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This book’s origin can be traced back to a somewhat dreary ASSA
meeting in 2010 where, over dinner and with the help of some good
wine, we came to agreement on what was wrong with the Chicago
School and what was wrong with modern economics. Although
our training and approaches to economics were quite different, we
were surprised that we were in close agreement on the Chicago
School and on what’s wrong with modern economics. The problem
was not Chicago beliefs and ideology, as it was in the standard nar-
rative; the problem was connected more to the Chicago pit bull
attitude toward argumentation. Instead of trying to find common
ground, its argumentation style was designed to win debating points.
That, blended with some loose expression of ideas in what we later
termed the Samuelsonian theoretical policy framework, led to a
polarization of views within economics, both in economic policy
analysis and in economics theory because the Samuelsonian policy
discussion had connected the two.

We both have an interest in the history of economic thought and
we agreed that the modern approach was a quite different approach
to economic theorizing and argumentation than could be found
in the best of Classical economics, such as that of John Stuart Mill.
Mill’s argumentation style, which we called argumentation for the
sake of heaven, was designed to explore philosophical truths, not
to win debates in the eyes of some outside observer. In changing
that argumentation style, Chicago had lost the Classical Liberal
methodology.

Debating with the goal of discovering shared truths, not with the
goal of winning, is difficult. To make the debate somewhat easier,
Classical economists separated out economic policy analysis from
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economic theory and science. That separation was a key element of
their methodology because it allowed them to distinguish differ-
ences about policy—where disagreement was to be expected and
would have to be addressed through friendly debate exploring is-
sues that went far beyond economic science, and differences about
theory and science, where debates would be resolved by appeal to
logic and empirical evidence within economics. In the science of
economics, it would be expected that all well-trained economists
would agree. But that science would have no direct implications
for policy which involved values that went far beyond what science
dealt with. With this methodological approach, economists of all
political views could share the same theory but could differ signifi-
cantly on policy.

Our telling of the story started as an article, but the story quickly
expanded beyond article length and turned into a book. As we de-
veloped it, we decided that the story was about Classical Liber-
alism and how the economics profession lost its Classical Liberal
groundings. Chicago was useful in telling that story because it was
the last holdout, a bit like the Alamo, not because Chicago was
unique. Long before Chicago abandoned it, the broader econom-
ics profession had as well. When the Chicago School coalesced in
the 1950s, Classical Liberal methodology as the reigning economic
methodology was dead.

The reader will detect a real sense of loss in our telling of the
story. In our view, by giving up Classical Liberalism, the economics
profession went down the wrong track in its policy analysis. That
injured both its scientific theory and its policy analysis. The prob-
lem is not that economic scientists attempt to keep values out of
their science. That’s what good science does. The problem is that
they don’t sufficiently separate out science from policy analysis. That
separation is necessary because the appropriate methodology of
policy analysis is quite different from the appropriate methodology
of science. Classical liberal methodology solved the problem by
placing a firewall between science and policy. Modern economics
removed that firewall, and in doing so removed Classical econom-
ics’ method of keeping a consensus on theory and simultaneously
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dealing with differing sensibilities and values. Thus, while we agree
with both right and left heterodox economists that modern eco-
nomics has problems, we differ from most of them because they
also do not maintain a firewall. Economic science and theory do
not and cannot tell us whether the right or the left is correct. Both
the right and the left heterodox economists have insights, as do
mainstream economists. The problem is that those insights get lost
by their joint use of a methodology that doesn’t distinguish be-
tween science and policy, and thus doesn’t direct them to the most
useful methods to resolve, or at least to agree to disagree, on inevi-
table policy differences.

The goal of the book should be clear upon reading. It is to fan
some of these embers that remain of the Classical Liberal method-
ology, and to create an environment in which the Classical Liberal
attitude toward methodology can reign once again within the eco-
nomics profession.

We worked hard to keep the book short, and one of the ways we
did that was to put many of our ideas into endnotes. There are a lot
of them, and the average reader can skip them without loss of our
central points. But they are there for the interested reader to con-
sume. We encourage readers to think of the endnotes as a book
within a book, and to explore the tangents they discuss. One strat-
egy might be to read them consecutively after finishing the relevant
chapter.

As always, there were lots of people who contributed to this book.
First, we’ve presented the ideas herein at a variety of workshops,
seminars, and conferences and have received useful comments
whenever we did. We thank all of those who provided comments.
Second, as part of other books he has written and is working on,
Craig interviewed numerous Chicago economists, and quotations
from them can be found scattered throughout the text, especially in
the endnotes. All these economists were very forthcoming and we
thank them sincerely. Third, we would like to thank the reviewers,
who sent us helpful comments, and improved the manuscript sig-
nificantly. Fourth, we would like to thank Joe Jackson, our editor at
Princeton University Press, for guiding the manuscript, Nathan Carr,
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Samantha Nader, and Theresa Liu who assisted him, and our copy-
editor, Karen Verde. Fifth, we thank our families, who gave us the
time and space to work on the book.

And finally, we’d like to thank each other—for the patience nec-
essary to put up with one another. We both recognize that we are
idiosyncratic pains in the neck requiring the forbearance of a saint
to put up with us. How two non-saints actually managed to write a
book together is, in our view, somewhat miraculous. In that spirit
of generosity, all the mistakes and incorrect arguments that remain
are to be attributed entirely to the other author.

DC and CF
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Sweet Science

ENGINEERING A NEW APPROACH
TO ECONOMIC POLICY

Economic policy does not follow from economic theory. Instead,
policy needs to be drawn from a complicated blend of judgments
about ambiguous empirical evidence, normative judgements, and
sensibilities that may be framed, but are not determined, by scien-
tific theory.! Put another way, economic policy is a blend of engi-
neering and judgment—an “art and craft,” not a scientific endeavor
that follows from economic theory.? Debates about policy are best
treated as debates about the art and craft of economics, using a
methodology appropriate for an art and craft. Policy debates should
not be treated as debates about science, and should not be gov-
erned by a methodology more appropriate to science.
Unfortunately, modern economics doesn’t treat policy in this
way. Instead, it conceives of policy as an applied science, and uses
the methodology of science to study policy issues. To some degree,
that makes sense. Clearly, one wants evidenced-based, objective
analysis of policy. An art and craft methodology uses theory and
science whenever it can, meaning to the extent it is appropriate.
But when dealing with the messy issues of policy, an art and craft
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methodology takes seriously the fact that statistical evidence needs
interpretation and that one’s views and analysis are inevitably influ-
enced by one’s normative judgments.’ An art and craft methodology
recognizes that policy is intrinsically entangled and must be dealt
with using a methodology designed to guide in such ambiguous,
messy, and uncertain situations. To pretend otherwise undermines
both the science of economics and economic policy discussions.

Early on, economists struggled with this policy/science divide.
Advocates of various policy positions all claimed to have science
and theory on their side. They inevitably attacked their opponents
for being non-scientific. This struggle led Classical Liberal econo-
mists to embrace a methodological tradition that interpreted the
science of economics narrowly and created a firewall between sci-
entific pursuits and policy endeavors. This tradition is best found in
the policy methodology of Classical Liberals such as John Stuart
Mill and his followers. That methodology recognized the messi-
ness of policy compared to the elegance of the theory underlying
science.

To deal with that messiness, the policy methodology needed a
branch of economics that was free of scientific certainty. One way
to handle that problem would be to accept that no part of econom-
ics was a science.* The second way—the path adopted by Classical
Liberals—was to divide economics into different branches—a sci-
entific branch concerned with agreed-upon empirical facts and log-
ical implications of assumptions, in which normative values played
as minimal a role as possible, and a policy branch in which values
were seen as essential elements of the analysis. The policy branch
of economics would use a different methodology than the scien-
tific branch, and its conclusions would not be considered scientific
conclusions.

Since our goal in this book is to talk about the methodology
appropriate for applied policy, we do not distinguish between the
“economics is not a science” and the “economic policy branch of
economics is not a science” alternatives. The reason is that our in-
terest is in applied policy, not the science of economics. We inter-
pret the “no economic science” alternative, such as that proposed
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by some philosophers, for example, Hillary Putnam (2002) or Al-
exander Rosenberg (Rosenberg 1992), as being included in the
Classical “separate branch” alternative. The “no economic science”
alternative simply makes the further assumption that the science
branch of economics is empty, an assumption we do not accept.
But for our purposes these come to the same conclusion since, if
there is no part of economics that is a science, then the applied
policy branch of economics will not be guided by scientific meth-
odology. If one believes, as Putnam and Rosenberg believe, that no
part of economics is a science, it does not change our argument
that applied policy should not be thought of as applied science—it
strengthens it, since if there is no economic science, our argument—
that applied policy economics should not be seen as applied science—
becomes tautologically true.’

Most classical economists accepted that there was a scientific
branch of economics.® But they also believed that policy did not
follow from scientific theory, and they built that belief into their ap-
plied policy methodology. By doing so, Classical Liberalism sought
to discourage the conflicting advocates of any policy issue from
claiming the authority of scientific justification. Only a powerful
firewall between theory and policy could accomplish that. For John
Stuart Mill, policy was not based on science, and science did not
concern policy. Instead, science was about a search for the truth. In
pursuit of that truth, in order to see the scientific truth more clearly,
one should ideally harbor no policy considerations whatsoever.
Since that was practically impossible, one should attempt to guard,
as much as possible, against a tendency to claim too much from
science. Policy construction was meant to be about the search for
answers to specific policy questions. That search required one to
go far beyond the limits imposed by science. The objective was to
integrate into the argument judgments that had no scientific basis,
but that might have a philosophical basis. To keep the two separate,
an economist needed to always lean over backward to confess that,
in his or her role as an economic scientist, he or she had nothing to
say about policy. That doesn’t prevent him or her, when operating
in a “statesman” role, from expressing views, and if he or she has
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expertise in that area, from offering them as the views of a special-
ist. But that expertise has to be broader than that of an economic
scientist, and it must involve knowledge that goes far beyond sci-
ence. Given the complexity of the economy it is an expertise that
will emphasize its fallibility and view that often the best we can do
in a complex world is to muddle through without definitive answers
(Colander 2003).

The Abandonment of Classical Liberal Methodology

In the 1930s, the economics profession began to abandon the pol-
icy methodology of Classical Liberalism by removing the firewall
between economic science and policy. This book is an exploration
of that abandonment and a call for the profession to return to a
more Classical Liberal methodology in policy matters. In our con-
sideration of the abandonment of Classical Liberal methodology,
we use the University of Chicago as a case study of this largely post-
war phenomenon. We focus on Chicago, not because of the politi-
cal inclinations or ideological leanings that characterized Chicago
in this era, nor because Chicago was unique in abandoning this
Classical firewall separating scientific theory from policy. Instead,
we choose it because the stalwarts of the postwar Chicago School
actually imagined themselves to be, and were seen by most econo-
mists as being, defenders of Classical Liberalism.” In our view, the
Chicago School failed to defend what was important in Classical
Liberalism, namely its art and craft policy methodology.

The Chicago School was intent instead on maintaining a narrow
interpretation of a laissez-faire policy precept.® Chicago adopted a
viewpoint which insisted that economic science effectively under-
pinned the conclusion that the market is capable of solving its own
problems. Consequently, government policy interventions should
be strongly discouraged. There were two problems with this. The
first is that, in Classical Liberal thought, no policy precept followed
directly from economic science. In this regard, the Chicago School
failed to adhere to that Classical Liberal position. The second issue
was the failure to recognize that the laissez-faire policy precept of
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Classical Liberalism was far more ambiguous than its Chicago in-
terpretation. The Classical laissez-faire understanding could be held
by economists with a wide disparity of views of government policy,
ranging from John Maynard Keynes’s policy activism to Frederick
von Hayek’s pro-market policy. Moreover, because it was a policy
precept, it could change over time, as the problems faced by soci-
ety changed, as sensibilities changed, and as government structures
in turn changed. It was not for economic scientists to settle this de-
bate about policy since the issues debated were, to a large extent,
non-economic.

What we are saying is that at the core of Classical Liberalism
was a methodology that required separating out, as much as pos-
sible, one’s consideration of scientific research from one’s policy
views. One could, and inevitably would, hold ideological and pol-
icy views, but, using a Classical Liberal methodology, debates about
such matters were best separated from debates about science. As
the economics profession progressively abandoned Classical Lib-
eral policy views in a process extending from the 1930s to the 1960s,
they simultaneously abandoned the corresponding methodological
approach to policy.

The abandonment of these methodological views started with
the development and acceptance of what would come to be called
welfare economics. Welfare economics provided a formal scientific
economic framework for thinking about policy. That framework
proved extremely useful in shedding light on many policy questions
and incorporating insights from economic thinking. The problem of
coordinating responses to scarcity could be captured in a mathe-
matical general equilibrium model and applied to a wide variety of
situations. The power of this mathematical model was recognized
by the profession, and it became central to the teaching of eco-
nomics. It was subsequently supplemented by empirical work ap-
plying the theory, which could be carried out more rigorously due
to developments in statistical analysis. These advances led many
economists to believe that economics had become engaged in a
series of scientific breakthroughs that would rescue economics from
what many considered to be the realm of pseudoscience. Instead,
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the discipline would be invested with the much more welcomed
foundation of formal science.

The general equilibrium model framed policy within a mathemat-
ical optimal control structure. The model implicitly assumed that a
perfectly competitive market would optimally organize economies
in most situations, but that government intervention would be
needed to correct for market failures, such as externalities. This
approach resulted in what was considered a scientifically based
policy conclusion implying some need for government interven-
tion if an economy was to run smoothly. The theory proceeded to
develop formal marginal conditions that were capable of guiding
policy makers. Laissez-faire was correspondingly non-optimal.

This welfare economics policy framework caught on like wild-
fire. Since the best way to understand the framework was to un-
derstand the mathematical structure of the general equilibrium
system, adopting this framework changed the way economics was
taught. Students were taught more math and statistics and less
moral philosophy and institutional insights. With that change in
place, the general equilibrium welfare policy framework eliminated
the previously acknowledged firewall. What was considered scien-
tific economic theory was connected directly to policy.

The change to a mathematical general equilibrium welfare eco-
nomics framework occurred throughout the profession. It started
slowly, but resistance decreased as new mathematically and statis-
tically trained economists replaced those trained in the broader
Classical Liberal discursive tradition. The art of policy was lost, and
the craft of policy became synonymous with scientific theory. The
policy/science firewall was fundamentally violated by this change.

Classical Liberals objected, arguing that thinking about policy
in too rigid a mathematical fashion eliminated all types of issues
that were important components of the policy debate. The general
equilibrium model wasn’t wrong, but it wasn’t “the” sole economic
model that should be employed. It was a model based on assump-
tions that for some issues was useful, but for others was not. Differ-
ent assumptions could lead to different results. The problem with
the model was that it didn’t appropriately capture many of the de-
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batable issues relevant to policy, and thus inappropriately limited
the scope of policy discussion. Those objections were vigorous at
first, and then tended to fade away. Economists advancing those
arguments were attacked as being old-fashioned and unscientific.
They were dismissed as lacking mathematical knowledge and skills.
This change in methodology occurred throughout the English-
speaking economics profession, but was led by economists at LSE
(Hicks and Lerner), Cambridge (Pigou), as well as Harvard and
MIT (Samuelson).

The Chicago Response

The incipient Chicago School (George Stigler, Milton Friedman,
Aaron Director, and their associated colleagues) objected to the
development of this general equilibrium welfare frame as a basis for
policy. They saw it as a rejection of Classical precepts guiding both
microeconomic and macroeconomic policy. Particular ire was di-
rected at what they viewed as the malignant travesty encapsulated
by the developing Keynesian (collective) policy.” These Chicago
economists insisted that the Keynesian model was a Trojan horse
being used to advance statist ideology and collectivist ideas. They
chose, however, not to argue in favor of Classical Liberal methodol-
ogy. Nor did they reject the implicit contention that policy must fol-
low from mathematically rigorous models. Instead, they responded
to this challenge by developing an alternative “scientific” pathway
that would lead to the desired laissez-faire policy precept. Specifi-
cally, they developed an alternative model demonstrating that the
types of government intervention supported by the welfare eco-
nomic framework, as well as the Keynesian macro framework, were
fundamentally flawed theories. In their alternative scientific model,
an economy would work best when left to its own devices.
Because of their impressive rhetorical and intuitive marketing
skills, the Chicago economists eventually managed to engineer a
successful partial counterrevolution against this general equilibrium
welfare economics framework. But, in engineering that counter-
revolution to save the Classical Liberal policy precept of laissez-faire,
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they abandoned the most essential part of Classical Liberalism—its
methodological foundations. In doing so they, like the advocates of
the general equilibrium welfare policy framework, abandoned the
Classical Liberal firewall that had previously separated science from
policy. Once they accepted that policy necessarily followed from a
scientific model, the economic policy debate became inextricably
focused on whose science was correct. The bone of contention no
longer survived as a debate focused on judgments and sensibilities,
which is where Classical Liberal methodology placed it. Serious dis-
cussion concerning the subtleties and judgments underlying these
differing views became impossible. Each side characterized the
other as ideology masquerading as science. These pointed accusa-
tions were precisely the type of futile debate that the Classical Lib-
eral firewall had been designed to avoid.

Our concern in this book is not focused on which policy view is
correct. Instead, our interest lies in the manner in which the debate
about those policy views should be conducted. Should it be pri-
marily a debate about science, formal models, and statistical tests
of empirical evidence? Or should it be primarily a debate about
sensibilities and judgments that are informed, but not determined,
by science? Our argument is that Classical Liberal support for the
market was a precept upon which good economists could disagree.
It was not a fundamental conclusion based on economic science.
Although science and theory can provide some guidance about
policy, resolution of such debates is not to be found in theory, but
rather in vigorous “argumentation for the sake of heaven,” a term
that designates a process of cordial argumentation that attempts to
seek out the best estimate of truth that is possible.'® It is not argu-
mentation that focuses primarily on winning policy debates.

Had the fight been about Classical Liberal methodology, not
policy, the battle lines would have been drawn quite differently. For
example, in terms of policy, the Chicago School vehemently op-
posed John Maynard Keynes. But in terms of methodology alone,
Keynes was an ally of Classical Liberalism. Throughout his career
he steadfastly stayed within the Classical Liberal methodological
tradition. He questioned mathematical models, econometric mod-
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els, and tended to use discursive arguments to make his key points."
While in terms of specific policies, Frank Knight, a guiding light of
Chicago in the 1930s, was often diametrically (and vehemently) op-
posed to Keynes, methodologically Knight had much more in com-
mon with Keynes than he did with either Samuelson or Arrow (or
Friedman for that matter). That methodological connection be-
tween Keynes and Knight was lost when policy (and ideological)
fidelity trumped methodological fidelity as the litmus test for Clas-
sical Liberalism. By surrendering Classical Liberal methodology,
the economics profession steered the policy debate to its current
sterile state.

Talk Is Cheap: Paying Lip Service to the
Science/Policy Firewall

Even as economists were tearing down the firewall erected be-
tween theory and policy, they implicitly recognized what they were
doing. They even paid lip service to maintaining that traditional
separation, as they were busily blending the two. For example, Mil-
ton Friedman, who most observers saw as constructing scientific
arguments supporting the superiority of the market, states:

I have tried to influence public policy. I have spoken and written
about issues of policy. In so doing, however, I have not been act-
ing in my scientific capacity but in my capacity as a citizen, an
informed one, I hope. I believe that what I know as an econo-
mist helps me to form better judgments about some issues than
I could without that knowledge. But fundamentally, my scien-
tific work should not be judged by my activities in public policy.
(Friedman quoted in Overtveldt 2007: 91)

His counterpart, Paul Samuelson, similarly acknowledged this
need (as well as the difficulty anyone would have in preserving it),
writing:"

I could disagree 180 degrees with his [Milton Friedman’s] pol-
icy conclusion and yet concur in his diagnosis or the empirical
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observations and inferred probabilities. Yet such is the imper-
fection of the human scientist, an anthropologist studying us
academic guinea pigs will record the sad fact that our hearts do
often contaminate our minds and eyes. The conservative will
forecast high inflation danger on the basis of the same data that
leads the do-gooder to warn against recession. (Conscious of
this unconscious source of bias, as the subsequent discussion
will elaborate on, I make a special effort toward self-criticism
and eclecticism—with what success, the record must testify to.)
(Samuelson 2011: 888-889)

Our argument is that, while recognizing the need for a firewall when
forming policy arguments, as well as the use of economic theory
to support that policy, MIT economists such as Samuelson, Chi-
cago economists such as Friedman, and Keynesian economists such
as Abba Lerner and Jim Tobin" continually violated the science/
policy firewall."* Doing so forced the opposing side to feel as if it
had to do the same. Neither side could bring itself to hold firmly to
the Classical Liberal position that the basis for their policy recom-
mendations did not, and could not, directly follow from economic
theory or science. Instead, their policy conclusions should have
followed from a much more complex set of contestable arguments,
reasoning, and sensibilities. Policy involves matters on which rea-
sonable people, who share the same deep understanding of scien-
tific economic theory, can differ and which cannot be resolved
satisfactorily in terms of economic theory or science. The best we
can hope for is resolution through “argumentation for the sake of
heaven,” which requires good faith efforts from both sides to com-
municate.”® So, while both sides instinctively comprehended the
gulf dividing economics as a science from its role in guiding policy,
they also found following these instincts almost impossible.'® Ex-
pediency, as it often does, triumphed. In a suitable phrase that one
can imagine being employed over lunch at the University of Chi-
cago’s Quadrangle Club, the gulf existing between intentions and
actions can be summed up by an all-purpose dismissal, namely that
“talk is cheap.”
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In the postwar struggle for the soul, or at least the lungs of the
discipline, most of the niceties separating the rough and tumble of
policy hawking from the more imposing heights of economic sci-
ence became blurred. The application of economics would come to
be seen as grounding policy on a firmer and more scientific foun-
dation. Doing so involved replacing discursive economic analysis,
which touched on the sensibilities and judgments underlying pol-
icy differences, with the supposed rigor of “scientific” analysis. Math
replaced words whenever possible. Statistical studies replaced case
studies, and empirically tested theory replaced reasoned discur-
sive argument. Economic policy analysis evolved into an applied
science that was no longer seen as an art and craft. Discursive argu-
ment, dealing with judgments and sensibilities, no longer had a
featured place in the applied science of policy economics.

Seeking a scientific basis for policy was by no means a radical
procedural departure that definitively separated the Chicago School
from the broader swath of the more mainstream economics pro-
fession of that era. As we have emphasized, it was a movement that
transcended the confines of Chicago. As previously mentioned,
throughout the Classical period of economics, there had been con-
tinual attempts by one side or the other to claim a scientific foun-
dation for its policy views. The evolving acrimony in dealing with
those competing claims led Classical Liberal economists to develop
their science/policy firewall. Precisely because the temptation to
assert such a scientific basis for one’s policy views was so powerful,
that claim had to be continually challenged and contained."” How-
ever, in the rising optimism characterizing the postwar era, eco-
nomic policy seemed to present no more of a challenge to a rising
set of engaged professionals than did the previous daunting tasks of
mobilizing resources to conquer the Great Depression or to suc-
cessfully vanquish wartime foes. The solution to any policy problem
simply involved the appropriate application of measured scientific
methods." To manage this task, a new cohort of young economists
achieved positions of increasing prominence," implicitly promising
to shift away from the sort of judgment-making and ill-defined in-
terpretative skills required by the older, Classical Liberal economists
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still trapped by the past.”® The prevailing conviction was that by
employing scientific methods, ambiguity-ridden policy pronounce-
ments would be significantly reduced if not eternally banished.

What developed in the postwar period was in essence a trans-
formation in the approach economists accepted when formulating
economic policy. This book explores that transformation and ar-
gues that it contained within it a fatal flaw. In an attempt to achieve
a more scientific foundation for its policy analysis, economics vio-
lated Hume’s Dictum that a “should” cannot follow from an “is.” By
doing so, this highly touted scientific approach shifted policy de-
bate away from the nuanced understanding that policy required,
namely a subtle blend of theory, moral philosophy, and judgment.
Instead, the discipline maneuvered itself into an untenable corner
where differences in policy unswervingly followed from differences
in scientific theory. Consequently, they could only be resolved by
using scientific methodology.

Why Did the Profession Abandon Classical
Liberal Methodology?

Classical Liberal methodology developed in response to a recog-
nition of the problems created by too closely linking science with
policy. This methodology was a correction of a misconceived reac-
tion. Initially, for example, Adam Smith’s broad-ranging discursive
style failed to lead to any definite policies. Instead, he seemed to
provide qualifications, which allowed for different views and inter-
pretations. He supported the market, and laissez-faire, but the sup-
port was highly qualified. As a counterpoint to Smith’s approach,
later economists felt compelled to construct more definitive formu-
lations. David Ricardo proved more than willing to oblige. But, as
Classical economists discovered, doing so came with attached prob-
lems. For example, as Alfred Marshall noted:

Their [Ricardian economists’] agreement with one another made
them confident, the want of a strong opposition made them
dogmatic; the necessity of making themselves intelligible to the
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multitude made them suppress even such conditioning and qual-
ifying clauses as they had in their own minds. Therefore, al-
though their doctrines contained a vast deal that was true, and
new, and very important, yet the wording of these doctrines was
often so narrow and inelastic that, when applied under condi-
tions of time and place different from those in which they had
their origin, their faults became obvious and provoked reaction.
(Marshall 1923: 759-760)

In response, subsequent Classical Liberal economists vowed to do
better. They developed a firewall separating policy from economic
science to help them keep their vows. Since a key argument in our
book is that Classical Liberal economists were correct in erecting
and preserving a firewall, a natural question is: Why was that meth-
odology abandoned by the profession? We argue that the abandon-
ment was related to, but not synonymous with, the movement from
classical to neoclassical economics. Neoclassical economics could
be quite consistent with Classical Liberal methodology as long as
the neoclassical economist treated the model as a suggestive tool,
to be used as only one of many inputs into policy, and not as a direct
guide.” Through the 1930s, and even into the 1950s and 1960s, ves-
tiges of that Classical Liberal methodology survived despite the on-
slaught of a newer, more scientific approach. For example, Alfred
Marshall, the leading neoclassical economist throughout the 1920s,
remained committed to Classical Liberal methodology, although,
to be honest, Marshall waivered depending on how the political
winds were blowing, as did other supporters of that methodologi-
cal persuasion. The temptation to claim science as being on your
side is often almost overwhelming.**

Marshall conceived of economics as operating most successfully
when it performed as an applied discipline, in the sense of a tool or
way of thinking that allowed insight and understanding of common
problems and situations. He termed this formulation the study of
commonplace business of everyday life. The reason for studying the
subject was not merely to gain an understanding of how the econ-
omy worked, but more importantly to provide the basis for sound
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policy measures. Similarly, John Maynard Keynes also maintained
a Classical Liberal methodology, which separated him from those
that came to be labeled as his neo-Keynesian followers. They read-
ily abandoned Classical Liberal methodology and entered almost
without exception into the scientific policy debate.”®

As we discussed above, the Classical Liberal method had its ori-
gins in Adam Smith’s studied and educated commonsense approach
to problem-solving. His recognition of the need to yoke the moral
to the economic originated in the linkage between his two great
works, The Theory of Moral Sentiments and The Wealth of Nations.
In his grand schema, economic analysis and policy provisions were
necessarily interwoven with ethics and moral philosophy. He inter-
twined the two by employing the viewpoint of a hypothetical im-
partial spectator who was able to serve as the basis for evaluating
proposed policies. Consequently, the goal posed by any discussions
or written monograph was to convince such a spectator that the ad-
vocated policy offered a preferable, rather than an ideal, option.**
From this perspective, no aspect of the argument was incontestable
or off the table.

To move from the realm of theoretical argument to that of pol-
icy, one required this notion of a hypothesized impartial spectator.
This imagined umpire would be capable, by means of appeal, of
arbitrating and sorting out conflicts and differences attached to the
relevant issues. Smith’s argumentation was directed at those impar-
tial spectators. The qualifications he placed on his laissez-faire pol-
icy precepts were ones that any group of reasonable people could
be expected to place on such proposed policies.>® Formal mathe-
matical and theoretical arguments would not serve the purpose.
They might inform the thinking of an advocate of a particular policy
position, while still failing to be decisive. All reasonable qualifica-
tions about a given policy would be part of the debate. Equally, the
question of what precisely was meant by designating a privileged
“impartial spectator” to perform this essential role remained far
from settled and should itself be subject to debate. Ultimately re-
solving such debates was distinctly not the job of the economist,
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but rather of the statesman or of the economist acting in the role of
statesman, not scientific economist.

Whereas Smith concretely grounded his policy analysis in 7he
Theory of Moral Sentiments as we stated above, Ricardo did not.
Joseph Schumpeter would later characterize the resulting outcome
as reflecting the “Ricardian Vice.”*® Smith’s approach, clothed in
much more sophisticated garb, would later be reinstated by John
Stuart Mill, the philosopher/economist who best represents the
Classical Liberal methodology we advocate. Mill curbed Ricardo’s
overly optimistic, and quite immodest, enthusiasm by insisting on
the inherent limitations constraining theoretical and scientific pol-
icy conclusions. Policy was not an exact science but could be more
productively thought of as an art that demanded judgment and skill.
Theory did not imply specific policies but might prove useful in
thinking about them. That would only hold true as long as one had
a deep understanding of all the other necessary dimensions in-
volved in arriving at policy conclusions.

Smith’s impartial spectator device provides insight into under-
standing Classical Utilitarianism, an approach that defined the nor-
mative goal of economic policy as “the greatest good for the great-
est number.””” Classical utilitarianism was a normative touchstone
that one could reasonably argue would be arrived at by employing
the impartial spectator perspective.”® Classical economists saw the
utilitarian rules of thumb they developed as the appropriate ways
to make needed interpersonal comparisons when engaged in pol-
icy analysis. Those rules of thumb did not follow from science (or
theory), and an economist accordingly was well advised not to pre-
tend that they did. They were just useful reference points in the in-
evitable debates arising during policy discussions.

This normative version of utilitarianism was in no sense science,
nor was the “utility” it referred to a concept that could be encapsu-
lated by empirical measurements of preferences. Utility was not
a concept that could be made empirically observational, as some
later neoclassical economists would attempt to accomplish.>® As
Vilfredo Pareto pointed out, what might be measured by scientific
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methods was something quite different than the normative concept
of utility. What could be measured, and what might be shown by
revealed preference, was a concept that captured people’s choices,
which Pareto called ophelimity to distinguish it from utility.*’

The Classical Liberal Laissez-Faire Precept

If economic theory does not lead to policy results, how did Classi-
cal Liberal methodology come to achieve its close association with
laissez-faire policy? The answer is that Classical Liberal’s laissez-
faire policy was based on a set of debatable judgments about the
working of the political process, as well as a normative commit-
ment to individual freedom.* Classical Liberals did not claim that
these judgments were based on science or economic theory. In-
stead, they were based on observations of how governments and
the market actually worked, including their sensibilities about the
normative beliefs that were most important to them. Both judg-
ments were recognized as debatable, and given to change.*” None-
theless, they were largely shared by Classical Liberals of varying
normative and ideological persuasions. They were judgments that
many Classical Liberals believed a relatively neutral person would
likely arrive based on all the arguments, not just a subset of eco-
nomic arguments.

These shared normative and institutional judgments were the
reason Classical Liberals often came to similar policy conclusions.
Many at that time shared the belief that policy of real-world govern-
ments would generally not achieve the ends that policy advocates
claimed.*® (It can be argued that governments then were even less
transparent, and more controlled by vested interests, than they are
now because democracy was only in its beginning stages.) This per-
spective strongly implies that their support of laissez-faire policy
was not based on economic theory. It was based on shared judg-
ments about the difficulties connected with how government policy
worked, and should be presented as such. Jacob Viner, a neoclassi-
cal economist who firmly embraced a Classical Liberal methodol-
ogy, points this out.>* He writes:
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Adam Smith was not a doctrinaire advocate of laissez faire ... He
had little trust in the competence or good faith of government.
He knew who controlled it, and whose purposes they tried to
serve ... He saw, nevertheless, that it was necessary, in the ab-
sence of a better instrument, to rely upon government for the
performance of many tasks which individuals as such would not
do, or could not do, or could only do badly. (Viner quoted in
Overtveldt 2007: 90)

These critical judgments underlying policy were based on histori-
cal and empirical judgments upon which reasonable people might
differ. The arguments for laissez-faire might refer to theorems de-
veloped in economic theory as a framework to capture insights that
were not apparent at first sight, but laissez-faire was not based on
such theorems. Viner serves as a striking representative of those
neoclassical economists who strongly insisted on the need to main-
tain an imperturbable classical methodology. He writes:

I do not think it is practical to write an elaborate work on the
working of economic process in modern society on a completely
“objective” basis ... Anyone who could do so would be patho-
logical and the pathology would be likely to extend to his selec-
tion of premises—it is always necessary to begin somewhere,
but where one begins can have great influence on where one
ends up—and on his decisions as to what are facts and what
myths. In so far as is possible, value-judgments should be la-
belled as such, but their systematic exclusion is, I am convinced,
not in practice either possible or desirable. They should not be
concealed, they should not be eccentric, and they should not
be elaborated or didactically pressed. (Viner quoted in Van Horn
2011: 291fn)

Viner followed the lead of Classical Liberal economists in believing
that price-coordinated markets held both advantages and costs
when observed in the actual world. Markets were necessarily em-
bedded in institutional and social structures subject to unforeseen
transformations. Both markets and the governments within which
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they must necessarily operate evolved over time and were conse-
quently co-dependent rather than opposing forces. What Adam
Smith and his subsequent followers understood specifically was
that questioning whether governments should retain an active role
within the operations of a market economy was not a theoretical
issue. The effective contestable terrain, one that nourished fruitful
debate, encouraged opposing sides to argue the nature, rather than
the existence, of that role.

Accordingly, policy debate from a Classical Liberal viewpoint
was not about the existence, but rather about the nature of a gov-
ernment’s role. The adoption by the profession of the general equi-
librium welfare policy model, as well as the neo-Keynesian macro-
economic model, violated this precept because these models were
designed to directly lead to answers about the policy role of gov-
ernments. Classical Liberal economists didn’t believe any specific
model could answer such questions. At best, a model might shed
some useful light. True, when interpreted by more sophisticated
economists, the limited relevance of formal models to policy would
be admitted, but that was not the way such models were used in
practice. In the immediate postwar texts, and in the relevant policy
discussions, models directly supported government intervention
into a market economy. However, the users of that general equilib-
rium policy model and the Keynesian model claimed to be ideolog-
ically neutral despite such unvarying conclusions.

Lost in the use of these models were the concerns voiced by
Classical economists that the policy levers of government were con-
trolled by vested interests, not by benevolent public engineers. In-
evitably, these vested interests would use policy to advance their
objectives in subtle and devious ways. It was primarily this concern
about vested interests and the working of governments, not eco-
nomic science or theory, that led Smith and later Classical Liberal
economists to drift toward supporting a relatively laissez-faire pol-
icy. Therefore, their sensibility was that policies, when formulated
and enacted, would be dominated by the powerful, which makes
the fruit of such policies highly tainted. Those in power could not
be trusted to design programs in the public interest unless they
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faced an effective countervailing power. Consequently, every pol-
icy proposal had to be met with unbridled skepticism. True, Chi-
cago voiced a similar skepticism, but theirs appeared to be more an
ideological conviction outfitted with the benefit of scientific justi-
fication. In contrast, the Classical Liberal position was grounded,
not in science, but in judgment from experience. They found that
generally, hidden in the footnotes and subclauses of any such pol-
icy act, lurked an intention at odds with its more publicized objec-
tives. Given such inherent limitations, rather than engaging in active
economic planning and restructuring, government policy should
preferably focus on maintaining competition. Intervention by gov-
ernment remained an option of last resort. But long-term policy
success depended on creating competitive institutions that man-
aged to use selfishness to counterbalance selfishness.

Conclusion

In summary, the story we tell in this book about policy is one of
how economists lost what might be called the “least worst” justifi-
cation for markets and replaced it with competing scientific justi-
fications. These substitutions alternatively supported either laissez-
faire or government intervention. One side claimed that though
markets were efficient, government intervention was needed to cor-
rect imperfections, thus enabling markets to work even better. The
other side claimed that markets were efficient and that government
intervention would only precipitate cascading problems. What
both sides lost by shunning the Classical Liberal approach was the
acknowledgment that scientific inputs into policy form only a lim-
ited part of any economic policy debate. A fruitful debate would
necessarily address a wide array of issues that go far beyond tradi-
tional economic concerns.
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A Classical Garden of
Liberal Economics
POLICY VERSUS ABSTRACTION

A central hypothesis of this book is that modern economics aban-
doned its Classical Liberal roots. In this chapter we spell out and
explore what we mean by that Classical Liberal methodology. For
us, Classical Liberal methodology reflects an approach to econom-
ics as first developed by Smith (from earlier strands). This frame-
work was later refined and advanced by John Stuart Mill.' A key
element of the Classical Liberal tradition can be found in this quo-
tation from Mill:

No one who attempts to lay down propositions for the guidance
of mankind however perfect his scientific acquirements, can
dispense with a practical knowledge of the actual modes in
which the affairs of the world are carried on, and extensive per-
sonal experience of the actual ideas, feelings, and intellectual
and moral tendencies of his own country and his own age. (Mill
quoted in Bronk 2009: 54)
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The Limited Value of Abstract Theory

Abstract theory, which formed a central element of Classical eco-
nomic science, will only provide limited policy guidance.> Economic
policy requires an integral knowledge of the practical, including
issues that go far beyond the confines of economic science. Given
these constraints, economic scientists should refrain from using
scientific rhetoric to link policy conclusions with constructed the-
ory unless their expertise extends far beyond that bounded space.

Classical Liberal methodology was deeply embedded within the
Classical tradition. As Myrdal remarks:

John Stuart Mill wanted to restrict the scope of economic sci-
ence to the study of the factual and the probable. Senior had
forcibly argued for the same view in his inaugural lecture when
he succeeded to the newly created Oxford professorship in eco-
nomics, and he never tired of reiterating the same thesis in his
later writings. He expressly stated that the economist’s “conclu-
sions, whatever be their generality and their truth, do not autho-
rize him in adding a single syllable of advice.” (Myrdal 1954: 3)

Classical Liberal methodology was not fixed; it evolved over time.
A consistent strain of this approach was grafted onto the subse-
quent development of economics in the decades following Mill’s
approach, and aspects of this methodology continued to be main-
tained by many economists throughout the 1940s and into the
1950s. Thus, a branch of what is often denominated as neoclassical
economics (taking its guidance from Alfred Marshall) can fall com-
fortably within our Classical Liberal classification. Individual econ-
omists of this era, operating in much the same fashion as would befit
a disciplined cohort of myrmidons, fought to retain these princi-
ples.’ They methodically engaged in a process of professionaliza-
tion along these lines, a strategy they viewed as being intrinsic to
any future success of the discipline. Leaders of this movement, who
attempted to transform economics into an exclusively academic-
based discipline, included such notable figures as Marshall and
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Sidgwick. Both insisted on preserving the Classical Liberal tradi-
tion (at least in a configuration consistent with their aims) while
initiating a transformation of these techniques. They succeeded
in guiding a portion of the thinking that framed political economy
through much of the first half of the twentieth century. These rele-
vant departures from the previous accepted tradition are now rec-
ognized as the beginnings of what would later blossom into neo-
classical economics.*

The point brought into a state of almost bas relief here is that the
Classical Liberal approach was, and remained, sufficiently flexible
to accommodate the evolution and formalization of economic the-
ory. Its very ambiguity and lack of multiple dictated norms allowed
a wide range of views and techniques to prosper within its shelter-
ing shade.” Consequently, the responsibility for any general dis-
missal of this perspective lies not with any intrinsic methodological
inconsistencies, but with the movement to formalize or mathemat-
icize economics. Thus, the onus lies in the way in which the result-
ing formalized version of economics was used to evaluate and shape
policy. In the Classical Liberal method, formal theory was some-
thing to be conscious of, to be kept in the back of one’s mind as
difficult policy issues were confronted. But it was secondary to ed-
ucated common sense, and the method required one to be clear
about the judgments one was making in applying a particular model,
and in deciding which assumptions were reasonable and which were
not. Applied policy economics had to explicitly deal with all such
issues, which meant that no firm policy conclusion followed from
scientific theory. In policy, science played only a supporting role.
However, in what would increasingly become associated with the
neoclassical method, that would change and scientific theory would
occupy center stage within the realm of policy thinking.

Classical Liberalism’s Moral Philosophical Foundations

Classical Liberalism composed a philosophy transcending the rel-
atively narrow boundaries defined by economics. Economics pro-
vided only a limited portion of a broader exploration occurring
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within the borders characterizing social science. Consequently,
economic science, if strictly defined, represented an even smaller
subset of a broader social science. The core material of economic
science was necessarily restricted to limited investigations that per-
tained only to those questions that related directly to material wel-
fare. Since policy considerations went beyond these relatively nar-
row constraints, scientific economic analysis composed only a small
part of policy formation. The implication flowing from this neces-
sity required that any applied methodology had to be broadly in-
clusive of factors extending beyond the narrow grasp of economics
as a scientific pursuit. Formulating policies that could yield poten-
tially productive results involved developing principles grounded
in a blend of moral philosophy and cultural sensibilities that could
be combined with practical and institutional knowledge.

Within the Classical Liberal cosmology, certain key objectives
and principles defined this approach. Individual freedom, bolstered
by the constraining pull of rights and responsibility, formed the
unarguable core of a constructed moral and philosophical per-
spective. Judgments went beyond simple fact or the limits imposed
by what could be scientifically proven. In this Classical methodol-
ogy, only decisions that were sufficiently consensual could form a
workable policy basis. However, the very method by which these
agreements were reached rendered such judgments time- and place-
specific. A successful policy was almost inevitably incapable of being
effectively generalized, or of being extended indefinitely.

Because the field seemed defined by these impenetrable barri-
ers, successful professionalization was viewed as requiring separate
and different divisions of the subject. For these Classical Liberal
economists, the actual science of economics extended no further
than the limits defined by a number of developed theories, along
with associated empirical findings. This realm could be carefully dif-
ferentiated from a more normative division of economics grounded
in moral philosophy and statesmanship. Last, an art of economics
involved the deft use of judgment, allowing for contextually spe-
cific policy recommendations. These applied outcomes reflected
viable results from the other two branches without involving any
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immediate or explicit connections. This tri-partite perspective quite
naturally existed only as a target for aspiring economists of the
nineteenth century. In actual practice, the tendency to stray from
any strict adherence could be realistically expected, but the ac-
knowledged goal involved straying as little as possible from this
designated path.®

Since policy was so interconnected with differing aspects of
life, positions could not be legitimately justified by any conclusions
drawn directly from the science of economics. For example, system-
atic support for an entrenched laissez-faire policy, and any other
mounted defense of markets, could not be based on theoretical te-
nets that dissected market mechanics. Rather, their legitimacy was
grounded in philosophical and historical principles. These tenets
were in turn laced with judgments dependent upon the observed
nuts and bolts of practical experience. Markets were neither a di-
vine dispensation nor were they deemed inherently infallible. Ac-
cordingly, displaying a preference for markets could not depend
upon, or be argued from, theoretical conclusions.”

Laissez-Faire as a Precept

In Classical terminology, laissez-faire was a precept—a judgment
about policy based on issues that went far beyond economics and
thus was not capable of being determined by economic scientists.
Precepts, by definition, were inherently debatable. In fact, intel-
lectual honesty compelled such issues to be debated regularly in a
manner that helped those involved reach some level of understand-
ing and agreement. Insight, rather than the directed demolition of
opposing standpoints, reflected the compelling objective defining
Classical economists. Limited precepts rested on the observed
operative case, grounded upon the best available evidence. This
understanding was dependent on the closest estimate of what an
impartial spectator would be most likely to conclude. Thus, the
Classical Liberal justification for relying on market mechanisms is
very close to the way that commentators have historically justified
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the institution of democracy. Markets cannot be expected to achieve
anything resembling optimal results. They are simply preferable
given the even less salubrious available alternatives.®

Cannan attributed his support for the market mechanism to
skepticism about the available alternatives rather than any ar-
dent enthusiasm for its workings. “Modern civilization, nearly
all civilization, is based on the principle of making things pleas-
ant for those who please the market and unpleasant for those
who fail to do so,” he observed in An Economist’s Protest, “and
whatever defects this principle may have, it is better than none.”
(Burgin 2012: 18)

Classical Liberal thought escaped the accrued perils of either deify-
ing or fetishizing markets. Similarly, within this framework, laissez-
faire derived its justification in much the same fashion. Support for
laissez-faire was not a theoretically derived policy resulting in any-
thing resembling an optimal outcome. Instead, it reflected a view-
point that took into account the limitations and inherent difficulties
of satisfactorily accomplishing certain objectives through the inter-
mediation of the state. Judgments levied were necessarily specific
to the era in which they were made. Based on prior experience,
there loomed the distinct possibility, as conceived by these formu-
lators of practical policy, that state action, whatever its professed
intentions, would deviate considerably from its proposed benefi-
cial objectives. This empirically grounded version of policy forma-
tion, as perceived by these economists, accorded all too closely
with the past historical record.” The conclusions to be drawn from
that record encouraged extreme caution when confronted by any
form of government intervention. However, the perceived need to
exercise such caution did not automatically mutate into a discern-
ible imperative to provide markets with a dangerous sheen of infal-
libility. Mill makes this point clearly:

There is, in fact, no recognized principle by which the propriety
of government interference is customarily tested. People decide
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according to their personal preferences. Some, whenever they
see any good to be done, or evil to be remedied, would willingly,
instigate the government to undertake the business; while others
prefer to bear almost any amount of social evil, rather than add
one to the departments of human interests amenable to govern-
mental control. (Mill 1947 [1859]: 9)

As previously indicated, Classical Liberals dealt with the ambigu-
ous nature of prescriptive economics by strictly separating a branch
of economics that might fit the classification of a science from the
remainder of their research and investigation. That branch focused
on developing a deductive model of the economy based on assump-
tions of rationality and self-interest. It was a model that could not
be proven, nor was it a model that they believed fit reality, which
was far more complicated. But since it was based on logic, it was
a model that could be debated in terms of its logic, hence separat-
ing it from discussions that were more value-driven. That strategy
worked only as long as the scientific model was not applied directly
to reality. Doing so allowed someone who opposed any model-
drawn policy conclusion to say—your logic is correct, but your as-
sumptions are wrong, or your empirical evidence is faulty. By fo-
cusing on assumptions limiting the scientific model’s applicability
to policy, economists with different values were conceded the right
to debate economic policy issues in relation to these models. They
were excused from embedding their debates about the models
within broader debates concerning values."

Policy analysis was to be done in the branch of economics that
Mill referred to as the “art of economics.”" The attempt to bifur-
cate policy in this manner was intended to insulate the science of
economics (and its search for the truth) as much as was humanly
possible, from the inevitable intrusion of values when theory con-
fronted reality. Even though they recognized that it was impossible
to perfectly separate individual values from scientific analysis, they
believed that, with some focused finesse, the problem could be sig-
nificantly reduced. Employed as a working methodological heuris-
tic, this pragmatic approach might be able to better move the debate
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forward. Classical Liberal methodology was accordingly designed
to encourage and maintain that separation.

In developing a separate policy branch that went far beyond the
boundaries limiting economic science, these early Classical econo-
mists recognized the irrefutable fact that relevant events unfolded
within an historical context. Economic principles required careful
judgment, demanding insight honed through experience, if it was
to be applied with any degree of success. Policy was necessarily his-
torically and geographically based. Thus, it exuded an intrinsic un-
predictability. “The usefulness of history is not in giving us rules
which can be made the basis of inference and prediction, it is not in
this respect a science but rather an art” (Knight quoted in Staple-
ford 2011: 26). The science of economics was infused with logic. It
involved a search for truth and, given the undeveloped state of em-
pirical and statistical techniques of the time, was essentially a mat-
ter of logical deduction. “Economic laws, like other scientific laws,
state a tendency, a result which would follow if certain conditions
are present” (Knight quoted in Medema 2011: 154). Essentially, the-
ory failed to provide a path to any specific policy position whatso-
ever. As Myrdal noted in our earlier discussion, Nassau Senior, one
of the earliest Classical Liberal economists to specifically consider
methodology, emphatically made this point. He wrote:

(An economist’s) conclusions, whatever be their generality and
their truth, do not authorize him in adding a single syllable of
advice. That privilege belongs to the writer or statesman who has
considered all the causes which may promote or impede the gen-
eral welfare of those whom he addresses, not to the theorist who
has considered only one, though among the most important of
those causes. The business of a Political Economist is neither
to recommend nor to dissuade, but to state general principles,
which it is fatal to neglect, but neither advisable, nor perhaps
practicable, to use as the sole, or even the principle, guides in
the actual conduct of affairs. (Senior [1836] 1951: 2-3)

For Senior, as well as for most early Classical economists concerned
with methodology, the economic science of the time evolved as a
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branch of deductive logic.'* The pure science of economics, at least
during that period, involved the development of theorems from
almost self-evident first principles. But, as Senior makes clear, eco-
nomic theory was not meant to provide a direct link to policy pre-
scriptions.” To move with any discernible justification from the
theorems developed by the scientific branch of economics to the
principles useful for the policy-relevant branch, Classical econo-
mists generally subscribed to the belief that in this regard, one es-
sentially had to rely on the limits imposed by the type of judgment
provided by an educated common sense, at least insofar as it was
honed by logical application."* Since institutional knowledge was
required to apply theory to the real world, and since institutions
changed over time and place, it was impossible to devise time- and
place-specific recommendations. Policy recommendations had to
be contextual. Discussing a given policy in an applicable manner in-
volved different, and not necessarily transferable, skills than those
required when constructing economic theories.

The Classical Liberal Argument against Paternalism

Another aspect defining Classical Liberalism was its assumption
that an individual was intrinsically more qualified to recognize what
lay in his or her best interest than some outside, vested authority.”®
The foundation for this assumption was introspection. Thus, the
approach was based on normative judgments evaluating those who
could make decisions about what was good for someone else. It was
not seen as some scientifically proven fact, but rather existed as a
judgment that could, and should, be debated. But, to move forward
to policy formulation, some individually specific decision based on
self-knowledge had to be made. In Classical Liberal thought, self-
interest was not viewed as reflective of revealed preferences. The
concept of self-interest to be employed in formulating policy was
conjectural. It was what someone who had specialized in moral
philosophy would arrive at, if placed in that person’s shoes. Thus,
it could differ from what people wanted for themselves. But since
the impartial spectator mechanism was highly imperfect, whenever
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this conception of self-interest differed from that defining a given
individual, policy makers needed to exercise caution.

Thus, Classical Liberal economists hesitated before accepting
any strong form of paternalism, the lingering belief that an outside
power could somehow surmise what was best for others.'® They
held that, generally, actual policies based on such paternalistic views
were almost inevitably hiding, perhaps unknowingly, ulterior, and
often far from beneficent, motives. Adam Smith refused to mince
his words or qualify his objections in this regard. Responding to
arguments from businessmen that markets necessarily require reg-
ulation, Smith did not say that they were categorically wrong and
such actions should never be implemented. Instead, he argued that
such proposals “ought never to be adopted, till after having been
long and carefully examined, not only with the most scrupulous,
but with the most suspicious attention” (Smith 1937: 250). The
problem attached to such proposals is that they “come ... from an
order of men, whose interest is never exactly the same with that of
the public, who generally have an interest to deceive and even op-
press the public, and who accordingly have, upon many occasions,
both deceived and oppressed it” (ibid.). Whether markets were
efficient or optimal in any precise sense that could be sufficiently
captured by empirical or theoretical models held only a minimal
degree of importance when evaluating the proposed justifications
for markets and market solutions. Such considerations generally
failed to greatly sway the direction of policy proposals provided by
Classical Liberal economists.

As noted, the working assumption that designated individuals
as the best judges of their own welfare and advantage remained
inherently a subject of debate. Such claims could not by their very
nature be ultimately resolved. Perhaps unfortunately, assumptions
of that ilk necessarily formed an intrinsic component of policy for-
mulation. Any resolution of this perplexing impasse could never
claim to be optimal or scientifically grounded. The best one could
hope for was a practical, pragmatic solution. Ultimately, the ap-
proach disavowed any definitive or scientific certainty when it came
to policy. This allowed several generations of economists the chance
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of not supporting broadly generalizable policies, which might be
viewed as flowing directly from the tenets of economic theory."

The theorist not having definite assumptions clearly in mind in
working out the “principles,” it is but natural that he, and still
more the practical workers building upon his foundations should
forget that unreal assumptions were made, and should not take
the principles over bodily, apply them to concrete cases, and
draw sweeping and wholly unwarranted conclusions from them.
(Knight 1971: 11)*®

Clearly these Classical Liberals did not subscribe to any unqualified
and unwavering set of beliefs. Instead, they simply insisted that
whatever people favored was that which they felt left them better
off. However, vices by definition could not lead in that direction.
Consequently, Classical economists were quite willing to classify
some levels of activities as being better than others."” A good life
involved much more than just consuming as much as possible.
Classical Liberals saw their policy role not as insisting on, or even
compelling, people to follow prescribed behavior, but rather con-
vincing people by means of incisive argumentation to choose cer-
tain goals.*

Thus, Classical Liberals would clearly recognize the need for ar-
riving at a composite social welfare function. However, they would
insist that the one proposed should not subsequently be imposed
by any group on any others. Such a clear violation of individual lib-
erty would be apparent and unacceptable. Arguing for an optimal,
one-size-fits-all, outcome would be in direct contradiction to their
fundamental faith in supporting individual choice whenever pos-
sible. From a Classical Liberal perspective, a formal social welfare
function could never become operational. This particular formal-
ization clearly was not an acceptable way to add values to econo-
mists’ policy analysis. The best that economists could hope for was
to develop a more informal set of judgments relating to an impartial
spectator’s view of social welfare. Such a result would be arrived
at through discursive argumentation for the sake of heaven. Agree-
ments arrived at through philosophical, rather than scientific, de-
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bate should form an essential component of economic policy anal-
ysis. That philosophical debate would require going beyond selfish
interest. Instead, participants would consider issues from as impar-
tial a perspective as possible.

It is similarly the case with policy. Setting up impartial rules of
the game required impartial political groups. When following self-
interest, groups would almost always attempt to structure policy in
a fashion that was self-beneficial. They would justify it as being im-
partial even while levying a distinct cost on others.” That could be
expected from all concerned. Consequently, one needed some way
of insuring that decision makers would be following social goals
that an impartial spectator might support. Alternatively, one needed
rules that provided checks and balances in political fights that cor-
responded to the checks and balances competition provided in
economic fights. The goal was to create constitutional rules govern-
ing policy that pitted one selfish interest against another. Doing so
would drive people to compromise on a policy that reflected what
an impartial spectator might support. Where such rules could not
be established, then the reasonable option was to create rules that
limited government policy intervention.* It was such judgments
thatled Classical Liberals to support a laissez-faire approach as their
default policy. The case for intervention had to be strongly argued
and the probabilities of a desirable outcome sufficiently proven.
The difficulty attendant in determining policy goals, and the intri-
cacies involved in their application, caused these Classical Liberals
to adopt a correspondingly more circumspect position.*?

The Rationality Assumption

Instead of comprehending rationality as leading to a position that
provided unequivocal support for market mechanisms, and a cor-
responding opposition to government intervention, Classical Lib-
erals considered the rationality assumption to be useful as a logical
tautology that helped to structure their thinking. Whatever people
did could be classified as logical, as long as the model allowed a
sufficiently wide range of preferences.”* Where actions might not fit
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narrow interpretations of self-interest, these were replaced with a
broader interpretation that encompassed the achievement of so-
cial goals. Psychic income, under this consideration, was not only
allowed to drive actions, but was expected to do so. Consequently,
motivation was not restricted to monetary income alone. Empiri-
cal monetary measures would not be an acceptable measure of wel-
fare or of rationality except for a small subset of issues. Maximizing
individual monetary income or societal GDP was not synonymous
with acceptable policy goals. Any action could be interpreted as
fitting this broad-based rationality assumption. This wider inter-
pretation transformed the rational homo-economicus model from
a scientific construct that could be empirically tested with market
data to an all-encompassing analytical framework. It definitely no
longer was a model that could be used as the main gear in a ma-
chine for grinding out policies.

As Classical economics evolved into Neoclassical economics, the
mantle adorning John Stuart Mill, who in many ways defined the
tradition, was passed on to Alfred Marshall, the dominating figure
in the world of British economics from the 1890s to the 1920s.** In
his primer on the subject, Marshall (1890) attempted to blend a
Classical Liberal methodology with what could be considered to be
more progressive, scientific developments in the realm of theory.
In doing so, he remained ultra-cautious about making any strong
claims or drawing any conclusions concerning the implications of
theory for policy from these newly developing analytic techniques.
These breakthroughs were providing insights into complicated prob-
lems of constrained optimization. Most early Neoclassical econo-
mists in the United States, including many Chicago economists of
that time, identified with Marshall and followed his more tentative
approach.?® This Marshallian method viewed economic theory as
simply one among a number of tools to assist thinking. It remained a
tool that was incapable of delivering much in the way that conveyed
direct policy relevance. Decisions of such complexity inevitably in-
volved issues that transcended economics.”” For his part, Marshall
did offer a subtle mixture that blended Classical methodology with
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newly developed Neoclassical tools, theories, and techniques. As
we will see in later chapters, the Marshallian Classical Liberal ap-
proach would eventually be abandoned. By the late 1940s, it would
be dismissed as outdated by the then cutting-edge economists.

Marshall died in 1924. His disciples and successors, while still
following his general methodological approach, were clearly less
committed to it. For example, Arthur C. Pigou, who assumed Mar-
shall’s Chair at Cambridge, developed a more technical analysis that
integrated general equilibrium issues into an analytic framework.
Pigou started drawing broad general policy implications (such as
concluding that decreasing cost industries should be subsidized)
from his technical analysis. In his Economics of Welfare, Pigou (1920)
presented his analysis while drawing out its policy implications.
However, a careful reading of this work reveals that he specifically
pointed out the enormous qualifications upon which his arguments
were based.”® He emphasized that his efforts were realistic or fruit-
bearing science, not the pure or light-bearing variety. This caused
him to add significant qualifications to his welfare policy principles.
But these qualifications tended to be forgotten. Soon, many econo-
mists began treating welfare economics as a formal guide for policy.
As the 1940s ended, a new modern era in policy analysis had ar-
rived, as reflected in this comment by George Stigler.

It should be a cause for self-congratulation, no doubt, that we
modern economists find so little to learn from the classical eco-
nomics. In our apprenticeship we are still sent back to read
Smith, with pleasure, and Ricardo, with torment, and Mill, with
less predictable feelings. But the classical economics seems
now to have become some sort of substitute for the classical lan-
guages. We may or may not acquire erudition, but usually we
acquire the conviction that we can learn little about our working
technique from the classical economists. (Stigler 1949c: 25)*°

As a guide for policy, Pigou’s welfare economics suggested a much
larger role for government than would have made most of the ear-
lier Classical Liberal economists comfortable. That larger role was
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not necessarily inconsistent with Classical Liberal precepts, which
accepted that the role played by government within the marketplace
did not follow directly from theory but was derived from broader
social judgments. These could change over time, and they did change
in the 1930s. Faith in markets waned as the Great Depression took
hold. Faith in government waxed as government structures were
improved upon, becoming more closely aligned with democratic
ideals. Governments appeared to be doing more good, or at least
trying to do more good, than had previously been conceded. More-
over, some of the more egregious uses of government power by
vested interests seemed likely to decrease or be effectively con-
tained. Governments appeared to be listening to economists, which
economists naturally interpreted as a positive sign. Consequently,
the sensibility of economists with regard to government gradually
shifted in tandem with changes appearing in the general sensibility
of society itself.

This change placed the Classical Liberal laissez-faire precept out
of sync with the prevailing environment. Ideally, Classical Liberal-
ism should have been able to adjust its prevailing precepts since its
methodological approach imposed no theoretical straightjacket
in terms of permissible policy positions. Laissez-faire was only an
accepted precept upon which reasonable people could disagree. It
was not a scientific theorem. This sense that Classical Liberalism was
not bonded to laissez-faire policies goes back at least to the time of
Adam Smith. As Steven Medema (2009) and others have pointed
out, Classical economists were not inherently anti-government in
their policy positions. The later visceral reaction to Smith by ideo-
logically motivated market advocates such as Murray Rothbard
underlines this point. Within this narrow framework, Rothbard
felt justified in labeling Adam Smith as some sort of proto-socialist.
Though noticeably skeptical about the effectiveness of market med-
dling and what officials could hope to accomplish, Smith recog-
nized that situations and instances must be evaluated for what they
are. Transforming perceived circumstances into desired prescrip-
tions by the employment of strictly ideological lenses would not
prove productive.’® Therefore, when perceptions of government
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changed in the 1930s and 1940s, one would expect Classical policy
precepts to change as well. These perceived alterations would re-
flect shifting sensibilities, rather than scientific truths. However, as
we will see, during the 1930s and 1940s, Classical Liberal methodol-
ogy was increasingly abandoned. Instead, policy became connected
to science, transforming policy debates into scientific controversies.
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Chicago Tradition

Beginning sometime in the 1930s, the economics profession es-
sentially abandoned the Classical Liberal methodology that we ex-
plored in the last chapter. In this and the next four chapters we con-
sider that abandonment by using the University of Chicago as a case
study. In this chapter we return to the beginning of economics at
the University of Chicago in order to explore the development of a
Chicago tradition. Then in the next chapters we consider how that
original Chicago tradition evolved into the postwar Chicago School
of economics.

The Germination of the Chicago Tradition

The Chicago tradition begins with James Laughlin, the first chair
and founder of the department in 1892.! He put his stamp on Chi-
cago economics in ways that would serve to nurture future gener-
ations but would also prove to be regrettable.> Laughlin, during
his sometimes controversial career, placed himself well within the
boundaries defining Classical Liberalism. Individuals such as Laugh-
lin seem to harbor a proclivity to be contrarian, almost by reflexive

36
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reaction to their environment. They are instinctively suspicious
when confronted with any received, or unquestioned, wisdom. The
consciousness of such individuals lies in an almost automatic re-
fusal to accept any claim at face value.?

Laughlin demonstrated this trait to an almost startling degree.
He seemed to seek out controversy, hoping to somehow unearth
opposition even when and where none seemingly existed. Laughlin
was one of those often irritating but also useful people who enjoyed
stirring up the status quo, thriving on the reactions and the contro-
versy he managed to provoke.* But he was nevertheless consis-
tently committed to an unstinting openness of inquiry, no matter
through what uncharted paths such efforts might lead. Thus, when
filling positions in Chicago’s newly created department, Laughlin
sought out those he viewed as possessing the potential to evolve
into the select shining lights that would adorn the profession. Tal-
ent tended to trump ideology or even perspective. Holding reli-
giously to this principle led him to largely ignore the distinct con-
tours, economic viewpoints, or discernible ideological leanings of
those he hired. Many who found shelter, if only temporarily, at Chi-
cago could easily be classified as outside the prevailing mainstream
of the profession, the rebels who were often eyed with gimlet-like
suspicion by the East Coast bastions of authoritative wisdom.® Ac-
cordingly, Chicago’s reputation for honoring maverick opinions and
heterodox viewpoints seemed to be imprinted on the department
at birth.

Laughlin helped create the persistent, but at times quite mis-
leading, appearance that identified the Chicago department as a
virulent breeding ground of ultra-conservative thought, tarred by a
predilection for ideologically tinged policy prescriptions.® Laugh-
lin, an inveterate stirrer, also embodied the second element that
would become implanted within a developing Chicago tradition.
This tendency might best be labeled the dog and fire hydrant ap-
proach to scholarship. The Chicago contingent, no matter what
their underlying viewpoint or treasured beliefs, demonstrated an
almost irresistible urge to treat all existing institutional structures
and tenets as nothing more than targeted rows of convenient fire
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hydrants. Consequently, they accorded these supposedly unassail-
able foundations the corresponding and requisite degree of respect
they were perceived to have earned. This meant that within their
academic sphere of action, nothing was truly sacred, nor would any
theory, principle, or assumption be accorded an undeserved de-
gree of irreproachable reverence. Debates and discussions were
laced with an almost unwarranted level of ferocity where the ob-
jective would appear to be the total demolition of any and all en-
trenched positions and opposing viewpoints. With academics de-
scending into tactics more characteristic of combat sports than
sedate seminars, little was done to actively encourage rays of rea-
soned insight or prudent harmony to enlighten the proceedings.

As the guiding spirit of this hatchling department during its for-
mative years, Laughlin seemed to live for and breathe controversy
with an ease natural to his disposition. His tenure at Chicago dis-
played a consistency of temperament. Almost instinctually, he skill-
fully managed to alienate much of the professional establishment
by publicly scorning the recently initiated American Economic
Association, while having the concomitant gall to set up his own
upstart house organ, the Journal of Political Economy (1892). He did
so in deliberate defiance of, and in competition with, the legiti-
mately acknowledged American voice of economics, the Quarterly
Journal of Economics (1886). This oldest of economic journals was
produced by the members of the undisputed American giant of the
profession, Harvard, a university manned by its orthodox choir of
irreproachable gentlemen scholars. Thus, the seeds of the contest
between the Eastern Establishment and the upstarts manning this
Provincial Outpost were planted and nurtured from the very first
years, defining the new Chicago department.’

Laughlin sought to gain instant notoriety, as well as widespread
recognition, for his fledging department. Part of that strategy, as
pointed out previously, entailed the deliberate positioning of Chi-
cago as an academic sanctuary for the inveterate mavericks of the
profession. In accord with his own Liberal values, he ensured that
this new department would be open to the profession’s outsiders,
especially those with somewhat unacceptable leanings. Rather than
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paying a requisite obeisance to orthodoxy, insight and merit ruled
when making appointments. Where other institutions might be re-
luctant to give such scholars their necessary recognition, Laughlin
valued originality and innovative thinkers. Thorsten Veblen, among
the department’s early members, was a classic example, encapsu-
lating in a multidimensional way what it meant to be on the outside
looking in. Laughlin is described as having “a genuine interest in his
students, passion for scholarship, a gift for recognizing distinction
even in persons with whose views he disagreed and a wide cultural
knowledge extending far beyond the frontiers of his subject” (Nef
1967: 780).

Because of his contrarian nature, Laughlin constructed his new
Chicago department to be a school of outsiders with an ingrained
critical stance toward orthodoxy. Over the years, that sense of Chi-
cago as a brotherhood of outsiders® would develop and evolve, but
it would remain as a defining feature.” Chicago became a depart-
ment in which such luminaries as Wesley Mitchell and Thorsten
Veblen could equally thrive during their Midwest sojourns.'® Once
Laughlin left, the same perspective continued to survive, having
been thoroughly entrenched during those initial decades. This
unique enclave would later embrace a Polish socialist, Oscar Lange,
as well as a cantankerous and garrulous backwoods Tennessee boy
like Frank Knight." “[ Laughlin] assembled around him many of the
best economists of his day regardless of their political or theoretical
leanings” (Emmett quoted in Overtveldt 2007: 25). Laughlin’s open-
ness to uncongenial ideas was accompanied by a notably cantanker-
ous aspect to his own character (as is often the case) which spilled
over into his professional behavior. He found it difficult to avoid the
dubious pleasure of quarreling with, and defeating in armed rhe-
torical combat, his erstwhile peers in the economics discipline.
While remaining open to other viewpoints in his appointments, a
finely honed competitive spirit led him to battle to win debatesin a
pointedly opportunistic fashion, whether justified or not.

Laughlin’s approach to argumentation differed substantially
from Mill’s “argument for the sake of heaven” approach. In Mill’s
approach, argumentation was meant to further understanding. If
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opponents couldn’t clearly state their thinking logically, one was
obliged to assist them in clarifying their thoughts by making the
associated argument as strong as possible. The ultimate goal of
argumentation from this standpoint was collaborative, rather than
competitive. The objective was to facilitate the emergence of the
best idea, which may or may not have been the idea one supported
when initially entering into the argument. Argumentation was a
means that could be employed to find a reasonable approximation
of truth, not a means of marketing a known and incontrovertible
truth to a resistant opposition.

In the case of any person whose judgment is really deserving of
confidence, how has it become so? Because he has kept his mind
open to criticism of his opinions and conduct. Because it has
been his practice to listen to all that could be said against him, to
profit by as much of it as was just, and expound to himself, and
upon occasion to others, the fallacy of what was fallacious. Be-
cause he has felt, that the only way in which a human being can
make some approach to knowing the whole of a subject, is by
hearing what can be said about it by persons of every variety of
opinion, and studying all modes in which it can be looked at by
every character of mind. No wise man ever acquired his wisdom
in any mode but this; nor is it in the nature of human intellect to
become wise in any other manner. The steady habit of correct-
ing and completing his own opinion by collating it with those of
others, so far from causing doubt and hesitation in carrying it into
practice, is the only stable foundation for a just reliance on it: for,
being cognizant of all that can, at least obviously be said against
him, and having taken up his position against all gainsayers—
knowing that he has sought for objections and difficulties, instead
of avoiding them, and has shut out no light which can be thrown
upon the subject from any quarter—he has a right to think his
judgment better than that of any person, or any multitude, who
have not gone through a similar process. (Mill 1947: 20)"

Laughlin’s approach to argumentation was never intended to be
collaborative. Confrontational and stubbornly marked out posi-
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tions informed his implicit strategy of turning academic differences
into something best settled in a bear pit. The negative sum thinking
of the courtroom seemed to dominate over the more positive sum
type of exchange encouraged by Mill. What mattered was one’s
success in entirely demolishing and embarrassing a targeted op-
ponent. As described by one of his younger colleagues (Harold G.
Moulton):

[Laughlin’s] real shortcoming both as a writer and a teacher lay
in the fact that he employed debating tactics which were unfair
to those whose theories he was attacking. He never stated the
other fellow’s case in a genuinely sympathetic way ... He usually
stated it at its worst and then attacked the logic. (Bornemann
1940:19)"

This confrontational approach to argumentation would be adopted
by subsequent Chicago School economists. Much more than mere
rhetorical posing, these strategic tactics would play their part in
undermining any remnants of the once dominant Classical Liberal
methodology at this Midwestern outpost. Specifically, the ele-
ments that would coalesce during the postwar period to become
the Chicago School* reflected this stormy bit of history. These
links with the past implied a decided tendency to replace an open-
ness to different ideas and heuristics with a style of lawyer-like rhet-
oric designed to win arguments. Chicago advanced this approach
even at the cost of overwhelming any attempt to advance knowl-
edge, whether accomplished systematically or not.

Chicago between the Wars

The University of Chicago economics department, like Gaul,
was divided into parts. Knight and Viner were the theorist patri-
archs and rivals. Paul Douglas was the more-than-token liberal.
Henry Schultz represented the wave of the future in economet-
rics and mathematical economics. Henry Simons, critic of the
regulated state and advocate of redistributive income taxation,
was in Knight’s camp. Although Aaron Director began in the
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Douglas workshop, his heart was with Knight. Indeed Frank
Knight was the irresistible Pied Piper. For five years—from the
time I [Paul Samuelson] was sixteen until I was twenty-one—I
was bewitched by Knight. The cream of the graduate school—a
Stigler, Friedman, Wallis, Homer Jones, or Hart—downplayed
the Vinerian sagacity and erudition. Schultz, an earnest pioneer
who lacked in self-confidence and brilliance, was in the rear, pa-
tronized by the arrogant youth of the day; that did not add to his
serenity or sureness of judgment. (Samuelson 2011: 590)

Key intellectual leaders at Chicago during the interwar period in-
cluded, but were not limited to, Frank Knight and Jacob Viner.
Both navigated comfortably beneath a broad Classical Liberal tent
without staking out the same, identical neighborhood. Knight main-
tained a verbal philosophical approach that eschewed the theories
widely propagated in the 1930s. In fact, he refused to place any sub-
stantial value on empirical work."” Viner willingly embraced cer-
tain aspects of the theoretical breakthroughs of that period (though
certainly not the work of Keynes and those allied with him). Al-
though an early user of statistical and empirical work, he remained
skeptical regarding its reach.' Viner never claimed that his theoret-
ical work acted as a direct bridge to policy conclusions. Neither one
of these two economists could fruitfully be classified as a simple
conservative or ideologue.

In contrast to the postwar Chicago School, it would require a
stretch of the imagination to assert that in the 1930s the Chicago
department marched in lockstep or anything resembling unison,
whether concerning matters of theory or of policy. But, as a vestige
of its previous hold on thinking, in interwar Chicago, Classical Lib-
eralism remained a methodological approach devoid of any litmus
test as far as politics or policy extended."” Interwar Chicago was
by design eclectic, allowing its members to find their own paths. If
anything, the department’s vitality and diversity in the 1930s were
eagerly fed by streams of refugee academics escaping Hitler’s en-
croaching Reich and Jews otherwise hemmed in by the more pro-
nounced anti-Semitism at eastern redoubts such as Harvard, Yale,
or Princeton.'®
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I think the way he [George Stigler] worked was more similar
to Jacob Viner than to Frank Knight. The sort of economics he
did was more like Viner’s custom theories and so on, which were
empirically based. Knight would not look at any data. In fact,
Frank could hardly be convinced by any data. Like inequality.
Knight always thought inequality was growing in the United
States while all the evidence up until 1970 said it was falling. And
Stigler and Friedman and others would point this out to Knight,
and George told me this, Knight would say “yes, yes” but next
time he’d say the same thing. So, I guess, he differed with Knight
in this regard but that was not unusual. He began to differ with
Knight in a lot of respects. I'm saying he becomes more like
Viner. Look at Viner, early on in Viner’s own dissertation on
international trade, he is already testing the Canadian and Amer-
ican data. George became a big, empirical testing guy. As with
Friedman, Viner was the greater influence. Not Knight. (Con-
versation with Gary Becker, October 1997)

The initial abandonment of Classical Liberal methodology occurred
primarily outside Chicago, starting in the 1930s."” Graduate students
and other young economists, perhaps emboldened by the unset-
tled times, embraced the cause of science-based theory and policy
as providing the only reliable basis for either one.”® At that time
of revolutionary thought, only Chicago and the London School of
Economics (where Hayek and Robbins still ruled) provided any
semblance of a sustained resistance to that abandonment in the
postwar era.”! But the change did not occur quickly. Rather, it oc-
curred only as economists trained in a Classical Liberal methodol-
ogy were replaced by younger, “scientifically trained” economists.
Not until there was an effective replacement of the old guard in
Chicago could there be a substantial shift in the approach practiced
throughout the department.*

The more discernible change occurred during the 1950s and
’60s. By the 1960s, at least at a superficial level, it was believed that
little remained to be gathered from the thoughts of those who had
founded the discipline of economics. Thus, to these modern econ-
omists (circa 1949), knowledge of their thoughts and their approach
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could yield nothing of value other than a tiresome display of erudi-
tion. The past, in this understanding, offered little that could assist
the young cohort of newly coined economists seeking to change
the world. Stigler (1949a), in his own inimitable fashion, manages
to pinpoint, at least indirectly, the way in which the profession had
clearly shifted away from the tenets of their economic ancestors. In
doing so, they fancied that they were productively eliminating the
welter of bare assertions that had heretofore plagued the profes-
sion. These pronouncements, no matter how vigorously articulated,
had lacked any sturdy theoretical base or empirical foundation. The
World War, washing away the false accretions of the past, had seem-
ingly ushered in a brave new world in which economists would fi-
nally be capable of fashioning economics, and the policy dependent
on its findings, into a true science.

It was within this setting that the Chicago School of Economics
emerged. Led initially by Milton Friedman and later joined by his
close friend George Stigler, this noticeably younger cohort rapidly
endorsed the movement that sought to place economics, including
derived policy, on a scientific footing. For economics at this partic-
ular historical juncture, the choice presented was one of whether or
not to wholeheartedly embrace the future.

Chicago Rising: A School Is Formed

I sometimes think some of the Chicago people are hopeless.
Well, I wouldn’t include Milton as among the hopeless because
he was smart enough to punch his way out of a paper bag some-
times. But in the end he didn’t want to do so. (Conversation with
Paul Samuelson, October 1997)

Chicago’s eclecticism, and certainly its openness during the inter-
war period, would change after the war.?® All three key architects
of the postwar Chicago School (Milton Friedman, George Stigler,
and Aaron Director),** were students at Chicago during these for-
mative interwar years. As a result of their graduate experience, they
were influenced to a nearly terminal degree by such figures as

printed on 2/8/2023 2:55 PMvia . All use subject to https://wmu ebsco.coniterms-of -use



EBSCOhost -

PLANTING THE SEEDS OF A TRADITION 45

Knight, Simons, and ultimately Viner.*®* However, as time wore on,
they had no qualms in discarding the Classical Liberal methodol-
ogy of their teachers and to varying degrees substituting scientific
certainty for the more pragmatic philosophical uncertainties and
ambiguities emphasized by their predecessors.*® “I think it is mis-
leading to connect Knight with Marx... for I do not think of Knight
as arigid ideologue, jealously imposing conformity on his disciples
and colleagues” (Letter from Don Patinkin to George Stigler, No-
vember 20, 1972). The Chicago School version of economics that
developed in the 1960s did not reflect what those preceding them
had consciously constructed, or what they had tried to impress
upon their students.

However, Knight’s skepticism, along with Laughlin’s wont to
play the self-styled iconoclast, did create something of an arch con-
necting prewar Chicago with its postwar image. Yet the real living
thread between these periods might be more precisely specified by
noting the combative nature of the positions they assumed and the
tenacity with which they conducted their battles. At times it seemed
that they were forerunners of the Vince Lombardi philosophy. “Win-
ning was not the most important thing, it was the only thing.”

MILTON FRIEDMAN: I think you are getting something that
is (a) the atmosphere at Chicago, and (b) intensified by
Knight. That an academic is concerned not with being
diplomatic, not with trying to avoid hurting people’s feel-
ings, but an academic is concerned with saying what’s right.
Telling the truth, or trying to get at it. And if you disagree
with somebody you don’t say “well, now there may be
something in what you say.”

ROSE FRIEDMAN: You may be right.

MILTON FRIEDMAN: You say that’s a bunch of nonsense.

AARON DIRECTOR: Exactly. That’s not surprising. (Conver-
sation with Milton Friedman, Rose Friedman, and Aaron
Director, August 1997)

However, neither shared skepticism nor venomous language did a
distinguishable School make. As noted, the department was a
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mixed medley of various and sometime conflicting methodologies,
ideologies, and techniques. Moreover, the immediate postwar de-
partment also failed to represent a truly separate and recognizably
coherent school for a number of decades. The concept itself of a
distinct Chicago School can best be traced back to Laurence Mill-
er’s 1961 article (Miller 1961). However, George Stigler, now en-
sconced at Chicago after returning in 1958, felt compelled to
brusquely dismiss the piece and question the legitimacy of publish-
ing it in the Journal of Political Economy. However, by the time Stig-
ler (1988) was coaxed (or possibly strong-armed) by Aaron Direc-
tor to write his own intellectual autobiography, perhaps he had
either recognized the value of the burgeoning brand, being the
savvy marketer he had become, or had bowed to what by then was
the acknowledged consensus of the economics profession.”” By the
1960s, and certainly with the shift into the 1970s, avoiding the exis-
tence of a unified Chicago School holding a defining view regarding
theory, policy, and ideology, as well as an almost unique ability to
package and market their identifiable brand of economics, would
be a marked example of willful blindness. Chicago by that time had
clearly mounted the ramparts to repel and push back the postwar
forces of Keynesianism. The department had also taken deliberate
aim at, and acted as a reliable counterweight to, an emerging con-
sensus of microeconomic analysis attempting to place Walrasian
general equilibrium analysis at the very center of economic think-
ing and policy analysis.*®

Economics Outside the Cozy Confines of Chicago

In the profession as a whole, Paul Samuelson unarguably became
one of the early and most influential voices impatient to dump
Classical Liberalism and replace it with a scientifically based policy
view. He had flourished as an undergraduate student at Chicago,
noted for having the temerity to correct Jacob Viner in his famous
graduate course on price theory. However, his bravura performance
displayed in his Harvard PhD dissertation (Foundations of Econom-
ics) and his subsequent reconceptualization of the mainstay intro-
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ductory economics textbook,** transformed him into the champion
of what quickly became the new postwar consensus. This perspec-
tive would deftly don the mantle of modernism, shedding a more
scientifically focused light onto what had previously been an im-
penetrable thicket of policy issues.

Chicago formulated the most significant and effective opposi-
tion to this modern postwar consensus, but by staging that oppo-
sition the school demonstrated that it was deliberately out of step
with the rest of the profession. The reason was not because they es-
chewed the scientific tide that was demolishing all other approaches
to policy as well as theory. Chicago may have lagged a step or two
behind the pioneers of the new modernism, but they displayed few
qualms in dispensing with the Classical Liberal approach. Instead,
they formulated and embraced their own version of economic sci-
ence, which opposed and countered the version of economic science
being promulgated at Harvard and MIT.*® Like their opponents,
those at Chicago didn’t explicitly deny the older approach to pol-
icy. They just proceeded to ignore the practice, as did most of the
profession swept up in the spirit of the times.

Specifically, what would become known as the Chicago School,
whether through a deliberate, conscious strategy or not, abandoned
a central element, intimately connected, at least in an implicit sense,
to the Classical Liberal method.” They saw little cost in doing so, or
ifthey did see a cost, they viewed it as overshadowed by a perceived
need to save society from a surging tide of anti-market obstruction-
ism and collectivist ideology. Such dangers, it was believed, would
inevitably undermine the essential Classical Liberal commitment
to individual freedom. Given this viewpoint, the policy activism
and Keynesianism, based on a version of economic science, had to
be effectively countered at all costs. This transgression, supported
by many economists, was viewed as the first step down a slippery
slope of government intervention, which would lead to the totali-
tarianism foretold by Hayek’s Road to Serfdom (1944).>>

Like its predecessor, this newly hatched version of Chicago con-
tinued to claim Marshallian roots by holding onto a partial equilib-
rium framework, as if this singular tool satisfactorily encapsulated
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Marshall’s intent and purpose.®® Yet their prescribed alternative
to the scientific framework proffered by a Samuelson or an Arrow
was to substitute a regime of rigorous testing of any and all theory
through a process of empirical analysis. What became known as the
Chicago method insisted that any theory must incorporate a test-
able hypothesis, which could then, by a judicious application of
statistical methods, be empirically grounded in terms of its valid-
ity.** This allowed the Chicago School economists to confront their
opponents with what they argued was a more precise and scientific
approach.

This ever-evolving Chicago School, while adamantly insisting
that they had remained steadfastly within a clearly defined Mar-
shallian tradition, professed little interest in maintaining Marshall’s
corresponding Classical Liberal methodology.*® Instead, they per-
ceived the core values of Classical Liberalism to be resident within
a given set of policy conclusions, specifically those they viewed as
unequivocally supporting individual choice and freedom. The need
to protect liberty against the postwar onslaught of collectivism left
little room for concern over methodological niceties. This aspect,
at least from their own constructed vantage point, allowed these
economists to anoint themselves as the rightful heirs of John Stuart
Mill, the acknowledged defenders of individual freedom. In the
postwar era, as the Cold War intensified, maintaining this cher-
ished degree of liberty against the depredations of collectivism was
deemed to be more central to sustaining Classical Liberalism than
an old-fashioned and out-of-date methodology. Liberalism called
out for scientific modernization and Chicago easily responded to
this widely acknowledged imperative.

Consequently, what makes the case of the postwar Chicago
School such a striking example of a fundamental abandonment of
Classical Liberal Economics is the sense in which this tradition was
to some extent entrenched within the Chicago department during
the interwar years. This subsequently burnished framework re-
flected a characteristic imperative defining the preferred approach
of some of Chicago’s most eminent economists.>** Those who broke
from this tradition to form the subsequent Chicago School were
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some of the very same people that had been nurtured by this older
approach during the 1930s. The previous Chicago department, fea-
turing such luminaries as Knight, Viner, and Simons, had fundamen-
tally incubated those who during the postwar period claimed to be
recasting and saving traditional Liberal thought by dispassionately
jettisoning the methodology that formed its backbone. However,
by the time Chicago moved discernibly away from this older strain
of Classical Liberal methodology, the vast majority of the profes-
sion had already preempted its subsequent break from the Liberal-
ism of the previous Chicago guiding light, Frank Knight. This un-
alloyed triumph, vaunting a scientific view of policy over the older
art and craft view, was by then complete within the mainstream
which then defined the profession. Consequently, those populat-
ing the staunchly pro-market encampment, entrenched at Chicago,
would be steadfastly opposed by the more interventionist econo-
mists headquartered at the strategic duopoly of Harvard and MIT.

Interwar Classical economics then seems at one level consis-
tent with what Melvin Reder (1982), in his analysis of the Chicago
School, has defined as forming a “tight prior” approach, which pro-
vides the basis for arriving at policy precepts. The core of this idea
holds that individuals are capable of handling their own problems
as well as is feasibly possible, basically constructing a fundamental
“consumer sovereignty” foundation for economics. But, as previ-
ously indicated, for old-style Classical Liberals, this broad assertion
stopped far short of deteriorating to the level of mindless fetish-
ism.*” Liberalism in this framework refuses to idealize market ex-
change. It remains a particularly useful governance structure, not
only in concordance with individual choice, but also as a flexible
starting point from which to begin policy analysis.

Interwar Chicago economics fit that Classical Liberal approach
to a productive degree. The postwar Chicago School did not. The
“tight prior” transmuted into something much stronger and became
almost unrecognizable from the original notion. In place of a ratio-
nal choice competitive model serving as a convenient starting point,
the new approach used the rational choice competitive model as an
ending point—the only truly scientific way to analyze policy. It was
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an irrefutable principle of analysis.*® The Classical Liberal nuance
or embracing of limitations methodology was abandoned.

George Stigler, for instance, consistently failed, or perhaps sub-
stantially refused, to recognize the ad hoc nature of the rational
choice competitive model and the possibility of it not being the
correct model for analyzing policy. He could never bring himself to
accept that Adam Smith’s The Theory of Moral Sentiments was not
an outright anomaly, nor that it served in any sense as a foundation
for The Wealth of Nations.*® Stigler held that Smith’s moral philoso-
phy was distinguishable and distinct from his economic treatise
(Wealth of Nations), whereas the volume is actually more compre-
hensible as a definitive attempt to detail the aspects of human na-
ture that not only complement the advancement of self-interest,
but underlie it.*

Nature, when she formed man for society, endowed him with an
original desire to please, and an original aversion to offend his
brethren. She taught him to feel pleasure in their favourable,
and pain in their unfavourable regard. She rendered their appro-
bation most flattering and most agreeable to him for its own
sake; and their disapprobation most mortifying and most offen-
sive. (Smith 1976: 116)

The Chicago School and the Classical Liberal approach did manage
to share an intrinsic skepticism about the unequivocal value of gov-
ernment intervention into a market economy. But from this point
of agreement, the two methodologies diverged significantly. They
arrived at this similar destination by taking discernibly different
paths.*! Classical economists recognized government intervention
as a reluctant last resort, though decidedly not as anything resem-
bling a deduced conclusion flowing directly from a tight analytical
framework. Theory, for such Classical Liberals, failed to demon-
strate the inevitable superiority of laissez-faire theory. For the newly
hatched Chicago School, theory provided unequivocal scientific
support for laissez-faire.
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Understanding the transformation that defined the Chicago School,
and the way in which that transformation slots into broader changes
within the profession, requires an accurate sense of the mood pre-
vailing in the postwar era.' Namely, what needs to be investigated are
the contours of the emerging economic consensus of that period, as
well as the concomitant changes in theory and methodology. Paul
Samuelson captures that consensus in the following quotation:

The generation of my teachers found mathematics a sore cross
to bear. In their presidential addresses they inveighed against it
as pretentious and sterile, seeking comfort by quoting the views
of Marshall, Pigou, and Keynes on the triviality of mathematical
economics. But that wolf at their door just would not go away.
Funeral by funeral they lost their battle. (Samuelson 2011: 939)*

Policy Becomes Scientific

By the 1940s, a group of ambitious young economists, led by poly-
maths such as Paul Samuelson, had developed a conducive and ap-
pealing facade covering the less assessable aspects of mathematical
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economics. The widespread acceptance of the need for mathemat-
ical technical tools allowed an alternative theoretical path to be
blazed. This approach to applied policy gained strength and even-
tually overwhelmed all contenders.? In many instances, the method
came to dominate the theory it was intended to support.

A driving force in this new approach was Paul Samuelson, who
had moved from Chicago to Harvard.* Whereas Marshall, and Clas-
sical economists before him, had deliberately eschewed long chains
of reasoning, this new Samuelsonian approach handled it by em-
ploying higher level mathematics. Samuelson adroitly welded a
Pigovian-style logic to a mathematically specified Walrasian gen-
eral equilibrium framework. The resulting model shed significant
light on some economic policy problems, but also pushed other
policy problems into the background.’

Without the Classical Liberal critics pointing out the limitations
of that model and of all mathematical models for policy, the model
became more and more important in policy analysis. The sensibil-
ity of not taking theoretical models too seriously as the basis for
policy, which Knight had built into Chicago, was no longer limit-
ing. This departure freed Samuelson and the emerging mainstream
of neoclassical economists from the methodological tenets of Clas-
sical Liberalism.® In this fashion, the move to Harvard freed Samu-
elson from these hypersensitive concerns about the limitations of
science and math for policy analysis.”

Chicago economists, such as Simons and Knight, had clearly
subscribed to this more traditional methodological approach and
imparted this sensibility to their students.® The Samuelson frame-
work, braced by the rigor of a mathematized economics, essentially
replaced the Classical Liberal approach to policy analysis with an
approach connecting scientific theory to policy. The attempt by
neoclassical economists, operating within a more Marshallian per-
suasion (such as Jacob Viner), to maintain and nurture this more
traditional approach came to a virtual end.” Marshall had assidu-
ously endeavored to develop and deploy the bones and sinews pro-
vided by neoclassical tools and concepts, while remaining stoutly
Classical in appropriating the methods of his predecessors. As a re-
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sult, the policy views he proposed could not be drawn directly from
his economic models, but only from a broader array of reasoning
that avoided direct reliance on economic models. For Classical Lib-
erals, all theoretical constructs were only building blocks, which
along with other essential material composed a larger and more
complex policy edifice. Making sweeping claims for economic mod-
els, buttressed solely, or even primarily, by theoretical apparatus,
was clearly anathema to Marshall’s approach, his thinking, and his
natural disposition.'

Under the sway of this postwar methodological upheaval, eco-
nomic policy strayed decisively from its Classical Liberal abode
in moral philosophy. Instead, it eagerly attempted to forge a more
glamorous alliance with the newly refurbished, and rigor-saturated,
realm of economic theory. The older, Classical approach, which
had acknowledged that “policy is very messy and in large part non-
economic” and hence policy advice could not reasonably flow di-
rectly from theory, became a relic of the past. Given the progress of
mathematics, quantification, and the increasing application of sta-
tistical analysis, theories were now thought to be validated through
careful econometric testing.

Following this methodological imperative, those theories ca-
pable of generating hypotheses, a specific formulation which lay at
the heart of this approach, would be carefully constructed and rig-
orously challenged by employing the best available data. For George
Stigler, this methodology would effectively eliminate the Classical
reliance on subjective judgment when applying theory to specific
instances. “I don’t believe that empirical work owes much to either
institutionalism or historicism” (Letter from George Stigler to Don-
ald Patinkin, June 28, 1976)." Possibilities, at the dawn of what was
widely perceived to be a bright new era of scientific clarity with
regard to policy, seemed to be almost unlimited.

As pointed out, this idea of adhering strictly to a scientific policy
approach, although presented in opposing fashions and battled over
by those with clashing ideologies, defined the emerging postwar
generation of economists, especially those enrolled within the cadre
of young academics. Under this modern dispensation, policy had
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been transformed into simply another occasion to practically apply
precise scientific methods. Any approach imbued with the spirit of
more traditional Classical thinking met with studied indifference.
This resolve prevailed despite the fact that the pitched contests
waged at the theoretical level remained unresolved. Seeming im-
passes were reduced to the limiting form of technical questions. An
almost unconstrained optimism reassured these ambitious young
academics into believing that any such stumbling blocks could be
efficiently resolved.

Most of us younger people think that the macroeconomic prob-
lem has been solved by the generation of Samuelson, Modigliani
and Arrow. Our students have never seen a cycle. If there are
cycles, it’s because the governments are stupid enough not to
follow the advice of the economists. (Lester Thurow quoted in
Levi 1973:103)

Following the government’s role in directing a successful war ef-
fort, and by doing so lifting the nation out of the depths of a seem-
ingly endless depression, the ruling spirit of this postwar era viewed
government as equivalent to a resourceful master planner, a be-
nevolent and resourceful “Mr. Fixit.” The attendant bureaucracy
evolved from a traditional role, one that was steeped in indifference
or even the source of self-seeking antagonism, into that of a friendly
helpmate. Bureaucracy was now capable of embodying an essential
component of the postwar “can do” methodology. A newly em-
braced scientific theology could not fail to find a way to resolve even
the most perplexing dilemmas."” If X was identified as a problem,
the government would wage a war on X. If Y posed an additional
problem, war would be waged against Y. X and Y could represent
whatever the concern of the time might be, whether it be poverty,
crime, or corruption.

Providing a defining justification for the self-labeled Keynesians,
this newly ordained economic mainstream was focused on repair-
ing any shortcomings posed by the world of market exchange as
highlighted by the theoretical model."”® In a sharply delineated re-
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action to the ingrained pessimism holding sway during the intermi-
nable years of the Great Depression, accomplishment in these more
vibrant postwar years largely appeared to depend on a simple will-
ingness to roll up one’s sleeves and apply the appropriate scientific
approach to unlock the solution to any problem.

One of George’s [George Stigler’s] main emphases was that de-
velopments in theory are partly a reaction to surrounding cir-
cumstances, partly an outgrowth of things within theory itself,
internally generated and not necessarily by external events. But
in this case, I would say that the external event, which was gen-
erative, was the Great Depression and the difficulties of the
Thirties. That created a real problem, about which there was a
puzzle and great interest which drove people to be concerned
with it. That I think was the driving force. The internal factor
was the development of the new mathematical tools. That wasn’t
the outside world, that was the inside world. (Conversation with
Milton Friedman, August 1997)

In much that same spirit, applied statistics in the form of econo-
metrics offered a transformed economics profession the hope of
a re-energized world. The discipline could finally turn away from a
dubious reliance on assertion, discursive argumentation, and de-
ductive logic and forge a new path paved with the unarguable bed-
rock of empirical science. Armed with such a powerful theoretical
and empirical foundation, the social sciences would henceforth
be empowered with the means to successfully improve society
systematically. Doing so was consistent with the way in which the
physical sciences had successfully transformed many of the other
aspects of everyday life."* According to the popularly accepted view
of that era, economics, more than any of the other contenders,
uniquely possessed a vital capacity to pioneer a new direction in
reorganizing and improving society.

Economics was the only social science discipline that could, and
did, dare to lay claim to the required rigorous foundations that
formed the bedrock defining the scientific method. The rising power
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and financial heft of flourishing independent and non-profit foun-
dations, formed to disburse private fortunes, led the foundations to
be irresistibly drawn to underwriting this vision of an ever brighter
economic tomorrow."” Grants became tokens signifying a broader
and intrinsically more optimistic viewpoint, a social engineering
scientific framework that was widely shared by many of the major
foundations. The Ford Foundation, for one, actively engaged in me-
thodically underwriting research intended to reconstruct the world
in quite a literal fashion (Goodwin 1989).

The Challenge to Classical Liberal Sensibilities

In this postwar era, military and economic success had fostered
a widespread belief in the power of scientifically directed govern-
ment projects to achieve just about any imaginable objective.'® As a
result, the Classical Liberal sensibility, which traditionally had been
grounded in a strong distrust, or at least a highly developed level of
skepticism of government solutions, was being fundamentally chal-
lenged, even turned upside down, when not openly scorned. Gov-
ernment spending during World War II clearly had not only de-
feated a serious threat to an “open society,” but had also pulled the
economy out of the seemingly intractable slough of the Great De-
pression. In stark contrast, markets in the 1930s, when measured
on most scales of achievement, had failed dismally to deliver. Con-
sequently, government intervention, along with planning and in-
creased control over economic activity, were now seen as the req-
uisite sources capable of producing essential goods and beneficial
services.”” The Samuelson “market failure” foundation for policy fit
this sensibility to a tee.

As an understandable response, activities formerly ceded to the
marketplace steadfastly shifted geography; they were relocated to
government agencies and to their associated functionaries. These
politicians and bureaucrats were implicitly assumed, almost uni-
versally, to be neutral facilitators, appropriately skilled and trained
to achieve consensus objectives." Individual risk and responsibility
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was significantly downgraded. A universal government safety net,
in the form of social security and other welfare measures, became
integrated within the social fabric. An intrinsic role for increased
government policy was additionally furthered by Cold War fears
of a Communist menace. Foreign threats, complete with incessant
charges of traitorous numbers of often unnamed domestic moles,
engendered booming, and at times seemingly unrestrained, levels
of defense spending. Enriching this sprouting industrial-military
complex was a subsidized and concomitant rising tide of comple-
mentary “scientific” economic research."’

As a result, government budgets began to stretch almost elasti-
cally, along with the concomitant taxes. Part of this new necessity
was due to sustained efforts that hoped to maintain an acceptable
level of postwar economic optimism, despite the chilling effects
of Cold War anxiety. Resulting in poorly founded hopes, society’s
newly formed expectations, and its unalloyed hopes for a brighter
future, proved to be more demanding than a series of engineering
patches were able to sustain. The sunny belief that the instrument
of government planning, newly based on scientific methods and
research, could achieve any set of stated goals, began to appear
problematic. Nonetheless, through the 1950s and ’60s, government
funding for scientific research of this nature, including mathemati-
cally rigorous economic analysis, continued to flow with minimal
discussion or opposition.

Corresponding to this postwar fixation on managerial approaches
to the economy was the distinct rise of a theoretical move toward a
mathematical “economics of control” foundation for policy. This
innovative framework allowed for a government that was theo-
rized to be capable of “controlling” a market economy and through
that control to be able to maximize social welfare. Maximizing a
social welfare function became the goal of government, even
though it was unclear whether a social welfare function could be
defined or arrived at. Within this carefully constructed scaffolding,
it was assumed that the market was doing a reasonably acceptable
job, except for those highlighted areas that had been flagged by the
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theoretical model as bordering on market failure. The policy focus
consequently had shifted to spotlight possible avenues leading to a
government correction of such market failures.

This movement in economic thinking, which aimed to improve
the market mechanism, had its origins in the 1930s and continued
unabated through the 1940s. This framework was successfully but-
tressed by a secondary support encapsulating a basically new set
of beliefs. As previously mentioned, in the aftermath of World
War II, people’s perception of government effectiveness changed.
Prior to that war, a world economy mired in depression had seemed
to conclusively contradict the pragmatic Classical argument that
had opted to champion strong support for market solutions. This
decided preference might accurately be termed as reflecting a prag-
matic laissez-faire approach to economic issues.”® Such a perspec-
tive focused intently on the limitations of intervention. This inher-
ent hesitancy to meddle was based, not on any formal theory, but
on the accumulated experience of having observed government in
action. That Classical concern did not fit easily within the frame-
work provided by scientific mathematical modeling. Such hesi-
tancy almost automatically fell to the wayside in the postwar policy
considerations.

The New Policy Framework

In this new policy framework, it was assumed that government was
able to know its objectives and to achieve its objectives effectively.
In this postwar era, bureaucratic planners were seen as saviors,
based on the still sharply remembered, depression-riddled econ-
omy of the 1930s. This supposition was further fortified by the res-
cue of democratic countries from the cataclysmic threat posed by
the totalitarian Axis countries. This unalloyed success appeared
to stem largely from the leadership and planning provided by bold
government action, stepping in to avert a looming disaster. Thus,
the foundational support underpinning Classical Liberal notions
of prosperity and freedom were now publicly attributed to the
bounty flowing from government intervention. These virtues were
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no longer conjoined to entrepreneurial individuals operating within
largely unregulated markets. Consequently, public sentiment had
decidedly shifted. No longer would a government personified as a
somewhat passive night watchman be generally accepted as consti-
tuting an acceptable status quo.

The conversion to more mathematical economic theories also
had the effect of moving the emphasis away from a focus on the
ambiguities of policy nuance. Within the emerging postwar neo-
classical method, these concrete territories defining the process of
policy formation were no longer informed by the various shades of
gray that had artfully defined the Classical Liberal topography. The
more pragmatic and intuitive approach characterizing the Classical
laissez-faire tradition had permitted divergent policy views to find
a home beneath a constantly expanding tent. This Classical Liberal
method, now found to be hopelessly old-fashioned, was summarily
dismissed from the discipline’s mainstream endeavors. Substituted
as areplacement was a noticeably more constricted, and often ideo-
logically defined, series of very separable silos in which carefully
constructed theories served to produce specific policy outcomes.
Little, if any, crossover of ideas occurred among the painstakingly
fabricated silos, whether consciously motivated or not.

Within this more modern carnival of sideshow specialties, to
disagree on policy became equivalent to rejecting commonly held,
even “proven” theory. Given this approach, policy debates between
economists could often best be understood as masking a funda-
mental disagreement over contending theories. Within the realm
of this new methodology, the subtleties of Classical Liberal argu-
ments supporting laissez-faire became transmuted (and often casu-
ally dismissed) as simple-minded pro-market passivism, protecting
the status quo against a flood of indisputable improvement. In con-
trast, successful government activism seemed firmly rooted in the
very best scientific models that economics had to offer. A common
ground developed during this period, one that redefined scientific
discourse. Entry into this privileged arena needed to be delicately
finessed before opposing theories could be granted the imprimatur
of legitimacy.
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Given this radical reversal, the traditional Classical Liberal ap-
proach to policy, championed by Mill and carried forward by Sidg-
wick and Marshall, fell into disuse.» What essentially vanished in
policy discussion was a type of laissez-faire economics predicated
on a permissible array of government activism. This older perspec-
tive considered such interventions on a case-by-case basis, though
usually with the onus falling on those promoting government ac-
tion to make their case, essentially a “suspect till proven worthy”
mechanism. As George Stigler recognized, for Mill, “the claims of
laissez-faire were tentative and provisional, and major, even radical,
changes in the functions of government might come readily with
important changes in the circumstances of a society or in its ability
to use government effectively” (Stigler 1988a: 9). In its place there
appeared a generalized economic methodology that was interpreted,
in an unduly facile manner, as providing a sound, theoretical ratio-
nale for expanded government intervention.>” This spreading post-
war perspective encouraged less subtle economists (of whom there
is never a lack) to dismiss those still entranced by the market as
ideologically biased and hopelessly out of date. This perspective
then structured the ground that served to nurture the ideas and
objectives ultimately composing the Chicago School. This opposi-
tional thought subsequently percolated and solidified.

The Foreseeable Reaction

Claims such as these, tinged as they were with an almost irritating
shade of arrogance, provoked a foreseeable reaction from staunch
laissez-faire advocates such as Director, Hayek, von Mises, and
others. They perceived the dominant status of mainstream eco-
nomics as having arrived at a calamitous and potentially dire stage.
Their concern was not limited to the theoretical niceties of the dis-
cipline but extended to a clash of antagonistic ideologies. These
self-professed Liberals felt the urgent need to shift the terms of de-
bate to more friendly territory. They believed that the current state
of affairs left them no other viable option than to mount an expedi-
tious response as quickly as possible, before matters, in their opin-
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ion, took an even more calamitous turn. Hesitating would risk the
likelihood that intellectual debate would deteriorate even more
precipitously and conclusively.”® To succeed, recalcitrant Liberal
thinkers had to reconstruct the Classical Liberal argument and re-
occupy the intellectual high ground of academic discussion.

Despite discernible, and often heated, differences among them-
selves, these self-proclaimed postwar Liberals had become con-
vinced that the economics profession was explicitly embracing un-
substantiated ideas that were intrinsically dangerous. These newly
dominant positions were accordingly labeled as being precipitously
ill-advised. They erred by reflecting, if even implicitly or uncon-
sciously, a decidedly collectivist turn of mind. This group of self-
styled Liberal and politically right-wing activists were quite natu-
rally aware of what they conceived to be Hayek’s (1944) prescient
analysis of the incipient dystopia being constructed almost unwit-
tingly, even if sometimes undertaken with the best of intentions.

The feared but almost inevitable result, in their judgment, could
only be a cancerous growth in government activity that would
subsequently undermine the vision of a civil society that Classical
Liberals preferred. Their aspiration had at its core an irrefutable
dedication to individual choice and liberty. This fiercely entrenched
view evaluated freedom as being currently under a parallel danger
from the threats posed by left-wing totalitarianism as it had previ-
ously been imperiled by the fascist version of collectivism. Framed
in this manner, such a perceived, and largely unanswered, leftward
intellectual drift effectively spurred this oppositional group to de-
velop the equivalent of a crusade, one that was organized and pitted
against this perception of a pending and imminent danger.

The initial meeting of the Mont Pelerin Society would provide
these incipient policy views with the requisite space for them to
effectively crystallize. The first such gathering (1947) essentially de-
fined the imminent totalitarian threat, arming the newly associated
members with a determination to combat the transgressions of the
intellectual left and the associated alarming shift to collectivism.
Bonding at this initial gathering, Director and his recently cultivated
protégés, Friedman and Stigler, came to believe that mounting and

printed on 2/8/2023 2:55 PMvia . All use subject to https://wmu ebsco.coniterms-of -use



EBSCOhost -

62 CHAPTER 4

winning arguments supporting markets, while raising serious doubts
about the efficacy of any government intervention, had now be-
come ever more exigent.”*

The Mont Pelerin Society was definitely not constructed as a
group devoted to a Millian search for philosophical “truths” through
argumentation for the sake of heaven. Rather, it was constructed
to further an energized crusade to rescue the public’s intellectual
soul. The battle necessitated the strategic development of a path by
which they could gain and continue to hold sway in ideological de-
bates. Their underlying objective was to move society from a fait-
au-mieux view of government policy to one that favored a decid-
edly laissez-faire approach. To do so, they needed to depart from
Mill’s more measured attitude toward argumentation and instead
embrace an attitude conducive to a winner-take-all struggle, one
more reminiscent of the perennially aggressive James Laughlin. The
fixed-upon strategy acted more as a blunt weapon, with a combat-
ive nature being fundamental to its success. The ultimately effective
strategy adopted was a carefully crafted reduction of opposing ar-
guments into strawman-like replicas. The combatant proceeded to
douse the resulting construction with opprobrium and flammable
derision. The resulting deliberately combustible construction was
then ignited with an almost loving degree of care. The ensuing de-
struction would create the space for alternative ideas to flourish,
namely those advocating an entrenched, laissez-faire mentality.

So to succeed, you’ve got to be able to sell your ideas somehow.
How do you do that? I don’t really know. Maybe you do attack
other people. That’s been done over the years, but it doesn’t al-
ways work. It doesn’t work if there’s nothing behind your attack.
(Conversation with Sherwin Rosen, October 1997)

The Chicago Counterrevolution

For the economists joining together to form the Chicago School,
those prevailing mathematical models, providing the justification
for this newly accepted condoning of government activism, needed
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to be strenuously interrogated, tested, and ultimately rejected. The
underlying, pro-government rhetorical bias was perceived as an
inherent and irritatingly prevalent filter clinging stubbornly to eco-
nomic theory. That theory itself, propagated far too broadly in their
opinion, had gained an unfounded degree of influence. In this Chi-
cago view, economists, under the sway of these mathematical theo-
rists, had provided an unwarranted and dangerous level of support
for expanding the already perilous degree of government interfer-
ence into what was otherwise a self-regulating market process. The
legitimacy of such intellectual arguments needed to be rigorously
countered and their intellectual flimsiness decisively exposed.

At the commencement of this counterrevolution, which took
lethal aim at the prevailing postwar economic consensus, the for-
mative odds facing this small core of Chicago economists appeared
overwhelming, if not insurmountable. These economists, who would
form the nucleus of the Chicago School, were almost forcibly rele-
gated to the very periphery of the discipline. As the battle lines
formed, one of the stalwarts of the Classical Liberal faith, grounded
in the Chicago of the interwar years, summed up postwar prospects
in decidedly bleak tones.

The outlook at Chicago, if better than elsewhere, is not very
promising. Our divisional dean has no apprehension of economic
liberalism and a distinct hostility toward it and the same is true
of most persons in the other social science departments.... In
the Department [of Economics] we are becoming a small mi-
nority. (Henry Simons quoted in Coase 1993: 245)

In a similar vein, James Buchanan described how another Chicago-
trained economist, Warren Nutter, had virtually surrendered to the
postwar tide of “collectivist” ideas. He had abandoned the forlorn
hope of saving Classical Liberal ideas and argued instead for a val-
iant attempt to “save the books” (Buchanan 2000). Even the irre-
pressible Milton Friedman, newly hired at Chicago in 1946, was
unable to see any hope for a believable redemption arising out of the
dark passage of those postwar years. The Cowles Commission, in
which many of the members of the Chicago department also held
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positions, seemed to threaten to overwhelm and swallow up all
other legitimately approved academic research. The department
itself seemed to be shifting irrevocably to a Keynesian perspective.
Academics such as Paul Samuelson were deliberately pursued, with
definitive offers being made. Certainly, in the late 1940s, Milton
Friedman would have had no inkling of being on the verge of a dis-
tinctly new regime, which would subsequently become blended
into the mainstream.

Under these circumstances, a small group of true believers, who
would come to congregate at the University of Chicago, could only
see the future of a free society as hanging perilously in the balance.
At this juncture, Milton Friedman and George Stigler (as well as
others) who saw themselves as the intellectual heirs of Knight and
Simons rose to the challenge, refusing to stand idly by. They desired
to shape, rather than to be shaped by, events. But, in their fight, they
failed to express any discernible concern for the Classical Liberal
methodology of their predecessors. They viewed the more pressing
need to lie in exposing the false basis of collectivist policy claims.
They shared, along with the more mainstream supporters of the
Samuelsonian (economics of control) policy framework, a willing-
ness to place economic policy on an unambiguous scientific foun-
dation. In this sense, they were as modern in their embrace of sci-
ence as their counterparts at MIT and Harvard. With so much at
stake, almost any method that helped achieve such a fundamental
goal could, at least hypothetically, be easily justified in this struggle
for freedom and liberty.*

While one could see this abandonment of Classical Liberal meth-
odology as a strategic move, it is easier to see it as a natural evolu-
tion in their own thinking.>® They required neither pressure nor
encouragement to forsake the older Chicago tradition. They saw
themselves as restoring what they considered to be the essential
basis of Classical Liberalism while necessarily shedding those com-
ponents no longer applicable to a more modern era.

This emerging Chicago School would match the prevailing dose
of scientific rigor promoted by pro-government activists with an
even stronger variant. This alternative foundation would require not
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only the development, but also the testing of models which conclu-
sively demonstrated that free markets inevitably led to desirable
results. By doing so, these Chicago economists irrevocably aban-
doned a defining methodological basis of Classical Liberal applied
policy, namely the separation of policy from theory.
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What Has Chicago Wrought?
PAINTING POLICY BY THE NUMBERS

A major difference between the Chicago Economics Department
of Frank Knight and the postwar Chicago School of Friedman and
Stigler involved their views of economic theory.' The interwar de-
partment was highly skeptical of the direct relevance of all theory
for policy. The succeeding Chicago School lost much of that skepti-
cism. For example, Stigler envisioned an all-encompassing theory
with the potency to resolve any social science policy question or
issue, no matter what its nature. This unwavering assurance re-
flected his adamant conception that theoretical developments were
almost completely compelled by debates internal to the profession.
By definition, such contests were largely impervious to any batter-
ing posed by external events. Economics as science, at least when
seen from Stigler’s resolute perspective, was essentially a closed and
hermetic pursuit. Adhering to this path required an intensely fo-
cused methodology, one capable of abstracting away from specifics
in order to discover the hidden universals.

The main explanation for the power of an abstract theory is that
it has not specified a lot of factual content. If I specify factual

66
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content, if I get descriptive in my assumptions, there is a great
danger that while I can tell a very good story, it doesn’t tell me
anything about the world. (Stigler 1988a: 1)

Accordingly, the appeal of categorizing, and reducing all markets to
a common essence, based on a shared theory of human choice (ra-
tional decision making), would become increasingly impossible to
forswear, if the underlying and imperative truth was to remain invi-
olate.” This understanding of theory provided the Chicago School
with a heavy dose of confidence which, combined with its embrace
of renegade positions, would work to Chicago’s advantage in the
years immediately following World War II. The relative tolerance
exhibited by Chicago during the years preceding and following the
War (as opposed, for instance, to the anti-Semitism openly dis-
played by many universities such as Harvard®) enabled Chicago to
snare European refugees, as well as somewhat gauche, but sharp-
witted, and pointy elbowed, provincial young men of enormous
talent and ability.*

Much of the strength of the Chicago tradition continued to be
built upon the importance of openness and the near imperative of
providing a home to outsiders of all stripes. These defining charac-
teristics imply that the department, rather than preordained to tra-
verse a narrowly defined path, could have veered off to follow in-
stead a variety of byways in the postwar era. As Reder (1982) points
out, many members of the Chicago faculty through the 1940s were
not particularly pro-market or ideologically single-minded.® Chi-
cago academics supported a variety of policies during this period,
by no means unified by a consistent ideological bent. Veblen and
Mitchell exemplified the range of economists, approaches, and pol-
icies welcomed during the Laughlin period. Extending that princi-
ple, Douglas, Schultz, and Lange also epitomized the department’s
diversity in the 1930s and 1940s.

While Knight, Viner, and even Simons represented notable fig-
ures within the department during the interwar years, they clearly
did not embody some dominant characteristic defining those pass-
ing through or residing in Chicago within that period. Even the
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future archconservative Aaron Director, the eminence grise of the
Chicago School, originally came to the South Side as a PhD stu-
dent after working for the Oregon State Federation of Labor. He
initially served as a research assistant to Paul Douglas, with whom
he published The Problem of Unemployment (1931). This stage of his
academic progress was an interval immediately preceding his subse-
quent conservative conversion under the influence of the Mephisto-
like entrancement of Frank Knight.® (Whether this moment should
be classified as a Pauline-like event or simply as a reaffirmation of
consistent tendencies and inclinations remains debatable.”)

The Core of the Chicago School

It’s a sort of a “Marines” approach to Economics. Stigler was
certainly one of the leaders of the Chicago School. I think that’s
what distinguished the Chicago approach. We take what we do
very seriously. And we take it as far as you can. (Conversation
with Sherwin Rosen, October 1997)

No inevitable progression can be distinctly specified that would
inevitably lead from the previously defined Chicago tradition, even
in its ultimate 1930s incarnation, to the postwar formulation that
evolved into the recognizable Chicago School. For example, the
Cowles Commission, which was located at Chicago, initially shared
appointees including such eminent economists as Don Patinkin
and Jacob Marshak.® The Chicago School was by no means a
Keynesian-free zone, including within the department the Harvard-
trained Lloyd Metzler, who provided intellectual and ideological
ballast.

If we hunt retrospectively for unimpeachable landmarks, the
hiring of Milton Friedman (who, despite the proffered low pay, ac-
cepted a position initially earmarked for George Stigler) marked the
true beginning of the Chicago School.” Friedman, who managed to
be Jewish, as well as being a truly abrasive renegade, fit the Laugh-
lin outsider tradition all too nicely.'® Ultimately, this passing of the
Classical Liberal baton to the tender care of Milton Friedman, who
didn’t so much fumble it as engage in a creative refiguring, initiated
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the radical reformulation of the older Chicago tradition. Any pass-
ing resemblance to Classical Liberalism depended strongly on shared
policy objectives. Though even here, the older version of cultivated
liberalism never indulged in creating a totemic belief that flirted
with market infallibility.

At the core of this new perspective was an almost compulsory
production of theoretical justifications for the market, as well as
the necessity that such models be firmly grounded within the com-
pass of thoroughly tested empirical evidence. Such a discrete change
did not occur instantaneously. Before being widely acknowledged
as forming a distinguishable Chicago School, allies needed to be
enlisted, and that took time. In the immediate aftermath of World
War I1, the formulation of such a well-defined approach was still in
its infancy, existing at best as a notional aspiration. “There was no
Chicago School of Economics when the Mont Pelerin Society first
met at the end of World War I1” (Stigler 1988b: 148).

It was not until after I left Chicago in 1946 that I began to hear
rumors about a “Chicago School” which was engaged in orga-
nized battle for laissez faire and “quantity theory of money”
against “imperfect competition” theorizing and “Keynesianism.”
I remained sceptical about this until I attended a conference
sponsored by University of Chicago professors in 1951. The in-
vited participants were a varied lot of academics, bureaucrats,
businessmen, etc. but the program for discussion, the selection
of chairmen, and everything about the participants were so pa-
tently rigidly structured, so loaded, that I got more amusement
from the conference than from any other I ever attended. Even
the source of the financing of the Conference, as I found out
later, was ideologically loaded. (Jacob Viner quoted in Patinkin
2003 [1969]: 112)

The Three Horsemen of the Apocalypse

As discussed in the previous chapter, prewar Chicago was eclectic.
The rise of Keynesianism in the postwar era, along with a more ac-
tivist state, left many pro-market economists feeling threatened.
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The Samuelson matter was again forced to a head—by Douglas—
& thanks mainly to his efforts we lost badly. The dep’t has voted
to make Samuelson an offer. We don’t yet know the end of the
story. But whatever it is, I am very much afraid that it means
we’re lost. The Keynesians have the votes & mean to use them.
Knight is bitter & says he will withdraw from active participa-
tion in the dept. Mints, Gregg, & I are very low about it. (Letter
from Milton Friedman to George Stigler, November 27, 1946, in
Hammond and Hammond 2006: 46)

Thus, only in retrospect can we see the hiring of Milton Friedman
(coupled with Samuelson’s decision not to come to Chicago) as the
germinating point from which flowed Chicago’s subsequent coun-
terrevolution. Friedman might represent an essential act of con-
ception, but his appearance was not sufficient to denote the birth.
Two additional steps would bring this as yet ambiguous beginning
to fruition. Once accomplished, the essentially liberal characteris-
tic of actively embracing dissent would fall by the wayside. How-
ever, through the late 1940s and mid-1950s, at least some of the
older Chicago tradition still residually persisted. Hiring continued
to focus on outsiders of different persuasions, who managed to
combine talent with ambition. There was a serious and concerted
push by Oscar Lange (before decamping for Poland) to lure Abba
Lerner to the University.

At this early stage, even as viewed by those within the depart-
ment, any certainty that Chicago was on the verge, or even within
the neighborhood, of becoming a pro-market bastion would seem
to have been elusive at best. In fact, from the perspective of a
laissez-faire theorist like Friedman, the balance of the department
seemed to be irretrievably swinging relentlessly leftward. The offer
to Samuelson, though, would turn out to be the low ebb for those
sharing Friedman’s beliefs and vision."

The Chicago appointment that allowed the department to break
decisively from its distinctive Classical Liberal constraints, leading
to the final transformation of the Chicago tradition to the more nar-
rowly defined Chicago School, came with the return and simulta-
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neous elevation (or perhaps apotheosis) of George Stigler. His old
classmate, Allen Wallis, successfully shaped that decision in 1958
by offering him the well-funded position of Charles R. Walgreen
Professor of American Institutions."” Serious efforts to engineer
some such triumphal return had been attempted earlier but had
not succeeded. Although never articulated, Stigler, quite naturally,
would have harbored some residual resentment at being dumped
for what had seemed at the time to represent a fait accompli po-
sition. (In 1946, Stigler had been the preferred choice of the de-
partment for the position subsequently given to Milton Friedman.
Stigler’s appointment had not been expected to run into any fore-
seeable speed bumps. Exactly what the notoriously caustic Stigler
said that doomed his candidacy during his mandatory interview
with the University’s president has never been reported in any pre-
cise detail.”®)

This addition of Stigler not only shored up the already unmistak-
able ideological bent of the Economics Department, but also al-
lowed an unambiguous reflection of this reformed Liberal program
to create a beachhead within the Business School as well. Under his
nurturing eye, the faculty there would grow to rival that of its older
counterpart. Like Friedman, George Stigler was an outsider in the
sense that he remained the perennial provincial.'* Like many of that
remarkable postwar generation of economists, he possessed a finely
honed, almost intuitive, sense of economics, remaining uncharac-
teristically well read, but above all, displaying an unwavering sup-
port for market capitalism."

The growth of the Chicago School was augmented and even
spurred by successfully sending offshoots to both the Law and the
Business Schools. (Stigler, for instance, held a dual appointment
in both the Economics Department and Business School. Yet he
chose, perhaps significantly, to locate his office within the Business
School.) In the same year of Friedman’s arrival, the death of Henry
Simons left his newly created position within the Law faculty va-
cant. Just as Simons had been saved from a precarious position
within the Economics Department, another one of Knight’s erst-
while protégées, Aaron Director, would have his academic career
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resurrected by means of a comfortable exile among the legal minds
of the University. As we will discuss below, this appointment was
made possible by Hayek’s unexpectedly successful volume, The
Road to Serfdom. The surprisingly influential book provided a foray
into a plausible dystopia. It came equipped with a convenient touch
of crystal ball gazing with which to rally those of a similarly political
inclination. The widespread dissemination of a condensed version
of Hayek’s work subsequently attracted a series of sizeable grants
from the Volker Fund."

In the end it was agreed to appoint Director for five years as re-
search associate with the rank of professor to conduct what was
called in the memorandum sent to the Volker Fund, “a study of
a suitable legal and institutional framework of an effective com-
petitive system.” However, before the final arrangements were
made, Simons died, and Katz asked that the terms of the Volker
grant be modified to allow Director to do some teaching. (Coase
1993: 246)

Although Director would consistently shun publication during his
long career, his subsequent influence seemed inversely related to
the paucity of his articles. He was one of the few people who could
clearly affect the thinking of George Stigler during Stigler’s last
thirty-three years at Chicago. Director operated as an almost hid-
den strategist, seeming to shape the counterrevolution mounted by
his compatriots at Chicago. Though Director’s hand could be dis-
cerned only by those insiders who presented the more public face
of the project, often it was his hand that proved decisive. “Both in
and out of the classroom, Director was extremely effective as a
teacher, and he had a profound influence on the view of some of
his students and also on those of some of his colleagues at the Uni-
versity of Chicago both in law and economics” (Coase 1993: 245-
246)."” These three future linchpins of the Chicago counterrevolu-
tion coalesced on the occasion of the first Mont Pelerin meeting,
establishing a mutual self-reinforcement of ideas and an unshakable
belief in their destiny. That collegial buttressing of ideas allowed
them to sustain a belief in the market as a theoretical and funda-
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mental principle that would come to define the Chicago School and
contour the shape of subsequent policy formulations. Certainly, a
more constrained directional focus, defining their published re-
search, remains an identifying characteristic after this meeting of
like-minded intellectuals.' Stigler’s early work had been a rather
mixed bag, not dissimilar to that of most recent graduates attempt-
ing to discover an identifiable voice and approach. His initial pub-
lications included some purely empirical pieces, an article that
anticipated linear programming, a mainstream review of monop-
oly, and a rather provocative piece on cost curves. Friedman, in
turn, when looking back on his early career, would puzzle over the
degree to which he had succumbed to Keynesian thinking in his
analysis. That ended with the Mont Pelerin meeting. Though the
three were chaperoned at that meeting by Frank Knight, it would
mark the beginning of a clear break from Knight’s influence, and
from the previous Chicago tradition. More than any other moment,
this occasion can be identified with the birth of the Chicago School."”

Chicago Rising: The Logic of Conviction

BILL BUCKLEY: Yes, some public regulation can be necessary.
Suppose the democratic legislature made prostitution legal.
Surely then requiring prostitutes to pass a monthly test for
venereal disease is a worthy idea.

MILTON FRIEDMAN: Not at all. If a woman on the street,
professing to be disease-free does infect a customer, that
will hurt her reputation. If, nevertheless, she does infect
you, then that is a fort that you can sue her for in court.

As Paul Samuelson stated, “When Friedman’s conservative Chicago
colleagues chided him for such extremisms, he was unrepentant.
Someone in each generation must go all the way with the truth,
however much that dissipates his influence—that was his credo.”
(Samuelson, 2011: 864)

The older Chicago tradition had previously embraced renegades
of all persuasions. The more customary perspective faded rapidly,
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becoming no more than a historical artifact. Its replacement would
compose and evolve into the widely recognized Chicago School.
With all the key players in place (circa 1958), the ruling triumvirate
of Friedman, Stigler, and Director were now unhindered and able
to deploy their not inconsiderable rhetorical skills in defending the
market from those who dared to launch attacks, including policy-
based initiatives. Barricades against such aggressive forays of the
mainstream advocates of an economics of control approach were
constructed. These designated speed bumps were scientifically based
on what Chicago considered to be strictly theoretical foundations
Policy debates were transformed into scientific theoretical debates,
not debates about nuances of interpretation. Both sides (Chicago
and MIT/Harvard alike) claimed science and empirical (statistical)
evidence to be firmly on their side.”® Classical applied policy meth-
odology was abandoned by both sides.

This newly alchemized Chicago School of Economics continued
to underwrite the idea of nurturing dissent, at least within a hypo-
thetical context, but in practice, allowable dissent became a bit (if
not at times decidedly) more of a one-sided and narrowly focused
affair. When an argument is identified as being painstakingly scien-
tific, one that is founded on theory carefully vetted by empirical
evidence, any variance due to nuances in interpreting the results,
which the previous Chicago tradition had emphasized, becomes far
less important. Theoretical insights, cloaked in empirical validation,
transform into a direct conduit for policy formation. Consequently,
ensuing debates inevitably centered on issues surrounding for-
mal theory and associated empirical results. For this “one size fits
all” approach, specific factors encompassing economic and non-
economic influences could be routinely dismissed. Provided with a
self-defined scientific playbook, both contesting sides sought to in-
terpret their “statistically verified” conclusions as supportive of
their respective theories. Inevitably, disagreements over proposed
policy approaches were transformed into issues concerning foun-
dational theories.

Furthering what had become over time something of a unified
objective at Chicago did not require an explicit or even conscious
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litmus test that served to screen and limit departmental applicants
and subsequent hires.” Butjust as Stigler found that all good econo-
metric work consistently tended to support his own cherished per-
spective, so he would tend to find that good economists, those with
substantial promise, also managed to parallel, almost serendipi-
tously, his line of thought to a large, though perhaps not to a total,
extent.”> Consequently, any serious attempt to conjure up a size-
able cohort of non-conservative economists who met his exacting
scientific standards inevitably would rank as a forbidding task.
Holding pro-market views didn’t necessarily translate into being a
competent economist, but in practice it tended to be a common
characteristic of that positively identified group. What Stigler and
his colleagues consistently demanded was an incisive mind, a thor-
ough knowledge of economic analysis, and the ability to stand up
to them in verbal arguments. From their standpoint, very few econ-
omists, especially those lacking a ferocious respect for the market
economy, met these essential criteria.*?

One economist who proved to be something of an exception to
the rule was Robert Solow (though there is little evidence that this
high degree of respect for Solow extended broadly throughout the
department). Stigler attempted to woo him (somewhat ardently)
to Chicago, even though his policy views differed sharply from
those propounded at Chicago.** Stigler’s powers of persuasion and
intimidation within the department were legendary. Essentially,
what George Stigler wanted, George Stigler got. Accordingly, had
Robert Solow caved in and indicated his interest, he likely would
have soon found a hard-to-refuse offer in the mail. The issue was,
perhaps unfortunately, never put to the test.*’

Solow was an exception to the usual adversarial rule dominating
the department, a judgment consigning interlopers to a perpetu-
ally out of bounds existence. However, Solow seemed to embody a
unique, rather than representative, case, an almost aberrant voice
speaking to Stigler alone among the colloquy of Chicago academ-
ics. For the most part, Chicago tended to view the world, especially
in the early years when positioned at the periphery of the profes-
sion, in the very definitive terms of “us versus them.” In contrast,
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the idiosyncratic Solow-Stigler connection transformed the two
into a classic odd couple, a relationship that struck both friends and
colleagues as somewhat incongruous. Solow certainly wasn’t widely
accepted as “a good egg” within the confines of Chicago. But for the
rest of the profession, especially during the height of the Stigler/
Friedman/Director regime in the 1960s and "70s, the Chicago ren-
egades remained a band apart.

The Contours of South Side Policy:
Seeking Theoretical Proof

If a pure scientist—one believing only demonstrated things—is
asked his opinion on policy, he must decline to answer—and lis-
ten to his intellectual inferiors give advice on policy. Hence the
role of the pure scientist is terribly painful to assume in econom-
ics. (Letter from George Stigler to Milton Friedman, December
1948, in Hammond and Hammond, 2006: 96)

Chicago seemed to provide its adherents with a specific set of gog-
gles from which to view and evaluate the world. Naturally, oppos-
ing schools and theorists were not without their own restrictive
designer eyewear. But in contrast, the corrective aspect of the
Chicago element at times appeared particularly severe, if not drift-
ing into the astigmatic. It might be said that such luminaries as
Friedman and Stigler unambiguously understood, in some, unwav-
ering, deep sense, how the world worked. The resulting implica-
tion of such a perspective insisted that errant facts and observa-
tions needed to be cultivated, tamed and brought into concordance
with a perceived vision of reality, one which either was, or perhaps
should be. Such a decided viewpoint, buttressed by a professional
discipline where modernism implied that theory would automati-
cally meet the contours of scientific practice, channeled these
stream-lined hypothetical constructs into unarguably distinct pol-
icy formations.*®

He [George Stigler] was absolutely sure the economy was on his
side and if research was properly done it would show this. He
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really believed that he understood how the world works. And
the way the world works had been shown to him by the theory
of price. (Conversation with James Kindahl, October 1997)

In the tumultuous postwar period, the older Chicago tradition, one
with roots going back to the department’s formation in 1892, mu-
tated into a distinctive and formidable strategic approach, one nur-
tured under the critical eyes of Milton Friedman, George Stigler,
and Aaron Director. The key players in what would come to be
dubbed the “Chicago School” (and its other disparate satellites) nat-
urally extended beyond those three, but this serendipitous trium-
virate can best be understood to compose the effective architects
who carefully constructed an impervious scaffolding. Their metic-
ulously hewn fabrication would eventually engulf and define the
department. In a series of ever more distinguishable departures, this
postwar generation of Chicago nurtured economists found them-
selves breaking with the older tradition that had defined the de-
partment during its more formative years.

In one sense, this perceived break was merely business as usual.
Protégées, especially those with the greatest promise, are ever wont
to reject the ideas and methods of their teachers. Otherwise they
flirt with being consigned to lasting mediocrity. They become in
danger of turning into no more than a pale copy of the original. This
potentially fruitful rejection can, in some ways at least, improve on
the existing tradition while skirting a more dangerous path that al-
lows core, and still vibrant, ideas to eventually wither and decay.”’
The Chicago School did continue the practice of cultivating a typi-
cally brash, in your face argumentation style. However, in this post-
war transitional period, they tended to use it asymmetrically.*®

This distinct deviation from the spirit of both the Chicago and
the Classical traditions imbued the confrontational style of argu-
ment with a distinctively pit bull flair (deliberately leaping for the
jugular and endeavoring to win debates whatever the associated
costs).*® A transformed methodology implied argumentation that
refused to retreat when engaged in an academic battle.*® They
tended not to step back from entrenched and defined positions.”
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Consequently, the “embrace dissent” approach that formed a cen-
tral element of the original Chicago tradition was effectively side-
lined, permanently shunted off to silently decay on a neglected bit
of spur track. A focus on hunting out and destroying heretical view-
points replaced the older, more ecumenical approach.*” Opposing
theories, especially those that favored multi- (or non-) equilibrium
methods were viewed as provocatively dangerous to established
price theory.*® Such forays into the less than orthodox regions of
price theory became demolition targets rather than occasions for
analysis and examination.

Evidence of Stigler’s attachment to neoclassical price theory is
also given by the part of his work mainly critical of the work of
others. Price rigidity, administered price inflation, the theory
of monopolistic competition, and X-efficiency were prominent
targets, and each of them denied the efficacy of the neoclassical
analytical framework. (Demsetz 1993: 800)**

This change in methodology distinctly set the Chicago School apart
from the broader Chicago tradition which, despite using a similar
grammar of confrontation, embraced a noticeably different gestalt.
In the older approach, confrontation was designed to efficiently
weed out faulty logic and ideas that were protected by social nice-
ties and customs. The aim was to place everything equally under a
blow torch of skeptical examination.*® As reformulated by the Chi-
cago School, the intention became one of protecting a particular
market formulation and its confederated policy stance, while dis-
crediting and indiscriminately destroying opposing approaches.>®
This difference is subtle and thus easily overlooked. Superficially
the two can at times appear indistinguishable. Aaron Director can
be portrayed simply as someone, who, like Knight, was unwilling
to accept any generally accepted principle or idea at face value.
While his objections are often well drawn, his sensitive antennae
seem to quiver most strongly when confronted by a seeming chal-
lenge to the competitive market model. “Don’t jump to conclu-
sions. If you see something that is at odds with the competitive
model, don’t say immediately something like ‘this is monopoly’ but
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investigate it carefully and then draw your conclusions” (Peltzman
quoted in Overtveldt 2007: 68). However, this perception that ef-
fectively separated the postwar Chicago School remains central to
a correct understanding of its fundamental nature. What this bifur-
cation provides is a distinct categorization that, at times, underpins
the foundation established by Director, Friedman, and Stigler with
only a tenuous connection to the broader Chicago tradition. The
lingering impression, at least, is that in postwar Chicago the con-
clusion came first, whereupon clever minds then were set to work
to achieve the desired outcome.

It seems to me that when you get to his [Stigler’s] later work, say
with Becker, you know what the conclusion is going to be be-
fore you start the argument. In a sense, you're assembling argu-
ments to support a conclusion. I mean, that may be unkind and
untrue but it’s an impression. And, it’s even more so in the work
of Richard Posner. Have you read any of that? It seems to me
that the plot is always the same, and the characters stay fixed.
(Conversation with Ronald Coase, October 1997)%’

Labeling Chicago’s technique as reflecting an in your face aggres-
siveness might seem overly harsh and even unwarranted. Unfor-
tunately, that precise propensity seems to have developed almost
synchronously with its carefully cultivated (and more pronounced)
maverick image. This postwar evolution entailed a potentially re-
flexive and entirely admirable unwillingness to bow down to the
prevailing economic wisdom that dominated any given era. How-
ever, the long-standing Chicago tradition, stemming from the in-
ception of the department, required participants to be as harsh
when evaluating their own arguments as they were wont to be on
the logic of their opponents. Obeying this older prescription meant
following a course fastidiously set within the Classical Liberal tra-
dition. Although, when filtered through the traditional Chicago
approach, this perspective evoked a version that effortlessly em-
ployed a much more intense and industrial strength variant, rather
than that depending on the gentle tones characteristic of a John
Stuart Mill.
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The Chicago School added a new twist to this recognizable for-
mula. The argumentative aggressiveness remained in perfect con-
formity with the competitive style and personal characteristics of
both Friedman and Stigler. But the pit bull style of not backing
down, nor showing any convincing willingness to entertain a coun-
terargument, projects a definitive shift away from the older, more
liberal approach.®® In this geography of debate, the opposition ex-
isted merely to be terminally mowed down, not to be afforded a
conscientious hearing. Given such a narrowly focused perspective,
the underlying belief embraces a mock Darwinian position that by
operating within a fiercely competitive marketplace for ideas, the
proposed theories, and their associated arguments, would soon
prove their valor or would collapse under the weight of their own
inadequacy. The Chicago School, to effectively market its focused
program, required what can best be described as a one-sided form
of skepticism, brooking acceptance of no other viable alternatives.
Such deviant positions were there to be eradicated, rather than
being awarded any serious consideration. Pro-market arguments,
which Chicago School economists strongly supported, would ac-
cordingly face a much milder inquisition than would holders of any
alternative or more heterodox theories.*

This seemingly incongruous result flowed directly from the two
irreconcilable objectives that characterized the construction of the
postwar Chicago counter-revolution. Restoring Classical Economic
Liberalism had to be reconciled to the hard-edged reality defining
that era, at least according to those domiciled on the more conser-
vative or rightward side of the political spectrum.*® The demands
of economics as a scientific discipline were required to face and
adjust to a genuine sense of urgency surrounding the perceived col-
lectivist threat defining those years. Forces pushing for a more ex-
tensively planned economy seemed to be on the ascendant in that
immediate Cold War period.

From the Chicago perch, such policies, no matter how well in-
tended, would inevitably undermine the core liberal goal of indi-
vidual freedom.* The first principle guiding this regime of thought
was that individual freedom or liberty existed as the unarguable
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objective to which everyone irrefutably aspires. This common no-
tion remained a fundamental and axiomatic value which implied
that any perceived threat would need to be unquestionably demol-
ished. As George Stigler succinctly noted, “I simply assume with-
out argument that you and I wish to live in a free society” (1971a: 4).
Given the ineluctable logic that anything short of the strictest vigi-
lance would yield dire and lasting consequences, these counter-
revolutionaries could justify the use of illiberal means to protect
what they perceived as fundamental Liberal values.** Thus, the
one-sided skepticism distinguishing them from their self-nominated
predecessors becomes a compelling and incisive marketing strata-
gem. The convenient supposition that only a reconceptualized Lib-
eralism provided a sane and reliable path capable of saving a just
and humane society was sanctified to an almost totemic level as a
fundamental objective which they now considered to be in peril.
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Economic Policy
Becomes a Science

THE RISE OF WELFARE ECONOMICS,
AND THE CHICAGO ALTERNATIVE

Our focus in the preceding chapter was on how the Chicago School
took shape. This chapter looks more carefully at Chicago’s interac-
tion with the mainstream of economics that conditioned its emer-
gence. The catalyst to the postwar change was the mainstream
adoption of welfare economics, which drew policy implications
directly from economic theory. Composing a new approach, it di-
rectly specified what the “optimal” policy should be. This measure
of decisiveness was in stark contrast to Classical Liberal methodol-
ogy. For a Classical Liberal economist, policy did not follow directly
from scientific economic theory. Instead, economic science and
theory provided a useful tool that shed light on policy problems,
but, on its own, had no immediate policy implications. These con-
sequences could only be determined once one considered all the
issues, not just a subset covered by economic theory. As a result,
policy had to be deliberately separated from science.
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The Classical Liberal view of the relation between economic
theory and policy started to fade in the 1930s and did so increas-
ingly by the 1940s. This decline coincided with a shift in public
sentiment that was able to entertain a more favorable view of gov-
ernment planning and its aligned regulation of the marketplace.
Consequently, in the 1930s and ’40s, conceptions that claimed to
define both Classical Liberal methodology and the ideology for-
mulating Classical Liberal policy were changing. Particularly no-
ticeable was a shift away from a more traditional judgment in favor
of an essentially laissez-faire approach to policy matters.! For more
traditional Classical Liberals, this altered sentiment, arguing for
a more activist government policy, was a methodological question
unrelated to the science of economics. This older perspective held
that, to a large degree, policy arguments were based on relevant
sensibilities and judgments. Such conclusions might be guided by
the pertinent science, but they were not determined by that sci-
ence. For a Classical Liberal, policy principles would, and should,
change over time even if the underlying science did not.

The New Welfare Economics

In 1920, Arthur C. Pigou published his, at the time, seminal work,
The Economics of Welfare. Pigou was Marshall’s preferred replace-
ment for the Chair of Political Economy at Cambridge.” The book
consequently received serious attention upon publication. In it
Pigou blended many of Alfred Marshall’s ideas into a more gen-
eral equilibrium framework, drawing constrained policy judgments
guided by, but not determined by, the model. Faithful to the Mar-
shallian tradition, the discussion was nuanced and highly qualified.
Pigou carefully stated that he was not conducting pure science but
was instead engaged in what he called realistic science—science ap-
plied to policy. He was introducing normative judgments and sen-
sibilities into welfare analysis in order to draw policy conclusions. He
concentrated on material welfare, but specifically recognized that
welfare went far beyond these material limits. As a consequence,
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Pigou presents his economic analysis as only an input into policy
analysis. He did not claim it provided anything resembling a pre-
cise policy guide. Unfortunately, such limitations would soon be
forgotten by his subsequent followers. Instead, a new, scientifically
grounded policy methodology of applied economics would replace
that constructed by Classical Liberal Economics.

Within this new mainstream approach, policy was based directly
on theory and science. According to the emerging mainstream
consensus, the science of economics indisputably informed econo-
mists that government intervention was needed to maximize social
welfare, which was accepted as the goal of economic policy. Thus,
this new welfare economics spliced the ideological component of
Classical Liberalism with the rigor of scientific methodology, forc-
ing opposed policy positions to be indicative of theoretical differ-
ences. Converts to this new methodology began to draw policy
conclusions directly from theoretical economic models. As a result,
the then-prevailing theoretical and policy mainstream of the day
seemed to insist that the science of economics broadly supported
direct state intervention (both at the micro and macro levels).

Pigou wasn’t alone in attempting to rigorously blend Marshal-
lian policy insights into a general equilibrium framework. The same
procedure became a feature throughout the profession. In response,
a new rash of journal articles indicated potential pitfalls when at-
tempting to extend partial equilibrium arguments to general equi-
librium policy contexts. This approach demonstrated the way in
which such conclusions would change when extended to a general
equilibrium context, providing credence to the general equilibrium
model. Concurrent with this change was a parallel evolution in the
way in which economists conceptualized policy. Focused formula-
tions within this subject matter became their own field, now known
as Welfare Economics. Welfare Economics changed the concep-
tion of policy work from a back-of-the-envelope analysis based on
Marshallian supply and demand partial equilibrium models. These
constructions, blended together with institutional and normative
judgments, remained incapable of being formalized into scientific
models. Marshallian policy analysis was at best loosely tied to the-
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ory. This approach explicitly did not see theory serving as a format
for policy, as the alternative method of general equilibrium analysis
certainly did.

Marshall had seriously questioned the appropriateness of ex-
tending policy analysis to encompass general equilibrium thinking.
He had pointed out that his partial equilibrium models simply
served as aids to judgment, not as a framework suitable for policy
analysis. Conclusions drawn from this method would not necessar-
ily carry over to longer chains of reasoning, which a general equi-
librium perspective would require. Moreover, he questioned the
use of any policy models based on long chains of reasoning, intrin-
sic to a general equilibrium approach. Those chains of reasoning
lost sight of the large number of issues that partial equilibrium re-
quired a researcher to keep in the back of his mind. Marshall dif-
ferentiated what he considered to be economics suitable for policy
from scientific notions of pure theoretical economics.

It seems strange to me to be asked my views as to the study of
pure economic theory; as tho’ that were a subject on which I
were fit to speak. For indeed I was never a partisan of it; and for
more than a quarter of a century I have set my face away from it.
As early as 1873 (I think it was the year) Walras pressed me to
write something about it; & I declined with emphasis. The fact
is I am the dull mean man, who holds Economics to be an or-
ganic whole, & has as little respect for pure theory (otherwise
than as a branch of mathematics or the science of numbers), as
for that crude collection & interpretation of facts without the
aid of high analysis which sometimes claims to be a part of eco-
nomic history. (Letter from Alfred Marshall to W.A.S. Hewins,
October 12, 1899, in Coase 1994: 172-173)

Lerner’s Economics of Control

Marshall died in 1924, and with him were buried many of the qual-
ifications that he associated with his perspective. His approach be-
came increasingly displaced by a very different way of thinking.
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Abba Lerner, a brilliantly provocative and outspoken young econ-
omist, who was not known for shying away from extending theo-
retical arguments to policy, was at the very forefront of this new
methodology. He was one of the economists who did most to ad-
vance this transformed policy analysis during this period.> Lerner
pointedly articulated this understanding of the role played by gov-
ernment within Pigovian welfare economics, first in a series of arti-
cles, and then in his book, The Economics of Control (1944). That
book in particular spelled out the new scientific approach to policy
that economists began to adopt in the 1930s. Lerner’s work is im-
portant because it would serve as a fundamental text for many
graduate programs in the 1940s. The volume would subsequently
provide a template for Paul Samuelson’s principles textbook (first
published in 1948).*

Lerner’s “economics of control” approach to policy consisted of
two parts. The micro component extended Pigou’s Welfare Eco-
nomics framework (Pigou 1920 [2002]), transforming it into pre-
cise rules guiding policy interventions. He aimed to redefine policy
justification away from relying on broadly philosophical and loose
arguments in which economics had only a supporting role, to a pre-
cise, theoretically derived mathematical specification detailing op-
timal policies. Lerner’s arguments had built into them a decided
preference for government intervention. Government was consid-
ered to be a necessary driver of the economy. In stark contrast,
Classical laissez-faire policy was equated to riding in a driverless
car. (Such thoughts were formulated when self-driving cars were
technically inconceivable.) Lerner (1951: 3-5) captured the view
that government policy was needed by employing the following
analogy:

Our economic system is frequently put to shame in being dis-
played before an imaginary visitor from a strange planet. It is
time to reverse the procedure. Imagine yourself instead in a Buck
Rogers interplanetary adventure, looking at a highway in a City
of Tomorrow. The highway is wide and straight, and its edges
are turned up so that it is almost impossible for a car to run off
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the road. What appears to be a runaway car is speeding along the
road and veering off to one side. As it approaches the rising edge
of the highway, its front wheels are turned so that it gets back
onto the road and goes off at an angle, making for the other side,
where the wheels are turned again. This happens many times,
the car zigzagging but keeping on the highway until it is out of
sight. You are wondering how long it will take for it to crash,
when another car appears which behaves in the same fashion.
When it comes near you it stops with a jerk. A door is opened,
and an occupant asks whether you would like a lift. You look
into the car and before you can control yourself you cry out,
“Why! There’s no steering wheel!”

For Lerner, the missing steering wheel could be effectively sup-
plied by government fiscal policy. Such government direction, he
argued, was scientifically needed. This particular insight irresistibly
transformed itself to become Lerner’s interpretation of Keynesian
macroeconomics. In this recounting, government was installed as
the driver of the aggregate economy. This framework then became
the textbook version of Keynesian macroeconomics that was widely
taught to students. Consequently, this version eventually became
what people understood as composing Keynesian economics (Col-
ander 1984). It made fun of the Classical Liberal concept of “sound
finance,” portraying it as an unsophisticated ideology rather than as
a nuanced principle based on sensibilities and judgments formed
by years of experience. Lerner contrasted “sound finance” with
what he called Keynesian “functional finance” in which logic and
science predominated over ideology and morality. From a scien-
tific perspective, Lerner argued that concern about the deficit and
debt should be focused on their functional effects on the economy
as shown by Keynesian models. Concentrating instead on ideolog-
ical beliefs that reflexively valued savings as inherently good and
deficits and debt as inherently bad would only lead policy astray.
Consistent with this view, Lerner developed a set of marginal
conditions at the microeconomic level that would lead to an opti-
mal economic outcome—the best that could be done. Government
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intervention was needed to achieve that level of optimality. (These
very same marginal conditions remain central to the teaching of
microeconomics today.) Any economy achieving this state, not just
capitalism, was, by definition, viewed as reaching the highest state
of welfare achievable.’ Consequently, an appropriately committed
government, armed with an appropriate set of economic advisors,
possessed the means of achieving the same results as did a capitalist
economy. However, the guided alternative could capture this same
objective in a much fairer manner. Therefore, no substantial (eco-
nomic) obstacle prevented a system such as market socialism from
replacing a regime defined by market capitalism.®

This change in policy justification established a theoretically
mandated role for government action. Although the market was
assumed to be good, government intervention could make it even
better. Correcting the many externalities that existed in any econ-
omy soon became the springboard for future policy analysis. The
same method held for the macro side of Lerner’s economics of
control approach. The market inevitably was flawed, and the prob-
lem could only be solved if government undertook an activist role,
namely by providing a program of “functional finance” stabiliza-
tion. Within this economics of control macro framework, full em-
ployment was an irrefutable goal that could be achieved only via
the appropriate government policies. The economics of control
approach employed the logic of externalities acting as a bulwark to
underwrite its validity. Their existence provided the logical lever-
age for government intervention. This move toward a scientific
foundation for policy differed markedly both in approach and in
spirit from the policy perspective nurtured and preferred by John
Maynard Keynes, perhaps most succinctly clarified in 7The End to
Laissez Faire (1927).

He envisioned a public sector that would engage in limited but
forceful interventions to ameliorate the problems that were en-
gendered when individuals were left to act alone. “The impor-
tant thing for Government is not to do things which individuals
are doing already, and to do them a little better or a little worse,”
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he explained, “but to do those things which at present are not
done at all.” (Burgin 2012: 3)

In contrast, the welfare economics espoused by Lerner and others
was based on Walrasian general equilibrium theory, which was
believed to be providing the appropriate blueprint for policy for-
mulation. Marshall had argued that economists should stick with
partial equilibrium models, employed only as practical, heuristic
tools. In contrast, the new welfare economics was based on general
equilibrium theory where policy was formulated directly from for-
mal models.

The New Welfare Economics:
The Social Welfare Function

The initial welfare economics was thought of as “scientific,” operat-
ing independently of moral judgments. One moved from theory to
policy recommendations directly. But it was quickly recognized
that moral judgments played a necessary role in policy formula-
tion and could not be avoided. Specifically, welfare economists
evolved into what can be called the New Welfare Economics. This
perspective differed from what was previously denominated as
welfare economics in that it formally integrated a social welfare
function directly into the analysis. According to this new approach,
policy would not be designed simply to maximize an aggregate util-
ity function consisting of a composite of individual utility func-
tions. Instead, it would be designed to maximize a normatively
grounded social welfare function (Bergson 1938).” This revision
technically reintroduced moral judgments into welfare analysis.®
But in terms of practical policy, this addition was merely cosmetic.
It made almost no difference to the way applied economic policy
was formulated.

The reason for this result was that in practice there was no way
of determining what the social welfare function should include,
or how a social welfare function would be determined. What this
method offered was a philosophical cover cloaking the argument
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that policy involved normative judgments. Accepted was the prin-
ciple that welfare could not be determined without a specification
of those normative judgments. But there was a distinct failure to
provide a workable method of adding those required judgments.
This absence meant that adorning welfare economics with a social
welfare function had only a negligible impact on the actual practice
of applied economics. Economists had failed to develop an empiri-
cally grounded “social welfare function” that could be practically
employed.’

From a determinately pragmatic stance, applied micro policy
analysis degenerated into a type of loose cost-benefit evaluation.
Many applied economists chose to interpret cost-benefit analysis
as representing a move toward “scientific” policy analysis. This po-
sition held sway even though, to any observer who examines this
approach carefully, the result is neither scientific nor normatively
neutral.'” What applied economists in effect used were rough and
ready heuristic models devoid of any serious grounding in moral
philosophy. Instead, these constructs included representative agent
models that specified the costs and the benefits of various suggested
policies. Accordingly, such formulations transformed into stubborn
advocates for whatever policies offered benefits exceeding costs, at
least as determined by those very self-same models. The problem
with this from a Classical Liberal perspective is that without speci-
fying the moral foundation underpinning the analysis, the costs
and benefits remain ad hoc. Therefore, the results must be similarly
ad hoc. Recommended courses were dubiously dependent on a set
of unspecified moral judgments that were hidden and not part of
the debate.

As economic policy became classified as a science, the inherent
ambiguity attached to costs and benefits was downplayed, along
with the failures of such models to capture the imprecisions attached
to both of these aspects. Individuals on various sides of a policy
issue used cost-benefit analysis as a strategic device that served to
push forward their own preferred option. The approach devolved
into something of a rhetorical tennis match in which each side would
calculate costs and benefits in a way that revealed their favored out-
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come as being superior. Issues, such as the overall fairness of the
process, the imperfection of government control mechanisms, and
the value of freedom to individuals, were eliminated from formal,
and eventually even from informal, analysis. All of these consider-
ations were issues that Classical Liberals believed were central when
deciding policy options. Correspondingly, on the aggregate macro
level, the policy focus moved toward maximizing material output
as measured by GDP, without any serious consideration given to
the normative foundations of that goal."

What Lerner’s analysis lost was nuance and those sensibilities
that could not be articulated and captured by equations or graphs.
The Classical Liberal concerns about freedom, process, morality,
and liberty, all of which went beyond material output (and beyond
economics), were dutifully eliminated. Instead, economics arrived
at policy conclusions, and proceeded to debate those conclusions,
based solely on economic theory. The policy conclusions that the
New Welfare Economics reached were that government was obliged
to intervene in the market if society wanted to maximize social wel-
fare. This position deviated significantly from the precept encap-
sulated by the more traditional laissez-faire policy. For a Classical
Liberal, these differing policy conclusions might have been viewed
as reflecting changes in the problems facing society. Differences
therefore were not intrinsically inconsistent with Classical Liber-
alism. What was inconsistent was the way in which those policy
conclusions were reached. These conclusions were now directly
implied by economic theory. For Classical Liberals, any guiding
policy principle had to be based on much more than theory alone,
whereas for Classical Liberals, economists holding different policy
views could both be using the same theory. The New Welfare Eco-
nomics made that impossible since policy debates necessarily im-
plied theoretical differences.

What Welfare Economics did was to transform the debate over
laissez-faire policy from one focused on a wide range of issues into
one focused solely on economic theory. Consequently, if you fa-
vored government managing discretionary fiscal policy to get an
economy out of a recession, you were accepting Keynesian theory.
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If you stood staunchly opposed to discretionary fiscal policy, you
were accepting Classical theory. If you supported government in-
tervening in the economy, you were accepting Pigovian theory. If
you opposed it, you were accepting Classical theory. What was lost
in this heightened, and overly simplified, ensuing debate was that
only a single science could, in fact, exist. Science deals only with
right or wrong as determined by scientific methodology. In con-
trast, policy by definition must deal with shades of grey, guided by
argumentation for the sake of heaven.

For Classical Liberals, the actual policy that politicians adopted
did not depend on the scientific theory economists held. The deci-
sion instead relied on how one interpreted that theory, as well as
what aspects of that theory that were deemed to be most impor-
tant. One could accept Keynesian theory, while arguing that gov-
ernments should not run discretionary fiscal policy, because of
government’s basic inability to determine, and/or act, in what one
considered the social interest. One could equally accept that the
market did not ideally allocate resources and still not support gov-
ernment intervention. Doing so made perfect sense if one believed
that intervention would make the apparent failure even worse. The
tear engendered was that government intervention would under-
mine other aspects of the system—such as freedom of choice for
individuals—that the standard model did not take into account.
Classical Liberals, following their underlining methodology, could
accept the same scientific theory, but still come to quite different
positions on policy.

Welfare Economics discarded the Classical Liberal firewall,
choosing instead to blend science with policy. The ensuing ideo-
logical policy battle relentlessly pitted market proponents against
government planners. This conflict became almost totally entwined
with the parallel methodological battle over the way in which eco-
nomic policy analysis could best be conducted. In response, Classi-
cal Liberalism became exclusively identified with the struggle to
defend individual liberty from the depredations of more totalitarian
government tendencies, not with Classical Liberal methodology.”
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The Chicago School Reaction: Extending the Boundaries

The economists that we have identified as composing part of the
older Chicago tradition (and others who methodologically sup-
ported a Classical Liberal methodology) objected to the New Wel-
fare Economics on methodological grounds. In drawing policy
conclusions from theory, the new approach clearly violated the
previously constructed firewall between theory and policy. These
objections fell on deaf ears. The postwar generation of Chicago
School economists deviated sharply from this older tradition. They
joined with other mainstream economists in jettisoning Classical
Liberal methodology. Consequently, their efforts were concentrated
on saving what they saw as the core of Liberal ideology. Preserving
liberty and individual choice were deemed to stand in direct oppo-
sition to the new emerging welfare economics that instead empha-
sized an ideology of state intervention.

In the eyes of Chicago School economists, the New Welfare
Economics was fundamentally wrong. From their perspective, sup-
porters were legitimizing this theoretical base in order to deploy a
classic Trojan horse strategy. The implicit, and largely unacknowl-
edged, purpose was judged to be an invidious attempt to gain sup-
port for what they deemed to be dangerous collectivist policies.
Since policy, in this postwar view, followed directly from theory,
the subsequent debate had to be shifted, even if forcibly. Within this
framework, bad policy had to rest inherently on incorrect economic
theory. It was at this juncture that Stigler, Friedman, and Director
essentially discarded the older Knightian form of Liberalism."” They
instead embraced a reformulated scientific foundation for economic
policy, an approach consistent with that which largely defined their
postwar generation of academics. This new approach was driven by
the perceived, or at least the anticipated, improvements delivered
by theoretical economics."

An important catalyst for this scientific transformation was the
Cold War." This geopolitical tectonic shift appeared to threaten the
deeply treasured liberal values of individual choice and personal
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liberty. No hypothesized coincidence could better account for the
distinct break in the work of these economists after the war. Both
Friedman and Stigler largely abandoned their purely empirical stud-
ies, and the more widely ranging pieces, that had cropped up in their
earlier career. As late as 1943, George Stigler could write a stinging
attack on the New Welfare Economics that clearly reflected the
thinking of Frank Knight and the spirit of the older Chicago tradi-
tion. (Though even here it is possible to see Stigler diverting from
the path carefully laid out by his teachers.)

The new welfare economists claim that many policies can be
shown (to other economists?) to be good or bad without enter-
ing a dangerous quagmire of value judgments. (Stigler 1943: 355)

At the level of economic policy, then, it is totally misleading
to talk of ends as individual and random; they are fundamentally
collective and organized. If this conclusion be accepted, and ac-
cept it we must, the economist may properly exceed the narrow
confines of economic analysis. He may cultivate a second disci-
pline, the determination of the ends of his society particularly
relevant to economic policy. This discipline might be called, fol-
lowing J. N. Keynes, applied ethics. (358)

As we discussed above, the New Welfare Economics, which Stigler
had so gleefully attacked, could have composed an approximation
of a workable framework for a science-based policy. Compatibility,
however, depended on welfare economics being viewed as a loose
heuristic guide, not as a blueprint for policy. This is how Classical
Liberal methodology would have chosen to handle this issue, had
its approach been followed. But this was not the path subsequently
chosen. Theory was treated as an exact road map for applied policy.
The Chicago School economists consequently felt themselves jus-
tified in appropriating, and to their minds vastly improving, the
methodological underpinnings of the mainstream Harvard/MIT
version of Welfare Economics. Consequently, the perceived need
to put the discipline on a more scientific footing, allied with the
exigencies of the Cold War, made the subsequent break with the
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older, Knight-based Chicago tradition, as well as the abandonment
of Classical Liberal Economic methodology, nearly inevitable.

A continuation of ancestry worship in the face of their immedi-
ate objectives would have presented itself as being unproductive, if
not downright perverse. They instead eschewed any restatement
of the Mill-inspired Classical Liberal argument. Such an approach
would have emphasized the inability of any formal framework to
lead to any definitive policy conclusions. Accordingly, these proto-
Chicagoans chose to adopt a contrary, but more strategic, form of
argument. They insisted that their opponents supported non-valid
policies since they clearly embraced the wrong scientific model.
Friedman and Stigler, for instance, were then able to capture the
scholastic high ground by demonstrating that compared to their
opponents, they were productively cultivating a correct economic
model. They were diligently constructing a framework that em-
ployed far more reliably scientific methods. More convincingly, at
least as far as marketing their preferred alternative, they would in-
sist on empirically testing any proposed theory, by employing the
power of statistics to verify their arguments.'® As a result, the Chi-
cago School approach came to be defined by a strict regime which
demanded that any proposed hypothesis be tested empirically.
Stigler’s longtime research associate (1958-1973), Claire Friedland,
leaves no doubt as to the essential role this method played.

George would never just write an article in which he said, “Yes
anti-trust laws were mistaken, and a lot of the policies that they
forbid were really efficient.” This is only the result due to a good
deal of work that has been done in Law and Economics over the
last fifty years, since the time of Henry Simons and especially
due to the analysis promoted by Aaron Director. George would
never say a thing like that about anti-trust laws without attempt-
ing an empirical test, because anybody can have a theory. George
said, in his 1964 Presidential Address, that you can find a theory
to support any policy but the question is, “What is the evidence?”
(Conversation with Claire Friedland, October 1997)
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Gary Becker, on his return to his familiar South Side haunts, pro-
ceeded to subtly clarify this distinctive Chicago School approach,
not only in his own research, but in his teaching as well."” As part
of their boot camp-like training, Chicago graduate students were
drilled incessantly in this one universal faith, the Chicago method.
The idea of operating purely at a theoretical level never gained sig-
nificant traction within this redoubt of conservative thought.
During the crucial period of the 1950s and ’60s, mathematical ele-
gance failed to rule at Chicago in the same fashion that it came to
dominate at other universities.

But the Chicago tradition began to be that if you were a theorist,
you had to do some empirical work. George certainly felt that.
And that was what was conveyed to students. We had very few
purely theoretical dissertations here. People had some theory
and they went out and tested it. And a good theorist was an ap-
plied theorist who did some testing. (Conversation with Gary
Becker, October 1997)

Differing Views on Empirical Work

This blending of theory with empirical testing was clearly a depar-
ture from the older Chicago tradition that remained skeptical of
the conclusions provided by combining formal theory with formal
empirical work. Economic science, as defined by this more circum-
scribed Classical perspective, was essentially deductive and clearly
limited. Older economists consequently had believed that any pol-
icy counterpart was so multidimensional that even the best empir-
ical work could not be entirely trusted.

As we mentioned in an earlier chapter, Gary Becker made this
very clear in a conversation with one of us. In that conversation he
highlighted Knight’s skepticism about data and the fact that data
would almost never sway his position. This approach to empirical
evidence is very much in keeping with the Classical Liberal meth-
odology. Stigler, Friedman and Becker all saw this as a serious fail-
ing of Knight—an unwillingness to accept that economics was an
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empirical science. But in our view there is an alternative interpreta-
tion that places Knight’s approach in a much more favorable light.
Specifically, it can also be seen as a recognition of the simplicity of
the empirical tools available in the 1950s and 1960s, compared to the
complexity of the empirical problems of pulling information from
data, and also of the importance of philosophical and moral dimen-
sions of policy. When empirical findings almost always match the
policy positions held by advocates on one side of a policy issue or
another, it is relatively easy to question the objectivity of the em-
pirical science of the time.

The unbridgeable problem separating a Classical Liberal policy
approach from its scientific successor was that, for a Classical Lib-
eral, empirical work, even that using the latest cutting-edge tools,
was almost never sufficiently conclusive for the broad policy ques-
tions that drove most debates. Different evaluations followed from
an alternative framing of a given question, the proxies used, the way
in which the evidence was collected and interpreted, the aspects of
the question that were assumed away to make the model tractable,
and many more such inevitable ambiguities. Occasionally, empirical
results might provide a sufficiently strong “answer” to effectively
underwrite a policy prescription accepted by all economists, but
that remained the exception, rather than the rule. Inevitably, em-
pirical results would allow for different policy interpretations. More
often than not, empirical work, conducted by economists closely
affiliated with a distinctive ideological policy position, would be
deployed to fashion derived results into an effective rhetorical
bludgeon. The subsequently promoted conclusion served to ad-
vance a distinctive objective rather than provide a beacon to shed
light on the particular issue.'®

The interesting thing is he [George Stigler] was a great enthusi-
ast for quantitative methods. So, it doesn’t seem altogether con-
sistent. But he certainly was. On the other hand, he knew what
the answer was going to be. He just regarded it, as I say, as a way
of persuading other people. (Conversation with Ronald Coase,
October 1997)
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Only a researcher who was consciously trying to follow the path of
a Smithian impartial spectator approach could, according to this
judgment, be even potentially trusted on his own to embrace any-
thing approaching impartialness in any strict sense. Nor was there
any systematic method for discovering and classifying such qualified
individuals, should they actually exist. However, postwar econom-
ics had defined this issue away by subjecting policy to an assumed
standard of scientific neutrality. Precisely this conundrum had en-
couraged Classical Liberals to create a virtual firewall between pol-
icy and theory. That adopted barrier would necessarily force any
ensuing controversy to recognize the implicit sensibilities and judg-
ments that play a central role in policy formation. In contrast, the
subsequent adoption of the theoretical Harvard/MIT framework
defining economic welfare policy eliminated that decisive firewall.
Chicago, in a predictable response to this oppositional challenge,
stitched together an alternative to this activist approach to policy.
Scientifically formulated laissez-faire principles proved capable of
generating Chicago’s carefully enumerated, if only implicitly main-
tained, policy objectives.” In terms of these articulated views, the
Chicago tradition and the Chicago School managed to sustain cer-
tain shared applied threads. Both favored a minimum of govern-
ment involvement in the economy, but their methodology and
argumentation supporting it differed significantly.

It should be noted that Knight himself never accepted the kind
of views that Friedman put forward in, for instance, Capitalism
and Freedom which Knight regarded as an ultra-simplistic work
that ignored many subtle problems. On the other hand, Knight
was even more devastating in his analyses of social policies that
differ from those advocated by Friedman. (Allen Wallis quoted
in Overtveldt 2007: 61)

As the history of the 1960s unfolded, support by mainstream econ-
omists for activist government policy perceptively waned, espe-
cially as Jack Kennedy’s New Frontier gave way to Lyndon Johnson’s
Great Society.”® The growing experience of perceived government
failure, combined with the increased strength and cultivation of
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Chicago-style scientific arguments, succeeded in accelerating this
transition. Viewed in terms of the approach championed by Becker
and Stigler, these Chicago economists had taken accurate aim at
the preferences embedded within most of the profession, namely
telling consistent stories of market efficiency backed by formal sta-
tistical evidence.

As this transformation continued, driven in part by the per-
sistence and skill with which this approach was marketed, what
had been a Chicago dissent from mainstream policy views evolved
into something that would blossom as a distinctly new pro-market
policy mainstream. In many ways, the election of Ronald Reagan
marked the fruition of this pro-market economic perspective,
packaging it as a force capable of ordering (or perhaps rationaliz-
ing) US economic policy.* Chicago was no longer battling against,
but rather helping to shape, the direction of mainstream economic
thought.

Like any successful counterrevolution, this triumph carried
with it an unfortunate dilemma for those at Chicago in sorting out
their methodological and policy beliefs. A position once gained
had to be maintained, with any attempt to re-shift the terms of de-
bate suppressed. By choosing to embrace the consistently skeptical
approach defining the Classical tradition, these triumphant coun-
terrevolutionaries would be dangerously engaging in something
akin to unilateral disarmament, at least according to the strategic
vision constructed by George Stigler.”” Resorting to this older tra-
dition would have compelled these Chicagoans to strategically re-
fashion their tactical offensive, based on rhetorical annihilation, so
that the self-same strategy of contention would equally probe for
the weak crevices and crevasses within their own strongly held pro-
market formulations. Essentially, by agreeing to hold no unchal-
lengeable positions, they would have had to confess to owning only
the most tenuous of grasps on the way the world intrinsically worked.
Doing so would encapsulate the core Classical Liberal notion of in-
corporating a consistent ethic that “embraced dissent.” However,
such a strategic deviation carried with it the obligation to willingly
undercut the ideological certainty with which they operated and
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which had underwritten their success. Given this now embedded
certainty, they declined to invite an unwelcome level of ambiguity
into their tightly woven framework.

As we mentioned in Chapter 5 according to his colleague, James
Kinkaid, Stigler was absolutely sure that the empirical evidence
was on his side, and if it wasn’t on his side, then it must have been
done wrong. That belief allowed him to see economics as a science
in which the theory was confirmed by the empirical evidence.

Consequently, adhering to what they maintained was no longer a
relevant methodology would have obliged these battle-scarred cold
warriors to quite willingly surrender the hard-won critical heights
that they now commanded. Faced with this core requirement of
the Liberal faith (inward skepticism), those at Chicago were not sur-
prisingly inclined to demur. Such a decision, whether consciously
made or not, would have generated no detectable qualms or mea-
sures of hesitation. Therefore, opting to disregard this traditional
Classical Liberal methodological path would have failed to produce
any noticeable struggle within the acolytes of the Chicago approach.
There was no crisis of conscience that needed to be overcome given
such conditions. Policy founded on a scientific basis was embraced
just as fervently as it was by their Harvard or MIT counterparts.
Though faced with an entrenched requirement if they were to com-
pete on an equal basis within the marketplace for ideas, neither
compulsion nor reluctance in its adoption played any evident role
in their operational tactics.

The contrast between the Classical Liberal approach and that of
the Chicago School is exemplified by George Stigler, who jumped
effortlessly from the abstract world of the blackboard to that of ev-
eryday life. Like some sort of latter-day Hegelian, Stigler seemed to
have as his fixed revelatory pole the assumption that “Das Denken
ist das Sein.” His abiding interest continued to be in the develop-
ment of a general theory that could then be universally applied.
Specifics and particulars consistently failed to catch his attention or
sustain his interest. Delineated data, by his definition, could serve
only as a springboard for further generalities.”® Otherwise, such in-
formation acted more as a distraction than as a tool furthering use-
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ful and extended insight. It was similarities, rather than differences,
that gained prominence in his work.**

In contrast, pragmatic concerns, rather than abstract theory, de-
liberately underlay the policy views of Classical economists.>® The
weight of past examples, and of available evidence, proved decisive
for most Classical Liberals when relegating government interven-
tion to the status of a policy of last resort.”® But such beliefs, no
matter how intensely they might be held, were not intended to shut
down or hinder ongoing debate. In practice, these economists, for
the most part, explicitly attempted to adhere to this prescribed level
of conduct. They recognized that their policy principles reflected an
inherent leaning against state action, but, given their interpretation
concerning the intrinsic working of the state and of its policy, they
felt that bias appropriate. There existed an undeniable obligation to
counter the attempts of vested interests to employ the state to ad-
vance their own ends.

To counter this anti-government policy structure, given their
laissez-faire foundations, the inherited Millian tradition not only
tolerated but actively encouraged dissent and discussion.”” That
level of free-flowing discussion served almost as a requirement
when attempting to reach anything resembling a widely held agree-
ment.”® It was that modest “handy rule of practice” approach to
economic policy that was abandoned by the economics profession
in the rush for scientific precision.
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Roads Not Taken

THE STILLBORN VIRGINIA SCHOOL
OF ECONOMICS

The map of the Chicago School story was unfolded in previous chap-
ters with Chicago capturing the position of the Classical Liberal
standard bearer. The narration need not have followed that given
storyline. Austrian economics, Public Choice economics, Coasian
institutionalist economics, and others competed for that same Clas-
sical Liberal mantle in the 1950s, ’60s, and *70s. Had the stars aligned
in a slightly different fashion, one, or perhaps a combination, of these
groups could have become the Classical Liberal standard bearer.

One viable alternative to Chicago was what became known as
the Virginia School. In the 1950s and early ’60s many of these alter-
native Classical Liberal approaches were being simultaneously ex-
plored at the University of Virginia. For a few yearsin the 1960s, econ-
omists actually talked about a Virginia School in much the same
way that they referred to a Chicago School. However, by the end of
the 1960s the Virginia School was no more, and its two most likely
leaders, Ronald Coase and Jim Buchanan, had both departed.'

In this chapter we discuss this stillbirth of the Virginia School
by focusing on two of the approaches developed in Virginia at that
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time. We label one the Coasian institutionalist approach (named
after Ronald Coase). We see this particular methodology as a clear
attempt to maintain the sort of Classical Liberal thought fashioned
in an earlier period by Frank Knight. The other, which we denote
as the Buchanan political economy approach (named for James
Buchanan), also had a stronger commitment to Classical Liberal
methodology than did the Stigler/Friedman/Director version rap-
idly spreading within the Chicago campus.

Both Coase and Buchanan were at Virginia in 1960. Both of these
insightful economists would later win Nobel Prizes for their work.
However, neither one would become a recognized Classical Liberal
standard bearer. Instead, their combined work was seldom consid-
ered to be part of any broader (emerging) mainstream approach
that differed significantly in terms of methodology. Consequently,
their work would create only limited enclaves of economists who
carried on their tradition. Coase would manage to gain disciples (of
varying fidelity) within the fields of Law and Economics, as well as
Institutional Economics. Buchanan would have his greatest impact
in the formation and growth of Public Choice theory. Their work
would remain firmly on the periphery, and their research would
never be entirely integrated within the mainstream of economics.
While just about every well-educated layman would come to rec-
ognize the term “Chicago Economics,” only a few would know of
Coase, Buchanan, or their followers. Knowledge of the Virginia
School would be relegated to the ranks of the historians of economic
thought. Only a miniscule subset of today’s economists would even
know that there had ever been a distinct Virginia School.”

The Coase Dictum versus the Coase Theorem

What I showed in that article, as I thought, was that in a regime
of zero transaction costs—an assumption of standard economic
theory—negotiations between the parties would lead to those
arrangements being made which would maximize wealth, and
this irrespective of the initial assignment of rights. This is the
infamous Coase Theorem, named and formulated by George
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Stigler, although it is based on work of mine. Stigler argues that
the Coase Theorem follows from the standard assumptions of
economic theory. Its logic cannot be questioned, only its do-
main. I do not disagree with Stigler. However, I tend to regard
the Coase Theorem as a stepping stone on the way to an analysis
of an economy with positive transaction costs. The significance
to me of the Coase Theorem is that it undermines the Pigouvian
system. Since standard economic theory assumes transaction
costs to be zero, the Coase Theorem demonstrates that the Pigou-
vian solutions are unnecessary in these circumstances. Of course,
it does not imply, when transaction costs are positive, that gov-
ernment actions (such as government operation, regulation or
taxation, including subsidies) could not produce a better result
than relying on negotiations between individuals in the market.
Whether this would be so could be discovered not by studying
imaginary governments but what real governments actually do.
My conclusion: Let us study the world of positive transaction
costs. (Coase 1994: 10-11)

Ronald Coase’s methodological approach to economics is in many
ways a continuation of the Classical Liberal approach to designing
policy. It relies on judgment, not models. Coase tried to construct
an economics that was institutional and empirically based, but in a
distinctly informal fashion. His framework does not make claims
to reflecting scientific values that can be used to direct or formulate
policy. The approach is designed to provide policy guidelines, not
policy theorems. His structured system is not sufficiently known or
comprehended, at least in any usable detail, to the great majority
of the profession.> What is most widely known among economists
is limited to the Stigler-authored Coase theorem. Many still believe
that Coase’s theoretical argument serves as a foundation for a
laissez-faire approach to policy associated with that famous Theo-
rem. This is exactly what it does not do.

How the Coase Theorem became Coase’s legacy is the story we
investigate here. In particular, there is an underlying conflict be-
tween the rational economic behavior model advanced by the Chi-
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cago School (particularly Stigler, Becker, and Director) and the
older and more conditional approach championed by Classical
Liberal stalwarts such as Frank Knight. Coase was a firm adherent
of the latter, consciously drawing back from basing policy on mod-
els dependent on rational decision making.

When you say it is un-Chicago, you mean that it is an unmodern
Chicago View. Because Frank Knight was at Chicago, and I was
brought up more on Knight than I was on any of the others. And
my views were quite consistent with what he says. They’re not
consistent with what George Stigler, Gary Becker and Richard
Posner say. Posner condemns me because I don’t think people
maximize utility. (Coase 1997: 3)

Coase’s central insight is a simple one. Theorizing about the market
using models that do not contain transaction costs fails to lead to
any specific policy guidelines about whether the market is the best
way to allocate goods. The reason is that market transaction costs,
such as those of pricing, or setting up and enforcing property rights,
play central roles in policy decisions. Consequently models, or any
reasoning without explicit integration of transaction costs, pro-
vide no useful or direct policy guidance. What Coase (1937, 1960)
pointed out in his two best-known works, “The Theory of the Firm”
and “The Problem of Social Cost,” was that economists were mak-
ing inappropriate and unwarranted jumps from abstract models to
policy recommendations, especially in regard to what coalesced, in
the postwar era, as welfare economics.

What is studied is a system which lives in the minds of econo-
mists but not on earth. I have called the result “blackboard eco-
nomics.” The firm and the market appear by name but they lack
any substance. The firm in mainstream economic theory has
often been described as a “black box.” And so it is. This is very
extraordinary given that most resources in a modern economic
system are employed within firms, with how these resources are
used dependent on administrative decisions and not directly on
the operation of a market. (Coase 1994: 5-6)
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The need to take transaction costs into account, when making pol-
icy decisions, formed the underpinnings of what might be labeled
the “Coase Dictum.” To point this out, his strategy was to conjure
up a theoretical world lacking any remnant of a transaction cost.* In
such a world, firms would not exist, and the market could solve all
coordination problems costlessly. The goal was not to argue that
such a model was relevant. Rather, the goal was to show the impor-
tance of transaction costs, and to undercut the use of models that
did not include them. The intention was to direct a conceptual spot-
light on the issue of inherent transaction costs. In this more practi-
cal approach, institutions providing the framework for exchange
become a vital factor in analyzing specific cases. “If we move from
a regime of zero transaction costs to one of positive transaction
costs, what becomes immediately clear is the crucial importance of
the legal system in this new world” (Coase 1994: 11). Policies, under
this pragmatic imprimatur, only proceed from what, arguably, is the
state of the world rather than from what any analyst insists that state
should be. In emphasizing this, Coase lines up consistently with
Knight’s sense of Classical Liberalism.

There are several reasons why the approximate character of the-
oretical economic laws and their inapplicability without empir-
ical correction to real situations should be especially emphasized
as compared, for instance, with those of mechanics.... The lim-
itations of the results have not always been clear, and theorists
themselves as well as writers in practical economics and state-
craft have carelessly used them without regard for the corrections
necessary to make them fit concrete facts. Policies must fail, and
fail disastrously, which are based on perpetual motion reasoning
without the recognition that it is such. (Knight 1972: 11)

These Coase-styled guidelines, if followed, clearly imply that eco-
nomic theory has nothing directly to say about whether the gov-
ernment should or should not disrupt market mechanisms. Instead,
Coase supported an approach essentially incorporating a fundamen-
tal aspect of Classical Liberal thinking, at least as filtered through
such economists as Frank Knight. The approach carries theory to
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its logical conclusions, and carefully recognizes the assumptions
that are necessary for the theory to hold. Theory is not applied
directly to policy recommendations, unless the assumptions fit.
Coase’s argument, sustained by case studies, examples, and critical
logic, contended that assuming away transaction costs excluded
any “blackboard economics” model, no matter how intricately con-
structed, from being directly relevant to actual policy discussions.
Blackboard economics remained incapable of resolving whether
government intervention would make a positive difference given
a specified set of circumstances. (Concrete market problems per-
sistently fail to exist in the abstract or in a generalizable fashion.)
Government administrators must face irritatingly time- and place-
specific problems, not average or general ones. Decision making
consequently had to be founded on available evidence, rather than
be theoretically based. “I wrote that ‘direct government regulation
will not necessarily give better results than leaving the problem to
be solved by the market or the firm. But equally there is no reason
why, on occasion, such governmental administrative regulation
should notlead to an improvement in economic efficiency’” (Coase
1994: 62). In principle, Coase’s theoretical approach left room for
too little, as well as too much, government. Both logic and relevant
evidence insisted on such stipulations. This perspective closely fol-
lowed the Classical tradition. Theory and models were used as aids
to judgment, not definitive guides to policy. But, like many Classi-
cal Liberals, when applying theory (looking at actual case studies),
Coase felt that in practice, government intervention had generally
gone astray, creating more problems than it solved.® Thus his policy
support tended to flow strongly toward supporting laissez-faire
policy guidelines. He fully agreed that this judgment did not fol-
low from scientific economic theory, but rather from carefully con-
structed case studies.’

What a policy analyst could not do was to use theory as a direct
guide to policy, which is what the Pigovian and Lernerian policy
framework suggested. Thus, in many ways, Coase was inspired, pri-
marily negatively, by Pigou’s work. His argument was that it could
not be used in the way that it was being employed.” For example, he
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concluded that the standard policy framework was inappropriately
generalized with regard to its analysis of public goods. A typical
textbook approach would inevitably pinpoint the example of a light-
house as representing an unarguable public good. The provision
by default was left to government agencies since lighthouses by
definition existed as both a non-exclusive and a non-rival good.
This conclusion was based on purely deductive reasoning, extend-
ing back to John Stuart Mill and finding its place in the postwar
textbooks devised by Samuelson and others.® Coase demonstrated
that private suppliers historically had provided this service, detail-
ing the precise conditions for their occurrence within the British
Isles. Whether private or public provision of lighthouses made more
sense followed not from public goods theory, but from careful in-
stitutional study.” An economist had to get his or her hands dirty
and dig through actual records.

An analogous example of that violation was an economist’s ten-
dency to use a direct and unambiguous application of the marginal
cost curve when discussing policies involving externalities.’ The
prevailing Pigouvian model, at least as then understood within the
profession, not only failed to recognize transaction costs, but then
implicitly analyzed the problem as if transaction costs were simply
absent."! Coase argued that the application of such a model was
simply misguided. He persistently maintained that if one assumed
the total absence of transaction costs, then one should expect any
externality to be effectively handled by inter-agent agreements. If
that was indeed the brunt of the case, it followed that any discussion
concerning government policy was moot. The problem could be re-
solved by the market, or by individual agreement, since contracting
was essentially costless. Consequently, if there are no transaction
costs, then there is no relevant need for government intervention,
or for that matter most any aspect of government. Externality prob-
lems would be simply internalized by private negotiation."””

Of course, there are, undeniably, transaction costs. The point
that Coase was trying to make with his argument was that in any
policy discussion, transaction costs and how the policy would work
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in real-world institutions have to be a central part of the discussion.
There is no a priori justification for assuming that transaction costs
never dominate, or that a model of perfectly competitive markets
approximates an actual economy. It might be that the best way to
deal with such problems is through the market, by changes in prop-
erty rights, or alternatively through changes in government inter-
vention. It would all depend on the particular question as well as
the specifics of each case. There could be no general answer. So
what Coase’s work was designed to show was what might be called
the Coase Dictum: Economic models that do not include all rele-
vant aspects of the problem do not directly lead to any applicable
policy results. Instead, relevant models provide frameworks, which
when combined with institutional knowledge, can deliver reason-
able solutions to specific problems. This dictum embodies the Clas-
sical Liberal approach in which policy is removed from theoretical
debate and placed in a pragmatic, real-world framework. In policy
work, all aspects of the question must be taken into account when
performing any fruitful analysis. No general answer can be achieved
without a careful examination of how the model matches the real
world."”

The “Discovery” of the Coase Theorem

The Coase Dictum has remained in many ways invisible to the pro-
fession. Instead, most economists associate Coase not with his own
understanding of the problem, but with the formalistic Coase The-
orem, which is George Stigler’s ingenuous interpretation of Coase’s
work. In his intellectual autobiography (1988), Stigler described the
“Eureka” moment when the Coase Theorem dawned on him." It was
in 1960 at a dinner at the home of Aaron Director." Stigler weaves
a nearly mythical story in which Coase single-handedly challenged
and changed the minds of a cohort of Chicago’s finest economists.
According to his own reports, following vigorous argumenta-
tion, the light went off for Stigler some time during that dinner, and
he recognized the burnished truth of the Coase Theorem. Stigler
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interpreted this as proving simply that theoretically, once we have
eliminated transaction costs, government intervention in the econ-
omy is unnecessary since the market is perfectly capable of solving
the problem. Thus, Stigler could use Coase’s argument to underpin
his theoretical support for the market over government interven-
tion by emasculating the Pigouvian-style externality problem.

The use of the Coase Theorem to support a narrow market ap-
proach serves as a useful demonstration of the argumentation style
that formed an essential part of the Chicago School. The vision
implemented is a policy-based agenda structurally anchored by
an unimpeachable and universal system of markets and decision
making. (Actors are defined as rational agents performing within a
competitive market topography.) The emphasis is on the tactical
advantage to be gained by framing the argument in this manner,
rather than on any potential explanatory benefits afforded by such
conceptualized responses.

The Coase Theorem, as stipulated by George Stigler, clearly de-
viates from Coase’s intentions because it directly violates the Coase
Dictum.!®* With the Coase Theorem, transaction costs have been
removed from the central role of the argument. The intention in-
stead is to facilitate Stigler’s attempt to buttress his own particular,
critical vision of the relevance of price theory to policy, his partic-
ular conception of how markets operate.”” Consequently, the way
in which the Coase Theorem subsequently evolved into a key build-
ing block in policy debates is instructive in reflecting the manner
and extent to which the Chicago School managed to sharply devi-
ate from and undermine Classical Liberalism. These competing ob-
jectives help explain why an alternative Coasian version of Classical
Liberalism did not flourish."

Stigler seized upon this Coasian argument, which persuasively
undercuts the stark Pigouvian approach of moving directly from
theory to policy. He summarized selected insights from a very ex-
tended article by transforming them into a slogan-length theorem.
His newly hatched catechism of faith transformed a Classical Lib-
eral methodological argument into one that followed the modernist
instinct to move inevitably from theory to policy. The striking dif-
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ference with the rejected Pigouvian stylized method was that Stig-
ler’s reformulation, which he neatly labeled the Coase Theorem,"
effectively buttressed a policy that commanded his a priori support.
Ideologically, he was insistent on leaving the market alone, since
the market left alone would achieve an efficient outcome.?® Thus,
instead of interpreting the argument as Coase did, focusing on the
need to incorporate transaction costs when formulating policies,
Stigler chose to interpret the article’s arguments as providing a
framework that would demolish the policy problem posed by ex-
ternalities. He transformed Coase’s intentions into a theoretical
support that buttressed free markets.* For Stigler, his reframing of
Coase demonstrated the preordained conclusion that markets were
capable of taking care of such troublesome issues. In Stigler’s ver-
sion of the Coase Theorem, the market mechanism was essentially
self-correcting.

Using his carefully tailored version of Coase’s work, Stigler con-
structed an argument to serve as a bulwark against government in-
tervention. Coase’s insight, now reborn in the guise of the abstract
and indisputable Coase’s Theorem, sported an implacable insistence
that in the absence of transaction costs, externalities should never
be considered as posing a problem. The Pigouvian externality, hith-
erto a thorn in the side of market fundamentalism, could now be
effectively extricated. Price theory would be able to provide both a
necessary and sufficient reason for supporting an unconstrained
laissez-faire policy. While technically (and nearly by definition) true,
the Coase Theorem was simultaneously irrelevant for any direct
policy application. The theorem unfortunately implied, though it
was often not noted, that in the absence of those same transaction
costs, there would be no need for markets and certainly not firms.
People would just freely negotiate all agreements.**

Advocates of Pigouvian welfare economics had a difficult time
challenging Stigler’s creation and its tacit policies, because in order
to do so they would have to be willing to backtrack on the foun-
dations of their own policy analysis.>® Essentially, these academics
would need to confess the errors of their own proverbial transgres-
sions. These critics would be obliged to admit that the Pigouvian
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framework that they had embraced as a direct policy guide equally
failed to propose any direct policy application. To effectively defeat
the Chicago position, they had to be willing to surrender and dis-
card their own.

Stigler’s invention of a Coasian theorem inevitably became highly
contentious, given its role as a rhetorical ploy. Stigler habitually
courted such controversy.”* However, when viewed from a more
practical perspective, both market and government solutions inev-
itably involve a set of specific attributes and attached conditions.
Unfortunately, in this case, theory triumphed over available evi-
dence. Instead of promoting the reasonable Coasian position, that
real-world decisions had to be made on a case-by-case basis, this
“through the looking glass” transformation offered the seemingly
more tantalizing gift of delivering policy absolutes. Under Stigler’s
skillful manipulation, Coase’s Classical Liberal position transcended
any imposed constraints, offering instead a rhetorical basis sup-
porting an array of market mechanisms. Mainstream models could
only hope to counter this torrent of logic by cannibalizing its
own underpinnings. Would-be opponents proved reluctant to sur-
render the comfort of their own scientifically bolstered version of
modernism.

James Buchanan, Political Economy, and Public Choice

There are subtle but important differences between the
allocationist-maximization and the catallactic-coordination par-
adigm in terms of the implications for normative evaluation of
institutions. In particular the evaluation of the market order may
depend critically on which of these partially conflicting para-
digms remains dominant in one’s stylized vision. To the alloca-
tionist the market is efficient if it works. His test of the market
becomes the comparison with the abstract ideal defined in is
logic. To the catallactist the market coordinates the separate ac-
tivities of self-seeking persons without the necessity of detailed
political directions. The test of the market is the comparison
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with its institutional alternative, politicized decision making.
(Buchanan in Breit and Spencer 1997: 169-170)

Another Virginia School economist whose work also could have
served as a standard bearer for Classical Liberalism was James Bu-
chanan. Like George Stigler, Buchanan was a star student of Frank
Knight. He graduated from the University of Chicago at just about
the time the Chicago School was forming.”® Based on his agree-
ment with Knight’s policy views, he would have seemed to be a nat-
ural, practically founding, member. But he is usually not associated
with the Chicago School. We suspect that an important reason why
is that he did not share the theoretical vision of the economy that is
delineated by the Chicago School’s Coase Theorem. Nor was he
entirely at ease with the mind-set that led to avowed support. He
was much more comfortable with the Coase Dictum than he would
ever be with the Coase Theorem, meaning, in effect, much more at
home with Coase’s methodology than with that of Stigler. We can
hypothesize that, had he and Coase collaborated and blended their
approaches into one, it is likely that they would have arrived at a
methodological approach more closely resembling Classical Lib-
eral methodology than Chicago managed to accomplish. But this
never occurred. Coase soon left Virginia for Chicago, and it ap-
pears that he did not interact all that much with Buchanan in the
ensuing years.

In 1984, however, Buchanan, in an article entitled “Rights, Effi-
ciency and Exchange: The Irrelevance of Transaction Costs,” made
it clear that he found Stigler’s interpretation of Coase’s work un-
acceptable. In that article Buchanan argued that a social optimum,
which Stigler’s Coase Theorem implicitly accepted, could not be
objectively defined. Thus, it was incorrect to frame the policy ques-
tion as a situation in which externalities exist, since that starting
point could not be discovered. It remains impossible to argue that
such an efficient allocation exists. All decisions of this type were
subjective, reflective of the parties to the transaction. Given the
assumptions of the model, all the realized trades, whether under
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conditions of perfect competition or not, must be considered opti-
mal, given the prevailing institutional framework. Assuming full ra-
tionality, no transactions costs, and perfect knowledge, that which
is, is optimal, given the prevailing institutional structure. Of course,
the actual institutional structure might not be optimal, but that
raises different questions than arise when focusing on the transac-
tion costs of exchange. Thus, as was the case with Coase, Buchanan
recognized that Coase’s policy analysis needed to be supplemented
by an analysis of the relevant existing institutional structure and the
costs of changing that structure.

Buchanan’s Political Economy

Buchanan was frankly skeptical of the capacity of majorities to
develop policies that would redress their own moral, cultural,
or economic failings. “A shift of activity from the market sector
cannot in itself change the nature of man,” he and Tullock con-
cluded. “The man who spends his time at the television set or in
his automobile in private life,” they added drily, “is not the man
who is likely to vote for more taxes to finance libraries, concerts,
and schools.” (Burgin 2012: 18)

Buchanan is best known for his work on Public Choice economics.
Public Choice economics is an approach to economic policy that
assumes government policy reflects the selfish goals of politicians
and voters, not attempts to accomplish good through the instrumen-
tality of government.”® While this is consistent with the Chicago
policy view or approach, it highlights different problems, provid-
ing a different reason to support markets.”” Specifically, Buchanan’s
opposition to activist government policy was based less on the be-
lief that the market would get it right and more on a belief that
government would get it wrong. In Buchanan’s view, government
would inevitably be used by vested interests to further their narrow
goals rather than achieve what most would consider society’s de-
sired objectives.”® Put another way, Buchanan believed that gov-
ernment failure was more likely to occur than market failure. His
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Public Choice School was meant to provide a theoretical proof for
why government failure was inevitable.

This is quite different from the Chicago School attempt at un-
derwriting market superiority as demonstrated by the Coase Theo-
rem. The formal Coase Theorem support for the market was based
on Stigler’s interpretation of economic theory and empirical evi-
dence. He accepted as an empirically determined fact the belief
that the market would solve problems on its own better than would
government instrumentalities.*® In contrast, the Public Choice sup-
port for the market was based on a formal political choice model that
held that politics would undermine government solutions to prob-
lems. Buchanan argued that markets might fail, but that, if people
are rational, government policies will be even more likely to fail.

As we have seen in earlier chapters, this Public Choice concern
about government failure has a long history in economics, going
back to Adam Smith’s argument that “the proposal of any new law
or regulation of commerce which comes from this order ought al-
ways to be listened to with great precaution, and ought never to be
adopted till after having been long and carefully examined, not only
with the most scrupulous, but with the most suspicious attention”
(Smith 1776/1961: 278). In that view, Buchanan was in sympathy
with a key element of the reasoning underlying the Classical Lib-
eral laissez-faire policy approach. Where Buchanan differed from
other Classical Liberals is that he wanted to incorporate that gen-
eral insight into formal economic theory, whereas Classical Liberal
methodology would leave it differentiated. For Classical Liberals,
since policy did not follow from theory, there was no need to have
a fully developed theory to guide policy.*

From a Classical Liberal perspective, Buchanan’s formal Public
Choice justification for applying a strict rational choice model to
politics is weak. It puts too much emphasis on strict rationality and
selfishness. Yes, people may be somewhat rational (economically
defined), but they are not fully rational. Moreover, they are not to-
tally selfish, if this means entirely self-concerned. People have both
social and private goals. One of the goals of policy could be to en-
courage individuals to focus on social rather than private goals. The

printed on 2/8/2023 2:55 PMvia . All use subject to https://wmu ebsco.coniterms-of -use



EBSCOhost -

116 CHAPTER 7

very fact that people vote undermines the pure Public Choice
model. Since the probabilities of influencing outcomes with one’s
vote are infinitesimally small, strictly self-concerned rational indi-
viduals would not vote. Thus, Buchanan’s formal Public Choice
theory of government failure was quite different from that of the
more informal Classical Liberal argument. The Classical Liberal ar-
gument was a judgment based on case studies of how government
intervention had worked in the past. The conclusion depended on
a belief that people embodied complex blends of self-interest and
social concerns, leading to different actions at different times. A
key policy goal was therefore to design institutions to bring out the
best in people for those aspects of policy that were most central.
These incentive structures composed the constitutional rules under
which society operated. Success required people to think about pol-
icy from an impartial spectator’s position.

When government became more closely involved in the direct
working of the economy, rather than in setting broad guidelines,
there was little hope that people’s more social nature would pre-
dominate. The unavoidable result would be policy guided by self-
interest alone. In that case, the result of government intervention
would be government failure.

The Classical Liberal argument forcefully directed economists
to look at whether it was possible to design institutions to bring
out the best in humans, an argument that individuals on all sides
of the partisan debate could accept. In contrast, the Public Choice
argument made the analysis into a partisan political issue. Conse-
quently, Public Choice seemed to offer an ideological argument
against government intervention. Expressed alternatively, the Clas-
sical Liberal argument was about the nature of government involve-
ment, dependent on designing institutions so that people’s social
nature guided the resulting structure of those institutions. The
checks and balances provided by democracy and competition to-
gether were fundamental to policy formation and implementation.
Laissez-faire was meant to protect government from partisanship
in its central rule-making role, not to undermine it. Unfortunately,
the Public Choice argument was far less nuanced. The approach
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was commonly interpreted by economists as an argument that any
government involvement would necessarily fail.

The Chicago School view and the Buchanan view are not neces-
sarily inconsistent. Concerns focused on government failure were
part of the Chicago School mantra. But they were not part of Chi-
cago’s formal theoretical concerns since the formal Chicago eco-
nomic model did not necessarily include an analysis of the politics
of policy implementation.*" Buchanan differed from Chicago in that
he attempted to formally expand rational choice analysis within
this government context. The Chicago agenda did not need to do so
since its theory held that government intervention was not neces-
sary. An unfettered, free market was perfectly capable of solving
problems on its own.*?

The general insights of both Buchanan and Chicago were some-
what consistent with Classical Liberal insights. They emphasized
issues that had to be considered when undertaking policy. They dif-
fered from the Classical Liberal approach in their attempts to de-
velop formal models to prove those insights. Classical Liberalism
had no need to develop such formal models since policy did not
follow from theoretical models.*® Had Buchanan stayed with an
informal presentation focused on the problems with government
intervention, he would have remained much more consistent with
Classical Liberalism. But had he done it informally, Public Choice
economic theory would likely never have thrived in the way that
it did. The tenor of the times eschewed informally applied policy
arguments. The modernist spirit forced those advocating any such
concern to build that concern into a formal model from which di-
rect policy conclusions could be drawn. That requirement is ex-
actly what Public Choice analysis tackled.

Buchanan’s formal development of Public Choice reflected his
extensive collaboration with Gordon Tullock, a highly creative
polymath lawyer, who took pride in pointing out that, although
he worked successfully in economics, he had failed to take a single
course in economics. Whereas Buchanan was philosophical and
cautious about drawing policy implications from abstract models,
Tullock was less so. Thus, while Buchanan was comfortable arguing
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within an argumentation for the sake of heaven framework, Tullock
fit much more the Laughlin model of adopting a “win at all costs”
approach to argumentation.** This meant that, like Stigler, Tullock
was willing to make strong assumptions in models and extend those
models to policy if it fit the point he was trying to achieve. Public
Choice theory reflected Tullock’s sensibilities and approach as much
as or even more so than it did Buchanan’s. Specifically, it claimed
that, theoretically, Public Choice economics demonstrated that gov-
ernment policy would not work for society’s benefit since rational
individuals would vote their selfish interests, not that of society.

This Public Choice movement in economics has remained strong,
even though it has never really captured the mainstream. Today it
is seen as a small but distinct field within economics. Public Choice
economics has had a larger impact on political science, helping to
create a rational choice theory in that field. Formal Public Choice
economics does not lie easily within a Classical Liberal tradition,
but instead fits more easily within a more neoclassical tradition of
modeling. The framework reflects the postwar preference for an
approach that contains strong assumptions and a model empiri-
cally fitted to reality. As Peter Boettke (1987) notes, this in large
part reflects Buchanan’s coauthor, Gordon Tullock. Tullock’s per-
spective was much more accepting of neoclassical simplifications
than was the Classical Liberal tradition. Buchanan, then, wearing
his Classical Liberal hat, wanted to model politics as exchanges in
which individuals had varied goals, including both social and self-
ish objectives. Tullock, in contrast, wanted to model politics strictly
in terms of self-interest. Buchanan (1986) notes that this created a
tension in Public Choice theory that went unresolved, and that re-
mains so today.

Could It Have Been Different?

A blending of Coase’s and Buchanan’s approaches to economic pol-
icy would have been much closer to the Classical Liberal method-
ological tradition than that offered by the Chicago School. But the
approach proposed by Coase or Buchanan did not catch on. A likely
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reason for this lack of professional enthusiasm was their insistence
on maintaining aspects of a Classical Liberal methodological ap-
proach. Coase’s work became well known only when it was re-
formulated by Stigler into the Coase Theorem, and in this fashion
integrated into economic theory. However, this bit of packaging
essentially stripped Coase’s work of its institutional and contex-
tual methodological approach.®® Buchanan’s work only became well
known when it was translated into a formal Public Choice frame-
work that could be integrated into formal theory. Doing so, how-
ever, forced it to deviate from Classical Liberal methodology.*

The tenor of the modernist times of that era was not conducive
to a Classical Liberal methodological approach. The postwar pe-
riod was a time when the economics profession implicitly dictated
that policy answers were to be found in formal scientific theory.
Any group that did not agree with that conviction was ejected from
mainstream economics. Within such an institutional ecostructure,
one that encouraged drawing policy from economic theory, the
evolution of the Chicago tradition, which previously had been tied
to Classical Liberalism, became obsolete. Only those approaches
that would willingly jettison Classical Liberal methodology re-
mained viable.
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The Classical Liberal
“Argumentation for the Sake
of Heaven” Alternative

What significance does the history described in the previous chap-
ters hold for economics today? In our view, it means that there was
a more desirable, alternative path that the economics profession
could have followed. Instead of seeing economics as having evolved
from Smith to Ricardo, Walras, Samuelson, and Friedman, it could
have chosen a path with a much different emphasis, namely one
meandering from Smith, through to Mill, Marshall, Viner, Keynes,
Coase, Buchanan, and Amartya Sen (whose work we will discuss
in the next chapter). Modern policy analysis of welfare economics,
as embodied in the thinking defined by Samuelson and Friedman,
would be seen as an important side path that, while clearing up
some issues in our understanding of allocative efficiency, led the
economics profession astray in how normative issues are best inte-
grated into policy analysis." This misdirection was due to a flawed
methodology that attempted to draw policy conclusions directly
from economic theory, rather than maintaining the Classical eco-
nomic firewall between them. Only in the twenty-first century, with
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the development of complexity theory and behavioral economics,
did a viable alternative implying something of a return to its Clas-
sical roots present itself to the economics profession.

The Arts and Crafts Path versus the Science Path

The key difference between these specified paths lies in the under-
lying methodology employed by economists. The path that main-
stream economics (the MIT-Samuelson variety), as well as that
prevailing in Chicago (the Friedman variant), followed can best be
defined as a “science” path. Most of what economists do is charac-
terized as economic science. The alternative approach provided by
Classical Liberal methodology emphasized an “art and craft” path.
In fact, this alternative interprets most of what economists do as
an art and craft that is informed, but not determined, by science.

Both paths see economics as involving both art and science, but
the relevant emphasis is quite different, especially when it relates
to how economic theory is treated. In the science path, theory is
highly important, with formal empirical work providing an accurate
judgment of which theory is correct. Policy follows from theory, so
theory is treated with the greatest respect because of its scientific
empirical foundations. In the art and craft path, theory receives far
less respect. The limitations of scientific empirical work are accord-
ingly given more focus, which means that the limitations facing sci-
entific solutions to policy problems attract additional attention. The
necessity that policy analyses include non-scientifically based judg-
ments on normative values is explicitly recognized. These in turn
are intertwined with relevant sensibilities and non-scientific factors.
Such aspects of policy analysis are unlikely to be usefully debated
by employing the exacting methodological rules of science.

The difference between the two views is usefully revealed by
two alternative interpretations of a joke that economists sometimes
tell as a way of explaining why theory is so important. In it, a phys-
icist, an engineer, and an economist are given a stopwatch, a string,
and a ball. They are then told that the person who can most accu-
rately measure the height of a building will get into a Scientific Hall
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of Fame. The physicist ties the ball to the string, hangs it down from
the roof and (using the stopwatch) proceeds to calculate the length
of time it takes the pendulum to swing from side to side. From that
information, he estimates the height of the building. Next, the en-
gineer takes the ball and drops it off the top of the building. He then
uses the stopwatch to determine how long the ball takes to fall, in
this way estimating the height of the building. The punchline of the
joke is that the economist then comes in and chooses to ignore
both options. Instead, he takes the stopwatch, string, and ball to the
guard in the building and trades them for the blueprints of the
building. He then reads the height of the building from the blue-
prints, and by doing so wins his place in the Scientific Hall of Fame.
Conclusion: theory trumps practice.

The joke captures the way in which the “scientific” path values
economic theory as occupying the central role in determining pol-
icy.? Theory acts as an economist’s blueprint. This framework forms
an absolute requirement for guiding policy. Thus, a thorough knowl-
edge of theory, in all its intricacies, is an indisputable necessity for
any economist focused on policy formation and evaluation. That
specific vision guides economic training, one that stresses the need
to provide students with technical training in reading theoretical
blueprints and in empirically testing theories. Students receive lit-
tle formal training in the practical craft of economic policy.

There is, however, an alternative punchline to this joke. In this
version, when the building was constructed, the builders hit numer-
ous unforeseen problems and were forced to make adjustments.
They consistently deviated from the blueprints. They did whatever
worked instead. When they did so, they failed to specify those ad-
justments in the blueprints on file. Consequently, the economist
doesn’t end up winning a place in the Hall of Fame, because the
blueprints fail to match the actual building. The previously trea-
sured scientific artifact turns out to be a poor guide to the build-
ing’s actual state. This alternative punchline captures the essence of
the Classical Liberal and the modern complexity view of economic
theory (Colander and Kupers 2014).
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The described alternative perspective sees the economy as hav-
ing evolved from the bottom up, without a blueprint, in a highly
complex evolutionary way.’ Therefore, the hope of finding a defin-
itive set of blueprints to guide policy is essentially impossible, if not
foolhardy. For a Classical Liberal economist, theoretical blueprints
might sometimes be helpful, but they do not serve as a plausible
substitute for having direct knowledge of the institutional structure
of an economy and a set of tools that can plausibly guide and help
interpret that knowledge. Policy is a craft that goes far beyond sim-
ple blueprint reading.

To show the difference between the two paths, consider the way
in which economists talk about general equilibrium. Captured by
the science path, general equilibrium proofs of existence, stability,
uniqueness, and optimality are extremely important when thinking
about the economy and economic policy.* As Franklin Fisher put
it, “It is not an understatement to say that they (the results of GE
theory) are the underpinning of Western capitalism” (Fisher 2011:
35). The current mainstream methodological view of economics
agrees completely with that sentiment. Consequently, the training
of economists is necessarily focused on providing graduate students
with the ability to manipulate science—to develop and empirically
test theories.

The Classical art and craft view employs a quite different attitude
to the role of theory. It understands theory to be a useful organizing
tool, but not one capable of delivering a set of precise blueprints.
This approach holds that Western capitalism would exist regardless
of any results provided by general equilibrium theory.® Whether
general equilibrium theorists can or cannot prove existence (they
can do so under certain conditions) or stability (they cannot prove
stability in a wide range of conditions) is irrelevant to the function-
ing of Western capitalism. The economy would continue to exist
and exhibit any requisite levels of stability or corresponding lack
of stability regardless of any pertinent general equilibrium proofs.
To understand the economy in a way that might prove productive
for policy formulation, one must have close interaction with the
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economy itself. This understanding goes far beyond an abstract
theoretical level; it is an understanding that can only be gained by
experience.’ Hence, the appropriate training of economists versed
in the art and craft approach requires much more than just instruc-
tion and experience in developing and testing relevant theories.”

How Classical Methodology Was Lost by Friedman

Since the two paths differ in terms of methodology, in the remain-
der of this chapter we look specifically at Milton Friedman’s “The
Methodology of Positive Economics” (1953/1966). This article en-
couraged the profession to ultimately jettison and disregard Clas-
sical Liberal methodology. Friedman’s tract subsequently became
the best known discussion of economic methodology by any econ-
omist (whether deserved or not).® It still guides the thinking, at
least implicitly, of most economists on methodological matters,
despite the severe criticisms leveled against it by philosophers and
methodologists alike.” Our goal in examining this work is to display
the way in which, almost unwittingly, Friedman abandoned the
Classical Liberal art and craft methodology and substituted his
own brand of positivist “science” methodology in its place.®

The abandonment occurs when Friedman specifically states that
advances in positive economics can resolve numerous policy de-
bates, such as whether there should be a minimum wage, or whether
regulation makes sense (a list of policy debates that Friedman
(1953/1966) says can be “extended infinitely”). He further argues
that if his “judgment is valid, it means that a consensus on ‘cor-
rect’ economic policy depends much less on the progress of nor-
mative economics proper than on the progress of a positive eco-
nomics in yielding conclusions that are, and deserve to be, widely
accepted” (6).

Friedman then admits that his “judgment that the major differ-
ences about economic policy in the Western world are of this kind
isitselfa ‘positive’ statement to be accepted or rejected on the basis
of empirical evidence” (Friedman 1953/1966). It has now been more
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than sixty years since Friedman wrote his still influential article. In
our estimation (and, we believe, in that of most fair-minded ob-
servers), it is clear that advances in positive economics have not
resolved the major policy issues facing society. The same debates
about regulation, minimum wage, and tariffs exist now as existed
much earlier. This status continues despite much extended study,
as well as the advancement in both empirical methods and analytic
tools. Contrary to Friedman’s hypothesis, that advancement has
not led to any lasting agreement about policy. At different times,
different policy positions have gained favor, but there has been no
overall scientific finding, either in theory or in scientific empirical
studies, that has definitively answered such policy questions. There
likely never will be; there are just too many dimensions to the prob-
lems to conclusively answer most policy questions. The theory and
empirical evidence may be suggestive, but suggestive is quite dif-
ferent than definitive. Consequently, the empirical hypothesis upon
which Friedman claimed his argument should be judged (whether
advances in positive economics will resolve policy differences) has
shown that Friedman was wrong. Advances in positive economics
have failed to resolve most policy differences.

Resolving Policy Debates through Argumentation
for the Sake of Heaven

If advances in positive economics fail to resolve such policy differ-
ences, how are policy differences to be resolved? Our answer is that
those debates are fundamentally irresolvable by science alone. Res-
olutions, when they come, will be based on a better understanding
of differences in interpretation, sensibilities, and normative judg-
ments. These are differences best resolved through a method we
have previously labeled “argumentation for the sake of heaven.” This
method entails an honest exploration by economists (of varying
policy persuasions) focused on advancing understanding, not on
winning debates. It is a quite different type of argumentation style
than the Chicago School pit bull style.
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Argumentation for the sake of heaven can only occur if one rec-
ognizes that it is needed. Friedman’s methodological prescription
does not acknowledge such a need." Our claim then is that in his
methodological essay, Friedman, and hence the Chicago School,
followed in the wake of the mainstream MIT/Harvard branch of
economics by making the same fundamental methodological mis-
take that caused them to abandon Classical Liberalism. In that essay,
Friedman formally jettisoned a central element of Classical Liberal
methodology, namely the proposition that the scientific branch of
economics, devoted to searching for the truth, should not be ex-
tended to policy issues."” Instead, according to Classical Liberal
dictates, positive economics should focus its analysis on finding
truths that all economists could agree upon based on the empirical
evidence. Policy issues were not to be included among such truths.
Any attempted consensus on policy issues could only be achieved
through argumentation for the sake of heaven. So, while eliminat-
ing pluralism is conceivable in science, since there are assumed
to be workable, albeit imperfect, empirical methods to distinguish
scientific truths, pluralism in policy debates cannot be eliminated.
Instead, it must be embraced.”® Consequently, institutions should
be designed to provide checks and balances to whatever the con-
ventional wisdom is thought to be. Internal critics are critical to
successful applied policy work.

Implementing an argumentation for the sake of heaven method-
ology would require economists ascribing to opposing views on
policy to willingly personally discuss the nuances of their policy
differences. The mutually held goal of these debaters arguing for
the sake of heaven would be to reduce differences. To the degree
possible, the overriding objective would be to reach a consensus,
or at least a specification of what type of evidence might persuade
economists on both sides of the policy issue, to change their mind."
Institutions to do that would need to be developed. These struc-
tures would encourage researchers with differing policy sensibili-
ties to work together to discuss those differences. The aspired goal
would encompass the oversight of jointly conducted research devel-
oping evidence that both might find convincing.”® Such conscious
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joint exploration by researchers with different sensibilities would
go beyond scientific research. Their efforts would also evaluate var-
ious moral philosophical arguments that might help to resolve any
seemingly intransigent differences.

We recognize that this methodological approach provides no
simple panacea, nor does it offer a convenient mechanical algorithm
to follow. But this method, while deliberately complex, was the
best that Classical economists could develop, and we have nothing
better to offer. Since the profession’s postwar dismissal of this per-
spective has led to the proliferation of sterile debates, it would seem
to be a perspective worth exploring once again.

The Separation of Theory from Policy

As we have emphasized throughout this book, a key pillar of Clas-
sical Liberal methodology is the firewall lodged between theory and
policy. This approach attempted to separate the positive science of
economics from the policy branch. It did so not because it held that
a purely positive economics science was possible, but because it
believed that even such an imperfect separation might prove use-
ful. Doing so would allow economists to better concentrate on the
goal of finding truth in the scientific branch of economics, while
concentrating on finding reasonable policy solutions in the applied
policy branch. Classical economists did not believe that positive sci-
ence was irrelevant to policy, nor did they believe that a perfectly
value-free, positive economics was possible. They recognized that
values permeated all aspects of analysis, and that scientific explora-
tion might, and likely would, have important policy implications.
But, choosing a more pragmatic way of advancing understanding,
they argued that it was useful to differentiate economics into these
two branches according to the degree to which values and sensi-
bilities were necessarily intertwined with analysis. Adopting this
strategy allowed them to use different methodologies specifically
tailored to the relevant analysis.

In Classical Liberal methodology, economics ceases to be a uni-
fied field of research endowed with a single method. Instead, the
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discipline splits into a variety of related fields of inquiry, each sport-
ing a different specific methodology which represents the state of
the art and craft. It will likely involve micro methodologies, each
with their own appropriate niche. For example, the methodology
chosen to investigate a question with good empirical data will dif-
ter sharply from the methodology that may prove relevant in the
case of a policy issue for which a distinct lack of empirical data pre-
vails. Labor economics will likely have a different methodology
than public finance, which in turn will be differentiated from that
of macroeconomics. For Classical Liberal economists, the applied
policy branch of economics remains essentially a craft. That craft
consists of multiple subcrafts embracing only a very loosely applied
governing methodology.

For early Classical Liberals, scientific methodology, as applied to
economics, involved mainly logical deductions, with little empiri-
cal testing. The reason for this emphasis was that formal statistical
techniques meeting the requisite high scientific standards accept-
able to most economists failed to exist at that time. Consequently,
economists had to carefully avoid claiming scientific validity for
their untestable theories. Such theories that prevailed served pri-
marily as organizing structures. One could still theorize, but one
could not base policy conclusions on such theories. Nonetheless,
some economists of that era, such as David Ricardo, did exactly
that.'®* However, within the Classical Liberal methodology, which
we see as the dominant strain of that era, that movement from
models to policy implications was widely considered to be inap-
propriate, with Ricardo representing an exception rather than the
rule. Making such a connection became known as the Ricardian vice
(Schumpeter 1987/1954), notable for being essentially an invalid
and misleading method."” During this period, John Stuart Mill stands
out as something of an exemplar of the type of Classical methodol-
ogy that we advocate. He emphasized that theories and models pro-
vided at best half-truths. To relate theory to policy, one had to add
moral, humanitarian, and interpretative considerations that went
far beyond science alone. These considerations required a method
that could incorporate argumentation for the sake of heaven.
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That disposition dramatically changed in the postwar era, espe-
cially dominating the current thinking within economics. With the
development of new statistical tools, the proliferation of data, and
the startling advance in computational power, a scientifically con-
figured branch of empirical economics that can reasonably guide
some aspects of policy is becoming more of a possibility. Still, such
an approach has a long way to go before gaining a sufficient level of
reliability. At this point, deep learning computational solutions can
assist, but not substitute for, the reasoned judgment that Classical
Liberals relied upon.

Separating out a branch of economics that restricted a wide
range of value-laden analysis from entering into the scientific realm
served to protect (and provide legitimacy to) the science of eco-
nomics. Classical Liberal economists were wary of scientists hold-
ing strong policy views, or those who fashioned theories in relation
to desired policy conclusions. Policy sensibilities would inevitably
taint scientific judgments as well as erode a neutral observer’s per-
ception of his or her objectivity. A pronounced tendency in this
direction would muddle the validity of any scientific work."® So
paradoxically, the value of positive science to policy construction
was enhanced by the extent to which a scientific researcher could
be deemed uninterested in matters of policy. That lack of policy
focus allowed more objective science to occur, ultimately making
such investigations intrinsically more useful for subsequent policy
formation.

Putting Economists in Their Place

Classical economists recognized that much of what economists did
was related to policy matters. They felt that their concern about
policy was justified. The desire was for economists to feel encour-
aged to do policy work. But these Classical economists viewed
putting a firewall between scientific and policy conclusions as a
necessary step in making positive economics unassailable, and hence
as useful as possible. They urged economists to clarify their conclu-
sions. Consequently, any analysis conducted with policy applications
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in mind should not be considered as positive economic science.
Instead, it should be considered to belong to a distinctly different
branch of economics, one that explicitly integrated all relevant fac-
tors into policy analysis. They labeled this alternative branch the
art of economics.

Since most of what economists do is related to policy, propos-
ing that economic scientists remain unconcerned with policy issues
would contradictorily seem to drastically reduce, if not eliminate,
the scope of economic practice. But such a conclusion is erroneous.
This position simply states that when economists are doing applied
policy work, or even doing background work designed to shed light
on a policy on which they are not neutral, they should not consider
themselves scientists seeking some unvarying truth. Rather, they
should consider themselves as acting in a more humble capacity.”
They should envision themselves as being engineers, gardeners,
technicians, (Keynes suggested dentists), or perhaps specialists
providing information that can inform policy makers. Economists,
in their role as economic engineers, need to accept more of a back-
stage role, rather than seeking to absorb the limelight, unless they
are willing to go beyond economics and consider all aspects of the
policy analysis. In that instance, they would be tentatively stepping
into the role of statesman rather than remaining in the more com-
fortable confines of economics.

Not seeing oneself as a scientist does not mean that when one is
working on a policy issue, one should not try to be objective. Nor
does it mean that economists should fail to provide the best pos-
sible answer to the proposed policy questions in a fashion that is
independent of one’s individualistic values or beliefs. Classical Lib-
erals assumed that in policy analysis, an economist should incorpo-
rate his or her best estimates of society’s normative judgments, not
his or her own normative judgments. These would manage to in-
corporate objective interpretations of institutional realities as far as
possible. True, these judgments involve a greater degree of uncer-
tainty than do judgments that can be subject to generally accepted
scientific methods based on empirical verification. That’s why Clas-
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sical Liberals felt that, as a practical matter, it was useful to separate
out the science of economics from its application to policy. Doing
so was particularly essential when, as was generally the case, the
economist harbored an a priori view about what the appropriate
policy might be. Even if they succeeded in that regard, the remain-
ing part, which Classical Liberals called economic science, could
not be entirely value free. But they hoped the careful separation
would make that part accepted as science more value free than it
otherwise would be.

Value-Transparent Theory and Analysis

The goal of Classical Liberal policy analysis was not to be value
free, but instead to be value transparent. Researchers should clearly
state the value judgments underlying the policy prescriptions and
recognize that their understanding of the policy would reflect their
individual sensibilities. Thus, they should submit all policies to ar-
gumentation for the sake of heaven and be modest in their claims
so that outsiders could decide whether they were in agreement
with them.

Since values play a key role in the Classical Liberal approach,
determining how to arrive at those values was a key part of that
methodology as applied to policy formation. We will not explore
that here since it is a complicated issue and one in which we are not
specialists. We should however mention that to arrive at a norma-
tive compass, Classical economists often used some variant of Adam
Smith’s impartial spectator. As they integrated values into their
analysis, the appropriate Classical Liberal methodology evolved
into the necessity to make an argument that (the economist be-
lieved) would convince an impartial spectator.?

Adam Smith was vague about what that moral policy foundation
might be. Subsequent Classical writers blended a moral philoso-
phy based on an impartial spectator approach together with a more
general moral philosophy of utilitarianism.* They argued, based on
this impartial spectator analytic, that it was reasonable to arrive at
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a loose, normative goal for economic policy that could be summa-
rized as “the greatest good for the greatest number.” These Classi-
cal Liberals recognized that such a goal was both ambiguous and
at times even contradictory. That ambiguity would doubtless have
posed a problem had the goal of utilitarian philosophy been one of
arriving at some specified policy. However, that was not the goal.**
Classical utilitarianism can be better understood as a starting point
for a policy discussion conducted as an argument for the sake of
heaven approach.>® The strength of this perspective rested on the
broad reach of its goal. Utilitarianism could help rule out a set of
policies that were so far removed from achieving the greatest good
for the greatest number that any ambiguity and inherent contradic-
tions within them did not matter for that rejected subset. The goal
was a partial, not a complete, ordering of policies.

Classical liberals recognized that in espousing certain policies,
economists would find it difficult, if not impossible, to avoid let-
ting such value-laden considerations affect their judgment. Conse-
quently, the pragmatic goal was not to entirely avoid these prior
beliefs, as one explicitly attempted to do for the positive science
of economics. Biases were instead an accepted fact that was sim-
ply unavoidable. However, such ideological leanings could be bal-
anced, to some extent, by attempting to reach as high a level of
transparency as possible. Therefore, developing institutions that
had embedded checks and balances was vital to objective policy
analysis. Economists needed to be honest, to others as well as to
themselves, about their pre-ordained sensibilities and judgments.

Lionel Robbins, who with Milton Friedman is seen as having de-
veloped modern economic methodology, differed fundamentally
from Friedman in that Robbins continued to espouse a Classical
Liberal approach. Robbins set himself apart from Friedman by
contesting those who saw his arguments as providing support for a
brand of positive economics that led directly to policy conclusions.
He considered such an interpretation of his work to be seriously
misguided. Robbins was very clear about the need to separate pos-
itive economic analysis from policy analysis. In his 1980 Ely Lec-
ture (Robbins 1981), he explicitly stated that he had been misin-
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terpreted in this manner. He argued that the economics profession
had incorrectly interpreted his argument to imply that economists
should avoid value judgments. That was not what he was arguing.
Robbins insisted that while the science of economics should avoid
value judgments, the entire field of economics should not. Instead,
the discipline necessarily included a policy branch that embraced
values. As he pointed out: “My suggestion here, as in the Introduc-
tion to my Political Economy: Past and Present, is that its use should
be revived as now covering that part of our sphere of interest which
essentially involves judgments of value. Political Economy, thus
conceived, is quite unashamedly concerned with the assumptions
of policy and the results flowing from them” (7-8). By making this
particular argument, he was doing no more than reiterating Classi-
cal liberal methodology.

Where Friedman Broke with Classical Liberalism

There is little indication in his writings or presentations that Fried-
man saw himself as deviating from Classical Liberal methodology.
In fact, in claiming that policy results would follow from the posi-
tive science of economics, Friedman specifically stated that he was
basing his approach on that of John Neville Keynes (1891), whose
book on the Scope and Method of Political Economy was a summary
of Classical Liberal methodology. In it Keynes was very clear that
economics should be separated into three distinct branches. While
Keynes’s book focused on the appropriate method required for the
positive science of economics, he argued that the science of eco-
nomics had a quite different methodology than did applied policy
economics.**

The likely reason why Keynes did not devote much space to the
methodology appropriate to the applied policy methodology is that
an applied exploration did not have strong methodological rules. It
was a craft, not a science, more a matter of judgment. As a craft, it
was defined by a very loose methodology, one that was learned by
doing. What Friedman missed (whether deliberately or by over-
sight) was that, while Keynes did not focus on the methodology of
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the art of economics, he saw it as the appropriate methodology for
applied economics and made it clear that its methodology had to
go far beyond economic science.*® Keynes writes:

[F]ew practical problems admit of complete solution on eco-
nomic grounds alone ... [W]hen we pass, for instance, to prob-
lems of taxation, or to problems that concern the relations of the
State with trade and industry, or to the general discussion of
communistic and socialistic schemes—it is far from being the
case that economic considerations hold the field exclusively. Ac-
count must also be taken of ethical, social, and political consid-
erations that lie outside the sphere of political economy regarded
as a science. (1891: 34)

We are, accordingly, led to the conclusion ... that a definitive
art of political economy, which attempts to lay down absolute
rules for the regulation of human conduct, will have vaguely de-
fined limits, and be largely non-economic in character. (83)

Friedman initially presented himself as being in accord with this
thinking by beginning his essay with a quotation from Keynes that
makes exactly this point. Friedman writes:

In his admirable book on The Scope and Method of Political Econ-
omy, John Neville Keynes distinguishes among “a positive science
... abody of systematized knowledge concerning what is; a nor-
mative or regulative science ... a body of systematized knowledge
discussing criteria of what ought tobe ... ; an art ... a system of
rules for the attainment of a given end”; comments that “confu-
sion between them is common and has been the source of many
mischievous errors”; and urges the importance of “recognizing
a distinct positive science of political economy. (1953/1966: 3)

Friedman then continues by explaining:

This paper is concerned primarily with certain methodological
problems that arise in constructing the “distinct positive science”
Keynes called for—in particular, the problem of how to decide
whether a suggested hypothesis or theory should be tentatively
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accepted as part of the “body of systematized knowledge con-
cerning what is.” But the confusion Keynes laments is still so rife
and so much of a hindrance to the recognition that economics
can be, and in part is, a positive science that it seems well to
preface the main body of the paper with a few remarks about
the relation between positive and normative economics. (1953/
1966: 3)

In making that statement, Friedman seems to be saying that he
is continuing in Keynes’s footsteps by attempting to spell out the
methodology of positive economics. Where Friedman fumbles in
this effort is by placing policy analysis within the grasp of positive
economics and not in a third applied policy branch of economics—
the branch Keynes called the art of economics. So here is the irony.
Even though Friedman specifically cited Keynes’s three-part divi-
sion, he proceeded to discuss only a two-part division between
normative and positive economics. Keynes’s third branch (the
branch that was central to Classical liberal policy analysis) vanishes
without a trace. By doing so, Friedman eliminates the Classical Lib-
eral methodology.?®

Friedman explains his view with regard to the minimum wage

policy:

I venture the judgment, however, that currently in the Western
world, and especially in the United States, differences about eco-
nomic policy among disinterested citizens derive predominantly
from different predictions about the economic consequences of
taking action—differences that in principle can be eliminated
by the progress of positive economics—rather than from funda-
mental differences in basic values, differences about which men
can ultimately only fight. An obvious and not unimportant ex-
ample is minimum-wage legislation. Underneath the welter of
arguments offered for and against such legislation there is an un-
derlying consensus on the objective of achieving a “living wage”
for all, to use the ambiguous phrase so common in such discus-
sions. The difference of opinion is largely grounded on an im-
plicit or explicit difference in predictions about the efficacy of
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this particular means in furthering the agreed-on end. Propo-
nents believe (predict) that legal minimum wages diminish pov-
erty by raising the wages of those receiving less than the mini-
mum wage as well as of some receiving more than the minimum
wage without any counterbalancing increase in the number of
people entirely unemployed or employed less advantageously
than they otherwise would be. Opponents believe (predict) that
legal minimum wages increase poverty by increasing the num-
ber of people who are unemployed or employed less advanta-
geously and that this more than offsets any favorable effect on
the wages of those who remain employed. Agreement about the
economic consequences of the legislation might not produce
complete agreement about its desirability, for differences might
still remain about its political or social consequences but, given
agreement on objectives, it would certainly go a long way to-
ward producing consensus. (1953/1966: 5)

Classical economists held a quite different view about how policy
agreement would be reached. They did not see scientific empirical
work as being able to resolve policy differences. As Lionel Robbins
put it: “What precision economists can claim at this stage is largely
a sham precision. In the present state of knowledge, the man who
can claim for economic science much exactitude is a quack” (Rob-
bins 1927: 176). These Classical Liberals believed that economists
could come to quite different policy conclusions even though they
agreed on both some broad theoretical and empirical scientific re-
sults, as well as concurring on normative goals. The reason for com-
ing to different positions lay in how someone might interpret sci-
entific results and how they might interpret normative goals. That
interpretation inevitably involved numerous judgments, informal
analysis, and sensibilities that differed among people. Good econo-
mists, sharing the same values, using the same theories, and accept-
ing the same empirical work, could arrive at quite different policy
results because of subtle differences in interpretations and sensibil-
ities. For Classical economists, movement toward agreement about
policy would not come about primarily from any advancement in

printed on 2/8/2023 2:55 PMvia . All use subject to https://wmu ebsco.coniterms-of -use



EBSCOhost -

ARGUMENT FOR THE SAKE OF HEAVEN 137

positive economics. Progress would derive from a better under-
standing of, and coming to agreement on, subtle differences in in-
terpretation and judgments.

To allow for that disagreement, and to make it possible to think
of positive economics as relatively value free, Classical Liberal
economists defined the positive science of economics quite nar-
rowly. They placed policy analysis into a separate branch labeled
the art of economics. Creating this separate branch was central to
the Classical Liberal methodology. This bifurcation allowed the
relevant methodology to be tailored for resolving debates concern-
ing values and issues. Such disputes could not be answered with
scientific precision simply by employing economic science. By not
acknowledging the need for a third branch—an art of economics—
Friedman helped, whether intentionally or not, to undermine clas-
sical methodology.

By suggesting that developments in the positive science of eco-
nomics would answer questions about the minimum wage and
other contentious policy issues, Friedman’s essay dismissed Clas-
sical Liberal methodology. As we stated earlier, the same debates
continue today, and are just as contentious as they were when Fried-
man first conjured up his distinctive strategy. Despite advances in
examining the positive economic analysis of the minimum wage
debate, these have failed to resolve existing differences. When one
group of researchers finds evidence seeming to support the useful-
ness of a minimum wage law, another group of researchers almost
simultaneously finds contrary evidence, or finds reasons to disre-
gard the evidence of that other group. For example, when Card and
Krueger (1994, 1995) found evidence that the minimum wage did
not create a significant degree of unemployment, another group of
economists®’ challenged their study and suggested that other side
effects of the minimum wage were sufficiently important to negate
any pretentions of representing good policy.?® Given the continued
debate that inevitably flairs up over such policy, even after some
sixty years of ongoing investigation, it seems pretty clear that Fried-
man was wrong about the ability of positive economics to resolve
such disputes.”
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Some Summary Comments

In summary, by eliminating the art of economics as the branch
within which policy disputes could be debated and resolved, Fried-
man removed the method devised by Classical economists for
keeping positive economics relatively value free. Doing so, despite
protestations to the contrary, effectively reduced the possibility of
arriving at a consensus about both scientific economic theory and
about applied economic policy. In removing policy from the art of
economics, without a discussion of why, Friedman and the Chicago
School joined the rest of the profession in abandoning a central
element of Classical Liberal methodology.

The consequences of this seemingly small change in methodol-
ogy have had an enormous effect on the economics profession.*
As economists tried to force answers on policy issues onto the ter-
ritory defined by positive economics, they retreated to abstraction.
Economic theory became a set of formalisms (marginal social ben-
efit should equal marginal social cost) that represented reasonable
generalities, but failed to be operational, lacking any practical way
of being implemented. The discussion of how they could be made
implementable never occurred. As J. de V. Graaff concluded in
his famous consideration of welfare economics, Theoretical Wel-
fare Economics, “the possibility of building a useful and interesting
theory of welfare economics—i.e. one which consists of something
more than the barren formalisms typified by the marginal equiva-
lences of conventional theory—is exceedingly small” (Graaff 1957:
169).
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The Art and Craft of Economics
THE CLASSICAL LIBERAL ATTITUDE

We began this book by arguing that economic policy does not fol-
low from economic theory. Policy contains too many dimensions
to be drawn directly from theory.! We argued that, instead, policy
had to be drawn from a complicated blend of judgments based on
ambiguous empirical evidence, normative issues, and sensibilities,
which when artfully combined might be framed in a manner con-
sistent with scientific theory. However, differences in these judg-
ments were not resolvable simply by applying scientific theory.
J. M. Keynes, in his reflection on Marshall, expressed this view
clearly:

The Theory of Economics does not furnish a body of settled
conclusions immediately applicable to a policy. It is a method
rather than a doctrine, an apparatus of the mind, a technique of
thinking, which helps its possessor to draw correct conclusions.
(Keynes quoted in Guillebaud and Friedman 1958: vii)

The scientific method is a methodology that is useful for certain
types of policy issues, but not for all types. Specifically, it is not
a methodology that is especially useful in guiding those aspects of
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economic policy analysis concerned with the broad design of pol-
icy where values are in play.” The scientific method limits both the
scope of policy questions addressed and the methods used to an-
swer those questions. The scientific methodology may be very im-
portant for a subset of technical problems, but those are often not
the ones that cause disagreements among policy makers. This means
that rigid adherence to scientific methodology in applied economic
policy analysis is highly problematic. Trying to use the scientific
method to reach conclusions about policy: (1) tends to undermine
any achievable consensus on the relevant science; good science
does not lead to policy conclusions without the addition of norma-
tive judgments; (2) hardens, rather than resolves, sensibilities and
nuanced judgments where there is natural disagreement about pol-
icy; and (3) discourages the exploration of creative and imaginative
approaches to policy.

If a scientific method is not the approach economists should use
in applied policy, what is? In this final chapter we provide our an-
swer to that question as best we can.’ More precisely, we attempt to
provide guidance in constructing an applied policy by employing a
Classical Liberal methodology. Our intention is to offer a measure
of useful guidance, but we want to warn the reader. We will not
(indeed cannot) provide a set of fixed rules based on Classical Lib-
eral methodology. There will be no step-by-step instructions, no pre-
cise algorithm, no ultimate guide that cracks the mystery of doing
applied economics in some cookbook fashion.* That would demand
employing the very opposite to what we understand to be Classical
Liberal methodology.

The methodology for constructing applied policy that we sup-
port takes a fire hydrant approach to any highly specified set of rules.
Such dictums are best used as a watering post. A central theme
of our analysis has been the scarcity (if not near non-existence) of
usefully analyzed, non-contextual, methodological rules that sup-
port Classical Liberal policy analysis. A reason why a formal set
of these instructions fails to exist is that the appropriate rules are
hardly worth discussing. They are obvious rules of thumb on which
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most would agree.’ The difficulty arises when attempting to imple-
ment these rules, which boil down to the following: do good work;
continually reflect on what good work is; recognize the limitations
of good work; and recognize the tendency of individuals (including
oneself) to harbor a built-in bias favoring one’s own viewpoint and
thus the need to enforce impartiality on oneself as well as on oth-
ers.® (These principles could equally appear at a Google workplace.
They verge on the innocuous.) Further: Do so by constantly sub-
jecting one’s work to an impartial spectator test; operate in an insti-
tutional environment where partial spectators on the opposite side
provide checks on one’s impartiality.

As should be clear from the discussion so far, we are not above
providing mundane methodological rules. But we don’t seriously
believe that these rules are anything more than a beginning. For
us, methodology is more attitude than rules. So, if, by guidance,
one refers to a specified set of methodological rules, by definition
that is not achievable. But what can be provided is a sketch of how
we believe applied economics policy analysis should be done, or at
least a rough version of that approach. In this chapter we provide
that guidance by sketching out the work of six economists whom
we see as exemplifying the Classical Liberal method. Our method-
ological suggestion to economists is to emulate them; consider
their writings carefully and decide what aspect might apply legiti-
mately to a variety of contexts.

The economists we have chosen are, by design, diverse. The
common thread among them is a shared attitude toward existing
economics that is respectful, but not reverent. Their perspective
consistently emphasizes an implicit firewall that effectively sepa-
rates science from policy analysis.” All of them are mainstream
economists (or at least they are comfortable operating within that
landscape). But they are simultaneously often critical of that same
mainstream.®

While we believe that holding a Classical Liberal attitude is not
actually a rarity, expressing that attitude is often difficult since it
involves criticizing a power base that remains firmly wedged within
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the discipline itself. There are always strong forces in any profession
primed to defend a status quo that allows the profession to hold a
high opinion of itself and protects it from criticism.” The ecostruc-
ture within which economists work often pushes Classical Liberal
methodological concerns aside and encourages would-be members
to go along with the directive flow of mainstream thought. Such
a gravitational pull exists even if one consciously disagrees with it.
This state of affairs has only been reinforced by the ruling ecostruc-
ture that reinforces a polar orthodox/heterodox structure which
undermines argumentation for the sake of heaven.

The prevailing methodology pays conspicuous lip service to the
general rules, despite work being actually guided by a set of built-in
(and usually unstated) methodological structures. What we are
arguing is that, within economics, not only is there a standard re-
ceived methodology, there is also what might be called a largely
unacknowledged nano-methodology, operating almost invisibly,
that plays a central role in how economics (and other social sci-
ences) is practiced. It is a nano-methodology that includes such
rules as: don’t criticize colleagues with whom you share policy
views; don’t disparage economics because non-economists will
use your comments to inappropriately malign economics; don’t
consider ideas unless they conform to the prevailing modeling
structure ... and many similar guidance rules.

Put another way, what we are calling Classical Liberal method-
ology is determined more by an attitude than by some irreducible
formal method. It involves recognition that any useful methodol-
ogy is embedded in practice. Consequently, the way research is
actually done, and must be done, involves a series of judgments
by the researcher. For example, when one lacks a perfect measure
to quantify a concept, what proxy does one use? When tractability
requires simplification, what precise route should be taken? The
list of nano-decisions one must make as a researcher is almost end-
less. How one makes those decisions plays an important role in
what one ultimately concludes. The actual methodology is defined
by the nano-decisions that researchers use while conducting re-
search. Classical Liberal methodology then is distinguished by de-
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liberately focusing on the way research is actually done. It spends
less time on generalizing abstract rules that are no more than edu-
cated common sense or on attempting to make them more precise.
Classical Liberals are also specifically conscious of the institutional
incentives that researchers face, as well as the power those inherent
incentives have to distort their work."

What we continue to argue is that economists need to take such
nano-methodology seriously. They can do so by accepting that an
educated commonsense approach, not an approach based on ab-
stract methodology pronouncements, can best guide policy analy-
sis. The applied policy methodology we are advocating eschews
any one-size-fits-all generalization. Instead, it is more of a bespoke
variety—custom tailored to speak to the particular problem at hand
and the issue in question. Put another way, the appropriate meth-
odology is not left to some outside classifier to determine. It is best
accomplished by those doing actual applied policy research, those
aiming to discover what works and what doesn’t. At the heart of
this method then is “what works,” or at least what has worked in the
past. What actually works continues to depend on the context of
the research project and what engineers call the state of the art."

Classical Liberal Methodology Is Defined By an Attitude,
Not By a Set of Rules

Summarizing our arguments, Classical Liberal methodology is de-
fined more by an attitude than it is by a particular methodological
approach. That attitude blends a deep-seated skepticism of main-
stream theory, often manifested by heterodox economists, with an
appreciation of the gains that have been made by mainstream the-
ory, an appreciation generally lacking among heterodox critics. A
Classical Liberal attitude would also display a mutual respect for
the methods that have evolved in mainstream and non-mainstream
traditions to handle theoretical problems. Thus, for example, the
smug disdain for humanist approaches that one often senses in elite
mainstream corridors fails to find even a tacit concurrence within
Classical Liberalism.
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The best way of conveying our conception of what is at least sug-
gestive of a Classical Liberal stance is to present a handful of econ-
omists who, in our view, reflect this attitude."* We have chosen six
economists: Edward Leamer, Ariel Rubinstein, Alvin Roth, Paul
Romer, Amartya Sen, and Dani Rodrik. Each have, in our view,
displayed a Classical Liberal attitude to methodology in important
aspects of their work.”> We consider the way in which they have
attempted to relate scientific theory to practical policy concerns,
arguing that each has adopted an identifiable Classical Liberal ap-
proach. We are not singling out any one of their specific practices
as a model that should be followed assiduously. Instead, we are sug-
gesting that they provide role models that might fruitfully be emu-
lated by any cohort of young economists."*

All six belong within the mainstream. However, if one character-
izes the mainstream as following a standard approach of neoclassical
positivism, as applied to policy matters, they are far from mainstream
in their policy approach. All six have proved willing to challenge pol-
icy positions that standard economists have commonly maintained."
Moreover, the inferences they make from theories differ from those
of many mainstream economists. All refuse to see models as clearly
drawn, scientific blueprints. Instead they treat them as rough, ad
hoc heuristic guides, whose applicability varies with the problem
considered. Consequently, they look to modify them whenever their
educated common sense suggests that doing so would be useful.

The Con in Econometrics

An economist who acerbically pointed out the importance of nano-
methodology back in the 1980s is Edward Leamer, a UCLA econo-
mist who serves as our first example of an economist exhibiting
a Classical Liberal attitude. Back in 1983, he wrote a well-known
paper entitled “Let’s Take the Con Out of Econometrics.” In doing
so, he encouraged the profession to reflect on the way it routinely
conducted econometric applications (Leamer 1983)."® He pointed
out that the way applied econometrics is taught to students, and is
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employed in policy formation, makes it appear to be a highly scien-
tific procedure—what Leamer described as “econometrics of the
top floor.” He then pointed out that the way applied econometric
research is actually done is the way it is done in the basement. This
locale functions as the site where many of the top floor rules are
broken, not because the researcher doesn’t care about them, but
because following the rules is impossible. The data inevitably don’t
fit the rarefied problems that top floor methodology is designed to
resolve. Standard methodological rules inevitably must be broken
when conducting real-world research.

This insight implies that there is a secondary set of operative
rules—what we are calling nano-methodology. A clear need exists
to shape less formal (more implicit) dictates that can usefully guide
the necessary breaking of the official (and less flexible) rules. These
unacknowledged norms form a central part of practical economic
methodology—what actually works. These are skillslearned through
practice rather than instilled within the confines of the classroom
or lecture hall. In this realm, standard scientific methodology pro-
vides little guidance that productively assists research. Instead, the
models used on the top floor provide scientific cover for the work-
a-day heuristics employed in the basement."” Leamer points out
that this need to break these rules makes the field of applied econo-
metrics a craft, not a science (Leamer 2012). The Classical Liberal
methodology explicitly recognizes that this practice puts much
more focus on nano-methodology than on the official, canonical
methodology generally acknowledged by the profession. In much
the same fashion, the field of applied economics is a craft. Our argu-
ment is that the methodology of the art and craft of economics lies
in concentrating on the actual practices favored by economists, es-
pecially the practices adopted by the leaders in the field. How they
approach their craft is central to understanding an economist’s
working methodology. More focus needs to be given to what they
do, not to what they say."® Leamer’s work led to a reconsideration
of econometric practice, as well as an even broader consideration
of economic rhetoric (McCloskey 1985)."”
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Economic Theory as Fable

Let’s turn next to an economist who, we suspect, few would tend
to include as a Classical Liberal, but who, in our view, fits perfectly
into this mold. He exemplifies many of the top mainstream eco-
nomic theorists who in practice exhibit Classical Liberal tenden-
cies, but who don’t explicitly acknowledge (or are acknowledged
as having) a flirtation with this embrace.”® Most economists, even if
so inclined, are seldom tempted to discuss methodological issues.*!
One exception to this tendency is Ariel Rubinstein, a theoretical
economist at NYU and Tel Aviv University, who has written the
standard graduate text in game theory. He continues to do path-
breaking work in that field. What marks him as leaning toward a
more Classical Liberal attitude is his view of how game theory re-
lates to policy applications. Rubinstein (2012) captured this view
precisely in his book, Economic Fables, where he summarized the
manner in which he thought economists should begin many of their
policy discussions.

I would like to start with what I believe every academic should
do when appearing in public, especially when speaking about
political and controversial issues—to clarify the extent to which
he is incorporating his professional knowledge in his remarks,
when he is expressing views with the authority supported by ac-
ademic findings, and what part of his comments are nothing
more than his personal thoughts and opinions.... to the best of
my understanding, economic theory has nothing to say about
the heart of the issue under discussion here ... Because as an
economic theorist, I would like to state that economic theory
is exploited in discussion about current economic issues, and I
don’tlikeit..., to put it mildly.

Everything that I say here, even in an academic context (and
Iintentionally use the word “academic” since I do not think that
the word “scientific” is appropriate for economics) is completely
subjective, controversial and therefore perhaps describes me no
less than it describes economic theory. (2012: 13-14)
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He further explained his view in an interview that expanded on his
underlying methodological approach:

In general, my view about formal models is that a model is a fable.
Game theory is about a collection of fables. Are fables useful or
not? In some sense, you can say that they are useful, because
good fables can give you some new insight into the world and
allow you to think about a situation differently. But fables are not
useful in the sense of giving you advice about what to do tomor-
row, or how to reach an agreement between the West and Iran.
The same is true about game theory. A main difference between
game theory and literature is that game theory is written in for-
mal, mathematical language. That has advantages and disadvan-
tages. The advantages are that the formal language allows us to be
more precise, it allows us to get rid of associations that are not
relevant and it allows us to better examine some arguments. The
disadvantage of formal language is the level of abstraction, which
has two main downsides. First of all, it makes the theory very far
away from one minus epsilon of the population. Even among the
academic community, most people who claim to use game the-
ory hardly understand it. Secondly, abstraction has the negative
side that once you abstract things, you miss a lot of the informa-
tion and most of the details, which in real life are very relevant.

In general, I would say there were too many claims made by
game theoreticians about its relevance. Every book of game the-
ory starts with “Game theory is very relevant to everything that
you can imagine, and probably many things that you can’t imag-
ine.” In my opinion that’s just a marketing device.**

The attitude Rubinstein displays here, and in much of his other
work, both theoretical and policy oriented, can essentially be char-
acterized as falling within the Classical Liberal basket. Were all
economists to abide by a similar view as they move from theory to
policy, we believe that the structure of economic science, as well
as the nature of policy debate, would be much improved. The key is
the continuing maintenance of a productive separation between
the two spheres.”
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The Economist as Engineer

Whereas Ariel Rubinstein demonstrates the Classical Liberal ap-
proach to the abstract game theory, Alvin Roth demonstrates the
Classical Liberal applied policy approach to the use of game theory.
Roth, using insights from game theory, has developed matching sys-
tems for physician residencies, for school systems, and for kidney
transplants (Roth and Peranson, 1999; Roth, Sénmez, and Unver
2004). These systems are not controversial; most observers agree
that they are systemic improvements. (He received a Nobel Prize
for his work in 2012.) Roth uses insights from theoretical game the-
ory, but applies those insights to real-world problems, accepting
the normative views of society about what is fair as a necessary part
of the analysis and system design. He makes no attempt to remain
formally scientific. His method is to use whatever tools provide rel-
evant insight. Thus, for example, rather than call for a market in
kidneys in which people could buy and sell kidneys, he developed
a system of transplant chains that did not require any explicit mon-
etary pricing, but that allowed direct exchanges and also allowed
for altruistic donors to generate multilevel donor chains.

What leads us to classify him as Classical Liberal is that he ex-
plicitly describes himself as an engineer, not a scientist (Roth 2002).
He integrates computational and experimental tools into his design
work and explicitly defends his engineering approach. He writes:
“Engineering is often less elegant than the simple underlying phys-
ics, but it allows bridges designed on the same basic model to be
built longer and stronger over time, as the complexities and how to
deal with them become better understood (1342).%*

An important reason why his, and similar, matching systems
work is that, instead of using existing wealth relationships to under-
pin the system, as would be the case in a standard “market” solu-
tion, he develops an alternative property right structure that is
more in tune with how an impartial spectator would judge fairness
in the system. Concerns about efficiency and fairness are blended
into the design of the system. Developing systems that are seen by
impartial spectators as fair is a central aspect of system design for
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Roth. Blending considerations of fairness into the initial design of
the system is crucially missing in much applied work that sees itself
as scientific.

The Trouble with Macro

Leamer is an econometrician, Rubinstein is a microeconomic the-
orist, and Roth is an applied microtheorist. Our next example is a
macroeconomist; macroeconomics is an area in which the main-
stream profession has most deviated from a Classical Liberal per-
spective. As discussed in previous chapters, in the 1960s and ’70s
macro theory and policy became closely wedded—Keynesians used
an IS/LM model to demonstrate the necessity for an activist mon-
etary and fiscal policy.”® To counter this imperative, Chicago econ-
omists used a reduced form monetarist model, to insist upon a
laissez-faire policy. Both sides implacably claimed to have culti-
vated an implacably scientific basis for their divergent policy ar-
guments.*® These ongoing debates were never adequately resolved
(they were basically unresolvable), but by the late 1970s they started
to fade away.

That vanishing act occurred while macroeconomics almost si-
multaneously underwent a radical transformation. IS/LM models
were abandoned by macrotheorists and were replaced with more
formal scientific models that focused on “micro foundations” and
rational expectations. This work was initially labeled New Classical
theory. Eventually it would evolve into DSGE (Dynamic Stochastic
General Equilibrium) macroeconomics. By the year 2000, DSGE
macro had conquered the entire field.>” Any reputable economist
working in macro was expected to use DSGE models. They had be-
come de rigueur. If you were sufficiently foolhardy to use an alterna-
tive approach, you would find yourself essentially barred from pub-
lishing in any top economic journal. Economists who questioned the
usefulness or ability of using DSGE models to solve applied policy
problems were ostracized (and effectively dismissed) as holding het-
erodox views. These unfortunates were condemned to dwell on the
periphery of the mainstream macroeconomic research community.
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This practice established the dominance of DSGE modeling
even when the economic focus was on macro policy work. Any pol-
icy advocated by a macroeconomist was expected to follow from a
DSGE model. The problem was that to make the model tractable,
one had to accept assumptions that so deviated from the real world
that it was hard to see what relevance the resulting model might
hold. Specifically, to be operable, the analyzed economy had to con-
tain only one representative agent, a supposition that essentially
assumes away any coordination problem by any subset of heteroge-
neous agents. Agentsin the DSGE model were designated as blessed
with super rationality, while any expected frictions (or transaction
costs) were assumed to be conveniently non-existent. But some-
how, despite these narrowly defined constraints, the model was still
touted as providing the user with reliable policy guidance. As op-
posed to treating the model as a fable, sometimes useful, sometimes
not, the DSGE model became transmuted into an accurate blue-
print of the truth. Taking such an absolutist approach clearly vio-
lates both the essence and spirit of the Classical Liberal attitude.

Within the profession, few economists objected openly. If you
did, you were essentially shunned. DSGE was the only allowable
methodological approach, the proverbial only game in town. From
a Classical Liberal perspective, using such an abstract model for
applied policy analysis made little, if any, sense. The DSGE model
might have been the best available scientific model (because being
logically consistent it was in many ways scientifically preferable to
the logically inconsistent IS/LM model). But for a Classical Lib-
eral, the best science has to offer does not necessarily produce the
best policy model. That alternative position was not allotted serious
consideration because of the insistence that policy must necessarily
follow from scientific models. Consequently, given this presumed
nexus, policy as dictated by a DSGE model possessed a certain per-
suasive logic. As with many such models, by adding sufficient “ad-
justments” and modifications to the DSGE version, clever econo-
mists were able to make it fit just about any situation that might
arise. DSGE models were claimed to be the only appropriate way
of doing macroeconomic policy.*®
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Modern Macroeconomics in Practice:
How Theory Shaped Policy

Given that background on DSGE modeling, we now turn to Paul
Romer. What makes Romer worthy of mention as an example of a
Classical Liberal attitude is his 2017 essay, “The Trouble with Macro.”
It is a no-holds-barred attack on modern DSGE theory.>® So even
though Romer has long been considered as an insider in the field,
he was not reluctant to seriously discuss the problems associated
with the DSGE model.*® In this article he argues that “for more
than three decades, macroeconomics has gone backwards,” and he
places the blame on a failure of the leading figures within the macro
profession to criticize one another. Because of this reluctance, these
economists developed a type of group think, one that effectively
allowed educated common sense to be overlooked. We fully agree
with that assessment. It accurately pinpoints another aspect of vio-
lating the preferred policy/theory firewall.

Romer argues that “macroeconomic theorists dismissed facts by
feigning an obtuse ignorance about simple assertions, such as ‘tight
monetary policy can cause a recession.’” Instead, he argues that
their models are based on imaginary causal forces. He specifically
points out that economists use Friedman’s methodological argu-
ment as a convenient escape hatch that allows them to dismiss
informed critics’ reasoned complaints. By taking this stance, he
underscores the fact that the theory these economists offer fails to
match the world they imagine they are discussing. He writes:

In response to the observation that the shocks are imaginary, a
standard defense invokes Milton Friedman’s (1953) method-
ological assertion from unnamed authority that “the more signif-
icant the theory, the more unrealistic the assumptions” (p. 14).
More recently, “all models are false” seems to have become the
universal hand-wave for dismissing any fact that does not con-
form to the model that is the current favorite. The noncommittal
relationship with the truth revealed by these methodological
evasions and the “less than totally convinced ...” dismissal of
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fact goes so far beyond post-modern irony that it deserves its
own label. I suggest “post-real.”

Romer gives two examples of how the sociology of the profession
tends to reinforce prevailing beliefs. Specifically, he argues that
modern macro DSGE modelers have tended to limit their attacks
on colleagues who share their policy views. This claim implies that
top researchers hold those who agree with them to much looser
standards than those willing to oppose their positions. These differ-
ent standards follow naturally from an “us” versus “them” sensibil-
ity, reflecting precisely the type of approach to policy that we are
arguing against.”'

Restricted to the scientific portion of the economic discipline,
that opposition pitting scientist against non-scientist makes some
limited sense. All scientists should be committed to a search for the
truth, and the appropriate methodology to do so includes an ac-
ceptance of scientific methodology. Scientists are assumed able to
legitimately separate themselves from non-scientists who are not
obliged to follow the same rigorous and precise methodology.** If
policy is part of science, then that same opposition can carry over
to policy matters. In that case, anyone who dared to disagree with
the standard policy view would be labeled as being beyond the
pale, creating within the profession a strong herd-like tendency to
reach common policy conclusions. In contrast, by strictly separat-
ing out policy analysis from science, that tendency is significantly
reduced. A more open discussion of the limitations of models is
accordingly encouraged, creating a wider range of policy views
consistent with the same scientific base.

Amartya Sen and Income Distribution Policy

Amartya Sen captures another, quite different, research approach
that fits within the Classical Liberal mold. Sen is well known as
a major contributor to theoretical economic science (in the field
of social choice and welfare economics), as well as applied policy
work. He is probably the best known of the six economists pre-
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sented here, partially because of the Nobel Prize he received in 1998.
Sen’s theoretical work has shaped social choice and welfare theory,
demonstrating, among other things, the way in which Arrow’s Im-
possibility Theorem is so structured that it must necessarily lead to
its unsettling result. However, still starting from Arrow’s premise,
Sen managed to find a way to navigate around the restrictive Im-
possibility Theorem, provided that one is willing to accept partial
rankings (Sen 1977). He also has demonstrated that the Pareto Effi-
ciency criterion commonly adopted in economics can be inconsis-
tent with Liberal values (Sen 1970a), thereby undermining much of
the standard practice of drawing scientific policy conclusions from
economic models.

Our interest here lies not so much in Sen’s scientific and theo-
retical work, but in his applied policy efforts that focus on devel-
opment issues and related income distribution conflicts.*® That
applied analysis is not entirely unconnected to his theoretical work,
but it is largely separable from that narrower context. Instead of
approaching the issue of income distribution as theoretical by na-
ture, he handles the problem from more of a policy perspective. In-
come distribution problems become especially important in times
of famine. Sen investigated the causes of famines and potential ef-
forts to ameliorate and even resolve such horrors. In that work we
see a major difference between how Sen approaches the issue of
income distribution compared to the way in which standard econ-
omists approach the same issue. Specifically, rather than thinking
of development and income distribution as issues that are sepa-
rable from broader social considerations, Sen treats them both as
deep-seated problems that go far beyond economics. His proposed
policy solutions reflect those complex interconnections.’*

Setting income distribution within the context of economic de-
velopment enables Sen to propose the existence of a set of linked
freedoms. Sen argues that development has to be thought of, and
dealt with, as linked to a philosophical sense of freedom. It should
not, therefore, be demoted to merely a technical economic problem.
Specifically, Sen argues that development consists of the removal
of various types of what he calls “unfreedoms” that leave people
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with little choice or opportunity of exercising their reasoned agen-
cies. This focus on freedom was central to Classical Liberalism,**
and in many ways Sen can be seen as a faithful successor to Mill in
his concerted attempt to advance the system of Classical Liberal
moral and philosophic thought.*® For Sen, human freedom, not
material welfare, is the preeminent objective of development. Ac-
cording to Sen, real development cannot be trivialized to a simple
increase in GDP or income. Rather, true advancement requires a set
of overlapping mechanisms that progressively enable individuals to
exercise a growing range of freedoms.

This focus on freedom makes it impossible to discuss develop-
ment without examining political freedoms and transparency in
personal relationships. Such a discussion involves freedom of op-
portunity, including freedom to access credit and effective eco-
nomic protection from abject poverty. Any workable solution to
income distribution issues is to be found by testing alternative as-
signments of rights and freedoms, not in the operation of the econ-
omy with a given assignment of rights. Within mainstream theory,
that connection has not been explored. Rights are accepted as given,
and policy designed to change those rights is not normally dis-
cussed. Sen’s analysis of distribution changes that way of thinking.

Sen’s approach to the problem of distribution is thus similar to
John Stuart Mill’s. Income distribution is not an economic problem
to be solved by narrow economic thinking. Instead, it is a problem
that blends moral philosophical, economic, and political elements.
It is not a problem to be approached by standard economic analy-
sis. Mill argued that distribution was a societal decision built into
the legal structure, norms, and laws of the land, not a technical out-
come reflecting the workings of an economy.*” For this reason, Mill,
like Sen, argued that any workable distribution policy needed to
concentrate on the assignment of property rights, rather than focus
on a study of supply and demand. Mill writes:

The laws of property have never yet conformed to the princi-
ples on which the justification of private property rests. They
have made property of things which never ought to be property,
and absolute property where only a qualified property ought to
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exist. They have not held the balance fairly between human be-
ings, but have heaped impediments upon some, to give advan-
tage to others; they have purposely fostered inequalities, and
prevented all from starting fair in the race. That all should in-
deed start on perfectly equal terms is inconsistent with any law
of private property: but if as much pains as has been taken to
aggravate the inequality of chances arising from the natural
working of the principle, had been taken to temper that inequal-
ity by every means not subversive of the principle itself; if the
tendency of legislation had been to favour the diffusion, instead
of the concentration of wealth—to encourage the subdivision of
the large masses, instead of striving to keep them together; the
principle of individual property would have been found to have
no necessary connexion with the physical and social evils which
almost all Socialist writers assume to be inseparable from it.
(Mill 1848: 209).

This focus on the underlying norms and legal structures of society
as the key to fostering policy debate presents an important aspect
of distribution policy as analyzed by a Classical Liberal approach.
This method contrasts sharply with that of standard economics,
which displays a marked propensity to disregard property rights
and norms. Instead, the focus remains frozen on measuring techni-
cal relationships such as marginal productivities.

The difference in policy prescription that follows from these
alternative approaches can be seen in Sen’s analysis of famine and
in his proposed policies to deal with them. Sen argues that famines
aren’t created by food shortages. Standard economics implicitly as-
sumes these shortages to be the root cause. Sen argues that abso-
lute scarcity—where there is not enough food to feed everyone—is
extraordinarily rare. In Sen’s view, most famines are created by the
social and legal systems that determine how a society’s food is dis-
tributed. Famines are caused by changes in distribution mechanisms
in which some individuals fail to have sufficient entitlements to the
available supply of existing food. This alternative analysis leads
to distinctly different policy proposals. Sen argues for the need to
shift our attention from questions of food availability to questions
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of distribution, or to the social systems that guide this distribution.
He writes: “If one person in eight starves regularly in the world,
thisis... the result of his inability to establish entitlement to enough
food; the question of the physical availability of the food is not di-
rectly involved” (Sen 1981: 8). He concludes his work, Poverty and
Famines, with this famous observation: “The law stands between
food availability and food entitlement™® (166).

As we stated above, Amartya Sen is unquestionably a famous
economist. His work is well known and respected throughout the
profession. But despite his fame, the reality remains that few grad-
uate schools today include a careful study of any of his vast output.
Students are not told that his approach to policy should be seen as
a good role model for how applied policy should be done. Intro-
ducing students to Sen’s applied policy methodology is not consid-
ered to be central to training students in practical applied econom-
ics. This reality reflects the nearly universal “science” approach to
applied policy that has successfully preempted the art and craft that
categorized Classical Liberalism. Sen’s methodology is considered
tangential to standard economics precisely because he works out-
side the normal scientific framework. Students are implicitly taught
to shy away from the dangerous chasm of heterodoxy. Instead, the
career advantages of conformity are absorbed during their training
without the need for any conscious reminders. Students are taught
to approach economic policy problems scientifically, which means
that the many non-economic dimensions of the problems, which
Sen’s work highlights, do not get integrated into economic policy
analysis. Were the profession to adopt a Classical Liberal method-
ology, both teaching and practice would radically change.*

Dani Rodrik and International Trade

Our final example of an economist who demonstrates a Classical
Liberal methodological attitude is Dani Rodrik, an international
trade theorist at Harvard. Although he is highly respected within
the economics profession, Rodrik has managed to carve out an
approach to trade policy that clearly differs from the discipline’s
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accepted standard. He has also written extensively about the eco-
nomics profession itself.

Back in 1997, Rodrik authored a book, Has Globalization Gone
Too Far? In it he argued that economists’ arguments for free trade
and globalization were far too strong. There were numerous addi-
tional dimensions to trade policy that should persuade economists
to be more circumspect when discussing it. In a blog posting enti-
tled “Straight Talk on Trade,” he reflected on that previous volume,
as well as on economists’ continued tendency to advocate free
trade without the nuances that all good economists know accom-
pany such advocacy. (He expanded upon the ideas in Rodrik 2015.)
He writes:

As my book Has Globalization Gone Too Far? went to press
nearly two decades ago, I approached a well-known economist
to ask him if he would provide an endorsement for the back
cover. I claimed in the book that, in the absence of a more con-
certed government response, too much globalization would
deepen societal cleavages, exacerbate distributional problems,
and undermine domestic social bargains—arguments that have
become conventional wisdom since.

The economist demurred. He said he didn’t really disagree
with any of the analysis, but worried that my book would pro-
vide “ammunition for the barbarians.” Protectionists would latch
on to the book’s arguments about the downsides of globaliza-
tion to provide cover for their narrow, selfish agenda.

It’s a reaction I still get from my fellow economists. One of
them will hesitantly raise his hand following a talk and ask:
Don’t you worry that your arguments will be abused and serve
the demagogues and populists you are decrying?

It has long been an unspoken rule of public engagement for
economists that they should champion trade and not dwell
too much on the fine print. This has produced a curious situ-
ation. The standard models of trade with which economists
work typically yield sharp distributional effects: income losses
by certain groups of producers or worker categories are the flip
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side of the “gains from trade.” And economists have long known
that market failures—including poorly functioning labor mar-
kets, credit market imperfections, knowledge or environmen-
tal externalities, and monopolies—can interfere with reaping
those gains.

Nonetheless, economists can be counted on to parrot the
wonders of comparative advantage and free trade whenever
trade agreements come up. They have consistently minimized
distributional concerns, even though it is now clear that the dis-
tributional impact of, say, the North American Free Trade Agree-
ment or China’s entry into the World Trade Organization were
significant for the most directly affected communities in the
United States. They have overstated the magnitude of aggregate
gains from trade deals, though such gains have been relatively
small since at least the 1990s. They have endorsed the propa-
ganda portraying today’s trade deals as “free trade agreements,”
even though Adam Smith and David Ricardo would turn over in
their graves if they read the Trans-Pacific Partnership.

This reluctance to be honest about trade has cost economists
their credibility with the public. Worse still, it has fed their op-
ponents’ narrative. Economists’ failure to provide the full pic-
ture on trade, with all of the necessary distinctions and caveats,
has made it easier to tar trade, often wrongly, with all sorts of ill
effects.

In short, had economists gone public with the caveats, uncer-
tainties, and skepticism of the seminar room, they might have
become better defenders of the world economy. Unfortunately,
their zeal to defend trade from its enemies has backfired. If the
demagogues making nonsensical claims about trade are now
getting a hearing—and, in the US and elsewhere, actually win-
ning power—it is trade’s academic boosters who deserve at least
part of the blame.*°

This posting, and the attitude and sensibility behind it, are very
much within a Classical Liberal methodological tradition. This
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tradition emphasizes nuance. Doing so creates an effective barrier
discouraging the tendency to jump from abstract models to policy
prescription without carefully specifying the caveats attendant
on such a heedless leap. Rodrik knows international trade models
inside out. But he does not base policy directly on them without
being fully cognizant of the parts of the model that refuse to quite
fit the world to which he is applying them. What he emphasizes
are precisely the type of caveats and nuances that are automati-
cally thrown out by a form of standard economics that persis-
tently nestles applied policy issues within the context of positive
economics.*

Rodrik’s post also captures the cost to public policy of the con-
tinuing penchant for drawing definitive policy conclusions from
abstract models. He argues that this method has largely under-
mined the intrinsic credibility of economists. Rodrik’s posting dis-
plays a number of different elements that are central to a Classical
Liberal approach to policy formulation. The problem lies not with
the models per se, but with a tendency of economists to focus
strictly on the results of such models without providing a sufficient
emphasis on their limitations. Policy implications of models de-
pend upon highly constrained conditions to render them strictly
applicable. Consequently, Rodrik recognizes that differences con-
cerning trade policy among trained economists are not due to the-
oretical differences. For the most part, they are all using the same
models. The differences stem more from sensibilities, caveats, the
very assumptions buttressing the trade model, as well as conflicting
interpretations of ambiguous empirical evidence. Those differences
will not be resolved by remaining firmly within the realm of scien-
tific thinking, narrowly defined. Rodrik further recognizes that hav-
ing a policy view as one develops a theoretical model taints the sub-
sequent interpretation of scientific facts. This feedback of policy
work to the theoretical model creates a distinct danger of having
the policy tail wag the theoretical dog. Thus, there are strong argu-
ments for separating the science of economics from the economics
attached to policy formation.**
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A Return, Not a Departure:
Reinstating Classical Liberalism

We could have chosen many more examples of economists exhibit-
ing a Classical Liberal attitude. That attitude can be found in econ-
omists throughout the profession, and we are happy to say that
there are many economists who display Classical Liberal tenden-
cies. Unfortunately, the institutional structure of the economics
profession discourages economists from emphasizing that attitude.
Starting with the first principles course, students are taught pri-
marily formal models that are then related to policy with a lot of
hand waving. This teaching approach is justified by pedagogical ex-
pediency. In graduate school, the models become much more com-
plicated, but their connection to policy is still accompanied by fu-
rious, even faster hand waving, once again justified by pedagogical
expediency.

The implicit lesson students learn: forget the nuance—it makes
the analysis too messy. The practiced imperative is to get the stu-
dents up to speed analytically. Afterward, they can figure out the
way in which theory and empirical evidence fits to policy on their
own time. Moreover, it doesn’t matter if they don’t, because their
advancement will depend on academic publications, which dis-
courage discussions of nuance (expect a statement at the end of the
research paper that more research is necessary). Given the institu-
tional structure of the academic profession, the fine granular con-
sideration of the connection between models and their policy use
receives little focus. Students turn to writing their dissertation and
to writing papers in a manner that meets scientific methodological
standards (meaning—in a fashion that conforms to publication re-
quirements in academic journals). Considerations of method (es-
pecially if they challenge the existing standard) are vigorously dis-
couraged. Such considerations will reduce your publication output
and doom your chance of advancement.

Adopting a Classical Liberal attitude will change that. Doing
so will encourage the teaching of economics to focus a bit more on
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how their models and tools relate to policy. Adding a bell or whistle
to an existing model will be discouraged, at least somewhat. The-
ory and applied policy might then be usefully separated. Applied
policy economists could be honored even if they lack any consum-
mate skill at developing theoretical models or even fail to excel at
doing formal empirical work. Where applied policy economists
need to excel is in knowing what good theoretical work is, recog-
nizing good empirical work, and possessing the ability to relate that
good work to policy questions, even when doing so involves criti-
cizing the current standard approach. The six economists we dis-
cussed in this chapter provide role models for that approach.

It’s All Heuristics

Internal criticism—inside the mainstream heterodoxy—is encour-
aged by the Classical Liberal attitude because that attitude sees all
theory and all methodology as heuristics. Criticizing standard prac-
tice does not make one heterodox; it is simply being honest. If a
Classical Liberal policy methodology is successfully adopted, the
current tendency of economists to regard criticism of their favored
model as a personal disparagement, or an attack on their science,
would be significantly reduced. When everything is considered ad
hoc, the criticism that one’s own work is ad hoc is easier to stom-
ach. A world where everything is heuristics leaves no one left to
defend capital T Truths, or capital M Methodology. What remains
is simply small t truths, and small m methodology; after all, it’s all
heuristics. There is always another turtle.

That also goes for the argument we are making in this book. We
do not claim that we have unraveled deep issues in the method-
ological thicket. We are simply arguing that encouraging a Classical
Liberal methodology for applied policy is a better heuristic than
encouraging the current positive scientific methodology. The change
is not radical. We will still have the same models, and the same em-
pirical methods to apply those models. But the way we interpret
the results of that technical work for policy will be more nuanced.
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Accepting the art and craft methodology implies that all economic
models should be treated as heuristics, not as rigid guides for policy.
If that happens, the Classical Liberal attitude will reframe many of
the current technical theoretical and policy debates. They could then
transition to debates concerning whether the model or methodol-
ogy one is employing is useful for the question at hand.*
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1. The term “sensibilities” is used to reflect essential policy considerations
and factors that are not easily measured or quantifiable.

2. 'This blending characteristic of art and craft defined by the term “art and
craft” requires both a formal component that is consistent with math, science,
philosophy, and engineering, and a creative humanities—based component that
deals with and integrates ill-defined concepts into the analysis.

3. Putsimply, facts never speak for themselves. They require interpretation.

4. Much depends here on how science is defined. But to worry about whether
any part of economics is scientific is to lose track of the methodological issue at
stake. Classical Liberal Economics separated out economic theory from policy
applications, or at least believed such a separation should be maintained, divid-
ing economic theory from policy applications. Whether or not economic theory
qualifies as science, in some sense of that term, is largely beside the point.

5. To reiterate, the question as to whether economics should be classified as
ascience is entirely outside the scope of our concern. Our view is that it is difficult
to deny the existence of economic theories and models that economists treat as
scientific, even if one denies that such constructs are genuinely scientific.

6. To argue that there should be a separate scientific branch of economics is
not to argue that that branch can fully avoid the fact/value entanglement. It is only
to argue that, as a pragmatic matter, some questions can be treated as less entan-
gled than others. The science branch of economics has focused on questions—
such as whether the conclusions of a model follow from the assumptions, or
whether empirically we can develop standards for considering something a fact—
where there was broad agreement on how to do so. Policy questions that involved
values were far less likely to attract such broad agreement. One such survey un-
derlining the lower level agreement on these matters can be found in Fuchs,
Krueger, and Poterba (1998). These issues are also discussed in more depth in
Colander and Su (2015) and Su and Colander (2013).

7. Like the Chicago School itself, many of its opponents identified Classical
Liberalism with a set of ideological principles rather than a specific methodolog-
ical approach.

163

printed on 2/8/2023 2:55 PMvia . All use subject to https://wmu ebsco.coniterms-of -use



EBSCOhost -

164 NOTES TO CHAPTER 1

8. As we will discuss in later chapters, Classical Liberals used the term “pre-
cept” to describe a generally held belief about policy. A precept described a rule
of action and was based on scientific economic principles and moral judgments.
They distinguished such precepts from theorems, which were logical deductions
from theory and from principles, which were generalizations about theorems.
“When price goes up quantity demanded will fall” is an economic principle. It
involves no moral judgments. “Government should not impose price controls” is
a precept based on value judgments and non-scientifically grounded insights. You
could have principles of economics within the science of economics. You could
not have precepts of economics within the science of economics since moral
judgments have no scientific basis.

9. This drive was spearheaded by Milton Friedman. Economists such as Stig-
ler or Director took focused aim at the regulatory aspect of government interven-
tion, leaving the macroeconomic aspects to Friedman and his disciples.

10. We first heard the term “argumentation for the sake of heaven” phrase in
an unpublished speech by the President of Middlebury College, Lauri Patton.

11. Though, like Marshall, hardly a mathematical innocent, Keynes possessed
a knack of ofthandedly dismissing mathematical models. In his discussion of the
employment function (7he General Theory) he could preface that analysis by stat-
ing: “Those who (rightly) dislike algebra will lose little by omitting the first sec-
tion of this chapter” (Keynes 1936/1964: 280 n.1).

12. The level of deliberation and consciousness that lay behind the rejection
of this traditional methodology by such rising young economists as Samuelson or
Friedman is more muddle than clarity. The problem of cognitive dissonance often
lurks in the background. It is possible to argue that the rejection was deliberate,
because they found the former approach dated and no longer functional. Or per-
haps, more accurately, in their need to engage in the pressing exigencies of being
a working economist, they only gave at best a passing thought to what had pre-
ceded them and any similar philosophical quandaries. In that case, conceding too
much importance to such stray quotes might only succeed in overstating the con-
sequences that such issues held for them.

13. When it strategically suited him, John Maynard Keynes also crossed this
designated and acknowledged line. This was even more prominent among his stu-
dents and close cadre of disciples, who weren’t as immersed in the Classical Lib-
eral tradition. See Colander and Rothschild (2010).

14. One reviewer of the manuscript argues that crossing the firewall is inevi-
table as long as some part of economics is considered a science. As stated above,
we do not see crossing the firewall as inevitable, and the issues quickly morph
into debates about what demarcates science from non-science. As long as one
holds that the part of economics that is considered science has no direct policy
implications, whether or not some part of economics is a science becomes close
to irrelevant. Similarly with the issue of whether the firewall is consistently main-
tained or not: Recognizing the need to sustain such a barrier to prevent science
from being used to support policy arguments is what distinguishes Classical Lib-
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eral methodology. We agree that it is difficult and practitioners often do not prac-
tice what they preach.

15. In essence this meant rejecting the zero-sum adversarial environment of
the courtroom for the more congenial and mutually advantageous surroundings
of the seminar room.

16. Economists across the board have a decided capability of knowing how
they should act while failing to perform in a manner consistent with such avow-
als. Friedman also professed to be cognizant of the need to quarantine ideology
from shaping economic policy, let alone economic science. But there seems to be
a certain lack of awareness on his part of the difficulty involved in maintaining a
firewall if one takes strong, as opposed to equivocal, policy positions.

During my whole career, I have considered myself somewhat of a schizo-
phrenic, which might be a universal characteristic. On the one hand, I was
interested in science, qua science, and I have tried—successfully I hope—
not to let my ideological viewpoints contaminate my scientific work. On
the other, I felt deeply concerned with the course of events and I wanted
to influence them so as to enhance human freedom. Luckily, these two
aspects of my interests appeared to me as perfectly compatible. (Fried-
man quoted in Cherrier 2011: 335)

Others, including some of Friedman’s Chicago compatriots, took a more prag-
matic approach to the research that defines academic endeavors.

I doubt there is a truly unbiased academic ... If you think the [Chicago]
GSB is an unbiased environment, think again. They are recruited for their
views. I wonder how many free marketers would get jobs in anthropol-
ogy or sociology ... It’s true of any institute. You state a mission, attract
funders. They expect the mission to be fulfilled. Very rarely do people
fund pure knowledge. (Heckman quoted by Nik-Khah 2011: 380)

On the other side of the ideological divide, some notable economists assumed
that since in terms of their policy framework, government actions could be ei-
ther good or bad, they had managed somehow to clearly finesse the underlying
problem.

Value judgements ended up playing a role in your assessment of parame-
ters and of the evidence we consider ... and there is no question that Mil-
ton and I, looking at the same evidence, may reach different conclusions
as to what it means, because to him, it is so clear that government inter-
vention is bad that there cannot be an occasion where it was good!
Whereas, to me government discretion can be good or bad. (Modigliani
quoted in Cherrier 2011: 354)

What they failed to recognize, or perhaps admit, was that their theory-tinged
framework, constructed to resolve policy issues, ruled out considerations that could
seriously undermine their “good” or “bad” conclusions. Instead, the contagion
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spreading from their ideological and normative views heavily constrained those
policy conclusions.

17. The Progressive Era is a case in point. Those years marked a period during
which scientific management and the concentrated professionalization of trades,
such as law and medicine, aggressively gained traction. Within that same period,
the American Economic Association was born, responding to a perceived need to
professionalize the discipline and to firmly exclude amateurs and other enthusi-
astic outsiders. This yearning for the precision and accuracy usually accorded to
scientific frameworks could be identified in the time-motion studies of this pe-
riod (Taylorism), as well as in the rise of city managers. The latter represented an
attempt to break free of the political machines and attendant corruption found in
US cities during the turn of the century. Science offered a sheltering wall against
the floods of emotion, ideology, and ingrained self-interest that all too often
seemed to threaten societal well-being.

18. This mind-set reached something of a peak during the Kennedy adminis-
tration when he sought the advice of outside experts and hired management pro-
fessionals (like McNamara) to run government departments. The inherent flaw at
the heart of this one-size-fits-all mentality was carefully explored in Halberstam’s
(1972) The Best and the Brightest. (Note the irony the title itself conveys.)

19. We are reminded of the quote attributed to Max Planck, namely, that sci-
ence progresses one funeral at a time.

20. The embryonic beginnings of this shift occurred in the 1930s, as a select
core of young graduate students and tyro economists focused on using mathe-
matical models, statistics, and other empirical evidence to analyze the economy.
A mix of these British and American upstarts, including Lerner, Sweezy, Hicks,
Kaldor, Allen, and others, joined forces to establish the Review of Economic Stud-
ies, a journal in which their pioneering work could find a home, one that was
otherwise denied. This mathematically inclined analysis sought to replace the
purely discursive pieces found in the more established publications. “Journals in
the pre-war period were nothing but a bundle of assertions and undocumented
claims. Some of it was just pure crap” (Conversation with Armen Alchian, Octo-
ber 1997). This scientific position contrasts sharply with that of John Maynard
Keynes writing in the previous decade about his teacher, Alfred Marshall. In de-
scribing the skills necessary to perform as a successful economist, Keynes reflects
Marshall’s conception as well.

The study of economics does not seem to require any specialized gifts of
an unusually high order. Is it not, intellectually regarded, a very easy sub-
ject compared with the higher branches of philosophy and pure science?
Yet good, or even competent, economists are the rarest of birds. An easy
subject, at which very few excel! The paradox finds its explanation, per-
haps, in that the master-economist must possess a rare combination of
gifts. He must reach a high standard in several different directions and
must combine talents not often found together. He must be mathemati-
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cian, historian, statesman, philosopher—in some degree. He must under-
stand symbols and speak in words. He must contemplate the particular in
terms of the general, and touch abstract and concrete in the same flight of
thought. He must study the present in the light of the past for the purposes
of the future. No part of man’s nature or his institutions must lie entirely
outside his regard. He must be purposeful and disinterested in a simulta-
neous mood; as aloof and incorruptible as an artist, yet sometimes as near
the earth as a politician. Much, but not all, of this many-sidedness Marshall
possessed. But chiefly his mixed training and divided nature furnished him
with the most essential and fundamental of the economist’s necessary
gifts—he was conspicuously historian and mathematician, a dealer in the
particular and the general, the temporal and the eternal, at the same time.
(Keynes 1924: 321)

21. The difference, curiously enough, is clearly enunciated in the first Pirates
of the Caribbean film (in 2003). There the young heroine dismisses convoluted
discussions about possible violations of the pirate’s code by pointing out the ob-
vious. They are pirates acting outside the law and as such any code should be
considered mere guidelines rather than hard and fast rules.

22. This temptation is one reason some observers argue that economics
should not consider any part of its analysis as being scientific. Inevitably scientists
will use their science to win arguments. We recognize that tendency and see the
firewall as an imperfect way to deal with it. Yes, there is science, but that sci-
ence has no direct policy implications. Seeing economics as including different
branches, and creating a firewall between the branches, is, in our view, more
likely to alert people to the inappropriate appeal to scientific rigor as a means to
support policy than is the assumption than no part of economics is scientific.

23. 'The term neo-Keynesian signified an acceptance of the mathematical, neo-
classical synthesis model of classical and Keynesian thought, which economists
such as Paul Samuelson advanced.

24. The concept of the impartial spectator has a long history in moral philos-
ophy, and there is considerable debate about its precise meaning, including what
Smith meant by it. Our use of it is general and does not attempt to touch on these
philosophical debates. We are simply arguing that Smith believed that, in order
to discuss elements of policy, one needed some normative reference point, and
the impartial spectator concept served that purpose. See, for instance, Raphael
(2007).

25. These qualifications were so strong that unwavering, pro-market advo-
cates (not in any sense impartial spectators) such as Murray Rothbard consider
Smith to be a socialist.

26. This “vice” involved generalizing from a set of time and place specifics.
Namely, the perspective seemed to insist that what might work in England at a
given time formed some type of universal precept. However, that particular dan-
ger had not in fact been first identified by Schumpeter. English economists, as
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represented by Mill and Marshall, warned against such lazy thinking years before
Schumpeter was a recognizable force in the discipline.

Political Economy, therefore, reasons from assumed premises—premises
which might be totally without foundation in fact, and which are not pre-
tended to be universally in accordance with it. The conclusions of Political
Economy consequently, like those of geometry, are only true, as the com-
mon phrase is, in the abstract, that is, they are only true under certain
suppositions, in which none but general causes common to the whole
class of cases under consideration—are taken into account. (Mill 1968:
144-145)

Essentially, Classical Liberals recognized the work of Ricardo, and the continued
efforts of his followers, as being employed largely for rhetorical purposes. It had
been commandeered to support given policies. Scientific authority provided a
false certainty, shifting the argument back to the purview of the theoretic models
from which such policies flowed. The same sort of methodology was adopted
in the postwar period, strangely enough a reversion to the approach previously
championed by Ricardo and Marx.

So they (advocates of free-trade) based sweeping general propositions on
English facts and English conditions. This gave to their argument much
apparent lucidity and simplicity, which hastened their victory and their
victory was two-fold. For it was followed by so great an increase of En-
gland’s prosperity, that other nations began to open their ports in imita-
tion of her and this doubled the benefits which free trade conferred on
England ... other nations would have been warned beforehand that the
removal of Protective duties could not be expected to confer the same
unmixed benefits on their best industries as it had done on those of En-
gland. As things were, they had to learn it in the hard school of experience.
(Marshall 1923: 84-85)

27. While Classical Liberal economists generally accepted a utilitarian moral
philosophy, their methodology did not demand such allegiance. It offered merely
one possible heuristic that could be developed when looking at normative judg-
ments from an impartial spectator position.

28. Although the central ideas of utilitarianism have a long history and can be
found in the writings of David Hume (1742) and Francis Hutcheson (1755), those
ideas were only formalized into precise guidance for policy in the writings of Jer-
emy Bentham. Thus, while it is possible to see Smith as a utilitarian, it is also pos-
sible to see him as someone who blended a rights-based moral foundation with
one founded on utilitarian principles. These are issues that go beyond the focus of
this book. Our argument is only that Smith believed that moral philosophy was
an important input into policy analysis. We leave it to specialists to decide what
that precise moral philosophy might have been.

29. See Colander (2007b).
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30. Forinstance, Vilfredo Pareto took a decidedly different approach to wel-
fare policy. In contrast to the Kaldor-Hicks notion focusing on potential com-
pensation as a sufficient foundation to justify trade agreements, Pareto required
actual payments, not merely some notional accounting adjustments, to under-
write specific policy proposals. Kemp and Pezanis-Christou (1999) sketch out
convincing evidence of Pareto’s viewpoint on this matter.

31. The difference is between theory-based policy and rules of thumb flow-
ing from experience. Thus, it would be stretching the notion of theory to say that
Smith’s preference for a laissez-faire approach was theory-based. George Stigler
(1971c), a great admirer of Adam Smith, would take him to task for his failure to
use narrow self-interest as the basis for explaining government objectives and
policy. Such chastisement seems to stem from core methodological differences.
Stigler, while professing to be saving Classical Liberalism, abandoned the method-
ological perspective strongly favored by his teacher, Frank Knight, who viewed the
ambit of economic science to be highly limited. Knight (1940, 1946) was not shy
about making this limitation distinctively clear. Stigler, a convert to postwar sci-
entific modernism, rejected Knight’s methodology. Support for laissez-faire under
his tutelage was no longer considered a useful rule-of-thumb approach to policy.

32. Thus, for early economists, a strict policy of laissez-faire didn’t enter into
any emphatic economic equation. They were constitutionally leery of govern-
ment intervention, given the British Crown’s tendency to reward favorites and
overlook corruption, but the extent of government involvement was always more
situational than proscribed by hard and fast dictates.

The phrase laissez-faire is not to be found in the works of Adam Smith, of
Ricardo, or of Malthus. Even the idea is not present in a dogmatic form in
any of these authors. Adam Smith, of course, was a Free Trader and an
opponent of many eighteenth-century restrictions on trade. But his atti-
tude towards the Navigation Acts and the usury laws shows that he was
not dogmatic. Even his famous passage about “the invisible hand” reflects
the philosophy which we associate with Paley rather than the economic
dogma of laissez-faire. (Keynes 1926)

33. Perhaps it may be of some use to remember that the writings of Paine and
Rousseau were considered to be quite radical in the highly class-structured Brit-
ish society of their time. The French Revolution was looked upon with horror,
not only by such politicians as Burke but by writers, poets, and essayists such as
Carlyle and Wordsworth (or at least by Wordsworth in his later incarnation).

34. John Maynard Keynes similarly points out the attachment of Smith to
liberty, a matter enshrined in the Chicago School credo but not arising from
Smith’s economic framework. “As Sidgwick and Cliff Leslie have pointed out,
Adam Smith’s advocacy of the ‘obvious and simple system of natural liberty’ is
derived from his theistic and optimistic view of the order of the world as set forth
in his Theory of Moral Sentiments, rather than any proposition of political econ-
omy proper” (Keynes 1926).
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Chapter 2. A Classical Garden of Liberal Economics

1. All economists from this period should not be included within the confines
of what we define as Classical Liberal methodology. As will become quite clear,
David Ricardo would certainly rest uneasily within the tradition we are describ-
ing. He proved determined to barrel down a spur line set orthogonally to the
spirit with which many of his compatriots approached economics. Ricardo at the
very least marketed a noticeably different brand of wares than others peddled.
Fortunately, economists are not required, either at that time or in the present, to
move together in consistent lockstep. As mentioned, John Stuart Mill welcomed
dissent and opposing views.

2. Empirical science composed of quantifiable and empirically measurable
phenomena could get you further, but economics and social science at the time
did not have the tools to be a formal, empirically based science. For policy analy-
sis, an economist’s empirical tools remained weak, as we will discuss in later
chapters.

3. In a historical and military sense, the arrayed Neoclassical/Classical Lib-
eral economists presented a formidable shield held together by an interlocking
common purpose. They all attempted to keep a sufficient, though not absolute,
separation between theory and policy.

4. Marshall was the master of qualified analysis, what his detractors might
with less goodwill describe as a compulsive need to fudge. As Keynes noted, “Je-
vons chiselled in stone while Marshall knitted in wool” (Keynes 1933/1951: 241).

5. Notice the degree to which such an encouragement of diversity accords
with Mill’s dictum of characterizing openness to alternative views as being one of
the principle virtues of Classical Liberalism.

6. Pointing out the inevitable transgressions to these principles in the work
of nineteenth-century economists does little to undercut the validity of these such
insights. Transgressions are necessarily measured by the precepts from which
they stray.

7. John Stuart Mill took a complex view toward laissez-faire, refusing to ac-
cept it as a principle, but instead seeing it only as a precept applicable in certain
instances: “a doctrine (laissez-faire) generated by the manifest selfishness and in-
competence of modern European governments, but of which, as a general the-
ory, we may now be permitted to say that one-half of it is true and the other half
false” (Mill 1965: x).

In much the same way, Marshall also rejected the sort of bedtime stories for
well-behaved infants, which posited some type of simple-minded, invisible hand
assiduously tasked to guard against individual folly. “There is no general eco-
nomic principle which supports the notion that industry will necessarily flourish
best or that life will be the happiest and healthiest when each man is allowed to
manage his own concerns as he thinks best” (Marshall 1923: 736).

8. The same argument has often been used to justify democracy. For example,
Winston Churchill writes: “No one pretends that democracy is perfect or all-wise.
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Indeed, it has been said that democracy is the worst form of Government except
all those other forms that have been tried from time to time” (Churchill 1947).

9. Classical economists did not extend their economic theory to include state
action, as later economists such as Tullock and Buchanan would attempt to do.
Using a model featuring a fictitious rational economic man was questionable
enough when discussing material welfare. Extending it to politics was pushing it
far beyond the point where it even had a hope of being useful. In politics, these
economists preferred that an individual’s social self would guide policy, not their
selfish self.

10. Classical economists recognized that fully separating the science branch
of economics from values was impossible. But as a heuristic, it proved useful to
separate out a part of economics, namely that part which attempted to be as
value-free as possible. This was the selection that they labeled science. Science
was that part of economics where value judgments were to be consciously left at
the door.

11. Frank Knight, who continued to operate within this tradition, made the
distinction sufficiently clear and precise. Theoretical economics was inherently
limited since by definition, a science of history was indisputably not within the
realm of possibility (putting him, and the Classical tradition, at odds with think-
ers like Hegel and Marx).

Statics: “Reasoning” about “economic change” in the only possible method:
varying one thing while holding others constant/ Dynamics: Cannot exist
as “economic science” ... though perhaps as “evolutionary or historical
economics.” (Knight quoted in Machlup 1959: 95)

12. As Myrdal points out, “Cairnes, the last of the great classical writers, put
the point even more vigorously.” The end of political economy, Cairnes said, is
“not to attain tangible results, not to prove any definite thesis, not to advocate any
practical plan, but simply to give light, to reveal laws of nature, to tell us what
phenomena are found together, what effects will follow from what causes”
(Myrdal 1954 [1930]: 3).

13. It is important to note here that these Classical economists would not
have accepted the Friedman/Stigler construct of positivism. Rather, they were
concerned with the soundness of the assumptions made.

John Stuart Mill and subsequently Cairnes, both of whom were better
versed in philosophy than Senior, were eager to stress that economic the-
ory is a “hypothetical science.” The truth of any deduction was supposed
to depend upon the adequacy of the assumptions. Senior, on the other
hand, stressed that the assumptions need not be arbitrarily chosen. In-
stead, valid generalizations ought to be formulated on the basis of empiri-
cal reality. (Myrdal 1954 [1930]: 7)

14. We will discuss this separation of theory and policy in much more de-
tail below. It was a key element in John Neville Keynes’s summary of economic
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methodology at the turn of the nineteenth century (Keynes 1891). Like Senior,
John Neville Keynes also separated what he labeled as the applied policy branch
from what he deemed to be positive economics, a relatively narrow aspect of the
discipline. Senior saw this applied study as comprising the more complex art of
economics. He argued that the two branches needed to be separated because
they had quite different methodologies. “A definitive art of political economy,
which attempts to lay down absolute rules for the regulation of human conduct,
will have vaguely defined limits, and be largely non-economic in character”
(Keynes 1891: 83). Keynes argued that in science, economists developed theo-
rems. In policy analysis they developed precepts, which were based on judgments
that went far beyond science.

15. Mill stated this view succinctly in On Liberty (1859). He writes; “the only
purpose for which power can be rightfully exercised over any member of a civi-
lized community, against his will, is to prevent harm to others. His own good, ei-
ther physical or moral, is not a sufficient warrant. He cannot rightfully be com-
pelled to do or forbear because it will be better for him to do so, because it will
make him happier, because, in the opinion of others, to do so would be wise, or
even right.”

16. As with most policy matters, economists could only be said to roughly
hew to any strict boundaries on issues like paternalism. Marshall, perhaps based
on his religious underpinnings, failed to entirely smother his propensity for want-
ing mankind to be so uplifted. In distinct contrast, Friedman felt impelled to raise
a red flag to his old friend, George Stigler, about following Marshall down this
deceptive path.

You cite Marshall. In him, “the improvement of man” equals the remak-
ing of other peoples into the image of the Englishman, which is warning
enough that this slogan has danger of leading to the narrowest kind of pre-
sumptuous provincialism.... I can’t help but feel you're right in saying
Marshall’s chief touchstone was what he regarded as improving the human
race. But I have always shuddered at Marshall’s ethical judgments, at what
for him was improvement. (Letter from Milton Friedman to George Stig-
ler, February 7, 1948, in Hammond and Hammond 2006: 78)

Friedman however would not accept the importance played by methodology
in defining Classical Liberalism. Thus, from Friedman’s perspective, at some point
in his career, John Stuart Mill was drummed out of that respected classification
seemingly from the time when he came under the supposed malevolent influence
of Harriet Taylor. “Didn’t [ John Stuart] Mill end up a socialist?” (Letter from Mil-
ton Friedman to George Stigler, February 7, 1948, in Hammond and Hammond
2006: 78).

17. Hayek strongly rejected conservatism, as well as collectivism, for its in-
herent distrust of individual choice.

This timidity and fear to trust to the uncontrolled working of social forces
is closely connected with two other characteristic attributes of conserva-
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tism: Its authoritarian or paternalistic leanings and its dislike and conse-
quent lack of understanding of the operation of economic forces. As it
distrusts both abstract theories and general principles it neither under-
stands the spontaneous forces on which a policy of freedom relies, nor has
it a basis for formulating principles for policy. (Hayek 1957: 4)

18. For Knight, additionally, the ethical considerations infused within any in-
dividual decision could not simply be dismissed as tiresome complications. Indi-
vidual choice was not entirely sacrosanct despite being honored for its positive
qualities. “An examination of the ethics of the economic system must consider the
question of the kind of wants which it tends to generate or nourish” (Knight
quoted in Burgin 2012: 113).

19. Compare this to the acknowledged touchstone of the Chicago School,
Stigler and Becker’s (1977) attempt to reinvest the sanctity of consumer sover-
eignty, “Degustibus, Non Est Disputandum.”

Can we say this is illegitimate if the public wants it? Is that consistent with
our extreme position on consumer sovereignty which is that no matter
what horrible things the public wants, as free market economists we can
never question it. That’s certainly one of the basic principles of neo-
classical economics. Consumer sovereignty is both the end of the story
and the beginning. And we don’t argue with the consumer, no matter how
self-destructive these demands are or how inappropriate. (Conversation
with Claire Friedland, October 1997)

20. Of course, any study would be remiss if it failed to note that many main-
stay figures of Classical thought, economists on the order of Mill and Marshall,
pursued the study and formulation of economics with a view and a desire to im-
prove social welfare.

21. Experience demonstrates the skill willingly employed in the rationaliza-
tion of narrow self-interest. Few practicing opportunists will publicly and very
brazenly dismiss the supposed general welfare benefits of any given proposal.

22. As we discuss in chapter 7, this argument would later be picked up by
Public Choice economists such as James Buchanan. He argued that government
intervention created an opportunity for the more unscrupulous to manipulate a
general lack of policy knowledge into a personal rent-seeking opportunity.

23. Aswe will discuss in detail in a later chapter, they differed markedly from
the later Chicago School, whose leaders almost casually assumed that freedom
and liberty were what individuals wanted and should want, whatever the circum-
stances. For these distantly removed Liberal descendants, resident in Chicago, it
remained an unarguable position, an indisputable first principle.

24. Though a firm believer in narrow self-interest as a fundamental and even
testable hypothesis, George Stigler drew the line at endorsing a broad-based, all-
enveloping, interpretation. Otherwise, the sole conclusion that could be reached
upon observing a man swallowing battery acid was that this individual certainly
liked battery acid. In essence, in trying to explain everything, nothing could be
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explained. Stigler’s approach would be to demonstrate that despite appearances,
a given action was actually driven by recognizably narrow self-interest.

25. Marshall also perceived an urgent need for the professionalization of eco-
nomics on terms that he considered to be imperative. His campaign would help
transform universities into the ultimate gatekeepers. Popular writers, such as
Henry George or John Hobson, would be stripped of any mantle of respectability
and thus much more easily dismissed by authoritative academics.

26. This description would cover a period roughly from the Chicago depart-
ment’s establishment in 1892 till perhaps 1946, when Jacob Viner departed and
Henry Simons died. Though there were notable economists who flourished in the
department during this period despite failing to fit nicely into the Classical Lib-
eral cupboard.

27. Core Chicago figures, such as Friedman, Stigler, and Director, all claimed
to be devoted followers and propagators of Alfred Marshall’s economic thought.

I know he [George Stigler] saw himself in the tradition of Marshall. Do you
think he was actually a Marshallian in approach?

He certainly was always very respectful of Marshall. (Conversation
with Ronald Coase, October 1997)

Certainly, the commonly held belief in postwar Chicago was that only they were
the true keepers of the Marshallian sacred flame.

Or for that matter in England, where the conventional kind of Marshallian
price theory went to hell. I mean Marshall invented a lot of that stuff.
[laughs] Yet it was gone by World War II. You couldn’t learn it there. You
had to come to the US to learn about it. That was shocking. (Conversation
with Sherwin Rosen, October 1997)

28. In this respect, Pigou never entirely broke with Marshall and particularly
with his methodology. For Pigou, his departure from Marshall was more of a shift
away from central themes rather than a clean break from the ideas of his mentor.

29. Stigler is being his usual sardonic self in this statement. In this succinct
lecture, one of five interrelated talks presented at the London School of Econom-
ics in 1948, Stigler intends to demonstrate that the Classical economists were
skilled and able professionals in terms of practical application and problem solv-
ing, no matter what they may have lacked in theoretical finesse. Given this con-
text, our current sense of superiority should be recognized as being widely mis-
placed and misjudged. “I just don’t dare send you an article on how smart the
classical economists were, or you’ll give up completely” (Letter from George
Stigler to Milton Friedman, November 1947, in Hammond and Hammond 2006:
67). Examining the existing technical apparatus used in their investigations could
under such circumstances only mislead by encouraging an overly earnest or a
naive evaluation. Here we need to remember that Stigler served a rigorous tute-
lage under Viner and Knight, both in their own ways faithful to the Classical Lib-
eral tradition. [Stigler’s dissertation written under the jaundiced eye of Frank
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Knight (subsequently published in 1941) was an archetypical history of thought
effort.] His distinct break with his teachers, at this stage in 1948, existed only at an
incipient, but clearly discernible, stage. Stigler thoroughly understood this older,
and in many ways admirable, methodology. Nevertheless, he would come to re-
ject, though not explicitly renounce, this older approach to economics.

The discrepancies between pronouncements and practice are notorious
in the field of methodology; can it not be so also in the theory of value? In
writing their treatises, may not the classical economists have employed
apparatus which is different and in modern eyes inferior to that which
they employed to analyse concrete problems? (Stigler 1949c: 25-26)

30. John Maynard Keynes, taking on the mantle of his father (John Neville
Keynes) or his teacher (Alfred Marshall), could continue to claim allegiance to
Liberalism. However, in keeping with the older methodology that characterized
that tradition, he could also maintain at times a skeptical perspective on the effi-
cacy, let alone morality, of the marketplace.

Itis not a correct deduction from the Principles of Economics that enlight-
ened self-interest always operates in the public interest ... We cannot,
therefore, settle on abstract grounds, but must handle on its merits in de-
tail, what Burke termed “one of the finest problems in legislation, namely,
to determine what the State ought to take upon itself to direct by the pub-
lic wisdom, and what it ought to leave, with as little interference as possi-
ble, to individual exertion.” (Keynes 1963a [1926]: 312-313)

Chapter 3. Planting the Seeds of a Chicago Tradition

1. The University of Chicago, opening on October 1, 1892, was essentially a
collaboration between John D. Rockefeller (financial wherewithal) and William
Rainey Harper (theologian and first president of the University).

2. Laughlin was chosen by the first president of the University of Chicago,
William Rainey Harper. Harper had planned to hire Richard Ely, an economist
with policy views (and an approach to economics) at odds with that of Laughlin’s.
Had Harper been willing to meet Richard T. Ely’s financial demands, the subse-
quent course of the department might have evolved in a significantly different
fashion.

While his relations with Ely were turning sour, Harper accidentally met
James Laughlin, a fierce critic of Ely’s economics and a staunch defender
of orthodox classical economics. In December 1891, Harper became con-
vinced that Laughlin was the right choice after Laughlin impressed him
during a debate on monetary issues in New York. Legend has it that fol-
lowing the debate, Laughlin and Harper spent the whole night walking
the streets of New York City, and at five o’clock in the morning Laughlin
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agreed to start up the department of political economy at the University of
Chicago. (Overtveldt 2007: 46)

3. This sort of inveterate skepticism can often skate a fine line that easily slips
into a habit of being cantankerous almost for its own sake, a form that flirts with
self-indulgence. Aaron Director, one of the major, if less recognized, founders of
the Chicago School could easily be classified as residing on either side of that
treacherous divide.

Aaron Director was extremely conservative. Why, I don’t know. By the
time I knew him he was already like that. And he was an iconoclast. But he
didn’t develop new data with respect to industrial organisation. He didn’t
develop and articulate new theories. He just said that the conventional
belief wasn’t so. (Conversation with Paul Samuelson, October 1997)

4. There is probably some psychological syndrome that attempts to explain
this obsessive behavior. The goal in part certainly appears to be a desire to pro-
voke a rise out of opponents (and perhaps random individuals), to leave these
targets spluttering with rage. Those who dabble in these darker realms tend to
deny or rationalize away the actual pleasure they derive by inflaming the passion
of others. However, such guilty pleasures tend to lurk at some subterraneous
level, even if largely unacknowledged.

5. Temporarily doesn’t refer in any sense to being told to leave or to being
summarily booted out. Instead it indicates that Chicago was employed as some-
thing of a way station during their careers.

6. This particular impression could only be magnified by Laughlin’s rigid op-
position to the progressive political ideology and policies favored by Richard T.
Ely, one of the founders (1885) of the American Economic Association. This com-
petition and antagonism was by no means mollified when Laughlin came to Chi-
cago once William Rainey Harper (the University’s first president) refused to
meet Ely’s compensation demands.

7. 'This bit of contention deftly paralleled a similar competitive friction be-
tween Chicago and such East Coast cities as New York. The impetus behind the
1893 World’s Fair could be understood as an attempt to establish the importance
and legitimacy of this Midwest outpost. In fact, some commentators view the
Chicago nickname of the “windy city” to refer to its turn-of-the-century habit of
civic boasting, rather than describing the blustery winds roaring in from Lake
Michigan.

8. This sense of a “band of brothers” is reminiscent of the famous St. Crispin’s
Day speech in Shakespeare’s Henry V. The anchoring sentiment here is one of an
outnumbered group of brothers staving off and defeating the mainstream hordes
of economists. Such thinking remained as an active principle defining Chicago
throughout the years to come. This definitive mind-set was very self-evident
during the heyday of the Friedman-Stigler-Director era.

9. Not coincidentally, upon arriving at Chicago, Laughlin established the
Journal of Political Economy, not just to market his newly established department,
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but as an act of defiance against the only other existing competitor, the Quarterly
Journal of Economics, the flagship of Harvard University, the very embodiment of
establishment economics. The tension between the two departments (to which
one could later add MIT) would continue and thrive through the reign of the
postwar Chicago School as well.

It is utterly amazing how, in MIT for a period of years, particularly in
Samuelson’s classes, but also in Solow’s classes, hardly a lecture went by
without some sort of a quip aimed either at Milton, or at Chicago, or at
the Midway or something like that, you know. (Conversation with Arnold
Harberger, October 1997)

10. This contrary spirit is in many ways reflected in the types of students the
graduate department attracted. George Stigler still maintained a whiff of the pro-
vincial Northwest about him even after many decades as a renowned academic.
Milton Friedman was the eldest son of working-class Jewish immigrants geneti-
cally imbued with a combative streak that was nurtured by and later flourished at
Chicago. This very Chicago idea of a band of brothers staunchly allied against the
formidable forces of received wisdom, and especially in opposition to entrenched
theory, would to a large degree underwrite the ensuing Chicago School. Encour-
aging such a romantic sense of destiny would serve to buttress what initially
seemed to be a quixotic campaign against economic orthodoxy.

11. According to former students as diverse as Samuelson and Stigler, Knight
was not, at first glance, an initially prepossessing figure. Though almost idealized
by some of the brightest graduate students of the time, others found his course to
be incomprehensible and obscure at best.

Who could forget Frank Knight, a little dumpy figure in a workman’s cap
when he first gave a guest lecture to us University of Chicago sophomores?
His squeaky voice emitted a mixture of Will Rogers’ profundities and Lud-
wig Wittgenstein one-liners. Anyone so un-understandable you knew had
to be a deep thinker. (Samuelson 2011 925)

12. The extended quote by Mill precisely lays out the other major character-
istic of Classical Liberal methodology. Although most of the focus here is on the
postwar shift that muddled theory with policy in the name of scientific progress,
equally important to liberal thought is a willingness to understand and take alter-
native and even oppositional theories with all the due seriousness they deserve.
Asthe need to market one’s theories, allied with an urge to push ideological stances,
became evident, academic debate took on a more combative and unproductive
shading, turning any argument into a zero-sum game of winners and losers.

13. Those familiar with George Stigler’s attacks on heterodox theories during
his postwar reign at Chicago, will recognize a similar strategy, razor sharp remarks
and tactics aimed at demolishing, rather than grappling with, opposing views. “It
[the classroom] was the perfect place for Stigler to conduct a Demolition Derby.
Nor was he hesitant about the task. Theories like ‘monopolistic competition” and
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‘countervailing power, which were treated reverently at Harvard (where they
originated), were eviscerated by Stigler” (Sowell 1993: 787).

14. Cutting the umbilical cord that tends to link these two eras in the topog-
raphy of Chicago economics means that we are able to forego confusing designa-
tions like the old and new Chicago or the first and second Chicago School. What
immediately, and justifiably, should come to mind in employing the term the
“Chicago School” is its postwar eruption. To try to corral the admittedly diverse
department during the interwar years into a simplified designation seems at best
counterproductive, if not emphatically misleading. Geography in this instance is
not destiny.

15. Knight in some ways epitomized Mark Twain’s statement, at least when it
came to empirical knowledge. “It’s not what you don’t know that kills you, it’s
what you know for sure that ain’t true.” He at times seemed impervious to formal
empirical evidence.

16. Unlike his students Stigler and Friedman, Viner was never a worshiper at
the shrine of the empirical. We can see this classic skepticism in Viner’s take on
Kelvin’s famous quote, “when you cannot measure it, when you cannot express it
in numbers, your knowledge is of a meagre and unsatisfactory kind.”

Viner asked him why he had not given the full version which ended “And
even when we can measure a thing, our knowledge will be meager and
unsatisfactory.” After an extensive search, Ogburn returned to Viner and
said that he could find no record of the additional phrase in Kelvin’s work.
Viner calmly said, “He should have said it.” (Letter from Donald McClos-
key [as then was] to George Stigler, September 23, 1985)

17. The Knight and Viner examples both reflect the extent to which there re-
mained a strong Classical Liberal methodology during those interwar years in
Chicago. Moreover, it displays the broad reach characteristic of such an approach,
nurturing economists that were far from carbon copies of one another. Viner
tended to be perhaps more pragmatic than some of his other colleagues. Ideology
did not blind him to either talent or worth, as Samuelson pointed out.

Although Jacob Viner had the reputation of a conservative economist who
defended the orthodoxies of neoclassical and classical economics, he
played a role of modest importance in Franklin Roosevelt’s New Deal.
Henry Morgenthau, Jr., Secretary of the Treasury, was no great intellect
but he came to have respect for Jacob Viner. Through Viner, Harry Dexter
White was called from Lawrence College in Wisconsin to begin his Napo-
leonic rise in the Treasury. Indeed not a few Chicago students of Viner,
who were identified in the McCarthy hunts as communists or fellow trav-
ellers, were recommended by Viner. This occasioned some snickers among
Chicagoans who were critical of Viner on fine points of doctrine, but who
should have had reason and experience to know that Jacob Viner was a
center to right-of-center thinker and actor. (Samuelson 2011: 591)
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18. A useful introduction to this less than overworked topic of anti-Semitism
within the economics profession might start with Reder (2000).

19. The discipline at that time was in something of a ferment. The problems
generated by the Great Depression loomed large. Internal debates featuring per-
ceived theoretical deficiencies had become increasingly common. “Beginning
with the 1930s, there was a period of very active work on economic theory, macro
and micro, in both areas. What became prestigious was work in a kind of eco-
nomic theory, namely pure and largely mathematical oriented. And it did not re-
ally have any considerable history” (Conversation with Milton Friedman, Rose
Friedman, and Aaron Director, August 1997).

20. Desperate times were eliciting desperate proposals and remedies. Radi-
cal solutions from the sort of self-selected amateurs that Marshall abhorred were
increasingly coming to the fore.

21. It is hardly surprising that George Stigler presented his series of lectures
at the LSE in 1948. Perhaps even more than Chicago at that time, his thoughts
would be communicated to a more receptive audience in the heart of London.
Chicago in particular, immediately after the war, was the site of a pitched battle
between the new wave Keynesians and those who at least professed a faith (how-
ever superficial) in Classical Liberal positions.

22. Simons was dead by 1946, Viner left for Princeton in that same year, and
Knight was rapidly losing interest in Economics. He estimated the discipline to
be too narrow to convey anything of significant value.

23. Lester Telser remarked how during the 1960s there was a definite inner
circle in the Chicago Department centering on Friedman and Stigler (Conversa-
tion with Lester Telser, October 1997). For Friedman, as noted in his letters, there
were individuals who could be characterized as “our kind” and “one of us” versus
all the others. A unified vision, extending through many aspects of their outlook
(though of course not to all), would come to define those at Chicago.

They defended each other. Now, Aaron Director, for example, would never
have written a good letter of recommendation for somebody who wasn’t a
staunch conservative but neither would Milton. And I remember for years
after I left the University of Chicago, when they were contemplating influ-
ential appointments they would ask me about the person, “Is he really
sound?” In fact, Milton once showed his naiveté to me, but it wasn’t about
appointments. He said, “Tell me the truth, is Galbraith a Commie?” You
know the amount of naiveté that’s in that. (Conversation with Paul Sam-
uelson, October 1997)

24. Aaron Director was the exception here, serving as a staff lecturer in the
1930s (Paul Samuelson’s first instructor into the mysteries of economics). He had
initially arrived at Chicago to study under Paul Douglas, jointly publishing a book
with Douglas in 1931. For an interesting investigation into Director’s early years,
time wouldn’t be wasted by having a look at Van Horn (2010a, 2010b).
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25. The very best of the Chicago graduate students of the 1930s (Stigler, Wal-
lis, Friedman, Jones, Hart, and a young undergraduate student named Paul Sam-
uelson) all seemed to come under the spell of this physically unprepossessing
academic, Frank Knight. The magic did not last.

By the last part of his life, whether in the last half or the last third, it was my
impression that George was of the opinion that laissez-faire itself pretty
much approximated to tolerably effective competition. And I think Aaron
Director was the prime source of this view. George also gave signs, I don’t
know whether it’s in his biography of Frank Knight in Palgrave, of real
disaffection with Frank Knight. The besottedness faded away. And I think
that may have also been Aaron Director, although Aaron Director and
Frank Knight were close and intimate. (Conversation with Paul Samuel-
son, October 1997)

26. Even these two notably market-oriented economists, Knight and Viner,
could hardly be conceived as in any way united in their methods or economic
thinking. Each was generally conservative in their politics and in their economic
analysis, but in a complex and distinctly different fashion. Viner was certainly
more empirical in his work than someone like Knight.

I think the way he worked was more similar to Jacob Viner than to Frank
Knight. The sort of economics he did was more like Viner’s custom theo-
ries and so on, which were empirically based. Knight would not look at
any data. So, I guess, he differed with Knight in this regard but that was
not unusual. He began to differ with Knight in a lot of respects. I'm saying
he becomes more like Viner. Look at Viner, early on in Viner’s own disser-
tation on international trade, he is already testing the Canadian and Amer-
ican data. George became a big, empirical testing guy. As with Friedman,
Viner was the greater influence. Not Knight. (Conversation with Gary
Becker, November 1997)

27. The use of the term “Chicago School” was more often adopted by its op-
ponents to initially refer to the Knight/Viner/Simons group that held sway until
1946. Later, Edward Chamberlin used it as a term of opprobrium to include in
broad sweeping terms the department from the time of publication of his mile-
stone work up to and including 1957. This was not, although Stigler claims it to be
the case, the first written example of using the label the “Chicago School” to de-
note a particular approach to economics. As Stigler mistakenly tries to explain:

Edward H. Chamberlin had written a chapter on the Chicago School in his
Toward a More General Theory of Value in 1957, the earliest such explicit
essay I have found. He found the school to be distinguished “by the zeal
with which the theory of monopolistic competition has been attacked.”
And called it the Chicago School of Anti-Monopolistic Competition.
What was a minor recreational activity for us was the raison d’étre to him!
(Stigler 1988a: 150)
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But, as Chamberlin points out in that same quoted article, Stigler’s erstwhile
classmate Martin Bronfenbrenner had used the same terminology earlier. (Ironi-
cally the school is characterized by Bronfenbrenner (1950: 487) as being con-
cerned with income redistribution via progressive taxation policies. Stigler would
soon come to entirely reject this Henry Simons-inspired objective.)

The so-called Chicago School of economic policy, whose intellectual par-
ent is Frank H. Knight, but whose best-known publicist is Henry C. Si-
mons, author of Economic Policy for a Free Society, believes these opti-
mum conditions would, in fact be realized quickly and painlessly in a free
economy despite the complications raised by economic progress and the
possible multiplicity or instability of equilibrium conditions, if these con-
ditions were satisfied. (Bronfenbrenner 1950: 487)

In contrast, Milton Friedman, who had shown no antagonism toward the Miller
piece, saw more value in the notion of branding than his colleague George Stigler
did initially. See Medema (2014) for a useful discussion concerning the Chicago
brand.

To economists the world over, “Chicago” designates not a city, not even a
University, but a “school.” The term is sometimes used as an epithet,
sometimes as an accolade, but always with a fairly definite—though by no
means single valued—meaning. In discussions of economic policy, “Chi-
cago” stands for belief in the free market as a means of organizing re-
sources, for skepticism about government intervention into economic af-
fairs, and for emphasis on the quantity of money as a key factor in
producing inflation. In discussions of economic science, “Chicago” stands
for an approach that takes seriously the use of economic theory as a tool
for analyzing a startlingly wide range of concrete problems, rather than as
an abstract mathematical structure of great beauty but little power; for an
approach that insists on the empirical testing of theoretical generaliza-
tions and that rejects alike facts without theory and theory without facts.
(Friedman 1974: 3)

28. Early disputes with the Cowles Commission, spearheaded by Milton Fried-
man, attempted to push back against these two particular aspects of the postwar
tide in economics. Despite some common membership existing between the two
institutions, the resulting tension led the Cowles Commission to pack up and shift
their base to Yale University in 1955.

29. Starting with its first edition in 1948, the textbook is still an ongoing prop-
osition, with the nineteenth edition coming out in 2016, some six years after Sam-
uelson’s death.

30. Neither Milton Friedman nor George Stigler found any advantage to drop-
ping what they understood as Marshall’s use of partial equilibrium for the Walra-
sian alternative, no matter how tone deaf they often appeared to be when evalu-
ating Marshall’s application methods. There is little doubt that, having learned
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economics from reading (and rereading) Marshall, both Friedman and Stigler
saw themselves as operating within that tradition. In a 1941 review, Friedman
points out that Marshall was “concerned with the kind of competition that pre-
vails in the real world” (Friedman 1941: 390). But less certain is the grasp either
one of them had mastered of understanding how Marshall employed his theoret-
ical apparatus to analyze that real competition.

31. Asstudents, and one-time admirers of Knight, it would be difficult to con-
ceive that this trio of counterrevolutionaries were unaware of the Classical Lib-
eral methodology espoused by economists like Knight, Simons, or Viner for that
matter. A look at their early work shows every sign of the influence their teachers
exerted. (Given the personalities of these young apprentices, it would come as
something of a surprise if such a focused influence did not manage to dissipate
quickly.) Moreover, one of the five lectures presented by George Stigler (1949)
focused on the fashion in which Classical Liberal economists constructed policy
despite having at their disposal only a primitive form of economic theory, or per-
haps more likely by largely ignoring that same framework. But, as young econo-
mists operating in unsettled times, they would feel no reluctance in departing
from a methodology that had, in their view, outworn its usefulness, ceasing to
be relevant in a more modern age. Though conservative by inclination, this did
not translate into any recognizable variety of ancestor worship. The need to place
economics on a scientific footing, while pushing back the tide of collectivism,
would demand a much greater priority.

32. Aaron Director, while at the London School of Economics in the late
1930s, formed a close relationship with Friedrich von Hayek. The friendship forged
at that time would prove instrumental in persuading the University of Chicago
Press to publish 7he Road to Serfdom (1944).

33. Neil Hart (2013) provides some useful insights into Marshall’s objectives
as well as his methods.

34. In the world of Chicago, government intervention in the form of regula-
tion could now be refuted universally through empirical testing. Thus, in their
pioneering work, Stigler and Friedland (1962) would demonstrate empirically
that regulation failed to accomplish its objectives. This breakthrough opened the
floodgates for others to equally indicate that regulation was in fact a counterpro-
ductive policy.

There were two things, two things coming out of that. One was the meth-
odology. ('This was the early 60s, it’s old hat by now.) There is a systematic
way of testing a hypothesis that should be applied to this area. That would
have had an impact. It is clear it would have had an impact. But then, there
was of course the result of applying it, which was shocking. People then
believed that it was shocking. (Conversation with Sam Peltzman, October
1997)

35. Though professing devotion to their personal version of Marshall, a more
accurate evaluation might dispassionately lump them together with the battalion
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of “loyal but faithless” Marshallians, a deft turn of phrase by Dennis Robertson.
Whether he himself adhered to the spirit of Marshall remains an open question.

36. To be more precise, this form of Classical Liberalism defined a segment
of the department, most notably dominated by the trio of Knight, Viner, and Si-
mons, with other such as Harry Gideonse also in this camp. However, also resi-
dent at Chicago were Paul Douglas and Henry Schultz, as well as such institution-
alists as John Nef, Chester Wright, and Simeon Leland. As will be emphasized
later, nominating Chicago during these interwar years as an example of a unified
“school” is fanciful at best.

37. Reder makes this point sufficiently unequivocal.

In essence the Chicago View, or what I term “Tight Prior Equilibrium”
theory (TP), is rooted in the hypothesis that decision makers so allocate
the resources under their control that there is no alternative allocation
such that any one decision maker could have his expected utility increased
without a reduction occurring in the expected utility of at least one other
decision maker. (Reder 1982: 11)

However, for Chicago, unlike the Classical economists, what is never a matter for
debate is the strict assertion that individual rational choice is the irreducible
method for understanding and modeling all human decisions. Any apparent devi-
ation from this singular result is seen, in Chicago terms, as a challenge that re-
quires unflagging remediation.

Any apparent inconsistency of empirical findings with implications of the
theory, or report of behavior not implied by the theory, is interpreted as
anomalous and requiring one of the following actions: (i) re-examination
of the data to reverse the anomalous finding; (ii) redefinition and/or aug-
mentation of the variables in the model, particularly the permissible ob-
jects of choice and the resource constraints; (iii) alteration of the theory
to accommodate behavior inconsistent with the postulates of rationality
(constrained optimization) by one or more decision makers (resource
owners); (iv) placing the finding on the research agenda as a researchable
anomaly. (Reder 1982: 13)

38. One reviewer posed the question of whether the postwar movement of
Chicago suggests that there should be two firewalls rather than one—one firewall
separating science and policy and another separating science from ideology. He
suggests that both firewalls were breached in the interwar period. We believe this
approach may overly complicate the issue. In our view, science had then and still
has a firewall requiring a separation of science from ideology—science should be
the same regardless of one’s ideology. While that might not reflect practice, and
there are numerous postmodern critiques of science generally and economic sci-
ence specifically, letting science reflect ideology does not reflect the idea of sci-
ence. So, in our view, to discuss a separate Classical Liberal firewall on ideology
would be superfluous and would not differentiate the Classical Liberal economic
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view of methodology from the current methodological view. That said, we agree,
science often fails to meet its goal of separating science and ideology, but explo-
ration of that issue, even when limited to economic science, goes far beyond the
“applied policy” focus of this book. It is in applied economic policy methodology
where we are making a contribution, and we specifically avoid the much more
thoroughly explored issues involving the methodology of science.

39. Stigler saw no place, or any possible role, for psychology to play in ana-
lyzing economics. “this tradition of independence of economics from psychology
has persisted” (Stigler 1960: 44).

Well, I know he thought, I mean I don’t think he thought that much of 7he
Moral Sentiments. He thought Wealth of Nations was the greatest book
ever written in economics. There was no question about Smith as the
greatest economist. I can’t recall exactly what he said,  mean about Smith,
except he would sometime speak about the literature on the so-called
Smithian problem. How could somebody who wrote the Wealth of Nations
write a Theory of Moral Sentiments? (Conversation with Gary Becker, Oc-
tober 1997)

40. Steeped in the Classical tradition, Frank Knight could not help but be
aware of Smith’s (and later Mill’s) diffidence in pushing individual self-interest as
encompassing the sole basis for human action, or as a singular entry point for the
entirety of the economics discipline.

The deeper aspect of this theory, that capitalists make the division between
themselves and their laborers by arbitrary fiat, is strongly confirmed by the
tone of the discussion in Smith (Book II, chap. iii) and Mill (Book I, Chap.
V, sec. 9), which is one of downright fear lest they may not choose to “des-
tine” to the support of productive labor enough of the product to maintain
the social capital. Smith is obviously preaching (if not scolding), as well as
analysing motives, in his emphasis on the “uniform, constant, and uninter-
rupted effort of every man to better his condition.” (Knight 1956: 81-82)

41. The implicit assumption is that the paths taken matter even if the end des-
tination is identical. Journeys conducted using the guidance provided by Classi-
cal Liberalism are open to continued debate and re-evaluation, while scientific
modernism yields hermetically sealed, foregone conclusions.

Chapter 4. Ashes and Diamonds

1. Evolution here is not used to denote the usual Darwinian sense of gradu-
alness, something resembling a smooth and continual stream of incremental
changes. Instead, the shift from the previous Chicago departments of economics
to the postwar Chicago School can best be described as something of a saltation
type of evolutionary change, one marking a disruptive, and markedly different
species.
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2. Chicago of course, under the leadership of Friedman, Stigler, and Direc-
tor, never embraced mathematics in quite the same way as its professional com-
petitors at MIT or the Cowles Commission.

Mathematics, which I [Samuelson] was beginning to get interested in, was
laughed at by the Knight wing. Chicago was happy when the Cowles Com-
mission left Chicago after the war, and they left because they felt that it
was a hostile environment. (Samuelson 2011: 158)

During the early postwar years, George Stigler went so far as to dismiss Sam-
uelson as a mathematician manqué. “On Samuelson’s definition, I suppose, one
writes an essay on mathematics, on the conventional definition, one writes an
essay on economics” (Stigler 1949a: 100). However, Stigler’s remarks at this time
are also widely applicable to the older, Classical view on policy formation. How-
ever, a younger, more impatient, postwar generation came to dominate the meth-
odological thinking in this area, whether leaning politically to the right or left. As
their teachers inevitably died off, so did the older approach, being still maintained
only at the margins of the profession. The use of mathematics in economics was
hardly a new phenomenon. Edgeworth certainly did not stint in respect to this
technique. During his time as a graduate student at Columbia University, Milton
Friedman would certainly have run into Harold Hotelling, who pioneered aspects
of this approach. (Hotelling is given credit for steering a young Kenneth Arrow
toward shifting from mathematics and actuarial studies into applying his pen-
chant to the field of economics.) Consequently, the surge of interest in applying
mathematics, beginning in the 1930s and surging in the 1940s, did not mark an
event without precedent. The wrinkle distinguishing this new breed of mathe-
matical economists was that, this time, the far from novel technique achieved a
position of dominance within the discipline.

3. Samuelson’s Walrasian mathematical approach would quickly become a
matter of derision to an always critical Chicago cohort, both in public and private.
Their dismissive attempt was to write Samuelson off as being just a little too pre-
cious, a dilettante compelled to compulsively show off. In a letter to Milton Fried-
man, George Stigler condemned Samuelson’s efforts: “It may merely be preju-
dice, but I'm inclined to write him off as an economist. Two of his recent jobs....
were pure mathematical exposition, as is also his current Economica item” (Ham-
mond and Hammond 2006: 97).

4. While initially Samuelson did not want to leave Chicago, reflecting back he
felt it was a providential move. (Harvard was not his only option, but clearly Har-
vard was then, as now, a leading department with a world-renowned faculty.)

If you’d asked me five years after I went to Harvard, in 1940 when I left
Harvard for MIT and after being a Junior Fellow for three years, I would
have said, “Thank God I left Chicago. Because the three biggest things in
economics have been the Keynesian revolution, the monopolistic competi-
tion revolution, and the mathematicization of economics,” and Chicago was
against all of these things during that period of time. (Samuelson 2011: 982)
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5. It should come as no surprise that Marshall was best able to sum up this
attitude somewhat dismissively:

(1)Use mathematics as a shorthand language, rather than as an engine of
enquiry. (2). Keep to them till you have done. (3) Transfer into English.
(4) Then illustrate by examples that are important in real life. (5) Burn the
mathematics. (6) if you can’t succeed in 4, burn 3. (Marshall 1996 [1906]:
130)

6. While Chicago eschewed Samuelson’s strong focus on mathematics, it
would be a mistake to think of the most notable Chicago graduate students of the
1930s as sharing Knight’s aversion to statistics or mathematics. Certainly, neither
Friedman, Wallis, nor Stigler received much in the way of a foundation in either
area at Chicago. However, Milton Friedman worked as a research student for
Schultz at Chicago and finished his PhD under Kuznets at Columbia University.
Allen Wallis, at least academically, was better known as a statistician than as an
economist. The third of the three musketeers, George Stigler (1945), in one of his
earliest published pieces, would attempt, with some boldness, to analyze a basic
nutritional standard using only an approximation of the simplex method. This
methodology depended on a technique not fully developed at that time. Though
not formally trained, his instincts veered sharply toward the mathematical/statis-
tical direction. However, both Friedman and Stigler rejected the temptation to
allow the mathematical (or statistical) tail to wag the theoretical dog. Their argu-
ment in this mathematical standoff with a Samuelson or an Arrow lay more with
how such tools were used rather than if they were appropriate. They tended to
swallow this newly developed passion for mathematization with a good dose of
traditional Chicago skepticism. Nor did they ever become entranced by mathe-
matical elegance. “Isn’t it because of the excessive mathematization? ... that’s sort
of utterly peripheral to anything that George [Stigler] was involved with” (Conver-
sation with Milton Friedman, August 1997). Friedman and Stigler continued to
prefer testable hypotheses and applicable results to ever more refined theories.

7. In more reflective moments, when intently focused on specific policy is-
sues, Samuelson would acknowledge this older and still deeply ingrained, if often
buried, fashion of thinking about such applied matters. Not ironically, an enliv-
ened debate with his old friend, George Stigler, who had only physically left Chi-
cago in the 1940s and 1950s, brought this residue of Classical Liberalism to the
fore. “There are no rules concerning the proper role of government that can be
established by a priori reasoning” (Samuelson and Stigler 1963: 37).

8. This approach, clearly favored by Simons or Knight, would later be es-
chewed by their own department and even by Knight’s own prize student.

A second trait was a strong concern for the preservation and enlargement
of individual liberty. An interesting thing about this beliefis that it was not
vividly and continuously reinforced by the skilful demonstration of the
efficiency of competitive markets in performing a thousand tasks. There
were elements of such an argument in Knight’s famous essay on social
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cost, but the support was philosophical rather than functional. (Stigler
1976b: 5)

Moreover, a somewhat disillusioned Knight in 1932 would become sufficiently
disenchanted, at least temporarily, with his former creed. Seriously disgruntled,
he would present a public paper entitled “The Case for Communism: From the
Standpoint of an Ex-Liberal.” Imagining someone from the later Chicago School
delivering an equivalent flag of surrender would require more than a slight flight
of fancy. Moreover, Knight never indulged in what might be described as one-
sided skepticism. By nature cantankerous, Knight had equally severe reserva-
tions about the market mechanism as well, something recognized at least by
some of his former students. Skepticism of all views, including one’s own, is a
hallmark of Classical Liberal methodology. Thus, while he had strong moral be-
liefs about appropriate policy, he did not require his colleagues to necessarily
share those beliefs. Nor was Knight one to equate market outcomes with moral-
ity. In later years, his former students would be tempted successfully to migrate
toward such a precarious direction. “Frank Knight was conservative. His prime
characteristic was that he was a flaming atheist and he just couldn’t leave the sub-
ject alone. He was an iconoclast, but he was also very critical of simple conserva-
tism. His views were complicated” (Conversation with Paul Samuelson, October
1997).

9. Unlike the founders of the Chicago School who claimed to be strictly Mar-
shallian in spirit (though it could be argued followers more in the breach), Samu-
elson, despite his defining period as a Chicago student, proved to be consistently
immune to Marshall’s subtle charms.

I recently reread all of Marshall for the 1890 Centennial. And I read the
Whitaker finds. I did not begin with a high opinion of Marshall (he was
overpraised by my teachers and I rebelled). But I ended with a diminished
opinion. He shows no development, and this from a highly unsatisfactory
1880 state. He never got partial equilibrium right: not only did he fail ever
to work out the demand functions for independently-additive utilities, he
never shows that he knew how to do so. (Letter from Paul Samuelson to
George Stigler, April 11,1990)

10. A case can be made that Marshall’s personality, forged by surviving a
rather difficult childhood, transformed him into an invariable hedger and quali-
fier. The Classical approach would provide him with a suitable and natural home.
“Well, that was Marshall’s character, which really wasn’t very admirable. But it is
understandable. I argue it’s the way he was brought up by his father. I mean you
can always hear the swish of the birch” (Conversation with Ronald Coase, Octo-
ber1997).

11. The rise of econometrics during this period, (despite Keynes’s more clas-
sically derived disdain for Tinbergen’s work), seemed to provide the scientific
toolkit that would facilitate the desired leap from theory to policy prescriptions
to take place.
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Tinbergen’s methodology was exceptional at that time and was received
sometimes with scepticism. In particular J. M. Keynes (1939), at the time
editor of the Economic Journal, reviewed “Professor Tinbergen’s Method”
quite critically, raising as one of the fundamental points that “The method
is neither of discovery nor of criticism. It is a means of giving quantitative
precision to what, in qualitative terms, we know already as the result of a
complete theoretical analysis.” Of course the latter criticism illustrates
precisely Tinbergen’s conviction that knowledge relevant for policy mak-
ing should preferably be quantitative in nature. As to “discovery,” Tinber-
gen (1940) in his “Reply” indicated that “it sometimes happens that the
course of the curves itself suggests that some factor not mentioned in most
economic textbooks must be of great importance,” and he mentioned
some examples. “As to the possibility of ‘criticism,’ it seems to me,” Tin-
bergen (1940) argued, “that the value found for one or more of the regres-
sion coeflicients may imply a criticism on one or more of the theories that
have been used.”

In a “Comment” to Tinbergen’s “Reply,” Keynes (1940) still held some
doubts: “that there is anyone I would trust with it at the present stage or
that this brand of statistical alchemy is ripe to become a branch of science,
I am not yet persuaded.” But Keynes concluded: “No one could be more
frank, more painstaking, more free from subjective bias or parti pris than
Professor Tinbergen ... But Newton, Boyle and Locke all played with
alchemy. So let him continue.” And so Tinbergen did. (https://en.wiki
quote.org/wiki/Jan_Tinbergen)

Cost-benefit analysis provided yet another precise device for quantifying applied
alternatives. By Christmas 1964, George Stigler in his role as incoming AEA pres-
ident (Stigler 1965) could, like a modern-day Santa bringing gifts to well-behaved
infants, lay out a vision of a Brave New World where Marshallian hedging would
become a quaint custom relegated to the antiquarian attics of the profession. “It
was just that he [George Stigler] was so enthusiastic about quantitative measures.
He thought that he was going to change the world. I was sitting with Aaron Di-
rector at the time when he gave his Presidential address and we did look at one
another at the time to try to see what each one thought about all of this” (Conver-
sation with Ronald Coase, October 1997).

12. Such beliefs may seem surprisingly innocent today, when there is a popu-
lar turning away from scientific thought and when expert opinion is routinely
scorned. Perhaps today’s spirit expresses the antithesis of those more optimistic
times. In the 2016 Brexit debate, one of the leaders of the leave campaign, Michael
Gove, scorned the analysis offered by economists and other financial experts:
“people in this country have had enough of experts.”

13. The disaster of the widespread economic black hole that dominated this
prewar period generated a collapse of faith in market capitalism. Looking for
solutions created an embrace of totalitarianism as well as a less radical embrace of
government activism.
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14. Notice here the quaint conviction of statistical neutrality. By clutching the
scientific method ferociously in its embrace this shared belief managed to install
the conviction that operative thought and subsequent policy could be cleansed of
the sort of ideology that had plagued the interwar years.

15. An interesting paper by Levy and Peart (2014) demonstrates the way in
which the economists at the University of Virginia in 1960 (the Virginia School),
including such eminent figures as Buchanan, Coase, and Nutter, were summarily
dismissed by the Ford Foundation as being throwbacks to a former time, essen-
tially bogged down by ideological and unscientific prejudices. In fact, the econo-
mists at Virginia were not closely aligned to the more restricted viewpoint cham-
pioned by the Chicago School, but rather reflected the more traditional Classical
Liberal approaches identified with such earlier figures as Frank Knight. We will
discuss the Virginia approach in more detail in chapter 7.

16. This particular view would gather strength, reaching its zenith during the
Kennedy administration. The self-nominated “best and the brightest” believed
that they could systematically solve any problem confronting the nation, an atti-
tude best epitomized by Kennedy’s pledge to put a man on the moon by the end
of the decade, or embedded within Johnson’s “Great Society Program” (especially
reflected by a pledge to increase the welfare of the poorest of citizens in his “war
on poverty”). The disillusionment of the Vietnam War, followed by the seventies
stagflation, delivered something of a death knell to those heady dreams, with the
term “malaise” entering the consciousness of American society for the first time.
To some degree, this paralleled the turn-of-the-century rise of progressivism in
the United States and its subsequent fall from grace following the Wilson admin-
istration and the slaughter of World War I. This optimism, verging on engineering
arrogance, was also reflected in the dominance of the “new economics” that put a
definitive stamp on the profession during the 1960s.

As I [Samuelson] read over my prepared text, I see that I have given some
indications of how much fun it was to march with Dorothy, Toto, and the
rest on the road to Camelot. I have not, I fear, conveyed well how success-
ful and rational the Kennedy Years 1961-1963 were in terms of economic
policy and performance. By a Gresham’s Law that bad talk drives out good,
history will increasingly remember John F. Kennedy the philanderer and
cynic. Predecessors such as Eisenhower and successors such as Nixon and
Reagan conspired to make JFK look good in economics. But actually
those in the know realize that President Kennedy with Theodore Soren-
son’s faithful and intelligent loyalty, themselves brought about much of
America’s good luck. (Samuelson 2011: 962-963)

17. John Maynard Keynes (1963a), playing the part of the provocative pam-
phleteer, had already attempted to bury the idea of radical individualism in his
1926 essay, “The End of Laissez-Faire.” In it, his interpretation of the nature of
an appropriate policy agenda remains within what we are willing to classify as
the expansive tent comprehending Classical Liberalism. This more traditional
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approach, as mentioned, did not forswear the perennial need for government co-
ordination. Despite his severe disenchantment with the more questionable sim-
plicities of Bentham, Keynes placed himself squarely in the Classical Liberal tra-
dition, though one that had evolved from its nineteenth-century incarnation. He
raises some of these still relevant political issues in “Am I a Liberal?” (1963b [1925]).

18. The overly naive assumption strongly suggested that these individual func-
tionaries lacked any discernible self-interest. This allowed the Chicago School,
spearheaded by George Stigler (1971) (along with Gary Becker, Sam Peltzman,
and a number of others) to drive a bulldozer through this enormous logical and
psychological gap.

You know, you could read right through all of George Stigler’s stuff, even
on industrial organisation, and his implicit endorsement of markets, and
the condemnation of all government intervention, which of course even-
tually inspired his work on The Theory of Regulation [1971]. This proved to
be an example where ideology is productive. The trouble with ideology is
that it can blind you, but it can also sometimes create a spurt. Who would
have thought up The Theory of Regulation, unless you were already in-
clined to regard all government action with deep suspicion, always in-
clined to believe it does more harm than good. (Conversation with Mark
Blaug, April 1998)

19. At the end of his term as president (1961), Dwight D. Eisenhower deliv-
ered a still memorable speech warning against the perils of this rising military-
industrial complex. His words haven’t lost their relevance. The speech, in its en-
tirety, is available online at http://coursesa.matrix.msu.edu/~hst306/documents
/indust.html.

20. As John Maynard Keynes makes clear:

Itis not a correct deduction from the Principles of Economics that enlight-
ened self-interest always operates in the public interest ... We cannot,
therefore, settle on abstract grounds, but must handle on its merits in de-
tail, what Burke termed “one of the finest problems in legislation, namely,
to determine what the State ought to take upon itself to direct by the pub-
lic wisdom, and what it ought to leave, with as little interference as possi-
ble, to individual exertion.” (Keynes 1963a [1926]: 312-313)

21. 'The older, Classical Liberal methodology demanded a highly nuanced
approach. The certainties and at times simplicities offered by postwar economics
proved to contain too potent an appeal for it to be followed, despite the inherent
dangers lurking just beneath the surface of its scientific assurances.

Economic doctrines when expressed in short and handy form generally
neglect this element of time: they imply that certain results will follow on
certain causes, leaving the common sense of the reader to supply the
qualification—“provided no great change, working in a different direction,
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sets in before the effect of these causes have time for full development.”
This qualification being ignored, the dictums are taken to be uncondi-
tioned and thus trouble arises. (Marshall 1923: 185)

22. Samuelson’s concise 1954 article used an elegant graphical exposition to
theoretically justify the case for public goods. Jumping from this grounding, how-
ever, to a sweeping Galbraith-type judgment on the need for public goods falls
somewhat short of a legitimate leap. Theory fails to perfectly bridge this gap. Sim-
ilar expositions can be found in the work of Kenneth Arrow as well, if the reader
has the patience and forbearance to search for them.

23. There is an important distinction here that Hayek delineated in a paper
delivered to his intellectual compatriots of the Mont Pelerin Society. He deliber-
ately distinguished between the objectives and behavior of Liberals as opposed to
their erstwhile allies, the more recalcitrant conservatives. Hayek, whether accu-
rately or not, places himself firmly in the Liberal camp. The acid test for him
seems to be measured by one’s faith in the market mechanism. “Looking forward
it [the conservative mind] lacks the faith in the spontaneous forces of adjustment
which makes the liberal accept without worry changes even though he does not
know how the necessary adaptations will be brought about” (Hayek 1957: 3).

24. In his autobiography, George Stigler (1988b) describes attending that
first meeting of the society in a chapter entitled, “The Apprentice Conservative.”
In many ways that event marked a distinct drift away from, and eventually a more
general rejection of, many of Frank Knight’s ideas. The suggestion that Friedman
and Stigler were heavily influenced by Director might come as a surprise to those
not intimate with Director’s quiet but highly influential career. (See the work of
Van Horn and Mirowski 2009 for a useful analysis of Director’s influence.) Yet it
was only after the first meeting of the Mont Pelerin Society in 1947 that Friedman
and Stigler’s views seemed to coalesce and strike out in a discernible direction.
It was through the influence of Aaron Director that they managed to attend that
meeting. This represented the birthplace of Stigler’s subsequent bond with Mil-
ton Friedman’s brother-in-law. Director would proceed, almost effortlessly, to
heavily influence Stigler’s subsequent work in Industrial Organization and the
Economics of Regulation. In fact, Director (along with Friedman and Becker)
remained among the very few that could shape or influence Stigler’s views. Direc-
tor’s staunch and unyielding conservativism acted as something of a sheet anchor
for the Chicago School. “Dr. Director’s conservatism was such that he called Dr.
Friedman, long a revered guru to conservative intellectuals, ‘my radical brother-
in-law’” (Martin 2004).

The close relationship between Milton Friedman and George Stigler is largely
taken for granted by more superficial observers. However, fewer academics
seem to realize the larger influence that Aaron Director exerted on Stigler’s way
of thinking.

MILTON FRIEDMAN: Added to that, well a lot of George’s attitude came
from Aaron. I think you had a lot of influence on what he said.
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AARON DIRECTOR: I don’t think so.

MILTON FRIEDMAN: Between you and me, you were more influential. But
of course, you know, people get into patterns of what they say and it
doesn’t always correspond to what they do. (Conversation with Milton
Friedman, Rose Friedman, and Aaron Director, August 1997)

25. The question remains whether these Chicago-style rebels were conscious
of deserting their professed Liberal principals. Certainly, Stigler was no stranger
to Liberal economic methodology. There is at least room to conjecture that they
were either unbothered or blissfully unaware of any such transgressions. The abil-
ity to hold contradictory stances is a very human trait, as individuals seem prone
to luxuriate in this realm of cognitive dissonance. Moreover, it can be strongly
argued that they really did believe that the world worked in the way their models
suggested. Self-doubt was seldom allowed to encroach on their public, or aca-
demic, personas.

But as I said, he [Stigler] really believed in the rational mind. You’d show
him some example of an irrational behaviour ... there’s a lot of this sort of
work going on now it just so happens ... and he would show you that it
can’t be true.

Almost by definition . ..

Almost. Almost. It’s getting more and more, more and more part of
him as he got older actually, this whole view. He insists it’s rational. He
would tell you, “There is some rational explanation for it. It’s just that you
haven’t looked completely into it and found it.” (Conversation with Sam
Peltzman, October 1997)

26. No evidence exists to suggest any regret generated by relinquishing the
guidelines offered by this traditional methodology. Certainly it is possible to spin
a Friedman-like “as if” story to explain their subsequent disregard for Classical
Liberal methodology. Such an approach might have unduly constricted their abil-
ity to compete with their more interventionist opposition. But formulating such
an explanation seems to be more an exercise of relieving them of some of the
responsibility for their decision. Without any hard facts that would, to some de-
gree, underwrite such explanations, these thoughts must be labeled more as
wishful thinking than as an established explanation.

Chapter 5. What Has Chicago Wrought?

1. It is a misnomer to somehow categorize the interwar Chicago Economics
Department as composing a “School” unless that term is extended to include any
collection of academics. A facile strategy is to identify economics at Chicago
during those years with such luminaries as Knight, Simons, and perhaps Viner
and Mints. But the department also included Paul Douglas, at daggers drawn with
Frank Knight, the statistician Henry Schultz, and institutionalists such as John
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Nef, Chester Wright, and Simeon Leland. A key issue when comparing those eras
should be the change in the approach taken by those who self-identified as con-
tinuing within the liberal tradition. In contrast to those interwar years, the post-
war Chicago School, gaining traction in the 1950s, did reflect the defining char-
acteristics of economics at Chicago during that period. To speak of a first and
second Chicago School or even of an old or new one is to dabble in the treacher-
ous waters of false equivalency.

2. According to this approach to theory, it was quite natural to extend this
same self-interested basis of human behavior to comprehend an ever-widening
sphere of activity. These “rigorously tested, scientific theories” became the only
filters through which human experience could be properly sieved and policies
accordingly conceived as a direct conclusion from theoretical analysis. “[As] I
have studied economic activities in the United States, I have become increasingly
impressed with how wide is the range of problems and industries for which it
is appropriate to treat the economy as if it were competitive” (Friedman quoted
Van Horn 2011: 296).

3. Harvard’s economics department during these years had as its chair the
somewhat mediocre, but flamingly anti-Semitic, Harold Burbank.

When I arrived at Harvard in 1935, Harold Hitchings Burbank had been
department chairman since time immemorial. Burbank’s incompetence
as a scholar could not be exaggerated.... Burbank suffered fools gladly,
but not Jews. On major departmental appointments, he could count on a
near-majority of cronies. Where patronage appointments in the lower ranks
were concerned, he was absolute king. (Samuelson 2011: 1086-1087)

4. Paul Samuelson gives the following account of the greater tolerance prac-
ticed at Chicago. “What was Chicago’s transient advantage? John D. Rockefeller’s
largesse as a Baptist? Yes, of course. But, also, I give importance to Chicago’s mo-
nopoly advantage as a place that would hire some extraordinarily able Jews. That
made their money go farther. Not that there was no anti-Semitism at Chicago.
There was some of that anywhere” (Samuelson 2011: 1084). He elaborated as
follows: “Chicago was not free of anti-Semitism, but it was relatively free in those
days. And as a result, I think that explains in part, its greater pre-eminence in
those years, the early Hutchins years; the years just before Hutchins and up until,
say, the end of the 1930s” (Conversation with Paul Samuelson, October 1997). See
Reder (2000) for a discussion of anti-Semitism within the economics profession.

5. A towering intellectual figure of the interwar period like Viner, though a
strong supporter of markets, remained an eclectic thinker, supporting what were
considered to be heresies at the time, and recommending former students viewed
in the McCarthy period as fellow travelers, if not outright communists. Though
ostensibly exemplifying the “in your face,” antagonistic attitude cultivated at Chi-
cago, that stance seemed, to a significant degree, to be the product of his envi-
ronment. He invoked fear and even terror among graduate students taking his
famous Econ 301 graduate class in economic theory. “When one victim alibied, ‘I
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am beyond my depth, Viner is supposed to have said, ‘Sir, you drown in shallow
water’” (Samuelson 2011: 597). Yet once removed to Princeton, his characteristic
ferocity largely melted away. “Years later when I discussed with Jacob Viner the
legend of his ferocity, he said that the department had given him the function of
screening the candidates for higher degrees. It was not work for which he was ill-
equipped” (Samuelson 2011: 597).

6. Like Stigler, Director would later break away from the ideas of Knight,
who was consistently conservative but never strictly doctrinaire.

MILTON FRIEDMAN: Well, Frank Knight had a particular influence on the
people who came close to him, including Aaron. Aaron was a disciple of
Knight’s as well, much more so, in a way. Would you say you were more
or less so Aaron than George was?

AARON DIRECTOR: Maybe for a while, but not for long.

MILTON FRIEDMAN: For a while I would say you were more so, I would
think. Aaron and Knight once jointly owned a farm in Indiana. But
Knight had a very peculiar, a very real influence on those who became
his disciples, which George broke from in the main. (Conversation with
Milton Friedman, Rose Friedman, and Aaron Director, August 1997)

7. Van Horn (2010a, 2010b) presents a compelling case that undermines the
notion of any sudden, or even gradual, Knight-induced conversion. In this con-
text, nurturing preexisting tendencies can be succinctly distinguished from a
measurable, and especially seismic, turnaround.

8. Gary Becker, who would return to Chicago and, along with his close col-
league George Stigler, extend the range of price theory to cover a broad swath of
social science issues, was initially drawn to Chicago by the Cowles Commission.
As an undergraduate, perhaps still at an impressionable age, Becker didn’t seem
to fully realize that the Cowles Commission and Milton Friedman had reached
the proverbial point of being at “daggers drawn.” Admittedly, the task of attempt-
ing to visualize a young, impressionable Gary Becker might pose a problem for
many readers.

I knew about two things. I knew about Milton Friedman, and I knew that
the Cowles Commission was here. They were here in those days. I was in-
terested in the mathematical aspects of economics. And, I had my choice
between Harvard and Chicago, that’s where I was thinking of going. I'm
notsure I came for very good reasons. I came because of the Cowles Com-
mission and I came out because I was on the East Coast and I wanted to go
out to the Midwest. You might say I came for accidental reasons. I’d known
Friedman. He’d come to Princeton once, but gave a paper that didn’t im-
press me that much. It was probably my own limitations at the time I
think, but the fact was it didn’t impress me that much. I didn’t talk to him
at all when he was there, so I can’t say I came for Milton Friedman or the
great Chicago traditions. I would say I was interested in the Midwest and
the Cowles Commission. (Conversation with Gary Becker, October 1997)
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9. Early in his Chicago tenure, Milton Friedman faced a classic exit or loyalty
decision which seemed to at least hint that even hard-bitten Chicagoans failed
to fit consistently into the prescribed Chicago silhouette. Narrow self-interest
(rather than purely ideological considerations) did, at least temporarily, cause
Friedman to reconsider his Chicago career.

Machlup was pressing me to consider Johns Hopkins. As you doubtless
know, Smithies turned them down for Harvard. I don’t know whether to
think about it seriously or not. They would offer 8,000 which with 3,000
to 5,000 from the Bureau makes an enormous differential over the 7,500
plus 4E contract I am scheduled to get next year (7,000 this year). Tell
me, from the fullness of your experience, together with my indifference
curves, how large a price ought I to pay for the privilege of being at Chi-
cago? (Letter from Milton Friedman to George Stigler, Tuesday, April 7,
1948, Hammond and Hammond 2006: 80)

10. “He [Milton Friedman] had the usual poor immigrant parents, and went
to cheap and nearby schools. At Rutgers (where he met, studied under, and
formed a durable friendship with Arthur F. Burns) he financed himself by break-
ing the college bookstore cartel and waiting on tables” (Stigler manuscript of
speech on the occasion of Friedman’s birthday, February 2, 1969). Friedman was
not simply an outsider by birth, but also by disposition. His time spent as a grad-
uate student at Chicago had nurtured his natural combativeness. “Now Milton
had certain troubles, because of two things. Anti-Semitism, but also people were
afraid of him. His corrosiveness and so forth” (Conversation with Paul Samuel-
son, October 1997).

11. George Stigler himself could be quite eloquent in his theoretical embrace
of diversity. Yet in seeking to appoint the best people to a given position, like
tends to be more receptive to like-minded economists. Stigler, for instance con-
sidered the terms a “good economist” and a “Marxian economist” to represent
mutually exclusive terminology, Though it is far from remarkable for faculty mem-
bers of all stripes to reserve a higher opinion for those holding similar (and by
definition valid) viewpoints rather than opposing ideas or ideologies. Such in-
bred bias is simply a psychological given when choices are made.

Let me begin by stating that I believe the ideal university should hire men
strictly on the basis of their scientific and teaching capacities. If there is no
difference in these basic respects between two men, a university would be
wise to seek variety of political viewpoints because (1) variety of faculty
views makes it easier to avoid indoctrination, which is no part of a univer-
sity’s function but is a temptation to all men who believe in their own
views and think that these views matter, and (2) the conflict of views stim-
ulates re-examination of one’s beliefs and helps combat the tendency we
all have to become the complacent holders of “the” truth. I hasten to add
that often the leading candidates for a position are not even approximately
equal in scholarly abilities, and then ideologies should not be considered
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in making appointments. (Letter from George Stigler to the President,
Board of Trustees of Stanford University, March 28, 1966)

In practice, however, any judgment levied of an applicant’s capabilities can be
influenced by one’s own entrenched views. Not surprisingly, Stigler and Fried-
man found certain policy views to be closely correlated to perceived competence.
Doing so represents a tendency hardly limited to those two dominant figures.
This unconscious version of entrenched prejudice, sadly, is not a phenomenon
limited to that earlier, and supposedly less culturally aware, era.

12. The Walgreen Chair represented an attempt by drugstore magnate Wal-
green to make something resembling amends to the University for claiming pub-
licly that the academic staff were infiltrated by, or were practically dupes of,
communist forces during the interwar years. This heavily funded Chair had been
filled sporadically under the more leftward-leaning stewardship of the political
science department. Allen Wallis, as Dean of the Business School, ever adept at
playing academic politics, gained control of the fund and lured Stigler away from
Columbia.

He had an enormous grant at that time. And his salary was maybe $25,000
in 1958 dollars. That was what I think he was making per year. It was one of
the biggest salaries in economics. And he had a grant for a full-time research
assistant! (Conversation with Claire Friedland, October 1997)

13. In a story told many times, George Stigler had been selected by the de-
partment for the position, only to be vetoed at the last moment by the president
of Chicago, standing in for Vice Chancellor Hutchins, who was ill on that fateful
day. What ideas or sentiments the far from inhibited George Stigler might have
voiced during that particular interview have never been revealed. However, he
did during his lifetime cultivate a reputation for spontaneously crafting gratuitous
insults.

George has told the story in his Memoirs, far better than I can, of his being
rejected for a position at Chicago by then President Ernest Colwell be-
cause he was too empirical, and of my subsequent appointment to it, pre-
sumably because I was not. He claimed thereby that President Colwell
and he “had launched the New Chicago School”! (Friedman 1993: 769)

Some light may finally be shed on this mystery in a forthcoming article by David
Mitch. Promised are notes made at that fateful interview.

14. Certainly Stigler, born to immigrant parents and raised in Renton, Wash-
ington outside Seattle, also fitted this mold. Moreover, he shared Friedman’s nat-
ural aggressiveness, nurtured in no small part by his study under, and admiration
for, Knight. But he resolutely remained an outsider, even after decades of aca-
demic and public recognition. His letters sent back to the United States while
overseas hark back to Mark Twain’s Innocents Abroad. “Another story about
George, I've always found it to be a problem, which is how incredibly American
he was. I used to be shepherding these Latinos through and here they would come
to some question in his Price Theory examination. ‘Explain something, some-
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thing about the Dred Scott Decision
October 1997).

15. Like his longtime friend and opponent, Paul Samuelson, or his odd cou-
ple soulmate, Robert Solow, not only did he know the literature of economics,
but he was solidly versed in other fields as well. Although perhaps based on an
overly superficial impression, succeeding generations of economists seem to have
a much narrower vision of their field and of the arts and sciences in general. No
one who wasn’t unfairly dismissive, or focused only on point scoring, would ever
categorize Stigler as a mere technician.

(Conversation with Arnold Harberger,

Why don’t more people take the trouble to write economics gracefully?
Why don’t you make your students read Hegel, preferably in the original,
and point the finger at them? Of course, the destruction of style has some-
thing to do with the professionalization you’re talking about—I guess you
can’t have everything. (Letter from Robert Solow to George Stigler, Octo-
ber 20, 1959)

Tell Bobby (Solow’s wife) to read (if she doesn’t know them by heart)
McCauley’s Essays. They are wondrous in their prose, their abusiveness,
their erudition, and their fundamental lack of insight. The ones on James
Mill, Sadler, and the copyright bill are even worth your time. Tell her also
that I predict that eventually every nineteenth century figure will experi-
ence a revival, and Herbert Spencer’s turn is soon. (Letter from George
Stigler to Robert Solow, November 6, 1959)

16. A Reader’s Digest condensed version of Hayek’s warning (edited by Max
Eastman, former admirer of the Russian Revolution) made it possible for the
message to reach a much wider American audience. Among those who embraced
this fervently received truth was Harold Luhnow, president of William Volker &
Co. (furniture distribution) and accordingly head of the Volker foundation.
Mirowski and Van Horn (2009) as well as Caldwell (2011) have described and
analyzed the influence of Hayek’s publication on the formation of the Chicago
School.

At the meeting Luhnow sought to commission Hayek to write The Ameri-
can Road to Serfdom. The original text had been composed with a British
audience in mind and perhaps had been pitched at too elevated a level of
discourse for American audiences. Subsequently, Hayek in his later book
Hayek on Hayek claims he did not take Luhnow’s offer seriously, but says
that he spoke at length with his “great friend” Henry Simons about it in
Chicago. (Mirowski and Van Horn 2009: 141)

17. Others were more skeptical of Director’s contributions:

Aaron Director was extremely conservative. Why, I don’t know. By the
time I knew him he was already like that. And he was an iconoclast. But he
didn’t develop new data with respect to industrial organisation. He didn’t
develop any articulate new theories. He just said that the conventional
belief wasn’t so. (Conversation with Paul Samuelson, November 1997)

printed on 2/8/2023 2:55 PMvia . All use subject to https://wmu ebsco.coniterms-of -use



EBSCOhost -

198 NOTES TO CHAPTER 5

18. Those attending the first Mont Pelerin meeting were quite naturally di-
verse. Discussions often unearthed fierce differences. But they were united in op-
position to what they deemed to be a dangerous, collectivist drift in most western
societies. As Milton Friedman recollected, “The world was turning to planning”
(http://socialdemocracy2lstcentury.blogspot.com.au/2011/11/mises-to-friedman
-youre-socialist.html). Mises, for instance, deprecated what he perceived as any
signs of compromise or deviance by fellow attendees, judging them from his
more rigid anti-socialist platform. At one point during a heated debate, Mises
stormed out of a meeting, leaving all his fellow delegates with the parting insult,
“You're all a bunch of socialists” (http://socialdemocracy2lstcentury.blogspot.
com.au/2011/11/mises-to-friedman-youre-socialist.html).

19. George Stigler claims that he never bothered looking at his dissertation
again, at least not after it was published, considering the work to be too heavily
influenced by Knight, who served as his dissertation supervisor. Certainly, much
of his early writing still retains the type of Knightian Liberalism from which he
would later decisively turn away. For instance, near the start of his career, the in-
fluence exerted by Knight was still much in evidence.

The familiar admonition not to argue over differences in tastes leads not
only to dull conversations but also to bad sociology. It is one thing to rec-
ognize that we cannot prove, by the usual tests of adequacy of proof, the
superiority of honesty over deceit or the desirability of a more equal in-
come distribution. But it is quite another thing to conclude that therefore
ends of good policy are beyond the realm of scientific discussions. (Stigler
1943: 357)

Such a nuanced statement stands in complete opposition to his later work with
Gary Becker (1977), a work which, as Ross Emmett (2006) carefully points out,
Knight himself would have found unappealing.

20. The standard story told by Chicago School economists has not sufficiently
emphasized the aggressive, in your face, dissident tradition that formed a pattern
of continuity with the past. Instead, the more common suggestion has conjured a
historical tradition of policy views that created an unbroken link with their pre-
ferred perspective, in particular by substantiating their theory-based policy. For
example, Friedman relentlessly battled Don Patinkin over a fair stretch of years in
his quest to construct a bridge tying his formulated quantity theory of money
with some ersatz oral tradition that mysteriously thrived in Chicago during the
1930s. (See Freedman 2006 for an investigation of the roots of this creation and
the reasons behind it.) Nor were these Chicagoans initially eager to propagate the
existence of a distinctive postwar Chicago School entity. Friedman, for instance,
refused to be impressed by Miller’s (1961) original attempt to define the Chicago
School in his JPE article.

Miller’s piece is, as you say fairly innocuous & I cannot for the life of me
see why Harry [ Johnson] accepted it ... Had Miller been more critical &
offensive, I would understand it far better. Even then, such a piece is not
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of the kind that should be published in J.P.E. (Letter from Friedman to
Stigler, August 2, 1961)

21. However, Lester Telser in conversation (October 1997) distinguished
Stigler and Friedman as forming an inner circle within the department, present-
ing something of a “band of brothers” struggling against a hostile environment.
Milton Friedman himself was given to referring to “our kind” (or even as “good
eggs”) in classifying people who shared his views. “He [Arrigo Levi—journalist
for La Stampa] is not of our persuasion but also he is not hopeless” (Letter from
Milton Friedman to George Stigler, September 20, 1971).

22. As Stigler’s coauthor, Jim Kindahl succinctly summed it up: “He would
come across empirical work which was contradictory to other empirical work.
Somehow it always seemed to him that the empirical work which favoured his
side was done better than the empirical work which didn’t” (Conversation with
Jim Kindahl, October 1997).

23. Such notable economists as Samuelson could be dismissed peremptorily
by the exacting standard of this duo. “It may merely be prejudice, but ’'m inclined
to write him [Samuelson] off as an economist” (Letter from Stigler to Friedman,
January 1949, in Hammond and Hammond 2006: 97).

24. Solow himself doubts that he would have found the inherently combative
atmosphere characterizing Chicago to be particularly congenial.

Oh, I don’t think it would have much effect ... 'm a very counter-
suggestible person. It might have changed me methodologically a little,
but I don’t think I would have been happy because being involved in intel-
lectual conflict ... in controversy with one’s colleagues all the time is never
a formula for relaxation. I also think probably I might have been more
productive at the University of Chicago, more productive in terms of vol-
ume although I'm not so sure in terms of quality. It’s the ethic here. It has
always been a little more laid back, a little more relaxed. So, I don’t think
it would have turned me into a conservative, or a monetarist or any of
those sorts of things. Or a, you know, a gung-ho free marketeer. (Conver-
sation with Robert Solow, October 1997)

Chicago of course was a contentious arena. For instance, George Stigler’s fa-
mous industrial organization workshop treated discussion as a “take no prison-
ers” blood sport.

People had their knives out. I participated in some of them. I think people
were using George’s example. No prisoners were taken in other words.
And everybody just jumped in. It was just chaos those workshops (Con-
versation with Sherwin Rosen, October 1997).

However, though specific disagreements were fierce, the fundamental tenets
defining the Chicago School were never really up for debate. To members of
the Chicago School, these pro-market tenets were close to, if not absolutely,
self-evident.

printed on 2/8/2023 2:55 PMvia . All use subject to https://wmu ebsco.coniterms-of -use



EBSCOhost -

200 NOTES TO CHAPTER 5

25. George Stigler and Robert Solow represent an exceptional case of imme-
diate intellectual attraction that managed to ignore ideological disparities. Solow
possessed the rather rare ability of being able to meet Stigler or Friedman on a
head to head basis. Like Stigler, he was sharp-witted, well read, and possessed of
aremarkable flair for economic insight and analysis. But the two made something
of a mixed match duo to both their friends and colleagues. As described, there
was something of a magnetic attraction, almost a “love at first sight” relationship,
from their first meeting at the Center for Advanced Study in the Behavioral Sci-
ences in Palo Alto during the 1957-1958 academic year.

George and I just fell for each other. And we just enjoyed each other’s
company, more than I can tell you and we spent a lot of time together. The
two couples spent a lot of time together. We played bridge together, we
got to know each other. We got to know the Stigler kids who were older
than ours, so that I don’t know that George ever really got to know our
kids really well. And I still know Steve Stigler, the oldest son, very well.
And we just, we just hit it off. We were good friends. (Conversation with
Robert Solow, October 1997)

There was a sixty-fifth birthday party for George that the University of
Chicago put on, and my wife and I flew out there to be there and I remem-
ber that we were all put up in a University building, the Center for Continu-
ing Education which had bedrooms. And we came in one evening and the
next morning we walked into the dining room where all the other guests at
this party were having breakfast and a hush fell over the whole dining room.
And, finally a friend of mine, I think it was Si Rottenberg from the Univer-
sity of Massachusetts, came over and said, “We were all wondering ‘what
are you doing here?”” (Conversation with Robert Solow, October 1997)

26. Leading Chicago lights, like Stigler and Friedman, did exude a somewhat
extraordinary sense of unshakable confidence. This unshakable certainty was al-
lied with a remarkable ability to think so quickly on their feet that they left the
less sharp-witted of the profession trailing behind in any sort of face-to-face en-
counter. Pinning Milton Friedman down would almost always prove a nearly im-
possible task, one that would become increasingly frustrating. George Stigler’s
longtime research associate, Claire Friedland, claimed that if you accepted Mil-
ton Friedman’s initial assumption, you would be doomed to capitulate eventually
(Conversation with Claire Friedland, October 1997).

There are a large number of well-known economists who have debated
with Milton, and I have never known him to lose an argument, although
in one or two cases I dream that I almost got a draw. Let me advise you on
how to conduct yourself if you ever have the misfortune to debate with
Milton. He will begin by asking you to grant, say, three assumptions:

1. $2is better than $1.
2. The law of diminishing returns.
3. Individuals do not have complete and accurate knowledge of the future.
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My fundamental advice is: do not grant these assumptions. If you do, you
will find yourself led, by irresistible logic, to conclusions such as these:

1. The Federal Reserve System should be abolished.

2. The Board of Governors of the Federal Reserve Board should be put on
Social Security.

3. Social Security should be abolished. (Stigler 1977: 2-3)

Moreover, both Stigler and Friedman were simply relentless, whatever the sub-
ject of a debate might happen to be. The idea of walking back any one of their ar-
guments, or yielding a micro-meter of ground, was simply not a conceivable op-
tion for either one. Each of these intellectual warriors also exuded an almost rigid
confidence, as though the answers either had been revealed to them or had been
unlocked for all eternity. The possibility that a crucial idea or insight might have
eluded their grasp never seemed to have entered their argumentative framework.
“In debate with Milton Friedman, Bob Solow used to quote Sydney Smith’s words
to Thomas Babington Macaulay, ‘I wish, Babington, I were as sure of anything as
you are of everything’ (Samuelson 2011: 943).
A similar view of Friedman’s style is conveyed by Mark Blaug.

I [Mark Blaug] was totally opposed to American involvement. Milton was
a firm adherent of the bombing of Hanoi. We would have these incredible
arguments. Now, I had read quite alot about Vietnam. I don’t think Milton
had read anything. I was much better informed. Nevertheless, we would
start these arguments at 9:00 o’clock and by 2:00 o’clock in the morning I
would say, “Milton, I just can’t go on. I'm tired. I just can’t take any more.”
And he would say, “Let me just give you one more argument.” He was
patiently prepared to spend eight or ten hours trying to persuade me of
the error of my ways. He knew nothing at all about Vietnam, or Commu-
nism. This was outside his knowledge.

He was always patient, always polite, never got short tempered like I
do in an argument, never got nasty. But he was a horrible person to argue
with, just a nightmare. My idea of a nightmare is to stand on a stage and
debate with him in front of the public. I watched him debating at Cam-
bridge with Joan Robinson on flexible exchange rates. Unbelievable! I
mean, Joan Robinson was one of the world’s most aggressive, hostile, de-
baters. He wiped her analytically, he wiped her rhetorically, he had the
entire audience eating out of his hand after an hour, an hour and a half. An
amazing, amazing guy. But a madman, a madman. One of the few people I
could strangle with my bare hands. I feel I could actually do it. (Conversa-
tion with Mark Blaug, April 1998)

27. If we take Frank Knight as an apt representative of that older Chicago
tradition, then the consensus judgment levied by a noticeably discordant group
of economists, namely the choir represented by Gary Becker, Paul Samuelson,
Sam Peltzman, and Claire Friedland, is that these three progenitors of the Chi-
cago School broke cleanly away from Knight’s more Classical Liberal Economic
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posture. Or, as Gary Becker, one of Knight’s later students and eventually a close
colleague of Stigler, concludes:

He changed his view about Knight, I think I mentioned that. He changed
in his view about Knight, the assessment of Knight’s work. I think that his
opinion of Knight went way down. He still thought Knight’s work was im-
portant, but nowhere nearly as important as he did when he was an under-
graduate and a young person. (Conversation with Gary Becker, October
1997)

28. The long-standing Chicago tradition cultivated people who were combat-
ive by nature. They enjoyed a good fight. Gaining the upper hand was deemed
inadequate. Opponents had to be bashed and hammered into a basic pose of sub-
mission. Milton Friedman’s unconscious use of the term “nonsense” mirrors
Knight’s own often vituperative language. One of Knight’s students, Don Patin-
kin, examined his copy of The General Theory of Employment, Interest and Money,
after Knight’s death. Voluminous notes were scattered throughout the volume.
“[TThe expletive ‘Nonsense!’—replaced on occasions by even stronger terms—
makes a frequent appearance in these margins” (Patinkin 1981: 299).

29. 'This pit bull aspect, which allowed no room to ever take a step backward,
let alone back down, transformed discussion and debate into the type of combat
more reflective of the courtroom than the seminar room. In legal battles the ob-
jective is never truth or justice but simply which side can triumph by telling the
more cogent and convincing story. Marketing under these objectives becomes
the essence, at least to some degree, of scholarship. The goal of the debate was
not to move closer to the truth; the goal was to win at all costs, using whatever
means available. Debate became something of a blood sport, as best reflected in
George Stigler’s Industrial Organization workshops.

Well, he was very intimidating in his critical approach. Your biggest fear
was that he would make a joke at your expense. So one was always some-
what on guard. He had this workshop.... A paper was never given. It was
just discussed. It was taken apart. And it was breathtaking. It was totally
breathtaking. (Conversation with Sherwin Rosen, October 1997)

30. Stigler makes this clear by identifying scholars with the storytelling abil-
ity and overall persuasiveness of preachers. “The tenacity with which people hold
the ideas in which they have a proprietary interest is not due simply to vanity. A
scholar is an evangelist seeking to convert his learned brethren to the new en-
lightenment he is preaching” (Stigler 1988a: 211).

31. In the rare cases when either Friedman or Stigler were willing to retreat
from a staunchly defended position, their tactful withdrawal was seldom a matter
for the public record.

I think that’s the case with 100% money, which was just a crotchety part
of the first Chicago school. Irving Fisher also embraced it. The only thing
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it fits into is Milton’s later monistic monetarism where, if you have a 100%
reserve ratio by law, then you can’t have a variable de facto reserve ratio
and therefore you won’t get an additional component in the variance of
the money supply. And of course getting a variance in the ups and downs
of the money supply is the worst thing possible. Gary Becker, I think,
cured him of that. Probably he said, “Look. You have barriers to money in
the banking system and private banking under one disguise or another
will inevitably arise. You will simply make the banking system ineffective
with a kind of Gresham’s Law arising.” And I think Milton quietly changed,
he just quietly dropped that. He doesn’t particularly announce changes in
positions, but instead, lets them just decay away. (Conversation with Paul
Samuelson, October 1997)

32. At Chicago, being self-critical translated into the moral and strategic
equivalent of unilateral disarmament. Under this unyielding regime, to poke fun
at or ridicule one’s own endeavors made as much sense as displaying one’s wit at
airport security checkpoints.

Some of these traits of intellectual leaders are caught in the statement that
they lack a sense of humor. I mean by this, not the inability to laugh at the
right point when hearing a joke, but the ability to view oneself with de-
tached candor. Ridicule is a common weapon of attack but amused self-
examination is a form of disarmament; one so endowed cannot declaim
his beliefs with massive certainty and view opposing opinions as error
uncontaminated by truth. (Stigler 1988b: 213-214)

33. Stigler’s focus on income distribution goes back to his days preceding
Chicago, when he was completing an MBA at Northwestern. This interest mu-
tated into a history of thought dissertation (under the watchful eye of Frank
Knight) on theories of distribution (published in 1941 as Production and Distribu-
tion Theories). Price theory was underwritten by an assumption of perfect com-
petition yielding a John Bates Clark variant of marginal productivity theory. Such
an approach allowed a total product to be efficiently shared among factors of pro-
duction according to their implicit contribution. Thus, any product would be dis-
tributed efficiently and equitably. Non-equilibrium or multi-equilibrium systems
provided no such validation for any resulting market distribution. A lack of justi-
fication on either efficiency or equity grounds immediately excused government
intervention as being no more than an attempt to improve on these less than de-
sirable market outcomes. For Stigler, this represented a clear and incipient dan-
ger that had to be eradicated at all costs.

34. For both Stigler and Friedman, defeating an opposing theory was never
sufficient. Any challenge had to be decimated with only a burned-out carcass left
to serve as a warning to other incipient theoretical charlatans. (See Freedman
2008, 2002, and 1995 for further explanation.) In doing so, they were following a
well-established Chicago tradition that perhaps would have best been observed
in the breech.
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35. As we have pointed out throughout this book, while Frank Knight was
certainly cantankerous and strong willed, he was not inflexible, or closed-minded.
He was always questioning, attempting to integrate his scientific understanding
with his philosophical understanding. Economics, for him, had one foot in science
and one foot in moral philosophy.

36. This proclivity did not translate into any simple acceptance of theoretical
or empirical work that yielded the preferred policy outcomes. However, their
large-bore ammunition was typically conserved and used tactically against theo-
ries that challenged what they saw as economic wisdom. Moreover, whether to
use their scientific work as a platform from which to preach policy measures re-
mained a contentious issue. Stigler parted company with his close friend Milton
Friedman in refusing to proselytize policy positions, though it can easily be ar-
gued that his work implicitly supplied a foundation for a remarkably consistent
strain of approved positions. Though to be more precise, this refusal was based
on his insistence that self-interest rather than any intellectual debate determined
policy implementation. Stigler came to believe that political markets operated
much like the economic variety, with consumer sovereignty holding sway.

37. Thisis not necessarily a bad thing, at least if one is self-aware of using such
a technique. As Stigler’s close friend Robert Solow explained, looking over from
the opposite side of the fence:

He was interested, I would say primarily, in a particular sort of puzzle and
it’s a typical Chicago puzzle. And I don’t mean that in any bad way, it’s the
sort of puzzle that the Chicago School’s presuppositions require. Show me
an apparent anomaly, something that does not seem to be explicable using
the Smithian apparatus and the Marshallian apparatus and I will show you
that it can be explained that way. That was exactly the sort of thing that
George went looking for. And that’s not a bad thing. I’d have to say that
it can actually be very good. (Conversation with Robert Solow, October
1997)

It is perhaps only fair to note that Richard Posner in recent times has moved
in the direction of a more open Classical Liberal methodological approach. See
Posner (2010).

38. Stigler makes this attitude explicit in his 1988 autobiography. If a reader
were particularly disingenuous by nature, it might be possible to convince oneself
that Stigler is here speaking as a neutral observer of the profession. But this would
contradict his consistently sardonic style and his continual recognition of the role
of marketing in promoting one’s views. Like his friend and compatriot, Milton
Friedman, he was one of the discipline’s most skillful marketing agents.

The tenacity with which people hold the ideas in which they have a pro-
prietary interest is not due simply to vanity. A scholar is an evangelist
seeking to convert his learned brethren to the new enlightenment he is
preaching. New ideas encounter formidable obstacles, the foremost being
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indifference, but also the new ideas will often conflict with old ideas or
clash with apparently contradictory experience.... Another aspect of this
salesmanship is the heavy use of repetition, perhaps the most powerful of
arguments. (Stigler 1988b: 211)

39. Part of this stemmed from a firm belief that they acted as the true heirs to
the Smithian/Marshallian economic viewpoint. This type of status quo bias meant
that alternatives would receive a far fiercer grilling than those in accord with their
firmly held doctrine. The tendency to do so was especially true when applied to
theories deemed conducive to collectivist policies.

And then I think he would have said, “It’s the better part of wisdom when
you come to these really narrow decisions and the data speaks ambiguously,
it’s the better part of wisdom to accept the long-standing, the long view
we’ve come to accept as knowledge and it’s unwise, on the basis of that
kind of evidence, to say I should throw over something that has stood us in
good stead since 1776.” (Conversation with Robert Solow, October 1997)

40. The use of the term “restoring” is hardly accidental. In opposing main-
stream Keynesianism and other rationales supporting government intervention,
they were posing as counterrevolutionaries. But the beating heart of their move-
ment was what they saw as the restoration of Classic Liberalism, although neces-
sarily modernized for the current age. Thus, in English history, the Restoration
under Charles IT was an attempt not only to undo the changes and actions initi-
ated by Cromwell’s Commonwealth, but to bring back the monarchy and the
multitude of traditions attached to that institution. (Though of course to place the
reins into more skillful hands, in contrast to those represented by his nitwit and
decapitated brother.) In contrast, the Glorious Revolution represents the over-
turning, to some extent, of the prevailing status quo.

41. This attitude is succinctly summarized by Milton Friedman: “the standard
cliché for every social ill has become—more government spending, more govern-
ment manpower. The result has almost always been that the money ends up being
spent for very different purposes than those intended by the do-gooders, and
makes the problem worse rather than better” (Friedman 1971: 3).

42. Yet there remains no evidence that they evaluated their tactics as the em-
ployment of illiberal means or that they felt forced or obliged to adopt the tactics
then gaining vogue within the profession. Embracing illiberal means translates
into rejecting those precepts endorsed by Knight or Viner. These approaches were
now dismissed as being simply old-fashioned, needing to be discarded if they
were going to successfully engineer a modern reconceptualization of Liberalism.
Both Friedman and Stigler had embraced empirical methods and research from
an early stage of their careers. Nor had they ever proved averse to a measured
used of mathematical methods when appropriate. Consequently, sketching a pic-
ture of reluctance or being forced by necessity seems fanciful given the lack of
evidence to support such flights of whimsy.

printed on 2/8/2023 2:55 PMvia . All use subject to https://wmu ebsco.coniterms-of -use



EBSCOhost -

206 NOTES TO CHAPTER 6

Chapter 6. Economic Policy Becomes a Science

1. The movement away from laissez-faire and toward a stronger planning
framework, inherent within the New Welfare economic policy model, is relatively
easy to understand. The Great Depression, followed by World War II, required
government to take an expanded role, at least temporarily, in the economy. The
Depression ended with the advent of World War I, in which the allies triumphed.
Given these dramatic events, even the strongest Classical Liberal supporters of
laissez-faire recognized the indisputable need for government action under such
adverse circumstances as the Great Depression. For example, William Hutt, re-
nowned for his virulent anti-Keynesian pose, was forced to conclude, “But once
the persistent ignoring of ‘classical’ precepts has precipitated chaos, and insur-
mountable political obstacles obviously block the way to noninflationary recov-
ery, only a pedant would oppose inflation” (Hutt 1979: 45).

2. Those interested in the controversy surrounding Pigou’s appointment
might start with Coase’s (1994) succinct analysis.

3. At a Federal Reserve seminar, Lerner outlined his view of functional fi-
nance. Keynes dressed him down and told Lerner that his views were incorrect
(Colander 1984). According to Alvin Hansen, at a cocktail party later, Lerner con-
fronted Keynes and Keynes, after looking around to see that no reporters were
present, told Lerner that the art of statesmanship involves telling lies, but they
have to be plausible lies (Colander and Landreth 1996).

Keynes gave two famous Federal Reserve seminars, which I was not able
to attend. However, from accounts at the time—probably from Hansen—
I know what happened. At the first one he was utterly charming but was
kind of reactionary and, in particular, he jumped on Abba Lerner, who
had written about functional finance. One of the things he said—and I can
never remember whether it was Aristotle or Plato—was, “Plato said, “The
art of politics is the art of telling plausible lies.” But you know, Abba, those
lies have got to be plausible,” implying that Lerner’s weren’t. He must have
felt, maybe at the time, that Lerner had overdone it: or maybe he came to
feel that. But anyway, in the meantime, Lerner’s The Economics of Control
came out. He must have paged through it—he was a very quick reader—
and in the second seminar he made redress and went out of his way to say
nice things. How Lerner happened to be in Washington on these two oc-
casions I don’t know. Lerner was a brilliant mind, and only his lack of
gravitas limited his influence on actual policy. (Samuelson 2011: 1001)

4. Samuelson’s own discussion of the origins and impact of his textbook can
be found in Samuelson (1997).

5. Oskar Lange (1938) published his noted model of market socialism, a vol-
ume that was based on previous articles and presentations. In doing so, he had
been strongly encouraged by Abba Lerner. The result is sometimes referred to as
the Lange-Lerner model. According to this model, a planning board could set (at
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least in theory) the required marginal conditions that would yield an optimal out-
come. Given this theoretical perspective, capitalism would cease to be a neces-
sary requirement to achieve such results.

6. Opposition to this program needed not only to be effectively organized,
but also to be indicative of a way forward. It could not rely simply on conservative
obstinacy. Hayek’s dark vision, as fashioned in 7he Road to Serfdom (1944), came
to serve as something of a call to arms for disaffected intellectuals on the right.
Partially, if not entirely, inspiring the first meeting of the Mont Pelerin Society in
1947, conservatives, or those who saw themselves acting in the tradition of Clas-
sical Liberals, united in a collective attempt to shift intellectual debate away from
what they envisioned as the dangerous acceptance of collectivism. (The meeting
itself turned out to be more rancorous than united.) Though pledged to the time-
honored methodology of Classical Liberalism, a struggle to reformulate and mod-
ernize that approach soon became evident.

In overcoming the failures of laissez-faire, Hayek urged, it would be essen-
tial to develop a social philosophy that provided a rich account of the
moral dimensions of human existence. Any advocate of capitalism who
understood its benefits in purely material terms or prioritized economic
concerns over matters of spiritual fulfillment was bound to fail in the court
of popular opinion. They would need to cast aside an arid rationalism in
favor of humility and, in doing so, heal the “breach between true liberal
and religious convictions” that continued to prevent “a revival of literal
forces.” (Burgin 2012: 103)

7. Essentially, it added another equation that related individual welfare to so-
cial welfare, with that equation embodying the needed moral judgments.

8. Bergson (1954: 249) later wrote that his “ethical thinking had evolved” and
that it was unclear even theoretically that his social welfare function could serve
as an adequate basis for policy.

9. There were numerous attempts to get around the normative nature of
policy analysis, but all failed. The reason they failed was that they were trying to
do the impossible—to pull normative conclusions from scientific work. Economic
policy analysis cannot escape Hume’s Dictum that you cannot draw a “should”
from an “is.” This was recognized by economists such as Robbins and Myrdal in
the 1930s and Little and Graafin the 1960s. Sen (1970b) would later seal the coffin,
closing out any hope of developing a practically useful and relevant formal wel-
fare economics.

10. In a review article of economic policy, Selznick (1998) highlighted some
of the problems attached to applied policy economics. In it he pointed out that
there has been little cross-fertilization between theory and applied policy work.
He characterized the standard approach of assuming a representative consumer
in applied policy work as being “unappealing both because distributional issues
are ignored and because much evidence shows that aggregate demands are in-
consistent with the behavior of a single representative agent” (ibid.).
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11. Gross Domestic Product (GDP) possessed the all too convenient charac-
teristic of being measurable. Thus, focusing on increasing output in this way was
more conducive to the scientific imperative that dominated postwar economics.
However, the underlying rationale for using GDP as a useful proxy assumes that
when aggregate output as measured by GDP increases, societal welfare increases.
That is a complicated connection to make formally. A number of economists have
pointed out the inherent weaknesses attached to using GDP as a measurement
of welfare, but in most policy discussions, the weaknesses are generally dismissed
or simply overlooked.

12. This story has been told nicely by others, especially Burgin (2012), and is
not our focus here. Classical Liberal methodology, as characterized by Mill, was
committed and open to opposing views. It was not tied closely to any ideological
position.

13. Asstudents and one-time admirers of Knight, it would be difficult to con-
ceive that this trio of would-be counterrevolutionaries were unaware of Classical
Liberal methodology. But they would have felt little, if any, reluctance in jetti-
soning this perspective which in their view had outlived its usefulness. Far more
important matters were at stake than maintaining respect for an old-fashioned
tradition. The need to place economics on a scientific footing, while pushing back
the tide of collectivism, would have demanded a far greater priority.

14. 'The logic here should be clear. From this postwar perspective of these
younger academics, the older generation of economists had been forced to rely
on their judgment and experience in formulating policy because of their rudi-
mentary knowledge of economic science. Thus, the need for their suggested fire-
wall dissipated with the subsequent postwar improvement in that theoretical
base. “In writing their treatises, may not the classical economists have employed
an apparatus which is different and in modern eyes inferior, to that which they
employed to analyse concrete problems? I shall argue that this is indeed the case”
(Stigler 1949b: 26).

15. The impetus behind the first meeting of the Mont Pelerin Society in 1947
should come as no surprise. The clear intention was to shift the terms of intellec-
tual, as well as policy, debate to more congenial grounds. The shared recognition
of those attending that gathering perceived a troubling reality where left-wing
and dangerous collectivist thought had come to dominate debate within West-
ern democracies. The inherent, but hidden, traps offered by the supposedly
well-intentioned leaders who constructed dreams of a better (collectivist) society
were broadly formulated decades later by Milton Friedman. “Heaven preserve us
from the sincere fanatic who knows what is good for us better than we do, and
who knows that it is his duty and his obligation to make us do what is good for
us—whether his name is Torquemado, Lenin, or Hitler, or on a minor scale, Mar-
cuse, or Nader” (Friedman 1971: 5).

16. Stigler could appear somewhat obsessed with statistical verification, even
though at times his own econometric evidence served to weaken, rather than
validate, the logic of an otherwise strongly propounded argument. Thus his 1971

printed on 2/8/2023 2:55 PMvia . All use subject to https://wmu ebsco.coniterms-of -use



EBSCOhost -

NOTES TO CHAPTER 6 209

paper on regulation appears let down by his simple statistical analysis despite
Stigler’s strenuous efforts at spinning his results.

But George had, regardless of what he did personally, a very deep convic-
tion that we do too much economics without empirical implications. It’s
not economics without implications. It’s very important that there be im-
plications. What I take all that stuff as trying to do is to say, “Look, here’s
my story. But look again, there’s a bottom line that can be appended to this
story.” He took his empirical work probably more seriously than you or I
might. I'm sure he did. But I think that what he’s trying to do is, by setting
an example, saying, “Look, what you should do is go out and do this sort
of work. Go ahead, you do it better. But this is what you’ve got to do. This
is the kind of thing you’ve got to do. You've got to systematically show me
that regulation has an effect on electric prices. You’ve got to systematically
show me what’s behind entry control in (whatever he was doing, trucking
I think or occupational licensing)” (Conversation with Sam Peltzman, Oc-
tober 1997).

17. Becker took over the core graduate course in price theory from Friedman.

18. The cult-like insistence on the objectivity of empirical evidence was effec-
tively dismissed by Jacob Viner and it has been by Frank Knight before him. It was
not an inherent part of neoclassical economics that empirical evidence would be
given the central role in “proving theory.” Theory didn’t have to be proved to
be useful in providing a framework for thinking about policy. Viner understood
this completely and, had the profession followed his lead, it would have stayed
much closer to its Classical Liberal roots. The quotation from Viner that we pro-
vided in Chapter 1is worth repeating.

I do not think it is practical to write an elaborate work on the working of
economic process in modern society on a completely “objective” basis ...
Anyone who could do so would be pathological ... In so far as is possible,
value-judgements should be labelled as such, but their systematic exclu-
sion is, I am convinced, not in practice either possible or desirable. (Viner
quoted in Van Horn 2011: 291fn)

19. Stigler’s concoction of the Coase Theorem (loosely based on an article by
Ronald Coase) provided ammunition against the welfare economic conclusions
derived by theoretically pinpointing market imperfections and externalities.

20. Though ostensibly based on the bedrock of scientific methodology, pro-
grams such as Johnson’s “War on Poverty” tended to be evaluated from notice-
ably ideological perspectives. Standards for judging them either failures or suc-
cesses proved slippery in practice.

21. The lengthy taped conversation of the Chicago counterrevolutionaries re-
corded and edited by Kitch (1983) which appeared in the Journal of Law and Eco-

nomics has an openly triumphal flavor to it.
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22. One of the rationales provided by Stigler for dropping History of Thought
from graduate education was the danger of providing young minds with too
many plausible alternatives. He required missionary soldiers, not ranks of puz-
zled philosophers.

The young economist who reads some of the early controversies with care
will surely learn one lesson, and he may learn two. The inevitable lesson
is that after studying previous controversies one cannot become quite so
engaged in the current controversies—one cannot become quite so con-
vinced of either the correctness or the importance of one’s new ideas. The
more subtle lesson is that it does not pay to learn the first lesson: the tem-
perate, restrained, utterly fair-minded treatment of one’s own theories
does a disservice to these theories as well as to one’s professional status
and salary. The scientist is loath to buy new models which have not been
well advertised. (Stigler 1982:111)

23. The realm of science imagined was self-sustaining, an antiseptic campus
where economists roamed free to investigate the impact of the outside world and
the specifics that were effectively encompassed within those boundaries. Unfor-
tunately, such a free-floating realm existed as only the faintest of whispers. In-
stead, Stigler described a scientifically validated process that he proposed is, and
should be, hermetically sealed.

The channel through which economic events are reaching economic the-
orists is undergoing change. Specialization has created the empirical re-
search economist, who collects and systemizes the (some) facts of eco-
nomic life. He is becoming substantially the only source of information for
the specialized theorists: the only things the theoretical economist knows
about economic life are those things the empirical economist tells him. All
other sources (the theorist must increasingly assume) are unreliable or
unrepresentative—in short, unscientific. (Stigler 1960: 41)

24. The Chicago view, best articulated by Stigler, is that specifics are only of
rather minor importance since ultimately the players in any economic drama are
reacting to market forces.

Well, because I had the same view as George, on that issue. That I don’t
think you can talk with restaurant managers, in fact, about such things.
You know they are not trained, they know in a certain deep sense, but they
are not trained to articulate why things are happening. But any restaurant
owner does in fact recognise it’s good if you can get customers to come in
and you can lose your audience pretty easily. You know there’s unstable
demand. Even when you're in the door, you can go out. That, they’re all
aware of, and so, in that sense they would say, “sure this is going on.” In
terms of pricing and so on. I think that would be a hard thing to get by
asking them. So I would have the same view, that yes, I use surveys in la-
bour economics a lot. Surveys may give you suggestions about behaviour
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but you can’t really take that as the same type of evidence. (Conversation
with Gary Becker, October 1997)

Given this starting point, what people intend to do, or say they are doing, may
exist only as items of curiosity, rather than as data containing any trace of analytic
value.

Nobody was as empirical as George, considering how good a theorist he
was, one of the most empirical economists of his day. There are very few
theorists who have that much of an empirical insight into the empirical
side of questions. He certainly used all the data he could get, surveys, what-
ever. Now, I was thinking in the sociological sense where you’ve got peo-
ple asking questions to gather census data. This is absolutely essential in
my field. And George would use it. If however I saw data based on re-
sponses to questions like: “How do you feel this morning? What do you
feel about Richard Nixon? Did your wife and you have an argument this
morning?” I don’t pay attention to that kind of data. There is this definite
bias in Economics. You see what people do, not what they say. Because,
you can never competently judge their motives, or what is in it for them.
[laughs] You’ve got to study their behavior, pure and simple. (Conversa-
tion with Sherwin Rosen, October 1997)

25. Paul Samuelson, for all his contributions to modernism in economics,
would seem to be channeling some classical pragmatism while engaging in a re-
vealing debate with George Stigler. “There are no rules concerning the proper
role of government that can be established by a priori reasoning” (Samuelson and
Stigler 1963: 37).

In stating this general principle, Samuelson is harking back, whether inten-
tionally or not, to an earlier Classical compatriot. “It appears to me that the most
fatal of all errors would be the general admission of the proposition that a govern-
ment has no right to interfere for any purpose except for that of affording protec-
tion, for such an admission would be preventing our profiting from experience
and even from acquiring it” (Nassau Senior quoted in Reisman 1990: 55).

26. Stigler, for instance, venerated Adam Smith, yet he directly broke with
him (Stigler 1971c) over the preferable role allocated to government. What Adam
Smith and his subsequent followers understood was that whether or not govern-
ment had a role to perform within the operations of a market economy was a
non-issue. The more productive terrain of debate disputed the nature of the role
necessarily played by government and the limits that could and should be usefully
imposed.

As we pointed out in our introductory chapter, Adam Smith was not a doctri-
naire advocate of laissez-faire. As Jacob Viner pointed out, he did not trust govern-
ment and believed that the powerful would use government for their benefit, not
for the benefit of society. But he also recognized that society needed government
to do all types of tasks that individuals would not do. As such, one could not make
blanket statements in favor or against government intervention, but one had to
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look at each issue on its own and make a decision as to whether government in-
tervention was warranted.

27. As we pointed out in Chapter 3, John Stuart Mill had no doubt about the
importance of the debate aimed not at winning, but at understanding one’s op-
ponent’s position and arriving at a joint understanding of the issues—what we
have called argumentation for the sake of heaven. Argumentation for the sake of
heaven requires honest engagement by committed proponents of opposing views.
This approach would, in Mill’s view, most likely achieve the greatest good for the
greatest number. Mill wrote, “In the case of any person whose judgment is really
deserving of confidence, how has it become so? Because he has kept his mind
open to criticism of his opinions and conduct. Because it has been his practice to
listen to all that could be said against him...” (Mill 1947 [1859]: 20)

28. Serious argument and discussion inevitably involved the precarious task
of trying to demarcate an already ambiguous, gray-shaded boundary.

Despite the lingering popularity of the idea of laissez-faire and the widely
shared assumption that it was the prevailing view of most economists, for
more than fifty years [1874-1924] the world’s leading practitioners of the
profession had applied it only as, in the words of John Elliot Cairnes, a
“handy rule of practice” with “no scientific basis whatever.” (Burgin 2012: 2)

Chapter 7. Roads Not Taken

1. Buchanan moved to the University of Virginia in 1956. Ronald Coase joined
Buchanan there in 1958. Together with William Breit, Warren Nutter, Leland Yea-
ger, and Gordon Tullock, the University of Virginia assembled a group of econo-
mists working in a Classical Liberal tradition that rivaled Chicago in terms of its
intellectual fire power. Despite its abbreviated span, it did leave a lasting legacy in
the form of a journal, Public Choice. This endeavor was the brainchild of Gordon
Tullock, a project originally titled Papers on Non-Market Decision Making.

Nutter stands squarely in the Virginia School of political economy in that
he applied price theory to real world problems with a sharp eye on the in-
stitutional setting within which decisions were made. This interest in mar-
ket process was, as I have indicated, a hallmark of Virginia economics. It
had been instilled in Nutter, as in Buchanan, by Frank Knight, Henry Si-
mons and Milton Friedman at the University of Chicago. (Breit 1987: 649)

2. One of us was invited to give a lecture recently at the University of Virginia.
During the lecture, the Virginia School was mentioned as having been a distinct
school of thought. The young assistant professors present had no idea that such a
school of thought had ever existed.

3. Even in his old age (86), Coase remained hopeful that the economics pro-
fession would come to embrace some version of his approach.
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I've just been involved in the starting of a new society, The International
Society for the New Institutional Economics. And the inaugural confer-
ence was held last month in St. Louis. I wanted to have a small meeting,
but we invited some people and they told other people and they told still
other people and in the end we had 200 people come from all over the
world. No one from Australia, but someone from New Zealand, and I
know there were people from Russia, and China, Taiwan, all the European
countries and so on. So there is a lot of dissatisfaction with the present
state of economics. It’s not dominant, but there’s a lot of it and it’s wide-
spread. (Conversation with Ronald Coase, October 1997)

4. Following this strategy allowed Coase to dismiss the common Pigouvian
approach that zeroed in theoretically on a discerned market shortcoming. In
contradistinction, Coase attempted to demonstrate that in the absence of trans-
action costs, a world deemed conducive to abstract welfare economics, markets
intrinsically worked. Contracts, and subsequent exchanges, could be effortlessly
negotiated. Consequently, it is not externalities or other theoretical imposts that
generate market dysfunction, but the bothersome existence of transaction costs.

5. Keeping with his Classical Liberal approach, Coase claimed that as editor
of the Journal of Law and Economics, he had received article after article evaluat-
ing specific government policy interventions. It was this mountain of evidence
that strengthened his support for a more laissez-faire approach (Conversation
with Ronald Coase, October 1997). Unfortunately, evidence can be a slippery
concept tinged by ideological leanings. Facts after all do not speak freely for
themselves. They lack a voice of their own. However, whatever his ultimate judg-
ment, editing the journal and being swayed by evidence was consistent with a
Classical Liberal approach. Coase goes as far as to say that it was really the prom-
ise of becoming editor in 1964 (taking over from Aaron Director) that induced
him to come to Chicago.

Consequently, when I was approached to fill Aaron Director’s place on his
retirement, what I found most attractive about coming to Chicago was the
opportunity it gave me of editing the Journal. Indeed, it is probable that
without the Journal I would not have come to Chicago. I knew nothing of
the original aim of the Journal. What I wanted to do was to encourage the
type of research which I had advocated in “The Problem of Social Cost,”
and I used my editorship of the Journal as a means of bringing this about.
(Coase 1993: 252)

6. The type of formalism previously described as a mainstay of the postwar
move to scientific modernism never exerted much sway over Coase. As George
Priest points out: “I agree with Ronald Coase about formalism. I don’t think it
advances thinking in law and economics. Formalism has made it acceptable to
just use maths, because it is easy to make a model, but it doesn’t advance the field”
(Mordfin and Nagorsky 2011).
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7. As early as 1946 (and, as will be demonstrated, even before), Coase took
aim at what he saw were basic missteps in understanding the tools economics
could provide. Here it might prove convenient to remember Coase’s practical
turn of mind, which proved not to be overly amenable to purely theoretical ef-
forts. In particular, the modernist spirit in the 1940s had allowed young econo-
mists, such as Lerner (1944), to deduce the need for government intervention in
markets where firms enjoyed economies of scale. The science displayed was im-
peccable. Efficient pricing (and production) demanded marginal cost settings.
Economies of scale implied falling average costs and therefore marginal costs
lying below average unit ones. Since firms would find efficient pricing to be anti-
thetical to survival (covering opportunity costs), governments were scientifically
obliged to step in to uphold market requirements (to duplicate optimum resource
results). “The amount by which total costs exceed total receipts (the loss, as it is
sometimes termed) should be a charge on the Government and should be borne
out of taxation” (Coase 1946: 169). The interesting problem raised by this early
example of model-based policy is the lack of any concrete examination of what
firms actually do (or could do) when faced with exactly this challenge. Even
worse, no indication exists either in Lerner’s work or that of Hotelling (1938),
which hints at the need to consider other potential pricing schemes or the sub-
sequent response of consumers within the relevant market. Policy formation is
instead stripped down to the construction of an economic model with policy di-
rectly derived from that model’s conclusions. But when examined from Coase’s
perspective, the very logic underpinning this broadly accepted analysis is faulty.
“Any actual economic situation is complex and a single economic problem does
not exist in isolation. Consequently, confusion is liable to result because econo-
mists dealing with an actual situation are attempting to solve several problems at
once” (Coase 1946: 170).

For Coase, the methodology and unsubstantiated certainty attached to such
policy recommendations have an otherworldly quality attached to them. Histor-
ical results are simply dismissed, with markets expected to align themselves to
the constraints imposed by economic science. These cleverly stitched together
policies carry with them a definite trace of Swift’s tailors of Laputa. Imbued with
Knight’s skepticism of any such all-embracing plans for world improvement,
Coase displays little faith that governments, of any stripe or ability, would be ca-
pable of implementing such schemes.

This, he [Hotelling] says, “is an interesting historical question.” And he
adds later: “When the question arises of building new railroads or new
major industries of any kind or of scrapping the old, we shall face, not a
historical, but a mathematical and economic problem.” Nowhere in Pro-
fessor Hotelling’s article does one find recognition of the fact that it will
be more difficult to discover whether to build new railroads or new in-
dustries if one does not know whether the creation of past railroads or
industries was wise social policy. And it is certainly not absurd to take into
account the fact that decisions are likely to be better made if afterwards
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there is some test of whether such decisions were wise social policy than if
such an enquiry is never made. (Coase 1946: 175-176)

8. The exact properties would become more precisely (and scientifically) de-
fined over the years. Logic, however, insisted—as far as Mill and numerous other
economists were concerned—that direct payment for service was so obviously
ruled out of existence in the case of the lighthouse that no actual investigation
need be undertaken.

It is a proper office of government to build and maintain lighthouses, es-
tablish buoys, etc. for the security of navigation: for since it is impossible
that the ships at sea which are benefited by a lighthouse, should be made
to pay a toll on the occasion of its use, no one would build lighthouses
from motives of personal interest, unless indemnified and rewarded from
a compulsory levy made by the state. (Mill quoted in Coase 1974: 357)

In one of his much later papers Ronald Coase would make his working approach
to economics and his version of Classical Liberalism quite clear. He stresses the
need to understand how things actually work and to avoid the allures offered by
what he termed blackboard economics. According to Coase,

As I see it, progress in understanding the working of the economic sys-
tem will come from an interplay between theory and empirical work. The
theory suggests what empirical work might be fruitful, the subsequent
empirical work suggests what modification in the theory or rethinking is
needed, which in turn leads to new empirical work. If rightly done, scien-
tific research is a never-ending process, but one that leads to greater un-
derstanding at each stage. (The Conduct of Economics: The Example of
Fisher Body and General Motors, 2006, https://www.coase.org/about
ronaldcoase.htm)

9. In these arguments, Coase laid the groundwork for work by Elinor Ostrom,
who would win a Nobel Prize in 2009 for her work on the governance systems of
common pool resources.

10. Coase makes this the core of his lighthouse article since its stepping-off
point is really focused on Samuelson’s approach. By employing marginal cost
analysis Samuelson concluded that even if private industry were willing to build
lighthouses, doing so would be inefficient and should be prevented. He writes, “It
costs society zero extra cost to let one extra ship use the service; hence any ships
discouraged from those waters by the requirement to pay a positive price will
represent a social economic loss—even if the price charged to all is no more than
enough to pay the long-run expenses of the lighthouse” (Coase 1974: 359).

11. Pigou was careful to note the limitations of his framework. Later users of
his welfare framework, such as Lerner, were less finicky (Pigou 1920; Colander
2016). Coase (1946) seems to have shared the profession’s general perception of
Pigou. Many of his seminal responses (1946, 1960) could be attributed, in part, to
a negative response to Pigou’s work on welfare economics.
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12. Of course, if there are no transaction costs, then there would be no prob-
lem with individuals working through government to solve collective problems.
Individuals would simply coordinate their actions to achieve the best possible
outcome.

13. Coase understood that he was not putting forth an original argument. He
acknowledged that he was simply reflecting the general Classical Liberal method-
ology learned as an essential part of his studies. He writes:

In my long life I have known some great economists but I have never
counted myself among their number nor walked in their company. I have
made no innovations in high theory. My contribution to economics has
been to urge the inclusion in our analysis of features of the economic sys-
tem so obvious that, like the postman in G. K. Chesterton’s Father Brown
tale, “The Invisible Man,” they have tended to be overlooked. Nonethe-
less, once included in the analysis, they will, I believe, bring about a com-
plete change in the structure of economic theory, at least in what is called
price theory or microeconomics. What I have done is to show the impor-
tance for the working of the economic system of what may be termed the
institutional structure of production. (Coase 1992: 713)

14. Stigler presents the evening as a triumph of market logic over poorly ex-
amined textbook verities. But a key to understanding Coase’s insight was widely
missed. The largely unrecognized impact of that evening’s debate remained bur-
ied, with the subsequent focus of inquiry being shifted quite sharply. Initially
unremarked was Stigler’s willingness to jump, from his formulation of a funda-
mentally ersatz Coase’s theorem, directly to a set of implied policy recommenda-
tions. Instead, Stigler presents a more romantic historical snapshot where truth
triumphs over false belief. “We strongly objected to this heresy. Milton Fried-
man did most of the talking, as usual. He also did much of the thinking, as usual.
In the course of two hours of argument the vote went from twenty against and
one for Coase to twenty-one for Coase. What an exhilarating event!” (Stigler
1988a: 76).

15. Given Stigler’s search for a unified field theory of economics, his formu-
lation of the Coase theorem allowed an end run around market imperfections. If
markets successfully internalized externalities, then the perfectly competitive
model could still prevail. Certainly, it was immune from a scientifically based
attack. The importance Stigler attached to this insight is signaled by the full chap-
ter he devoted to its discovery and ramifications in his autobiography. “I have
spent all of my professional life in the company of first-class scholars but only
once have I encountered something like the sudden Archimedian revelation—as
an observer” (1988a: 73).

16. Coase recognized that Stigler did not understand the point he was trying
to make. Coase recollected that during that fateful dinner, only Arnold Harberger
managed to actually understand what he was attempting to do (Conversation
with Ronald Coase, October 1997).
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Iremember at one stage, Harberger saying, “Well, if you can’t say that the
marginal cost schedule changes when there’s a change in liability, he can
run right through.” What he meant was that, if this was so, there was no
way of stopping me from reaching my conclusions. And of course that was
right. I'said, “What is the cost schedule if a person is liable, and what is the
cost schedule if he isn’t liable for damage?” It’s the same. The opportunity
cost doesn’t shift. (Coase 1997: 2)

The habit of thinking in terms of transaction costs, while employing a straightfor-
ward application of the marginal cost concept, is not original with the 1960 paper.
A similar approach appears in his earlier but equally famous paper on the firm
(1937). In his insights and methodology, Coase seemingly remained an unabashed
hedgehog throughout his lengthy career. But his focus on institutional specifics
makes that simpleminded evaluation somewhat questionable.

17. Care must be exercised at this point to emphasize the total absence of any
malevolent objective on Stigler’s part. Machiavellian manipulators and creators
of spidery conspiracies have no role to play in the unfolding of these described
events. No evidence of dishonorable intentions appears ready to be unearthed.
Rather, this is the way George Stigler comprehended the world. Given his under-
lying understanding of Coase’s (1960) work, if anything, Stigler was being above-
board and generous by recognizing Coase as the originator of this famous (if not
at times infamous) theorem. “I christened the proposition the ‘Coase Theorem’
and that is how it is known today. Scientific theories are hardly ever named after
their first discoverers (more on this later), so this is a rare example of correct at-
tribution of a priority” (Stigler 1988a: 77).

18. The argument we are making here is well known by historians of thought
and methodologists. For example, Mark Blaug clearly recognized the issue at
stake. He points out:

Similarly ideological is the way he [George Stigler] lit on Ron Coase and
read the Coase theorem incorrectly, much to Coase’s own amazement.
Coase never realized there was a theorem there. That’s all a wonderful
example of ideologically inspired criticism and also a perception of the
subtle weakness of economics. This, from an economist who otherwise
would, of course, have denied that ideology had any role to play in advanc-
ing the role of economics. (Conversation with Mark Blaug, April 1998)

19. The theorem might come equipped with a cinematic tagline: “a theorem
inspired by an article written by Ronald Coase.”

20. That Stigler chose to title that chapter of his autobiography Eureka!” eas-
ily reveals a not so well-hidden agenda. Samuelson also conjectured that a bit of
sleight of hand was being performed by the Chicago contingent.

But Stigler and Friedman jumped on to Ronald Coase and felt that the
Coase doctrines about transaction costs and property rights—just get
the property rights right then laissez-faire could be relied upon—was the

printed on 2/8/2023 2:55 PMvia . All use subject to https://wmu ebsco.coniterms-of -use



EBSCOhost -

218 NOTES TO CHAPTER 7

lifeline that they sought. Now;, all that I know about this part of the story is
what’s called the Coase Theorem. And that’s a coinage of Stigler’s. I don’t
think Coase knew what his theorem was. There’s great argumentation as
to whether there is a theorem. (Conversation with Paul Samuelson, Octo-
ber1997)

21. Stigler’s longtime research associate, Claire Friedland, best sums up Stig-
ler’s views on externalities.

George was focused on the way the market marches in to eliminate the
externalities, to work around them to make them a market problem in-
stead of a non-market problem. I think I’'ve quoted him in my memoir as
saying something like, “externalities are what the market has not yet elim-
inated.” (Conversation with Claire Friedland November 1997)

He described externalities as that for which there are no transactions
at the present time. (Friedland 1993: 781)

22. Coase continued to evaluate transaction costs as posing a serious prob-
lem to the efficient operations of markets. Taking a directly opposite approach,
Stigler recognized the existence of such impediments, but when approached from
his perspective, their importance tended to be minimized. Markets, for all intents
and purposes, mirrored the perfectly competitive models of theory.

23. There was in fact a distinct tendency to criticize the scientific validity of
the theorem, in this fashion, nicely avoiding the implied policy issue.

24. Stigler’s longtime friend and assistant, Claire Friedland, put it this way:

He liked upsetting people. I told you he wrote that column for Business
Month. After a year went by, nobody had criticized it. They didn’t get any
letters to the editor. And you know, he had said so many outrageous things:
that insider trading is really okay, that sort of thing. He said things meant
to upset people. Well, he gave it up. He wasn’t having any fun. He wanted
people to criticize his ideas and then he wanted to come back with his re-
joinders. You know, he wanted to have a little controversy. (Conversation
with Claire Friedland, November 1997)

25. Buchanan entered the University of Chicago, with self-described, “strong
socialist leanings.” However, under the tutelage of Frank Knight, Buchanan notes
that he soon became “a zealous advocate of the market order” (https://econ-
jwatch.org/issues/volume-10-issue-3-september-2013).

26. While there are many different aspects of Public Choice economics, the
approach is essentially the economic model of the selfish rational actor applied
to politics. In the book that is seen as the origin of Public Choice, The Calculus of
Consent, Buchanan and Tullock (1962) insisted that for political science to have a
strong theoretical foundation, economic rational choice reasoning had to be ap-
plied to politics. They argued that Public Choice theory added a rational actor
analysis of voting and a profit-maximizing analysis of politicians. When com-
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bined, they provided a scientific foundation for the study of politics that was lack-
ing in the standard theories of political scientists.

27. 'The strongest Chicago-style approach to legislative self-interest is per-
haps seen in the work of George Stigler who, along with his close friend Aaron
Director, pushed the idea of utility maximization and market efficiency as far as it
could go (and perhaps further). Stigler even felt justified in taking Adam Smith to
task for not sufficiently incorporating self-interest into the political realm.

In the political scene no corresponding search is made for the effective
principles of behaviour. Therefore reforms must be effected, if effected
they can be, by moral suasion. At best this is an extraordinarily slow and
uncertain method of changing policy; at worst it may lead to policies
which endanger the society. Of course erroneous and undesirable public
policies arise out of failures of comprehension as well as out of the efforts
of self-serving groups, but there is little reason to accept Smith’s implicit
assumption that the main source of error is ignorance or “prejudice.” Yet
Smith’s only remedy for erroneous policy is sound analysis, and that rem-
edy is appropriate only to a minority of objectionable policies. (Stigler
1982: 143)

For Stigler, and many of his Chicago colleagues, political markets and political
decisions were based on the narrow self-interest of rational economic decision
makers. Beneficial government actions then served only as a smokescreen for
more selfish objectives.

So he [George Stigler] would often take, and it got him into trouble, he
often would take these very strong positions which he often convinced
himself were actually true. Like when he was confronted with some fact
about regulation, he would say “Ah, you’re going to find some Congress-
man was bought off. [laughter] You are actually going to find that. That’s
what you’re going to find. Are you sure that you didn’t find that this Con-
gressman wasn’t on the take?” You know, that kind of writing, that kind of
a very strong view. (Conversation with Sam Peltzman, October 1997)

28. In anticipating the worst from government intervention, Buchanan’s po-
sition was in accord with that held by his Chicago counterparts. “Buchanan—well
Buchanan was a Chicago product, and Tullock was, I guess Tullock was too”
(Conversation with Milton Friedman, August 1997). None of them invested any
faith in the public-spiritedness of government bureaucrats or politicians.

John Maynard Keynes was a strong believer in the public interest theory
of regulation, and in the operation of government. Indeed I think it was
his legacy on that subject which was much more damaging than his legacy
on economics. (Conversation with Milton Friedman, August 1997)

29. Stigler basically accepted that individuals respond to market price sig-
nals, leaving them in a somewhat passive position. What then remains essential
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for analysis are not anecdotal deviations from rational self-interest but rather the
dominating fact of such decisions.

However, that cannot be the entire story; human behavior is not so rigor-
ously deterministic as a multiplication table. There are people who do not
care for wealth, more who do not reason well, and vastly more who are
incompletely informed. These people will not necessarily achieve optimal
agreements, and especially is this true in new circumstances. We do not
believe that such people govern important markets: Others who love
wealth, reason precisely, and buy information in optimal quantities will
call the tune. (Stigler 1989: 631)

30. Chicago School economists believed that political forces would not work
for the common good as well, but this insight didn’t form the sole focus of their
formal theoretical model. Rather, it was only one aspect of a broader analysis.

31. Individuals at Chicago worked on such issues and produced theoretical
models without situating themselves narrowly within the field of Public Choice.
For one example of Stigler’s formal modeling, see Stigler (1970). In addition,
George Stigler’s protégé, Sam Peltzman, often dealt with such issues. See Peltz-
man (1976, 1980, 1985). These and contributions by others mostly appeared in the
house journal that helped to construct the Chicago version of law and economics
(Journal of Law and Economics).

32. To reiterate and clarify, the Chicago School’s handling of the political
market was largely an extension and application of the core Chicago model. This
approach was pioneered by Gary Becker, who considered rational choice to form
a nearly universal model for social science. In the Public Choice field, it formed
an intrinsic starting point for the construction of their all-inclusive model.

33. We are not arguing that they should not have developed formal models.
As we stated in the text, the tenor of the times, which saw policy following from
theory, required it. Had Buchanan or the Chicago School not integrated the in-
sights into formal models, they likely would never have prospered to the degree
that they did. In that case, Coase and Buchanan likely would have been two largely
forgotten economists.

34. Asdiscussed in chapter 3, James Laughlin, first department chair of eco-
nomics at the University of Chicago, set the tone for the aggressive style that would
later flourish there. This result seems, at least at first glance, to be some combina-
tion of nature and nurture.

35. Coase’s influence did not rest entirely on one ersatz theorem. Oliver Wil-
liamson, inspired by Coase’s 1937 article on the firm, attempted to resurrect an
almost obsessive focus on transaction costs. This work earned Williamson a
Nobel Prize in 2009 (shared with Elinor Ostrom).

36. Other Classical Liberal methodological approaches to economics, such
as Austrian or Institutionalist, were also quickly shunted from the mainstream
into a broad grouping dubbed heterodox economics. In essence, this labeling
strategy allowed most economists to ignore and exile those who dared to reject
standard methodological perspectives.
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Chapter 8. The Classical Liberal “Argumentation for the
Sake of Heaven” Alternative

1. Samuelson and Friedman are used here as something of a collective noun
for the development of economic thinking during the 1950s and on through the
1970s. These developments were shaped by MIT and Chicago. In the case of Chi-
cago, we have noted other key players. The same would occur were the MIT/
Harvard connection to be equally analyzed.

2. The joke also includes an unacknowledged strain of arrogance. Econo-
mists are pictured as somehow shrewder than their other scientific rivals. Only
the economist is capable of glimpsing the least cost (least effort) method for gain-
ing an accurate answer. In essence, trading for information trumps those con-
strained by their own inflexible methods. This is to be expected, since the joke has
been formulated by an economist without any input from the worlds of either
engineering or physics.

3. Thereisan aspect here of Hayek’s (1937, 1945) notion of spontaneous order
which, given a recognized state of limited knowledge, transmutes into a defense
of market coordination and a condemnation of central planning.

4. Being cautious when using economic theory doesn’t, of course, mean flip-
pantly dismissing it out of hand as providing no real guidelines or information.
The issue is a matter of weighting.

Milton Friedman remarked to me long ago that the study of the stability of
general equilibrium is unimportant, first, because it is obvious that the
economy is stable, and, second, because if it isn’t stable we are wasting our
time. He should have known better. In the first place, it is not at all obvious
that the actual economy is stable. Apart from the lessons of the past few
years, there is the fact that prices do change all the time. Beyond this,
however, is a subtler and possibly more important point. Whether or not
the actual economy is stable, we largely lack a convincing theory of why that
should be so. Lacking such a theory, we do not have an adequate theory of
value, and there is an important lacuna in the center of microeconomic
theory. (Fisher 2011: 35)

5. There is a well-known New Yorker cartoon showing a bearded economist
at a blackboard raising the core economic question: “That may be all very well in
practice, but does it work in theory?” The almost Hegelian belief that the real is
the ideal is exemplified by Harry Johnson’s barbed comments about the Cam-
bridge School of Keynesianism.

Then along came Roy Harrod with his dynamic growth equation; and
Joan Robinson latched on to that and proceeded to create a new confu-
sion which Cambridge has insisted on ever since in the realm of capital
theory. It is the mistaken belief that to prove capitalism to be logically
impossible is sufficient to dispose of its existence. ( Johnson and Johnson
1978: 145)
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Elsewhere, Johnson had previously depicted this peculiar failing, which confused
theoretical issues with normative or policy considerations.

Much of the development of economic theory, of course, concerns the
separation of the economic logic of prices being attached to things that
are scarce from the question of morality. That confusion of logic still runs
right through the Cambridge Keynesian school (and I will say a little more
about that later). (Johnson and Johnson, 1978: 138)

6. Aswe stated in Chapter 1, Keynes summarized the skills needed to be a top
economist. Since it is the combination of skills that define the Classical Liberal
method, and since Keynes put it so elegantly, it is worth repeating.

The study of economics does not seem to require any specialized gifts of
an unusually high order. Is it not, intellectually regarded, a very easy sub-
ject compared with the higher branches of philosophy or pure science?
An easy subject at which few excel! The paradox finds its explanation, per-
haps, in that the master-economist must possess a rare combination of
gifts. He must be mathematician, historian, statesman, philosopher—in
some degree. He must understand symbols and speak in words. He must
contemplate the particular in terms of the general and touch abstract and
concrete in the same flight of thought. He must study the present in the
light of the past for the purposes of the future. No part of man’s nature or
his institutions must lie entirely outside his regard. He must be purposeful
and disinterested in a simultaneous mood; as aloof and incorruptible as
an artist, yet sometimes as near to earth as a politician. (Keynes 1924:
321-322)

7. An economist’s training tends to be highly technical and focused on theo-
retical and statistical methods, rather than on case studies. Back in 1987, one of us
(Colander and Klamer 1987) did a survey of students at top graduate schools in
which we asked how important a knowledge of institutions was to succeeding as
an economist. Only 3 percent said it was very important. What was important: 65
percent said a knowledge of mathematics was very important. In response, the
AEA set up a commission to study graduate education. The commission agreed
that an economist’s training was too focused on technical issues. But little has
changed since then. Graduate training has become even more technical and more
focused on scientific empirical work since then (Colander 2007a).

8. Despite legitimate claims of its subsequent impact and guidance, the ex-
amined reality reveals an alternative picture. Methodology texts would seem
obliged to either describe how economists actually conduct research or alterna-
tively how they should do so. But the evidence supporting Friedman’s formula-
tion tends to crumble if examined closely. It doesn’t appear to encapsulate what
economists do as economists.

When I was a graduate student we were taught a paradigm of how you do
research. I’ve got to tell you that it’s all wrong. It’s not the way we operate.
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We don’t sit up here and develop hypotheses and go out and test them.
That’s just not what we do. George taught me that. Milton taught me that.
They’re wrong! (Conversation with Sam Peltzman, October 1997)

Nor does this method appear to be what economists should follow.

If all economists followed Friedman’s principles in choosing theories, no
economist could be found who believed in a theory until it had been
tested, which would have the paradoxical result that no tests would be
carried out. This is what I meant when I said that acceptance of Friedman’s
methodology would result in the paralysis of scientific activity. Work could
certainly continue, but no new theories would emerge. (Coase 1994: 24)

Even more perversely, it is not clear that Friedman himself followed his own
specified methods.

Friedman may have won some methodological battles with F53 but he
lost the methodological war because he went on to write A Monetary His-
tory of the United States, 1867-1960 ... with Anna Schwartz—a thick exam-
ination of the historical evidence for the theory that money causes price
and not the other way round—while the rest of the economics profession
put its faith in thin corroborations by means of econometric regressions.
(Blaug 2009: 353)

9. See for example Hillary Putnam (2002) and John Davis (2014). At the time
of constructing his argument, Milton Friedman made no claim to having dived
deeply into any methodological literature. It can be convincingly argued that
Friedman exhibited little interest in such questions either before or after his 1953
effort. Rather, the objective behind the argument was more likely to be an at-
tempt to forestall and close off any future methodological discussions. During the
period in which Friedman wrote his article, heated challenges to price theory
orthodoxy raged. One potent attack concentrated on the reality of any underlying
assumptions. A focus on assumptions, particularly the requirement that assump-
tions be tinged at the very least with real content, ran counter to the program
championed by both Friedman and Stigler. Such unorthodox reasoning was raised
particularly in opposition to the employment of the perfect competition model.
Alternatives, such as monopolistic competition, grounded as they were by more
realistic assumptions, were savagely attacked by both Friedman (1941) and Stigler
(1949b). Their reaction to views condoning monopolistic competition seems to
have spurred the correspondence between Friedman and Stigler that led to Fried-
man’s (1953) influential piece.

10. Although the discussion will focus on Friedman, we are referring to what
might be called a largely unacknowledged Friedman/Stigler collaboration. It
was this collaboration that yielded the methodology solely ascribed to Friedman.
Stigler, however, produced a condensed version of this approach in his 1948 LSE
lecture on monopolistic competition (Stigler 1949b). Moreover, evidence of that
joint effort can be found in letters exchanged between the two during the late 1940s
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(Hammond and Hammond 2006). In any case, Friedman and Stigler were not the
only Chicago-style economists to opt for a theory-derived policy perspective.

MILTON FRIEDMAN: I had written the methodology paper, which was later
formally published. This preceded, by three or four years, the earlier
versions. And he refers in one of those lectures to the fact that we had
been talking about it.

And how influential were you in each other’s thinking on this matter?

MILTON FRIEDMAN: We were very influential. I think there’s no doubt that
my work would have been different if I hadn’t been influenced by George
and George’s work would have been different if he hadn’t been influenced
by me. (Conversation with Milton Friedman, Rose Friedman, and Aaron
Director, August 1997)

11. Again, we are focusing on Chicago and Friedman as our targeted case
study. However, the argument would have been much the same had we used the
more mainstream example of Samuelson and MIT as the relevant case study. The
MIT approach also accepted that policy debates were to be resolved through sci-
entific methods, not through argumentation for the sake of heaven.

12. In practice, Friedman had never been as tied to this approach as had
someone like his close friend and colleague, George Stigler. He had long favored
empirical approaches, unlike someone such as Frank Knight. His 1953 piece then
does not represent an abrupt break from the past; rather it is more of a public
announcement of the position he had supposedly adopted in his work.

13. That which was not resolvable by existing methods would be defined as
being outside the realm of science. Although there are times when within the more
strictly defined scientific borders there may be an overwhelming consensus, uni-
formity is never achieved. Moreover, with the passage of time, scientific truths
can transform into scientific falsehoods given the accumulation of knowledge.

14. John Stuart Mill serves as our guide for what we mean by argumentation
for the sake of heaven. Here is how he described that desired argumentation ap-
proach. He writes:

He who knows only his own side of the case, knows little of that. His rea-
sons may be good, and no one may have been able to refute them. Butifhe
is equally unable to refute the reasons on the opposite side; if he does not
so much as know what they are, he has no ground for preferring either
opinion. The rational position for him would be suspension of judgment,
and unless he contents himself with that, he is either led by authority, or
adopts, like the generality of the world, the side to which he feels most
inclination. Nor is it enough that he should hear the arguments of adver-
saries from his own teachers, presented as they state them, and accompa-
nied by what they offer as refutations. That is not the way to do justice to
the arguments, or bring them into real contact with his own mind. He
must be able to hear them from persons who actually believe them; who
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defend them in earnest, and do their very utmost for them. He must know
them in their most plausible and persuasive form; he must feel the whole
force of the difficulty which the true view of the subject has to encounter
and dispose of; else he will never really possess himself of the portion of
truth which meets and removes that difficulty. Ninety-nine in a hundred
of what are called educated men are in this condition; even of those who
can argue fluently for their opinions. Their conclusion may be true, but
it might be false for anything they know: they have never thrown them-
selves into the mental position of those who think differently from them,
and considered what such persons may have to say; and consequently they
do not, in any proper sense of the word, know the doctrine which they
themselves profess. They do not know those parts of it which explain and
justify the remainder; the considerations which show that a fact which
seemingly conflicts with another is reconcilable with it, or that, of two
apparently strong reasons, one and not the other ought to be preferred.
All that part of the truth which turns the scale, and decides the judgment
of a completely informed mind, they are strangers to; nor is it ever really
known, but to those who have attended equally and impartially to both
sides, and endeavoured to see the reasons of both in the strongest light. So
essential is this discipline to a real understanding of moral and human sub-
jects, that if opponents of all important truths do not exist, it is indispens-
able to imagine them, and supply them with the strongest arguments which
the most skilful devil’s advocate can conjure up. (Mill 1859/1947: 35-36)

15. A methodological approach that might be used is to have an “overseer”
who comes from a different ideological perspective. Such an individual would
review the article or book, providing suggestions as the research is being done,
and provide a final assessment that is published as part of the research. One of us
played such an “overseeer” role on a research project overseen by Dan Klein
(2013).

16. It is only fair to note that David Ricardo was actively lobbying for the re-
peal of England’s Corn Laws. Therefore, to evaluate Ricardo’s theoretical frame-
work as, at least, an implicit form of persuasive rhetoric is far from unreasonable.
Given his objective, the burnish of scientific inevitability, at a time when the re-
spect for scientific thought was growing, allowed his ostensible theory-building
logic to be viewed as an attempt to surreptitiously introduce into the debate a
hidden persuader, in the form of scientific impartiality. The extent to which Ri-
cardo actually viewed his policy imperatives as embodying scientific inevitability
is highly questionable. The problem with drawing stark contrasts in examining
Ricardo, as well as others of that era, is that the reality of the situation will often
prove to be much more ambiguous than any simplified account. It was such at-
tempts to strengthen one’s policy argument by giving it the imprimatur of science
that led economists to advocate a firewall between science and policy in the first
place.
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17. Schumpeter clarifies the problem of seeking to derive generally applica-
ble principles from the dust of theoretical constructs.

His (Ricardo’s) interest was in the clear-cut result of direct, practical sig-
nificance ..., he cut that general system to pieces, bundled up as large
parts of it as possible, and put them in cold storage—so that as many things
as possible should be frozen and “given.” He then piled one simplifying
assumption upon another ... he set up simple one-way relations so that, in
the end, the desired results emerged almost as tautologies. For example
(if) ... profits “depend upon” the price of wheat. And under his implicit
assumptions ..., this is not only true, but undeniably, in fact trivially, so.
Profits could not possibly depend upon anything else, since everything
else is “given,” that is frozen. It is an excellent theory that can never be
refuted and lacks nothing save sense. The habit of applying results of this
character to the solution of practical problems we shall call the Ricardian
Vice. (Schumpeter 1987/1954: 472-473)

18. This danger becomes clear at times when the practices of the Chicago
School are more carefully examined. During their battle over the Chicago an-
tecedents of the “quantity theory of money,” Don Patinkin took Milton Friedman
to task for his tendency to “let [policy] wag ... theory (Patinkin 1972: 886). He
accused Friedman (not without cause) of muddling policy issues with more the-
oretical matters (whether intentionally or not).

19. Partial concurrence with this position comes, at least on a superficial level,
from an unlikely source. George Stigler was almost single-minded in seeing eco-
nomics as a science. Consequently, this principle led him to be highly suspicious
of economists accepting political appointments.

I conclude—and perhaps I am alone in concluding—that when the econo-
mist goes to Washington, he deserves no more credence, and no less, than
any other political appointment, and it is mildly deceptive to address him
as Doctor or Professor. (Stigler 1988a: 135-136)

He was equally dubious of the role of an economist serving as an expert witness,
though his doubts didn’t deter him from gaining the benefits available from such
performances, especially as his reputation and standing increased.

Is the expert honest? At very best, probably as honest as is possible in a
process in which truth is sought by the vigorous presentations of opposing
views, and where any admission by one side is heavily overemphasized by
the other side. And that ambiguous answer applies only to the most virtu-
ous of experts. (Stigler 1988a: 133)

20. Deciding on what an impartial spectator would choose is not an easy task,
nor does it deliver an unambiguous set of normative judgments. But the proce-
dure likely rules out many normative positions such as “I get everything and
everyone else gets nothing.” Almost all would agree that an impartial observer
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would reject this dictum. This impartial observer approach is likely to lead to
general concepts of fairness, such as those formulated by John Rawls (1971),
which in some variation would gain widespread support. In the next chapter we
consider Amartya Sen’s work as an example of how moral philosophy can fit
nicely into economic policy analysis. Agreement on policy prescriptions would
come about by argument and discussion in reference to that impartial spectator.
A desirable policy, one which Classical Liberal economists would argue should be
supported, would be one that an impartial spectator would support. It would not
necessarily be a policy that an economist as an individual would support. In the
methodology defining Classical Liberal policy formation, support was not based
solely, or even significantly, on economic science. Instead, it was a function of
educated common sense, a transparent moral philosophical position, to which
one added relevant scientific facts and insights. For it to be otherwise would once
again violate Hume’s Dictum that you cannot derive a “should” from an “is.”

21. An interesting take on Mill’s version of utilitarianism can be found in
Persky (2016).

22. This philosophy never purported to be a machine for churning out pre-
dictable and automatic policies.

23. In the early 1900s, some neoclassical economists attempted to make util-
itarianism more scientific and precise. Instead of serving as a rough guide or an
argument for the sake of heaven debate, it became a precise guide of what policy
should do. Accomplishing this goal required measuring utility and basing policy
on those measurements. Policy would then be directly guided by science. It was
that brand of science that Robbins and other Classical Liberals objected to since it
would undermine the firewall between economic science and policy. Such a trans-
formation would end up endowing measures of utility with far more importance
than they felt they deserved. The goal of policy—the greatest good for the greatest
number—could not be determined by science. It had to be determined by discur-
sive argumentation for the sake of heaven. That use of utilitarianism led Lionel
Robbins to write his famous methodological treatise arguing that such analysis
based on normative value judgments had no place in the science of economics.

Unfortunately, instead of directing economists back to a Classical methodol-
ogy that possessed a separate branch to deal with policy, Robbins’s essay led to
values being ostensibly removed from policy analysis. This was definitely not his
intention. When Milton Friedman placed policy analysis within the scope of posi-
tive economics, the Classical use of utilitarianism as a guide for discursive argu-
mentation was lost. Those arguing for this approach were portrayed as troglodytes
who did not understand the need to separate values from theoretical analysis.

24. Even if limited to the scientific context, prescriptive methodology is still
suspect. While there are some clear requirements that need to be met in order to
qualify as scientific research, there is ample room for ambiguity here. The idea of
an average scientist working his or her way through a mechanistic step-by-step
procedure doesn’t hold up if the actual work of a scientist is carefully monitored.
Serendipity, for one, tends to seep in, as do intuitive insights.
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25. For Keynes, positive economics involved developing theorems. For ex-
ample, the following would be a statement in positive economics: If the assump-
tions of the competitive model hold, and a minimum wage is imposed, unemploy-
ment (or, more specifically, non-optimally employed resources represented in a
partial equilibrium graph as a difference between the quantity of labor supplied
and demanded) will result. The amount of misemployed resources will depend
on the elasticity of both the supply and the demand for labor. Such statements, or
theorems, were ones that all economists could accept precisely because they did
not contain any policy implications. Instead, they provided an organized way of
thinking about the issue. Developing and exploring such theorems in logical
depth, and then doing so empirically, was what defined positive economics for
Keynes. It provided the agreed-upon facts that would be accepted by all econo-
mists in any ensuing policy discussion.

Whether a given theorem had any practical relevance for policy matters, such
as adopting a minimum wage, did not depend on scientific exploration of a com-
plex model. Instead, it depended on a whole variety of other issues: Was the
competitive model the correct one? Were there other side effects of imposing a
minimum wage? In what sense would the affected individuals be non-optimally
employed? Can we develop precise measures of elasticity, so that we can quantify
the effects? Does the wage measure used in the empirical study capture all the
dimensions of the work being discussed? What were the alternatives to achieving
the normative goal of increasing income for poor people? Fundamentally, no uni-
fied labor market exists, but in its theoretical place are a number of specific and
very different alternatives that change over time. So, then, is a model that as-
sumes a unified labor market an appropriate one to use? Since many of these con-
siderations are time- and place-specific, there is likely no single, simple, or lasting
answer to the minimum wage policy question.

Only after all ancillary issues are examined, and judgments made, can one
move from a theorem within positive economics—given the model a minimum
wage will cause some unemployment in these cases, and “fact”—empirically our
best impartial spectator estimates the amount of unemployment to be—to a pre-
cept within the art and craft of economics—the minimum wage law is one that
should be supported. Policy guidelines are to be determined in the art of econom-
ics, not in the science. This shift can lead to a position that the minimum wage is a
policy that should be advocated or one that must be opposed, but any such con-
clusion represents a decision that is apt to change over time and place.

26. The very nature of Friedman’s perspective ultimately eliminates any no-
tion of an “art of economics.” If policy is to be directly derived from empirically
tested theories then the degree to which judgment is required in formulating pol-
icy merely measures a gap in theoretical knowledge. Friedman would reasonably
expect that gap to steadily narrow over the years as theory advanced. If then the
art of economics essentially reflects an error term, then the art of economics as
a field would be expected to wither and die in the future. Again, this is no more
than a reasonable implication of Friedman’s train of logic, rather than an explic-
itly stated stance.
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27. See Neumark and Wascher (2000) as a fair example of the rebuttal side to
this issue.

28. The Card/Krueger controversy inadvertently shined a light on the prob-
lem of unacknowledged values creeping into a work meant to fit snugly into the
positive economics basket. Card intended to examine a particular question, or set
of questions, in the field of labor economics.

I [David Card] think my research is mischaracterized both by people who
propose raising the minimum wage and by people who are opposed to it.
What we were trying to do in our research was use the minimum wage as
a lever to gain more understanding of how labor markets actually work
and, in particular, to address a question that we thought was quite impor-
tant: To what extent does the simplest model of supply and demand actu-
ally describe how employers operate in the labor market? That model says
that if an employer wants to hire another worker, he or she can hire as
many people as needed at the going wage. Also, workers move freely be-
tween firms and, as a result, individual employers have no discretion in
the wages that they offer. (Clement 2006)

Card instead became embroiled in a debate so bitterly value-laden that he de-
cided the better part of valor would be a complete withdrawal.

I think many people are concerned that much of the research they see is
biased and has a specific agenda in mind. Some of that concern arises be-
cause of the open-ended nature of economic research. To get results, peo-
ple often have to make assumptions or tweak the data a little bit here or
there, and if somebody has an agenda, they can inevitably push the results
in one direction or another. Given that, I think that people have a legiti-
mate concern about researchers who are essentially conducting advocacy
work. I try to stay away from advocacy of any kind, but that doesn’t pre-
vent people from being suspicious that I have an agenda of some kind.

I've subsequently stayed away from the minimum wage literature for a
number of reasons. First, it cost me a lot of friends. People that I had
known for many years, for instance, some of the ones I met at my first job
at the University of Chicago, became very angry or disappointed. They
thought that in publishing our work we were being traitors to the cause of
economics as a whole. (Clement 2006)

A disarmingly honest evaluation of this debate from a Chicago perspective
underlines the importance of drawing the Classical Liberal distinction between
economic science and economic policy analysis. “That’s right, given my invest-
ment, given what I've read over the years. When somebody tells me now that an
increase in the minimum wage increases employment, there’s just been a study
out on that, I'm very skeptical of that claim. I don’t believe it!” (Conversation
with Sherwin Rosen, October 1997).

29. Ironically, George Stigler’s (likely) dismissal of game theory as useful eco-
nomic science can be aptly applied to Friedman’s methodological foray which he
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continued to defend on its fiftieth anniversary (during a celebratory session at the
2003 ASSA meetings). The essence of Stigler’s objection lay with the accumulation
of evidence over time (the test of time). Continuing to insist on a position despite
clear contrary evidence would seem to depart from both logic and rationality.

It’s OK to try game theory. But to stick around for twenty years and come
up with a result that anything is possible and then to say that this is eco-
nomics. This is almost the way George would be talking if he was sitting
here. “Having you and your six friends argue about a lemma, that’s prog-
ress!” He wouldn’t be indignant. He would be laughing. He would be dis-
missive. Saying, “You’re dopes. You're dopes.” What should you do with
them George? “Exile them to Samoa.” Dismissed with a wave of the hand.
Put up, or shut up, and in real time. Don’t tell me it’s going to happen in
the next generation. (Conversation with Sam Peltzman, October 1997)

30. The long-term effect of what many might dismiss as a minor, or even triv-
ial, change should never be underestimated.

If a physician mishandles a number of patients, there is the danger that
they will lose their lives ... If a teacher interprets a poem to his students in
an impossible manner, “nothing further happens.” But perhaps it is good
if we speak more cautiously here. By ignoring the question concerning the
thing and by insufficiently interpreting a poem, appears as though nothing
further happens. One day, perhaps after fifty or one hundred years, never-
theless something has happened. (Heidegger 1967: 54-55)

Chapter 9. The Art and Craft of Economics

1. The clear attached danger to this theoretical approach is to insist on view-
ing the world in a fashion that molds it in such a manner that it becomes consis-
tent with a set of carefully cultivated scientific truths. (As previously stated, a
classic joke in economics is encapsulated by the statement, “That may be very
well in practice, but does it work in theory?”)

What would be the scientific rating of the work of a botanist who should
spend his energy in devising ways and means to neutralize the ecological
variability of plants, or of a physiologist who conceived it the end of his
scientific endeavors to rehabilitate the vermiform appendix or the pineal
eye, or to denounce and penalize the imitative coloring of the Viceroy but-
terfly? ... Those phenomena which Mr. Clark characterizes as “positive
perversions” may be distasteful and troublesome perhaps, but “the eco-
nomic necessity of doing what is legally difficult” is not of the “essentials
of theory. (Veblen 1908: 177)

2. Hayek nicely captured how attempts to avoid discussions of value ulti-
mately undermine policy discussions. He writes, “I have arrived at the conviction
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that the neglect by economists to discuss seriously what is really the crucial prob-
lem of our time is due to a certain timidity about soiling their hands by going from
purely scientific questions into value questions” (Hayek 1979: 6).

3. In other work, Colander (Colander and Su 2017) has outlined an “arts and
crafts” applied policy approach that is a type of disciplined muddling-through
approach that draws heavily on engineering methodology rather than scientific
methodology. In it, each branch of economics develops its own state-of-the-art
methodology which is constantly changing, as engineers learn by doing, and as
analytic technology changes. The methodology is determined by the economists
themselves, not by separate methodology specialists.

4. We want to be clear. Our discussion of methodology is about the method-
ology of applied economics, not about the science of economics. A major reason
why the economics profession has moved to a single methodology is that it wants
to see itself as a science, judging itself in relation to scientific methodology. We
explicitly reject that approach. We believe that economics needs to have multiple
methodologies that fit different objectives. Quite different methodologies are ap-
propriate when engaged in applied policy than when exploring economic science.
Thus, a Classical Liberal methodology will be consciously multidimensional, with
different economists using different methodological approaches. Among and
within departments, each different methodological approach would compete for
support from the available pool of graduate students. This conception of compe-
tition in economics for graduate students closely relates to Lakatos’s view of rival
research programs. Where we differ from Lakatos is that he discusses scientific,
whereas we discuss applied, policy methodology. We have similar differences
with Kuhn’s analysis and his concept of paradigm shifts. Kuhn’s concept of a par-
adigm, as interpreted by social science methodologists, assumes a close link be-
tween theory and policy. Using a Classical Liberal methodology, that close tie is
broken. Under these conditions, it becomes unclear what one means by a para-
digm. Science and theory operate at the same level. They may have only one
methodology; applied policy operates at another level and has multiple method-
ologies. Economic policy does not follow from given paradigms. Thus, the way a
“paradigm” is interpreted and used, much more than the paradigm itself, is where
differences in policy exist.

5. We are not beyond writing about the mundane. Elsewhere Colander (1994;
Colander and Su 2017) has developed some mundane, obvious, rules. The argu-
ment details the idea that a more practical approach would closely follow an engi-
neering, rather than a scientific, methodology. The acceptance that policy models
are seen as heuristics, rather than science, is emphasized. A guide to this engi-
neering methodological approach can be found in the work of Billy Vaughn Koen
(2003), one of the few engineers who has written about engineering methodol-
ogy. In defining the engineering method, he explains:

Everything the engineer does in his role as an engineer is under the con-
trol of a heuristic. Engineering has no hint of the absolute, the determin-
istic, the guaranteed, the true. Instead it fairly reeks of the uncertain, the
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provisional and the doubtful. The typical engineer instinctively recog-
nizes this. The ad hoc method is easily labelled, doing the best you can
with what you’ve got (namely “finding a seat of the pants solution,” or
“just muddling through”). (Koen https://files.eric.ed.gov/fulltext/ED
276572.pdf)

That categorization serves as a good description for what goes on in the basement
or the engine room of productive investigations. Unlike economists, who tend
to feature themselves as applied scientists, engineers see themselves as problem
solvers. They are not limited by any existing scientific methodology. Instead, they
use state-of-the-art (SOTA) heuristics. These SOTA heuristics are constantly
changing, as engineers learn by doing. Consequently, whereas scientific method-
ology tends to be rigid and similar across subfields, engineering methodology is
looser, evolving, different in different subfields, and in a constant state of flux. For
economics this means that policy economists would:

o use a much looser, less scientifically oriented methodology

o see themselves as problem solvers, not truth seekers
 emphasize the ad hoc nature of their models and other heuristics
o add a fudge factor to their policy recommendations

o focus more on creativity in their policy deliberations

See also Colander and Kupers (2014).

6. We have previously warned against cultivating a one-sided skepticism that
easily recognizes the flaws in opposing perspectives, but finds it difficult to turn
the same critical gaze back on one’s own positions.

7. If we were to summarize this respectful attitude, it would include:

o A respect for existing theory, but one that sees it as at best a half-truth in
guiding policy. Policy depends on much more than economic theory. Thus
any policy discussion must deal with differences in sensibilities that cannot
be resolved by science. Argumentation for the sake of heaven is a necessary
part of policy analysis.

Be willing to object to the mainstream view, whenever one believes that
mainstream view to be wrong. Classical liberal methodology is by nature
skeptical of revealed truths. But do it in a way that encourages constructive
debate.

Be willing to use whatever tools are available that may help resolve the
question at hand.

Separate scientific theory from policy. When you are doing science, focus
on searching for the truth and recognize that having policy views related to
that science will likely undermine the objectivity required to find that truth.
When engaged in policy analysis, use the impartial spectator approach to
integrate as objective values as possible into such endeavors. Make those
values transparent. Keep as strong a firewall between the pursuits as best
one can, recognizing that a complete firewall is impossible.
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8. Because of the way in which Classical Liberal methodologies treat scien-
tific theories, the concept of heterodoxy becomes imperceptibly blended in with
more mainstream analysis. You can work with a theory, but not believe it, and can
have multiple theories when considering policy. There is no orthodoxy. We have
suggested that economists following the Classical Liberal methodology can be
labeled as representing “inside the mainstream” heterodox economists (see Col-
ander 2010).

9. In simple economic terms, acceptable to the profession, academics will
maintain a vested interest in supporting the status quo. Established members espe-
cially will resist abandoning time-honored methods. The sunk costs reflected by
their research and teaching will make any radical change distinctly unappealing.

10. For example, academic research conducted with the express aim of publi-
cation, given standard conventions, will incorporate a strong incentive to arrive
at results that meet precise scientific significance measures. These criteria will
hold even though those significant measures generally overstate the importance
of the particular proxy.

11. This is the best we can do. The methodology of a craft does not exist in any
written work on methodology but rather is displayed by the practice of econo-
mists. It is passed on from generation to generation as any art and craft is passed
on. Here is what worked for successful economists; use it as a guide, modifying it
wherever you see fit since problems and technology inevitably change.

12. The economists selected by no means represent a comprehensive list.
However, taken together, they demonstrate the range of different ways in which
we see the Classical Liberal attitude influencing the way economics is done.

13. After writing this chapter, Ariel Rubinstein (Rubinstein 2017) published
comments on Dani Rodrik’s new book, The Rights and Wrongs of the Dismal Sci-
ence. It makes many of the same points we make and it discusses the similarities
and distinctions between Rodrik’s and Rubinstein’s methodological approaches.
We found nothing in Rubinstein’s discussion with which we disagree.

14. The prescribed strategy is for each economist to be given a degree of lati-
tude in finding a method that works best for him or her. By forcing every aca-
demic into the same constrictive box, instead of encouraging the employment of
his or her strengths, the profession is forcibly denying the core economic idea of
comparative advantage.

15. Essentially this means that they are all well-cited economists whose work
is also known widely within the discipline. None of them could be considered
as dwelling on the periphery of the profession. They are then anything but fringe
economists.

16. Whether Leamer’s thoughtful objections managed to reroute the way in
which economists continued to practice applied econometric research is another
matter. McCloskey and Ziliak (1996) would later point out the way in which the
profession blurred the difference between economic and statistical significance.

17. For a description of rules that could govern econometrics practices in the
basement, see Peter Kennedy (2002).

printed on 2/8/2023 2:55 PMvia . All use subject to https://wmu ebsco.coniterms-of -use



EBSCOhost -

234 NOTES TO CHAPTER 9

18. In an insightful book, Abraham Hirsch and Neil de Marchi (1991) make
this point in reference to Chicago methodology. This phraseology of focusing on
what is actually done has also become a favorite of statesmen and politicians,
though life would be simpler if language as subterfuge or camouflage was used
neither in economics nor in politics.

19. Deirdre McCloskey is another economist whom we easily could have
used as an example of an economist with Classical Liberal attitude. For lack of
space, and because her work is sufficiently well known and reviewed, we have not
discussed her continued efforts here, other than to say that she exhibits the es-
sence of a Classical Liberal attitude.

20. There seems to be an almost irresistible parallel here to the marked reluc-
tance of men, in former decades, unwilling to come “out of the closet,” to “speak
the love that dares not breathe its name.” In economics as well, pressures to ap-
pear mainstream, or orthodox, can easily overwhelm any tendency toward what
are seen by the majority to be deviant tendencies.

21. Most economists concentrate on doing economics rather than spending
any time talking about the way or means of that doing. As in most professions, those
deeply involved in their work are often not given to extensive introspection.

22. See http://fivebooks.com/interview/ariel-rubinstein-on-game-theory.

23. A reviewer emphasized that Rubinstein states that he does not see eco-
nomics as a science, whereas we argue that Classical Liberals separated out the
branches. Thus, from the perspective of that reviewer there remains a question of
whether he fits. As we stated in chapter 1, we believe the difference is just seman-
tic. The theoretical work that Rubinstein does involves mathematical logic. It is
rigorous and precise, and, depending on one’s sematic preferences, one can con-
sider it a part of science or not. Even if mathematics isn’t considered science, it is
the language of science. The Classical Liberal attitude holds that theoretical work
in economics, whether called a science or not, has different methodological rules
than does policy work, which is the point Rubinstein is making. Consequently, a
discussion on what composes science remains extraneous to our concerns.

24. He also notes that bridge-building needs no scientific component, but
that there is a natural relationship between science and engineering. That rela-
tionship is not one-way. It is a multifaceted relationship that flows both ways.

25. As we discussed in an earlier chapter, the Keynesian classifier has prob-
lems, since it is unclear whether Keynes actually supported the IS/LM approach.
For that reason, IS/LM Keynesians are often more accurately referred to as
neo-Keynesians. In other words, Keynes may have had no particular problem
with Hick’s construction of an IS/LM model as a potential scientific construc-
tion, without considering it to be a mechanism capable of grinding out policy
recommendations.

26. The differences at that time were significant. In a 1980s survey at the
Keynesian-based Yale department, 60 percent of graduate students strongly agreed
that fiscal policy could be used as an effective economic tool, whereas at Chicago,
only 6 percent strongly agreed (Colander and Klamer 1987: 104).
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27. An overview of the evolution of macro theory written for non-economists
can be found in Colander (201la: ch. 29, “Thinking Like a Modern Macro
Economist”).

28. One of us (Colander 1996, 2006; Colander et al. 2008) has been making
similar arguments against Dynamic Stochastic General Equilibrium (DSGE) mac-
roeconomics for the past twenty years. Many other economists have done so as
well, including Nobel Prize winner Robert Solow (2007, 2008), and a slew of what
are usually labeled heterodox economists. Solow (2007, 235-236) called it a “rhe-
torical swindle” that “seems to lack all credibility.” Interesting in this particular
case is what a very limited effect on the practice of macroeconomics these critics
have exerted over time.

In fact, the simple act of objecting to the DSGE model led critics of that model
to be classified as heterodox, since using this “scientific” DSGE model had be-
come a methodological litmus test for acceptable macro methodology. The group
of economists Colander worked with did not necessarily oppose the DSGE model
as irrelevant. Our argument was not that the DSGE model was logically incor-
rect, or incorrect insofar as it remained a strictly scientific model. It was, instead,
that the model was too far removed from real-world situations to be at all useful
in guiding policy. As progress in science, we argued that developing the DSGE
model might make sense, but in terms of applied macro policy, it did not.

29. The DSGE version of macroeconomics has been criticized by many out-
side the mainstream of modern macro. What makes Romer’s criticism especially
relevant is that he has had an acknowledged seat within the inner circle of main-
stream economics for many years.

30. Romer has an interesting, but conventional, history for a mainstream
economist. He was an undergraduate mathematics student at the University of
Chicago. He then went on to study at MIT before earning a PhD in economics
from the University of Chicago. He taught at Berkeley, Chicago, and Stanford, and
in 2011 traveled to NYU. His theoretical PhD thesis became the foundation for
what would be termed the “new growth” theory. This model attempted to explain
the way in which the interactive nature of ideas allowed growth to increase at an
increasing rate. However, the model stayed well within the bounds dictated by a
standard approach to science. As a result of his dissertation, Romer was soon seen
as an up and coming star. But then he stopped engaging in the standard research
game and began to approach economics with more of a Classical Liberal attitude.
An example of that departure can be seen on his website, where he warns that
policy issues exceed narrow economic considerations. Romer writes:

Growth is intermittent because the most important fluctuations in the rate
of human progress depend on the dynamics of rules, which in turn depend
on the dynamics of norms. Because our norms are often determined
through a process of social interaction in which common norms are rein-
forced, they tend to be stable. Because this process of social transmission
operates through our preferences, outside of conscious awareness, there
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is little pressure for inefficient norms to change. (https://paulromer.net
/wp-content/uploads/2016/09/WP-Trouble.pdf)

One possible reason for the change is that while at Stanford, Romer embraced
what he describes as an entrepreneurial turn. He founded Aplia, an education
technology company dedicated to increasing student effort and classroom en-
gagement. In 2007 he sold the firm to Cengage Publishing. During that time, he
seems to have lost much of his interest in pursuing purely abstract theory. In-
stead, Romer became interested in solving real problems posed by urban eco-
nomics. He came to the conclusion that economic theory was not going to help
him solve such problems. In response, he started conducting applied research
on the ways in which policy makers in the developing world could use the rapid
growth of cities to create economic opportunity and undertake systemic social
reform. In 2017, he was appointed the chief economist of the World Bank.

The path followed by Paul Romer is consistent with the history of many top
mainstream economists. There are, however, a few differences. He is not just an
academic economist, but also a successful entrepreneur, an economist who wants
to connect with real-world problems. His decision to shift to urban economics
issues, and to involve himself directly with developing a working model of his
theories, demonstrates that real-world bent. His particular attitude displays a con-
sistent proclivity that is highly consistent with Classical Liberal methodology.

31. In this sense, the one-sided skepticism that came to embody the Chicago
School approach has gradually infected much of the rest of the profession, though
it is possible to argue that such tendencies are fundamentally part of evolved
human nature (support one’s allies, attack one’s enemies). The battle as an econ-
omist is to struggle against these centrifugal forces.

32. Here are some examples of what we mean: Evolutionary biologists would
not give credence to those who promote creation science, nor would astrono-
mers embrace astrologers. This is not to say that creation scientists and astrolo-
gers are wrong. The claim instead is that scientists assume they are wrong based
on past discussions and arguments. Nor would they consider that such practi-
tioners have employed an acknowledged scientific methodology. Such individuals
have put themselves outside accepted scientific conversation. Those views will
only be considered by scientists if they develop new arguments and empirical
evidence while employing a consistent scientific methodology. The need to make
such decisions is justified by expediency. Certain endeavors have to be ruled out
of consideration almost by definition.

33. To say that we are not interested in his theoretical work here is not to den-
igrate or dismiss this seminal research. Sen’s work on the normative content of
welfare economics guided much of our earlier discussion of the evolution of wel-
fare economics. His writing on moral philosophy and economics represents some
of the most insightful writing on the subject. It serves as a useful guide for how to
do appropriate work in the broad context of theoretical welfare economics.

34. That Sen’s work emphasizes those broader interconnections should come
as no surprise. After completing his study of economics, he augmented that work
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by investigating moral philosophy. Today he is seen as both an economist and a
philosopher. This captures another element of the Classical Liberal approach to
applied policy. It will often reflect transdisciplinary investigation and thinking.
Such researchers will often find it useful to blend social science specialties.

35. The classic text that definitively tied Classical Liberalism to a specific
sense of freedom is Mill’s 1859 text On Liberty.

No society in which these liberties are not, on the whole, respected, is
free, whatever may be its form of government; and none is completely
free in which they do not exist absolute and unqualified. The only freedom
which deserves the name, is that of pursuing our own good in our own
way, so long as we do not attempt to deprive others of theirs, or impede
their efforts to obtain it. Each is the proper guardian of his own health,
whether bodily, or mental and spiritual. Mankind are greater gainers by
suffering each other to live as seems good to themselves, than by compel-
ling each to live as seems good to the rest. (Mill 1947: 12-13)

36. Another aspect of Sen’s policy work that reflects a Classical Liberal atti-
tude is that it involves a deeper consideration of the goals of economic policy.
This focus is greater than that accorded by most economists either formally in
welfare economics or informally in applied policy analysis. That standard work
sees the goal of economic policy as achieving efficiency, which it interprets as
producing the most output possible. Put another way, the goal of economic pol-
icy is to maximize GDP. Sen challenges that goal, and his challenge has important
implications for policy. Specifically, he suggests strongly deemphasizing a GDP
measure. In its place Sen offers a focus on capabilities, which are much broader
than the standard economic metrics such as growth in GDP per capita. The Capa-
bility Approach focuses on what Sen sees as the moral significance of individuals’
capability of achieving the kind of lives they have reason to value.

Many capability theorists, and external critics of Sen, express concern that
the content and structure of Sen’s Capability Approach are “under-theorized,”
making it unsuitable as a theory of justice. Specifically, Sen does not develop an
analysis stating which capabilities are important or how capabilities should be
distributed. Those, he argues, are political decisions for society to decide. Sen
is not worried by these concerns. He argues that he is not trying to develop a
full theory of justice and normative judgments. Sen insists that he is quite con-
tent to have only partial rankings. His capabilities approach is meant to guide
individuals in struggling with these issues, not to answer questions that societies
must answer on their own. This acceptance of only providing guides to policy
questions, not answers, is another aspect of the Classical Liberal methodologi-
cal approach. It does not try to be a full theory. It simply tries to deliver some
insights.

37. This way of thinking clashes directly with the marginal productivity think-
ing characteristic of John Bates Clark. His approach would later be championed
by the Chicago School, particularly by George Stigler.
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38. To underline the guidance aspect of his work, Sen (2007) emphasized the
relationship that the more loosely conceived welfare aspects have to those as-
pects connected with justice by labeling his recent discussion of these issues The
Idea of Justice, rather than The Theory of Justice. By calling it an “idea,” he intended
to stress that for him the crucial issue was not developing a full-fledged theory,
but rather exploring issues surrounding justice. Sen’s intent was to see how such
ideas can be integrated into policy proposals even when one lacks a complete
theory. This approach is thoroughly consistent with Classical Liberalism.

39. A somewhat different approach to the integration of policy and theory
that is consistent with Classical Liberalism can be seen in the work of one of Sen’s
ongoing coauthors, Jean Dréze. After completing his PhD and teaching at the
London School of Economics (LSE) Dréze went to live in India (where he has
since become a citizen) and work as a farmer, operating at a farmer’s living stan-
dard. He did this for years, and layered the insights gained from that physical
fieldwork with his theoretical understanding. Doing so led him to develop a num-
ber of novel policy proposals for income redistribution that have since become
law in India (Dreéze and Sen 1989). We are not saying that this is the one and only
approach that follows naturally from Classical Liberalism. However, this is an ap-
proach that presents a much more open door to different methodological path-
ways. The perspective adopted by Dreéze seeks to understand a given issue partic-
ularly with respect to the affected groups. That is quite different than adopting a
scientific methodology.

40. https://www.project-syndicate.org/commentary/trump-win-economists
-responsible-by-dani-rodrik-2016-11?barrier=accessreg.

41. In his book, Economics Rules, Rodrik concludes with ten commandments,
which nicely display a Classical Liberal sensibility:

1. Economics is a collection of models; cherish their diversity.

2. Itis a model, not the model.

3. Make your model simple enough to isolate specific causes and how
they work, but not so simple that it leaves out key interactions among
causes.

4. Unrealistic assumptions are OK; unrealistic critical assumptions are
not OK.

5. The world is (almost) always second best.

6. To map a model to the real world you need explicit empirical diagnos-
tics, which is more craft than science.

7. Do not confuse agreement among economists for certainty about
how the world works.

8. It’s OK to say “I don’t know” when asked about the economy or policy.

9. Efficiency is not everything.

10. Substituting your values for the public’s is an abuse of your expertise.

42. Our stated purpose here is not to discuss specific policies. However, to
provide insight into Rodrik’s argument, let’s examine one of the qualifications that
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might undermine the conclusion that free trade is a policy that should unequivo-
cally be supported. Successful trade requires a harmonization of regulations and
property rights. What regulations are chosen and what structure of property
rights is selected have enormous distribution effects, for instance the defined
intellectual property rights to medicines. (We deliberately dodge the question of
whether the prevailing property rights awarded to pharmaceutical companies are
in fact publicly beneficial or more accurately an instance of rent seeking.) If a
developing country is not part of a constraining free trade agreement (or negoti-
ates an opt-out clause), it could adopt a somewhat looser intellectual property
rights regime regarding essential pharmaceuticals. Such an approach would allow
companies in its jurisdiction to provide low-cost generics for its citizens. But to
join the “free trade” area, it might be required to accept the partner country’s
intellectual property rights regime, preventing the use of low-cost generics. This
is not just a potential problem. The World Trade Organization (WTO) requires
developing countries to institute far stronger intellectual property rights prior to
joining. Otherwise they need to be willing to forgo the other benefits from a re-
gime of freer trade. The proposed trade-off facing a developing country is difficult
to resolve. The obvious conclusion is not that one alternative is better than the
other. The point is that global trade is a complex process, a complicated process
of negotiation and contracting, of sorting out winners and losers attached to any
agreement. Decisions on whether it is to be supported are best made contextu-
ally, not in reference to one simple model. That is the essence of Rodrik’s argu-
ment, which makes it totally consistent with the Classical Liberal methodology
we have attempted to explore in this volume.

43. Billy Vaughn Koen has a succinct and relevant discussion of how some-
one following the arts and crafts methodology we are advocating should respond
to critics. It is essentially the view that all is heuristics; now let’s get on with the
discussion about whether the heuristic being considered is useful (Koen 2003).
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and, 16-17, 42, 45-46, 49, 52, 174n26,
174n29, 178n17, 182n31, 183n36, 205n42;
Welfare Economics and, 83 (see also
Welfare Economics)
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103; methodological approach of, 104;
Mill and, 20-21, 25-26, 32-33, 215n8;
on missteps in economics, 214n7; Nobel
Prize and, 103; Pigou and, 104, 107-12,
206n2, 213n4, 215nl1; political economy
and, 171n12, 171n14, 175n2; “The Problem
of Social Cost” and, 105, 213n5; Samuel-
son and, 215n10; Stigler and, 72, 79, 97,
103-5, 109-15, 119, 187nl1, 209n19, 216n14,
216n15, 216016, 217n17, 217018, 217n20,
218n22; Theorem of, 103-13, 115, 119,
209n19, 216n14, 216015, 217017, 217018,
217n20, 220n35; “The Theory of the
Firm” and, 105; transaction costs and,
103-14, 213n4, 216n16, 217n20, 218n22,
220n35; Virginia School and, 102-15,
118-19, 212nl, 212n3, 213n4, 213n5, 213n6,
214n7, 215n8, 215n9, 215n10, 216n13,
216nl4, 216n15, 216016, 217n17, 217n18,
217n19, 217n20, 218n22, 220n33, 220n35;
Welfare Economics and, 85, 97,206n2,
209n19
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Cold War, 48, 57, 80, 93-94

communism, 57, 134, 178, 186n8, 193n5,
196n12, 200n26

competition: argumentation and, 223n9,
223n10, 231n4; checks and balances
and, 31; Chicago School and, 69, 17616,
177n13, 180n25, 180n27, 181n30, 185n4;
Classical Liberals and, 19, 31; imperfect,
69; Keynes and, 69; Laughlin and, 38;
monopolistic, 78, 177n13, 180n27, 185n4,
223n9, 223n10; optimality and, 6, 114,
228n25; perfect, 114, 203n33, 223n9;
Quarterly Journal of Economics and, 38;
Virginia School and, 114, 116
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and, 68, 176n3, 179023, 191n24, 194n6,
197n17; Friedman and, 73; Hayek and,
172n17, 191n23, 207n6; inflation and, 10;
Knight and, 68, 180n26, 18618, 194n6;
Laughlin and, 37; Solow and, 199n24;
Stigler and, 182n31, 191n24, 194n6; Viner
and, 42, 178n17, 180n26

consumer sovereignty, 49, 173n19, 204n36

Cowles Commission, 63-64, 68, 181n28,
185n2, 194n8

Davis, John, 223n9
deductive logic, 28, 55

democracy, 16, 25, 34, 58,73, 116, 170n8,
208nl15

Director, Aaron: argumentation and,
223n10; background of, 68; Chicago
School and, 7, 41, 44-46, 60-62, 68,
71-79, 17608, 179019, 179023, 179n24,
180n25, 182n32, 185n2, 187n1l, 191n24,
194n6, 197n17; Classical Liberals and,
164n9, 174n27, 176n3, 223n10; conser-
vatism and, 68, 176n3, 179n23, 191n24,
194n6, 197n17; Hayek and, 182n32;
influence of, 74; Knight and, 42, 71-72;
new policy framework and, 60; The
Problem of Unemployment and, 68; self-
interest and, 219n27; South Side policy
and, 77-79; Stigler and, 72, 191n24;
Virginia School and, 103, 105, 109, 213n5,
219n27; Welfare Economics and, 93, 95

dissent, 70, 74, 78, 99-101, 170n1

dog and fire hydrant approach, 37-38

Douglas, Paul, 41-42, 67-68, 70, 179n24,
183n36, 192n1

Dreze, Jean, 238n39

Dynamic Stochastic General Equilibrium
(DSGE), 149-52, 235n28, 235n29

Eastman, Max, 197n16

econometrics, 8, 41, 53, 55, 75, 144-45, 149,
187nl11, 208n16, 222n8, 233n16, 233n17

Economic Fables (Rubinstein), 146

economic policy: abstraction and, 21-22,
26, 31; as applied science, 1-3, 183n38;
argumentation and, 122-25, 132-33, 135,
138, 226120, 229n28; art and craft of, 1,
139-41, 150, 156, 230n4, 237n36; branches
of, 2—4; Chicago School and, 7 (see also
Chicago School); Classical Liberals and,
53 (see also Classical Liberals); economic
science firewall and, 2-13, 92-93, 98, 120,
127-29, 141, 151, 164n14, 165n16, 167n22,
183n38, 208n14, 225n16, 227n23, 232n7;
Friedman and, 165n16, 180n27, 194n8,
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approach to, 1-19; pro-market approach
and, 5, 49, 59, 67, 69-70, 75, 80, 99,
167n25, 199n24, 212n1; Samuelson and,
52, 64,70,189n16, 193n4, 193n5, 195n10,
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206n3; managerial approaches and, 57;
resistance to, 74; Samuelson and, 64

Economics of Control, The (Lerner), 86,
206n3

Economics of Welfare (Pigou), 33, 83

Economics Rules (Rodrik), 238n41

economic theory: abstraction and, 28, 30,
32; argumentation and, 120-22, 138,
221In4, 221n5; Chicago School and, 53,
63, 66, 179019, 180n27, 182n31, 193n5;
Classical Liberals and, 1, 6, 10, 16-17, 28,
30, 32,139, 146-47, 163n4, 171n9, 231n5,
235n30; economist as engineer and,
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nomics and, 149-50; scientific policy and,
51-56, 94; Virginia School and, 103-7,
115, 117, 119, 216n13; Welfare Economics
and, 82-83, 85, 91, 93

economies of scale, 214n7

efficiency: abstraction and, 29; argumen-
tation and, 120; Buchanan and, 113-14;
Chicago School and, 54, 78, 186n8,
187nl1, 203n33; Classical Liberals and,
19, 29, 148, 153, 235n30, 237n36, 238n41;
markets and, 19, 29, 78, 98, 107, 111-12,
148, 186n8, 203n33, 214n7, 218n22;
Virginia School and, 107, 111-14, 214n7,
215n10, 218n22, 219n27; Welfare
Economics and, 95, 98

Eisenhower, Dwight D., 190n19

Ely, Richard, 132, 175n1, 175n2, 17616

End to Laissez-Faire, The (Keynes), 88

equilibrium: argumentation and, 123, 221n4,
228n25; Chicago School and, 7-8, 46-47,
52,78,180n27, 181n30, 183n37, 187n9,
203n33; Classical Liberals and, 5-8, 18,
33, 149, 235n28; Dynamic Stochastic
General Equilibrium (DSGE) and,
149-52, 235n28, 235n29; general, 5-8,
18, 33, 46, 52, 83-85, 89, 123, 149, 221n4,
235n28; mathematics and, 5-7, 52; opti-
mality and, 6, 123, 228n25; partial, 7, 47,
84-85, 89, 181n30, 187n9, 228n25; tight
prior, 49, 183n37; transaction costs and,
150; Welfare Economics and, 83-85, 89

ethics, 14, 94, 99, 134, 172n16, 173n18,
199n24, 207n8

Fisher, Franklin, 123

Ford Foundation, 56, 189n15

formalism, 138, 207n9, 213n6

Foundations of Economics (Samuelson), 46

freedom: abstraction and, 23; Chicago
School and, 47-48, 58, 61, 64, 80, 173n23,
176n18; Classical Liberals and, 16, 23, 48,
58, 61, 64, 91-92, 153-54, 165n16, 237n35;
Friedman and, 165n16; Hayek and,
172n17; individual, 16, 23, 47-48, 61, 80,
91-92, 154, 173; Knight and, 98; laissez-
faire and, 16; Sen and, 153-54; Welfare
Economics and, 91-92, 98

free trade, 157-58, 167n26, 169n32, 238n42

Friedland, Claire, 95,173n19, 182n34,
196n12, 200026, 201n27, 218n21, 218n24

Friedman, Milton: abstraction and, 171n13,
172nl16, 174n27, 174n29; argumentation
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and, 120-21, 124-26, 132-39, 200n26,
202n31, 203n34, 204n38, 221nl, 223n9,
223nl10, 224nll, 224n12, 226n18, 229n29;
art of economics and, 228n26; back-
ground of, 68, 177n10, 195n10; Chicago
tradition and, 42-45, 176n8, 177n10,
178n16, 179n23, 180n25, 180n27, 181n30;
Classical Liberals and, 7, 9-10, 120-21,
124-26, 132-39, 151-52, 164n9, 164n12,
165n16, 171n13, 172016, 174127, 174n29;

confidence of, 200n26; conservatism and,

73; Cowles Commission and, 181n28;
economic policy and, 165n16, 180n27,
194n8, 195n9, 195n10, 195n11, 196n13,
196n14, 198n20, 199n21, 199n23, 200n25,
200n26, 202n28, 202n31, 203n34,
204n36, 204n38, 205n42; economic
science and, 44; extremism of, 73;
freedom and, 165n16; game theory and,
229n29; government interventions and,
205n41; influence of, 74; intellect of,
200n25; Keynes and, 7, 9-10, 64, 70, 73,
120, 133-35, 139, 219n28; laissez-faire
and, 7, 70, 217n20; loyalty decision of,
195n9; macroeconomics and, 151-52;
“The Methodology of Positive Econom-
ics” and, 124; Miller and, 198n20; new
policy framework and, 7-10, 61-62,
164n9, 165n16; partial equilibrium and,
181n30; regulation and, 182n34; rise of
Chicago School and, 55, 61-80, 185n2,
185n3, 186n6, 191n24; Samuelson and,
70; science/policy firewall and, 9-10;
self-interest and, 195n9; South Side
policy and, 76-80; Virginia School and,
103, 212nl, 216n14, 217n20, 219n28;
Welfare Economics and, 93-98

Friedman, Rose, 45, 179n19, 191n24, 194n6,
223n10

functional finance, 87-88, 206n3

Galbraith, John Kenneth, 179n23, 191n22

game theory, 146-48, 229n29

George, Henry, 174n25

Gideonse, Harry, 183n36

Graaff, J. de V., 138, 207n9

Great Depression, 11, 34, 55-56, 179n19,
206nl

Great Society, 98, 189n16

Hansen, Alvin, 206n3
Harberger, Arnold, 216n16

Harper, William Rainey, 175nl, 175n2,
176n6

Hart, Neil, 42, 180n25, 182n33

Harvard: anti-Semitism and, 42, 67, 193n3;
argumentation and, 126, 221nl; Becker
and, 194n8; countervailing power and,
177n13; economic science and, 47, 74,
177; influence of, 38; interventionist
economics and, 49; Metzler and, 68;
monopolistic competition and, 177n13,
185n4; Quarterly Journal of Economics
and, 38, 176n9; Rodrik and, 156;
Samuelson and, 7, 46, 52, 64, 185n4,
193n3, 221nl; Smithies and, 195n9;
Welfare Economics and, 94, 98,100

Has Globalization Gone Too Far? (Rodrik),
157

Hayek, Frederick von: argumentation and,
221In3; Chicago School and, 43, 47,
60-61, 72, 172n17, 182n32, 191n23, 197n16;
Classical Liberals and, 5, 221n3, 230n2;
conservatism and, 172n17, 191n23, 207n6;
Director and, 182n32; freedom and,
172n17; laissez-faire and, 60, 207n6; new
policy framework and, 60-61; pro-market
policy of, 5,191n23, 221n3; Reader’s Digest
article on, 197n16; Road to Serfdom and,
47,72,182n32,197n16, 207n6; spontane-
ous order and, 221n3; on value, 230n2;
Volker Fund and, 72, 197n16; Welfare
Economics and, 207n6

Hegel, Georg Wilhelm Friedrich, 100, 171nl1,
197n15, 221n5

Heidegger, Martin, 230n30

Hicks, John Richard, 7, 166n20, 169130

Hirsch, Abraham, 234n18

Hitler, Adolf, 42

Hobson, John, 174n25

Hotelling, Harold, 185n2, 214n7

Hume, David, 12, 168n28, 226120

Hutcheson, Francis, 168n28

Hutt, William, 206n1

impartial spectator: abstraction and, 24, 28,
30-31; argumentation and, 131; Classical
Liberals and, 14-15, 24, 28-31, 98, 116,
131, 141, 148, 167n24, 167n25, 168n27,
226120, 227n25, 232n7; moral philos-
ophy and, 14, 28, 131, 167n24, 168n27,
226n20; Smith and, 14-15, 97, 131,
167n24, 167n25; utilitarianism and,

15; Virginia School and, 116; Welfare
Economics and, 97
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and, 113; Chicago School and, 7-10, 42,
46-47, 51, 54, 64, 68-70, 73, 149, 169n34,
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194n6; The End to Laissez Faire and,
88-89; Friedman and, 7, 9-10, 64, 70,
73,120, 133-35, 139, 219n28; IS/LM
model and, 149, 234n25; laissez-faire and,
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Lerner and, 10, 87-88, 166n20, 206n3;
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argumentation and, 224n12; Becker and,
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Chicago tradition and, 39-45, 49, 177nl1,
178n15, 178n17, 179n22, 180n25, 180n26,
180n27, 182n31, 182n36, 183n36, 184n40;
Classical Liberals and, 9, 27, 41-42, 45,
49,52, 64,93,103-6, 113, 169n31, 171nll,
173n18, 174n29, 178n17, 182n31, 183n36,
186n8, 189n15, 198n19, 201n27, 205n42,
208n13; Coase and, 103, 105-6, 113,
189n15, 214n7; communism and, 186n8;
conservatism and, 68, 180n26, 186n8,
194n6; Director and, 42, 71-72; economic
policy and, 9, 66-73,78,194n6, 194n7,
198n19, 201n27, 202n28, 203n33, 204n35,
205n42; economic science and, 27; em-
piricism and, 27, 43, 73, 94, 106, 178nl15,
180n26, 205n42, 224n12; influence of,
45,49, 67, 68, 180n25, 182n31; market-
oriented methodology of, 49, 78, 106,
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218n25; Marx and, 45, 171nll1, 186n8,
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and, 16; Friedman and, 7, 70, 217n20;
Hayek and, 60, 207n6; Keynes and, 7, 69,
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34,115, 169031, 211n26; Stigler and, 7, 60,
111, 217n20; Virginia School and, 104, 111,
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