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General introduction

The past is never dead. It’s not even past. (William Faulkner)

The aim of this Handbook on the History of Economic Analysis is to provide a succinct
overview of the development of economics since its systematic inception up until today.
The Handbook has three volumes. Volume I deals with Great Economists since Petty
and Boisguilbert. It provides short essays in biography of some of the most important
economists in what is known as the “Western World”. Volume II deals with Schools of
Thought in Economics. A school is defined in terms of the analytical method(s) used, the
approach chosen in tackling the problem(s) at hand, the results derived and the policy
conclusions inferred. Volume III contains summary accounts of Developments in Major
Fields of Economics reflecting the division of labour within the discipline.

There are different ways of approaching the history of economic thought. The focus
of these volumes is on economic theories: their formation, including their philosophical
and historical underpinnings, their conclusiveness and place within the field, and their
possible use in formulating economic policies. We draw attention to those economists
and their doctrines that we regard as especially significant. It hardly needs to be said that
our choice unavoidably reflects a subjective element. We would have liked to include the
portraits of several more important thinkers, but space constraints prevented us from
doing so. The same applies cum grano salis to the schools of thought and developments
in major fields covered.

Let us however acknowledge, at the outset, some of the important gaps in coverage.
The focus is on European intellectual traditions and their continuation in the so-called
Western World, but of course it is a fact that all advanced civilizations can point to
notable achievements in the exploration of economic life — think of countries such as
China or Japan, for example, or civilizations following philosophical or religious tradi-
tions such as Buddhism or Islam. In addition to geographic gaps, there are also some
gaps in subjects covered, such as the omission of business administration and manage-
ment theories.

Arthur Cecil Pigou once remarked that the history of economic thought is a history
of the “wrong ideas of dead men”. Certainly, it is partly also that, but not only, and
moreover there is always much to learn from the alleged “errors”. While there is progress
in economics, there is also occasional regress. This should not come as a surprise: in a
discipline dealing with as complex a subject matter as economics, it would be naive not to
expect some intellectual “bubbles” that sooner or later burst, necessitating a fundamental
re-orientation in the area of investigation under consideration. In the parlance of econo-
mists: the market for economic ideas is not a perfectly functioning selection mechanism
that preserves all that is correct and valuable and discards whatever is wrong and useless.

This may also contribute to explaining the remarkable fact that certain ideas and
concepts in economics, cherished at one time, get submerged and are forgotten after-
wards, only to re-emerge in a new garb and liberated of their teething troubles at a later
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time. As Dennis Robertson once remarked with regard to the history of economics: “If
you stand in the same place long enough, the hunted hare comes round again.” Or, as
Alfred Marshall put it: “We continually meet with old friends in new dresses.” One of
the most knowledgeable historians of economic thought ever, Joseph Alois Schumpeter,
expressed the same view as follows: “Old friends come disguised to the party.”

Modern economists frequently seem to believe that it not only suffices to know just the
most recent economic doctrines and theories; they even seem to think, echoing Pigou’s
statement above, that it is detrimental to their intellectual development to expose them-
selves to the ideas and thoughts of earlier generations of economists. Since by assump-
tion these must be partly or wholly wrong, or at least imperfect, it is not only a waste of
time to study the “old masters”, it may even be harmful to do so, because it may confuse
readers and prompt them to deviate from the correct path to truth and wisdom. This
position is a version of what the literary critic Norman Foerster called “provincialism
of time”, that is, “the measure of past literature by the ideas and moods of a narrow
present”. It is, among other things, based on the false presumption that it is the privilege
of living economists to articulate only correct views.

Even a casual look at the history of economics, its various schools of thought and
doctrines, shows that economics always lacked and still lacks a unité de doctrine, and that
there is no reason to presume that this state of affairs will end any time soon. If econom-
ics were characterized by a relentless march towards ever-higher levels of knowledge and
truthfulness, this fact would be difficult to explain.

There can be little doubt that the ideas of economists are important. John Maynard
Keynes even insisted: “The ideas of economists and political philosophers, both when
they are right and when they are wrong, are more powerful than is commonly under-
stood. Indeed the world is ruled by little else.” If this happens to be so, it is important to
know the ideas of economists, especially when they are wrong. The history of economic
analysis is not only a treasure trove of such ideas, it also informs about when and why
certain ideas were challenged and some of them eventually rejected, at least in the form
in which they were available at the time. Knowing the history of the discipline should
help you to resist superstition, hysteria and exuberance in economic and social questions.
And it should immunize you against falling victim to the ideas of some “defunct econo-
mist” (Keynes) all too easily.

The gestation period of the Handbook on the History of Economic Analysis was long
— a great deal longer than originally planned. There are many factors that contribute to
explaining the delays to the project. With some 140 authors, the probability was high
that some of them could not deliver, for various respectable reasons, and had to be
replaced. In some cases we had to act as writers of last resort. We also insisted that the
three volumes should come out together, which necessitated the completion of them at
roughly the same time. Bad health at different periods of time for each of the editors did
not exactly help in propelling the project forward. Confronted with these and other dif-
ficulties, we are all the more pleased to be able to present the Handbook on the History of
Economic Analysis to the scientific community. We take this opportunity to thank all of
the contributors for their fine work. We are particularly grateful to those who delivered
their entries in good time and for their patience thereafter. We also thank the referees we
involved in assessing the different versions of the entries and for their useful comments,
which helped to improve them.
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May this Handbook on the History of Economic Analysis contribute to a better under-
standing of the path economics took over time up until today and substantiate William
Faulkner’s claim that “History is not was, it is”.

GILBERT FACCARELLO AND HEINZ D. KURZ

A note on the cross-references sections: the volume in which the cross-references appear
is listed as follows:

(I)  Handbook on the History of Economic Analysis Volume 1. Great Economists since
Petty and Boisguilbert;

(Il)  Handbook on the History of Economic Analysis Volume I1: Schools of Thought in
Economics;

(IIT)  Handbook on the History of Economic Analysis Volume III: Developments in Major
Fields of Economics.






William Petty (1623-1687)

William Petty was born 26 May 1623 into modest family circumstances in Romsey,
Hampshire. A precocious child, with a colourful personality which remained firmly
with him in adulthood, Petty made his way in the world with both great ambition and
great success. As a result of various happy accidents, he gained a progressive educa-
tion in France and the Netherlands between 1638 and 1645, and acquired influential
patrons, including Thomas Hobbes. After returning to England he studied medicine at
Oxford University, acquiring the degree of Doctor of Physic in 1650. Benefiting from the
Cromwellian purge of loyalist dons from the university, he was appointed Professor of
Anatomy there in 1651.

Petty’s ambitions led him to accept the position of physician-general to the English
army in Ireland from 1652. More than two decades of his remaining 35 years were spent
in that country. He went on to undertake the massive “Down” survey of Ireland which
formed the basis for the transfer of Irish lands to the English “adventurers” who had
undertaken the military subjugation of Ireland in the 1640s (Larcom 1851; Petty’s own
long account of the survey). Putting aside any moral judgements about this episode or
Petty’s involvement in it, the survey provided him with the opportunity to examine in
great empirical detail the social and economic condition of an entire people — important
material for his later “political arithmetic”. His Irish involvements also made Petty a
very rich landowner in Ireland.

Petty was an enthusiastic and committed devotee of the English scientific revolution of
the seventeenth century, which took much of its inspiration from the reform programme
of Francis Bacon. Related to these scientific involvements, he was a founding member
of the Royal Society (and its Council) in 1662 and a friend or acquaintance of many
leading intellectual figures of the era. Hence as a seminal figure in the formation of a
scientific economics in the generic sense, and of classical economics in terms of substan-
tive ideas, Petty comes to economic analysis from a deep and rich philosophical and
scientific intellectual background. (This is to be contrasted with the mercantile or com-
mercial background of most of those who contributed to the English economic literature
of the seventeenth century.) Marx (1967: 272-3) regards him as the founder of politi-
cal economy. In significant part following the lead of his early mentor, Hobbes, Petty
took mathematics as the model of rational inquiry, at least so long as the mathematical
method was combined with well-defined objective, empirical concepts upon which the
mathematics could operate (Aspromourgos 1996: 54-72).

Petty was an original and creative thinker who pursued innovation across a range of
activities, though not always successfully. The Irish survey itself was a highly innova-
tive exercise. He also tried his hand at various inventions. He had strong ambitions
for the advancement of science, technology and policy, and his own material interests.
This aspect of Petty’s temper is captured, albeit in a rather negative way, in a comment
of Charles II: “the man will not be contented to be excellent, but is still Ayming at
Impossible Things” (Lansdowne 1928: 281).

The intellectual innovation for which Petty is most remembered is the invention of
“political arithmetic”, first explicitly formulated by him in the early 1670s (Aspromourgos
1996: 41-9, 2001: 79-83; the term originates with him also). It has been retrospectively
characterized as the beginnings of “econometrics” (Schumpeter 1954: 209-10); but
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Hicks (1983: 17) is closer to the truth in perceiving it as “social accounting”. More
recently, it has been argued that economists, in claiming Petty as a founding figure in
their latter-day discipline, have distorted the character of his political arithmetic project,
dislocating it from its context (especially its Irish colonization context) and appropriat-
ing it to a Whig history of political economy (McCormick 2009). There is no doubt some
truth in this; but while political arithmetic is not political economy, they are not incom-
mensurable projects. As much as Petty’s political arithmetic, Adam Smith’s political
economy is a science designed for State policy.

While Petty’s pioneering efforts at the application of quantification to human phe-
nomena has naturally been a source of considerable retrospective interest, not to say
fascination, it is important also to recognize that his political arithmetic programme
was not merely a large-scale, grand exercise in accumulating quantitative data or “facts”
concerning economy, society and polity (as well as other phenomena). In contemplating
this question, interpretive debate has often been taken up with rather sterile arguments
in terms of inductivism versus deductivism. Putting aside that dichotomy — Petty was,
in any case, emphatically an empiricist — it is clear that the quantitative empirical politi-
cal arithmetic projects from the early 1670s forward, were informed by conceptual and
theoretical ideas developed earlier. In particular, latter-day fascination with the essays
in political arithmetic (and one large essay in “political anatomy”) has drawn attention
away from his earlier, and by the standards of the time, large essay, 4 Treatise of Taxes &
Contributions (1662, in Hull 1899: 1-97), which contains most of his important concep-
tual and theoretical ideas, and prefigures the project of a quantitative and objectively
grounded form of “social science” (our term), which Petty sought to advance.

The striking feature of the Treatise is that it grounds consideration of taxation, tax
policy and tax reform in an analysis of production and distribution. The real source of
tax revenues (which are partly to fund one of Petty’s key reform objectives, the full uti-
lization of the nation’s available labour) is society’s economic surplus: the gross outputs
net of the necessary inputs used up in their production (Hull 1899: 30-31, 42-5, 89-90).
In the first instance, Petty is able to conceptualize this idea with clarity by making the
simplifying assumption that in agriculture, the output and necessary input are one and
the same commodity, so that the surplus may be defined independently of intersectoral
relations. But elsewhere he gives expression to the same kind of social surplus concept in
more sophisticated forms (Aspromourgos 2005). This conceptualization becomes in the
Treatise the kernel of a theory of distribution in which the surplus is realized primarily
as land-rents and tax revenues — symptomatic of the fact that Petty is theorizing a pre-
capitalist economy (Aspromourgos 1996: 22-30). He also outlines a location theory of
differential rent (Hull 1899: 48-52).

The surplus analysis is articulated primarily in terms of a division between a society’s
necessary and total available labour. This framework, in both the Treatise and later
writings, then informs descriptive and normative analyses of the level and composition
of employment in England and Ireland. Petty consistently and persistently argued for
grand schemes of socio-economic reform, with a view to maximizing surplus labour and
allocating it towards more useful activities. The pursuit of material progress is an under-
lying motif of his writings, a theme which can also be seen as derivative from Bacon. Petty
enunciates as well a kind of labour theory of relative prices, though it might be better
interpreted as a cost-of-production theory. This is combined with a market/natural price
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distinction of similar character to that in later classical writers, and typically of Petty,
expressed by way of a preference for objective explanation. Having explained the causes
of natural price in terms of labour-time or cost, he adds that as well as these “permanent
Causes”, there are “contingent Causes”, due to commodities having “Substitutes”, and
the fact that “novelty, surprize . . . and opinion of unexaminable effects do adde or take
away from the price of things” (Hull 1899: 90). With regard to monetary analysis, he was
also the originator of the concept of the velocity of circulation of money. Although in
favour of accumulation of a kind of national precautionary reserve of money, Petty does
not fit comfortably into the “mercantilist” mould. A fuller account of all these matters is
provided in Aspromourgos (1996: 30-51).

The objectivist temper of Petty’s approach to social theory is expressed in many places
and in many ways in his corpus of writings (Aspromourgos 1996: 57-64). It is also
engagingly captured in a contemporaneous anecdote concerning Petty, recounted by
John Aubrey:

I remember one St Andrewe’s day (which is the day of the Generall Meeting of the Royall
Society for Annuall Elections) I sayd, Methought ’twas not so well that we should pitch
upon the Patron of Scotland’s day, we should rather have taken St George or St Isadore (a
Philosopher canonized). No, said Sir William, I would rather have had it on St Thomas day,
for he would not beleeve till he had seen and putt his fingers into the Holes, according to the
Motto Nullius in verba [not bound to swear obedience to any man’s dogma]. (Dick 1972: 402)

Petty is here referring to the New Testament story of the disciple of Jesus, Thomas —
“doubting Thomas” as he has been subsequently known — who, when told that Jesus
had risen from the dead, is supposed to have said: “Unless I see in his hands the mark of
the nails, and place my finger into the mark . . . I will never believe” (Gospel of St John,
20:25). Evidently, Thomas was the empiricist disciple! This anecdote also incidentally
captures something of Petty’s personality and sense of humour, which sometimes got
him into trouble (see, for example, Bray 1907: 100-101).

Most of Petty’s published “economic” works, from the Treatise of 1662 forward,
including all his published essays in political arithmetic, are in Hull (1899). The most
notable published work omitted is Petty (1647), partly inspired by his observations of
Holland, a short essay which captures the element of Baconian inspiration for Petty’s
mature economic thought, prefiguring many of the concerns of his later writings,
notably, division of labour, technical progress and labour productivity. Petty (1674),
also omitted from Hull (1899) apart from two slight extracts (at pp. 622—4), is significant
as well, for its reflections on quantification. Petty left a large archive of manuscripts,
which remained in the possession of his descendants for three centuries, but is now in the
British Library. Lansdowne (1927) is a collection of selections from this material (also
Lansdowne 1928). Matsukawa (1977) is a further and important document from the
archive. Interestingly, in another unpublished manuscript from the archive Petty pro-
vides a thoughtful argument concerning the /imits of rational quantification, confound-
ing the image of him in some secondary literature as rather excessive in his pursuit of
quantification (Aspromourgos 2000: 66-7). The very large archive of Samuel Hartlib at
Sheffield University contains considerable material by and concerning the young Petty,
which is also revealing of his formative intellectual development (HR Online 2002). There
are two biographies of Petty (Fitzmaurice 1895; Strauss 1954), though McCormick
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(2009) is itself primarily an intellectual biography. The latter work is the first comprehen-
sive study more or less singularly devoted to Petty since Roncaglia (1985). The historian
of Ireland, T.C. Barnard, has written extensively about Petty’s Irish involvements in par-
ticular. Aspromourgos (2001) provides a quite comprehensive bibliography of secondary
literature on Petty, to the end of the twentieth century.

ToNY ASPROMOURGOS

See also:
Mercantilism and the science of trade (II).
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Pierre Le Pesant de Boisguilbert (1646-1714)

Pierre Le Pesant de Boisguilbert was born in Rouen (Normandy) on 17 February 1646,
in a family of “noblesse de robe” — that is, an aristocratic family which got its rank from
holding certain judicial or administrative positions — and died there on 10 October 1714.
A distant relative of the playwright Pierre Corneille (1606-1684) and of the homme de
lettres Bernard Le Bovier de Fontenelle (1657-1757), he was first educated by the Jesuits
in Rouen and then in the Jansenist Petites Ecoles de Port-Royal near Paris. After studying
law in Paris, he held various “charges” or “offices” in Normandy in the Ancien Régime
administration of justice and police where he acquired the deserved reputation of being
a passionate and bad-tempered person. Like many contemporaries he was struck by
the deep and lasting economic and social distress which prevailed in France during the
second half of the reign of Louis XIV (1638-1715). Also like many other “men of system”
and pamphleteers of the age, he tried to remedy the situation and he proposed, with a
remarkable insistence, his solution to the various Controleurs généraux des finances
(Ministers of the economy and finance), L. Phélypeaux de Pontchartrain (from 1689 to
1699), M. Chamillart (from 1699 to 1708) and N. Desmarets (from 1708 onwards). He
remained however unsuccessful in spite of the support of some influential persons like
J.-B. Desmarets de Vaubourg — a nephew of Colbert — and the Duke of Saint-Simon (see
Hecht 1966b).

The precise dating of most of Boisguilbert’s writings is uncertain. While his Le Détail
de la France was published anonymously in 1695, probably some years after its com-
position, the greatest part of his works — for example, the Dissertation de la nature des
richesses, de I'argent et des tributs, the Traité de la nature, culture, commerce et intérét
des grains, the first and the second Factum de la France — were published all together,
with a reprint of the Détail, in 1707, in two volumes, under various titles, one of which
being particularly misleading: Testament politique de Monsieur de Vauban — this gener-
ated a lasting confusion between his ideas and those that Marshall Sébastien Le Prestre
de Vauban (1633-1707) published the same year in his Dixme Royale. Some works were
republished in 1843 in the “Collection des principaux économistes”, with Guillaumin,
in a volume dedicated to the Economistes financiers du XVIlle siécle, but this is a
faulty edition because Boisguilbert’s vocabulary was sometimes changed by the editor,
Eugene Daire, in order to “update” it. Some important unpublished manuscripts and
correspondence were discovered later and published in the only complete and reli-
able collection of Boisguilbert’s works: the 1966 INED edition by Jacqueline Hecht
(Hecht 1966a).

The interpretation of Boisguilbert’s writings is an intricate undertaking. While his
works have never ceased to attract attention, the various interpretations offered are
conflicting. Boisguilbert was alternatively depicted as a liberal and as a protectionist;
as a supporter of capitalism or of socialism; or, to put it briefly, as a “forerunner” of
nearly every important economist who wrote after him (see, for example, Horn 1867;
Van Dyke Roberts 1935; the studies included in Hecht 1966a, 1989; Faccarello 1986
[1999)). It is true that his style and language do not facilitate the reader’s task. Recent
research, however, eventually produced a picture of Boisguilbert as a powerful thinker,
who, out of a threefold tradition of Bodinian political thought, Cartesian physics and
above all Jansenist moral philosophy, founded what is called today the free-trade
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approach to political economy. Directly or indirectly, his thought influenced the main
political economists of the French Enlightenment — Quesnay and Turgot in particular.

Boiguilbert’s Approach and the Role of Jansenism

As a Jansenist, Boisguilbert’s approach is typically embedded in a dark theological
vision based on the fundamental “fact” of the Original Sin — Jansenism being a very pes-
simistic version of Augustinian thought. After “Adam’s sin”, man saw his nature totally
corrupted and replaced in his heart the love of God with an exclusive love for himself —
“amour-propre” or selfishness. Because he is not self-sufficient, he is obliged to work
in a hostile environment and to cope with other men’s self-loves in an everlasting fight.

Jansenist authors raised in this context three fundamental questions: theological,
moral and political. In the first place, if men substituted in their heart their own self-love
for the love of God, how could they be saved? — this is the problem of the grace. In the
second place, if men act selfishly in all circumstances, no morality can ever exist and any
action or thought which looks charitable, altruistic or benevolent from the outside, in
reality only conceals strict egoistic motivations. In the third place, and this is the most
important point here, the problem of social cohesion is posed: how could a society be
maintained in this context of a war of all against all, when “all men are at battle with one
another” (Nicole 1671-75 [1700], 3: 116)?

In the Jansenist French tradition, the theologian Pierre Nicole (1625-1695) — and after
him the lawyer Jean Domat (1625-1696), both friends of Blaise Pascal — had already
given part of the answer: while it is true that man’s reason is very weak and his depravity
too potent to allow anything other than passions to direct his behaviour, man never-
theless realizes that he cannot achieve his aims if he attempts to use coercion. Unable
to “domesticate” his passions through reason, he uses instead his reason to follow his
passions: he is thus willing to submit to other men’s wishes and self-interest but only in
order to fulfil his own desires. Nicole terms this type of conduct “enlightened self-love”
(“amour-propre éclairé”) and the best example he proposes are market activities.

For example, when travelling in the country, we find men ready to serve those who pass by
and who have lodgings ready to receive them almost everywhere. We dispose of their services
as we wish. We command them; they obey . . . They never excuse themselves from rendering us
the assistance we ask from them. What could be more admirable than these people if they were
acting from charity? It is cupidity which induces them to act. (Nicole 1670 [1677]: 204)

Thanks to this intelligent self-love, a society can endure and develop. This society, which
is absolutely deprived of love, actually looks full of charity: moreover passions gener-
ate strong positive social results and, as regards the production of material wealth, are
incomparably more efficient than charity — all themes picked up later and developed
by Boisguilbert, the Protestant theologian Pierre Bayle, Bernard de Mandeville and
Adam Smith.

Would you like that a nation be strong enough to resist her neighbours? Leave the maxims
of Christianity to the preachers: keep all this for the theory, and bring back the practice to
the laws of Nature ... which incite us ... to become richer and of a better condition than
our fathers. Preserve the vivacity of greediness and ambition, and just forbid them robbery
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and fraud . . . Neither the cold nor the heat, nothing should stop the passion of growing rich.
(Bayle 1704 [1705]: 600).

While necessary, this enlightened behaviour is not in fact a sufficient condition for a
peaceful social life. Nicole and Domat stress that this attitude and an enduring social
order cannot be achieved without the help of bonds of a different kind, the most
important of which being the rules of propriety and honour, religion and, above all, the
political order (“ordre politique™), that is, a very strong political organization of society
implying highly differentiated and stratified estates of the realm and inequality between
men (on all these points see, for example, Taveneaux 1965; Viner 1978; Faccarello [1986]
1999; 2006). Nicole’s and Domat’s conception of society is not market-based and the
basic social link is still political and moral. Boisguilbert in contrast obliterates the moral
and political order and brings market relationships to the fore.

Economic Equilibrium and “Laissez-Faire”

If we consider the activities of the productive class, we are faced with an intricate network
of purchases and sales. Yet, it is possible to discover an order by concentrating on the
motivations of the agents, which are the same everywhere and the systematic application
of men’s self-love to transactions, generating a maximizing economic behaviour: “each
man thinks of achieving the greatest degree of individual interest with the greatest ease
possible” (Boisguilbert 1691-1714: 749).

What is the main characteristic of a state of wealth or plenty (“équilibre” or “état
d’opulence”)? Applying here some notions derived from Cartesian physics, Boisguilbert
defines this equilibrium as a situation in which economic agents are allowed to realize
freely their natural inclinations, that is, to buy and sell, trying to get the most they can
out of the various situations they encounter. As each agent is only connected with the
other agents by means of markets and of prices, it is not surprising to see Boisguilbert
defining a state of equilibrium or plenty as a situation in which a specific price system
occurs: the “proportion prices” (“prix de proportion”) defined as those prices that gener-
ate a “reciprocal utility” or a “shared profit” — in seventeenth-century French language
“utility” and “profit” are quite synonymous and are understood in a general way — and
make each producer “off loss”. This implies that, in each market, demand must equal
supply. This condition can be deduced, in particular, from the recurrent passages in
which the “tacit condition of exchanges” (“condition tacite des échanges”) is referred to.
To keep the economy in equilibrium, Boisguilbert insists, each member of the productive
class only buys someone else’s commodity under the implicit assumption that someone
else, directly or indirectly, buys the commodity he sells.

The question, however, lies in the very possibility of the realization of such a struc-
ture of relative prices. What about the destabilizing action of self-love? In some striking
passages, Boisguilbert seems to admit the necessity for each agent to be aware of the
flimsiness of the state of equilibrium. Each man, he writes, cannot obtain his own wealth
but from the implementation of the “état d’opulence”; he ought not to forget the neces-
sity of fairness and justice in trade, he has to think of the common good; but, under
the pressure of self-love, he acts every day in precisely the opposite way. Nevertheless,
Boisguilbert stresses in a rather awkward way, an equilibrium can be reached in such a
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context: “Providence”, he notes, is keeping a watchful eye on the working of markets; a
“superior and general authority”, a “powerful authority” is seeing to it that the economy
is working properly; and he mentions “the harmony of the Republic, that a superior
power governs invisibly” (1691-1714: 621).

All this may sound strange today, but the reader should not be misled by this kind
of vocabulary. Evoking a “superior and general authority” does not mean a regulatory
intervention of the State: Boisguilbert was explicitly against this kind of policy. Nor does
the word “Providence” mean “miracle” or represent a rationally unexplainable state of
affairs: in seventeenth-century French language, “Providence” refers in the first place to
“secondary causes”, that is, to the objective laws God installed when creating the world,
and which can be discovered through scientific investigation. In Boisguilbert’s writings,
“Providence” simply refers to the rules of free competition. Competition is the “coercive
power” —as K. Marx was to put it later — the “general authority” which governs markets.
Each seller, Boisguilbert stresses, wants to be free to sell everywhere to anybody he or she
wishes and to face the greatest possible number of buyers. As for the buyer, it is in his or
her interest to be able to buy from everyone, in any place, and to face a great number of
sellers. As maximizing agents wish to sell a commodity at the highest price, or to have
it “for nothing”, Boisguilbert asserts, then free competition must prevail throughout
the economy in order to balance the opposite forces and to oblige people to be reason-
able. The conclusion is then straightforward: laissez faire! To illustrate his conviction,
Boisguilbert reported the answer a merchant gave to a minister who had asked him how
to “re-establish trade”:

[TThe merchant said that there was a very certain and easy method to put into practice, which
was that if he and his ilk stop interfering in it [in trade] then everything would go perfectly well
because the desire to earn is so natural that no motive other than personal interest is needed to
induce action. (Boisguilbert 1691-1714: 795)

Also, restating Nicole’s example of the innkeeper, Boisguilbert noted:

All the commerce of the land, both wholesale and retail . . . [is] governed by nothing other
than the self-interest of the entrepreneurs, who have never considered rendering service . . . ;
and any innkeeper who sells wine to passers-by never intended to be useful to them, nor did
the passers-by who stop with him ever travel for fear that his provisions would be wasted.
(Boisguilbert 1691-1714: 748-9)

This is the greatest innovative feature: the basic proposition of liberal political economy
unambiguously and powerfully emerges from it. Most of the Jansenist social theory
of Nicole and Domat is now obsolete. Man — at least if he is a member of the produc-
tive class — has not even to be enlightened; self-love is not destabilizing if embedded in
an economic environment of free competition. Society is conceived as market based, and
economic transactions form the basic social indirect link between otherwise independent
economic agents. In Boisguilbert’s words, the realm is just a “general market of all sorts
of commodities” (1691-1714: 683). But if Nicole’s and Domat’s political order disap-
pears, this is not to say that the State has no part to play: its role is to make sure that the
rules of free competition actually prevail and, in that respect, it has to “ensure protection
and prevent violence” (Boisguilbert 1691-1714: 892).
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Destabilizing Shocks and Crises

After having stated the conditions for economic equilibrium Boisguilbert had to deal
with the destabilizing shocks on the economy: this also constitutes an a contrario proof of
the necessity of free trade. Destabilizing shocks originate in the class structure of society.

In Boisguilbert’s scheme, a very simple type of society — the “état d’innocence” —
existed for some time after the Fall, in which men, though corrupted, cooperated with
each other: the number of needs was limited, the division of labour simple and barter was
possible. All this came to an end when violence emerged: some men became lords (the
rentiers) and the rest, that is, all those who produce goods and services, were subjected
to them. This society is called a “state of civilization and magnificence” (“état poli et
magnifique”).

This transition induced major consequences: (1) with the existence of the rentiers, the
number of needs increased and with it professions multiplied; (2) barter was no longer
possible and money was introduced in order to facilitate exchanges; (3) the progressive
multiplication of the professions, from the most necessary to the most superfluous — the
comedian — generates also a kind of ratchet effect, that is, once a profession appears,
and even if it is the least necessary, it had to be maintained because any attack on any
trade inevitably induces, through the diminution of incomes and expenses, a depressing
effect on all the other trades; (4) a one-way flow emerged in the distribution of income,
reflecting the class structure of society and the fact that rentiers receive an income from
the productive class without giving anything in exchange; and (5) the rentiers are not
involved in trade, their behaviour is not checked by competition but by some other rules
dictated by the “société de cour” — they know nothing about trade and its necessities and
their action has thus to be enlightened. The very existence of a leisure class potentially
transforms the economic structure from a stable to an unstable one: Boisguilbert’s aim
is to show how all destabilizing shocks are caused by the behaviour of those who “only
receive” — and particularly the government through the institution of bad forms of taxa-
tion and the regulation of economic activities.

For Boisguilbert and in general for most authors during the Ancien Régime, the market
for agricultural products is basic for two reasons: to satisfy the important needs and
consumption habits of the population and because agriculture is the source of income
of the leisure class. This is why agricultural crises lead directly to general depressions
through significant spillover effects in different markets. But it is Boisguilbert’s opinion
that agricultural crises are due neither to climatic conditions nor to the mere behaviour
of the members of the productive class. Prosperity as well as depression depends on
the environment of activities. The role of expectations is crucial here: the same climatic
conditions and the same basic behaviour in markets can generate either stabilizing or
destabilizing consequences, depending on whether trade is free or regulated.

Let us suppose a strong corn trade regulation such as that which prevailed during the
Ancien Régime. What happens in times of bad harvest or even when future crops are
simply supposed not to be abundant? On the one hand, buyers expect rising prices and
demand larger amounts of corn; a supposed crop failure is sufficient to induce strong
precautionary behaviour — the formation of precautionary stocks. On the other hand,
the sellers amplify the movement. They stress that crops are going to be very bad ones,
even if it is not true; they expect a rising corn price, and, therefore, do not bring the usual
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quantities of corn to the market: they keep back speculative stocks in order to amplify
the price movement. Thus, with a higher demand and a reduced supply, the price of corn
increases to seven or even ten times its previous value and consumers are greatly impov-
erished in real terms. The point to note is the stock/flow mechanism on both sides of the
market, which is in direct relationship with the expectations of the agents. Of course, the
reverse occurs in case of a good harvest. Buyers expect a lower price and demand smaller
quantities of corn than they usually do while the sellers, who cannot keep the corn in
stock and also anticipate lower prices, increase their supply. The price falls and farmers
are led into ruin.

Why do crises occur so regularly in such a context? In a regulated context there is a
direct relationship between plenty and shortage of corn, between periods of very low
and very high prices. Plenty generates shortage; when prices are low, farmers no longer
cultivate poor quality land thus causing a decrease in agricultural production, which pro-
duces a shortage at the slightest climatic variation. On the other hand, shortage generates
plenty because, owing to the high price of corn, more land is cultivated. Agricultural
crises are thus inevitably cyclical and violent, causing in turn ruin on both sides of the
market.

However, whenever free trade prevails, Boisguilbert stresses, the price of corn never
fluctuates greatly and there are no crises. The proof is always based upon the informa-
tion available to agents. When bad crops occur, for example, the mere possibility of
buying from other places restrains the purchasers from increasing their demand for corn
and building up precautionary stocks; the same possibility also restrains the sellers from
speculating. As a result, the price does not fluctuate so much and proportion prices are
roughly maintained. In this case also Boisguilbert emphasizes the role of expectations;
prices are stabilized, he says, even if no corn, or only a small quantity of it, is imported
from “foreign” provinces or foreign countries.

Finally, how do agricultural crises turn into general depressions? In the context of a
regulated trade, the stock/flow mechanism linked to expectations in agricultural markets
amplifies price and quantity movements considerably. A similar stock/flow mechanism,
now linked to financial expectations, causes the propagation of the crisis from agricul-
ture to other markets. The agricultural crisis directly affects the income of the leisure
class. The rentier is faced with a diminished income flow. His reaction is twofold: because
of his lower income, he actually spends smaller amounts of money; but he also spends
less because, due to the depressed state of affairs, he is expecting a lower income in the
future and he accordingly adopts a precautionary attitude — hoarding. As a result, the
crisis is propagated more rapidly and economic movements are amplified.

However, the propagation and deepening of the crisis also takes place in a different
way: through price rigidities, for example, in the market for non-agricultural products
where downward rigid prices prevail; or in the labour market where a particular empha-
sis is put on the role of worker coalitions and of downward rigid money wages (on all
these points see Faccarello 1986 [1999]).

Two last points must be stressed. First, the essential role played by foreign trade
in Boisguilbert’s approach is peculiar and still at the root of the free-trade attitude of
Quesnay and Turgot during the following century — a kind of specificity of the French
followers of the “liberté du commerce”. The importance of free foreign trade is, first,
qualitative. It is this freedom which acts on the expectations of agents in the grain trade
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and allows prices to stabilize and avoid crises; the size of the flows of imports or exports
are of almost no significance in this context. Secondly, the question of foreign trade is
disconnected from that of money. The quantity of circulating medium is of no impor-
tance: only the system of relative prices matters. Criticizing the many and persistent com-
plaints about a “lack of money” as the origin of the economic difficulties of the realm,
Boisguilbert insisted that this alleged want of circulating medium is only the consequence
of the crisis — constitution of precautionary stocks of money, destruction of a great part
of the commercial paper which acted as a medium of exchange — and by no means the
cause.

GILBERT FACCARELLO
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John Law (1671-1729)

John Law (1671-1729) is rare among economists in that he not only attempted to produce
a template for addressing monetary and financial crises, but actually implemented this
template for a brief time between 1716 and 1720 in France, during a period known as the
Mississippi System. The Mississippi System produced the world’s first financial bubble
which in turn served as a model for the British South Sea Bubble of 1720. By the end of
1720 both bubbles had collapsed and John Law, who had been appointed the equivalent
of Prime Minister of France in January 1720, was hastily forced to flee to Brussels and
later to Venice where he died in 1729. As such there are two main perspectives against
which to examine Law, namely, (1) his role as a macroeconomic/monetary theorist and
(2) his activities as a macroeconomic policy-maker. From the first perspective many
economists, including Cantillon, Hume, Smith, Marx and Marshall severely criticized
Law for his unrealistic and “visionary” theories. Contrastingly, however, Joseph
Schumpeter rated Law as “one of the outstanding monetary theorists of all time”. From
the second perspective it is germane to note that Nicolas Du Tot, a significant contem-
porary analyst of the Mississippi System, remarked that posterity would not believe that
Law had managed to create a specie-less system in France for a short period. It would
take another couple of centuries for the global economy to move off the gold standard,
an environment that Law had attempted to remove in France between 1716 and 1720.

Law’s Background

John Law was born in Edinburgh in 1671. His father was a goldsmith at a time
when the Scottish goldsmiths were becoming embryonic bankers by lending money
against the deposits that they obtained for safekeeping. Noted for his agile mind and
mathematical abilities at school, Law travelled to London in the 1690s acquiring
the reputation of a dandy, philanderer and rake. Known as “Beau” Law he killed
another “Beau”, Edward Wilson in a duel in Bloomsbury Square in 1694. The cause
of this duel has been disputed. Law was sentenced to death for Wilson’s murder but
escaped from prison through the connivance of leading British politicians of the day.
He travelled to the Continent where he changed from his hitherto dilettante gambler
role to that of the equivalent of an eighteenth-century bookmaker using his math-
ematical skills to make a fortune at the gambling tables in France and Italy. More
importantly Law turned his intellect to money and banking, writing a paper “Essay
on a land bank” (now published as John Law’s Essay on a Land Bank — Law 1994)
which he sent to Lord Godolphin in the hope that the English authorities would be
interested in his proposal. Rejected by the English, he returned from the Continent to
Edinburgh where he wrote Money and Trade Consider’d with a Proposal for Suppllying
the Nation with Money (1705). This book contained his recommendations to the
Scottish Parliament for the establishment of a paper money in Scotland. However, he
was turned down by the Scottish Parliament and forced to leave Scotland because of
the signing of the Act of Union in 1707. Law, still a convicted murder on the run from
British justice, travelled back to the Continent where he attempted over the next nine
years to encourage various European monarchs and states to implement his monetary
proposals.

16
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Law’s Macroeconomics and Monetary Economics

John Law brought remarkable modernity to his economic theorizing. In his first work,
“Essay on a land bank”, he was the first writer to introduce supply and demand analysis
to his theorizing, using it to solve the water/diamonds paradox of value. He then pro-
gressed this analysis into monetary economics establishing the concept of the demand
for money and arguing that prices would rise when the quantity of money expanded
out of line with the demand for money. In explaining inflation in a demand for money/
supply of money framework, Law may be regarded as the first monetarist, long before
Milton Friedman attempted to analyse the quantity theory of money in this format
in 1956. Law’s vision, however, extended far beyond monetarism. By one deft change
in a preposition he transformed the conceptualization of money from an intrinsically
valuable medium of exchange “the value for which money is exchanged” to one that
held that money did not need to be intrinsically valuable “the value by which goods
are exchanged” (my italics) (Law, 1994: 55). In this way Law produced a new vista
for the monetary economy, one that was not reliant on an intrinsically valuable com-
modity money. Law’s new conceptualization of money permitted the growth not only
of paper money but also bank credit and a wide range of near money substitutes. His
detractors from Cantillon to Marshall, all metallists at heart, did not grasp the extent
to which Law had revolutionized his conceptualization of the monetary system to that
which is used in the modern world.

In Money and Trade Law continued to advance many of the arguments of the “Essay
on a land bank” but the emphasis of his approach changed because he was addressing
the problems of a stagnant Scottish economy facing considerable unemployment and
underemployment. Law, building on the work of Sir William Petty, developed a circu-
lar flow of income analysis and then showed the importance that money had in trans-
forming an economy from a primitive agricultural state to that of a broader economy,
embracing manufacturing and other sectors. The title of his book said it all, Money and
Trade. He saw money as driving trade, a synonym for economic activity. Unemployment
and underemployment were signs that there was an insufficient amount of money in the
economy. In a strong pre-Keynesian approach Law urged the authorities to expand the
money supply and to reduce the rate of interest. For him the way to increase the money
supply was to replace the gold and silver metallic system with a new paper credit system.
Unlike most monetary theorists Law’s recommendations were soon to be implemented
as monetary policy.

Law’s Mississippi System

It was not till the death of Louis XIV and the arrival of Philippe, duc d’Orléans, as regent
of France during the minority of the future Louis XV, that Law’s money and banking
proposals were accepted. France faced two crises, a monetary crisis, caused by a shortage
of money, and a financial crisis, in the form of a high level of state indebtedness due to the
late king’s over-spending and over-borrowing. Law suggested to the regent that the first
crisis could be addressed by the substitution of paper money for gold and silver coins.
To achieve this he set up the General Bank in 1716 which was later converted into the
Royal Bank. As a quasi-state institution the Royal Bank’s paper was made legal tender
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for the payment and receipt of taxes and its paper banknotes soon became the dominant
means of payment. Law addressed the financial crisis by taking over the Company of
the West, a company controlling the trading concessions of French Louisiana — a vast
area embracing all the land from the Gulf of Mexico to Canada, bordered by the British
Carolinas in the east and the Spanish-held Texas in the west. The Company’s shares
were initially acquired with short-term French government debt (billets d’état) thereby
helping to alleviate some of the French national debt problem. As this French debt stood
at a hefty discount, the shares could be initially purchased for around 170 French livres.
Law then used the Company of the West, which would become known as the Mississippi
Company, to take over the other French trading companies, the tobacco monopoly, the
mint, the tax farms, and so on, turning it into a giant conglomerate. Further issues of
shares were made at 550 livres, 1000 livres and 5000 livres. The main objective of the 5000
livres share issue was to take over the totality of the French national debt.

Through the expansion of the paper note issue and the creation of the Mississippi
Company — which issued 624 000 shares — Law appeared to have transformed the French
economy. The share price peaked in January 1720 at over 10000 livres and to honour
his achievements John Law was made Controlleur Général des Finances, a position
equivalent to that of Prime Minister. Unfortunately for Law, he had pushed the System
too far and was using the banknote issue of the Royal Bank to support the Mississippi
Company’s share price. In February 1720 he guaranteed the share price at 9000 livres
but this monetization of the shares caused the System to start cracking. In May 1720
he attempted to bring some balance to the financial position by implementing an edict
to have staggered monthly reductions in the value of banknotes and shares. The public
reacted strongly against this edict. Law was demoted and though he carried out a rear-
guard action trying to re-structure the System, his efforts failed and he was forced to
leave France at the end of 1720.

ANTOIN E. MURPHY
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Richard Cantillon (c. 1680/90-1734)

Richard Cantillon was born in Ballyheigue, County Kerry in the south west of Ireland
probably between 1680 and 1690. Cantillon formed part of a large-scale emigration of
Irish Catholics to France after the signing of the Treaty of Limerick, an event that con-
cluded the Jacobite/Williamite war in Ireland. Cantillon’s uncle was the Jacobite banker,
Daniel Arthur, a man who had been largely instrumental in transferring the financial
capital of the Irish Jacobites out of Ireland. This connection probably enabled him to be
introduced into the world of bankers and financiers.

Cantillon’s Career

Cantillon worked as a deputy to Anthony Hammond, the representative in Spain of the
British Paymaster General to the Forces Abroad, James Brydges. Brydges, who later
became Lord Carnarvon and still later the Duke of Chandos (henceforth Chandos), was
the biggest war profiteer of the age. He amassed a fortune through foreign exchange
transactions on money that was converted from sterling into foreign currencies to pay
for the armies overseas. Chandos took his percentage on all provisioning contracts
ranging from food to horses, to uniforms, to gunpowder, and so on.

By 1717 Cantillon had met up with a far more important personality who was to have
a profound effect on the rest of his career. This was the Scotsman, John Law (1671-1729)
who had started to put in place his grand design aimed at transforming the French
monetary and financial systems — see entry on John Law.

Cantillon’s relationship with Law blew hot and cold during the Mississippi System.
Initially they were on sufficiently good terms to establish, along with one of the biggest
Mississippian speculators, Joseph Gage, a colonizing group to develop a settlement in
Louisiana. Cantillon’s brother, Bernard, led this group from La Rochelle to New Orleans
in 1719. However, as shares in the Mississippi Company rose from 170 to over 2000 in
the early summer of 1719 Cantillon believed that there was a definite asset market bubble
emerging. He sold his shares and retired to Italy. Cantillon’s timing was wrong as the
Mississippi shares moved to over 10000 in early January 1720. Cantillon returned to
France in the spring of 1720. Then, convinced more than ever that the Mississippi System
would explode, he shorted the shares of the Mississippi Company and the French cur-
rency. Believing that a similar bubble, emanating from the speculation in the South Sea
Company shares, had emerged in Britain, Cantillon took out sizeable put option con-
tracts with Dutch bankers on British shares. Meanwhile in France when the Mississippi
Company faced increasing difficulties in the early summer of 1720, John Law invited
Cantillon to return to France to assist him in re-structuring the System. Cantillon turned
down the offer fearing that his profits, made through shorting the Company’s shares and
the French currency, would be confiscated when the System eventually collapsed. By the
end of 1720 Law was forced to flee from France as his System fell apart. Cantillon, on
the other hand, had made sizeable fortunes by shorting Mississippi shares and the French
currency along with the put contracts that he had arranged on British shares. He would
become known as one of the Mississippian millionaires, classified in the French Visa of
1721 as having made 20 million livres on his French transactions. Cantillon was to find
that there were costs associated with making his fortune. Some of his clients, led by Lady

19



20 Handbook on the history of economic analysis

Mary Herbert and Joseph Gage, were responsible for criminal and civil suits against him
alleging that he shorted the Mississippi with shares that they had given him as collateral
for loans. These charges were never proven but they did mean that Cantillon faced contin-
uous litigation in both Britain and France for the rest of his life. Cantillon was apparently
murdered in his bed by a member of his household in 1734 in Albemarle Street, London.

The Essai

The Essai sur la nature du commerce en général, probably written sometime between 1728
and 1730 was published in Paris in 1755 bearing the fictitious imprint of Fletcher Gyles
of London.

Cantillon had an ambitious objective as the title of his work show. He wanted to write
an essay on the nature of trade in general. Trade (“le commerce”) was a synonym for
economic activity at the time. So Cantillon’s objective was to produce an essay on the
nature of economic activity in general.

To do this Cantillon needed to produce an economic model. This required abstrac-
tion which Cantillon produced by assuming initially that the economy consisted of just
one single landed estate “which I wish to consider here as if it was unique in the world”
(Cantillon 1755: 76).

Building on the abstraction of the single landed estate, with three principal actors (the
landlord, supervisors and workers) Cantillon progressively transformed this primitive
structure from a command economy to a market economy, from a barter system to a
monetary system, and from a closed to an open economy. This transformation involved
the introduction of a new series of principal actors, the entrepreneurs, who replaced the
supervisors. Despite the continuing power of the proprietor of the landed estate to influ-
ence economic activity through his expenditure decisions, he became essentially a mute
actor expressing his views through the prices that he was prepared to pay for commodi-
ties on the market. He could no longer verbally dictate his commands to the supervisors.
The entrepreneurs — there are many of them ranging from entrepreneur producers to
entrepreneur wholesalers, to entrepreneur retailers and even entrepreneur beggars — have
a key role to play in the price-making process.

Cantillon summarized the role of the entrepreneur in a short sentence. The entrepreneur
buys at a known price (“un prix certain”) to sell at an unknown price (“un prix incertain”).
In other words the entrepreneur knows the price of factors of production that he uses in the
form of wages for labour, rent for land and profits for capital. Combining these inputs he
produces output at a known price. However, he cannot guarantee that his selling price will
cover his costs of production. The entrepreneur faces uncertainty. If he assesses the purchas-
ing decisions of buyers correctly, and prices his commodities appropriately, he will make a
profit. If he prices his commodities at excessively high prices and is unable to sell them, then
he will be forced off-stage and out of business. Bringing in the distinction between market
price and intrinsic value (costs of production plus normal profits), Cantillon showed how
resources could be allocated through the market as entrepreneurs moved into sectors where
the market price was above the intrinsic value of a commodity and moved out of areas
where intrinsic value was above the market price. Smith relied heavily on Cantillon’s model
in chapter 7, book 1 of the Wealth of Nations (Smith 1776 [1976]) when he distinguished
between market price and natural price to show the allocation of commodities.
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Cantillon was not only interested in the way entrepreneurs ensured the flow of goods
and services between markets, he was also concerned with analysing the aggregated flow
of goods and services in the economy. Building on the earlier work of Petty and Law,
Cantillon traced out in detail the circular flow of income model.

Cantillon’s analysis inspired Frangois Quesnay to encapsulate the circular flow process
in the tableau économique. Cantillon and Quesnay differed in terms of their view on the
consequences arising from the produit net in agriculture. Quesnay was able to envisage
the agricultural surplus producing economic growth. Cantillon believed that any growth
in agricultural production would just increase population. Quesnay was more interested
in the dynamic income-generating process and the implications that it had for fiscal
policy, that is, the possibility of the produit net in agriculture supporting the full weight
of taxation through the imposition of a single tax — the impdt unique. Cantillon had a
different objective in mind when analysing the circular flow, for he believed that it would
enable him to determine the amount of money required in the economy. He needed to
compile an estimate of the output of the economy and then, making allowances for the
velocity of circulation of money, derive an estimate of the amount of money required to
drive this level of output. He estimated the amount of money required in a state, duly
modified by his analysis of the velocity of circulation of money, was one-third of the
landlord’s rent. As the landlord’s rent was one-third of overall output this meant that he
estimated the demand for money at one-ninth of output. This, he calculated, was near
enough to Petty’s estimate that the money in circulation was equal to one-tenth of the
produce of the soil.

Cantillon’s Analysis of the Monetary Economy

Following his estimation of the demand for money, Cantillon proceeded to demonstrate
the different ways in which the money supply could be expanded and to outline the changes
that would happen when the money supply moved out of line with the demand for money.
This led to his conceptualization of what is now referred to as the “black box transmission
mechanism”. The black box is meant to describe the different ways in which increases in the
money supply permeate through the economy influencing prices, output and the balance
of payments. Cantillon’s concern was (1) to show the way in which the monetary economy
could be meshed in with the real economy to produce an overall equilibrium and then (2)
to outline the consequences of an over-expansion of the money supply out of line with the
needs of the real economy in terms of inflation, output and the balance of payments. He was
not prepared to accept a crude monetarist type that suggested a proportionate relationship
between increases in the money supply and an increase in prices. For him there was a need
to examine the channels through which monetary expansion could influence expenditure
and he was critical of John Locke for not detailing the monetary transmission mechanisms.

Cantillon took up this challenge and provided a detailed taxonomy of these mecha-
nisms outlining four potential sources of monetary expansion: (1) the mining of gold and
silver; (2) a balance of trade surplus; (3) capital inflows; (4) invisible earnings.

He then proceeded to show that, depending on the sources of the monetary expansion,
the money might be spent, saved or hoarded.

Arising from these decisions, the money could flow either into the commodity market
or the financial market. There were two further elements in the chain linking changes in
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the money supply to changes in expenditure. First it was necessary to consider the open-
ness of the economy and, secondly, the degree of spare capacity in it. Depending on these
factors the increased money supply might affect employment and output, or inflation or
the balance of payments. Blaug termed the differential effect on prices of an increase in
the money supply, arising from different monetary injections, as the “Cantillon Effect”
(1962: 21).

Cantillon had witnessed the volatility of financial capital flows across Europe in 1720
and understood how this superstructure of finance could very quickly collapse as inves-
tors lost confidence in a particular country.

Cantillon’s overall analysis showed the way the real and monetary economies can be
meshed together. Consistent with this he recognized the need to keep the rate of mon-
etary expansion, emanating from the financial sector, in line with the size and growth of
the real economy. In the case of an over-expansion of the money supply, his analysis of
the black box provided a variety of transmission mechanisms so as to identify the pres-
sures that the excessive money supply would generate for output, prices, employment
and the balance of payments.

Cantillon realized that this meshing together of the real and monetary economies
was a difficult exercise. This arose because there was a further element that needed to
be incorporated into the analysis, namely, financial innovation. So far Cantillon had
confined his analysis to a specie-based economy. He was a metallist at heart and believed
that silver represented the “true sinew of circulation” (Cantillon 1755: 423). He was also
a banker and he realized that there were other substitutes for silver money, namely, paper
banknotes and bank credit. In his monetary taxonomy Cantillon did not wish to include
such types of money in his definition of the money supply. For him they were financial
instruments — he referred to them as “fictive money” — that influenced the velocity of cir-
culation of money but not the stock of money. However, in influencing V rather than M
he still understood that these financial instruments could have a considerable impact on
the economy. As a practising banker Cantillon had witnessed the enormous benefits that
the incipient financial revolution had created in Great Britain. Paper money and bank
credit had come to Exchange Alley in London, and the Bank of England, which had just
managed to escape from the trauma of the South Sea Bubble, was becoming an anchor
institution in what would later be called the City. While reluctant to classify paper money
and partially backed bank deposits as money, he was prepared to accept the benefits of
these new banking innovations in facilitating an increase in the velocity of circulation of
money. He was sufficient of a realist to accept a certain amount of financial innovation.
In normal times banknotes and bank accounts facilitated the purchase and sale of gov-
ernment stocks and shares. At the same time he fully understood the tension that existed
between financial innovation and financial prudence. The scales could tip to the former
causing financial prudence to be neglected.

Cantillon fully understood that the financial innovation that had created banknotes
and bank credit had greatly increased the potential of financial leverage. It resulted in
an environment in which monetary policy was too loose. An excessive amount of money
creation, in Cantillon’s opinion, pushed equity and property prices too high and gener-
ated a bubble. The bubble in turn impacted on the real economy when asset holders
attempted to use some of their gains, made in the financial economy, to increase expendi-
ture in the real economy leading inevitably to the destruction of the bubble or “system”.
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Cantillon identified the dangers created by a financial system, excessively leveraged
through financial innovation, for the real economy of “ordinary expenditure”: “This
example clearly shows that the paper and credit of public and private banks may produce
surprising results in everything unconnected with the ordinary expenditure involved in
drinking, eating, clothing and other family necessities” (Cantillon 1755: 423).

ANTOIN E. MURPHY
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