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Introduction

You can’t understand capitalism without understanding economics. As an economist, of course I’d say that, and it’s true. But it’s also true that understanding economics gets you only part of the way to understanding capitalism. In writing this book, it’s become clear to me that the story of capitalism is also that of history, of politics, of sociology and of culture – indeed, of modern society.

I’ve also realized that capitalism is full of contradictions, from the conjuring trick that is fiat money to the inherent instability of the financial system to the convenient fiction of supposedly efficient markets. As a result it is continually in crisis and its demise always appears imminent. Yet it is precisely those contradictions that make it dynamic and that have allowed it to evolve so successfully.

The purpose of this book isn’t to convince you that capitalism is good or evil, or to predict the nature of the radical changes that will inevitably come over the next few decades. It’s to explain the basic building blocks you need to understand how it works – money, banks, firms and markets. To describe the relationship between capitalism and other key historical and political concepts, like socialism and imperialism. To give the briefest of introductions to the contribution that some of the greatest thinkers of modern times made to our understanding of capitalist society – Adam Smith, John Maynard Keynes and most of all, paradoxically, Karl Marx. And to explore some of the less obvious connections, such as the analogy between capitalism and evolution and how capitalism is refracted through culture.

Inevitably I’ve left out far more than I could include, and there is plenty to disagree with and argue about. But I hope that there is enough here to convey the sheer breadth and importance of the topic, and to convince you that nobody who wants to understand how our society works can do so without thinking about how and why capitalism works.

Jonathan Portes




01 What is capitalism?

What do we mean by capitalism? How did the term originate? And how can any definition capture a concept that seems so amorphous and that is used to describe such a wide variety of countries and systems? Your answers to this may be quite revealing about your own political and economic beliefs.

In 1991, not long after the fall of the Berlin Wall, the Wall Street Journal, ‘local paper’ for the small area of downtown New York that serves as the centre of the world’s financial system, declared that ‘We are all capitalists now.’ It argued that capitalism had won two battles. First, the intellectual and theoretical argument: there was no serious, coherent philosophical alternative to organizing a modern economy. And, second, the political argument: almost every country in the world was now either a fully fledged capitalist economy, or had a government and society more or less committed to moving in that direction.

And, if asked, most of us would indeed say that capitalism is the defining principle of the global economy, and perhaps society as a whole, in the 21st century. But equally most of us, including many economists, would find it quite hard to say exactly what that means.

Defining capitalism

No one specific feature defines capitalism. Is it the private ownership of the means of production? Many have argued for this definition, but consider the case of China. Over the last two decades, this country has perhaps best exemplified the dynamic and transformative powers of capitalism, yet much of its economy still remains in state hands, and even within the private sector that does exist, state control and interference remains pervasive.

Perhaps capitalism can be defined as a system where markets, rather than state control, are used to balance supply and demand and to allocate resources, especially in key industries and sectors? But in the United Kingdom, which has as good a claim as anywhere to be the intellectual and practical birthplace of modern capitalism, both healthcare and primary and secondary education are provided free, with only a limited role for market forces of any kind.


Are you a capitalist?


Do you own shares? Even if you don’t own any directly (about half of Americans do, but far fewer in most other countries), you probably have a pension that is at least partly invested in the stock market, or even savings in a bank. So you have some financial wealth – that is, you own some capital. Equally, you’re probably also a worker, or dependent directly or indirectly on a worker’s salary – most of us are. And you’re definitely a consumer. So unless you live in an autonomous, self-sufficient commune (statistically very unlikely), you are probably a full participant in the capitalist system. This, arguably, is where Marx went wrong. He would have assigned us all to one or other of these roles exclusively, but in fact we interact with capitalism in multiple ways, by no means all of which are economic. This accounts for the conflicted relationship that most of us (definitely including me) have with capitalism. Typically, we neither love it nor hate it, but we definitely live it.





Or does capitalism involve limiting direct government control over resources – the role of the state in taxing and spending? If that’s the case, then why has government expenditure as a proportion of overall output expanded hugely over the 20th century in almost all developed countries? While that proportion has perhaps stabilized over the last two decades, it has not shrunk, and there seems no reason to expect it will do so in future. Moreover, as other countries develop, the size and scope of their government is typically increasing.

Or perhaps capitalism is an environment where businesses can choose what and how to produce, and consumers can choose what and how to consume, without government interference? Yet even in the USA, frequently regarded as an exemplar of a capitalist economy, regulations govern everything from the qualifications required to be a dance instructor to whether a vineyard in one state can ship wine to a drinker in another. Even those politicians and pressure groups who are most opposed to government programmes and taxes seem remarkably unconcerned about these limitations on the free market.

But despite all these contradictions, and despite the huge differences that remain between how economies work around the world, all these countries can fairly be described as ‘capitalist’. So too can almost all the rest of the world (with the exception perhaps of North Korea and a few others that have chosen to cut themselves off from the global economy).

Capitalism and private ownership

So then, what does capitalism mean? ‘Capitalism’ itself is a rather odd name. Indeed, the 19th-century German economist Karl Marx, who is probably most closely associated with the concept, preferred to talk about the ‘capitalistic mode of production’. For Marx, this was characterized by private ownership of the means of production, wage labour supplied by a worker class, and the ‘surplus value’ created by production accruing to the owners. We’ll be learning much more of his ideas later.

Although private ownership is key, this definition in itself is inadequate. This book is not intended to be a dictionary, but it would be remiss not to attempt some kind of working definition of the system we’ll be discussing throughout the following chapters. So in my view, capitalism embodies a system where private ownership of much, if not all, of the means of production is central to the way the economy (and wider society) operates. Those private owners can, collectively and individually, decide what to produce in response to the economic (and sometimes social) incentives they face. Consequently, the structure of what is produced and consumed is determined to a large extent not by government, but by decisions, individual and collective,  taken by shareholders, firm management and individuals, both as owners and consumers. In all of the countries described above, even China, this is now the case.


A term like capitalism is incredibly slippery, because there’s such a range of different kinds of market economies. Essentially, what we’ve been debating over . . . is what percentage of a society should be left in the hands of a deregulated market system . . . in general the debate is not between capitalism and not-capitalism, it’s between what parts of the economy are not suitable to being decided by the profit motive.

Naomi Klein




Capitalism is the astounding belief that the most wickedest of men will do the most wickedest of things for the greatest good of everyone.

John Maynard Keynes



This undoubtedly sounds somewhat long-winded. But it is a very powerful concept. For good or ill, the interplay between demand and supply, between production and consumption, has proved to be an extremely powerful force in shaping the development of our societies for the last few centuries. Governments and other forces may intervene, often powerfully, to shape and constrain our choices, incentives and decisions, but ultimately it is private decisions, on both the demand and supply side, that matter most, and define capitalism.

The condensed idea

Private ownership of the means of production




02 Property and property rights

Property, the idea that inanimate objects and land ‘belong’ to somebody, is so inherent to our culture and language that for most of us it seems as if it must be part of human nature itself. Yet that is a hotly contested view, and indeed the way we now think about property is in fact a relatively recent invention.

Roman law did recognize property (if you were fortunate enough to be male and free, of course), but during the age of monarchical absolutism, it was seen as something derived first from God and then from the monarch, rather than from any moral right of the individual. God had given man dominion over nature, and appointed rulers to oversee us, so we ‘enjoyed’ our property on sufferance.

Property and theft

As the Marquis de Sade noted (prefiguring Proudhon’s famous, if somewhat opaque, phrase ‘property is theft’), it is very difficult to see that anyone has any inherent, natural claim to land ownership. Almost everywhere, we own land because we purchased or inherited it from someone who, at some point in the past, stole it or took it by force. For instance, many of the patterns of land ownership in the UK can be traced back to the invasion of 1066, when William the Conqueror handed it out to his Norman barons, or to the actions of monarchs in subsequent centuries rewarding or bribing their supporters.


‘Tracing the right of property back to its source, one infallibly arrives at usurpation. However, theft is only punished because it violates the right of property; but this right is itself nothing in origin but theft.’

De Sade, L’Histoire de Juliette



With the decline of religion-based views of property, a variety of different philosophical approaches to both explaining and justifying property ownership emerged. Anticipating Marx, 17th-century philosopher John Locke argued that value and hence property rights derived from labour input: so labourers had rights over the goods they produced, or over the land that they improved.

By contrast, Adam Smith had a more instrumental approach: while men had rights to life and liberty, property rights were created and maintained by government, and were primarily important because they served the purpose of promoting and facilitating trade and exchange. For theorists of capitalism, both positive and negative, property rights are essential: the right to own both physical capital and land, and therefore to capture the value of what is produced using that capital, is fundamental. Moreover, without the ability to transfer and exchange property and enter into contracts, there can be no markets and hence no market economy.


Government has no other end, but the preservation of property

John Locke



Property and the state

This means that the most important role of the state in a capitalist society is to define and protect property rights. In order to do this, the state needs at least to provide a legal system, to enforce the judgement of courts, and to have a monopoly of physical force to protect property. Even the most ardent advocates of limited government and unfettered capitalism therefore tend to believe that some form of government is required for these purposes.

But this raises questions for any absolutist conception of property rights. If government is to provide protections for property, then it needs a source of revenue, and the ability to coerce citizens into providing that revenue. That means taxation – yet what is taxation other than the right of government to force private citizens to hand over some portion of their property? Thus, the mechanisms needed to define and protect property rights inherently impose at least some limits on those rights. There is no absolute right to property, and there never has been in any actually existing human society.

Going beyond this, the Lockean view that the value of property, particularly of productive capital, derives solely from the efforts of its owner doesn’t make a lot of sense in a modern economy. Today, government not only creates property and property rights in a negative sense (by providing a legal framework and protecting owners from theft and robbery) but in a positive sense, by providing a broader context in which capital can be productive. This can involve everything from transport networks to the education system and environmental protection, and once again, this framework needs to be financed and regulated.


Property through history


Our concepts of who can and cannot own property, and what can constitute property, have changed considerably throughout history. Under Roman law, and right up until the 19th century, women (especially married women) had few or no property rights. At the same time, property rights over human beings – slavery, or to a more limited extent serfdom – were widely recognized. We now regard both of these concepts as entirely alien, and certainly not fundamental to the functioning of a capitalist economy, but this was not the case at the time.


‘The right of the owner of a slave, to such slave, and to his increase, is the same, and as inviolable as, the right of any owner to any property whatever’.

Constitution of the State of Kentucky, 1850



Equally, there is no reason to believe that our views of property in future will remain unchanged. We regard it as natural and normal to own pets and farm animals today, yet they are clearly alive and sentient, albeit not necessarily intelligent. Will we think of this as an appropriate conception of property in a century from now?






‘There is nobody in this country who got rich on their own. Nobody. You built a factory out there – good for you. But I want to be clear. You moved your goods to market on roads the rest of us paid for. You hired workers the rest of us paid to educate. You were safe in your factory because of police forces and fire forces that the rest of us paid for. You didn’t have to worry that marauding bands would come and seize everything at your factory. Now look. You built a factory and it turned into something terrific or a great idea – God bless! Keep a hunk of it. But part of the underlying social contract is you take a hunk of that and pay forward for the next kid who comes along.’

Elizabeth Warren, US Senator



Property rights

If owning something means having the right to do what you want with it, then property rights are rarely unconstrained. I am free to buy any car I want, so long as it meets European pollution standards, and has approved government insurance. I can drive it anywhere I want, at least on public roads, but I need to have a driving licence and must stick within the speed limit. Even if I no longer want it, I can’t dump it just anywhere, but have to dispose of it in an approved manner. It’s mine, not yours or the state’s, and the state will protect my rights over it. But how I can use it is quite tightly constrained – generally, if not always, for good reasons.

The web of rules and constraints that both define and restrict property rights is characteristic of a complex modern economy and society. Most capitalist economies attempt to resolve these tensions in part by imposing constitutional or political restrictions on arbitrary or confiscatory actions by governments that ‘interfere’ with property rights. But the idea of property rights as absolute rights is not philosophically or practically coherent in modern society.

The condensed idea

Property is a creation of government
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