


The Official History of Capitalism I
• From the 18th century, because it adopted free market and 

free trade policies before other countries, Britain was      
able to established itself as the supreme world economic 
power.  

• Especially once it abandoned its deplorable agricultural  
protection (the Corn Laws) and other remnants of old    
mercantilist protectionist measures in 1846, it was able to 
play the role of the architect and hegemon of a new         
Liberal world economic order. 





The Official History of Capitalism II
• This Liberal world order, perfected around 1870, was     

based on: 
– laissez faire industrial policies at home 
– low barriers to the international flows of goods,          

capital, and labour; and  
–macroeconomic stability, both nationally and               

internationally, guaranteed by the Gold Standard and   
the principle of balanced budgets.  

• A period of unprecedented prosperity followed.



The Official History of Capitalism III
• Unfortunately, according to this story, things started to go 

wrong with the onset of the First World War.  

• In response to the ensuing instability of the world            
economic and political system, countries started to erect  
trade  barriers again.   

• In 1930, the USA abandoned free trade and raised tariffs 
with the infamous Smoot-Hawley tariff, which the           
famous free-trade economist Jagdish Bhagwati called     
“the most visible and dramatic act of anti-trade folly”.



US Representative Willis Hawley (Republican,      Oregon) and 
Senator Reed Smoot (Republican,      Utah) at the US Capitol, 11 
April, 1929 
Or 
‘The two men who ruined the world’



The Official History of Capitalism IV
• The world free trade system finally ended in 1932, when 

Britain, hitherto the champion of free trade, succumbed   
to the temptation and re-introduced tariffs. 

• The resulting contraction and instability in the world       
economy and then finally the Second World War             
destroyed the last remnants of the first Liberal world      
order. 

• After the Second World War, so the story goes, some       
significant progress was made in trade liberalisation        
through the early GATT (General Agreement on Trade    
and Tariffs) talks. 



The Official History of Capitalism V
• However, unfortunately, interventionist approaches to     

economic management dominated until the late 1970s. 
– The ‘mixed economy’ in the First (rich capitalist)      

world 
– central planning in the Second (socialist) world 
– state-led economic development in the Third               

(developing) world. 

• Fortunately, interventionist policies have been  largely    
abandoned across the world since the 1980s with the rise 
of Neo-Liberalism, which emphasised the virtues of        
small government, laissez faire policies, and                     
international openness. 



The Official History of Capitalism VI
• The end of the ‘mixed economy’ amid growth slowdown 

and ‘stagflation’ in the First World in the late 1970s and  
the early 1980s. 

• The conversion of the Third World to neo-liberalism       
following the 1982 Third World Debt Crisis, which         
revealed the flaws in the state-led industrialisation         
models. 

• The bankruptcy of socialism and the collapse of Soviet   
bloc in the late 1980s and the early 1990s. 

• As a result, we have entered an era of unprecedented      
prosperity – or at least so we had thought until the 2008  
crisis.



Britain as the pioneer of protectionism I

• Contrary to the popular myth, Britain had been an           
aggressive user, and in many areas a pioneer, of policies  
intended to promote domestic producers against superior 
foreign competitors.  

• Until the 17th century, Britain was a backward country    
dependent on raw wool exports to the then high-tech     
manufacturing centre of Europe, namely, the Low          
Countries (the Netherlands and Belgium today). 

• So, Kings like Edward III and Henry VII implemented    
schemes to protect domestic woollen manufacturing,      
discourage raw wool exports, and poach skilled workers from 
the Low Countries, especially Flanders. 











Britain as the pioneer of protectionism II

• In 1721, British industrial policy got a further impetus       when 
Robert Walpole, the so-called first Prime Minister,     introduced 
a trade and industrial policy reform, made up of policies 
associated today with the East Asian economies. 
– protection for infant industries 
– export subsidies 
– the lowering of  tariffs on industrial inputs 
– quality control on exports by the state (to protect the       

‘Made in England’ brand) 
– the extension of import tariff rebates on inputs used for  

exporting (returning the tariffs that a producer has paid  on 
the imported inputs, if it has used those inputs to       produce 
exports – a good way of encouraging exports) 



18202 18752 1913 1925 1931 1950
Austria3 R 15-20 18 16 24 18
Belgium4 6-8 9-10 9 15 14 11
Canada5 5 15 n.a. 23 28 17
Denmark 25-35 15-20 14 10 n.a. 3
France R 12-15 20 21 30 18
Germany6 8-12 4-6 13 20 21 26
Italy n.a. 8-10 18 22 46 25
Japan7 R 5 30 n.a. n.a. n.a.
Netherlands4 6-8 3-5 4 6 n.a. 11
Russia R 15-20 84 R R R
Spain R 15-20 41 41 63 n.a.
Sweden R 3-5 20 16 21 9
Switzerland 8-12 4-6 9 14 19 n.a.
United Kingdom 45-55 0 0 5 n.a. 23
United States 35-45 40-50 44 37 48 14

Table  1. Average Tariff Rates on Manufactured Products for            
Selected Developed Countries in Their Early Stages of Development 

(weighted average; in percentages of value)1Average Tariff1 Rates



Britain as the pioneer of protectionism IV

• Even the repeal of the Corn Laws, which is today regarded 
as the victory of the Classical liberal economic doctrine     
over wrong-headed mercantilism, was as an act of “free      
trade imperialism” (Gallagher &Robinson) intended to       
“halt the move to industrialisation on the Continent by       
enlarging the market for agricultural produce and primary 
materials”, in the words of Charles Kindleberger.  
– This is exactly how many key leaders of the campaign to repeal    

the Corn Laws, such as the politician Robert Cobden and John    
Bowring of the Board of Trade, saw their campaign.  

• Britain fully adopted free trade only in the 1860s, when its  
industrial superiority became unquestionable. 



“The factory system would, in all probability, not 
have taken place in America and Germany. It most 
certainly could not have flourished, as it has done, 
both in these states, and in France, Belgium, and 
Switzerland, through the fostering bounties which 
the high-priced food of the British artisan has 
offered to the cheaper fed manufacturer of those 
countries” 

(Richard Cobden, The Political Writings of Richard 
Cobden, 1868, William Ridgeway, 
London, vol. 1, p. 150; as cited in Reinert, 1998, p. 
292).



“It is a very common clever device that when anyone has attained the 
summit of greatness, he kicks away the ladder by which he has climbed up, 
in order to deprive others of the means of climbing up after him. In this   
lies the secret of the cosmopolitical doctrine of Adam Smith, and of the    
cosmopolitical tendencies of his great contemporary William Pitt, and of  
all his successors in the British Government administrations. 

Any nation which by means of protective duties and restrictions on     
navigation has raised her manufacturing power and her navigation to such 
a degree of development that no other nation can sustain free competition 
with her, can do nothing wiser than to throw away these ladders of her 
greatness, to preach to other nations the benefits of free trade, and to 
declare  in penitent tones that she has hitherto wandered in the paths of 
error, and  has now for the first time succeeded in discovering the truth                       
[italics added]” 

(Friedrich List, The National Systems of Political Economy, 1841 [1885 
translation], pp. 295-6) 

List



Kicking away 
the ladder- 

picture



Dollar bill







“Were the Americans, either by combination or by any other sort 
of violence, to stop the importation of  European 
manufactures, and, by thus giving a monopoly to such of 
their own countrymen as could manufacture the like goods, 
divert any considerable part of their capital into this 
employment, they would retard instead of accelerating the 
further increase in the value of their annual produce, and 
would obstruct instead of promoting the progress of their 
country towards real wealth and greatness.”

 (Adam Smith, The Wealth of Nations, 1776, the 1937 Random 
House edition, pp. 347-8).

Adam Smith  



The US as the ‘bastion of protectionism’

• Initially, few Americans were convinced by Hamilton’s   
argument, and Congress rejected his proposal. 

• But, over time, people saw senses in his argument, and     the 
US adopted protectionism after the end of the Anglo-
American War in 1816. 

• From about the 1830s until the Second World War, the    US 
was the most protectionist country in the world most of the 
time (“the mother country and bastion of modern   
protectionism” – Paul Bairoch).  

• Even the Smoot-Hawley tariff was not such an aberration. 
• It was only after the Second World War, with its industrial 

supremacy unchallenged, that the US liberalised its         trade, 
proving List right again.
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The presidents (and a finance minister) who would have never got a loan 
from the World Bank and the IMF



“If I could save the Union without freeing  
any slave, I would do it; and if I could save 
it by freeing all the slaves, I would do it;    
and if I could do it by freeing some and       
leaving others alone, I would also do that.”
 
(Abraham Lincoln, responding to a            
newspaper editorial urging immediate slave 
emancipation; as cited in J. Garraty & M. 
Carnes, The American Nation – A History  
of the United States, 10th edition, 2000,      
p. 405).



“For centuries England has relied on protection, has     
carried it to extremes and has obtained satisfactory 
results from it. There is no doubt that it is to this 
system that it owes its present strength. After two 
centuries, England has found it convenient to adopt free 
trade because it thinks that protection can no 
longer offer it anything. Very well then, Gentlemen, my 
knowledge of our country leads me to believe 
that within 200 years, when America has gotten out of 
protection all that it can offer, it too will adopt 
free trade.” 

(Ulysses S. Grant, the President of the USA, 
1868-76, cited in A.G. Frank, Capitalism and 
Underdevelopment in Latin America, New York, 
Monthly Review Press, 1967, p. 164).



Trade Policy

• All of today’s rich countries, except for the Netherlands   
and (pre-WWI) Switzerland, used protectionism for          
substantial periods. 
– Germany, France, and Japan – the supposed homes of  protection-

ism – were much less protectionist than Britain  or the USA. 
• Even when their average tariff rate was not so high,           

today’s rich countries often provided high protection for   
strategic industries. 
– Germany and Sweden in the late 19th and the early 20th century: 

‘heavy and chemical industries’ 
– Belgium in the mid-19th century: 10% average tariff rate, but 

30-60% tariff for textiles, 85% for iron   
• Even in the post-WWII period, protection was quite high 

until the 1960s
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Years Britain France
1821-1825 53.1 20.3
1826-1830 47.2 22.6
1831-1835 40.5 21.5
1836-1840 30.9 18.0
1841-1845 32.2 17.9
1846-1850 25.3 17.2
1851-1855 19.5 13.2
1856-1860 15.0 10.0
1861-1865 11.5 5.9
1866-1870 8.9 3.8
1871-1875 6.7 5.3
1876-1880 6.1 6.6
1881-1885 5.9 7.5
1886-1890 6.1 8.3
1891-1895 5.5 10.6
1896-1900 5.3 10.2
1901-1905 7.0 8.8
1906-1910 5.9 8.0
1911-1913 5.4 8.8

Table 2 . Protectionism in Britain and France, 1821-1913 
(measured by net customs revenue as a percentage of net import values)

Source: Nye (1991), p. 26, Table 1.



1950 1959 1962 1973 1979

Europe
Belgium 11 14
France 18 30
W. Germany 26 7
Italy 25 18
Netherlands 11 7

E.E.C. Average1 15 13 8 6
Austria 18 202 11 8
Denmark 3
Finland 20+3 13 11
Sweden 9 8 6 5

Japan n.a. 18 10 6
United Kingdom 23 16
United States 14 13 12 7

Table 3. Average Tariff Rates (%) on Manufactured Products for Selected Developed 
Countries in the early post-Second-World-War Period

Average Tariff 
Rates 2



Regulation of FDI
• Until the early 20th century, the US heavily regulated FDI. 

– Between 1817 and 1914, coastal shipping completely closed to FDI. 
– Only American citizens could become directors in a national (as opposed to   

state) bank and foreign shareholders were not even allowed to vote in AGMs. 
– Mining rights were restricted to US citizens and to companies incorporated in the 

USA, while the timber law permitted only US residents to log on public   land.  
– Restrictions on FDI in manufacturing were relatively rare, as such investment 

was not very important at the time, but the 1885 contract labour law              
prohibited the import of foreign workers  

• Japan (Korea and Taiwan to a lesser extent) virtually        
banned foreign direct investment until the 1980s. 

• Finland  
– classified all firms with more than 20% foreign ownership as “dangerous       

enterprises” between the 1930s and the 1980s.  
– no foreign bank branches in Finland until the early 1980s.



State Ownership I
• Kick-started industrialisation in Germany (textile,      

steel) and Japan (steel, shipbuilding) 

• Extensively used in France, Finland, Austria, Norway, 
Taiwan, and Singapore in the post-WWII period 
– Singapore: 22% of GDP (Singapore Airlines and others) 
– Taiwan: 16% of GDP 
– France: Renault, Alcatel, St. Gobain, Usinor, Thomson,  
Thales, Elf Aquitaine, Rhone-Poulenc



‘The Singapore Problem’ or  
“Life is Stranger than Fiction.”



State Ownership II

• SOEs account for only about 1% of US GDP, but it   
has  had one of the most successful SOEs in human   
history  

• except that it is not called an SOE. 
– It’s called the US military (computer and internet from the 

Pentagon, semi-conductor from the US Navy, aircraft from 
the US Air Forces; iPhone story) 



Intellectual Property Rights
• Many countries explicitly allowed patenting of  
    foreigners’ inventions. 
    (Britain, the Netherlands, USA, France, Austria) 
• In the 19th century, the Germans mass-produced fake 
    ‘Made in England’ products. 
• Switzerland (1907) and the Netherlands (1912) 
    refused to protect patents until the early 20th century  

(Swiss pharmaceutical, Philips). 
• The US refused to protect foreigners’ copyrights 

until1891 (refused to protect copyrights for materials  
    printed abroad until 1988).
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Interpreting the Historical Evidence I
• “The co-existence of interventionist policies and            

economic development in the rich countries in the past  does 
not mean that the former caused the latter.” 
– True, but free-trade, free-market policies did not even co-

exist with economic development – they came      after it – 
so  they cannot possibly be the  causes of     development 
of today’s rich countries. 

• “The rich countries succeeded despite protection and      
intervention – they had other reasons to succeed or         
forces to counter the negative effects of ‘bad’ policies.” 
– “The US succeeded despite protectionism: (a) because it had large internal 

markets, which allowed a high level of competition in the domestic market; and 
(b) because it had other reasons to grow fast – rich natural resources     and a lot 
of immigration.”



Interpreting the Historical Evidence II
• That may be the case, but then how do you explain    

economic development in other countries that did not 
have such conditions? 
– tiny Finland 
– extremely natural-resource poor Korea or Japan 
– emigration-heavy Germany, Sweden, or Taiwan 

• The ‘offsetting conditions’ argument may sound        
plausible when you are looking at individual cases in 
isolation, but when you have 20, 30 countries with    
very different conditions using ‘bad’ policies and       
economically succeeding, it simply falls apart.



Interpreting the Historical Evidence III
• The implicit assumption behind all these attempts to       

‘explain away’ the co-existence of ‘bad’ policies and      
economic success is that those policies are categorically 
bad for economic development, but there are many         
economic theories justifying many such policies. 
– Infant industry (Hamilton, List) 
– Forced accumulation (Fel’dman-Preobrazhensky-Mahalanobis; Sen) 
– Capital market failure (Hicks’ ‘myopia’; Gerschenkron ‘late development’)  
– Externalities (R&D, training) (Stiglitz) 
– Learning-by-doing (Arrow) 
– Interdependence (Rosentein-Rodan ‘big push’, Hirschman ‘linkages’) 
– Transaction costs (Coase) 
– Asset specificity (Willaimson) 
– Tacit knowledge (Hayek)



Changing Historical Tides

• Until the 20th century, some important limits to     
the ability of the state to intervene. 
– Small government budget (no income tax), no central  

bank, poor industrial and financial regulations 

• Historical shifts since the 1930s. 
– Great Depression discrediting the free market 
– Success of early Soviet planning 
– Success of wartime planning in the US and the UK 
– Emergence of new institutions (income tax, central     

bank, industrial and financial regulations) 
– New economic theories (Keynesian economics,          

welfare economics)



Rise of the state in the Third World I
• Latin America 

– The Latin American countries became independent in the 1810s and the 
1820s. 

– However, until the 1870s and the 1880s, their policy autonomy was 
limited by ‘unequal treaties’. 

– After the expiry of the unequal treaties, they introduced protectionism 
(30-40% average industrial tariff  rates) and experienced a period of 
rapid growth (together with  North America, the world’s fastest growing 
region between 1870 and 1913). 

– Their state-led industrial development got a critical boost by the 
‘forced’ import-substituting industrialisation in the interwar       period 
when the world trading system broke down, which led to the emergence 
of new alliances between the incipient industrial capitalist class and the 
urban working class (Peron in Argentina, Vargas in Brazil, and Cardenas 
in Mexico).



Rise of the state in the Third World II
• Asia and Africa 

– Upon independence, most developing countries outside Latin 
America, which were liberated from colonialism between the  
1940s and the 1960s, abandoned free-trade, free-market           
policies that had been imposed on them by their former            
colonial masters, and started pursuing state-led economic        
development, in an attempt to gain economic, as well as          
political, independence. 

– On a more practical level, in many developing countries, the    state 
took the leading role because there was no capitalist class to take 
over the economic organisations left behind by the      colonisers. 

– Even when there was such a class, the fact that it was often the 
closest collaborator with the colonial power deprived it of      
political legitimacy to take the leading role.



New economic theories justifying state-led development I

• Big Push argument (Paul Rosenstein-Rodan, Ragnar         
Nurkse, Tibor Scitovsky) 
– Given the demand complementarity between different   

industries, there is a need for an ex ante investment       
coordination by the state,  if you are to develop              
industries in a country where they do not exist. 
• For example, if you built a modern car factory in a poor         

country, you will have few people to sell to, as the rest of the 
country will be poor farmers with little income and you will  
have no one who can supply the necessary inputs to your        
factory such as steel, glass, rubber, etc.. 
• The car factory will have a higher chance of success if you    

built all the related industries together, as they will generate   
demands for each other and provide inputs into each other.



New economic theories justifying state-led development II

• Big Push argument (Paul Rosenstein-Rodan, Ragnar         
Nurkse, Tibor Scitovsky) (continued) 
– Organising such an arrangement through private dealings 

would be  impossible due to (in today’s jargon) the    
difficulty of credible commitments and the transaction   
costs of bargaining, and thus central coordination by the 
state would be the only way to achieve it. 

– One crucial assumption behind this argument is that the 
country cannot import the inputs or export the outputs, 
but those who advanced  this theory believed, and with 
some   justification given the state of    the world 
economy then,   that the opportunity for international 
trade was limited. 



New economic theories justifying state-led development III

• Late Development thesis (Alexander Gerschenkron) 
– The minimum efficient scale of production grows over  

time with technical progress, so the later a country        
embarks on a developmental process, it needs to save   
and invest a larger share of its national income, and       
therefore needs a more powerful institution for               
industrial financing  

– self-financing capitalists in Britain, credit societies in   
France, banks in Germany, and the state in Tsarist        
Russia. 

– This justified an even more powerful role for states in   
the developing countries of the mid-20th century. 



State-led industrialisation (SLI) a.k.a. 
Import-substitution industrialisation (ISI)

• The combination of these political, practical, and intellectual   
changes resulted in the implementation of state-led                   
industrialisation (SLI) or import-substitution industrialisation  (ISI) in 
most developing countries by the 1960s and the 1970s. 

• The package typically consisted of:  
– economic planning (of various details and effectiveness) 
– state-ownership of key industries (especially but not exclusively heavy 

industries, utilities, infrastructure) and banking 
– import protection (tariffs, quotas, bans) 
– restrictions on foreign investment (usually portfolio investments were  banned, 

while conditions were attached to direct investments, such as   local contents, 
technology transfer, export) 

– state control over foreign exchanges 
– industrial licensing 
– control over technology imports



Attacks on state-led development I
• “Get the prices right” (Jagdish Bhagwati, Bela Balassa, 

Ann Krueger, Ian Little) 
– State intervention in developing countries has           

created ‘price distortions’ and resulted in enormous   
allocative inefficiencies and therefore that these        
countries need to “get the prices right” through         
domestic deregulation and privatisation, as well as    
liberalisation of international trade and investment. 

– Some of them (especially the World Bank) went a    
step further and argued that economies with more     
interventionist policies and thus higher price             
distortion grow more slowly.



Attacks on state-led development II
• Political Economy: “The governments which adopted those     

‘wrong policies’ have done so, not mainly because they are          
misinformed but more because these policies serve the interests of 
those who decide the policies – politicians, bureaucrats, and          
powerful interest groups. 
– Dependency theory 
• The states in developing countries are controlled by social   

classes whose interests lie not in the economic development 
of their own countries but in their intermediary role for the  
imperialist countries, which want to keep the existing           
international division of labour, in which the developing      
countries specialise in primary products and provide           
markets for manufactured goods from the rich countries.  
• A genuinely independent industrialisation, using local          

capital and local technology, can only happen with a            
nationalist-socialist revolution that will create a state that     
serves the interest of the masses. 



Attacks on state-led development III

• Political Economy (continued) 
– Neoclassical Political Economy (Rational-Choice Political        

Economy, Government Failure Approach): “The state is not the 
modern equivalent of Plato’s Philosopher King, as assumed in   
all interventionist theories.” 
• Human beings are selfish and therefore those who can           

influence policy outcomes – politicians, bureaucrats,            
powerful interest groups – are going to adopt policies that    
serve their own interests, rather than public interests.  
– Predatory State Approach (Douglass North) 
– Self-seeking Bureaucrat Approach (William Niskanen) 
– Interest Group Approaches  

» Urban Bias: Michael Lipton, Robert Bates 
» Macroeconomics of Populism: Rudi Dornbusch, Sebastian       

Edwards, Jeffrey Sachs 

• Opening-up, privatisation, and liberalisation not only are      
sensible economic policies but will reduce the very               
possibility of the state being hijacked by sectional interests. 



Theoretical criticisms of  
the ‘Get the prices right’ Argument I

• A less distorted economy is not necessarily a  
more efficient economy, unless it is a complete 
free market economy (the Second Best            
Theorem) 

• Neoclassical theory does not say that a less     
distorted economy will grow faster. 
– All it says is that a less distorted economy is more 

efficient. 
– From Schumpeter’s point of view, a dynamic         

economy has to have a lot of distortions (due to    
monopolies created by innovation), so an economy 
that always stays on the production possibility      
frontier may be efficient but not dynamic.
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Theoretical criticisms of  
the ‘Get the prices right’ Argument II

• Impossible to define the ‘right prices’ 
– Free market prices are not right prices (What you  see as 

the right prices depends on your economic   theory; 
welfare economics, Keynes, Schumpeter)  
• Alice Amsden: “Get the prices wrong.” 

– Not actually possible to define a free market, as it  is 
ultimately a political construct (“freedom of the market 
is in the eyes of the beholder”) 
• Child labour, environmental regulation examples 
• “The American system of free enterprise rests on the     

conviction that the federal government should interfere  in the 
market only when necessary” (George W. Bush,          announcing the 
$700 billion TARP, or Troubled Asset Relief          Program, in September 
2008).



Theoretical criticisms of  
the ‘Get the prices right’ Argument III

• The apparently simple exercise of defining what is a     
‘free’ market (and what constitutes ‘state intervention’) 
is not so obvious any more - and this is even before we 
can discuss whether some markets are ‘failing’ and        
therefore state intervention may make them ‘more        
efficient’ or ‘better’ in some other sense.  

• Defining a free market is at the deepest level a pointless 
exercise, because no market is in the end ‘free’. 



Theoretical criticisms of  
the ‘Get the prices right’ Argument III

• All markets are based on politically-determined           
institutions that regulate: 
– Who can participate (e.g., stock market listing rules;                   

professional qualifications for lawyers and medical doctors,        
immigration control, social conventions) 

– What can be traded (e.g., firearms, addictive drugs, human         
organs, human beings, child labour) 

– The rights and obligations of different agents in the exercise of  
property rights (e.g., zoning laws, environmental regulations) 

– The process of exchange itself (e.g., return of faulty products,     
fraud)   

• It is only because some regulations (and the rights and the 
obligations that they are creating) are so totally accepted 
and thus become ‘invisible’ that some markets appear to  
have no ‘intervention’ and therefore be ‘free’.





Theoretical criticisms of  
Neoclassical Political Economy I

• Flawed assumption about human motivation 
– Neoclassical political economy, like much of         

neoclassical  economics, argues that self-seeking is 
the only ‘genuine’ human motivation.  

– However, as many critics have pointed out, human 
motivation is multi-faceted, and self-seeking is      
only one, albeit an important one, of many motives 
we have 



Theoretical criticisms of  
Neoclassical Political Economy II

• Flawed assumption about human motivation (cont’d) 
–We cannot treat them as saints, but government            

officials and politicians, and sometimes even interest   
groups, take actions that are not best in promoting their 
own interests. 

– And this is not only because of institutional constraints that 
restrict self-seeking by public office holders or       interest 
groups but because they may genuinely hold    non-selfish 
motives.  

– Indeed, if the world were full of totally self-seeking      
agents that we see in mainstream textbooks, it will       
collapse under the costs of monitoring and enforcement. 



Theoretical criticisms of  
Neoclassical Political Economy III

• Flawed assumption about human motivation (cont’d) 
– This point is not just a theoretical quibble. 
– For example, in the last three decades, many countries 

have implemented bureaucratic reforms based on the    
ideas of neoclassical political economy, introducing    
more individualistic and materialistic incentive system 
(this is known as the New Public Management). 

– The results have often proved to be negative. 



Theoretical criticisms of  
Neoclassical Political Economy IV

• Flawed assumption about human motivation (cont’d) 
– By making the government officials feel less trusted as 

moral agents, these reforms have diminished their         
‘intrinsic motivations’ and made them more cynical,     
thus becoming a self-fulfilling prophecy.  

– For example, after these reforms, government               
bureaucrats focus on aspects of their work that are        
easier to monitor but may not be very important (e.g.,  
diligently documenting their expenses for business       
trips) while ignoring areas where monitoring is 
difficult(e.g., taking intellectual initiatives).



Theoretical criticisms of  
Neoclassical Political Economy V

• NPE argues that politics allows sectional interests to          
‘distort’ the rationality of the market system and therefore 
that it is something that has to be purged from the market. 

• It recommends de-politicisation of the economy as a          
solution, for which two things need to be done. 
– We need to reduce the scope of the state through            

liberalisation, opening-up, privatisation, etc.. 
– We need to reduce the room for policy discretion in        

those few areas where the state is allowed to operate     
(e.g., independent central bank devoted to strict             
inflation targets, independent regulatory agencies, and  
even independent revenue authorities).



Theoretical criticisms of  
Neoclassical Political Economy VI

• De-politicisation is an unachievable project. 

• There is no such thing as a ‘politics-free market’. 

• The ‘rationality’ that the New Political Economy wants to 
‘rescue’ from the corrupting influences of politics can only 
be meaningfully defined with reference to the underlying  
institutional structure, which is itself a product of politics.



Theoretical criticisms of  
Neoclassical Political Economy VII

• The proposal for de-politicisation of the economy is            
fundamentally anti-democratic.  

• The call for de-politicisation is often justified in a populist  
rhetoric as an attempt to defend the ‘silent majority’ from   
the greedy politicians and powerful interest groups. 

• But then to whom is the power transferred to? – unelected  
technocrats such as central bankers and those who have      
the power to influence them, such as big banks and             
investment funds. 

• De-politicisation will only further diminish what little        
political influence that the ‘silent majority’ have in            
modifying the market outcomes through democratic control


