The following history lessons are merely an introduction to the topics examined.  For more information, refer to the sources. Then refer to the sources listed in the sources. 
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Background or Life Used to be Very Different

(from Heilbroner, Robert. (1999) The Worldly Philosophers, 7th ed. Simon & Schuster, Inc.; New York)
What follows is taken directly from Heilbroner’s classic work.  Bolded terms are added. Direct quotes from book in blue.
France. The year, 1305. 

It is a fair we visit. The traveling merchants have arrived this morning with their armed guard, have set up their gaily striped tents, and are trading among themselves and with the local population. A variety of exotic goods is for sale: silks and taffetas, spices and perfumes, hides and furs. Some have been transported from the Levant, some from Scandinavia, some from only a few hundred miles away. Along with the common people, local lords and ladies frequent the stalls, eager to relieve the tedium of their boring, drafty, manorial lives; they are eagerly acquiring, along with the strange goods from Araby, new words from that incredibly distant land: divan, syrup, tariff, artichoke, spinach, jar. But inside the tents, we meet with a strange sight. Books of business, open on the table, are sometimes no more than notebooks of transactions; a sample extract from one merchant reads: “Owed ten gulden by a man since Whitsuntide. I forgot his name.” Calculations are made largely in Roman numerals, and sums are often wrong; long division is reckoned as something of a mystery, and the use of zero is not clearly understood. And for all the gaudiness of the display and the excitement of the people, the fair is a small thing. The total amount of goods which comes into France in a year over the Saint Gothard pass (on the first suspension bridge in history) would not fill a modern freight train; the total amount of merchandise carried in the great Venetian fleet would not fill one modern steel freighter. 

Germany. The year, 1550 odd. 

Andreas Ryff, a merchant, bearded and fur-coated, is coming back to his home in Baden; he writes in a letter to his wife that he has visited thirty markets and is troubled with saddle burn. He is even more troubled by the nuisances of the times; as he travels he is stopped approximately once every ten miles to pay a customs toll; between Basle and Cologne he pays thirty-one levies. And that is not all. Each community he visits has its own money, its own rules and regulations, its own law and order. In the area around Baden alone there are 112 different measures of length, 92 different square measures, 65 different dry measures, 163 different measures for cereals and 123 for liquids, 63 special measures for liquor, and 80 different pound weights.

Boston in the year 1639. 

A trial is in progress; one Robert Keayne, “an ancient professor of the gospel, a man of eminent parts, wealthy and having but one child, and having come over for conscience’ sake and for the advancement of the gospel,” is charged with a heinous crime: he has made over sixpence profit on the shilling, an outrageous gain. The court is debating whether to excommunicate him for his sin, but in view of his spotless past it finally relents and dismisses him with a fine of two hundred pounds. But poor Mr. Keayne is so upset that before the elders of the Church he does “with tears acknowledge his covetous and corrupt heart.” The minister of Boston cannot resist this golden opportunity to profit from the living example of a wayward sinner, and he uses the example of Keayne’s avarice to thunder forth in his Sunday sermon on some false principles of trade. 

Among them are these: 

I. That a man might sell as dear as he can, and buy as cheap as he can. 

II. If a man lose by casualty of sea, etc., in some of his commodities, he may raise the price of the rest. 

III. That he may sell as he bought, though he paid too dear ... 

All false, false, false, cries the minister; to seek riches for riches’ sake is to fall into the sin of avarice.

France in 1666

There has been entirely too much initiative displayed of late by the weaving industry… Henceforth the fabrics of Dijon and Selangey are to contain 1,408 threads including selvages, neither more nor less. At Auxerre, Avallon, and two other manufacturing towns, the threads are to number 1,376; at Châtillon, 1,216. Any cloth found to be objectionable is to be pilloried. If it is found three times to be objectionable, the merchant is to be pilloried instead. 
Summarizing the Tales and the Age of the Profit Motive
There is something common to all these scattered fragments of bygone worlds. It is this: 

· first, the idea of the propriety (not to say the necessity) of a system organized on the basis of personal gain has not yet taken root. 

· Second, a separate, self-contained economic world has not yet lifted itself from its social context. The world of practical affairs is inextricably mixed up with the world of political, social, and religious life. 

Until the two worlds separate, there will be nothing that resembles the tempo and the feeling of modern life. And for the two to separate, a long and bitter struggle must take place.

It may strike us as odd that the idea of gain is a relatively modern one; we are schooled to believe that man is essentially an acquisitive creature and that left to himself he will behave as any self-respecting businessman would. The profit motive, we are constantly being told, is as old as man himself. But it is not. The profit motive as we know it is only as old as “modern man.” 

Even today the notion of gain for gain’s sake is foreign to a large portion of the world’s population, and it has been conspicuous by its absence over most of recorded history. Sir William Petty, an astonishing seventeenth-century character (who was in his lifetime cabin boy, hawker, clothier, physician, professor of music, and founder of a school named Political Arithmetick), claimed that when wages were good, labor was “scarce to be had at all, so licentious are they who labor only to eat, or rather to drink.” 

And Sir William was not merely venting the bourgeois prejudices of his day. He was observing a fact that can still be remarked among the unindustrialized peoples of the world: a raw working force, unused to wagework, uncomfortable in factory life, unschooled to the idea of an ever-rising standard of living, will not work harder if wages rise; it will simply take more time off. The idea of gain, the idea that each working person not only may, but should, constantly strive to better his or her material lot, is an idea that was quite foreign to the great lower and middle strata of Egyptian, Greek, Roman, and medieval cultures, only scattered throughout Renaissance and Reformation times; and largely absent in the majority of Eastern civilizations. As a ubiquitous characteristic of society, it is as modern an invention as printing.


Basic questions each society faces:


1.
What goods will be produced?


2.
Who will produce these goods?


3.
For whom will these goods be produced or how will these goods be allocated?
1.
Feudalism:
An economic system in which traditions rule.

Under feudalism, goods are allocated according to tradition. Why would this be the 


chosen method of allocation? Consider the following general characteristics:


a.
Communities were primarily self sufficient.  Because transportation over any significant distances 


was difficult, trade between communities was not common or reliable.  Therefore, what ever a 


community needed the community would have to produce.


b.
The technology available was primarily labor and land intensive.  Production of the necessities of 


life required both the labor of most able body citizens but also good luck (i.e. good weather).


c.
Because teamwork was required to produce the necessities of life, people were taught that 


community was most important, not the individual.  Why would  this be the case?  An individual 


could not easily both produce the necessities of life or defend what was produced.  Therefore, 


community was necessary for the survival of each individual.


d.
Economic growth in this system was typically zero.  Why?  Recall that the factors of production 


are land, labor and capital.  Land could only be acquired via warfare.  Increasing labor does not 


generally improve a communities’ standard of living. [i.e. doubling population may double output, 

but per person output is the same].  Finally, capital was relatively scarce.  So a community could 


not generally increase the quantity of its factors of production.



What about technological change?  Feudalistic societies generally are able to produce 



little more than the necessities of life. The members of the community know that what has been 


done in the past has worked, because the community is still in  existence.  However, changes in 


how goods are produced may not work. Consequently, innovation is not encouraged because of 


the vast uncertainty of life.


In conclusion, under feudalism economic growth is typically zero because communities could not 


increase either the quantity or quality of its factors of  production.

2.
Mercantilism:
An economic system in which the government determines the allocation of 
resources by assigning the rights to certain economic activities.


How does the system of Mercantilism arise?  Under feudalism the vast majority of people are tied to a 
specific community.  The focus of these people is on community, not the individual.  The exception to this 
general rule is the merchants, who travel between communities bringing the few luxuries communities can 
afford.  The focus of the merchants is not on community, rather it is on individual gain.  The pursuit of 
individual gain drives the merchant to accumulate wealth. 


The accumulation of wealth increases the power of merchants.  How do merchants exercise this power?  In 

general merchants need political unity, since the transportation of goods through a vast number of small 
communities forces merchants to continually pay tariffs and tolls, fall subject to the theft from bandits and 
rogue states, and face the confusion of differing systems of weights and measures. Political unity is created 
via the creation of nation-states.  These nation-states are ruled by kings, who acquire their power via the 
financing of merchants.


As the power of merchants increased, society became increasingly suspicious of the motives of these 
individuals.  To curb the behavior of merchants, the system of  mercantilism was enacted.  Such a system is 
characterized by the government assigning and regulating the rights to economic activities.  Why would the 
merchants, who financed the establishment of these nation-states, agree to such a system?  Although


a license regulated the price of a good, how the goods would be produced, who could sell the good, to 
whom the good could be sold and finally where and when the good could be sold; the license also restricted 
competition.  As long as merchants could play a role in setting the price, the restriction of competition 
could confer monopoly profits on to the merchants.  

3.
Capitalism -an economic system based upon private property and the market in 
which, in principle, 
individuals answer the basic questions of the economic system.

http://www.econlib.org/library/Enc/bios/Smith.html
Adam Smith (1776). An Inquiry into the Nature and Causes of the Wealth of Nations

Smith writes against Mercantilist policy and advocates laissez-faire.  Why?

The Basics:
The Laws of the Market



A.
Self Interest and Competition will lead the market price to equal the cost of production.



B.
Self-Interest and Competition will lead producers to provide the goods consumers 



demand.



C.
Self-Interest and Competition will erode above-normal profits so that in the long-run 



rates of return will equalize for capital and labor.


In Smith’s view, markets are self regulating.  Government intervention is unnecessary because the power of 
the competitive market limits the power of any one individual.

On the Role of Government (from The Worldly Philosophers)…

What Smith is against is the meddling of the government with the market mechanism. He is against restraints on imports and bounties on exports, against government laws that shelter industry from competition, and against government spending for unproductive ends. Notice that these activities of the government all bear against the proper working of the market system. Smith never faced the problem that was to cause such intellectual agony for later generations of whether the government is weakening or strengthening that system when it steps in with welfare legislation. Aside from poor relief, there was virtually no welfare legislation in Smith’s day—the government was the unabashed ally of the governing classes, and the great tussle within the government was whether it should be the landowning or the industrial classes who should most benefit. The question of whether the working class should have a voice in the direction of economic affairs simply did not enter any respectable person’s mind.

One should note that Smith was in favor of public education and his last job was working for the government (he was commissioner of customs in Scotland).  He was also in favor of progressive taxation (i.e. the more income you have, the higher the precentage of income you should be in taxation).

Smith also wrote before the Industrial Revolution.  So he didn’t understand the role technology played in continual economic growth.  In fact, he didn’t think the British economy would contiue to grow forever.  
Smith did trumpet the role of the Division of Labor (see pin factor story).

The Pin Factory Story (from The Wealth of Nations, p. 3)

To take an example, therefore, from a very trifling manufacture, but one in which the division of labour has been very often taken notice of, the trade of a pin-maker: a workman not educated to this business (which the division of labour has rendered a distinct trade, nor acquainted with the use of the machinery employed in it (to the invention of which the same division of labour has probably given occasion), could scarce, perhaps, with his utmost industry, make one pin in a day, and certainly could not make twenty. But in the way in which this business is now carried on, not only the whole work is a peculiar trade, but it is divided into a number of branches, of which the greater part are likewise peculiar trades. One man draws out the wire; another straights it; a third cuts it; a fourth points it; a fifth grinds it at the top for receiving the head; to make the head requires two or three distinct operations; to put it on is a peculiar business; to whiten the pins is another; it is even a trade by itself to put them into the paper; and the important business of making a pin is, in this manner, divided into about eighteen distinct operations, which, in some manufactories, are all performed by distinct hands, though in others the same man will sometimes perform two or three of them. I have seen a small manufactory of this kind, where ten men only were employed, and where some of them consequently performed two or three distinct operations. But though they were very poor, and therefore but indifferently accommodated with the necessary machinery, they could, when they exerted themselves, make among them about twelve pounds of pins in a day. There are in a pound upwards of four thousand pins of a middling size. Those ten persons, therefore, could make among them upwards of forty-eight thousand pins in a day. Each person, therefore, making a tenth part of forty-eight thousand pins, might be considered as making four thousand eight hundred pins in a day. But if they had all wrought separately and independently, and without any of them having been educated to this peculiar business, they certainly could not each of them have made twenty, perhaps not one pin in a day; that is, certainly, not the two hundred and fortieth, perhaps not the four thousand eight hundredth, part of what they are at present capable of performing, in consequence of a proper division and combination of their different operations.
The Division of Labor:
Capitalism encourages specialization.  Specialization, or the division of labor, increases the output of  society. A byproduct of this system, though, is that the means of production are separated from labor.  
Smith also thought the Division of Labor had the capability of reducing the intellectual skils of workers.  Hence the need for public education. 
4a.
Socialism (according to Marx) - an economic system where the incentive system of capitalism remains in 
place, but the workers own the means of production.


http://www.econlib.org/library/Enc/bios/Marx.html
Karl Marx (1867). Das Kapital
Das Kapital is a study of capitalism (not much of an effort is made to explain socialism and communism).   And Marx understood how capitalism ends feudalism and the use of tradition as societies organizing principle.
From the Communist Manifesto…

The bourgeoisie, wherever it has got the upper hand, has put an end to all feudal, patriarchal, idyllic relations. It has pitilessly torn asunder the motley feudal ties that bound man to his "natural superiors," and has left remaining no other nexus between man and man than naked self-interest, than callous "cash payment." It has drowned the most heavenly ecstasies of religious fervour, of chivalrous enthusiasm, of philistine sentimentalism, in the icy water of egotistical calculation. It has resolved personal worth into exchange value, and in place of the numberless and feasible chartered freedoms, has set up that single, unconscionable freedom--Free Trade. In one word, for exploitation, veiled by religious and political illusions, naked, shameless, direct, brutal exploitation. The bourgeoisie has stripped of its halo every occupation hitherto honoured and looked up to with reverent awe. It has converted the physician, the lawyer, the priest, the poet, the man of science, into its paid wage labourers. The bourgeoisie has torn away from the family its sentimental veil, and has reduced the family relation to a mere money relation.

Marx also saw capitalism as a force that re-makes the world in its image.  Again, from the Communist Manifesto…

The bourgeoisie, by the rapid improvement of all instruments of production, by the immensely facilitated means of communication, draws all, even the most barbarian, nations into civilisation. The cheap prices of its commodities are the heavy artillery with which it batters down all Chinese walls, with which it forces the barbarians' intensely obstinate hatred of foreigners to capitulate. It compels all nations, on pain of extinction, to adopt the bourgeois mode of production; it compels them to introduce what it calls civilisation into their midst, i.e., to become bourgeois themselves. In one word, it creates a world after its own image.

Karl Marx saw the basic conflict in capitalism to be between labor and the owners of capital.  Remember that Marx was writing in the middle of the 19th century.  At this point in the history of England, workers generally worked six to seven days a week, with the work day extending beyond 10 hours a day.  Workers were not allowed to unionize, and wages were at or near subsistence.  
As capitalism developed, the ability of small firms to survive the competition of the system was bleak.  As 
these small firms were driven out of business, the owners of the smaller firms went to work for the larger firms that survived. Consequently, the population of labor was continually expanding while the population of owners was declining.  Marx believed that under capitalism the workers were producing the profit that the owners of capital were able to keep.  Given the changes in the population of workers and owners, Marx believed that eventually the workers would rise up and seize the means of production.  In this way, the economic system of socialism would be born.

One could argue that “workers owning the means of production” is essentially the same as the employee-owned companies we see today (or the practice of giving stock-options to workers).  But it appears Marx wanted more.
More from the Communist Manifesto…

1. Abolition of property in land and application of all rents of land to public purposes. 

2. A heavy progressive or graduated income tax. 

3. Abolition of all right of inheritance. 

4. Confiscation of the property of all emigrants and rebels. 

5. Centralisation of credit in the hands of the State, by means of a national bank with State capital and an exclusive monopoly. 

6. Centralisation of the means of communication and transport in the hands of the State.

7. Extension of factories and instruments of production owned by the State; the bringing into cultivation of waste-lands, and the improvement of the soil generally in accordance with a common plan. 

8. Equal liability of all to labour. Establishment of industrial armies, especially for agriculture. 

9. Combination of agriculture with manufacturing industries; gradual abolition of the distinction between town and country, by a more equable distribution of the population over the country. 

10. Free education for all children in public schools. Abolition of children's factory labour in its present form. Combination of education with industrial production, &c., &c.

Woud the abolition of private property end work?  One would suspect that without incentives, worker would stop.  Here is Marx, though, responding to this argument.

Again, from the Communist Manifesto…

It has been objected that upon the abolition of private property all work will cease, and universal laziness will overtake us. According to this, bourgeois society ought long ago to have gone to the dogs through sheer idleness; for those of its members who work, acquire nothing, and those who acquire anything, do not work. The whole of this objection is but another expression of the tautology: that there can no longer be any wage-labour when there is no longer any capital.

In the end, it appears that Marx looked at the problems of capitalism and essentially argued that capitalism should end.   
4b.
Socialism (as it is practiced) - An economic system where the three economic questions are primarily 
addressed by government actions, not unregulated market forces.

The revolution predicted and encouraged by Marx did not occur in England or any other industrialized 
nation.  Rather, via democracy, the inequity of capitalism was addressed.  Workers were allowed to 
unionize, which raised wages and redistributed the gains of the firm from the owners to workers.  
Furthermore, and more importantly, the government frequently stepped into the marketplace to determine 
the allocation of resources.


Centrally planned socialism, or what is commonly referred to as communism, is the extreme version of this 
economic system.  In this system, the government creates a central plan which answers all of the basic 
questions facing society.  The plan determines what will be produced, how the goods will be produced, and 
who is given the goods after production.


In general, the system of communism arose in nations who previously utilized the feudalistic system.  The 
lack of production inherent in these systems subjected the vast majority of its citizens to a life of poverty, 
hence ultimately reducing the enthusiasm people had for this method of allocating resources.

One should note that Ayn Rand – who was born in Russia (and was a major writer in the libertarian 
tradition) – was able to witness the problems of Soviet Union personally.  Her writings suggest that her 
solution to the problem of too much government power is to eliminate government. 


In sum, Marx saw the problems of capitalism and wanted to abolish capitalism.  Rand saw the problems of 


Soviet central planning and wanted to abolish government.   In general, for those in the industrialized world 
in the 20th and 21st century, different solutions were adopted to the problems of markets and government.
5.
Mixed Capitalism - An economic system characterized by largely private ownership of the factors of 
production, market allocation of resources, and decentralized decision 
making.  Most economic activities 
take place in the private sector in this system, but government plays a substantial economic and regulatory 
role.

In general, societies in the industrialized world do not use capitalism or socialism to allocate resources.  
Rather, each society uses a mixture of these two economic systems.

History Summarized:
Economic growth and technological change occur most rapidly in capitalist societies.  Government action is employed as a response to the negative byproducts of the capitalist system.

