
{or @ world:where humans have lost control of their minds completely and utterly, as in The
Muatrixy could we speak meaningfully of vafue creation?

Noting that these are an ontological sort of question akin to ‘Do thermostats think?’, and
that there isno definitive answer to such ontological questions, nonetheless we cannot
eschew.answering them if we are serious about understanding human economies. The reason
we are: compelied to take philosophical sides is that our economic theory, whichever we
end up espousing, will depend crucially on the answer we shall give, consciously or uncon-
sciously, to this type of question. And since it is always better to choose one’s premises,
rather than to stumble into a set of premises that one does not even know one has adopted,
we shall now state a basic assumption: thermostats do not possess what it takes to think (but
only simulate thinking). For similar reasons, we suggest that, in a world devoid of fiee
minds; the cogs and wheels of a mechanical watch, the earthworm’s genes, a piece of soft-
ware; etc.:do not produce value.

Our:position on this is, we feel, philosophically moderate and in accordance with
Ockham’s Razor: why invoke the ‘difficult’ notion of value in the context of systems
that feature no humans when the word fimction will do nicely? When watchmakers discuss
the wheels, cogs and springs of their object of study, they speak of their function. When
computer engineers discuss some fully automated system, they have no use for a term like
value to describe the role or output of the system’s component. They too speak of functions,
outputs, inputs, etc.!* Note that this is exactly what we did above when describing our
fictitious Matrix Economy. Value, in that context, would have been a superfluous and
unnecessarily confusing term. Indeed, it would be quite absurd to speak of the value of
each unit of machinery produced by one of the sectors, save perhaps as an allegorical
word play.i4
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Recall that in The Matrix, humans and their minds were not only present but also essential
for that economy’s reproduction and growth. However, there was no fiee thinking. Humans’
minds were sustained by computer-generated illusions so that their body heat could be ‘har-
vested” by sector 2 machines. From an economic viewpoint, the analysis proceeded as if
there were no gcfual humans inhabiting the system. Indeed, if the machines developed an
alternative source of energy, for example, one using tulips, nothing would change in terms
of the economics.’® In this sense, human intelligence is not enough to make a difference, as
long as it is wholly under the control of the Marrix,

What would have made a difference to the economics we set out in Boxes 4.2 to 4.6 is the
possibility that some of the economic agents can make fiee choices on the basis of free think-
ing; that is, choices not already preprogrammed into the actors’ software or phenotype. To
stay with the science fiction genre, and repel any accusation of anthropocentricity, let us
imagine that the machines in the Marix Economy were to develop, at some point, a capacity
to think freely, just as they did in Philip K. Dick’s 1968 novel Do Androids Dream of Electric
Sheep? Then, the subject of value would rise to the surface not only as a series of issues that
a theory attempting to understand this emergent economy might potentially address but, in -
fact, as issues that it murst speak to.

In short, value 1s only meaningful in the presence of agents capable of (a) free thinking
and (b) a modicum of fieedom of action. Freedom, in this sense, seems a precondition for a -
meaningtul theory of economic value. The bee and the spider build edifices of immense
complexity. But they do not create value; nor do machines that are just as preprogrammed as
the bee and the spider. In contrast, even an inept human architect (see Box 4.6), because of -
his/her fascinating capacity to transcend his’her own ‘programming’ (even if only very occa- -
sionally) has the capacity to be creative; to churn out value, :

Whether non-human freedom 15 possible or not is a fascinating question which, happily,
does not affect our inquiry. Perhaps future machines will develop a capacity for free will, an
ability, that is. to contribute autonomously to the writing of their life’s script. For the time
being, and until androids can develop consciousness and predestinarian theologians, our
concern is with economies in which value, labour and technical change remain under the
power of exasperatingly quirky, aka free, agents.

4.4 Freedom’s lair

The Physiocrats paved the way for a mathematical (input—output type of) economic analysis
(see Box 3.1) which proved useful in speculating about the workings of some dystopian
Matrix Economy (see Table 4.2). But when it comes to human society, what is it that breathes
fire into such equations? We just argued that the answer is fieedom of thought and action.
Chapter 2 recounted the emergence of mass freedom as a double-edged sword. The peasants

Box 4.6 The architect and the bee

A spider conducts operations that resemble those of a weaver, and a bee puts to shame
many an architect in the construction of her cells. But what distinguishes the worst
architect from the best of bees is this, that the architect raises his structure in imagina-
tion before he erects it in reality.

Karl Marx, Capital, vol. 1, chapter 7 (1867 [1909], p. 198)
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expelled from the ancestral lands became free to choose, free to devise newfangled means
of survival, free to roam unimpeded. Freedom of movement and action was no longer the
privilege of the few. However, at the same moment in history, the multitude became free
1o starve; free to struggle for subsistence in a mean world which prevented them from com-
bining their own labour with the land. In short, they became, in one sharp swoop, free to
choose and free to lose everything. It is one of history’s great moments when the masses’
loss of access to the fand made them ‘free’ to become merchants of their own ‘liberated’
labour:*¢

That nioment in history, as narrated in Chapter 2, gave birth to a new society; a market

society where labour could be seen as a sort of commodity with a value that fluctuated in
response to the same economic forces that determined the value of the other commodities. It
was this dual and contradictory freedom which, we believe, injects ‘spirit’ into the equations
of a-human market economy. Prior to the mass creation of free labour, there was no need for
economics-as we know it. An organic flow chart, similar to the circuit diagrams of engineers,
showing the dependencies between different sectors of production would do for Ancient
Athens; the Roman Empire, the fiefdoms of China and medieval Europe alike. Just like there
is'nosense in discussing the production and distribution of value in some futuristic Matrix
‘Economy, similarly there was no place for such talk in the slave or feudal economies of
josteryear. This thought is confirmed by the fact that economics did not get off the ground
ntil',‘a‘ftér-the emergence of a market society powered by fiee labour. Our hunch is that,
ore the imachines to take over in some awful future, one thing they will have no need for
economics. Engineering will suffice.
To:establish further the significance of freedom from a purely economic perspective,
nsider an oil-fired electricity generator and compare it to a human hiring out his/her labour.
[ hé"‘gener'ator converts an input (oil in this case) into an output (electrical power). Its capac-
ty:caiy, with some technical skill, be captured by a wel! defined mathematical function which
escribes with great accuracy the precise mapping from input to output (i.e. kilowatts gener-
ated for different quantities of oil burnt). Ts the human worker amenable to similar analysis?
en as a potential bio-energy generator, which is how humans were treated in The Matrix,
“guch a mathematical function is easily imaginable. Indeed, biologists can readily tell us
_'(’jw much energy, that is, heat, the human body generates given certain inputs (nutrients
nd water).

But the moment the human animal is seen as one that transforms input into output by a
force that involves not only biological processes but also mental ones, the situation changes
radically. A function converting inputs (such as nutrient and other consumption goods) into
a human output can seldom (if ever) be well defined when the said output is not heat or the
energy produced by our bodies but, rather, the artefacts of human endeavour. While humans
too, just like electricity generators and horses, convert inputs into some sort of output, the
mapping from one to the other is hardly ever well defined (or, as the mathematicians would
say, a one-tfo-one and onto mapping). In layperson’s terms, when mental and psychological
powers mediate human labour, many different outputs correspond to the same inputs and,
thus, no mathematical function can describe the relationship between a certain level of input
anda precise level of output.

A happy worker, for instance, may produce more output for gives input than a grumpier
colleague. An engineer fearing dismissal may concentrate his/her mind much better, or
indeed much worse, when designing an electricity generator (for the same pay and condi-
tions). A disgruntled miner may cause significant damage. An inspired software designer
may, like a poet on a good day, produce immense value. The whiff of foreign belligerence
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may stimulate a worker’s creativity in some patriotic burst of moral outrage. Freedom of will
and the mysteries of the human psyche throw a spanner in the works of any technical, or
mathematical, depiction of the relation between input and human output. A good blues song
sung in unison may be as important for the productivity of a group of farm workers as
the tools they are using or the prospect of a pay rise. Machines cannot even begin to wrap
their software-driven thoughts around this peculiarity of human labourers. Unfortunately,
economics has the same difficulty.

To investigate this peculiarity a little more deeply, suppose that a worker’s limbs, eyes
and ears are surgically replaced sequentially by bionic devices that enhance histher sight,
hearing and dexterity. At which stage will he/she have become a machine? Would such
interventions into human bodies bring about the Matrix Economy if extended to the whole
population? The answer is negative as long as the mental processes remain human; that is,
quirky, unpredictable, capable of creativity that transcends algorithmic ‘thinking’ and
constantly threatening to subvert the laws which supposedly govern them. So, which part of
us needs to be replaced before our labour ceases to be free and some mathematical function
can be declared capable of mapping from inputs (info our persons) to our work’s output? The |
answer is, the core of our free spirit, wherever that may be located.!’

Our freedom’s lair 1s, hence, what needs to be invaded and evacuated of all unpredictabil-
ity, creative thinking and subversiveness before human work can be modelled by the same
technical means as that of an electricity generator. In yet another science fiction film entitled
The Invasion of the Body Snatchers, circa 1953, this is exactly what happens: the alien force
does not attack us head on. Instead, humans are taken over from within, until nothing is left
of their human spirit and emotions. Their bodies are all that remain, as shells that used to
contain human free will. If that task is ever accomplished, and all humanity is taken out of
our minds, then and only then will some Matrix-like economy become agreeable to a math-
ematical depiction similar to that of the analysis in Table 4.2. But then again, if that calamity
ever hits us, the resulting ‘economy’ will not be producing any value. All that would be
coming out is more and more self-replicating automata that populate an expanding system
that is radically free of conflict, unemployment or, indeed, laughter, irony and, of course,
value. In Kipling’s (1901 [1987] p. 270) memorable words: ‘When everyone is dead the
Great Game is finished. Not before’,

4.5 A most peculiar contract

Let us now return to our mundane world of human workers employed by capitalist employ-
ers to produce goods and services for sale to humans. Consider the employer’s conundrum:
like any other buyer, he/she wants to buy something from the seller: the product of their
labour. The only problem is that this is, usually, impossible. Workers cannot sell the product
of their labour; for if they could, they would not be workers but enterprising suppliers. At
best they can hire out their labour services for specified periods of time. So, the employer
does the best he/she can and hires labour time in the hope that, during that time, enough
products will be created by the hired workers in order to make the enterprise worth its
while.

Paul Samuelson, a celebrated economist on whom we shall be saying more in later
chapters, once suggested that who hires whom does not matter.'s The employer brings to the
table capital goods (machinery and other factors of production) and the worker brings his/
her human labour. Like any buyer and seller, they trade and, hey presto, output oozes off the
production line. That’s true if the work involved is of the sort where the link between input
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and output is as transparent and straightforward as in the case of the electricity generator. For
example, the worker is a weaver weaving in isolation producing an output which is both
observable and strictly analogous to the hours spent on the job, as is a truck driver whose
‘output’ is a direct function of the hours spent behind the wheel.

In these examples, the employer offers the worker capital goods that he/she lacks, for
example, weaving equipment, sewing machines or the truck, and the worker offers labour in
return: What Samuelson seems to be saying is that it makes no analytical difference whether
we conceptualise this transaction as (a) one in which the capitalist lays out capital for the
worker’s labour or (b) as one where the worker lays out his/her labour in exchange for the
employer’s capital. However, there is a catch here: if there is the slightest uncertainty about
flic level of demand for the final product, or when there are costs involved in supervising
workers and organising their work, the capitalists would have a strong preference for
scenario (b) above: they would rather hire out their capital goods to the workers and then
buy from them their output.

For-example, instead of employing them for a wage, why not charge weavers and truck
drivers for the weaving equipment and the truck per week, and then, at the end of each week,
purchase the textile weaved or pay for the delivery of goods on a per mile basis? As global
experience has proven beyond a shadow of a doubt, whenever possible capitalists cease
being employers. They, instead, fire their workers and subsequently contract out the work
(often to former employees!). Capitalists loathe hiring labour time because it is not some-

_ thing they-want to pay for, if they can help it. Indeed, they stop at nothing in search of ways
to- buy the:products of labour directly. Just like whole nations may yearn for the migrants’
work; 'while baulking at the idea of hosting migrants, so too capitalists would love to buy
fabout’s input (or output) without having to manage labour.

So, why:do they keep hiring workers? Why do they not fire everyone and subcontract all
work? The-answer, of course, is that more often than not the work involved is not of the sort

where the'link between input and output is as transparent and straightforward as in the case

of the electricity generator. In fact, the production processes which produce genuine value
“require collaborative work, division of labour and, even, brainstorming. When workers
cannot produce output by labouring autonomously, unlike stacks of electricity generators
churning away independently of one another, and when the output is collectively, as opposed
to individually, determined, it is impossible to single out one worker’s output from that of
another: Thus, it is impossible to pay them piece rates and the capitalist accepts the inevita-
ble, offering the worker a labowr contract.

Notice however that labour contracts are very peculiar indeed. Contracts usually specify
that the buyer promises to pay price p at time ¢ per unit of good X and the seller promises, in
return, to deliver a certain quantity of good X at time ¢’ (where ¢ is usually prior to ¢’). When
this arrangement takes the form of a labour contract, one would expect p to be the wage
rate‘and X an amount of labour L. Now, by the abave argument, the capitalist will only be
interested in a labowr contract if there exists no well-defined function linking labour input
units £ 0 its output 0. The reason, we claimed above, is that, if such a function were well
defined, capitalists would be able to work out, using that function, the precise amount of
output O that this worker is producing given how much L they are buying from hini/her. If so,
capitalists would rather they fired him/her immediately, and re-contracted with him/her not as
alabourer but as an independent contractor selling O units of output for price p per unit.

In conclusion, the quantity L that the worker promises to exchange with the employer, as
part'of'this labour contract, cannot be the factor of production that the employer wants to
purchase! The units of L that the employer hires from the worker are not units that can be
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Box 4.7 Of generators and humans

The oil-fired electricity generator: the input L that it needs to work, oil, is both meas-
urable and corresponds {given the generator’s technical specifications) to specific
levels of electricity output Q. A well-defined function @ = f(L) is, in this case, imag-
inable. Whether the firm pays for L units of mput plus a rental charge to cover for the
cost of producing the generator or for Q, there is no analytical difference.

Jill, the worker: her input into production is labour L. With the help of capital
goods K (machines, tools, raw materials, efc.), Jill’s L produces output Q. Suppose
that, just like in the case of the generator, L is measurable and that there is a well-de-
fined function @ = /(L) that assigns to each level of L a level of output Q. Again,
there would be no analytical difference between a situation in which the firm pays Jill
wage w for each of her L units of input (while providing her the necessary K for free)
or renting her the K units of capital goods, for a given rental price r, and then purchas-
ing O directly from her at a pre-agreed price p. [In short, wL = pQ —~rK .]

Suppose now that (a) the firm cannot observe L directly and (b) there exists no
well-defined function linking O and L because Jill's labour input is not observable, the
output depends not only on her work but on the combination of the labour input of
many workers and, last, because in the context of social (as opposed to atomistici
production the productivity of human workers depends crucially on social norms and
psychological factors that differ ontologically from the inner workings of an electric-
ity generator and, thus, cannot be adequately captured by some mathematical function
linking individual labour input to individual output.! In this case, there is no equiva-
lence whatsoever between (a) a situation in which the firm pays Jill wage w for each
of her L units of input (while providing her the necessary K for free) or (b) renting her
the X units of capital goods, for a given rental price r, and then purchasing O directly
from her at a pre-agreed price p. In this case, the capitalist has no alternative than to
be an employer and to offer Jill a labour contract.

Note

1 If such a function existed, then by abserving output O the firm would aiso be observing L. In
most cases of sociai production, mere observation cannot help measure either a worker’s
Jabour input L or her eutput Q. Labour input is hardly ever measurable (How would you
quantify Jill’s productive effort? Would you plug her into some ergo-metre?) and, also, it is
often impossible to tell which part of a collectively produced output is due to Jill’s labour and
which is due to Jack’s, Tom’s, Dick’s or Harriet's.

technically linked, by means of a simple function (like that in the case of the electricity gen-
erator) to the firm’s output. For if such a mapping, or function, existed, no labour contract
would have been offered to the worker in the first place. Workers would be entrepreneurs
and capitalists purveyors of capital services, not dissimilar to firms renting trucks and
do-it-yourself tools.

The gist of the argument here is that a// labour contracts are equally peculiar in the sense
that one of the contracting parties, the capitalists, are hiring something that they do not care
for in the hope of wrestling from the seller something else, actual labour input, which is not
specified in the contract (simply because it cannot be specified). At the end of a successful
interview, the new employee shakes hands with the firm’s personnel manager and signs
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his/her labour contract. What is he/she promising te offer the firm? It is a number of hours

er week of his/her time during which his’/her skills and potential effort will be present
\within the firm’s premises and a vague promise to work diligently. But since no diligence-o-
metre can ever be devised (so long as the labourer is human), the only quantifiable part of
his/her promise concerns the hours he/she will be spending on the premises.

Now, employers care not one iota for these hours. What they care for is the unquantifiable
diligence bit which, unfortunately, cannot be specified. They care for Jack or Jill’s unquan-
tifiable, immeasurable. actual labowr input. This they hope to extract during the hours that
jack or Jill will be spending at work. Unlike other contracts which, at the moment of signing,
conclude the relationship between buyer and seller,'” the labour contract is the beginning of
a4 wonderful:non-market relationship. Once Jack/Jill enters the firm, as an employee, he/she
oxits the market and enters a purely social relationship with other workers and with his/her
employers. In this sense, the employer-employee relationship is one of the last vestiges of
the gncien régime which the market, despite its complete triumph everywhere else, cannot
penetrate. No mathematical function can capture this complex non-market refationship and
the way it transforms human inputs into the firm’s output.2¢

The peculiarity of the labowr contract results, therefore, from the peculiarity of human
|labour and its resistance to becoming machine-like. If humans could consent to becoming
more like electricity generators, no doubt they would and then the labour contract would be
no different from any other contract. But, then again, it labour could consent to becoming
another:species of machinery, it would lose its capacity to produce value. It is a delightful
paradox that-human labourers cannot consent to turn into machines, even if they want
nothing more:than the sweet oblivion offered by unconsciousness (or, equivalently, the blue
pill in The Matrix). For, it is this ‘incapacity’ to abdicate freedom that makes value possible
and the fask facing economists so different from that facing engineers.

4.6 The rise of the machines

Machines have acquired the governing power over human labour and its products.

This sounds like a snippet from some other science fiction movie in which the machines
have, vet again, enslaved us and turned us into a productive resource for their benefit. But it
1510 such:thing. It is, rather, a slightly paraphrased version of something Karl Marx wrote
in 1844 (in his Economic and Philosophical Manuscripts) about the world of his own time 2!
Marx’s point was that, even back then, humanity had elready fallen under the spell of the
machines’ capacity to generate purchasing power that developed a life of its own. Instead of
serving Humans to get what they want, it ended up enslaving them, telling them what to
want. Thus, indirectly, machines that were initially developed as mechanical slaves for the
befterment of men’s and women’s lives turned into masters. By now the reader will have
gathered that Marx's fleeting appearance in Box 4.6 was not incidental. Where Adam Smith
and David Ricardo had only aliuded to the important role capital goods play in industrial
society, Marx was the first political economist fully to incorporate machinery into economic
analysis. Moreover, in his usual poetic flourish, he told a story about a machine takeover
well before the cinema was invented and Matrix-like plots became all the rage.

Of course, Marx did not blame the machines. He never advocated a science fiction
scenario ‘in which the machines developed thoughts of their own and, suddenly, turned
against us. Even though he was familiar with Mary Shelley’s Frankenstein, where the
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artefact developed an alien intellect that eventually haunted its creator, Marx thought that
something more prosaic, and more menacing, happened to us: first we built machines to use
as elaborate tools. They remained lifeless and dim-witted, mere assortments of nuts, bolts
and silicon chips. But then we did something extraordinarily stupid: we organised social
production around them in a way that made us their willing slaves. In the Communist
Manifesto, he, along with his lifelong collaborator Friedrich Engels, asserts (using some-
what different words) that we

conjured up machinery with gigantic productive powers but, like a sorcerer who has lost
control of the powers of the nether world he has called up by his spells, we have become
their slaves. Instead of capital goods serving humanity, humanity has ended up as a cog
in capital’s machinery.??

His point 1s that, in a world in which entrepreneurs hire human labour and find themselves
in the clutches of the most inhumanly aggressive competition against one another (so
eloquently described by Adam Smith n his Wealth of Nations), they have no alternative but
to accumulate capital: to use bigger and better machines (or, in our days, smaller and better
ones) in order to lower costs and thus prevent their competitors from undercuiting them. No
rest for the wicked! Profit is ploughed back into the manufacture of more machines leaving
the entrepreneur no alternative but to espouse the life of a miser; to turn into an archetypal
Ebenezer Scrooge, who not only squeezes the life out of his workers but also desists from
anything other than subsistence consumption for himself and his family.

So, on the one hand the capitalist lives to serve the propagation of the rows of machines
in his factory while, on the other, his workers, wretched, bored and disheartened, attend to
them around the clock, making sure that they want for nothing. Capital, in this sense, becomes
a ‘force we must submit to... It develops a cosmopolitan, universal energy which breaks
through every limit and every bond and posts itself as the only policy, the only universality
the only limit and the only bond’ (Karl Marx, Economic and Philosophical Manuscripfs,
1844).3

Like the human will, which thrives on its own substance, capital too has a self-referential
momentum; one that, eventually, makes a mockery of our will. While inanimate and
mindless, capital quickly evolved as if it were in business for itself, using human actors
(capitalists and workers alike) as pawns in its own game. Not unlike the human will, capital
also instills, in our minds the illusion that, in serving it, we are worthy, exceptional, potent.
We take pride in our relationship with it (either as capitalists who ‘own’ it or as labourers
who work it), turning a blind eye to the tragic fact that it is capital which, effectively, owns
us all and it is we who serve it.

The German philosopher Schopenhauer castigates as deception the human conviction
that our beliefs and acts are subject to our consciousness. Marx castigates us for ignoring the
reality — that our thoughts have become hijacked by capital and ‘its” drive to accumulate. He
asks of us to swallow the red pill and wake up to the fact that capital is the source of our
illusions and that their name is ideology. But not all news is bad. Indeed, Marx was a master
tragedian who saw capitalism as an unfolding drama in which humanity has a chance to
awake from a nightmare that is its own doing. We can offer ourselves the option of taking
the red pill and, when the circumstances are right, we shall not be able to resist the lure of
the naked truth; however hard it may be to stare it in the face.

Authentic radical thinking defers to tradition. Intellectually, Marx was of a Greco-German
origin; a child of Ancient Greek philosophy, with Aristotle playing a prominent role and of
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Box 4.8 Adam Smith on human nature

This division of labour, from which so many advantages are derived, is not originally
the effect of any human wisdom, which foresees and intends that general opulence to
which it gives occasion. It is the necessary, though very slow and gradual consequence
ofa certain propensity in human nature which has in view no such extensive utility;
the propensity to truck, barter, and exchange one thing for another.

Wealth of Nations, (1776 [1981]) book I, chapter ii, p. 25 (our emphasis)

the :German - idealism that struggled to grow in the long shadow cast by his teacher
G W.E: Hegel > From the Stagirite, he inherited a commitment to seeing humanity’s pur-
pose, or telos, in terms of virfue, as opposed to satisfaction, wealth or power. He also derived
the idea of the human animal as one that can only achieve individuality while confronted by
4 wallof fothers” within the polis. The notion of the human as a living contradiction, between
the “self’-and the ‘others’, acquired greater significance in young Marx’s eyes under the
nfluence of Hegel; for it was Hegel who taught Marx that human freedom is not just about
-absence of constraints.

The Greco-German alliance led by Aristotle and Hegel instructed Marx in the fundamen-
(difference between humans and machines; a difference that lies in the deep contradictions
urking within our being. It is these irreducible, yet evolving, contradictions which set
s apart-and bestow upon us the dubious privilege of a unique capacity to create value. Isaac
wton .informed us that all matter is subject to contradictory forces which somehow
nceE gach other out in the process of creating equilibrium. The main coudition for a satel-
to'l break loose from the planet’s gravity is that its vectorial speed exceeds a certain
ireshold; so that the centrifugal force defeats its centripetal antagonist: either the satellite’s
peed exceeds the threshold or it does not. Though we may say that the satellite has been set
freetif ’bit»does, we must be careful not to mistake the metaphorical resemblance between
his freedom and the freedom of human agents that the intelligent machines in The Mairix
¢ missing, thus rendering the production of value within a fully automated society
mpossible.

Hegel’s objection to the loose use of the term freedom to describe satellites and humans
alike was that the human actor is the only “object’” where the telling contradictions lie within.
Unlike projectiles and robots, human freedom is bound up inextricably with an inner
turbulence: that demands expression. And human expression comes in the form of body
language,: speech, writing, art, song, lifestyle choices and creative spurts, even in the
manifestations of the inner tussle that draws us sometimes to conformism and at other times
to subversive acts. However, to be capable of genuine freedom of expression, we must have
something. meaningful to express; we must be able to achieve increasing degrees of
consciousness as our passage through life progresses.

Aristotle thought that we became persons within political society. But not all humans can
be part of that socialising process. The ones who constitutionally cannot must be kept in
chains: for their sake (since, like children, they are better off under the guidance of superior
intellects) as well as for the sake of those capable of genuine freedom. ‘Natural slaves’, very
much like the humans in the Marix, ought to provide the material goods and motive power
for the socialising process among the superior beings inhabiting the polis. Hegel agreed that
freedom was a process but poured tons of scorn over the idea of underpinning the freedom
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of some with the slavery of others. Qur consciousness, he argued, is achieved through
reflecting into other people’s eyes in the hope of catching a glimpse of who we truly are:
‘Self-consciousness attains satisfaction only in another self-consciousness’, he wrote.?* The
moment we reflect into the eyes of a person whose will we command as we like, we stare
into a void of un-freedom that consumes us. The fear that we may become like the bonded
*Other’ impedes our rational thought and sets off a chain of actions whose purpose is
to strengthen the Other’s chains lest we trade places. But the more we shore up the Other’s
un-freedom, the more immersed we becomie in our own fears, the harder it becomes for our
consciousness to reflect creatively on that of an Other and, tragically, the further away we
get from the possibility of attaining freedom for ourselves. If is in this sense that, for Hegel,
the history of human progress is the history of the negation of siavery.

And here lies the grand difference between his take on capitalism and that of Adam
Smith. Adam Simith’s account, as we have seen, was confined to the universal benefits
from the division of labour, from commerce, and from liberty defined as freedom from inter-
ference. Human nature was seen as time-invariant and driven by a constant propensity fo
truck, barter and exchange (see Box 4.8).26 For centuries we lived in societies in which our
crypto-merchant propensities were suppressed, waiting it out for the coming of the Age of
Commerce. When it did come, in Smith’s own time, our true and constant nature could at last
emerge and fill the planet with gadgets, bargains and all the benefits of unimpeded trade. In
that Smithian mindframe, history cannot really teach us anything about ourselves. In his own
friend’s words, ‘“Mankind are so much the same, in all times and places, that history informs
us of nothing new or strange in this particular’.?’

But Hegel had other ideas. While also welcoming the coming of the Age of Commerce;
he placed it in the context of an incessantly unfolding history in which progress in
material production was in constant dialogue with progress in human self-consciousness.
The miracle of the market was not, for Hegel, so much its capacity to coordinate economic
activity but, more importantly, it occurred through the creation of a ‘place’ where the human
will can meet the Other in perfect equality and freedom from all bonds and hierarchies.
As buyers and sellers, humans reflect into each other liberated from any compulsion and
united only by the prospect of mutual gain. Mutual recognition had found its locus in the
marketplace.

Progress is, thus, not just a case of more and better iPods, new market niches, greater
opportunities for overseas travel and, generally, better access to more material possessions.
More importantly, progress is synonymous with the March of Consciousness. Whereas
Adam Smith focused on market society’s capacity to deliver affluence, Hegel concentrated
on its ability to help make self consciousness the universal property of humankind. In his
own triumphant words: ‘Essence must appear’ 3

Karl Marx, a truly recalcitrant student, took great pleasure in castigating the unbearable
idealism of old Hegel and, often, to rub his face in Adam Smith’s political economy. He
rejected Hegel’s lofty narrative on the March of the Idea and the Progress of Spirit towards
its Absolute End, preferring to study reports on wage rates in Scottish mines and wool prices
in East India. For a while, he turned his back on German idealist philosophy, feverishly
immersing himself in the texts of Smith and Ricardo which he saw as gateways to
understanding the subterranean forces that were brutally commodifying the world. But try as
he did, young Karl could not shake off Hegel’s dialectic: the concept of progress-through-
contradiction that unfolds both within and without our minds (see Box 4.9). The more
he studied British political economy, the more of Hegel he recognised in the world
around him.
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Box 4.9 The dialectic

Modermism and science share a penchant for dualism. Isaac Newton thought that every
action causes a reaction and that the interplay between these opposite forces deter-
imines the state of things (from planets to molecules). Sigmund Freud believed that our
soul was fraught by a perennial conilict between opposite forces such as Eros and
Thanatos, Reason and Unreason, Ego and Id, etc. Thomas Hobbes, John Locke and
Adam Smith were all convinced, despite their many differences, of the opposition
hetween the individual and the state. In contrast, Hegel and Marx took a different view
on binary oppositions. Rejecting dualism for the so-called dialectic, they criticise dualist
accounts for running out of explanatory steam once the opposites are described. In Hegel’s
dialectical view, the opposites are transient and the conflict between them creative in that
it gives rise to something radically new. The opposites appear to him as a necessary
aspect of a larger (historical) process that renders their original opposition obsolete. The
cantradiction itself is, therefore, the determinant of both (a) the outcome and (b) the proc-
ess that fundamentally alters the constituent opposites of the contradiction.

Consider, for instance, the following riddle: Jill announces that she will matl Jack
apresent in the next 10 days. But, to keep this a surprise, she stipulates that he will not
bereceiving the present on a day when he has solid logical reasons for thinking that
heiwill receive it on that day.! Jack’s analyvtical Reason tells him that he will nor be
receiving the present after all! ‘If we have not received the present by the last post on
theninth day’, his analytical Reason muses, ‘we will then expect it for certain on the
tenth; in which case she cannot mail it on the tenth. Ergo, if we have not received it on
the eighth day’s last mailing, we will then expect it for certain on the ninth (since the
tenth day has been ruled out), in which case she cannot mail it on the ninth. And so on.
Nllwill be sending us no present, Jack’, concludes Jack’s analytical Reason pessi-
mistically. But then, Hegel might say, analytical Reason’s opposite, let’s call it Jack’s
subversive Reason, enters the fray (like Newton’s reaction to analytical Reason’s
action) with the opposite counsel. ‘Don’t be silly, Jack’, smirks his subversive Reason.
{Of course we will be getting the present. If your analytical Reason is right, and you
believe it as a truly rational person, she knows that you are not expecting a present any
day. But then she can mail it on whichever day takes her fancy!” Poor Jack! Convinced
by subversive Reason that a present is on its way, he wonders on which day it might
arrive. Analytical Reason goes back into the driving seat and concludes, for the same
reasons as above, that no present will be had. At which point subversive Reason
returns, etc., etc. Hegel’s point here would have been that this binary opposition will
either be preserved, in which case Jack will go mad, or that it will dissolve giving rise
to a'more nuanced type of reasoning, one that respects the fact that both analytical
Reason and subversive Reason are right and that they are both wrong and in need of a
third type of reason that synthesises the two. In short, having encountered this genuine
paradox of reason, Jack has become a smarter boy who understands the pure logic
cannot:tell him when Jill’s present will arrive. Learning to embrace indeterminacy is
part:and parcel of attaining a higher order of rationality. In the words of French social
anthropologist Claude Levi-Strauss,

... dialectical reason thus covers the perpetual efforts analytical reason must make
to reform itself if it aspires to account for language, society and thought; and the
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distinction between the two forms of reason in my view rests only on the tempo-
rary gap separating analytical reason from the understanding of life. Sartre calls
analytical reason reason. in repose; I call the same reason dialectical when it is
roused to action, tensed by its effort to transcend itself.2

For Hegel, the dialectic is at work whenever one human looks into the eyes of another.
The idea is not that of an infinite self-reflection, like the one we would end up with if
we pointed a camera towards a mirror. The machine’s eye may reflect infinitely into
itseif but its image will not change one iota. In contrast, a human eye, attached to a free
mind, distorts and reinterprets the original image when reflected in another person’s
eyes; the see-er sees something beyond the original image of herself. She begins to
recognise something about herself that would not be seen in a mirror or camera. And
when one has social power over the other, as in Hegel’s celebrated master—slave para-
dox, the dialectic of recognition turns on a more vicious contradiction: Assuming that
the master craves the slave’s recognition, but that the slave is programmed (through
fear) to provide anything that the master demands, the offered recognition is worthless
to the master and only a reminder of that which, because he is so powerful, he can
never have.

Marx botrowed the dialectic from Hegel and, from a young age, pressed it into the
service. of political economics. Consider, for example, the concept of the individual
which we now take for granted. Marx claims that it could not have existed prior to the
emergence of market societies, before the conflict between the aristocracy and
the bourgeoisie was intensified. and the latter began to eradicate the institutions of
feudalism. As feudalism was subsiding, suddenly it became intelligible as a system
and its death roar furnished thinkers like John Locke and Adam Smith the newfangled
concept of the individual, of individual rights, of freedom from interference. The bitter
opposition between landlord and merchant thus gave birth to a radically new way
of defining persons just at the time when it was being negated by history, i.e. as the
landlords were losing the battle and this particular conflict was becoming a thing of
the past.

Notes
1. For simplicity assume that the Post Office is extra efficient and same-day delivery is

guaranteed.
2 Claude Levi-Straus (1966 p. 246).

Marx was fascinated by the invasion of the market in every nook and every cranny; by its
insatiable restlessness that led to the commodification of everything; by its tendency to glo-
balise. ‘All fixed, fast-frozen relations, with their train of ancient and venerable prejudices
and opinions, are swept away’, he wrote (Marx and Engels 1848 [1998], p. 38). The market’s
global and local expansion means that ‘all new formed [relations] become antiquated before
they can ossify. All that is solid melts into air, all that is holy is profaned...” Behind the
market’s drive to conquer, to liberate and to profane, was a particular social class: the
Bourgeoisie. They started as merchants, moneylenders and shipowners before becoming
what we today refer to as capitalists. After the momentous events that helped commodify
land and labour (see Chapter 2), they were responsible for populating the emergent
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industrial society’s workshops and farms with waged labour and with newly invented
machines. But instead of retaining the role of masters, they soon were to be chased around
by the forces they had unleashed, just like the sorcerers’ apprentices in Harry Potter movies:
‘The need of a constantly expanding market for its products chases the bourgeoisie over the
whole surface of the globe’.2* Marx surmised Marx and Engels (1848 [1998], p. 39).

As one after the other the realms of human activity surrendered to commodification,
under the heavy bombardment of the market’s artillery, one bastion of the older, pre-market,
regime remained standing: the human labourer. However hard capitalists try to furn him/her
into-a machine, and to extract from him/her ‘work’ in the same way that they extract effort
from a horse or electricity from a generator, it is an impossible task. The worker cannot
discard his/her innate freedom even if he/she wishes passionately to be liberated from it; to
swallow the blue bill so that the weight of consciousness may be lifted from his/her weary
shoulders. The result of freedom’s stubborn perseverance is the continued prevalence of the
labour contract.

Hegel famously pronounced that no one can be free in a society which keeps slaves. Marx
taok this further: no one can be free as long as industrial production is organised around
machines:that are ‘owned’ by one group, a minority of capitalists, and ‘worked’ by another,
the majority. If the rationality that allows us to build the machines is the product of history,
43 Hegel would claim, then capitalism sets limits within which our freedom cannot breathe.
The: owner-capitalists and non-owner workers are equally at the mercy of the machines
that they ‘must both serve. All the world’s amazing wealth, every smidgeon of the ever
expanding surplus made possible by the Jabour contract, under which ‘free workers’ labour
side=by-side - with incredible mechanical slaves, instead of liberating us from want and
_deprivation seems to deepen our sense of un-freedom and to heighten the feeling of a certain
_ indefinable lack.

This is-the first aspect of Modernity’s Grand Irony. The second aspect is that, as long as
human work resists full commodification, society can produce value; but only under circum-
stances that also produce crises, like that of 1929 or indeed of 2008. The next chapter tells
the story:of how these crises are nothing more than a reflection of the unquenchable contra-
dictions -within our psyche or reasoning caused by the dominant logic of capital. They are
also glimpses of hope of a different world in which we become rulers of our destiny, masters
of the machines that we brought into the world and designers of a world where a crisis like
the:Crash of 2008 will no longer be possible.

4.7 Humanity as a virus

In another scene from The Matrix the hero, Neo, is being detained by Agent Smith, the chief
algorithm responsible for capturing escaped humans and returning them to the power plant
as electricity generators. In an almost human moment, Agent Smith seems compelted to
justify to its captive why the machines had no alternative but to take over the planet and treat
humans like a renewable resource:

P’d like to share a revelation that ['ve had during my time here. It came to me when
Itried to classify your species. I've realized that you are not actually mammals. Every
mammal on this planet instinctively develops a natural equilibrium with the surround-
ing environment. But you humans do not. You move to an area and you multiply and
multiply until every natural resource is consumed and the only way you can survive is
to spread to another area. There is another organism on this planet that follows the same
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pattern. Do you know what it is? A virus. Human beings are a disease, a cancer of this
planet. You are a plague. And we are... the cure.
(Wachowski, 1998, #144, pp. 97-98)

The problem with the machine’s use of the virus analogy is that it resonates powerfully with
our worst fears about ourselves. Humanity’s first and second Great Leaps Forward turned
us from just another nervous species struggling for survival into the Earth’s undisputed ruler.
After some mindless evolutionary accident endowed us with language (around one hundred
thousand years ago) came the first Leap (recall Chapter 2) which bestowed upon our
ancestors the power to compel the land to yield plants for our consumption and for the
consumption of the animals we enslaved for their milk and flesh. Nature’s free hand to select
its species was now joined by humanity’s methodical breeding of plants, animals and germs,
It was our first move in a game of planetary take over. Surplus production took hold and
grew until artefacts of our Empires, like the Great Wall of China, became visible from
space.

The second Leap was much more recent and required the liberation of labour from its
feudal bonds and its attachment, by means of the labour contract, to the newfangled machin:
ery that spread itself and its products across the high seas, the ragged mountains and the
endless plains; even. into the expanses of space and the minutiae of our own genome. Our
collective planetary footprint grew exponentially from almost nothing to that of an enor-
mous Leviathan. While many of our species remain in the clutches of desperate need and in
circumstances often worse than those humans suffered a thousand years ago, collectively we
are producing a great deal more foodstuff, gadgets and machines than we need. Mountains
of food and rivers of wine are either binned or stockpiled daily; cars remain unsold; clothes
unworn, ships floating idly on the fringes of our great ports. Human labour itself is either too
scarce or terribly abundant, impeded from reaching the parts of the global economy where it
could be usefully employed. Ever expanding walls obstruct much needed movement in: an
era that celebrates something it refers to as globalisation. And, meanwhile, the land turns
brittle, the rivers reek of poison, the corals are dying and the atmosphere is filling up with
NoXI0us gasses. :

So, our two Leaps helped us take over the planet in a brief ten thousand years. Not
perhaps in a manner of our own conscious choosing, but surely and brutally nevertheless:
Were we to weigh the total human population plus our livestock and domesticated animals
around ten thousand years ago, that is before the first Leap, we would find that this aggregate
weight accounted for around a tenth of a percent of all the planet’s land animals. What do
you think the figure is today? It is a stupendous 98 per cent! Paul MacCready, the engineer
who computed this astonishing figure, has this to say on the matter:3¢

Over billions of years, on a unique sphere, chance has painted a thin covering of life -
complex, improbable, wonderful and fragile. Suddenly we humans... have grown in
population, technology, and intelligence to a position of terrible power. We now wield
the paint brush.3!

The question is what we do with it. Will we confirm the machine’s prophetic powers
by behaving like a suicidal virus threatening the very biosphere which supports its own
life systems? Or will we collectively design our way out of the conundrum? Political
economics will, inevitably, play a significant role in determining the answer. However,
our economic understanding cannot help much unless it grasps the dialectical nature of our
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species (see Box 4.9): namely that, af the same time, (a) we possess the properties and dis-
play the behavioural codes of a particularly stupid virus; and (b) we have a capacity to act as
intelligent:designers of a rational life on Earth. How this antithesis will play out, and what
the future holds for us, depends crucially on securing a firm grasp on the extraordinary
human. capacity to be both a virus and a god. We have a moral, but also a practical, duty to
shcce d Put simply, as a species, we have become too big to fail —~ much like the banks but
only on.an even larger scale.

‘now; the omens are not encouraging. Qur age is one in which two major crises seem
. e converged, threatening us, as a species, with the perfect storm. The year 2008 was
not only the year of the economic meltdown but also a time when the environmental crisis,
caused by our unchecked economic exuberance, has reached something of an apotheosis.
And how did we respond? Pathetically, is the honest answer. In the economic sphere, the
bailouts-and massive government intervention that propped banks up has made it possible
forthe elites, and the media, to hide their heads in the sand; to pretend that we are back to
business-as-usual, give or take a little extra regulation of the financial sphere. The year 2009
also:marked the sorry failure of the Copenhagen Conference whose purpose was, suppos-
edly; tosstrike a global covenant on how to deal with climate change. We seem to be working
hard to vindicate the verdict on our species that the machine bleakly outlined at the begin-
niig of this section.

On a brighter note, every genuine crisis is packed with potential for new pathways to
enlightenment and reason. As authors, we stand convinced that 2008 is such a crisis. And
that in the new era that began in 2008 it will be possible to prove that, though we often
exhibit viral properties, we can be more than a virus: that we can be our own cure. But first
Wwe must come to terms with the way our societal structure produces crises as if by design.
Thus, the next chapter extends the present diagnosis into the first serious account of why
crises are endemic to market societies; of why contemporary capitalism sets limits within
which humanity cannot preserve, let alone develop, its most endearing capacities.
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4.8 Epilogue

The rise of the machines was not planned by anyone. Indeed, nor was music, language, art,
arithmetic or money. Every constituent of our culture evolved. This chapter concentrated on
the evolutionary pressures on our freedom and our problematic relationship with the
technology that has both liberated and enslaved us over the past few centuries. It concluded
with a query about our viral properties. The trouble with humans, we surmised, is that, at one
level, we surrender unthinkingly to machines and to viral behaviours alike while, at a deeper
level, we instinctively resist the loss of freedom that these tendencies entail. This contradic-
tion, as the next chapter argues, offers a powerful explanation of contemporary societal and
eCONomic Crises,

With the rise of the machines we arrived at the brink of dehumanisation, as Charlie
Chaplin’s Modern Times so eloquently depicted. Rather than inventing our mechanical
slaves, we seem to have created our mechanical masters. Our new-found aggregate wealth
was purchased at the price of new forms of depravity. Workers and employers alike became -
appendages to material forces beyond their control. Later on, our minds invented digitisation
which, despite its wondrous capacities to free up our imagination and expand surplus further
and further, brought us face to face with the spectre of the mother of all false conscious-
nesses: a virtual reality, as in The Matrix, that can potentially lead to the ultimate loss of
human liberty; a symbolic reminder of the disconnection between our desires and our
capacities that has enriched real estate agents, elevated marketing to a fine art, fueileé
financialisation and brought us, eventually, the Crash of 2008.

There is, thankfully, a silver lining in all this. Unlike in 7he Matrix, a distinctly human
kernel remains at the heart of all our economic activities. And it is this indestructible kernel
that 1s responsible, at once, for the continued production of value, for the penchant of our
economies for crises, but also for the preservation of a chance for genuine freedom and
substantive rationality. It seems to us, as authors, that to confront the challenges of the post:
2008 world, humanity needs to find ways of placing value creation under its conscious,::
rational control. The demeanour of the United States government in the aftermath of both
World War Two and, more recently, the Crash of 2008, suggests that our perspective is not
without historical precedence. After all, in the late 1940s (as Chapter 11 will argue) United
States officials set themselves the task of designing, from scratch, a global social economy
that worked. Similarly, after 2008, the US Federal Reserve, along with the US Treasury,
took it upon themselves to save world capitalism from itself by means of a top-down
intervention on a scale never seen before, at least during peacetime,

At this stage it matters not one iota whether one agrees with US policy in the 1940s or in
the post-2008 period. Our simple point is that, even the staunchest advocate of free markets,
the government of the United States of America, is constantly attempting to design a more
rational world economy, to which it devotes vast resources. In this book we shall be arguing
for interventions, plans and designs that are both bolder and more ambitious. Later chapters
will argue in favour of top-down design in areas that transcend the financial sphere and touch
upon the nexus linking humans and machines, capital and labour, centre and periphery. But
before we get more entangled in these intricate discussions, it is important to state our idea
simply.

Value, we argued in this chapter, remains relevant as a concept as long as a kernel of
freedom remains untouched inside each one of us. The greatest contradiction of our times
is that capital accumulation and growth both depend on the preservation of this kemel
and work inexorably towards its annihilation. The Crash of 2008 is, to a large extent, but a
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macro—manifestation of this antinomy. We cannot go on. we argue, like this. If the next
ecOROMIC meltdown due to the irrationality of the global economic system does not bring us
down,:our incapacity to manage our environment, our population movements, our human
and natural resources will. So, if humanity is to be saved from itself, to overcome its
endency to act like an irresponsible virus that destroys its habitat, and to realise its potential
as an intelligent designer, our collective task is simple: it is to reach into our deepest recesses,
where that stubborn kernel of freedom and reason is hiding, bring it out into the open and use
it as the primary raw material with which to fashion a collectively rational design in which
the world’s machines are well and truly the slaves of the human spirit and their products
help us traverse landscapes of the finer pleasures that only creative exertion can yield. Put
differently, the time has come to shed our virus-like demeanour and take control of our

{nventions.

Upon reading these lines, and given the prejudices of our era, one might rightly ask
whether it is wise to seek solutions to our species’ problems on the basis of some top-down
grand design. Is it not the case, one may well ask, that such ambition fuelled the world’s
areatest authoritarianisms, leading not only to ruined economies and environmental waste-
lands but also to the gulag? Indeed, this is very much so. However, we do not hear anyone
argue that genetic engineering aimed at eradicating muscular dystrophy is either immoral or
pie-in-the-sky because the Nazis embraced (at huge human cost) a combination of Darwinism
and genetics (without any tangible scientific success).

Another objection takes the form of the frequently posed question: are unfettered markets
1ot mo"r_é-_éfﬁcient than any centrally planned system in delivering solutions for a modern
world in which freedom-loving people want to live? Not in the slightest. Any half serious
investigétion of capitalism will reveal that markets were brought about by direct state action
and cannot work outside the context of some grand political design entorced and supervised
by state power. The dilemma between state intervention and markets is just as false as a
claim that 'we must choose between natural selection and genetic engineering. Granted that
a genetic engineer would be criminally negligent were he/she to ignore the manner in which
his/her é$igner organisms would interact with other organisms in the context of natural
selection;¥ it would be absurd to suggest that humanity must choose between natural
selectionand genetic engineering. So, the question is not if we want a grand top-down design,
both in'the realm of genetics and of political economics, but which one is best suited to our
species interests.

We end this chapter on the human predicament with a diagnosis for the twenty-first cen-
tury drawn from two great nineteenth-century figures that, in one way or another, featured
praminently in the preceding pages: Marx and Darwin. No one designed capitalism. [t simply
evolved; liberating us in the process from more primitive formms of social and economic
organisation. It gave rise to machines and methods that allowed us to take over the planet. Tt
empowered us to imagine a future without poverty where our life is no longer at the mercy
of a hostile nature. Yet, at the same time, just like nature spawned Mozart and HIV using the
same indiscriminate mechanism, capitalism also produced catastrophic forces of discord,
alienation and environmental degradation. It generated acute crises (as the next chapter will
illustrate) and produced, in the same stride, new forms of wealth and of deprivation.

In evolutionary terms, capitalism, and in particular the way it hinges production onto the
labour contract, is too primitive a system. As the next chapter will argue, calamities like the
Crash of 2008 and the collapse of the 2009 Copenhagen Conféerence on climate change are
the tip of the melting iceberg. Less well seen is capitalism’s wastefulness of human and
natural resources, as well as its encroachments on genuine liberty. The main reason? Because
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capitalism is one evolutionary stage behind the productive capacity of the amazin
‘machinery’ that it, itself, brings into being. Humanity’s current task is, thus, to do th:
which a virus cannot: to design our continued evolution and steer its path in a direction ¢
our choosing, if only for the planet’s sake.

Box 4.10 Of viruses and humans

This chapter has argued that the origin of all value, as well as the cause of all our
woes, is the ontological difference between electricity generators and human
labourers; between, on the one hand, the ants and the bees and, on the other, the human
architect (see Box 4.6). On one side we have mindless, albeit immensely productive,
creations while, on the other, we have quirky but purposefully intelligent creators.
This is yet another binary opposition that has caused us much confusion. Charles
Darwin’s brilliant insight was that this opposition, while real, is not cast in stone, that
it can also be dialectically transcended, just like the binary oppositions discussed in
Box 4.9.

Following Darwin, we now know that, from the Big Bang onwards, marvellous"
complexity evolved in the absence of any agent capable of intelligence or comprehen-
sion. Life emerged on Earth shortly after the plaret stabilised and bubbled along in the
form of single prokaryotic cells for a billion years before its first momentous transfor-
mation; the fusion of two prokaryotic cells into one brand new eukaryotic one. With
the birth of multi-cell life not only was death ‘invented’ but also the path that led to
our evolution was cleared. Eukaryotes were the beginning of the division of labour
between cells that later developed into muscle, blood, livers and, of course, brains.
Two and a half billion years later, we emerged; a mere six million years after our
branch in the Tree of Life diverged from that our immediate cousins (the chimpan-
zees). While our extended family developed no language, and thus no capacity to
grasp the ways of Nature so as to produce surplus, we did. The rest, as they say, is
history.! h

But how did this unique human capacity for comprehension, reason and, ultimately,
freedom, emerge? What was the impetus of the amazing complexity typifying the
structure of our brains which made language, culture, algebra and reality TV
possible? Darwin’s radical idea was that our intelfigence evolved accidentally out of
primordial idiocy. That we were the first intelligent designers and that we were our-
selves produced, without a blueprint, as a result of a mindless process involving the
basic agents of evolution: replicators which are no more than biological or data enti-
ties with an attitude;? i.e. with an ability to copy themselves; to adapt in response to
the environmental circumstances; and, of course, to mutate.

This simple idea of the unplanned genesis of order and brilliance out of a pre-
historic soup of stupid genes has a longstanding symbiotic relationship with political
economics. Darwin himself famously admitted that he borrowed the idea of natural
selection from Thomas Robert Malthus’s argument that death from famine and pesti-
lence played an important role in keeping the number of humans within the limits of
the planet’s capacity to feed them and that this ‘Struggle for Existence’ ensured that
the behaviours, inventions and ideas that helped men and women survive would be
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favoured over time, while those that did not would become extinct.® But even before
Malthus® dismal theories, Adam Smith’s radical idea that markets produce vittue in
the absence of a benevolent planner (recall Chapter 2) resonated beautifully with
Darwin’s most basic tenet. From the late nineteenth-century to our days, political
scomomists who took it upon themselves to defend capitalism, from those who pur-
ported to regulate, restrain and even overthrow it, embraced the Smith-Malthus—
parwin mindframe, portraying any critic of capitalism as a form of creationist
audacious enough to question natural selection.

To this very date, most mainstream economists assume that their defence of the
unfettered market systeni is on a par with biologists” defence of Darwin against the
attacks of fundamentalists, creationists and assorted crackpots. This is, of course, a
flight of fancy. Darwin himself, in the Origin’s first chapter, discusses the methodical
selection of species that generations of human agriculturalists and breeders used to
interfere with Nature. Since then we took things one step further in developing genetic
engineering. No one claims that our capacity to engineer DNA and create new desigrer
organisms in the lab negates natural selection. The difference between us and viruses
s that, unlike the latter, we have both a capacity to grasp the laws that rule over our
evolution and to affect them directly. The towering question at the present historical
juncture is whether we can do something of the sort at a planetary scale before our CO,
emissions and our toxic wastes destroy our own habitat in a manner that will make a
“mackery of our claim to be superior to viruses. But this is a political question that
“evolutionary biology has precious little to say about.

SNotes

L For.more on the extent to which history, especially that of capitalism, can be explained by

evolutionary theory, see Varoufakis (2008).

2. Daniell Dennett, a philosopher who trained in neuroscience in order to understand the bio-

. “logieal processes underpinning human thought, defines viruses as s#rings of nucleic acid with
iifude — see Dennett (2001),

In:the introduction to his celebrated On the Origin of Species (1859} Darwin wrote: ‘In the

: xt chapter the Struggle for Existence amongst all organic beings throughout the world,

i which inevitably follows from the high geometrical ratio of their increase, will be treated of.

This is the doctrine of Malthus applied to the whole animal and vegetable kingdoms’

(1859 [1996] pp. 5-6).
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5 Crises
The laboratory of the future

5.1 The two natures of labour

The trouble with humans, as established in the previous chapter, is that our labour cannot be
fully commodified independently of our will. At work, like in all walks of life, humans can
never behave like electricity generators even if our lives depended on it (see Box 4.8). Unlike
the hiring of a generator, which is a machine fairly unproblematically translating given
inputs into a measurable output, the eniployment of human work is never that straight-
forward. For, when an employer hires a person’s work, the latter cannot be neatly extricated
from the worker’s subjectivity (recall Section 4.4). Whereas capitalists can do as they like
with a generator or a horse, they have no alternative but to tolerate that core of the
human worker which can never be fully subjugated; a faculty which is impervious to quan-
tification; a will which, ultimately, is uniquely placed to produce value because its freedom
is non-negotiable and impossible to transfer fully, with or without payment, to another
intellect.

Unable to buy the workers® work, employers resort to offering them a labour contract,
specifying pay, hours and conditions, at which point employer and employee embark upon
a ‘beautiful” relationship (see Section 4.5). The worker’s subjectivity is like a thomn in
the employer’s backside but, at once, proves to be the sole source of the value produced
on his premises. Marx read much into this paradox. The opposition between (a) the employ-
er’s drive to subjugate an alien force deeply buried in the human worker’s psyche and
(b) that alien force’s frantic struggle for autonomy, defines the labour process: the process
by which the commodity purchased by the employer is turned into an actual (though uncom-
modified and uncommodifiable) labour input which, in turn, instills value in the produced
output.

Through this prism, value is the consequence of a merciless dialectical opposition (see
Box 4.10) between the capitalist’s yeamning to accumulate machines and the worker’s inner
freedom.! At stake is, for the capitalists, their capacity to survive as capitalists and, for the
worker, his/her humanity. The fascinating feature of this tussle is that the resistance offered
by the worker’s inner (human) kernel is as essential for the capitalist as it is despised by
him/her. For, if he/she could fulfil his/her employer’s greatest fantasy, and turn into an agree-
able robot or a type of inexpensive generator, the benefits for the capitalist would be tremen-
dous but only msofar as this is not something that could happen to all workers. A similar
acquiescence by all workers would take us back (or is it forward?) to a Matrix Economy
where the machines replicate themselves but no value is created. As long as the capitalists
remain human, their interests (as capitalists) would be destroyed by such a development, The
saying that ‘a vengeful god would grant us our every wish’ is tailor-made for capitalists.
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Annihilation of the workers’ freedom to resist their conversion to mere machinery would
also be the capitalists” downfall. In Marx’s words:

1f the whole class of the wage-labourer were to be annihilated by machinery, how
terrible that would be for capital, which, without wage-labour, ceases to be capitall?

Labour is the living, form-giving fire; it is the transitoriness of things, their temporar-
ity, as their formation by living time.?

Saved by their inability to fully subdue the workers’ mental autonomy, and thus destroy the
life-giving properties of labour by turning it into a resource like any other, the capitalists
remain in control of the production of value. The labour contract which enables them to do
s0 embadies the two natures of labour: on the one hand, there is the commodity that capital-
ists hire when shopping at the labour market. Marx calls this commodity labour power, but
it is often easier conceptualised as labour time. On the other there is the activity, or life-
giving force, that infuses value into labour’s output; the labour input.

Labour power, like all commodities, comes at a price (the wage rate) and is sold in pre-
agreed ‘packets’ measured in hours. Of course, as discussed in Section 4.5, capitalists have
1o time-for labour power. If they do buy it, it is only because it confers upon them a legal
right, and an opportunity, to extract from workers what they are really after: actual labour
input. Why extract it and not simply buy it? Because, as we already explained, labour input,
much like-love and talent, cannot be bought; because like a beautiful sunset, it can never be
{at least not in a pre-Matrix world) commodified. The only way of getting to it is by buying
labour power and trying to squeeze labour input out of it in the context of the labour process
{see:Box3.1).

So; labour breathes fire into our social universe but only on condition that a modicum of
freedom survives within the mind of the worker. Critically, capitalists are forced to try to
adopt a labour process (by which commodity labour power is turned into activity labouwr
inpurybrutal enough to keep them in business. However, human nature constrains them to a

Box 5.1 Labour’s two natures

Labour power (the commodity)

This:is the quantifiable and commodifiable face of labour. Mental and physical skills,
and time on the job. It comprises: *... the aggregate of those mental and physical capa-
bilities existing in a human being, which he exercises whenever he produces a use-
value of any description’. (Marx, Capital, vol. I, chapter 6) As such, it possesses
exchange value (like all commeodities) but no real use value.

Labour input (the activity)

This‘is the unquantifiable aspect of labour which, as such, cannot be the subject of
a well-written, water-tight, commercial contract between employer and worker. It
possesses plenty of use value (since it is what infuses value into commodities) but no
exchange value (since it cannot be bought or sold).
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Labour process

The process by which capitalists buy labour power in order to extract labour input. In
short, the process by which labour power is transformed outside the market (and inside
the firm) into labour input.

For labour, or rather labour power, is not a primary input, on a par with ‘land’.
Men, like capital, are reproducible, only twiceover: once, when they are born; and
a second time, when they enter the labour market. Twice they are born as clay,
never as putty. The life horizon of this clay, unlike that of clay-machinery, is
exogenously given; and there is not, for men a scrapping rule, whereby an obso-
lete man can give way, via the surplus which his labour power has created to free
capital which can then be reinvested to produce another labour unit. Then, how,
do men adapt to a changing world by changing their own value? If we want to go
behind the laws of motion, so to speak, to the faws of value of society which
underlie them, if we wish to measure the worth to a historical society of labour
time, not for the production of surplus but for the reproduction of labour, then we
must ask what labour is.

Krimpas (1975)

level of brutality lower than what would be necessary in order to diminish their workers’
spirit to such an extent that they become machines. The workers’ instinctive resistance to the
capitalists’ ambition to render their labour mechanical is, in the end, in the capitalists’ own
interests.

Labour’s two natures appear in two separate locations. Labour power is traded in the
market for labour. Labour input is, by contrast, what occurs after workers have exited
the market, with a Jabour contract under their belt, and have entered production on the
employer’s premises. Once they have signed on the dotted line, they have entered perhaps
the only locus within capitalism which remains a marker-free zone: the firm, the factory, the
farm, the workplace. While there, their relationship with other workers and with the employer
is a purely social one that can never be mediated by the market.* The labour market’s only
continuing role, while they are busily employed, is that it offers them the only fallback
position; their only outside option: to resign and gallantly search for another job.5 Box 5.2
‘updates’ our theory of how labour contributes to production under the new (dialectical)
light of labour’s two natures.

The importance of all this comes down to a simple thought: the dual nature of labour
offers a useful explanation of where profit comes from. In Adam Smith, for instance compe-
tition drives profit to the ground. Prices drop until they reach the level of per unit costs at
which point all profit disappears. Naturally, profit only appears fleetingly and disappears the
moment the market’s gravitational forces ‘drag’ the system to its natural equilibrium. For
Ricardo, profit is something that happens during the transition to capitalism’s *natural state’
in which no profits are made, that is, at the point where the whole product is divided between
rent and wages, although clearly he dreaded the prospect. Marx begged to differ. He believed
strongly that capitalism and profit are synonymous. While in full agreement with Smith
and Ricardo that competition wipes out the possibility of making a profit systematically
by buying and selling commodities, he was convinced that profit was the elixir that kept
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Box 5.2 The labour theory of wages and surplus value

In Box 4.8 Jill, the worker was portrayed as a machine (likened to an electricity gen-
erator). Her input into production was labour input L. With the help of capital geods K
(machines, tools, raw materials, etc.), Jill's L produced @ units of output of a value
analogous to quantity L employed. Each unit of output, thus, had a value of approxi-
mately O/L. However, in the context of labour’s twin natures, labour input L cannot
be purchased as such. It can only be extracted from Jill’s labour power N (measured in
contractual hours) that Jack, the capitalist employer, buys at a wage rate of w per unit.
His total labour cost in value terms is the product wi, or wN/Q per unit of output. This
is the variable capital that Jack must “spend’ on Jill before he gets a chance, during
production, to extract her L units of actual labour input.

The value of Jill's labour power: so, what does wN depend on? Marx’s answer is
consistent with the Labour Theory of Value, according to which the value of a com-
medity is analogous to the labour input necessary for its production. But what labour
inputs go into the production of commodity labour power? Marx’s answer turns on the
- commodities that are necessary for the reproduction of Jill’s normal life, e.g. food,
_(jlot_l_ling, toilet paper, heating fuel. These Jill must buy at the market at a value analo-
gous to the labour input placed into them by strangers. So. suppose that for Jill to be
able to report to work every day, and be in a position to work ‘normally’, she requires,
on a daily basis, commedities ¢, @,.,..., @, . Suppose further that to produce these,
other workers, working in places far and wide, must provide the following labour
1 'p_'litS: for the production of the ¢, units that Jill needs, A workers had to provide
labour-units 27, L7 ,..., L. Similarly, for the production of the o, units that Jill
needs £ workers had to provided labour units L5 ... L2" ... Finally, for the
production of the ¢ units that Jill needs, Q workers had to provided labour units
LR LA Letting,

VS e LV, S LA L A ok L

Ve =[5+ L o+ LR

weiderive, as ¥y, V... ., and Vyg, the value of every commodity making up the basket
of commodities that Jill must be int a position to afford in order to report to work daily.
Thus, the value of the commodity she sells daily to Jack (i.e. the value of her labour
power) cannot be less than the sum of these values. In a well-functioning market, the
value of Jill’s labour power, say, V;, will equal the sum;

Vip =V # VotV

Note that the value of Jill’s labour power is merely a sum of the actual labour inputs
that went into the production of the basket of comniodities Jill buys with her wages.
Itiis the magnitude of other workers’ aggregate work that keeps Jill going.

The value of Jill's work (or labour): while at work, Jill imparts her own labour
units L into the commodity that Jack’s firm specialises in, producing thus Q units of
output (each of which is, consequently, valued at Q/L).
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Surplus value: Jack pays Jill a wage w for N units of commodity labour power: a
total of wiN which must be (see the definition of the value of Jill’s labour power above)
such that wN =¥, ,. In return, he receives N units of her labour power, e.g. eight
hours of work, which in turn gives him a chance to enter into a social non-market rela-
tion with her and extract from her, while she is on the job, an actual labour input equal
to L units, i.e. he becomes the owner of the produced ) units of the final product-
commaodity whose value equals L. The difference between this L, i.e. of the value of
the commodity units Jill creates, and the value of her labour power V;p is precisely the
same as the difference between the value to Jack of her labour input and the value he
paid for her labour power. Marx defines this difference as surplus value! and pinpoints
it as the source of profit: S =L -, .

Note

1 In Marx’s narrative, it is as if Jill is paid only for a portion of her labour time, receiving the
rest as surplus labour. We avoid this exposition because it steals the thunder of Marx’s origi-
nal intuition. For if surplus labour is measurable in (unpaid) hours, this implies that labour
input is also measurable (in hours worked). But if it is measurable, then the whole point about
the dual nature of labour (which is based on the idea that labour is split between one compo-
nent that can be quantified and another which cannot) is well and truly lost. For this reason,
we adopt a narrative in which the amount of labour input that can be extracted from a given
amount of labour power is radically, epistemologically indeterminate and certainly not meas-
urable in hours, kilogrammes or microwatts ... The term ‘epistemologically indeterminate’ is
used to emphasise that, while the individual worker’s labour input’s magnitude may well be
(ontologically) determinate, it is not a magnitude that employers can ever measure with any
degree of determinacy. This epistemic indeterminacy is the key to surplus value generation
and, by extension, the source of profit.

capitalism dynamic, vibrant and, indeed, alive. Rather than to explain profit by invoking
some market ‘imperfection’ (e.g. to claim that powerful firms make profits by restricting
competition), he aimed at a perspective which would explain capitalist profit as a permanent
Sfeature of capitalism at its most ‘natural’ or ‘normal’; that is, even in the presence of the
most ruthless competition. His explanation of the source of such systematic profit that com-
petition does not eliminate turns on labour’s dual nature.

Unlike other commodities that lack labour’s dialectical, or dual, nature, labour allows its
buyers to do something they cannot do with any other commodity: systematically to claim a
residual every time they buy and sell it. This they cannot do with apples, oranges or, indeed,
electricity generators. When ‘things’ are traded, their unitary nature ensures that no profit
can be made systematically from arbitrage (from buying and re-selling them more dearly);
at least not in competitive markets where competition is strong enough. But labour has two
natures; its buyer (Jack) buys only one of these ‘natures’ (labour power) not because he
cares for it as such but because he is interested in the second nature ({abour input) that can
be neither sold nor bought. Labour’s second nature is what the employer is interested in, as
it is the life-giving ‘force’ imbuing output with value. Thus, by driving a wedge between
labour’s two distinct natures, which can also be expressed as (a) labour’s exchange value
(see ¥, p in the Box above) and (b) its use value, the capitalist reaps surplus value. From that,
the capitalist pays the landlord the owed rent and the banker the owed interes:. What is
left over is the firm’s profit, a small portion of which the capitalist keeps for his miserly
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subsistence, and the remainder is ploughed back into the business in the form of investinent
into more capital whose explicit purpose is to keep per unit costs down and stop competitors
from turning him into yet another purveyor of labour power.

The size of surpius value, and therefore of profit, depends, in this sense, on a purely social
process internal to the firm but crucially linked to the whole economy. How many actual
Jabour units Jack will extract from Jill during the production process is not a technical
matter (unlike the electricity generator whose output is linked to fuel inputs in a manner that
a qualified engineer can account for fully). It depends on Jack’s social power over Jill, on the
psvchological relationship between them, as well as on the social relations between workers
governing the ways in which Jill works alongside her fellow workers.® To offer a simple
example, consider what happens when unemployment rises in the sector. It is very likely that
Jill will be more fearful of dismissal and, thus, this endows Jack with increased power over
her: If this development results in more labour units L being supplied by Jill for the same
Jabour power purchased by Jack, surplus value rises even while all other things remain
equal.

The economic effects of labour’s dual nature and of the social dynamics this infuses into
a market society, know no bounds. Marx identified the value of labour power, that is, the
wage, with the labowr input that was necessary for Jill’s ‘reproduction’. However, he
neglected to mention a category of goods essential to the reproduction of Jill's normal life:
the care, support and hard work that her family members contribute to her life. Alas, these
crucial goods are not commodities (since they are not ‘produced’ for sale) and are, mostly,
‘supplied’ by unpaid female labour. What about the unpaid labour input by those shadowy
workers:which are just as indispensable contributors to Jill's capacity to sell labour power
toJack? To see the economic importance of this ‘unseen’ labowr input, consider what
happens when an economic crisis, like the one following the Crash of 2008, reduces wages.
When wages are reduced, this means that workers will have to do with fewer of the com-
modities:that are necessary for their ‘reproduction’. More often than not, the resulting cuts
in:their family budgets are compensated for by those who care for them (traditionally their
wives/husbands), who must produce more goods at home in order to replace the commodi-
ties that;the household wage income can no longer purchase. Jill must therefore increase her
{abour input inside her home to replace goods that were hitherto purchased with the wages
of her husband and children, as well as her own.” Thus, recessions not only intensify the
extraction of surplus value at the workplace but also of the labour input extracted in the
domestic sphere by those (usually men) with greater social power over the rest of their
families.

To conclude this section, the labour market is the locus of a momentous clash between
an irresistible force and an immovable object; a collision between: (a) the inexorable forces
of capitalism which commodify everything and anything in their wake, and (b) the infinite
tenacity with which human nature resists quantification, mechanisation and, thus, full
commodification. The result of this contradiction produces the labour contract and an eco-
nomic system that resembles a vast acean of market activity punctuated by an archipelago
of isles against which the mighty waves of commodification crash, but cannot fully
overcome. It is on these isles, that is within the capitalist firms, that value is produced by
human workers engaged in a labour process sequestered from the market. That value,
once produced, is tossed back into the ocean of market trades thus generating surplus
value for the firms’ owners, interest for the bankers, rent for the landlords as well as
a source: of renewable energy, profit, which maintains the ocean’s dynamism and overall
vigour,
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Box 5.3 Labour power, human capital and The Matrix

Modermn economists talk a lot about human capital and assign an important role to
traiing and education in enhancing it. and thus boosting the value, or more precisely
the price, of labour.! In the context of the current dialectical analysis, nothing human;
including labour, and of course human capital, is a simple, unitary ‘thing’. Instead,
everything human possesses more than one nature and, often, these ‘natures’ are at
odds with one another (e.g. labour taking the form of both labour power and labour
input). Similarly with human capital, which has a double nature too — the commodity
form of labour power, as it manifests itself in the labour market, and the form of the
human herself, complete with all her hidden talents, aspirations, capacities. The reduc-
tion of humanity to sheer labour power, that is, the utter commodification of her time
and potential for work, is a process akin to turning men and women into ‘things’.
During capitalist production, labour power is fused with machines; it becomes a com-
ponent of capital. Marx suggests that

The worker functions here as a special natural form of this capital, as distinct from
the elements of capital that exist in the natural form of means of production.?

Once fused with the machinery around her, the worker’s human capital is expended
during the production process just like the electricity generator’s nuts and bolts are
subject to wear and tear. But, whereas in the case of the generator there is nothing else
going on inside, in the worker’s case her inner core, her free will, the kernel of human-
ity that keeps her ontologically irreducible to an android, is constantly resisting the
steady depletion of its potential while, at once, succumbing to it, exhausted, over-
worked and alienated.

The individual not only develops his abilities in production but also expends
them, uses them up, in the act of production ... Universal prostitutions appears as
a necessary phase in the development of the social character of personal talents,
capacities, abilities, activities ...3

If human labour becomes no more than human capital as traded in labour markets,
we shall have become fully transhuman: a life-form fully integrated within the social
universe of capital. The Matrix will have become a reality without any need for fancy
technology or some takeover by ‘emancipated’, intelligent machines. Glen Rikovski,
in his article *Alien Life: Marx and the future of the human’, agrees that the only span-
ner i the works, maintaining an irreducible human force within capitalism, is the
curious resistance put up by the human spirit against capital’s drive to incorporate us
fully within its substance; to rid us of all humanity and leave standing only our market-
able human capital. This struggle, between human labour and the logic of capital, is
within us, Rikovski insists. Capital is an invasive social force that ‘possesses’ the
human, and the intensity of this non-human force to permeate our lives, our souls,
increases historically. We are becoming ‘capitalised’.# In this context, the struggle
against seeing people as human capital is not about ethics. It is much more important
than that.
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Notes

| Tt is interesting that in the voluminous literature on human capital — worthy of a Journal of
Ecoriomic Literature (JEL) code by itself (J24) — the question is never asked how human
capital becomes productive. It is taken for granted that education or training (on-the-job or
not) is productive and hence paid more. The role of education as productivity enhancing is in
fact the more benign version of the theory. In other versions, education acts as a signal that
separates the able from the not so able (e.g. Weiss (1995)). In more reactionary explanations
of wage differentials, the major determinant of inequality is some metaphysical cognitive
ability (e:g. IQ) which is responsible for some immutable law of distribution. The most
extreme version is the ridiculous Bell Curve: Inteliigence and Class Structure in American
Life (Hernstein and Mutray 1994), although most economists do not buy it (sec Arrow et al.
2000} It is interesting that a radical critique of the human capital theory that is not repudiated
by néoclassicists is that the traits that are valued as human capital are those that make the
worker more conducive to manipulation in the labour process (Bowles and Gintis 1975,
1976).

2 Marx; Capital, Vol. 2 (1885 [1992]), pp. 445-6.

3 Marx in Grundrisse (1857 [1973]), p. 163.

4 Rikovski (2003).

5.2 The two natures of capital

Capital:[is] not a thing, but a social relation between persons... %

[t labour has two natures, so does capital. For if profit is extracted by the owner of capital
gaods (mines, farms, electricity generators, production lines, etc.) in the context of a purely
social relation that the labouwr contract sets up between the capitalist and the worker (in the
manner:described in the preceding section); and if the accumulation of capital is predicated
upon this'social relation, then capital cannot just be a collection of ‘things’. In addition to its
‘machine:form’, capital is something else too: a social relationship between capital’s owners
and workers - which has a unique capacity to generate surplus value and, in this manner, to
feed mnto the production of more capital.

In this dialectical vein, to own machines or other means of production does not a capital-
istiake. The sentence written by Marx just before the quotation above states this explicitly:
‘Property in money, means of subsistence, machinery and other means of production, do not
yet stamp:a man as a capitalist if there be wanting the correlative — the wage-wortker’. In a
Matrix society in which labour has lost its dual nature (and has become a production unit not
dissimilar to an electricity generator), no capitalist can exist. A technician, a person (or
Overlord Program) organising the work of a network of machines, perhaps. But to have a
genuine capitalist in control of the production process, a human workforce is indispensable.
Just as it took the confrontation aboard the slave ship between the European sailor and the
African slave to define one as ‘white’ and the other as ‘black’ (see Box 5.4 below) 50 too in
the workplace it is only in the eye of the human waged worker that a machine owner can
catch a glimpse of himself as a capitalist.

To make this point unambiguously, Marx quotes a story told by E.G. Wakefield (Marx
(1867 [1976]), pp. 932-3), of a certain Mr Peel who migrated from England to Swan River,
Western Australia. Being a man of means,
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Box 5.4 The slave ship and the dialectic of racial identity

While the serfs of Britain were being ‘liberated’, British, Dutch and French ships
were loading enslaved African men, women and children for transportation to
plantations on the other side of the Atlantic. Rediker (2007) relates vividly the
remarkable story of that voyage.! On the initial journey from Southampton or
Amsterdam to the shores of eastern Africa, the ship’s captain and his officers
would painstakingly torture their crew into submission. Often, the ship’s crew was
treated more savagely than the slaves. Terror tactics were common and the out-
ward voyage was one of utter misery for the sailors who had ‘volunteered’ as an
alternative to being imprisoned for minor offences or, more likely, for debts owed
to money lenders.

But once the ship was docked in Africa, and the slave ‘cargo” was being loaded,
a new fear and a new opposition emerged. Faced by angry, desperate slaves, who
would do anything to break their chains and jump into the ocean, the captain, his
debauched officers and the dehumanised crew found common ground in the fear of
a slave uprising. They quickly identified themselves as ‘white’. And the slaves, for
the first time, identified themselves as ‘black’. Thus, the slave trade created new
categories, and fresh oppositions, to which these persons had never previously
belonged.

Before the ‘cargo’ came on board, the sailor had considered his captain an alien; a
ruthless “other’. And the Africans. dissenting as they did from different villages and
tribes, had never thought of themselves as belonging to the same group. Their new
bond was forged by the institution of slavery. Rediker’s point is that African-American
culture began on the slave ship. In the terms of Hegel’s dialectic, the opposition
between shipmaster and crew, and the opposition between different African tribes and
social groups, were both dissolved by the trade in humans. In its stead rose a new,
more totalising, opposition between ‘white’ and ‘black’.

As if to confirm Marx’s Hegelian hope about the capacity of the human spirit to
overcome even the most totalising of oppositions, Rediker suggests that the fre-
quent battles between sailors and slaves aboard the slave ships necessitated greater
security, more sailors and, hence, increased the trade’s costs to an extent that made
the slave trade uneconomical. This was one of the reasons, though not the only one,
why the slave trade was, eventually, abandoned.? When it ended, in 1807, the slave
ports of the Caribbean were populated by wharfingers: impoverished, diseased
sailors who had, between them, been responsible for transporting hundreds of
thousands of Africans to a most miserable existence. Once that vicious opposition
had melted away, some of them were taken in and looked after by negro women out
of pure compassion. Humanity can, ostensibly, resist the most dehumanising of
systems.

Notes

1 Rediker (2007).

2 Of course, Marx would add another: That genuine value creation requires free labourers. See
the next section where we shall allude to this theory of what happened during the Civil War
in the USA.
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Mr Peel [...] took with him [...] means of subsistence and ot production to the amount
of £50,000. This Mr. Peel had the foresight to bring with him, besides, 300 persons of
the working-class, men, women, and children. Once arrived at his destination, “Mr. Peel
was left without a servant to make his bed or fetch him water from the river”.

What had happened? Why did Mr Peel end up with no servant to tend to his whims? The
simple answer is that the transported labour force abandoned Mr Peel, got themselves nice

1ots of land in the surrounding wilderness, and went into ‘business’ for themselves. Access
to land that they could cultivate for themselves allowed Mr Peel’s workers to liberate them-
selves from him and set up their own ventures. It is in this particular sense that Mr Peel,
though he took with him money, equipment and a workforce, could not take with him English
capitalism. Or, in Marx’s words: *Unhappy Mr. Peel who provided for everything except the
export of English modes of production to Swan River!”.?

In Chapter 2, we recounted the crucial role that the Enclosures played in driving a wedge
Hetween British peasants and the land, cutting them off from its productive powers and, thus,
creating a class of potential workers with nothing to do but sell their labour power. Mr Peel’s
British workers, while still in Britain, were therefore tied to his capital goods by their lack
ofaccess to productive means not belonging to Mr Peel. But once in Western Australia, with
its.abundant land (stolen as it was from the local Aborigines), they suddenly gained the
access they lacked and which, in one brush stroke, ended Mr Peel’s monopoly of productive
mearns and, thus, terminated his status as a capitalist.

So;:the natural conclusion to be drawn from the idea that labour’s peculiar double
nature is:the source of value is that capital is also two-natured. It appears to us both as
a collection of useful ‘things’ and as a social relationship based on who owns those
‘things’ —and, crucially, who does not. As if by magic, these twa faces are often conflated
1 the form of money. In fact, in everyday parlance, capital and money are interchangeable
terms;

Now, of course, money has been a source of fascination, and of concern, well before
capitalism came to the fore. In Chapter 2, we discussed Aristotle’s rejection of the thought
that moneymaking can be a virtuous activity (since it is an activity that lacks a natural tefos).
it his:comedy Wealth Aristophanes adds a hilarious narrative on how money sweeps all in
its:path, homogenising every urge and reducing all value to a single metric or index. While
every pleasure and every human drive is subject to ‘diminishing returns’, money is different
[Plutus, 188-90]. As Richard Seaford recently put it in his Presidential Address to the
Classical Association (Seaford 2009), Aristophanes urges us to recognise that

if someone obtains thirteen talents [a lot of money at that time], he is eager for sixteen,
and if he obtains sixteen he swears that life is unbearable unless he obtains forty [Plutus,
193-7]. What, we may add, would have been the point in Homeric society of accumu-
lating a million of those prestige items that embody wealth, such as tripods? Money is
different. It isolates the individual, and is unlimited.?

A’ cultural child of the ancient Greeks, Marx could not but be influenced by their
scepticism regarding the role of money.!! Marked by an everyday life overshadowed
by permanent money shortages, Marx recognised in it a fascinating, inexorable and at
once nauseating force that makes the ugly attractive, the lame mobile, the bad honoured,
the dishonest sincere, the stupid talented, the desirous fulfilled. He saw in money a diale-
ctical power to tumn incapacities into their contrary; to obliterate natural qualities and
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Box 5.5 Capital’s two natures

Capital goods (the commodity)

The quantifiable, tangible and commodifiable face of capital. Consists of machines,
raw materials, buildings, generators, seeds, computerised robots - in general, all the
commodities that have a capacity to contribute to the production of other commodi-
ties. As such, capital goods possess exchange value as well as use value. But they lack
the capacity to create new value. To explain this antinomy, consider the question:
Where does a generator’s or a robot’s value come from? Consistent with the claim that
only frec human labour can produce value as such, a machine’s value reflects the
inventor’s creative thinking, the engineer’s design skills, the worker’s labour that
helped manufacture the machine, etc. The machine itself, while employed in the fac-
tory, the farm or the warehouse, cannot create new value. It is sterile, in this regard.
Although it magnifies Jill’s productive capacity no end (allowing her to augment the
productive power of her own arms and mind), the machine’s ‘own’ contribution to
Jill’s final output springs from the value that has already been stored in it by the invea-
tor, the engineer and the machine worker. It is in this context that Marx refers to capi-
tal goods as constant capital: ‘things’ that contain ‘crystallised’ free human labour
units, which are then transferred to the final product made by ‘living workers” with the
help of these ‘things’.

Capital as social power (the relationship)

This is the dynamic, unquantifiable, dialectical face of capital. It is a force that gives
the owners of capital goods enough sway over the labour process during which the
purchased labour power is converted into labour units. It is the power that denies
workers all options except to sell their labour power to an owner of capital goods and,
thus, to consent to a labour process that extracts, from that sold labour power of theirs,
labour units that they could never sell as such (given the peculiar nature of free human
labour’s inputs). It is the power that Mr Peel suddenly lost when his workers dis-
embarked in Western Australia. His loss, we note, was independent of his ownership
of capital goods, which the journey to the antipodes never threatened, and utterly due
to the sudden appearance of fresh options for the workers; options that ended Mr
Peel’s monopoly of capital goods.

In short, possession of capital goods is a necessary but insufficient condition for
capitalism. Capitalism also requires that workers lack the capacity to go it alone.
Without a violently unequal distribution of capital goods, its second face, that of capi-
tal as power, cannot come into existence. Recalling that The Matrix Economy was
replete with capital goods (indeed, it featured little else} but lacked a capacity to gen-
erate value, it turns out that a genuine capitalism (one that can generate value) requires,
in addition to machinery that revolutionises production, free human labourers who
have no independent access to these capital goods (or other means of production such
as land) and who must submit to an extractive labour process in order to work side by
side with the machines.
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ta replace them with social aspects. In his own words, ‘money is the alienated ability of
marnkind’.}?

While in one sense it is not too difficult to imagine Aristotle and Aristophanes lambasting
the standard contemporary argument that financial markets are worthy because they ‘unhook’
a person’s, a company’s or even a nation’s, capacity to invest from their own capacity to
<ave, in quite another sense it is impossible to understand the role of money today by study-
ing a pre-capitalist world, like that of ancient Athens, where capital as power had not been
“nvented’. Marx contributed the important thought that the commodification of land and
1abour ‘which foreshadowed the rise of market societies (recall the narrative in Chapter 2)
gave money and credit a task that goes far beyond the musings above — a role that transcends
that of a medium of exchange; of a common currency that can appear magically as a focus
of insatiable craving and wholesale reductionism.

Marx’s fresh insight was that, once land became a commodity, complete with an exchange
value determined through a network of markets, it craved to be rented out to persons who
took 1t to themselves to organise production, employing free ex-peasant labour on a fixed
retainer that reflected another market-determined value: that of labour power. All this organ-
isation of production, based on purchased factors of production, meant that, for the first time
1 histary, substantial sums of money had to be advanced to waged workers and often to
landlords, long before the harvest was in. In turn, this necessitated a money market. Thus, the
despised usurers improved their image (see Box 5.6 for a related tale) and evolved into the
financiers that have since been doing something more than merely ‘lubricating’ the wheels
of capitalism: they are facilitating the emergence of capital as power by lending to fledgling
capitalists the money that is necessary to acquire more capital goods and labour power in
exchange for a promise to pay back the original capital plus interest. And where would that
svalue.come from? It would spring out of the surplus value that the labour process will
extract-from labour power in the future.

In conclusion, labour’s two natures were born at the same time that capital goods evolved
into‘capital as power and, in short order, took a new money form in the context of a futures’
marketfor surplus value which, in turn, was only possible due to tabour’s two natures. Thus,
the circle was closed.

5.3 The two natures of capitalism: Wealth and deprivation, growth
and crisis

Recall: the days of unrestrained growth before the summer of 2008, the collapse of
Lehman' Brothers in the following September, the sickening amount of money that the

Box 5.6 Dr Faustus and Mr Ebenezer Scrooge in the Age of Capital

In‘the late sixteenth century, Christopher Marlowe told the story of Dr Faustus who
famously contracted, using his own blood to sign on the dotted line, to sell his body
and soul 24 years hence to Mephistopheles.' In exchange he demanded, and secured,
a long catalogue of marvellous instant rewards: huge wealth to share with his friends,
unimpeded travel to see the world, unlimited power to visit distant times, revenge
against enemies, sex with a Helen of Troy lookalike, etc. When his time was up, he
regretted his pact and tried to evade the Devil. To no avail. When Mephistopheles




90  Shades of political economics

appeared in front of him, Faustus enquired why he is not in Hell but right there in
Faustus’ mortal world, among the living. *Why, this is Hell, nor am I out of it’ retorted
the evil one, reminding Faustus that if one is in debt one carries it everywhere; just like
he carries Hell wherever he ventures.

In 1843, a year before Marx wrote his famous lines about the transforming power
of money (see above), Charles Dickens published 4 Christinas Carol; the celebrated
story of redemption featuring Ebenezer Scrooge; the miser who treated himself with
almost the same misanthropic stinginess that he treated everyone around him until,
that is, the three ghosts of Christmas (one of the past, one of the present and one of the
future) visited him, showing ‘videos’ of himself as he was, as he is, and as he will be
on his deathbed; thus causing him to change his mindset and embark upon a spending
spree (primarily on others), eager to ‘produce’ as much happiness as he could before
shuffling off the mortal coil. Intriguingly, Scrooge’s story seems like a Dr Faustus in
reverse. Faustus encountered an other-worldly figure early on in life, spent recklessly
while young, and ended up paying for it dearly at the end. In contrast, Scrooge suf-
fered an awful life at the beginning, not experiencing one moment of pleasure for
decades, before, towards the bitter end being confronted by his own other-worldly
figure that helped him embark on the redeeming spending spree.

If the two lives are different only in terms of the ordering of behavioural patterns,
why was poor Faustus confined to Hell’s eternal fires while Scrooge, a man of argua-
bly worse moral standing, achieved redemption {to such an extent that his figure even
graces Hollywood animated movies aimed at children)? One explanation, consistent
with our narrative on the rise of capital as power through the rehabilitation of usury, is
that Marlowe and Dickens were separated by the deep historical chasm which divides
a pre-market from a market society. In Marlowe’s time, Christians, very much like
Muslims today, were banned from charging interest on loans? and were taught that it
is easier to squeeze a camel through the eye of a needle than a rich person through
Heaven’s Gate. By the time, however, Dickens was writing up Scrooge, the Protestant
Reformation had well and truly put paid to all that and had established the idea that
one brings to St Peter one’s wealth as testament to his sacred abstemiousness and a
password that guarantees safe passage into the delights therein. Jesus® saying ‘By their
fruits ye shall know them’ (Matthew 7:20) had been paraphrased into ‘By their accu-
mulated money capital ye shall know them’. All that Dickens had to do to deliver
Scrooge to the world, ready for his rise to Heaven, was to find a trick that would con-
vince him to become more like Dr Faustus; that is, to open his purse and let money
enter the circular flow of income. For, if Scrooge had been burdened by one mortal sin,
given the ethos of the 1840s, it was that he had immobilised his money. Money, as all
good banking apprentices know, is only good if it keeps moving, Idle money is a sin
infinitely worse than any of Dr Faustus’ shenanigans. In fact, today’s capitalism might
want to turn Faustus into their blue-eyed pin-up boy. If only more young people chose
to borrow heavily to spend, spend, spend. If only more capitalists borrowed to invest,
mvest, invest.

As if to confirm that Dr Faustus had to suffer a terrible ordeal (and fall prey to
Mephistopheles’ archaic logic) because he was a man ahead of his time, Goethe’s ver-
sion of the story (published in 1832, well before the Age of Capital had commenced)
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affords the troubled Faust the redemption that restores the symmetry with Scrooge’s
fate, a symmetry in accord with the new market society’s reliance on futures’ markets
in the presence of which the only difference made by a reversal of the timing of pleas-
ure and of suffering is in terms of the rate of interest and who charges it to whom.?

Notes

1. The play was staged a number of times between 1594 and 1597 but was first published in
1604 after Marlowe’s death.

7 This changed with Henry the Eighth who permitted Christians to charge interest. [t is interest-
ing to note that the very word ‘interest’ bears the marks of this prohibition. Since usura (lend-
ing on interest, not just on high interest) was canonically forbidden, both parties - the lender
and the borrower — pretended that they were part in a common joint venture hence (inter-
esse). Much of the modern ‘Islamic banking’ has its roots in scholastic theology. The
Scholastics also made use of Aristotle, ‘As this is so, usury is most reasonably hated, because
its gain comes from money itself and not from that for the sake of which money was invented’
(Politics, 1258b2-5)

3 The first part of Goethe’s Fausf was published in 1808. A revised edition appeared in 1828-9.
Goethe finished the second part in 1832 the year of his death. It was published posthumously

. 'the same year.

1S government had to pour into the American Insurance Group (AIG) to prevent the finan-
6ri‘$ié from turning into a wholesale catastrophe and the deep recession the world entered
0 quickly afterwards, Things seemed so grand just before the collapse. The few proph-
s.of an impending disaster were laughed out of court. Anyone who warned that things may
"'naéty turn was dismissed as an archaic mind incapable of grasping the new paradigm
of irreversible growth,

i Marx invokes the dialectic to explain how things can look at their best just before The
of how the collapse is least expected a second before it happens. For him the dialectic
s jUSt a way of spotting, in any social situation, the potential for qualitative change and teas-
‘it out. He looks to capitalism’s strengths for clues regarding its limits; and then immedi-
ely turns to its sotrier moments for insights into its next upsurge.

In'our day, everything seems pregnant with its contrary. Machinery gifted with the won-
derful power of shortening and fructifying human labour, we behold starving and over-
working it. The new-fangled sources of wealth, by some weird spell, are turned into
sources of want.!3

Wealth is created by the same process that yields new forms of deep poverty, radical depri-
vation and heartbreaking want. Labour was, initially, liberated from the feudal bonds in the
eighteenth century and, today, from lifclong dependence on social security cheques and
restricted trade union practices, only to become free to starve, to become casualised and to
commute inordinate distances from shanty towns or depraved suburbs so as to live on pov-
erty wages in the face of exuberant abundance alt around.

The victories of art seem bought by the loss of character, At the same pace that mankind
masters nature, man seems to become enslaved to other men or to his own infamy.
Even the pure light of science seems unable to shine but on the dark background
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of ignorance. All our invention and progress seem to result in endowing material
forces with intellectual life, and in stultifying human life into a matertal force.

(Marx, “Speech at anniversary of the People’s Paper”,

1856 in Marx and Engels (1969), p. 500)

George Bernard Shaw once wrote that “if a man is a deep writer all his works are confes-
sions’.}* Karl Marx was one of the deepest. His confession was that he tried to look at the
world rationally and the world looked back at him in a way that left no doubt about one basic
truth that takes the form of a dialectical contradiction: the emergent market society was af
once liberating and enslaving human nature. As capitalism’s tentacles embraced the globe,
its liberating effect came in the form of ridding us of

all feudal, patriarchal, idyllic relations; [of all the] ties that bound man to his ‘natural
superiors’, and [leaves behind] ... no other nexus between man and man than naked self-
interest, than callous ‘cash payment’. It ... drown{s] the most heavenly ecstasies of reli-
gious fervour, of chivalrous enthusiasm, of philistine sentimentalism, in the icy water of
egotistical calculation. It ... resolve[s] personal worth into exchange value, and in place
of the numberless indefeasible chartered freedoms, ... set[s] up that single, unconscion-
able freedom — Free Trade ... [above all else, capitalism compels] ...all nations, on pain
of extinction ... to introduce what it calls civilisation into their midst. In one word, it
create[s] a world after its own image.?

But there is a nasty catch buried deep inside the technology with which capitalism accom--
plishes its miracles. The increase in agricultural output that quashed the Malthusian night-
mare (even if only temporarily), the improvement in communications that linked hithertij
isolated communities and nations, the transformation of formless materials into sparkling
new gadgets, the creation of new vistas of pleasure for the masses; all these historical
achievements of human-made technology were part of a Faustian contract that humanity
signed unwittingly. While the rise of the machines helped ‘civilise’ the world, at least in the
image of western merchants, it did so at a price. And the price was wholesale slavery on an
unprecedented industrial scale.

First, there were the millions of Africans directly enslaved by the same traders who
underpinned the industrial revolution through the establishment of the original trade routes
across the high seas (see Chapter 2 and Box 5.4). Second, {abourers bound to capital, as
formally free men and women, by the labour contract were just as un-free as the African
slaves. Third, their supposed masters, whether they were the captains of the slave ships or
the captains of industry back in Manchester or Birmingham, were themselves also paragons
of un-freedom: each and every character in this unfolding global tragedy, African slave,
Scottish mineworker, French moneylender, English factory mill owner, were all slaves of a
faceless system in which the sole ‘beneficiaries’ were the proliferating machines. Only the
steam engines, the railways, the mechanical looms, the ships, the ploughing contraptions and
the telegraphs received loving tender care; from the capitalists, from the ‘free’ workers, and
from the African slaves. Little by little humans were being turned into their appendages,
giving rise to some kind of Mairix dystopia which endowed automata with intellectual life
while reducing human life into a material energy. Meanwhile, except perhaps for the African
slaves, the rest were lulled into submission by the illusion of freedom, progress and consumer
bliss. The Matrix technology of channelling illusions into our brains was not even necessary
to settle us down inte joyless acquiescence. The commeodification of everything sufficed.
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In typical fashion, however, Marx saw light in the darkest of black holes. Everything was,
indeed, pregnant with its opposite. And as long as the human spirit continues to resist, at
some deep level, commodification and the complete obliteration of its quirky attachment to
something called freedom, there is hope. The rise of the machines, just when it threatens to
pecome complete and irreversible, causes human society to go into a spasm that contains the
promise of emancipation. In The Matrix, that spasm was the rebellion of Neo and his com-
rades. In Marx, it is a spontaneous reaction of the capitalist economy itself to the machines’
takeover: ‘If the whole class of the wage-labourer were to be annihilated by machinery, how
terrible that would be for capital, which, without wage-labor, ceases to be capital’!'®

As machines play an increasingly important role in production, they displace human
Jabour. But this means that, while more and more goods, gadgets and trinkets are produced,
value per unit of output withers. And as value withers, a human society regulated by the
generation and distribution of values enters a period of crisis. This cxisis holds, like all rup-
tures, the promise of the next recovery but also of something excitingly new. The pressing
question therefore is this: will the crisis yield nothing more than the raw materials for
another spurt of growth that will, in turn, cause the next crisis? Or will it bear the prospect
ofadifferent kind of society, one that promises a more rational use of resources and a future
- free of the terror of the next meltdown? Box 5.7 presents the first full answer in the history

ofsocial science, along with its analytical foundations.

Box 5.7 The first theory of crises

The value analysis in Box 5.2 featured no machines. Jill’s labour units were the only
factor of production. Suppose however that Jill uses capital goods to produce, say corn
{consistent with David Ricardo’s corn model — see Box 3.5) to the tune of O tonnes.
‘Fhe Value of this corn corresponds to the totat amount of labour input units L that have
gone into its production. Now, some of these L units have been contributed directly by

cihll’s 1abour input, in the form of L” labour units, and the rest by labour input, which

“thad been previously stored (by some other group of workers) in the tractors, tools,
seeds, etc. that Jill uses. Denoting these stored, crystallised or (inore morbidly) dead
labour input as units C, L = L" +C , i.e. the total sum of units of labour input it took
to produce O tonnes of corn consists of (a) the number of labour input units L* contrib-
uted by Jitl and her fellow workers plus (b) the number of previously stored or crystal-
lised labour input units (C) contained “inside’ the used capital goods and transferred to
the @ units of corn by the current workforce’s efforts — Marx refers to C as constant
capital to indicate its sterility (or inability to produce, by itself, new value).

Turning to the costs of production, the employer has paid fully for C but not for L”.
The reason is simple: Having been crystallised into constant capital (the commodity
form of capital), labour units C are now a quantifiable commodity that the employer
puichases on the open market (often on money borrowed from the money markets)
and has no alternative but to pay its full value. Each tonne of corn, therefore, ‘con-
tains’ constant capital (or capital goods) equivalent to ¢ = C/Q , the labour input units
that were embedded in it in the past. On the other hand (as we saw in Box 5.2), the
employer cannot pay for L”, the labour units of his own workers, since L™ can neither
be measured a priori nor traded. Jill and the rest of the workforce that currently
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contribute their L” labour units to the O tonnes of corn are paid for their labour power
N, a sum equal to ¥,, =wN (where w is the wage per unit of labowr power). So, if
that purchased labour power of N units allows the employer to extract L” labour units
that produce Q tonnes of corn, then the ‘live’ labour cost for each tonne of corn
amounts to v =¥, /O =wN /0. The difference, as defined in Box 5.2, between L~
and ¥, p is surplus value S and it derives from the production of Q tonnes of corn or
s =S5/0 on a per tonne basis.

To sum up, @ tonnes of corn are being produced per period whose total value L is
given by the sum of labour units contributed by ‘live’ and ‘dead’ (or ‘crystallised”)
labour taken together. The machines (along the other capital goods) contribute their C
units of ‘dead’ labour which the employer pays for in full. Live labourers contribute
L’ labour units but are not paid for them, as such (since such a payment is rendered
impossible in the case of free, alive human labour). Instead, the cost of living labour
heeded by the employer amounts to ¥, (which, as seen in Box 5.2, are the labour
inputs by ‘strangers’ into the commodities that Jill buys with her wages). The residual
labour input units appeared in the form of surplus value S. Consequently, the total
value of the Q tonnes of corn is a simple sum:

L=L+C=V,,+S5S+C
Letting A be the value of one unit (i.e. tonne) of corn, we have
A=v+s+te 5.1

where v =V, /O is the value of labour power the employer had to purchase in order
to extract from Jill the labour units L*/Q necessary for the production of one tonne of
corn, s =8/Q 1is the surplus value per tonne of corn that he managed to extract in this
manner, and ¢ = C/Q are the ‘dead’ or ‘crystallised” labour input units (i.e. the con-
stant capital) that went into the production of each tonne and which he paid for fully
(in the capital markets).

Equation (5.1) completes Marx’s theory of commodity value in the context of a
market society in which machine labour is combined with free human labour under the
control and supervision of the machines’ owners. The employment of free labour,
explained by the asymmetric distribution of property rights over machines and other
factors of production, makes value generation possible and free labour’s dual nature
gives employers the right and the opportunity to extract surplus value which, of course,
they plough straight back into the service of replacing and expanding the realm of the
machines.

Let e =s/v be the rate of extraction of labour input units from a given amount of
labour power! and let w=s5/(v +¢) be the capitalist’s profit rate (defined as the
amount of extracted surplus value per unit of value invested either on live or on
dead capital). The profit rate can then be expressed in terms of the rate of extraction

as follows:
V
Sy _ € N

n=s5/(v+c)= ;= — b3
(v+c) TREY? (5.2)
sv
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where & =c/v 1s the ratio of constant to variable capital, or the ratio of the exchange
value of utilised machines relative to the value of the purchased labour power. Marx
defined k as the organic composition of capital. However we label it, & reflects the
extent of mechanisation of the production process or, equivalently, the degree to which
it has become automated. As & increases, machines (or constant capital goods) dis-
place free human labour from the production of each unit of a commaodity and the
cconomy tends towards its Matrix Economy limit.

The upswing: during the peried of growth, & rises. Although production burgeons
and -society is becoming increasingly automated, profit rate z coliapses — sce
equation (5.2). Once near or below zero, a crisis erupts and some firms, the least efti-
cient; go bankrupt.

The downswing: the bankruptcy of few firms increases unemployment ever so
slightly. The newly unemployed cut down on spending and this brings on a small
reduction in the demand for the hitherto surviving firms. A tew additional firms are
brought down by this pithy drop in demand. But as the momentum of these events
gathiers, it is not long before the whole economy descends into a vicious downward
_spiral.

" The depression and the return to growth: when a substantial portion of capital
oods and human labour come to a productive standstill, the economy reaches a
‘depressed state where nothing but a boost in the profit rates can help. When no one
xpects profits to rise, in the depths of that black hole, Marx sees a glimmering light:
as competition diminishes (following so many bankruptcies), fewer firms are left to
“divide an admittedly smaller pie. But their individual shares of that pie grow as long
‘as the number of competing firms falls faster than the pie shrinks. Meanwhile, during
hese lean and hungry times, the prices of labour power and capital goods drop (as
theirsupply exceeds the demand by the small number of surviving firms). Thus, during
the worst of economic times, when capital is diminishing rather than accumulating
(i.e. when investment is not even up to replacing ‘worn’ machines), profit rates para-
“doxically pick up. In turn they lead to fresh investment as the surviving firms try to
zconvert their newfound profit into long-term market dominance. Their investment
spree boosts overall demand and the capitalist economy is dragged out of the mire and
or:to a path of fresh growth.

The long term: as the economy goes from boom to bust and back again, one possi-
bility is that it will be foilowing a nice wave path with a more or less regular frequency
and a steady amplitude (one that resembles trigonometry’s sine or cosine waves).
Marx’s hunch was different. Looking at equation (5.2), and convinced that capitalism
was synonymous with a long-term tendency to mechanise everything, he suspected
that £, despite any short- or medium-term fluctuations, would rise in the long term.
Thus, Marx suspected that profit rates are in long-term terminal decline and, therefore,
that capitalism was heading for an apocalyptic end.

Note

1 Of course, Marx refers to ‘e’ as the degree of exploitation of labour power (Capital, vol. 1,
chapter 9, Der Exploitationsgrad der Arbeitskraft, in Chapter 7 of the German edition).
The term is not absent from neoclassical economics (see A.C. Pigou, (1920 [1932]), part I1I,
chapter t4 and in the models of monopsony in the labour market) but it is seen as an aberration
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when markets are non-competitive, even though recent research within the neoclassical
paradigm has shown that the phenomenon of monopsony is more pervasive than it is
usuzally believed (see Manning, 2003). Bohm-Bawerk in his Capital and Interest: 4 Critical
History of Economical Theory [1884 (1890}], devoted a whole chapter (Book VI, Chapter I)
on what he described as ‘exploitation theory’ (dusheutungstheorie) or socialist theory.
He accuses a certain author (Guth) that he ‘does not scruple to introduce the harsh
expression. dusheutung [exploitation] ... as ferminus technicus’ (Bohm-Bawerk (1884
[1921], p. 327). Given the emotive tone that exploitation has acquired since Marx’s days,
we prefer the term extraction (in accordance with C.B. McPherson’s term in McPherson
1973). One reason we prefer it is its more ethically neuiral ring. Another, less important
reason, is that it resonates nicely with The Matrix and the extraction of heat from human
bodies!

Box 5.8 The role of wages and of the unemployed in regulating capitalism’s crises

During the upswing, wages rise and this affects the distribution of income between
profits and wages. But what causes wages to rise? Capital accumulation is the answer,
Being the main force field that runs through the capitalist system, the drive to accumu-
late governs everything; including the tendency of wages to rise during perieds of
growth.! Marx argues (see Chapter 25 of Capital, vol. I') that wages rise because the
pace of capital accumulation leads to a depletion of the reservoir of labour. This hap-
pens because the initial large labour reserves of ex-peasant labour exert a downward
pressure on wages that, nonetheless, is growing weaker as capital accurmnulation causes
employment to expand and this ‘reserve army’ of potential workers shrinks. As wages
rise, profits fall and, consequently, capital accumulation slows down. The stowdown
means, further, a weaker growth in employment that, in turn, reduces the reductions in
the ‘reserve army’ of labour and a drop in the rate at which wages rise.

During the downswing, the opposite chain of events takes hold: the ‘reserve army’
sees an increase in its ranks and wages fall. But then profit rates increase, more capital
is accumulated, employment rises, the ‘reserve army’ diminishes again and this
restores an upward pressure on wages.

From the above, it transpires that the economic cycle is completely self-contained
within the dynamics of capital accumulation. Crises and their overcoming are not
caused by outside factors (e.g. war, pestilence, OPEC increases in oil prices, the politi-
cal interference of government or the skilful policies of the Federal Reserve authori-
ties). Crises are to capitalism what earthworms are to gardens or Hell to Christianity:
unpleasant but utterly essential.

The Australia Effect — An illustration

In the deep recession of the early 1980s in the UK, when the ‘reserve army’ of the
unemployed numbered almost 4.5 million, wages did not shrink as Marx might
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have predicted. Instead, productivity rose and the gap of living standards between the
employed and the unemployed skyrocketed. A high-ranking minister of the then
Thatcher government, Norman Tebbit, explained in a TV interview his serious
worries: the great ‘benefit’ of the new environment was the spurt in productivity
growth caused by the fear in the mind of the employed that they may lose their jobs.
This fear grew as the dole queues got longer and more desperate and, miraculously,
returned discipline to British workplaces. However, he continued, his worry was that
the unemployed were becoming so wretched and poor that, after a while on the dole,
they would no longer count as potential replacements of the existing workers. If that
were to happen, Tebbit concluded, this ‘reserve army’ of labour might as well be in
Australia, in which case unemployment would no longer boost productivity and
profit rates.

Note

{-As-we shall sce in Book 2, wage growth was always a feature of a growing capitalist
economy. Except that this link (between GDP growth and wages} was broken in the USA
sometime in the 1970s, and remains broken ever since. This extraordinary phenomenon will

::be explained in the context of a story according to which the second post-war phase (that was

inaugurated after the end of Bretton Woods and the oil crisis of the early 1970s) constifutes a

kind of capitalism that has characteristics Marx could never have envisaged. We call this the

:Global Minotaur phase of international capitalism (see Chapter [ 1).

The :above story (in Boxes 5.7 and 5.8) is strikingly modern. Though it is niissing seme
of the crucial ingredients that brought us the Crash of 2008, it captures two of its important
facets: first, that behind the fluctuating prices of houses, shares and derivatives lurks some-
thing: more tangible and real buried under our society’s foundations; something related to the
way in.-which wealth is produced by men, women and machines. Second, that we live in a
society that combines the most amazing technology with a problematic social organisation
‘of work and property rights over the instruments and fruits of human labour.

Unfortunately, these crucial insights have almost been lost because of dogmatism and the
economists’ penchant (independently of their political bias) for telling complete, and com-
pletely mechanistic, stories. Marx’s brilliant political economics did not escape economics’
general propensity towards /ost truth and Inherent Evror.

5.4 The Inherent Erroi’s return

What does this all mean? Even if we accept that capitalism generates its own crises endo-
genously, as it does the restorative forces that help it to overcome them, what next? Is capi-
talism doomed, as the ltast paragraph in Box 5.7 might suggest? Or is it more like democracy
{i.e., a terrible system of government which, nevertheless, remains inter-temporally superior
to all available alternatives)? Can it be reformed? Or is it beyond redemption? The time has
come to take stock.

The anthropocentric idea at the heart of this chapter arrives at its logical conclusion in the
form of the Fundamental Theorem below (see Box 5.9). Embarking from a humanist identi-
fication of value with freedom (recall Section 4.3 in the previous chapter), this train of
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Box 3.9 The Fundamental Marxian Theorem

Michic Morishima, a leading economic theorist of the post-war period, in his classic
book on Marx! has called equation (5.2) the Fundamental Marxian Theorem (FMT):
A positive profit rate requires a positive rate of extraction of labour inputs from labour
power ( e > 0 ), with the latter being greater than the profit rate (e > 7). Moreover, the
greater the preponderance k of machinery in the production process (i.e. the greater the
level of capital accumulation so far) the larger the extraction rate e must be in order to
maintain a given profit rate.

Note
1 Morishima, 1973.

thought yielded the prediction of a dynamic seesaw between (a) capital accumulation and
(b) the profit fluctuations which take capitalism into and out of economic crises.

The dynamic mechanism at the heart of Marx’s political economics hinges on the nega-
tive relation between profit rates and & in equation (5.2): while the individual capitalist would
love nothing more than to swap all his workers with obedient machines, a collapse in the
aggregate economy’s profit rate would be guaranteed if «!l capitalists managed to displace
labour from their businesses, replacing them with machines,

This clash between the capitalists’ individual aims and their collective (or class) interest
1s but another guise, a Hegelian reincarnation, of Adam Smith’s similar point about the
self-defeating (or supra-intentionall’) consequence of profit maximisation (see Section 3.2
of Chapter 3). But there is a major difference between Smith’s and Marx’s use of supra-
intentional causality: in Smith’s case the profit motive eliminates profit — for the betterment
of capitalist society as a whole. In Marx, however, the drive to accumulate machinery leads
inescapably to a crisis of capitalism.

There is bad news and good news here (which is what we might have expected from a
student of Hegel!): as £ rises, profit rates drop and when they fall below a critical level,.a
downward spiral begins. Bankruptcies feed into increases in unemployment which, in turn;
reduce sales further causing even more bankruptcies. So, the bad news is that capitalism will
not stop accumulating before it undermines itself; before it condemns, unwittingly, whole
generations of workers to long unemployment spells and earmarks their children for a child-
hood of abject poverty or of a demeaning dependence on the welfare state (or, as is often the
case, both). Now for the good news: the crisis prevents the coming of a fully fledged Matrix
Economy!

Like Sisyphus who pushes the rock almost to the hill’s top, before it rolls right back, so
capitalism’s drive to automate production never gets quite to the aimed-at complete substitu-
tion of free human labour with machinery. Admittedly, just as Sisyphus almost succeeds in
his uphill struggle, capital accumulation comes close to dehumanising production, with &
rising seemingly unstoppably (think of the almost fully automated car plants of Japan). But
before the last remnant of human labour is bleached out of the production line, profits col-
lapse, factories close, machines remain idle, mvestment ceases. At that point, human labour
power regains some of its cost advantage (vis-d-vis machine labour) given that, in the middle
of the recession, desperate people will do desperate things (such as infuse more labour input
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Box 5.10 The ‘scientific’ clothes of a political argument and of a teleclogical
hypothesis: Wages, prices and the falling rate of profit

o short-term industrial relations’ strategy

Marx 'was keen to convince organised labour (i.e. trade unions) to campaign for higher
wages for two reasons: First, because he thought that, in the age of inconspicuous
wealth, it was their duty to themselves to improve their pitiful conditions. Second,
because a campaign for higher wages was seen as a good ‘training exercise’ for build-
ing solidarity up prior to unleashing a programme for the wholesale redesign of capi-
talist 'social relations. To prove this point he honed his theory of value in order to
demonstrate as a scientific truth that a boost in wages will not cause prices to rise but,
instead, would depress profit rates.

A teleological hypothesis

. Marx-hypothesised that, since capitalism would expire without capital accumulation
and the profits that keep it going, the fact that more capital goods boost & (the organic
composition of capital) and ar once reduces profit rates means that the high speed train
of capitalism is bound to crash against some immoveable wall. The falling rate of
pmﬁz,‘vvisignalled by equation (5.2), was in Marx’s eyes a mathematical truth from
which capitalism could engineer no escape.

into products while seiling their labour power for far less). Again like Sisyphus, capitalism
picks itself up, dusts itself off and starts pushing the proverbial rock back on the uphill path
of renewed growth and capital accumulation,

This theory is, in our eyes, a splendidly narrated tragic tale which captures beautifully the
basic contradictions built into capitalism’s foundations. The trouble begins when Marx and
hi}s'}:spi'ritual heirs (most of whom he did not deserve) take it too far: when they dress up
a particular political agenda as the unique conclusion of scientific analysis. The moment
a hunch or prophecy is disguised as ‘scientific law’, we are thrown back into the realm of
economics®. [nherent Error. And when the Jatter is exposed, the analysis’ genuine insights
end:up'in the lost truth basket.

Box 5.10 sums up the short-term political agenda and the long-term prophecy that Marx
wanted to promote as a reflection of a ‘truth’ that could be read objectively and consistently
into the laws that governed capitalism independently of the human will, of personal preju-
dice or, indeed, of ideology. In brief, he wanted to argue that workers must unite initially in
orderto.push wages up and, later, to ‘prepare for power’ as the capitalists are forced to relin-
quish it, victims of the allegedly systemic falling rate of profit.

Marx understood well that his short-term goal of convincing workers to campaign for
higher wages would be undermined by their fear that their struggle might come to naught
if firms respond to the higher wage by inflating prices. If real wages would remain the
same after a long, painful strike, what would be the point? To rid them of that fear, he sum-
moned his Ricardo-inspired theory of value: commodity prices, he told the trade unions
in-a famous speech,'® do not reflect wage costs plus a surcharge to account for the cost of
constant capital or profits. Under competitive conditions no one can charge a surcharge over
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the value of ‘things’. Values reflect nothing beyond the number of labour input units that
went into the commodity’s manufacture. Consequently, workers” unions could fearlessly
push wages up since the result of such action would be a fall in profit rates, leaving prices
more or less unaffected.?

Turning to his long-term prognostication that capitalism is heading for a Hegelian nega-
tion, and as an heir not only to Hegel but also to Aristotle, Marx found it hard to extricate his
thinking about capitalism from the idea of a virtuous telos. From Aristotle he got his fond-
ness for thinking that virtue can be humanity’s only decent end. From Hegel he received the
idea of history as a dynamic process which proceeds as if guided by some ultimate, hope-
fully virtuous, conclusion. If we add to this philosophical mix Marx’s deeply held ethical
revulsion caused by the poverty produced by the same system that generates, in his time ag
in ours, immense wealth, it is easy to see how he was drawn to a form of quasi-wishful think-
ing; to the prophetic belief that capitalism, fraught as it was with unsustainable contradic-
tions, will negate itself; and that the result of this negation would be something better — a
truly virtnous society in which technological progress and human freedom may, at last, grow
side by side.

Marx, the archetypical nineteenth-century scholar, believed sincerely that such a weighty
truth should be demonstrable (like a mathematical theorem can be) by scientific means,
Placing his thinking in historical context, it is worthwhile recalling that, at the time he was
forming his view about the dynamics of capitalism, around the late 1830s, Michael Faraday
had just made his experimental breakthrough of demonstrating that a changing magnetic
field produces an electric field and that, remarkably for the time, an electric field could pro-
duce magnetism. This isomorphism of two seemingly different natural forces, in conjunction
with his deeply held religious belief about the unit of God and Nature, gave Faraday the
impetus to pursue an extraordinary scientific project, unifying all forces of nature (light;
magnetism, electricity, dynamic motion, etc.) within a single theoretical model. In the 1840s;
when Marx was already publishing his early political economics, James Maxwell produced
mathematical models of Faraday’s experimental results. At first Faraday was annoyed, won-
dering why his results had to be presented in mathematical form rather than simple prose:
Maxwell soon demonstrated why: by using his Faraday-inspired equations he computed the
maximum speed of the alternation between electrical and magnetic fields (i.e. the speed at
which electricity turns to a magnetic field and vice versa). It was a very large number;
approximately 300,000 km per second. At that moment, Maxwell knew that he had achieved
Faraday’s task: for that was the speed of light, proving that light itself is a form of electro-
magnetic radiation.

Maxwell reached that conclusion in 1862, at the same time that Marx was completing the
first volume of his Capital (which saw the light of day, after painstaking editing, five years
later). Maxwell’s statement, when lecturing at King’s College around that time, that ‘[w]e
can scarcely avoid the conclusion that light consists in the transverse undulations of the same
medium which is the cause of electric and magnetic phenomena’,2® was to have a profound
effect on Marx. Just as Faraday and Maxwell were discovering a unified, multifaceted force
running through Nature, one that was to bring about a sequence of industrial revolutions
(including the telegraph, the radio, even today’s internet), so was Marx determined to show
that there is a force running through every pore of market societies determining our lives, our
hopes, our illusions even. It was capital both as machinery and as a power relation between
persons (recall Section 5.2).

In a bid to emulate the physicists, Marx peered carefully into his simple algebra and tried
to find in it incontrovertible evidence about the future of capitalism. The best he could do
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wag equation (5.2). In it he saw evidence that, in the long run, capitalism would run out of
steam and give place to something radically different. And since capital as machinery could
notand should not be un-invented, the looming new society would be heavily automated but
one in which humans were in control of the machines, rather than the other way round.

The problem with the above story is that it emanates from the analysis in Box 5.7, which
is framed in terms of a single commodity whose value is broken down (into three compo-
nents. ¢. s and v). Marx understood perfectly well, and owed this understanding to the
Physiocrats ( recall Box 3.1} that nothing concrete can be said about capitalism on the basis
of an economic model that ignores the interplay betwsen the sector that produces manufac-
tures. or capital goods, and the other sectors which produce basic commodities, fuxuries,
services, etc. In short, Marx knew that his equation (5.2) could not bear the huge explanatory
burden he had placed on it. He thus set out, in Velume 11 of Capital, to show that his agenda
and prophecies (see Box 5.10) applied equally to a multi-sector capitalist economy.

Eetus consider an economy similar to that of Boxes 4.3 and 4.4 of the previous chapter
but different in one respect: labour is provided by free human workers. sector 1, as in Box
4.3, is the sector producing machinery; the capital goods sector. secror 2, on the other hand,
produces:basic goods; the consumption goods sector. Box 5.11 relates the conditions that
must prevail if this simple two-sector economy is to reproduce itself, neither growing nor
shrinking.

Box 5.1] Value and the conditions for growth in a multi-sector capitalist economy

When there are two sectors (capital and consumption goods), equation (5.1) is repli-
¢ated in each sector as (5.3) and (5.4). Letting A, be the value of one unit of machinery
and %, the value of one unit of the consumption good, say corn, we have:

S = 4 o (5.3)
A, =v,+8,+¢, (5.4)

Suppose that this economy is not growing, but it is a ‘system’ that manages simply
to:reproduce itself (1.e. there is no investment of surplus value). In this case of simple
reproduction, the two sectors will require a quantity of capital goods that just about
replaces the capital goods expended: ¢, and ¢, respectively. Hence, the value produced
by the capital goods sector, A,, must be just enough to produce the minimum capital
fequirements of the two sectors ¢, and ¢,:

A =v +s54¢ =c¢ +c, (5.5)

Equation (5.5) must therefore hold if the economy’s supply of capital (4,) is to
equal its demand (¢, +¢, ). It states that the value A, embodied in the production of
capital goods must be equal to the total demand, measured in value terms, for capital
goods. By the same token, the value A, of the consumption goods sector’s output must
be equal to the value of the total amount of consumption goods demanded. The demand
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for consumption goods comes from workers’ wages, that is, from aggregate variable
capital v, +v, , and from capitalists consuming their surplus values s, +s, , since
by assumption there is no net investment in this simple reproduction model. Hence,
equation {5.6):

Ay =v, 45,40 =y, 4y, s+, (5.6)
A closer look at equations (5.5) and (5.6) reveals that they yield the same result:
v+ =0 (5.7)

Equation (5.7) in a restatement of Marx’s Fundamental Theorem (see Box 5.9): it
states that the equilibrium exchange between the two sectors must be such that the
value of the capital goods ¢; demanded by the consumption goods sector equals the
sum of the value of variable capital and surplus value v, +s, in the capital goods
sector. But that sum is simply the total purchasing power for consumption goods by
the workers and the capitalists of the capital goods sector. So, the purchasing power
emanating from the capital goods sector must equal the value of capital goods used in
the production of all other goods.

So, equation (5.7) must hold if this economy is to manage just to reproduce itself. If it is
to grow (in Marx’s terminology, to move from simple to extended reproduction), the same
equations apply. The only difference is that they will apply to a growing, or expanding,
system where surplus vafues are ploughed back into additional variable and comstant
capital 2 :

Let us now use this analysis to see what can be said about the all-important profit rate..
The difference here (compared to Box 5.7) is that we have two profit rates (7, 7,), one per
sector, two rates of extraction of labour inputs from given labour power (e, e;), and two ks
(k. k) since the organic composition of capital will be the same across sectors only by acci-
dent. Supposing, as both Ricardo and Marx did, that capital and labour will keep migrating
to the sector with a higher profit rate, thus yielding a gravitational force that equalises the
profit rates across sectors,*? we posit that; '

€

==, =2 (5.8)
Ttk 0 14k,

And here is the rub. Unless the organic composition of capital is the same across sectors
(ky=ky), the only way the profit rates can be equalised is if the extraction rates e, and e,
diverge. But would such divergence not cause workers to keep migrating to the sector in
which that rate of extraction is lower? And would that labour migration, by achieving equal-
isation between e; and e,, not drive profit rates apart, thus causing capital to migrate to the
more profitable sector? So, it seems that the gravitational forces that should generate equi-
librium succeed only in causing a perpetual migration of capital and labour which, as long
as one of the two sectors is more capital intensive than the other, will never settle down into
some equilibrimmn.
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Instead of rejoicing at having found something deep in the foundations of capitalism that
generates, flux, Marx despaired. All of a sudden he realised that a large hole was punched
thlou(rh his Fundamental Theorem, namely the argument that a capitalist economy’s aggre-
gate profit comes from the total surplus value extracted from labour power. In one sweep he
lost the-*scientific’ foundation of both his short-term political campaign and of his long-term
prophecy (see Box 5.10): recalling that the relative price of commodities reflects the labour
inputs necessary for their production only when profit rates are equal, it follows that if profit
rates are not equalisable then the prices of commodities will not reflect those labowr inputs.
Therefore, no guarantee can be given to trade unions that a successful campaign to boost
wages will leave the general price level unaffected. As for the long-term prospects of
capitalism, the idea that a tendency for the rate of profit to fall can no longer be founded on
equation (5.2) since, now, there are two profit rates which may well diverge. If they do,
capital accumulation will not necessarily bring the economy’s overall profit rate down.

To recap, once again a brilliant theoretical attempt to tell a consistent story about (a) the
value of things and (b} the way a capitalist economy grows had come unstuck. We can have
cither a consistent theory about the determination of relative values (if we assume that £, the
contribution of machinery to output, is always the same in each sector) or a consistent theory
of growth and accumulation. But we cannot have both. Alas, economists (inchuding Marx’s

followers) have been trying to square this circle ever since, managing only to fall prey to a
scholasticism that undermines the serious task of understanding capitalism. Marx’s detrac-
tors. who craved an opportunity to dismiss him and his vision as pseudo-science, seized
upon-this incarnation of the Inherent Error in order to successfully confine the whole edifice
tg the - wastepaper basket. The result was a great deal of lost rruth which, in our day and
age,-can be teased out more readily by studying films like The Maerix than economics
textbooks.

f Box'5.12 The Transformation Probles and its implications

‘The idea that prices reflect underlying values is central to the classical economists’
. mindset, However, they had to explain sow the undertying values are transformed
" into prices. Their standard argument was that the equalisation of profit rates will
bring about prices at which each commodity exchanges with others at a rate (or rela-
tive price) reflecting the relative labour inputs necessary during their production. In
Chapter 3 (Section 3.3) we came across a serious problem with that logic. It transpired
that, when machines assist human labour in the production process, an increase in
labour costs (relative to cost of the machines) changes the value of all commodities.
Adam Smith, as peinted in the last chapter, quickly took his leave from this conun-
drum by assuming that the wage share of the surplus (and thus the price of labour
relative to the price of machines) remains constant. David Ricardo, who did not want
to make that assumption, was embroiled in a nasty spat with Thomas Robert Malthus
who pointed out that for Ricardo’s labour theory of value to hold water, each com-
modity had to be produced by the same technique of production involving the same
proportions in the use of the various inputs. Ricardo meckly replied that his theory
could be seen as an approximation.
Marx, who completed Ricardo’s model by introducing a productive capital goods
sector into the analysis, and also explained how profit can be maintained under strong
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competitive conditions as a component of surplus value (which in turn is explained by
the dual natures of both labour and capital}, was not to escape the transformation prob-
lem either. As we saw above, see expression (5.8), the only way of maintaining his
own theory of value and keep alive the idea of a uniform rate of profit when capital
utilisation differs across sectors was to by accept that the rate of labour input extrac-
tion is not the same across sectors. But then he had to explain why those rates
differed.

One potential explanation was to accept that not all capitalists have the same extrac-
tive power over labour. That in some sectors more labour input can be extracted from
the same labour power than in others. Clearly, this differential extractive power is an
obvious feature of really existing capitalism. Corporations do not have the same power
over workers as small businesses and some sectors are at the mercy of such corpora-
tions more than others. Why did Marx not acknowledge this empirical fact and settle
the matter there and then?

The answer is that such acceptance would wreck his main proposition that profit. =
comes exclusively from surplus value. He would have, for instance, to accept that
some profit is accounted for by a form of differential power over workers that compe- "~
tition cannot eat into. The road would then suddenly open to the argument that, if sone
capitalists have more power over workers than other capitalists then, perhaps, they
may have some power over other capitalists in the price-setting game. If so, Marx
would have to concede that prices do not reflect just labour inputs but also this unquan-
tifiable power over prices. The logical limit of this would then be to acknowledge
that an increase in the economy-wide wage rate may indeed lead to an increase:
in economy-wide prices (i.e. inflation). In effect, Marx would have to apologise to
Citizen Weston!!

Note

1 Citizen Weston was the hapless trade unionist who, during the First International Working
Men’s Association in June 1865, put forward the view that a wage rise, even if attained by
industrial action, might come to nothing if capitalists push prices up. Marx’s speech was -
nothing less than an exercise in lambasting Weston. See Marx (1865 [1969]).

5.5 Lost truth and the return to The Matrix

The problem with economics’ Inherent Error is that it withholds important truths from the
future generations that need it most. Marx’s determination to silence Citizen Weston, and to
provide a fully determinate equilibrium story of capitalism’s dynamics, was (at least partly)
responsible for the fact that almost no student of economics today is exposed to the narrative
in this chapter. The world is a dimmer place for this.

One way of understanding Marx’s conundrum is to focus on his exaggerated loyalty to
Ricardo. In adopting Ricardo’s basic corn model as the scientific kernel of his own theory of
value and distribution, Marx inherited a time bomb. A theorist of capitalism much superior
to Ricardo, Marx understood perfectly well that commodities do not actually exchange
according to the relative labour input embodied in them; not even in a ‘perfect’ form of
capitalism. He knew better than Ricardo that prices tended to levels reflecting the melange
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of inputs (inciuding labour) expended during the production process. But he still believed
strongly that if we lose the identification of profit with surplus value at the level of the
econony s a whole (i.e. at the macroeconomic or aggregate level of analysis), we will
remain innocent of capitalism’s essence. Profit spawned capital and capital is the force field
running through capitalism, giving it its energy, guiding its path and determining our per-
sonal acts and thoughts alike. But none of this would be possible without the wedge driven
petween labour power and labour input. In short, without surplus value, and thus free human
Jabour, explaining profit, we are back at a Marrix Economy or at the terrible predicament of
Mr Peel in Western Australia,

While struggling to complete the second volume of his Capital (which he never man-
aged), Marx understood the time bomb in his hands and tried valiantly to defusc it. The task
was difficult: he had to find a way of salvaging the argument that profit comes from surplus
valite while abandoning the simplistic story that prices reflected relative labour inputs
(see Box 5.7) which is based on, effectively, a model of a single commodity or single sector
world: Cognisant of the Box 5.11 analysis (as well as the type of critique in Box 5.12), he
dedicated almost the whole of the third volume of Capital to articulating the foliowing fresh
narrative: imagine that all surplus value, extracted from each and every sector, flowed into
4 common pool. Once there, each capitalist withdraws his share of profit in proportion not
1o the: surplus. value his business contributed to the commen pool but in proportion to the
tiount of capital goods (or constant capital) used in his business (relative to that of the

1 this scheme, profit rates can be equalised even when the organic composition of capital
he k) differs across sectors because the rates at which surplus value is extracted from
workers [the extraction rates e, and e, in equation (4.14)] are also allowed to differ across
the sectors: The major implication of this is that the price of a particular commodity no
lomger reflects the labour inpuf necessary to produce that commeodity. Most strikingly, indi-
al prices can no longer be conceived purely at the microeconomic level: it now takes an
1alysis of the economy as a whole (i.c. a macroeconomic approach} to explain (a) how
gotegate surplus value is extracted in each firm and in each sector; (b) how profit is allo-
‘cated: toeach sector and firm in proportion to their investment in machines; and finally
{c):how-this grand allocation determines individual prices.

Did: Marx’s theoretical remedy hold water? Luigi Pasinetti (1977) thinks so and we
agree.?? Though Marx did not complete the mathematics (and made some technical errors),
Pasinetti shows that he was on the right track, foreshadowing a potentially consistent itera-
tive procedure by which to transform labour inputs, that is, values, into prices 24 Of course,
there is always a price to pay for consistency. As shown by Pasinetti, the theoretical cost
of establishing a correspondence between prices and labows inputs (and vice versa) is the
loss.of Marx’s prophecies about the falling rate of profit. In short, equation (5.2) no longer
holds and nothing concrete can therefore be said about the long-term viability of capitalism.
Marx’s new distinctly macroeconomic framework rendered his theory of value consistent
but forfeited any long-term ‘scientific’ prophecies regarding the future of capitalism.

The problem is that, even if we agree broadly with Pasinetti that Marx managed to deal
reasonably well with the /nherent Error bequeathed to him by Ricardo, the end result was a
mess. Caught up in the Newtonian mechanismn of the nineteenth-century, and a Maxweli-like
determination to unify all economic phenomena under a single model of a steadv-as-she-
goes capitalism, he squandered his dialectical outlook. While he could have seized the
opportunity to argue, with a great deal of supporting evidence (see our argument in
Box 5.12), that capitalism is in permanent flux, that disequilibrium is its natural state as long
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Box 5.13 The falling rate of profit: Internal and external critiques

Marx was the first political theorist to have practised immanent criticism, a scientific
method that derives from mathematics and which demands of the theorist that he/she
immerse him/herself deeply into the theory under scrutiny. First, one accepts all of a
theory’s axioms and assumptions and then tests exhaustively their consistency with
the theory’s conclusions and theorems. Marx did exactly that with the political eco-
nomics of the Physiocrats, Adam Smith and David Ricardo. Like the connoisseur of
tragedy that he was, he suspended disbelief, accepted fully the logic of the political
economics he studied. Once firmly embedded in the theory’s logic, he proceeded to
criticise it from within by highlighting its internal contradictions betore, eventually,
proposing a way of overcoming them. The result was his own brand of political eco-
nomics. As a devout Hegelian, Marx would have appreciated (however grudgingly)
that his own theories could be also subjected to immanent criticism; to an internal
critique. As we just saw, Marx’s view that the profit rate in capitalism is bound to fall -
in the long run simply does not stand up to immanent criticism. His own method of
recasting the labour theory of value and profit (in vol. IIT of Capital), once rid of math-- -
ematical error, leads to the safe result that the falling rate of profit cannot be sustained
as a theorem. S

A second type of criticisin, known as external, is the one that begins by challenging
the axioms, assumptions and general premises of some theory. For instance, one could
argue that value can be created in a Matrix Economy (even though we are hard pressed <
to see how we would concur) or that labour inputs can be quantified just as readity -
as the input into an electricity generator. In the case of the falling rate of profit, the
potential external criticisms are legion. For instance, it has been argued that the fact -
that in the past few decades computers play an increasing role in production does not
mean that the organic composition of capital (£) is rising since the value of computers.
is falling so fast. A more telling external criticism brings into the picture the relation
between developed capitalist countries with the rest of the world. Take for instance -~
foreign direct investment by American, European and Japanese corporations in’
the Developing World. Effectively, this is a case of capital goods being exported from
high profit countries (where the organic composition of capital k is high) to low- -
profit. low-% countries. Then, profits are repatriated from the latter to the former. Such
a migration of capital to developing countries, and of profit to the developed
ones, would ensure that the profit rate does now fall even if we accept the truth of
equation (5.2).

Now, none of the above (internal or external critiques) means that the profit rate in
capitalism does not have a tendency to fall. Indeed, the deeper reason behind the abrupt
end of the first phase of the post-war era, in the early 1970s, was an economic crisis
due to a secular drop in profit rates throughout the capitalist West (see Chapter 11).
The point here is that no ‘law’ of a falling profit rate can be established theoretically.
Human life is not amenable to concrete ‘laws’ as long as a ‘thing’ called ‘free will’
survives within us and we retain a potential for weird endeavours such as art, music,
trust and laughter.
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as free humans are built into its foundations, and that social power is irreducible to mathe-
* matical computations, he went in exactly the opposite way. The philosopher who did so
much to unveil the imp08§ibi1ity of treating fabour and capitgl as measurable ‘things’ ended
up struggling with equations in which labour and capital.mputs f.eatured as meas.urfible
yariables. The scholar who acknowledged the fundamental indeterminacy of contradictions
invested oodles of intellectual energy in formulating immutable laws of change. The
revolutionary who rejected idealism foreshadowed the end of capitalism on the basis of a
shaky tscientific’ theorem which Karl Popper, a century later, was to refer to as a species
of superstition.
Inthe end, Marx displayed the same tragic determination to ‘close’ his ‘system’ that
plagued, and continues to plague, all of economics. It is, as we shall see in Book 2, the same
determination that allowed economists and financial engineers to believe their own models
and to cause, first, the post-1980 debt-based phase of capitalism (which we call the Global
Winotaur; see Chapters 11 and 12) and, later, the financialisation bubble that was to gather
pace from the mid-1990s anwards until, lastly, 2008 provided that particular tragedy’s pain-
ful catharsis. (see Chapter 12). We make this leap in time, from the nineteenth-century to
2008 to remind the reader that this part of the book is no gratuitous trip down memory lane.
Our curtent task is the serious business of establishing, with no fear or favour, what should
~ pesalvaged from traditional political economics for the purposes of our generation’s grand
underftéking: making sense of the post-2008 world.

Marx’s contribution is beyond dispute: he unveiled the contradictory face of capitalism;
the two faces of both labour and capital; the manner in which this ‘split’ makes value-
ation:possible, He accentuated capitalism’s infinite capacity to produce wealth and pov-
‘ as if from the same infernal production line. He revealed the curious fact that automation
at once liberating and turning humans into the machines’ appendages. He illustrated that
re are concrete causal links between growth rates, values and prices. From the perspective
sEour post-2008 world, he helps us become a little more like geologists who peer deep under
he surface of things for the subterranean forces shaping the landscape; to look at value not
ollars; Euros and the proverbial ‘bottom line’, but as a reflection of hard labour per-
d'by real people around the globe who lack, unlike Mr Peel’s imported workforce, the
option of going into business for themselves; to see wealth not as goodies, trinkets and gadg-
¢ts for the satiation of impressionable consumers but as the source of power which, while
trumpeted for its capacity to impart happiness, ends up a means of subjugating others and,
paradoxically, of losing one’s self.

Above all else, Marx has this message for our generation: capitalism will cause crises
evenif peopled by very nice human beings. It will do so even if the individuals running the
banks; regulating the markets, presiding over government and its various institutions are
truly good people doing their best. It is what capitalism does! Regrettably, all these crucial
insights are part of what we call lost truth. The catastrophe that was the communist experi-
ment of the twentieth century did much to overshadow Marx's insights.2® But it was the
economics profession that killed them off.

Hell-bent on discovering consistency, and overcoming the Inherent Error, the econo-
mists that came after Marx learnt from him that, to achieve their objective, they needed to do
one of two things: either abandon the search for a believable theory of value (as Adam Smith
effectively did [recall Section 3.2]) or call off the hunt for a dvnamic model of capitalist
growrh. The majority of economists today, the so-called neoclassical mainstream, turned
their backs to the notion of a surplus whose distribution is determined by the allocation of
social power among different social groups. Instead they chose to rid political economics of
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all politics (usually a euphemism for getting rid of any hint of radical politics) and to cop
struct, in its place, a purely Leibnizian view of market societies in which prices and quantj.
ties adjust around some equilibrium in a complete social and political vacuum. We shalf be -
turning to their ilk in the next chapter. Then there are economists who do care about the Way '
in which the surplus is produced and distributed in a manner reflecting social power. We
conclude this section with a brief look at their ways.
Given that a defensible combination of a theory of stable (or equilibrium) vahies and 3
theory of stable (or equilibrium) growrh is elusive, one escape route is to ditch the very
notion of value. Suppose, for instance, that the surplus is imagined not in termus of valueg
[as it was in equations (5.1) to (5.8)] but in terms of some physical output (i.e. in terms of
tons of corn, numbers of tractors) resulting from production that goes on simultancously in
different sectors utilising different combinations of inputs. Then, it is possible to select any
one of these products and use its price as a reference point or index (a numéraire as econg-
mists call it). It can be shown that this approach, which was famously presented in 1960
by Cambridge based Italian economist Piero Sraffa, under the apt title The Production
of Commodities by Means of Commodities,?® can lead to (a) a uniform rate of profit
(where profit is measured in physical terms) and (b) relative prices expressed simply as
a ratio between the units of a commodity that correspond to one unit of the numéraiie:
product.?’ :
Technically speaking, we have already shown how all this can be done in the previo
chapter. Indeed, equations (4.1) to (4.6) capture Sraffa’s approach fully: two products; th
are both the outputs and the inputs of the economy; two sectors; three inputs (i.e. the two
products plus an additional “natural resource’ not reproduced endogenously); one profit
and one ratio of the quantity of the one product that corresponds to one unit of the ot
Having ditched the very concept of value from the outset, the Transformation Problem never
gets a look in and a complete theory of relative prices plus 2 well defined relation between
the economy’s growth rate and the prevailing wage rate can be established.?®
Philosophically speaking, however, there is a hefty price to pay for this escape. Recalling
that it presupposes the abandonment of value, the analysis constrains us to ook at produc:
tion only in terms of the manufacture of physical ‘things” by means of other physical ‘things’,
plus quantifiable units of some non-producible input. That input, in Sraffa, is Jabour inpit;
a variable that differs from other variables only in that it is only an input and not an output:¥.
To spot the hefty price involved in this theoretical move, simply recall the context in which
these equations [(4.1) to (4.6)] were formulated: the fully fledged Mazrix Economy where
machines produce other machines and fully enslaved humans play a supporting role as heat
generators. Analytically speaking, there is no difference between the role of labour in Sraffa’s
economic model and the role reserved for us by The Matrix.

Box 5.14 Piero Sraffa’s model and the spectre of Matrix Economics

Sraffa’s approach was meant not as a departure from Marx, nor as an abandonment of
value theory, but as a simple model by which to criticise the economic approach that
will be discussed in the next chapter, and in which all politics is driven out of econom-
ics. Sraffa, a left-wing economist who admired Marx and spent almost 30 years of
his life editing Ricardo’s works, wanted to set aside the Transformation Problem
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(see Box 5.12) and tell a story about price determination, which, however, allows us a
helpful glimpse of the role of social power in distributing the surplus between capital-
ists and workers. By thinking of the wage as a part of the physical product, it is pos-
sible to say that a positive extraction rate (or the rate of exploitation) exists when a
person receives as a wage less than the size of her physical product. But while this is
clearly relevant in backward agrarian societies where horses and humans differed not
one bit, what might it mean in a capitalist economy? What is the physical part of the
steel output that goes back to the steel worker? No one knows except through a value
calculation via prices. But if those prices are determined merely through a physical
surplus, then the inputs into production of a horse, an electricity generator and a worker
are analytically equivalent: all subject to the same technical, as opposed to social,
relation.

Torecap, Sraffa’s model applies equally to agrarian slave societies,' and, of course,
to the:‘Matrix Economy in which humans are no more than heat generators. By leaving
value out of the analysis, Sraffa forfeited the option of telling a story specific to capi-
talism, Once the two faces of labour are lost, the two faces of capital follow and the
ensuing economics is no longer able to say anything specific about capitalism. Any

“talk of crisis, genuine dynamics and disequilibrium are thus lost. Nevertheless, we feel

that-Sraffa understood all this well. His analysis [captured by equations (4.1} to (4.6)]
was never meant as a substitute for Marx’s dialectical insights but as a critique of
Marginalist or neoclassical economics - see next chapter. We do not mention this
critique here because of some misplaced necrophilia on our part. Sraffa’s critique
throws ‘a spanner in the works of those who want to argue that capitalist profits and
workers” wages are a reflection of their relative contribution to production. In an age
where the working poor are increasing in number and wealth is concentrating in the
hands of those who live on income from capital (that is often guaranteed by the tax-
paying workers) such a critique is the stuff of power.

Note

[“Possibly alse to societies where production is based on gift exchange, e.g. in Papua New
Guinea before the introduction by the British of monetary means of exchange. See Chris
Gregory, 1982.

5.6 Epilogue

Other cargoes do not rebel!

This is how Benjamin Franklin defined the difference between the trade in slaves and all
other commerce at the Constitutional Convention of 1878. Our innate rebelliousness sets us
apart from machines and animals, and renders slavery a precarious system. From Spartacus’s
audacious rebellion and the resistance that African ‘cargo’ put up onboard the dismal ships
transporting ‘it” to the Americas, to the anti-slavery movement of the nineteenth-century and
Neo’s rebellion in the futuristic ‘plantations” of The Matrix, liberty’s call has demonstrated
Impressive resilience. Industrial capitalism and formal freedom did not evolve together
by accident. Capitalism, in fact, does not only tolerate human freedom: it feeds on it
(see Box 5.15).
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Box 5.15 Capitalism versus slavery and The Matrix

For the past few decades a consensus has emerged that global competition demands
that labour becomes as amenable to the demands of investors and employers as
possible. What if workers agreed enthusiastically? What if they consented to becom-
ing automata at the unconstrained disposal of employers? Chapters 4 and 5 argued that
it would be a catastrophic development for capital. Slavery and advanced capitalism
do not mix. While it is true that individual employers would rejoice at the thought of
slave labour (which explains why a crushing majority of nineteenth-century business-
men were so adamantly opposed to the ban on slavery), capitalism requires free labour
that can be hired, used and then disposed of. After the primitive stage of capital accu-
mulation, it was capitalism that turned its back on slavery. The Africans’ mounting
resistance on the slave ships (recall Rediker, 2007, and Box 5.4), increased the cost of
transporting them and contributed to the end of the trade on cost-benefit grounds. And
when later the Unionists and the Confederates fought a bitter Civil War (1861-4) over -
the slavery question, the conflict had little to do with humanist opposition to the prin-
ciple of slavery. L
Indeed, from 1776 until its abolition, America’s founding fathers combined moving
speeches on liberty with the ownership of slaves. The same Thomas Jefferson who ::
eloquently wrote that “... the whole commerce between master and slave is a perpetual.
exercise of the most boisterous passions, the most unremitting despotism on the one’
part, and degrading submissions on the other’ (Jefferson 1801, p. 240), refused to free
the slaves he owned even in his will. Southern plantation owners and Northern indus- 3
trialists had no qualms about ‘clearing the land’ from the indigenous population. So it
is improbable that humanitarianism was the reason that the Yankees and the
Confederates clashed with such ferocity. A closer look at the contemporary debates
reveals that the Civil War was about whether or not slavery ought to be allowed in
the new territories, basically any land west of Tennessee. Plantation owners wanted
slavery to be allowed there while the industrialised Northern states objected strongly -
for the simple reason that industrialists cherished the freedom to hire and fire free
labourers. Their victory in the Civil War created the conditions for full industrialisa-
tion and for the modern USA to come into being.!
In summary, industrial capital is at odds with slavery because its own reproduction - -
is based on the value produced when labour power is purchased for a price (corre- -
sponding to the value of the wages) and then indeterminate labour inputs of greater
value are extracted from that labour power in a space {the firm) untouched by the
market. As long as this condition is met, many different historical, legal and institu-
tional frameworks can be tolerated: legally imported permanent labour (in countries
such as the USA of the Ellis Island era, Australia, Canada but also, today, the Arab
Emirates), ‘guest’ workers (like the ones Germany imported in the 1950s or the ones
Australia is importing now on temporary, highly restricted, visas), the pool of dis-
enfranchised labour created by South African Apartheid, the illegal labour power
crossing, at great human risk, the border fences and the high seas into the USA and the
European Union, etc. The one institution that advanced capitalism has no time for
is slavery. While firms would love to tum their workers into will-less automata,
a slave economy would be analytically equivalent to the Matrix Fconomy thus spelling
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capitalism’s demise. This contradiction between the interests of individual employers
and of the economic system in which they fare is one of the major causes of actual
crises.In this account, bankers’ bonuses and stock or house price bubbles are mere
add-ons that simply make a bad thing worse.

Note

1 In-a different context, the emergence of capitalism led, for similar economic reasons, to the
demise of the largest slave empire in the world: Brazil, where the slave systerm was abolished
in 1888 just before the establishiment of the Republic. The requirements of value production,
throughout the New World, demanded labourers who were at the same time free to sign the
labour contract and unfrec enough to have to sign it. Slavery was, simply, uneconomical.

If only this were the whole story! While liberty exerts a formidable gravitational pull on us
and on our-social order, an opposing force of similar might is also at work. Our Will to

Freedom regularly transformms itself into Nietzsche’s Will to Power, evoking in us an urge to
'vvvgubjugate which then causes an opposite longing: our tendency to acquiesce in our own
subjugation. The lure of freedom puzzlingly coexists with a penchant for reproducing the
conditions: of illiberty (others’ as well as our own). If Martians were ever to visit, the one
ing that would surely strike them as extremely odd is not so much the human capacity for
ppressmg other humans but the readiness with which these fieedom-loving beings consent
o oppression: If ever Newtonian thinking applied to human society, it surely manifests itself
this ;}erpetual tug -of-war between the forces of freedom and oppression that fight it out

ppressed. The other was Marx’s contubutlon namc,ly that cap1tai1sm is a uniquely
system because it oppresses everyone in almost equal measure, rather than just the
shed and the meek who used to be at the mercy of the merry aristocracy. Worker and
capitalist, man and woman, banker and farmer, the middle classes, even the world’s bur-
geoning squatter population, each and every one of us is turned into an effective servant of
global capital accumulation. Pressed into the service of the machines, free markets put our
society-on the path to the Matrix Economy where freedom is but an illusion. Even though we
are far from such a dystopia, our minds are contaminated by false notions of our ‘need’ for
the latest gadget, the larger house, the bigger mortgage. Philosophically, the commodity
Jetishism that is essential to capital accumulation, taken together with the self-perpetuating
compulsion felt by those with capital to create more capital, is not too far off the virtual real-
ity of The Matrix. Without taking ownership of our bodies, capitalism immerses human
minds just as successfully in a virtual reality functional to the needs of the machines.

As in all good tragedies, the possibility of catharsis rests on a moment of clarity that
follows some deep crisis. At that instant of radical disequilibrium and deep-seated indeter-
minacy, the protagonists are blessed with a chance of catching a glimpse of their predica-
nent-and . exposing the most contemporary variant of Condorcet’s Secret. Only those
fortunate to live during such rare moments get a chance to reach, like Thomas Anderson,
for the red pill. Of course, that moment cannot be willed by the human spirit alone. Since
the rise of the steam-powered factories, the telegraph, mass transport and computerised
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automata, it takes a crisis of capitalism (possibly a string of them) to materialise. The Cras
of 2008 was, in this view, such a moment when the confluence of different economic forceg
(which we shall investigate in Book 2) caused the perfect storm which graced us with the
singular opportunity to discover the ways our own belief system has been sustaining
an unsustainable social order.

Marx’s singular contribution was to point out that such crises may be inevitable. They are
not inevitable because capitalists are awful people (even if many of them are), or because the
banks have made a killing using other people’s hard-earned money (even though they
undoubtedly have), but because capitalism is caught in a trap of its own making: as a system
it strives to turn us into automata and our market society into a Matrix-like dystopia. But the
closer it comes to achieving its aim the nearer it gets (very much like the mythical Daedalus;j
to its moment of ruin. Then it picks'itself up, recovers and embarks upon the same path 3}
over again. It is as if our capitalist societies were designed to generate periodic crises. Only
this design evolved historically, as both Adam Smith and Darwin would have understood,
without a purposeful designer whom we can blame.

Where Marx went badly wrong was in his conviction that capitalism can be scientifically
proven to lead to its demise and replacement by a more rational socio-economic organisation
in which the two natures of humans will be reunited in genuine freedom from (a) the domi-
nation of want and (b) the machines’ imperatives. Marx was wrong for two reasons: first i
cannot be shown that this is what will happen, not even in the long run; and second, as John
Maynard Keynes famously put it, in the long run we are all dead anyway. And if capitalism
wastes natural resources in the same way that it squanders human virtues, then we may-not
be around on this planet to witness this particular triumph of the Dialectic (see Box 4.10):

Rare as they may be, moments of clarity are the stuff of genuine historical progress:
Spartacus” moment in history came when he managed to dispel Condorcet’s Secret; to infuse
into the slaves a capacity to see slavery as an unnatural, social, historical construction. Even
if his rebellion failed, it continued to resonate through the ages inspiring others to complete
the struggle against slavery. The suffragettes, Mahatma Gandhi, Martin Luther King, Nelson
Mandela: they all revealed to long-oppressed groups of people the true causation behind
their subjugation and, in so doing, empowered them to imagine a world in which such causa:
tion is extinct. :

Political economics cannot explain how the inspired few can convince us to take the red
pill. What it can do to is to analyse the socio-economic crises which are a prerequisite: for
that option to emerge. The suffragettes would not have succeeded in pushing forward. the
idea that women had to have equal political rights were it not for the crisis that occasioned
the Great War and brought women into the factories. Similarly, history would have passed
Gandhi over had British capitalism not entered into a slow burning, long-term crisis that
made the preservation of Empire impossible. Martin Luther King’s speeches would not have
been heard outside a tiny circle of followers had it not been for the violent discontent caused
by a stagnating US post-war capitalism which spawned both the Vietnam War (where blacks
were over-represented for the first time in US military history) and President Lyndon B.
Johnson’s Great Society programme for boosting domestic demand among the less privi-
leged consumers.

Knowing the underlying causes of oppression, regardless of whether we are its victims or
culprits, is a giant first step towards negating it. In this regard, political economics ought to
be rationality’s friend and freedom’s ally in defusing Condorcet's Secret. Alas, in reality, it
has been their worst enemy. Rather than convincing us to take the red pill, to stare into the
blinding sun in defiance of the causes of our predicament, political economics has been
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embrotled in its own small-minded, farcical concerns. Slavishly copying nineteenth-century

physics, it ‘has sought to produce a complete picture of market societies in which all eco-
nomIC variables are ‘explained’, ‘quantified” and ‘predicted’ with the accuracy of an engi-
~ geer and the consistency of formal mathematics.

Unable to grasp the importance of humanity’s glorious resistance to any force that tries to
rurn us into inputs no different from coal or electricity, political economics prefers to model
 capitalism as the locus of predictable change and dynamic equilibrium than as a space of
flux, unpredictability and permanent disequilibrium. Even Karl Marx, the scholar who gave
us the first decent glimpse of the irreducible dialectical nature of labour and capital, of capi-
walism’s inherent irrationality and of its tendency to erupt in crises; felt the need to seek
shelter under mathematical formulations in which everything can be worked out in terms of
" well-defined functions. Bending the truth to his mechanistic will, he was partly responsible
for.the authoritarianism that took over the communist movement, turning humanism’s great-
est hope into one of humanity’s worst nightmares.

The trouble with humans is not just that we swing unpredictably from conformism to

rebellion and back, but also that we cannot stop ourselves from celebrating our unpredicta-
bility while at the same time striving to repress it. Our poetry celebrates the fickleness of the
human condition while our theory strives to choke it, portraying us as predictable pawns in
yme predetermined chess game. Of course, sometimes pretend-models are a practical
onse to the intransigence of reality. But to put them to good use we must never really
ve in them. We must always press them to breaking point; drive them to their limits; and
atch them disintegrate under the weight of their internal contradictions. And then we must
nscend them quickly, never losing sight of the true purpose of our endeavour: to help us
ar societies of systematic idiocy at a planetary level (like poverty in the face of con-
icuous wealth; of unemployment when so much work needs to be done; coal burning and
toxification of the atmosphere when investment in green energy would enrich our lives
d improve our balances; the list is endless).
Unhappily, all of the above have amounted to significant truths lost due to the economics’
scipline. Haunted by the dream of some closed, self sufficient system, economics of all
pes-has been returning, like a guilt-ridden criminal, to the scene of its Inherent Error: to
¢ aspiration to offer a set of interlocking concepts that are their own cause. Naturally, even
to try this logically difficult party trick, all human features (i.e. politics, quirkiness, psychol-
ogy, social contingency) must be bleached out of economics. Unimpressed by this folly,
economic reality treats the economists’ ‘dream’ with the contempt it richly deserves, under-
mining with mathematical precision the unity of economic models, and preventing them
- from producing some satisfyingly determinate system.

All our binary oppositions are thus exposed as serious misunderstandings: economics
versus politics; niicroeconomics versus macroeconomics; value versus price; the individual
versus the state; the production models in this and the previous chapters versus the ‘utility
- caleulus’ of the next; each of these notions or models turns out to be both necessary and
incomplete. Each is a necessary error, an indispensible facade. Economic theory may be our
best shot at understanding social reality but is an unsafe friend and an exceedingly poor
historian. The best-intentioned economists, with Karl Marx towering above them, begin
with a healthy appreciation of the fact their models are nothing but provisional forays into
Structured thinking. Soon after, however, the models take over and the provisional terms in
which they do their work start regarding themselves as conduits of a concrete or material
existence. Before economists realise it, their models auto-reify and turn into totalising sys-
tems in their own right. As if in a bid to reflect the way in which capital ended up subjugating
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(via the imperatives of competition and capital accumulation) capitalists and workers alike
economic models successfully subjugate the economists, turning them into their append.,
ages.

It seems that the price we must pay for freedom is the same that we must fork out fg;
enlightenment.- To understand 2008 and its aftermath we must learn to resist the Sirens of
consistent economic models generating determinate ‘predictions’ on prices and quantitieg
Resisting in this manner is our equivalent of the red pill. To allow ourselves to be lured by
determinate economic theory is to opt for the blue pill that delivers the type of blissful igno.
rance which passes as mainstream economic theory. While the blue pill offers better prog:
pects for a quiet life and professional success, only the red pill can tell us about the Crask of
2008 and the role economic theory played in bringing it about.



¢ Empires of indifference

Leibniz’s calculus and the ascent of
Calvinist political economics

6.1 Lost truths retrieved

The modern world luxuriates in its multiple veils. Capable of being radically unlike what it
seems, it 18 fraught with delicious contradictions and is permanently pregnant with crises,
but also with the prospect of their overcoming. However, this ‘overcoming’ is impeded by
Condorcet’s Secret. To defuse it, society must be ready to swallow the red pill. Theory, in
this context; ought to be a device for unlearning how to live merrily in deceit. Regrettably,
as this chapter will argue, soon after Marx’s Capital was published, economic theory took a
drastically different turn, transforming itself into the most potent blue pill in history.
Jean Baudrillard once said wryly that there are two kinds of scholars: those who let dead
authors rest in peace and those who are forever digging them up to finish them off. In the
preceding chapters, we did something quite different with the texts of early political eco-
nontics: we plundered them, not in order to score scholastic points against long dead authors,
but instead to retrieve lost truths in the hope that they may help free our generation from the
tyranny of contemporary appearances; from, for example, the conventional lie that the Crash
of 2008:was caused by rampant bankers, negligent legislators, reckless home buyers and
regulators who fell asleep on the job.
The largést nugget of gold retrieved from those texts was the insight that, atthough history
is nothing more than the sum of individual acts, our economic and social reality is shaped by
unobserved material forces working their magic behind our backs. Our free will keeps his-
toryon its toes and our subjective beliefs motivate our acts but, nonetheless, both are severely
circumscribed by unseen material forces. Qur subjectivity remains the sole source of value
- but. at the same time, it is constrained by objective circumstances beyond its immediate
_ comprehension or ambit.
Adam Sinith showed how competition may subvert self interest, as if by some invisible
hand, and David Ricardo distinguished between the activities that produce thinigs we value
in our market societies from those that are ‘objectively’ productive. But it was Marx who
contributed the most shockingly modern and tantalising of thoughts: that, although no one
likes a crisis or works to bring it about, crises are functional to capitalism in the manner that

periodic bushfires help maintain the Australian forests. Rather than avoidable accidents due
~-fo-an excessive concentration of power in the hands of malicious managers or of corrupt
politicians, Marx enabled us to see crises as essential components of capitalism’s dynamics.
The devastation they wreak to whole generations of workers, shopkeepers, farmers, migrants,
etc. is as indispensible to capitalism as Hell is to Christianity.

Even more helpfully, Marx highlighted the pivotal contradiction of the modern era: the
faster and surer is economic growth the more profit rates suffer and the closer we edge to the
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next crisis whose primary fisnction is the restoration of the fallen profitability. Where we pag
ways with Marx, and possibly with the entire economics profession, is in our conviction that
all economic theory comes much closer to the biue than the red pill: instead of exposing the
inconvenient truths, economics exhibits a natural tendency, often in spite of the economists?
best intentions, to obfuscate, to conceal and to lull its practitioners into a false sense of inte].
lectual security; thus becoming a passive accomplice to a life lived almost exclusively in
deceit. This chapter is dedicated to the origins of the highest form of that joyless ‘condition’:
the mainstream economics which spawned the Econobubble and provided the ideologica]
cover for the variant of global capitalism which came crashing down in 2008.

6.2 The Inherent Error thus far

How could so many brilliant economists, financial experts, central bankers, efc. get it so
wrong? This is a question that reverberated around the world in 2008; just as it had done
many times before, 1929 being one of the more memorable occasions. Our hypothesis in thig
book is that we are staring at a ‘systemic’ failure, an /nkerent Evror, rather than poor indi:
vidual judgement on the part of the economists. The root cause of the discipline’s Inherent
Error is, we submit, the determination to forge, come what may, a consistent, unified expla-
nation of both values and growth; of distribution and accumulation.

There is, of course, nothing wrong with the ambition to discover a general theory that
unifies our understanding of

(a) how an economy grows and
(b) how it bestows values upon different ‘things’.

But when this ambition can be realised only by brutally twisting logic, and by assumptions
which violate (rather than merely simplifying) reality, economics tumns from an ally in the
struggle against ignorance to a species of mathematised superstition.

We have been referring to this Inherent Ervor from the first chapter onwards. Its latest
incarnation appeared in Section 5.4 of the previous chapter. It emerged when Marx stumbled
upon the useful insight that competition among capitalists cannof equalise, across the econ:
omy’s many sectors, both profit rates [the ®’s in equation (5.8)] and the rates at which labour.
inputs are extracted from labour power (the extraction rates, the ¢’s, in the same equation):
For, if capital moves to the more profitable sector, as is its wont,! that will cause the extrac-
tion rates to diverge. But then, the freshly divergent extraction rates will bring about the
migration of labour from the sectors with the higher to those with the lower extraction rate,
a ‘correction’ that will, however, cause the profit rates to diverge, thus spurring a fresh
migration of capital. And so on.

Box 6.1 The Inherent Error’s triptych

e The lure of algebra
e The appeal of closure
¢ The political utility of determinism
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{nstead of rejoicing at having discovered one of the reasons why capitalism is synony-
mous with constant flux, Marx panicked and went into overdrive trying to iron out this
ncongruity”. The Infierent Error was, thus, given a new twirl. Why? The reason is threefold,
e believe. First, there is what we think of as the lure of algebra. To illustrate this ‘lure’,
suppose that one came across two equalities, xvithgut knowing what they meant, represented
or their connection to some ‘reality’: e.g. y=ax” + b; x =c+dy. We submit that even the
jeast mathematically minded would experience an inner curiosity to know their ‘solution’ as
~ asystem of equations; even if they were not, in any meaningful sense, such a system.
Second; there is the related appeal of closure. In Chapter 5 we mentioned the influence on
political economics of James Maxwell’s astonishing unification of magnetism, electricity
~ and radiation. It is virtually impossible to overstate the mesmeric effect that this ‘closure’
fad on nineteenth-century intellectuals, and not just those who actively engaged in the natu-
-~ ial sciences: For, that was the first time in human history that different branches of scientific
understanding, hitherto pursued by different groups of scientists (employing different
assumptions and methods), suddenly converged (almost by serendipity) to a single model in
which a.consistent explanation became possible. Thus, an overarching theory of causes and
affects explained seemingly disparate phenomena.? Its secret was the proof that light, radia-
tion and electromagnetism were mere manifestations of a unified meta-force.

Social ‘theorists of ability and imagination felt compelled to produce similarly unified
theories:of society. Hegel had already foreshadowed a view of a singular force guiding
humanity towards some tefos,® and Friedrich Nietzsche famously posited the Will to Power
a5 the:subliminal force lurking behind all that we say and do. But it was Marx who went
beyond philosophy and attempted to do for social science what Maxwell had achieved in
physics: to close the theories of classical political economics by discovering the meta-force
whese different manifestations rute over our disparate lives. That meta-force was no other
than capital (thus the title of his most famous book) and capital was no more than crystal-
lised uman labour; *dead’ or ‘zombie’ labour with a twisted logic of its own that was grad-
ually'taking over the world at the expense of the living (both entrepreneurs and workers).

' Toclose his system, Marx had, just like the physicists, to find a way of leaving no sig-
~ mficant ‘force’ outside his gamut of explanation. Section 5.4 showed that to fielly explain
“values: wages and profit rates in terms of capital (and its incessant flow to sectors with higher
profitability), Marx saw no alternative but to take the following two steps:

(1} “Assume that commodities, courtesy of Smithian competition, trade around their values,

which, in turn, reflect the labour inputs necessary for their production.

(2} Work out the system’s capital accumulation (and profit) rates given these values-
cum-prices.

In'short, closure could be bought only at the price of assuming that, at every moment in time,
there existed a set of values (one per commodity), a wage rate and a single economy-wide profit
(or growth) rate such that, other things remaining equal, the ‘system’ would be at rest.

We can now begin to see why equation {5.8) gave Marx such grief. For, it revealed a ter-
rible dilemma: either he would have to celebrate the insight that capitalism is typified by
constant flux (caused by the continual migration of capital* and labour? across different sec-
tors); or he should become embroiled in the longwinded project of ironing this flux out of his
model. He opted for the latter thus bequeathing us a new variant of the /nherent Error: the
inauspicious transformation problem (recail Box 5.12). Had he chosen the former path, his
reward would have been a richly appealing account of the dynamics of capitalism: prices
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would haphazardly dance around their underlying values (i.e. labour inputs) and the trans:
formation of labour power into labour inputs would have retained its true indeterminate
nature. Alas, that choice would have led him into politically murkier waters: it would amount
to the abandonment of Marx’s burning ambition to produce a unified theory of society fea.
turing capital as its unique meta-force. Why? Because, given that prices would now be irre:
ducible to values, the theory would have to allow room for some other determinant of prices,
such as the nebulous concept of power of firms over consumers® and/or over workers.”

The appeal of closure suggests, at this juncture, the possibility of an interesting compari-
son with physics where a similar ‘appeal’ is just as powerful. Marx was too astute to have
overlooked that something was missing. from his model of capitalism; that not all forces
were reducible to capital (even if the latter remained the dominant force running through the
world’s fabric); that some unaccounted for, translucent, elusive ‘dark’ force (we call it power
in the above paragraph) did a lot of the work of determining prices, profits and wages, leav-
ing behind an explanatory lacuna. Compare, however, Marx’s response to that of the physi-
cists when they too discovered that their Standard Model could not square (a) their theory of
gravitation with (b) their current inventory of cosmic forces and matter.

Upon discovering a gap in their models, the physicists christened the missing ingredient
dark matter/energy and have ever since been struggling to shine a bright light on it by means
of massive new experiments which they are currently conducting in deep coal mines under
the North Sea, in endless tunnels dug into the Swiss Alps, aboard space stations, etc. What
did Marx, his followers and, indeed, almost every other economist since, do? They went
back to their original equations in search of an excuse not to look further; to patch the model
up axiomatically with no need to research further the material causes of its incompleteness;

While the lure of algebra and the appeal of closure explain an important part of the
economists’ ostrich-like approach, we feel there is much more to the Inherent Error. We
refer to the third factor contributing to it as the political utility of determinism. Take Marx:ag
an early example. He never tried to hide his political agenda, that is, his argument that the
working class must strive for higher wages with no fear of price inflation. To bolster this
agenda scientifically, he had to keep the question of income distribution separate from the
question of value and price determination (recall Box 5.10). Rendering his theory of value
consistent with his theory of growth was, therefore, functional to a precise political agenda;
In contrast, the physicists have no such agenda. The discovery that there is simply not enough
matter in the cosmos to support their models of gravitation gave them pause, and perhaps:a
degree of irritation. But neither lasted for more than a few minutes.

Very soon, the fresh evidence of a missing ingredient {(which undermined their prevailing
theory) appeared to them as a tremendous opportunity for renewed research, furious debate and,
poignantly, extra funding at a massive scale. Before long they were happily constructing gigan-
tic research facilities. While they too, just like the economists, crave findings that will, eventu-
ally, deliver determinacy back into their so-called Standard Model, their method of bringing
it about involves ingenious new experiments and brand new pieces of hardware with which
they scan the universe for clues on what the missing dark matter might be and how they can
incorporate it in new determinate models. In contrast, economists, whenever their models are
found wanting, ignore reality, recoil back into them, and carry on tweaking their axioms until
the same tired old models are rendered determinate, naturally at the expense of illumination:®

6.3 The defence of the realm

Marx was not immune to the /nherent Error. But it was the reaction against his critique of
capitalism that elevated the Inherent Error to loftier heights, turning it into an unassailable
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Box 6.2 Backlash

powerful interests respond powerfully when challenged. When the first medical stud-
ies began to reveal the harm caused by smoking, the tobacco industry went into top
gear sponsoring research that cast doubt on the emerging anti-tobacco consensus. It
took decades of concerted effort to liberate the truth from such shameless propaganda.
{On tobacco and other chemicals see Epstein, 1998.) More recently, the fossil-fuel
industries (coal, oil, etc.) began channelling rivers of cash to outfits that dispute the
averwhelming scientific data on climate change. These are just two examples of single
industries reacting brutally to a perceived political threat. Predictably, the backlash
against a challenge aimed at the interests of all industrialists at once was of a wholly
different scale. At the theoretical level, it took the form of the death of classical
political economics. At other levels, its realisation was grimmer (e.g. the murder of
Rosa Luxemburg, a talented Marxist economist and humanist political activist, in

Tanuary 1919).

ewilderment and a barrier which hermetically sealed economics off from capital-

. The political economists that followed Marx, and who felt a duty radically to oppose his
seientific’ critique of capitalism, realised that, to achieve their objective, it was awfully easy
3 shift the “paradigm’ onto vistas within which Marx’s view would make no sense. Fearing
t Marx‘was hard to out-manoeuvre on his own analytical terrain (that of classicat political
Wil mics),-the terrain was therefore changed. In effect, they adopted the key counter-
gency.technique of our time: to kill the fish, drain the lake!
I analytical terms, this meant a wholesale rejection of the type of political economics
ipon which Marx had erected his narrative. Classical political economics was thus sacrificed
o deny Marx-his foundations. The collateral damage, of severing economics’ link with
bgureheads such as Adam Smith and David Ricardo, was deemed acceptable. Thereafter,
they were to be revered as symbols honoured more in the breach than in the observance (of
their analytical method).
The key theoretical move was the retreat from value, From Aristotle’s time (recall Chapter 1),
_prices were imagined as mere ephemeral refiections of something deeper, subliminal, real:
of the value of things. Smith, Ricardo, Malthus and Marx shared this presumption and
thought that prices echoed, however imperfectly, underlying ‘objective’ values. As the trem-
bling shadows on the Platonic cave’s walls vaguely reflect the real persons sitting in front of
the fire, so do the rickety prices we pay hazily reflect their ‘objective’ values; or so the clas-
sical political economists thought! By imposing a moratorium on the very idea of value (as
something distinct from price), anti-Marxist political economics cancelled the very frame-
work in which Marx's analysis (but also of Smith’s, Ricardo’s and Malthus’s) made sense.
Note the strategy’s brilliance: with one small stone it killed off all debate on the role of
capital and labour in determining values; on the origin of profit in surplus value; on the ana-
: ‘]Ytlcal importance of the rate at which labour inputs (that is, values) can be extracted from
given labour power, etc. The next task was to devise a theory of prices that does not require
any analysis of capitalist reality. The new approach, which became known as Marginalist
and soon spawned its so-called neoclassical turn — see Section 6.11), offered just that.
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Thus capitalism suddenly dropped off the radar screen of political economics. All thy
remained in view were observable oscillating prices and quantities. The sole institution thy;
stayed at the analytical centre was that of some rarefied market in which our only possible
identity is that of buyer and seller. The adoption of this simplistic dualism,” within a contexy
of a single surviving institution (the abstract market), made it impossible to think of capita].
ism as anything beyond a ‘natural system” of buyers and sellers. And given that, at least iy,
the late-nineteenth-century, the epithet ‘natural’ had positive connotations rhyming with
‘natural order’, ‘natural philosophy’, etc., it became entirely understandable to think of cap.
italism as a stable and efficient frame (almost a social counterpart of the solar system) withip
which human freedom and creativity had the best chance to flourish.

In this new mindframe, Marx’s depiction of capitalism as an innately contradictory, illib-
eral system (and of crises as the inevitable manifestations of these contradictions) echoed ag
distant, partisan and, to many, slightly paranoid. Capitalism was thus protected by a cloak of
theoretical invisibility and the realm of capital was defended most effectively from rationa)
scrutiny. In the process, any hope of coming to grips with the real world around us sustained
amajor blow from which it has never really recovered. The new Marginalist-cum-neoclassical
political economics succeeded in monopolising, to this day, the pages of every modern eco:
nomics textbook on the planet. It informed every finance minister since at least the Secongd
World War. It constrained the imagination of the best willed of politicians. Worse still it
provided the foundations of the post-war Econobubble which did the ideclogical bidding of
the Bubble whose demise in 2008 we are now paying for. Where Marx strove to furnishius.
with an effective red pill, the backlash against his worldview created the most insidious:
blue pills. Sadly, our world remains under its influence. It is for this reason that the presen
chapter delves into its ‘alchemy’.

6.4 A moratorinm on value

As with all fresh starts, there was an invigorating quality in the Marginalists’ first stirrings
Their utter disregard for everything that went before them is endearing; electrifying even
Recalling how economics’ Inherent Error began with Aristotle’s incongruous theory of
value, and continued with the classical political economists’ tortuous attempt to square:a
theory of value with a theory of growth, the following lines by Ludwig von Mises (a second-
generation Marginalist and free marketer -- sce Box 6.5) are genuinely cathartic. His point is
simple: value is a fulse concept and the idea that things are exchanged anly when of equal
value a monstrous fallacy. The whole notion of value and value equivalence is, through his
lens, a counterfeit deity that has caused so many fine minds, from Aristotle to Marx, to floun-
der in search of a solution to an insoluble, meaningless problem. Away with it, then!

An inveterate fallacy asserted that things and services exchanged are of equal value.
Value was considered as objective, as an intrinsic quality inherent in things and not
merely as the expression of various people’s eagerness to acquire them. People, it was
asswmed, first established the magnitude of value proper to goods and services by an act
of measuremnent and then proceeded to barter them against quantities of goods and serv-
ices of the same amount of value. This fallacy frustrated Aristotle’s approach to eco-
nomic problems and, for almost two thousand years, the reasoning of all those for whom
Aristotle’s opinions were authoritative. It seriously -vitiated the marvellous achieve-
ments of the classical economists and rendered the writings of their epigones, especially
those of Marx and the Marxian school, entirely futile. The basis of modern economics
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is the cognition that it is precisely the disparity in the value attached to the objects
exchanged that results in their being exchanged. People buy and sell only because they
appraise the things given up less than those received. Thus the notion of a measurement
of value is vain. An act of exchange is neither preceded nor accompanied by any process
which could be called a measuring of value.'?

" How absolutely true! Suppose we observe Jill swapping a banana for two of Jack’s apples.
 If Jill thought that her banana was of the same value as Jack’s two apples, why did she bother
to swap? Clearly, she must have thought that his two apples are of greater value to her than
her one banana. (And, at once, he must think the opposite.) The operative words here, of
course, are she and her. Von Mises’ message is that only one thing matters at the market-
place: subjective appraisal. Apples, bananas or, indeed, software and space shuttles, do not
come complete with some pre-packaged value hinging on the production cost and splendidly
_ ndependent of the buyer’s judgement. It is the very divergence in the subjective judgements
of buyer and seller that motivates trading.

So; asks von Mises, why bother with the idea that, when a bargain is struck, something
_ other than the price offered by the buyer and accepted by the seller needs to be equalised?
Why look into. the shadowy world of unseen vafues when the world of prices is bathed in
unshine and contains all we need to understand the marketplace? Moreover, if the retreat
from value helps eliminate the /nherent Error, it is surely a blessing. But does it eliminate
the Inherent Error? Unhappily, it does not, as we shall establish in the rest of this chapter.
Though a defensible price theory based on subjective appraisal becomes possible, it does so
in the context of an economy that either features no machines (i.e. no capital goods) or one
in which all time and space are compressed into a single point!

As we:shall be arguing, the retreat from value led instantly to the disappearance not only
of any. meaningful handle on capitalist dynamics but also of capital and the idea of change
altogether. The price of eliminating value was high. Political economics, at the (false) prom-
ise of the elimination of the /nherent Error, was lured into purveying an official view of
capitalism that left room neither for capital nor for the flux that is its hallmark. In a crisis-

prone world, crises became theoretically impossible.

6.5 Prices without values: Staying poised on the margins of

utility

Von Mises, and the Marginalists before him (see Box 6.5), had their own firm ideas of what to
put in place of the discarded value theory: a purely subjective theory of prices. Whereas clas-
sical political economics was trying to unlock the mystery of price by delving into the produc-
tion process, the neoclassicists turned to the psychic universe of the buyer, to his/her desires,
preferences and, ultimately, to the combination of gaods over which he/she is indifferent.
The basic idea behind this price theory was simple: as long as there are many potential
buyers in the market for lemons, the price of a lemon is proportionat to the ‘satisfaction’ of
the buyer who purchased the last lemon sold (or, in their terminology, the marginal lemon).
Notonly is every one of us valuing lemons differently (as von Mises suggested above), but,
in addition, each person values every particular lemon differently (depending how many he/
she already has).

In the new Marginalist language, it was the lemon on the margin (or the marginal lemon)
that determined the price of all lemons. No matter how much Jack values lemons, if the
greengrocer chooses to sell lemons to Jill too, the price Jack will pay will reflect Jill’s (lower)
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valuation of lemons. Shielded by competition from the seller’s avarice, Jack retains a private
surplus!! since he pays a price proportional to Jill's utility from the last lemon bought.1z 4
case where, so to speak, the tail (i.c. the marginal lemon) wags the dog (i.e. the whole
market). Or, as superannuated postmodernists would enjoy saying, the answer is blowing oy
the margin.'?
To make this point clearer, it helps to pit this Marginalist explanation against its classica]
counterpart. by putting:an. identical question to both camps: why does our society price
a video game much more highly than clean air? The classics would, in one voice, fa]]
back on the labour theory of value: air, however critical it may be for the preservation of
life, requires no human effort to be supplied. Until humanity succeeds in turning the
atmosphere into a noxious gas. air will be supplied effortlessly and. hence, it will have pg
exchange value. Consequently, no one will be able to sell air canisters (except to scubg
divers or astronauts) at a positive price. On the other hand, a video game takes countless
hours and a great deal of human effort to design, program, debug and distribute. All thig
human labouwr input bestows value upon video games that the market then translates int
a significant price.' G
Note how the utility from air or from the video game played no role in this, otherwise e
classical price theory.!> The reason is of course that the classicists looked exclusively in
the production process for clues regarding the price of things. The Marginalists, howevs
turned their eyes away from the production process, seeking instead the origin of prices.in
the individuals® private subjective appraisals of {or private utility from) different gm}'dé,lﬁ
First, they note that the utility of air is infinite for alf those of us who wish to continue living,
or at least as high as the satisfaction we get from remaining alive. Second, they contrast this
thought to the reality that, as long as our bodies are immersed in a relatively clean atmos:
phere, we do not care at all for one extra (or one less) cubic centimetre of air. In short; the
marginal unit of air offers us, in itself, precisely zero utility. And since price reflects the util:
ity of the marginal quantity, air is free of charge (except, again, to scuba divers for. whom
air’s marginal utility can be steep).
As for the video game, the product is indivisible (in that you cannot piay the game 1f you
have at your disposal less than one unit of it} and so the marginal video game is the last Copy
of the game sold. Let’s say that it was Jack who bought that marginal copy and suppose t
he values it enough to want to play it, rather than delete it immediately from his gamin
console. Then, it is evident that Jack’s subjective appraisal of (or utility from) this.v
game is positive (and, quite possibly, considerable). And since price reflects the utility ¢
tributed by the last unit sold (the marginal unit) to its buyer, that is, to Jack, the price of*
video games that he and everyone else pays is positive (and perhaps substantial) while, at the
same time, the price of the air they breathe is exactly zero, despite air’s infinite contribution
to their total utility.!”
Underlying this price theory is the so-called equi-marginal principle; (see Box 6.3).
Alfred Marshall, one of Marginalism’s stalwarts (see Box 6.5), put it as follows: ‘When a
boy picks blackberries for his own eating, the action of picking is probably itself pleasurable
for a while; and for some time longer the pleasure of eating is more than enough to repay the
trouble of picking’.!s Marshall’s point here is that we crave that which we Jack but, as we get
more of it, the craving subsides and we are less prepared to work for it. In other words, as we
‘stock up’ on some good, we experience diminishing marginal wtility:'? *But after he has
eaten a good deal’ Marshall continues, ‘the desire for more diminishes; while the task of
picking begins to cause weariness, which may indeed be a feeling of monotony rather than
of fatigue’. So, when should the boy stop picking berries?
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Box 6.3 Neoclassical Price Theory
Utility, the equi-marginal principle and the introduction of Leibniz’s calculus into
2conomics

Suppose that all you care forin life is an abstract notion of preference satisfaction called
atifity. Suppose also that all activities in life can be mapped on to some index of pri-
vate utility. Then, it is a truth of mathematics that you should always act in accordance
with the following rule known as the equi-marginal principle: continue with some
action as:Jong as your marginal utility (i.e. the contribution to your net utility from the
last unit of the said activity) is greater than the related marginal dis-utility (i.e. the
. Josses in utility caused by that last unit of the activity). Cease and desist (from that
getivity) the instant marginal utility equals marginal dis-utility!

Now note that the notion of marginal utility has an important mathematical inter-
pretation: If the utility from apples is denoted by function {{(a), where a is the number
of apples Jill eats and U her utility from that experience, then an increase in U/ caused
by eating Oa extra apples equals 8U = U(a+ 1)~ U(a) . The proportionate rate of change
. inutility, following an increase in apple consumption, is given by ratio su/8& . When
the number of extra apples tends to zero (i.e. when Jill eats an extra small bite of an
-_apple) OU tends to the first order derivative of function {/(a) subject to a. This is the
lan uage and notation of Gottfried Leibniz (1646-1716) in which marginal utility
: dU(a)
: da
the calculus s;multaneously discovered in the 1680s by Isaac Newton, found its central
place i political economics; a place that it has not lost since.

b omes synonymous with U(a) or - Thus, Leibnizian calculus, as opposed to

Note: '-_The significance of the fact that it was Leibniz’s calculus, rather than that of
Newton which became ensconced within Marginalist political economics is discussed
towa ds the end of this chapter.

According to the equi-marginal principle, he should stop when the last (or marginal) berry
gives him the same utility that it denies him. In Marshall’s own words:

Equilibrium is reached when at last his eagerness to play and his disinclination for the
work of picking counterbalance the desire for eating. The satisfaction which he can get
from picking fruit has arrived at its maximum: for up to that time every fresh picking
has added more to his pleasure than it has taken away; and after that time any further
picking would take away from his pleasure more than it would add.

To see how a general theory of prices emerges from this simple thought, consider some
.~ abstract commodity X that Jill buys at the supermarket. Suppose the price is fixed at $10 per
unit of X and Jill wants to spend at most $30 on X. How many units of X should she buy? If
Marshall is right, and the first unit of X gives her a great deal of utility, the more she buys
the less she values the marginal (or last) unit and the less, therefore, she is prepared to pay
for it. Suppose that Jill gets 30 units of utility from the first unit of X (let’s call them utils for
short), 20 utils from the second unit of X, 5 utils from the third unit of X and, lastly, 2 utils



124 Shades of political economics

Box 6.4 Dr Faust and the Equi-Marginal Principle

In Goethe’s version of Dr Faust the good doctor is portrayed as an intellectual deeply
discontented with the limitations of his knowledge regarding the big questions, the
dearth of-his powers over circumstances and the ingrained unhappiness that is the
human condition. Mephistopheles (an incarnation of the Devil) finds an opening in
Faust’s yearning and offers him a deal ‘he will furnish Faust with all he seeks until the
moment Faust reaches the pinnacle of happiness. Then he shall claim his soul.” Faust
accepts the covenant, thinking that human happiness can never peak. But, after using
the dark powers afforded to him to tame the combined might of Nature and War, Faust
experiences a singular moment of exaltation. Mephistopheles, with some justification,
thought that the moment of reckoning had come and Faust’s soul was now his;
However, when he ventured to claim his prize, heavenly angels impeded him in rec-
ognition of Faust’s perennial suffering.

In this section’s terms, Faust had imagined that the marginal utility from knowl-
edge and power never vanishes, whereas Mephistopheles, like any self-respecting
Marginalist, was convinced that all good things are subject to vanishing marginal utils
ity. Goethe was unaware of Marginalism, whose early glimpses would appear two
decades later in German-speaking lands with von Thiinen’s work, but it is probably
fair.to argue (in line with our point in Box 5.6 of the previous chapter) that he was
writing during an era ripe for an intellectual takeover by the logic of the merchant.:As
we shall see in the following chapters, the equi-marginal principle came to encapsulate
that logic well, especially in the second part of the nineteenth-century.

from the fourth unit of X. At the same time, suppose that every time she pays $10 for.any-
thing she loses S utils.29

Given the above information, the answer is simple: Jill will buy 3 units of X, her overall
expenditure on this good will amount to exactly $30 and her net utility from this purchase
will equal 40 utils. The key to this answer lies in the equi-marginal principle (see Box 0.3
above): Jill will surely purchase the first unit of X, since she gets 30 utils from it at a cost:of
$10 which, 1n utility terms, comes to 5 utils. How about the second? The second unit of X
gives her 20 utils at a cost, again, of 5 utils. A bargain too! However, the third unit of X is
touch and go: for it contributes 5 utils to Jill and costs her 5 utils also. She will buy it, as itis
Jjust about worth it, but this is where she will call it a day.2! For, a fourth unit would cost her
the standard 5 utils but would only deliver a patiful 2 utils.

The general price theory that can be derived from this simple computation, based on the
equi-marginal principle, boils down to the following thought: e price of a good reflects its
marginal wtility. Different units of X give Jack and Jill different utilities. However, price
does not care for all this diversity of per unit utilities bu, rather, it gravitates to a level
reflecting the utility generated by the last (or marginal) unit bought by either of them, that is,
the marginal wtility. In fact, it is possible to tighten this ‘theorem’ further by turning a mere
‘reflection’ into a firm equality. In Jill’s case, the ‘loss’ of $10 was worth 5 forfeited utils; ot
$2 per util. Thus, Jill demanded 3 units of X because her marginal utility (expressed in dol-
lars) was $10 and so was her marginal dis-utility. The general theory, therefore, can now
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move from the statement ‘The price of a good reflects its marginal utility’ to the more

sseientific’
Prices equal marginal utilities, or p = MU

To avoid the accusation of premature rejoicing, the above needs to be slightly complicated.

II, so far, chose between different quantities of a single good. What if she faced the more
complex task of choosing between combinations of different quantities of many goods?
‘After all; Ricardo and Marx got into considerable trouble when they tried their hand at
extending their intuitions from the corn model to a multi-sector or multi-commodity setting.
In contrast, it only took a little of Leibniz’s calculus for the Marginalists to show that, in their
theoretical universe, the equi-marginal principle applied with equal force to the multi-
commodity case. The new mantra simply transforms the statement prices equal marginal
atilities to the even more scientific:

The ratio of prices equals the buyers’ ratio of marginat utilities, or Px. _ MU: (6.1)22
p, MUy

Having consigned production-based theories of value to the dustbin of social science, the
Marginalists had now devised their own overarching theoretical scheme: a price theory built
upon a utility calculus that was meant to match people’s subjective appraisal of scarce
‘things with the rates at which they were bought and produced.?* Just as Marx had tried to
explain his world in terms of a single, overwhelming force that shapes everything around us
(capital), so did they. Only in the place of capital they put the whimsical notion of wsility and
replaced capitalism with the more anodyne concept of interlocking markets.

Box 6.5 The Marginalists

Marginalism sprang out during the ninetcenth-century independently in England,
France (and French-speaking Switzerland) and in parts of German-speaking Central
Europe.' Of these three groups, it was the German speakers who did a lot of the early
running, strongly politicising the project in the process. Their aim, at least initially,
was 1ot just to cancel Marx’s influence but, more broadly, to oppose the whole tradi-
tion' of the German Historical School,2 which was, during the nineteenth-century,
maintaining a tight hold on German academia. The crushing majority of the German-
speaking Marginalists were not German but residents of the Austro-Hungarian Empire.
To distinguish them from the German, largely Historist, academics of the time, it soon
became customary to refer to them as the Austrian School. This was a term coined by
the leader of the ‘younger’ German Historical School, Gustav Schmoller. Later on,
once the stranglehold of the Historical School on German universities had been loos-
ened, the Austrians turned their talents to opposing the ideology and practice of social-
ism worldwide, particularly in the writings of Eugen von Bohm-Bawerk and Friedrich
von Wieser. Unlike the French Marginalists (especially Walras who were quite left-
leaning in their political sympathies), or the English Marginalists (whose focus was
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more on the analysis than the politics), the Austrians remained on the barricades ti[]
well after the Second World War (with Ludwig von Mises, Friedrich Hayek and thejr
disciples playing a central role in founding centres that would help shift American and
European politics to the right).

Ironically; the first *Austrian’ Marginalist, Hermann Heinrich Gossen (1810--58)
was not Austrian at all but German (Prussian). Gossen started the ball rolling by being
the first to write; in 1854,% about the theoretical importance of marginal utility asa
potential determinant of price. However, it was (the authentically Austrian)- Car]
Menger (1840-1921) who is generally considered the grandfather of Marginalism.
With his 1871 book Grundsditze der Volkswirtschaftslehre (translated into English
as Principle of Economics) he struck the first serious blow for the Marginalist
mantra. Following that influential tome, Menger made two further contributions
with which he staked important claims to a Marginalist theory of capital (1888) and
money (1892).4

The Englishman W. Stanley Jevons (1835-82) was, quite independently, telling
a similar story in a book published in the same year® Coming from a wholly
different background from Menger, he followed closely Benthamite Utilitarianism
(strangely absent from Menger or Gossen) and sought a mathematical theory of
€conomics.

Meanwhile, at approximately the same time, in 1877, the Frenchman Léon Walras
(1834-1910) working in Lausanne was publishing (1874 and 1877) mathematical
models that attempted to map out the simultaneous determination of a// prices. With:g
utopian socialist mindset (which included the conviction that all land ought to:be
nationalised to rid society of the scourge of the landowner and finance state expenses
from rents), he was also responsible for discovering the work of a much older com-
patriot of his, Antoine Augustin Cournot (1801-77), who was technically light years
ahead of the rest (especially vis-d-vis the determination of prices when firms act stra-
tegically) but who insisted that Marginalism should not endeavour to grasp all prices
at once for fear of a theory of capitalism that would legitimise awful abuses, including
the destruction of the environment — see this chapter’s Epilogue for more on this
remarkable foresight!

Turning back to the Austrians, it was Eugen von Béhm Bawerk (1851-1914), who
along with his friend Friedrich von Wieser (1851-1926), expounded in 1889 an inter-
esting Marginalist account of capital.® Seven years later, in 1896, B6hm-Bawerk pub-
lished his analytical challenge to Marx. Having spotted Marx’s capitulation to the
Inherent Error, he exposed the transformation problem (see Box 5.12) in a volume
entitled Karl Marx and the Close of his System (1896).7 It was a publication that
played a key role in the discrediting of value theory that preceded the Marginalists’
success in persuading economists worldwide to retreat from value.

Meanwhile, in England, Francis Ysidro Edgeworth (1845-1926), having taught
himself mathematics and physics, expounded the Marginalist calculus of utility first
in an article entitled ‘Hedonical Calculus’ published in the philosophical journal
Mind in 1879 and then in a notoriously badly written but, at the same time, hugely
influential book entitled Mathematical Psychics: An Essay on the Application of
Mathematics to the Moral Sciences (1881). It was in those works that Edgeworth
conscripted the notion of indifference in order to frame geometrically (but also
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- Jogically) the conceptual underpinnings of Marginalist price theory that, to this day,
undergraduate students of economics have to learn. Imagining that there are
combinations of commedities over which we are indifferent, he showed that the slope
of the line that they form (the so-called indifference loci or indifference curves) is the
geometrical equivalent of the ratio of marginal utilities in equation (6.1) above.® And
since price equals that ratio, the secret of prices lies in these indifference shapes. Thus
arsons. individuals, decision makers, etc. are depicted as bundles of preferences that
are bisected by areas of indifference whose shape determines the prices of everything:
from corn and tractors to labour and video games. The present chapter’s title reflects
this vision: @ world papulated by autonomous regions of indifference whose geometry
determines the price of everything.
Alittle later, in 1890, Alfred Marshall (1842-1924) published perhaps the first
textbook:on economics with a distinctly Marginalist bent. Unlike Edgeworth’s boaok,
his Principles of Economics® was a pleasant read and did a great deal to popularise the
Marginalist way of economic thinking.'¢ Indeed, it was the first book to feature the
now ubiquitous demand and supply diagram. Four years later, Phillip Wicksteed
(1844-1927), an accomplished theologian and Dante scholar, published two books
that were to cement further the case for Marginalism: An Essay on the Coordination of
~ tfze:-:"l;q_ws of Distribution (1894) and The Common Sense of Political Economy
(1910):!}
: L1906, Vilfredo Pareto {1848-1923), an [talian whose economics was to influ-
ence Ttalian Fascist dictator Benito Mussolini, published a book that changed utility
fo Fhe book was entitled Manual of Political Economy'? and in it Pareto pro-
posed:a new interpretation of utility that completely de-politicised and de-psycholo-
gise ~concept, The idea was that utility no longer had to be thought of as a
measurable variable, like electricity or pressure. From then on economists conceive
utility-functions, mainly, as a /ist reporting on how Jack and Jill rank their possible
‘experiences’; e.g. Jack: theatre-cinema-bar and Jill: bar-theatre-cinema means that
ile Jack prefers to go to the theatre and his last preference is to go to a bar, Jill
places the cinema last and the bar first. Meanwhile, Jack’s and H1l's utilities can no
longer be compared, since no metric or measure is involved. In this manner, Pareto
allowed Marginalists to ditch all psychology and ethics since the end of measurable
utility also meant the end of all private psychology and, of course, the demise of the
concept.of Jack’s and Jill’s average utility as an indicator of their collective interest.
While: this: de-socialisation strengthened Marginalism’s claims to political, psycho-
logical and ethical neutrality (and, therefore, raised its *scientific’ status), it rendered
impossible (as Kenneth Arrow was to prove beyond doubt in 1951)13 any further pre-
tence that Marginalism may have had to telling a story about social utility; that is,
about what lies in the public interest.
Marginalism was not immune to major splits. Walras, Marshall, Edgeworth and
Pareto were, unintentionally, to create a more stringent, austere and ultimately suc-
cessful variant of Marginalism: neoclassicism. We tell the story behind this new sect
in Section 6.10 below (see also Box 6.16). For our purposes here it suffices to
conclude that, by the 1910s and 1920s, political economics was dominated by three
Opposing camps.
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A. The Marginalists who turned neoclassical and who, very soon, were to dominate
all academic economics.

B. The Marginalists who did not espouse neoclassicism, mainly Austrian economists
like Ludwig von Mises (1881-1973} and Friedrich von Hayek (1899--1922), and
who turned out to be.the most sophisticated defenders of unfettered capitalism
well into the twentieth century.

C. An assortment -of - leftists- (mostly - Marxists), and so-called institutionalists,
e.g. Thorstein Veblen (1857-1929), who believed neither in the merits of unbri-
dled capitalism nor-in the promise of socialism. During the last few years of
the nineteenth-century and in the early twentieth century, there emerged a rich
literature on business cycles and on the way in.which the rise of large corpora-
tions, including financial institutions, amplified them. It involved Marxists, like
Lenin (1870-1924), Rosa Luxembourg (1871-1919) and Rudolf Hilferding
(1877-1941), non-Marxists, such as Gustav Cassel (1846-1945) and Albert
Aftalion (1874-1956), as well as scholars like Joseph Schumpeter (1883-1950),
Their economic analysis focused usefully on the transformation of capitalism that
followed the second industrial revolution and its greater tendency towards volatil-
ity and crises. However, the writing was on the wall for economics: marginalism
had already spawned neoclassicism; a form of economics whose dominance was
purchased at the expense of any serious engagement with the institutions and
historical contingencies of really existing capitalism. ‘

Then, 1929 happened! And the economics establishment (comprising mostly the
Marginalist-cum-neoclassical school) was taken aback by the occurrence of, what they
thought was, a zero probability event: The Great Depression. Soon after, the figure of -
John Maynard Keynes (1883-1946) cast a long shadow over all schools, but in par- -
ticular over A and B above who were unprepared for capitalism’s major crash. While
schooled totally in the Marginalist-cum-neoclassical tradition, Keynes broke from it
violently, treating its model of capitalism with contempt. It was left to camp B above
to keep nineteenth-century Marginalism’s homefire burning from 1929 to the end of -
Bretton Woods in 1971. During that period (1929--71) a different, four-way, opposi-.
tion was emerging in the West: the one between the New Dealers, the Scientists and
the Formalists (see Chapter 8). After 1971, however, neoclassical econonics made a
comeback. But that’s another sad story to which we return in Chapter 12.

Notes

1 This box gives necessarily a simplified view of the ‘Marginal Revolution’. There are many
interpretations of what really happened in the 1870s and who the real Marginalists are. We
have, for example, a theory of diminishing marginal utility even before Adam Smith by
Daniel Bernoulli (1738). William Forster Lloyd and Nassau W. Senior in the UK can be
considered proto-Marginalists but especially anti-classical. In France the engineer Jules
Dupuit- wrote in 1844 ‘On the Measurement of the Utility of Public Works,” and applied
marginal calculus. For a collection of articles see Black, Coats and Goadwin, 1973 and
Howey, 1960.

The tradition which held that there were no formally deducible ‘laws” of the social economy
the discovery of which could be delegated to deductive reasoning (e.g. proof of thecorems).
Carl Menger entered the Meifhiodenstreit (debate over method) with the leader of the ‘younger’
Historical School, Gustav von Schmoller. When the latter wrote in 1883 in his Jahrbuch
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a scathing critique of Menger’s Untersuchungen iiber die Methode der Sozialwissenschafien,
iind der politischen Oekonomie inshesondere (Investigations into the method in social sci-
ences and political economy in particular) (1883), Menger replied with his Die irrthiimer
des Historismus in der deutschen Nationalokonomie (1884). {The errors of Historism in
German pelitical economy).
Hermann Heinrich Gossen {1854 {1983]): see the excellent introductory essay by Nicholas
Georgescu-Roegen in the English edition.
Menger (1888, 1892).
s The Theory of Political Economy, 1871, He may have a precedence claim since he read a
brief sketch of his theory in Section F of the British Association in 1862, Published as
Jevons (1862 [1866]). Jevons was possibly the first Marginalist to have reaiised that once
value is reduced to price, and price is explained only in terms of marginal utility, there is no
longer any room left in one’s economics for a theory of production as something separate
from a mirror image of a theory of utility creation. Alfred Marshall (see below) later rejected
that view and put considerable effort into embedding a theory of production into Marginalism.
The extent to which the latter escaped Jevons® insight (regarding the impossibility of a
substantive theory of supply) remains arguable. Philip Wicksteed, the most Jevonsian
of British economists, were to write later that only demand curves exists: ‘But what about
the-‘supply curve’ that usually figures as a determinant of price, co-ordinate with the
demand curve? I say it boldly and baldly: There is no such thing. When we are speaking of
a‘marketable commodity, what is usually called the supply curve is in reality the demand
curve of those who possess the commaodity; for it shows the exact place which every succes-
sive'unit of the commodity holds in their relative scale of estimates. The so-called supply
curyve; therefore, is simply a part of the total demand curve.” Wicksteed (1914 [1933]),
785.
6 Friedrich von Wieser’s (1889 [1893]). Eugen von Béhm-Bawerk (1889 [1891]).
‘Bokm-Bawerk (1896 [1898]). See also Sweezy, 1949.
Stranigely enough even though Edgeworth invented the notion of the indifference curve we
-had-to-wait for Viifredo Pareto to derive its geometrical intuition and thus populate our
textbooks with the all too familiar concept of indiffercnce curves. Pareto, however, did not
believe in the concept of a cardinal utility.
9 Eveér though the term ‘economics’ was not suggested by Marshall -- it has been used even
by Petty (“Oconomicks” 1662 [1899], p. 60) and Hutcheson (“QOeconomicks™, 1753, iil.l,
p.:243) — the Principles was the textbook that popularised the new name of our science.
Marshall has used the term in The Economics of Industry (1879) co-authored by his wife
Mary Paley. The term was there to stay. Jevons in the preface to the second edition of his
Theory of Political Economy (1879) writes *Among minor alterations, I may mention the
substitution for the name Palitical Economy of the single convenient term Economics.
Ecannot help thinking that it would be well to discard, as quickly as possible, the old trouble-
some double-worded name of our Science. Several authors have tried to introduce totally
new names, such as Plutology, Chrematistics, Catallactics, etc. But why do we need any-
thing better than Economics? This term, besides being more familiar and closely related to
the old term, is perfectly analogous in form to Mathematics, Ethics, &sthetics, and the
names of various other branches of knowledge, and it has moreover the authority of usage
from the time of Aristotle. Mr. Macleod is, so far as I know, the re-introducer of the name in
recent years, but it appears to have been adopted also by Mr. Alfred Marshall at Cambridge.
Itis thus to be hoped that Economics will became the recognised name of a science, which
nearly a century ago was known to the French Economists as la science économigue. Though
employing the new name in the text, it was obviously undesirable to alter the title-page of
the book’ (Jevons, 1879, p. xiv).
10. Marshall could be all things to all people. The book was unencumbered by mathematics in
aprose attractive to the educated layman offering relevance instead of obfuscation. Diagraims
and technical material were pushed to footnotes, notes and appendices satisfying the techni-
cally trained. Instead of offering an arcane mathematical model of General Equilibrium,
Marshall opted for partial equilibrium in a language full of “if’s and ‘but’s brimming with
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useful examples from everyday life. Marshall was also responsible for the professionalisa-
tion of economics creating the first ever academic degree in economics (the economic tripos
in Cambridge). See Groenewegen, 1995.

11" A profound difference between the Austrian and English varieties of Marginalism. espe-
cially after the Great War, is purely political. As Maurice Dobb explained in his Theories of
Value and Distribution since Adam Smith (1973) the Austrians were motivated by fervent
opposition to Marxism and the rise of the European social democratic parties, the German
one in particular. In contrast, the English Marginalists were not particularly motivated by
antagonism to the fledgling Labour Party. ;

12 Pareto (1906 [1909] [1927] {1972]).

13 Arrow (1951 [1963]).

6.6 A most contemporary dogmatism: The birth of today’s economic
mantra

It was not long before the Marginalists® equi-marginal principle spawned an economic ept
At first there was the verse: ‘marginal utility, you determine price with no timidity?:
something like this... then the plot thickened. If competition is rampant, prices must als
reflect the seller’s marginal dis-utility. Think about it: if the last widget made brought i1
producer greater utility (in the form of revenue) than the dis-utility from producmg
wouldn’t the producer make yet another widget? They surely would, as the net utility fi
it would also be positive (albeit lower than before). But when would they stop making mo
and more? The answer is, courtesy of the equi-marginal principle, that they will cease wh
the last widget finally gives them as much utility (from the collected revenue) as the:di
utility it causes them (from the drudgery involved in making it}. So, if competition betwei
producers keeps prices constant for each producer, and price at once reflects the buyer’s
utility and the seller’s dis-utility, the marketplace is a structure of finely balanced margm
utilities and dis-utilities, resembling the counter-opposed forces that keep the great Emop
cathedrals uprloht

The epic’s first stanza was thus completed. One can almost visualise the pristine drchlte
ture of a market resembling a complex building, a Notre Dame or a Sydney Opera»Hous
with its beams and arches and multiple layers all supporting each other to create a harmon
ous, solid structure of beauty and poise, their marginal utilities and dis-utilities united’
resplendent mutual support. Crucially, identities do not much matter in this architecture. The:
laws of their special type of structural relationship are the same in all parts of that edific
regardless of whether agents purvey oil, snake oil, coins or, indeed, the promise to do some-
one’s laundry. It matters not whether they are men or women, black or white, landowners or
farmhands, waged workers or shareholders. Each appears as a different pillar and every such
pillar, larger or smaller, plays its role in keeping the whole together. The new mantra could,
indeed, be a hymmn to radical egalitarianism 2

When we start humming it (as anyone who wants to be schooled in economiecs must), we
experience a soothing withdrawal from the disconcerting dialectics of Hegel and Marx, a
move back from Schopenhauer’s bleakness, a repudiation of Kierkegaard’s worrisome por-
trayal of freedom-as-anxiety. Its melody engenders a return to a reassuring dualism where
persons are nothing but buyers or sellers, often both at once. It exudes a sense of having
‘arrived’ at the best of all possible worlds. As epics come, the flagrant dualism on which it
turns is more The Sound of Music than Hiad, more Barber of Seville than Tosca.2’ However,
its mathematical simplicity makes it beautiful and, importantly, its universal reach lends
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<If to a general theory of almost everything. It is only when one realises its implications

out more pedestrian matters that its totalitarian effects are felt. Box 6.6 summarises the

main Ones. . ,
_ we have already seen how the first two dogmas flow naturally out of the equi-marginal

nciple. Competitive prices equilibrate the buyer’s satisfaction engendered by .the 1ast.uuit

pought with the discomfiture involved in producing it. Though no value theory is permitted
ere (recall the Marginalists™ moratorium on value), the implicit ethics are crystal clear:
without passing value judgements, and in the absence of any direct comparison of Jack’s
tility with that of ill, when Jack buys the last widget Jill makes at, say, $10, his dis-utility
 from handing the $10 over equals his utility from that widget and, simultaneously, Jill’s dis-
' Jity from labouring to produce that (marginal) widget precisely equals the utility she expe-
sences upon pocketing Jack’s $10. Can one imagine of a fairer deal?

_ Suppose now that some do-gooder, unconvinced of the ethicality of the transaction, and
vorried that Jill's income is too low to live decently, intervenes in favour of Jill by, for
_instance, passing some law that specifies a minimum price of $15. Since no one can force
Tack to buy-as many widgets as he did before, his expenditure on Jifl's widgets will fall,
While il will want to sell quite a few more widgets at the new minimum price, her sales will
 plummet and both Jack and Jill will be worse off. The outside intervention, having interfered
with the ‘natural’ order, has reaped a bitter harvest completely at odds with the do-gooder’s
:best intentions. It is, at this point, useful to note that this third dogma (see Box 6.5 above)
applies independently of what the mysterious word ‘widget™ signifies. It could signify a
_vegetable, a mineral, an electronic device or, indeed, it could denote Jill’s labour.
~ InMarginalism’s dualist account, where only buyers and sellers are featured, labour is no
different from any other ‘thing’” that one buys or sells. All material notions, such as physical
smplus,icapz'tal goods (e.g. machines), etc., have been pushed aside and the single force left
running through the theory, explaining all prices and quantities, is utility (that is, subjective
;appraisal). But then labour can no longer feature as in any way different from other physical
ilems, processes, ete. Everything s reducible to utility and, as such, nothing can or ought to
be excluded from the force of the equi-marginal principle. So, if competitive prices are fair,
wage labourers cannot be wronged so Jong as the labour market is populated by many com-
peting emptloyers.

Box 6.6 Seven Marginalist dogmas —{
Competitive markets ensure that

1. buyers pay a price reflecting their utility from the last unit purchased;

2. the price is fair in that the seller is rewarded in proportion to her dis-utility expe-
rienced during the production or supply of the last unit sold;

any attempt to alter prices by extra-market intervention will make someone worse
off and will, ultimately, frustrate any good intention that motivated it;

prices are pieces of information and information wants to be free;

the general price level will depend on the quantity of money;

unemployment can only be voluntary; and

appropriate investment 1s inevitable.
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Anyone who crosses this ‘natural” order is playing with fire. A trade union striking fo;
higher wages; a meddling government imposing minimum wages; even a strong social cape
vention that places a moral burden on employers to keep wages above the marginal djs.
utility of the labourers’ marginal hour; they are all examples of folly that do both employerg
and workers a major disservice. Only God can suspend Natural Law. It is called Providence.
Humans, in contrast, can only try mimicking God and pretend to providential powers thg
they patently lack. Natural Law philosophers and environmentalists alike would concyr.
Who wouldn’t? The question, of course, is whether capitalism is no more than a set of mar:
kets and whether markets are the social equivalent of some ‘natural order’.

But this is not a question that Marginalist political economics ever asks. Nor did Adam
Smith, for that matter. Yet, there is a difference. Whereas Smith advocated free markets at g
time of autocratic rule, guild-controlled prices and embryonic capital markets. and expressed
his advocacy rhetorically and by means of deep philosophical arguments, Marginalists tried
to show that their statements about free markets could be proven as if by symbolic logic:
without any empirical evidence, in the absence of historical evidence, axiomatically. They
agreed with Smith that the market was the nearest society has ever come to producing
‘natural’ order. But whereas Smith saw the market system in Newtonian terms, as a dynar
solar-like system governed by objective gravitational forces, the Marginalists® tended:to
another physical parable: that of a finely balanced, static architecture; an electromagnetic
field in stasis at best. At least Smith’s world contained movement, gravity, even the possibil
ity of a recalcitrant asteroid that may cause Earth a great deal of damage. The Marginalists
static viewpoint, heavily in tune with Leibniz’s version of calculus (see Section 6.11 belo
proved conducive to the most unbending of dogmatisms.

Take for example the fourth dogma in Box 6.6: Unbridled competition guarantees
prices that reflect the gains of buyers and the costs of sellers at the margin of thei
transactions. Market prices are suddenly not just a source of useful information but:the
only source. Nothing can double-guess markets and anyone who thinks that it is possiblé to
regulate them, in order to avert trouble, is committing a mortal sin against Logic:and
Nature.

This obsession with prices is understandable. Value, utility, even capital are profoundi
unobservable. But prices are numbers that even a small child can see and make sense of.
Computer screens can beam a myriad prices into every home and every smart phone: Whe
the price of a little-known rare earth metals shoots up, people take note, even if they have.
idea what that metal 1s used for. Those who possess it economise its use and those who d
not, try to establish whether known deposits of it may be concealed on their patch. It is as if
the whole world is energised to conserve and produce more of that substance.

In a celebrated paper, Friedrich von Hayek {1945) persuasively restated the Austrians’
main point (recall Box 6.5) that the ‘economic problem’ is not, as many textbooks say, to
allocate resources cleverly between competing uses but, that it is

rather a problem of how to secure the best use of resources known to any of the mem-
bers of society, for ends whose relative importance only these individuals know. Or, to
put it briefly, it is a problem of the utilisation of knowledge which is not given to anyone
in its totality.26

When knowledge is dispersed (e.g. when no one knows for sure how much Jack cares fora
widget or precisely Jill’s dis-utility from labouring to produce a widget), prices are the best
source of insight into the missing information. When the price for widgets goes up relative
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o that of other goods, it 1s as if producers all over the world are given the signal to make
Jare widgets while consumers are told to economise.

_ n this line of thought, as long as price movements are unimpeded, they help people
gordinate their actions as best as possible. But when some da-gooder, or tyrant who fancies
himself a superior organiser of economic activity, interferes with prices (e.g. by impqsing
caps)h the result is the same as demagnetising ocean faring ships’ compasses during a mighty
qorm. ‘Free’ prices are compasses that demand non-interference from human hands if they are
o deliver to humanity their best possible service. They are packed with information and infor-
_mation wants to be free. Anyone denying it that freedom does untold damage to everyone.
 The reason inflation is seen as such a fiend by mainstream economists is that it muffles
price signals. When all prices start surging at once, their paths begin to feed off each other.
: piralling quickly and erratically upwards. As the tide picks up speed, inflationary swirls
affect some sectors more than others and some boats, caught up in the swirl, rise sometimes
gaster than others and, later, more slowly. In the tumult, the subtle information that is nor-
mally emitted by the natural ebb and flow of relative price changes is lost. Inflation makes it
“,ery difficult to know whether an increase in the price of widgets really means that society
has found new uses for them and whether, therefore, widget producers should respond by
producing more or fewer of widgets.

. And what causes inflation? Too much money, is the mainstream answer. In economies
with gold coins, miners could affect prices by striking a new vein of gold. For if more coins
chase afterithe same (more or less) number of goads, more coins correspond to each unit of
every good. Prices, therefore, rise. When the Spanish Conquistadores returned home from
“South - America-with vast quantities of looted gold, Spanish inflation shot up.?’ Since the
_emergence of paper money, the quantitv of money is determined by some state-controlled
“,central bank:Yet again, the state is to blame: in our monetised societies, the story continues,
inflation 1s:caused by imprudent governments that mint too much money in order to service
their destructive interventions.

- Seen:through- this prism, the US govermment’s momentous intervention in 2008 and
bevond sends:cold shivers up the Marginalist’s spine. Indeed, to save the financial sector
from complete. implosion, the US government infused an ocean of printed money into the
American economy. Those of a Marginalist disposition can be excused for predicting that
the sky must,:sooner or later, fall on our heads with an inflationary thud that the world has
not seen:even in its darkest nightmares. One can even understand how this way of thinking
led some Marginalists, like von Hayek, to the conclusion that, since the state should be pre-
ented from such experiments that can easily blow up the market system, it is a mistake to
allow the government to print money, let alone to have a monopoly over money issues. Let
_anyone print their own money, suggested von Hayek,2® and allow the market to select which
‘currency: we 'shall use, just like it coordinates everything else by assigning the ‘right’ price
signals to-all useful things,

Before we dismiss this idea as ridiculous (can you imagine an economy where Jack and
Jill.each prints his or her own money?), let us remind ourselves of how the US government,
under both Republican Bush and Democrat Obama, was forced in 2008 and beyond to adopt
a fiscal stimulus that can only be compared to the Great Flood: for a decade or more, prior
10 2008, financial institutions were busily creating the fabled toxic derivatives. We shall say
a lot more about those in the following chapters. For now, it suffices to make the simple
point that these derivatives (which the markets referred to with a variety of bewildering
acronyms: CDS; ABS, CDO, etc.) were pieces of paper of debatable (and incalculable) value
that private banks bought in droves. While the bonanza lasted, banks then used their stock of
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derivatives as if it were a stock of money. So, those who issued the derivatives were; ip
effect, issuing a form of private money.

Indeed, much of the liquidity that fuelled the Bubble which burst in 2008 was caused by thig
type of Hayekian money. Tragically, it turned out that the market mechanism did the opposite
of what von Hayek had hoped: instead of assigning the ‘right’ prices and coordinating activity
‘efficiently’, it fuelled a frenzy of unproductive financial activity that fed into, and off, a serj-
ous inflation of house and derivative prices. When it all blew up, the government had no alter-
native but to pick up the pieces. The question then on everyone’s lips was: how did such 3
fundamental development (the creation of private money under everyone’s noses) occur with-
out any regulator stepping in? The answer is, we submit. to be found in the mantra in the cup-
rent section and, in particular, on its success at becoming, sometime in the mid-1970s, the
official ideology of both the state and the markets: unregulated markets can do no wrong!

Good epic poetry flows effortlessly. One story feeds into the next and they all blend
seamlessly into a cosmogony that the audience quickly gets addicted to; similarly here.
Beginning with the simple story about the nature of prices, and the universal scope of the
equi-marginal principle, the Marginalist epos picks up speed. It casts an eye upon the tw
scourges of contemporary capitalism, inflation and unemployment, and deconstructs the
with clean swerves of its steely theoretical sword. Inflation would vanish if only gover
ments were prudent, so that the quantity of money they allow to flow into the markets a
unemployment is dismissed as a mirage. If people are jobless, it must be either because thy
just do not wish to work (for the currently available wage), or because someone (more likély'
than not an officious government) interfered when they should have known better.

Can they be serious? Unemployment a mirage that no government should (or could)
anything about, except make it worse? Were the Grapes of Wrath a piece of groundless fi
tion? Evidently! The Marginalist logic behind this outrageous aphorism can be quite co_'r
pelling (like that of all fundamentalisms): a scarce commodity (i.e. one whose supply
finite) must bear a positive price (reflecting the marginal utility of those potential consum
ers). Only if it is not scarce will everyone’s marginal utility from it (and, therefore, its pfi(_jg)
be zero. Ergo, if its price is not zero, it must be scarce and, hence, in a competitive mark ;
there can be no unsold units of that commodity. Seen as another commodity for sale, there
exists some price for labour (i.e. wage) at which all units for sale will find a willing buyi
(i.e. employer). So, if chunks of labour remain unsold on the shelves of job centres and ou
side the factory gates, the Marginalist knows why: wages are stuck at unsustainable levels
because of non-economic, outside, intervention due to trade unions, state interference an
possibly, bothersome social norms that make unemployed workers reluctant to undercut the
wages of those already in employment. :

Thinking in this manner leads to an inescapable conclusion. If the wage is non-zero, and
free to rise or fall depending on demand and supply, all those who want to work for that
wage will, in equilibrium, find a job. At the same time, in the boardroom, companies
will decide to borrow and invest more, thus raising employment, when the price of money;
that is, the interest rate, comes down. If the government tries to increase the number of those
in employment further by borrowing and spending, all it will achieve is more inflation and
higher interest rates. As all prices rise at once, no firm will interpret the rise in the price of
its own good as a signal to produce more. So, it will not increase output. Instead of stimulat-
ing the economy, the government will have muffled price signals, spoiling the market’s
capacity to coordinate itself. Moreover, the parallel rise of interest rates (as the government
borrows more from the private sector) will depress private investment into the things we

need, producing less employment and a general paralysis of the market system.
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In this vein, if we truly want to ensure that anyone who wants work will find it, alt society
qeed do is O afford the market the *freedom” to lower wages and interest rates to a level
consistent with the equi-marginal principle. When that happens, tabour’s price will refiect
 poth its marginal utility to the firm and its marginal dis-utility to the worker. Money, at the
 same time, will be borrowed at a price consistent with the utility from spending your last
dollar today relative to the utility from the thought of having an extra dollar tomorrow. Any
- wage or interest rate higher than that offends the natural order of things. Government fiscal
stimuli, trade unions, minimum wages and unemployment benefits appear to the Marginalist
pelicver not only as impediments to wellbeing but, perhaps more importantly, blasphemous
{in a cosmic, 1t not theological, sense)!

6.7 A captive market: Marginalism-in-action

Marginalism reduces to a calculus of pure exchanges. But capitalism is a lot more than a set
of pure-exchanges of one thing for another, as we argued in Chapters 4 and 5. Thus, the one
realm where Marginalism seems perfectly at home is the world of collectors. Exchanges are
part of the collector’s mindset and a means by which collections are enriched, not to mention
an activity that carries its own utility. Additionally, and by definition, collectibles are out of
 production and this renders them a perfect case study for a price theory that pays no attention
to the-actual production process (recall Section 6.5), save for the dis-utility involved in sup-
plying some factor of production. Collectibles, therefore, offer Marginalism an opportunity
to exhibit its wares at their best.

' The best way of illuminating Marginalism’s limnits is to look carefully at the one case we
_ know:in which Marginalist theory works seamlessly,? and which comes as close to a real
- economy without invalidating Marginalism’s insights. It was recorded by R.A. Radford. a
British'army officer unfortunate enough to have been captured by the Germans early in the
Second World War, thus spending a long period of incarceration in a prisoner of war (POW)
camp somewhere in southern Germany. A formally trained economist, Radford was delighted
& Marginalism-in-action everywhere he turned his eyes within his camp’s barbed wire.
So inipressed was he with his discipline’s account of life in the POW camp that, at war’s
end; he-published a delightful article narrating the spontaneous birth and development of a
complex POW exchange economy, complete with goods markets, money markets, credit
markets and even futures’ markets.?0

Box 6. 7. Natural unemployment

Inthe 1970s, free-marketers returned to prominence atter the shock of 1929 had
consigned them to the margins. The old Marginalist dogma on unemployment (see
the sixth dogma in Box 6.6) was given a makeover. Any level of unemployment pre-
vailing. while price inflation remains constant was labelled natural unemployment.
Even if 30 per cent of the population are without work, as long as inflation is not
increasing, most economists would refer to that unemployment rate as natural. As
with all things ‘natural’, the gods are angered when humans try to interfere with them.
The ancient Greeks called it fiubris. And so mainstream economists tend to think that
if our ‘natural’ rate of unemployment is too high, the only remedy is lower wages or
greater labour effort for the existing wage levels.
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Radford begins his story with what happened after the initial shock of being captured by
the enemy subsided and once the first Red Cross parcels started arriving at the camp"
Economic activity, he tells us, began in earnest. Initially, each section (British, French,
Soviet, Canadian, etc.) bartered items among themselves, for example, coffee for chocolate;
Soon after, money emerged, in the familiar form of cigarettes, so that exchanges could be
made even in the absence of the rather rare double coincidence of wants. Almost at the same
time, some entrepreneurial men recognised the scope for improving their material circum.
stances (i.e. profiting; in the economists’ language) through arbitrage. The first obvious
opportunity for arbitrage arose as a result of the perennial cultural difference between the
French and the British: the price of tea (expressed in cigarettes) was, quite naturally, higher
in the British than in the French section, where coffee was more highly prized (reflecting
different relative marginal utilities). But once arbitrage began, and the British prisoner;
started ‘exporting’ coffee to the French section in return for tea, both prices (of tea and
coffee) eventually equalised between the two sections.

With quite a few prisoners acting as middiemen and with the development of Exchange
and Mart notice boards {on which buyers and sellers would post their offers and orders; e

‘Tam selling 2 bags of tea for S cigarettes. Talk to Jim, English section., 5th row, top bunk:
prices converged and no significant profit could be made from spot trading: competition ha
pushed prices to the lowest possible level and swaps served the purpose of a more efficien
allocation of given goods. It is not at all far-fetched to suggest that these equilibrium pﬁ@’e
reflected the relative valuations of the marginal units (or, equivalently, the ratio of margis:
utilities). Thus, life in the POW camp confirmed the first two dogmas in Box 6.6. In fac
as Radford’s article demonstrates, many of these dogmas proved approximately correct |
the POW camp setting. »

Market enthusiasts despair at the moralistic criticism of middlemen and of the. idea;o
profiting from mere buying and selling. While most people find it hard to accept the:n
of thousands of young people making oodles of money by sitting in front of a compute
screen all day buying and selling unseen commodities in a virtual global market, free:mar
keters take a different stance. Their moral defence of arbitrage is simple: arbitrage eliminat :
price fluctuations and engenders a kind of radical egalitarianism, as everyone ends up payin;
similar prices for similar goods. The removal of price and output variability allows for bétte
planning, more investment and a stable environment that is conducive to growth. Theyals
add, for good measure, that unfettered trade leads Jill to the greatest utility possible, give
Jack’s utility level. By focusing on the utilities at the time of the exchange, Marginali
thinking eliminates the possibility of subjecting the politics and ethics of arbitrage to seriou
rational scrutiny. It is for this reason that banks” trading practices prior to 2008, and even
afterwards, were typically defended, deploying Marginalist language, as ‘a nasty job that
someone must do’ on behalf of all of us.

In Radford’s POW camp, while the arbitrageurs (especially the non-smokers) were ‘also
intensely disliked by many, it was unarguable, at least at one level, that most prisoners benefit-
ted from the spontaneously created exchange economy that the traders kept going. For their
aggressive arbitrage ensured that the person who craved tea the most would have to give up the
fewest (and least valuable) of his other items to get it. In this sense, only a dogmatic market-
hater would object. Nonetheless, as Radford makes clear, the moral concerns were not absent.
Setting aside the larger ethical and political questions involved,3! the prisoners’ commanding
officers were often worried by ‘market failures’. For instance, there were the many cases of
malnourished heavy smokers;* or situations that threatened the men’s morale when the spon-
taneously generated credit and futures’ market collapsed. Crises, it seems, were a common
occurrence even in this type of exchange economy were no one could be unemployed, supplies
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_ Box 6.8 The futures’ trader: A morality tale

One trader in food and cigarettes, operating in a period of dearth, enjoyed a high
reputation. His capital, carefully saved, was originally about 50 cigarettes, with which
he bought rations on issue days and held them until the price rose just before the next
jssue. He also picked up a little by arbitrage; several times a day he visited every
Evchiange and Mart notice board and took advantage of every discrepancy between
prices of goods offered and wanted. His knowledge of prices, markets and names of
those who had received cigarette parcels was phenomenal. By these means he kept
himself smoking steadily — his profits — while his capital remained intact. Sugar was
issued on: Saturday. About Tuesday two of us used to visit Sam and make a deal; as
old customers he would advance as much of the price as he could spare us, and
entered the transaction in a book. On Saturday morning he left cocoa tins on our beds
for the ration, and picked them up on Saturday afternoon. We were hoping for a cal-
endar at- Christmas, but Sam failed too. He was left holding a big black treacle issue
when the price fell, and in this weakened state was unable to withstand an unexpected
. arrival-of parcels and the consequent price fluctuations. He paid in full, but from his
capital. The next Tuesday, when I paid my usual visit he was out of business.

Credit entered into many, perhaps into most, transactions, in one form or another.
Sam paid in advance as a rule for his purchases of future deliveries of sugar, but
many buyers asked for credit, whether the commodity was sold spot or future.
 Naturally prices varied according to the terms of sale. A treacle ration might be
advertised for four cigarettes now or five next week. And in the future market ‘bread
now':was a-vastly different thing from ‘bread Thursday.” Bread was issued on
Thursday and Moenday, four and three days’ rations respectively, and by Wednesday
and Sunday night it had risen at least one cigarette per ration, from seven to eight, by
supper time. One man always saved a ration to sell then at the peak price: his offer
of ‘bread:now’ stood out on the board among a number of “bread Monday’s’ fetching
oie or two less, or not selling at all — and he always smoked on Sunday night.
Radford (1945)

were unaffected by forecasts and demand was given. In response, the senior officers repeatedly
intervened in order both to ameliorate the market’s failures and to prevent future ones.

The quantity theory of money, Dogma 4 in Box 6.6, was also confirmed, as the general
price level fluctuated with the quantity of cigarettes that came into the camp. However, the
fluctuations were neither proportional nor predictable. News from the front had uneven effects
and caused- large waves of optimism to alternate with mass pessimism. Prices oscillated
ematically and, at times, the market mechanism broke down, which meant that many prison-
ers ended up with stocks of items they did not want while lacking that which they needed.
TO limit these occurrences, the senior officers came up with an interesting plan: they
attempted to introduce a new currency which would be less volatile than cigarettes and
hich would also help prevent the malnourishment of the heavy smokers.

Around D-day, food and cigarettes were plentiful, business was brisk and the camp in
an optimistic mood. Consequently the Entertainments Committee felt the moment
opportune to launch a restaurant, where food and hot drinks were sold while a band and
variety turns performed.... Goods were sold at market prices to provide the meals and
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the small profits were devoted to a reserve fund and used to bribe Germans to provide
grease-paints and other necessities for the camp theatre... To increase and facilitate
trade, and stimulate supplies and customers therefore, and secondarily to avoid the worst
effects  of deflation when it should come. a paper currency was organised by the
Restaurant and the Shop. The Shop bought food on behalf of the Restaurant with paper
notes and the paper accepted equally with the cigarettes in the Restaurant or Shop, and
passed back to the Shop for the purchase of more food. The Shop acted as a bank of
issue. The paper money was backed 100 per cent; and hence its name, Bully Mark
The Bully Mk was backed 100 per cent by food; there could be no over-issues, as is
permissible with a normal bank of issues, since the eventual dispersal of the camp and
consequent redemption of all BMks was anticipated in the near future.

Radford, R.A (1945)

At first, the camp’s ‘central bank’, that is, the Shop-Restaurant authorities (akin to the
Federal Reserve~Treasury nexus in the USA or the equivalent Brussels—Frankfurt duet of
the European Union) set the exchange rate: one BMk was to be worth one cigarette. At first,
the new currency system worked well. The currency was pegged (or tied) to food, not ciga-
rettes. As long as the Red Cross food parcels kept coming, the Restaurant was well supplied
by prisoners, in exchange for Shop items, and prices were stable. But during a ‘recession’
caused by a reduction in incoming food parcels, confidence in the BMk was shaken and-the
currency began its steady devaluation to oblivion. In the end, it could only be used to buy
dried fruit from the almost deserted Restaurant. The monetary dynasty of the cigarette had
re-established itself once again.

The new but ill-fated currency was a ‘political’ instrument that the senior officers devised
to intervene without however charging headlong against the torrent of market forces. But the
‘authorities’, especially the Medical Officer, did not think it was enough to stop prisoners
from over-trading. 1t was their considered opinton that monetary intervention should be sup:
plemented with standard regulatory measures for limiting the market’s vagaries. The author:
ities, thus, came up with price bands above or below which no trade was allowed. Technically;
this meant that the Exchange and Mart notice boards came under the aegis of the Shop.
whose staff saw to it that advertised prices diverging from the ‘recommended prices’ by
more than 5 per cent were removed forthwith.

While the Shop—Restaurant institution was at the height of its power, the regulatory
regime worked well, using its oligopoly power to keep prices stable. But when the crisis
which destroyed the Restaurant and devalued the BME hit, prices ‘wanted’ to move much
more quickly than the officers were willing or able to allow. An increasing number of notices
were being removed from the official notice boards and, predictably, a black, unregulated,
market emerged. The imported ‘recession’, therefore, led not only to the collapse of the
currency system but alse to the demise of price controls.

By the summer of 1945, the parcels stopped coming and the market crashed. Radford
concludes his eloquent account in an almost utopian fashion:

On 12th April [1945], with the arrival of elements of the 30th US Infantry Division, the
ushering in of an age of plenty demonstrated the hypothesis that with infinite means
economic organisation and activity would be redundant, as every want could be satis-
fied without effort.

Marx would not have put it differently 33
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¢.8 Beyond Manna from Heaven: Marginalism on wages and
profit rates

" In R.A. Radford’s POW camp, the items bought and sold were ‘exogenously’ provided; a
_ kind of Manna Jfrom Heaven (or from the Red Cross, more accurately).*® The exchanges
petween prisoners were, to a large extent, an inessential pastime. Even so, as Radford
 reported, energetic trading caused enough consternation and grief to create a widespread
~ demand for some central intervention to avert crises, restrict over-trading and deal with the
ethical dilemmas caused by the new market ethos in the camp.

““ Once we move from the communtities of prisoners or stamp collectors to fully fledged
- capitalist economies (in which people not only swap pre-produced ‘items’ but also work
beside machines, enter info joint production, save for the future, borrow to invest and even
go on strike for better wages), Marginalism finds itself totally out of its depth. When it tries
. ite hand at analysing capitalism-proper, its otherwise perfectly sensible analytical statements
about pure exchanges turn into absurd and dangerous dogmas (see Box 6.6); doctrines which
hoeh contributed to the crises of 1929 and of 2008, not to mention our inability to understand
the causes of such calamities.

hen arbitrage involves trading between actual producers and speculators, or the trading
incial ‘products’ that have a potential to siphon off the credit on which material pro-
jon depends, the stakes rise far beyond anything we saw in the previous section. Box 6.8
contatns a fictitious, but also chillingly accurate, tale of how a middleman’s activities can
At mstruggling producers. Yet, as we shall see immediately afterwards, the ethical dimen-
infroduced by projecting Marginalism onto a world of human labour are eclipsed by

hapters 4 and 5 made a big deal of the centrality of free labour in human economies.
OW camp featured next to none of it.3 This is precisely why its ‘economy’ was
adequately captured by the dogmas emanating from a straightforward application of
“marginal principle (Box 6.6). But when material production enters the scene, the
‘ab inadequacy of these dogmas emerges in full ®Technicolor. Before we argue this
nt versial point, let us revisit Marginalism’s price theory and, in particular, its pronounce-
ments on the price of labour (i.e. the wage) and the reward to capital (i.e. the profit rate).
‘With the Marginalist claim to a universal theory of price in mind (see Box 6.9), we begin
~with the equi-marginal principle and its derivative all-encompassing price theory in
equation (6.1).

Suppose that Jill agrees to wash Jack’s shirt in exchange for 2 bags of tea. To have agreed
to this deal, equation (6.1) reports that the following must hold:
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Box 6.9 Of famine and arbitrage

In a small settlement somewhere in Africa, ten families grow wheat, which they take
to the nearby market every year. The minimum income they need to stave off starva-
tion is, say, $100 per family per annum. Output depends on the weather and the weather
can be good, hormal or bad. 1f it is good, a bumper crop of 150 tonnes is harvested. If
the weather is normal, the harvest comes to 100 tonnes. But if the weather is bad. the
harvest shrinks to only 50 tonnes. During normal years, their 100 tonnes fetch $10 per
tonne at the local market. In the good years, however, they have [50 tonnes to sell and,
therefore, must reduce their price to $8 to find buyers. In years with bad weather, they
only bring to the market 50 tonnes and so price rises to $19. Summing up, in normal
years, the settlement’s income is $1000 (or $100 per family), in good years it goes up
to $1200 ($120 per family) whereas in bad years it falls to $950 ($95 per family). So,
over a cycle of three years {one good, one normal and one bad), average family income
is $105; that is, just above starvation levels,

Suppose that during a good year, a middleman arrives and offers them the following
deal: “you take the 100 tonnes to the market and sell it for $10 per tonne, like you woiild
in a normal year. As for the remaining 50 tonnes, you sell them to me for $8.50 per tonne:
If you turn this offer down, and take all 150 tonnes to market, you will make much less
money since the price would drop to $8." Naturally, the villagers agree. But then the bad
year comes, and their crop is only 50 tonnes, the middleman sells the 50 tonnes he had
stocked up during the good year and, therefore, ensures that aggregate supply is that ofa.
normal year (100 tonnes). The market then sets a normal price of $10. The middieman’s
gain is: 50 tomes x $10 minus 50 tonnes x $8.50 = $75. How do we interpret his role:

Interpretation 1: Like all middlemen, his contribution to society is price stability.
By buying during the bumper scason and selling off when the harvest is lean, he irons.
out price and output fluctuations over a period of variable weather conditions. Bakeries
and the wider public, who need a constant supply and predictable prices, benefit fro
his trading. As for his moral rectitude, the farmers did not have to accept his offer at
the end of the good year. It was a free trade, one to which they consented. G

Interpretation 2: He is a scoundrel who capitalises on the fact that he has money -
with which to trade. Without producing anything, he pockets a net profit of $75 when
the harvest is bad while, in the process, condemning the poor farmers he trades withto
starvation, as their average income now dips below the $100 per family starvation
level.! Looked at intertemporally, the middleman’s profit was bought at the cost of the
farmers’ suffering.

Note well that both interpretations are soundly founded on the facts. Economic
analysis has no analytical means by which to privilege one of the two interpretations
above on the grounds of its scientific superiority. This is another example why eco-
nomics is, and can only be, political economics.

Note

1 In the good year, the middleman has helped the villagers boost their income from $1000 to
$1422 (by buying 50 tonnes from them for $8.50). But during the bad year, he sells these 50
tonnes at the marketplace and the villagers (who only bring to market 50 tonnes too) now see
their income crash from $950 (which is the income they would have drawn from their 50 tonnes
if the middleman did not sell his 50 tonnes, thus preventing price from rise from $10 to $19) to
a measly $500. During these two years (one good and one bad), the village's average total -
income falls, because of the middleman, from $2150 (or $1075 per annum or 107.5 per famity \
per annum) to only $1922 or $96.1 per family per annum — well below the starvation level. |

R
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: Box 6.10 A thoughtful Marginalist on how labour may differ from all other
commodities

Alfred Marshall was one of the more thoughtful Marginalists. He tried to moderate
some of Marginalism’s more extravagant claims and to temper the Marginalists’ pro-
pensity for mathematising that is, by nature, not quantifiable: Most economic phenom-
ena, wrote Marshall do not lend themselves easily to mathematical expression’. We must
therefore guard against ‘assigning wrong proportions to econoemic forces; those elements
being most emphasised which lend themselves most easily to analytical methods’
(Marshall, 1890 [1920], Mathematical Appendix, p.850). Nevertheless, it is instructive
thateven he thought that labour was, analytically speaking, no different from electricity
generators; corn or androids. Was there a difference between selling ‘things’ and sell-
‘ ;ng ong’s labour? Yes, Marshall thought, but not in the deeper ontological sense that we
egpoused in Chapters 4 and 5. He wrote:

When a workman is in fear of hunger, his need of money (its marginal utility to
him) is very great; and, if at starting, he gets the worst of the bargaining, and is
employed at low wages, it remains great, and he may go on selling his tabour at a
low rate. That is all the more probable because, while the advantage in bargaining
ely to be pretty well distributed between the two sides of a market for com-
odities, it is more often on the side of the buyers than on that of the sellers in a
market for labour. Another difference between a labour market and a market 