Gary S. Becker

It is my pleasure to be here and to participate in the Nobel economists
lecture series, a series that has had the great modern figures in economics
speak, people such as Friedman, Samuelson, and Buchanan, among others.
I’'m supposed to talk about my evolution as an economist and the forces
that influenced me. I will take that as my charge. Yet it is a difficult assign-
ment. It is hard to assess the forces that have had a major influence on
one’s research. What I can do is to talk a bit about my development as an
economist. I will emphasize the many instances where 1 was extremely
lucky to come into contact with people—giants in the field—who had a
great influence on me. I will also discuss instances where I started down
research paths that at the time seemed to be rather natural and appropriate
extensions of microeconomics; I was not fully aware that these would de-
velop into more comprehensive, path-breaking, and often controversial
contributions to economics and social science. Following very brief re-
marks about my days growing up, I will turn my attention to my student
days at Princeton, where I first became serious about economics.

I ' was born in Pottsville, Pennsylvania in 1930, but grew up in Brooklyn,
New York, where our family moved when I was a young child. My father
was a businessman and my mother was a housewife. My parents were very
intelligent, I see in retrospect. I didn’t always see that when I was growing
up—they were not highly educated; neither one of them went beyond the
eighth grade. My father, growing up in Montreal, Canada, left school be-
cause he was eager to make money, despite his mother’s insistence that he
remain in school. My mother’s lack of schooling is not surprising since at
that time most young girls were not expected to continue with their educa-
tion. My parents did realize the value of a good education. They did not
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insist that we pursue higher education, although both my two sisters and
my brother and I did so. We could tell growing up that there was an appreci-
ation for education, in spite of the fact that there were not many books in
our house and neither one of my parents read a great deal.

[ was an excellent student, in general, at least to judge by grades, but
up to the age of 16 I was not what I would call a serious student. I was
more interested in sports than in academic subjects. I did the amount of
work necessary to get good grades. I was not intellectually inclined in
high school, at least initially. For some reason, I cannot precisely state
what the forces were, but at about the age of sixteen my interests began
to shift. I date them dramatically to when I voluntarily gave up on the
high school handball team of which T was a member (I probably could
have been the number one player), but instead chose to become a member
of the math team. They met during the same period, and I had to choose
one rather than the other. I went through a little bit of uncertainty, but
finally chose the math team. I am glad I did so, because my subsequent
academic interests were centered on mathematics and science.

What I liked about the math team was that we actually had competi-
tions. This was in New York City, and there were competitions among
schools in which we had to solve problems, two tough problems at a
time, and solve them within an intense time frame, usually ten minutes
to do both problems. And while there was a lot of pressure and tension,
particularly when you did not know the answers, it was a fun and colle-
gial process, with five members on each team. The math competitions
had an important influence on me, first in seeing other students who were
quite good, and second in proving to myself that our team could do well
against Bronx Science and Stuyvesant and the other specialized high
schools 1n science and mathematics.

My senior year in high school I became concerned about doing some-
thing for society. Here I was interested in math and science and then, all
of a sudden, my interests began to shift as I became more socially con-
scious. Like most young people at the time, I considered myself a kind
of a socialist and felt that I should move toward politics or history or
some field where I could make more of a contribution to society. I had
a really mixed view, continuing to be strongly interested in math, but no
longer really wanting to become a mathematician.
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I went to Princeton when I was seventeen and had this conflict going
on—a strong interest in math but the desire to make a contribution
to society. As freshmen we had to choose some electives and were re-
quired to take a course in the social sciences. And for some reason (I have
no idea why) I chose to take the principles of economics. And for me
this turned out to be a very good, or basically lucky, decision. As you
will see, this was just one of several lucky decisions that came at various
times. We used as our textbook an early edition of Paul Samuelson’s
Economics: An Introductory Analysis. It certainly has been one of the
best-selling textbooks in economics, or in any other field. It is still
in use. What I liked about this book was the rather brief section on
microeconomics—how prices operate in a market system. It appealed to
me because of its more mathematical discussion; basically microeconom-
ics seemed to have a very compact mathematical foundation. Given my
previous interest in math, microeconomics had a natural attractiveness
for me, while at the same time it was dealing with social problems. I was
less taken by Samuelson’s extensive discussion of macroeconomics, which
seemed to me to be rather vague and not fully satisfactory. I still feel that
way about it, although there has been some real progress in that area.

I graduated from Princeton in three years, but during that period I read
as many articles and books on economics that I could manage—probably
the most influential being Stigler’s The Theory of Competitive Price, as
it was then called, and Hicks’s Value and Capital. 1 remember reading
Hicks one summer. When I saw one of my teachers in the fall and he
asked what I was doing, I told him, “I read Value and Capital this sum-
mer, but I found it very hard.” He said, “Don’t worry about that, none
of the faculty understand it either.” So I felt they didn’t understand it
and I felt I didn’t understand it either, but at least I was close to under-
standing it (or so I thought ar the time). So that gave me a little con-
fidence—maybe I could get someplace in economics.

The paper I wrote for my junior year thesis (required at Princeton) was
on classical monetary theory. I criticized some analysis of Leontief and others
that had been in the literature and debated at the time. Several faculty mem-

bers said that I was correct in my criticism, and I think, in retrospect,
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I was correct. Eventually 1 collaborated with a teacher, William Bau-
mol; we published the analysis from my junior thesis, plus other ma-
terial, in the American Economic Review in 1952. The paper was titled
“The Classical Monetary Theory: The Outcome of the Discussion.” My
senior thesis was also published in the American Economic Review during
1952, in a paper titled “A Note on Multi-Country Trade.”

So I was doing well in economics. During my senior year at Princeton,
however, I was losing interest in economics and began to think that I
should go into something else. Economics seemed excessively formal to
me. I’m sure that cannot be true of anything you have been reading as
students nowadays, but then that is how it seemed to me. Economics
appeared incapable of helping me understand the issues in which I had
an interest: inequality, class, race, prestige, and similar issues that were
important for society. A sociology professor at Princeton suggested I look
at Talcott Parsons’s Structure of Social Action. Parsons, then the domi-
nant figure in American sociology, started his career as an economist and
believed that social theory included economics as a special case. [ tried
to read this book, but it contained an enormous quantity of jargon that
did not lead anywhere, or at least anywhere that I could follow. I con-
cluded that sociology was too hard, and returned, somewhat reluctantly,
to economics. I remained unhappy—unhappy by what seemed to me a
disconnect between what economists would talk about in textbooks and
elsewhere and what I wanted to talk about.

I decided nevertheless to go on for a doctorate in economics. Adlai
Stevenson once defined a graduate student as someone who didn’t know
when the party was over. Well, I wanted to continue in this party atmo-
sphere, so I went for a doctorate. Most of the faculty wanted me to stay
at Princeton, although I had already taken many graduate courses at
Princeton; I felt, and some of my teachers agreed, that it would be better
if I went someplace else. I was choosing between Harvard and Chicago
and, for a variety of reasons, I decided to go to Chicago.

Chicago: The Early Years

From a professional point of view, the decision to go to Chicago was
probably the most important decision I ever made. The atmosphere at
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Chicago was enormously stimulating. Original work was going on in
many different areas and by many economists there, most notably Milton
Friedman. The Cowles Commission (which subsequently left) was very
active in mathematical economics and econometrics.

Milton Friedman became the greatest influence on my development
as an economist. Attending his graduate course in price theory was just
exciting, and I would eagerly wait for that course to come twice a week.
Some people would even ask my friends, “How can he be so excited about
attending class?” A lot of the classes were boring, but that is nothing new
for students. Friedman’s class was different. Here I saw economics as a
tool and not simply as a game played by clever academics, which 1s what
had worried me most about economics. In Friedman’s hands, economics
was a powerful tool to understand a whole host of problems—in the class
Friedman dealt with things such as birthrates, insurance and lotteries,
personal and business responses to taxes, how labor markets functioned,
and the effect of having unionized versus non-unionized markets. And,
on and on, economics was used to understand business practices of all
types. “Let’s see,” Friedman would have asked, “how can we understand
what Microsoft is doing?” (had Microsoft existed at that time).

It was a great course that showed me what I thought was not possible.
You can do economics and do it in a rigorous way and nevertheless talk
about important problems. So my indebtedness to Milton Friedman, one
of the greatest economists of the twentieth century, is unlimited.

There were other people in Chicago who were doing important, origi-
nal work: Ted Schultz in human capital, Gregg Lewis in labor economics,
Aaron Director in law and economics, L. . Savage in statistics and proba-
bility. It was a wonderful intellectual environment, and as I developed
within that environment, I no longer had this feeling that economics
couldn’t do it. Indeed I developed the Chicago chip-on-the-shoulder atti-
tude that economics could unlock the mysteries of the real world. Right
or wrong, it was a great feeling to have. Here I was being given this
powerful tool and a belief that the mysteries of the social world could
be unlocked if we applied this tool in some creative fashion. I began to
believe this as a graduate student. I still believe that it is true.

I stayed at Chicago for six years, the first three as a graduate student.
During the second year I was looking for a thesis topic and had already
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done some research on an economic approach to political democracy.
My paper on this topic was almost published in the Journal of Political
Economy, but one of my teachers, Frank Knight, was the referee, and he
did not like it. I have kept his comments to this day. Knight was a great
economist, but he looked at democracy with what I would characterize
as a normative point of view. He defined democracy as government by
discussion. I wanted to employ an approach to democracy that looked
upon it as an institutional system operating in a particular way, for good
or bad, which you could analyze using economic analysis. The approach
I took in this paper was a very early work in what we now call public
choice theory. The editor wanted to publish it in the JPE, but was per-
suaded not to by the referee. It eventually got published in 1956, in a
shorter, toned-down version in the first issue of the Journal of Law and
Economics.

[ thought of developing this topic more broadly as one of my possible
thesis subjects. But, finally, I hit on something in which I became more
interested—an economic approach to the issue of discrimination against
minorities, whether religious minorities, racial minorities, gender, or any-
thing else. It was a topic that I had been interested in, of course, but
never thought about systematically until I began to think in response to
a question put to me by Friedman and Ted Schultz—how might we ana-
lyze the fact that there is discrimination in the economy? It occurred to
me at the time, but again I am not sure exactly how, that we can associate
with each person a taste for discrimination. This taste or prejudice would
be measured based on how much income an employer is willing to forfeit
in order to avoid hiring somebody who he didn’t like from a group that
he didn’t like; or how much an employee is willing to forfeit to avoid
working with a member of a group that he didn’t like; or how much a
consumer will pay to avoid a product that is served by or produced by
a group that he didn’t like. So my approach to discrimination was to look
at the willingness to pay, or forfeit income, in order to exercise a preju-
dice. This is still the only right way that I can tell to look at discrimination
in mortgage lending, searches for drugs in cars, and other issues that are
of great contemporary interest right now. Once you took this approach,
then you had to think about how to link the observed discrimination that
we see in the marketplace to these personal preferences or prejudices.
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To make the link between market discrimination (that is, market out-
comes) and personal preferences for discrimination required that I pro-
vide a model and analysis. My Ph.D. thesis showed how the degree of
market discrimination depended not only on the discriminatory prefer-
ences of employers, employees, and consumers but also on the degree of
competition in product markets, production technologies, and many
other economic variables.

As I was working on my dissertation, [ was fortunate to get encourage-
ment from my faculty advisors, but some members of the faculty were
highly dubious whether this was an appropriate subject. Their attitude
was: “What’s a good economist doing working on discrimination?” They
could not talk me out of this topic, however, so they insisted instead that
a distinguished sociologist at Chicago, Everett Hughes, become a member
of my thesis committee, just to make sure that I did not go off the deep
end. I do not think Hughes was much interested in what I was doing.
The nice part was that he did not object to anything I was doing either.
I would go to see him once every nine months and he would say “okay”
and that was it. That satisfied the faculty who were dubious whether this
was a worthwhile project.

Prior to entering the academic job market, I went to Harvard to present
some of my work and also to MIT to discuss this work with some people.
I remember talking to a younger faculty member at MIT (a subsequent
Nobel Prize winner who gave one of your lectures); he asked me what I
was working on and I said “racial discrimination.” He said, “I thought
you were a neoclassical economist?” I said, “I am a neoclassical econo-
must, but isn’t this part of neoclassical economics?” But I could not con-
vince him that discrimination was a legitimate subject for economists to
work on.

And this was the general experience I had with my dissertation research
on discrimination. Eventually a revised version was submitted to the Uni-
versity of Chicago Press. The Press received very negative reviews on my
manuscript when it was sent out to readers. The editor did not want to
publish it. The economics department finally “bribed” the press. You see,
Chicago believes in the market system. So the department said we would
put up part of the cost and would share any profits on the book. The
press agreed to publish my book, but only because of that bribe.
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It gave me great pleasure that about ten years after the Press published
The Economics of Discrimination, the then editor of the press (who was
also editor when my book came out) wrote an article, published in the
American Economic Review, in which he admitted that my book was
attracting sizeable interest. It was not selling a lot—but it was creating
a great deal of interest.

The negative reaction to my work on discrimination, coupled with
Frank Knight’s hostility toward my article on democracy, made it clear
to me that using economic analysis to discuss social and political issues
was not going to be welcomed with open arms by most economists. I
initially had expected economists to applaud attempts to widen the scope
of their field. I was surprised that the main hostility toward my work, at
least as it was explicitly stated, came from economists, not non-econo-
mists. I began to realize that my original view was naive. All disciplines
have a strong and probably justified degree of intellectual conservatism.
You do not give up ideas and concepts you have held for a long time
without a fight. It is necessary to fight to get new ideas accepted.

Even after I became aware of the extent of the hostility, I remained
confident that the contribution of the economic approach to broader
problems would eventually be recognized. This confidence in what I was
doing helped me persist against sometimes considerable and vicious op-
position. There were two reasons why I remained confident. First, it just
seemed to me obvious that economics could contribute to these areas.
Economics was not the whole story, it was not the final word on discrimi-
nation, but how could economists justify that prior to my book on dis-
crimination, with two or three exceptions, there was virtually no work
by economists on a topic as enormously important as discrimination in
the marketplace? I mean, it’s incredible! So it seemed obvious to me that
there was a role here.

That was one factor. As important as this was, I do not think that this
would have been sufficient to enable me to persist against continuing
hostility. The other factor was that I was fortunate to have intellectually
powerful people on my side. I gained strength from the support of senior
economists I greatly respected. Support came from my teachers, like
Milton Friedman and Gregg Lewis, George Stigler—who soon effectively
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became my teacher—and other friends I had met along the way such as
Armen Alchian and Jack Hirshleifer.

In short, this was a period in which my research and intellectual dis-
course encountered an enormous amount of opposition. There was little
demand to hire me from the major institutions. After three years as a gradu-
ate student, I accepted an assistant professorship at Chicago. And these
six years, looking back on it now, were perhaps the most important and
most exciting of my career. I formed the foundation of what I was going
to do later on. And I was learning at a rapid rate as I absorbed so many
new things that were coming from people at Chicago and from others who
came through Chicago. Four of my teachers went on to win the Nobel
Prize: Milton Friedman, Friedrich Hayek, who was then on the Committee
for Social Thought (I attended his seminars), Tjalling Koopmans, and Ted
Schultz. And in addition to that, the Chicago intellectual vitality had many
others, some mentioned here, who did not win the Nobel Prize but have
done very important work that has been continually recognized.

Chicago wanted me to continue there after my three-year term was up,
but I wanted to leave, even though Chicago offered me more money and
a good chance of getting tenure. I felt it was more important for me to
leave the nest and go out on my own. I had protection at Chicago with
the likes of Friedman, Schultz, and Lewis, among others, and that was
great, but I wanted to see if I could make it on my own. I said in effect,
“I appreciate the offer, but I really don’t want to stay at Chicago.” So 1
looked around, went on the job market, and as a lot of other students
have experienced, I did not find a overwhelming demand for my services.
Major universities, like Harvard, MIT, Berkeley, and Yale showed no
interest in me and did not interview me at any of the meetings. This was
probably because I was a Chicago graduate and Chicago at that time was
an “outlaw” department in the profession. Its students were treated as
suspect by representatives of most of the major institutions. It is not that
extreme now.

I'had only two interviews, with Johns Hopkins and Columbia. Hopkins
decided not to make me an offer. So I considered all my choices and
decided to choose among them and went to Columbia, which I was happy
to do. I also was offered a position at the National Bureau of Economic
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Research, which was then in New York City, so I could combine the two.
I spent a dozen highly productive years at both institutions.

Columbia and the National Bureau of Economic Research

I started my work on human capital at Columbia and the National Bureau of
Economic Research. When I came to the bureau, the then director, Solomon
Fabricant, asked me what I would like to work on. From my work on dis-
crimination, I had seen that there were enormous gaps in earnings between
workers with different levels of education, among both blacks and whites.
I knew the work Ted Schultz had been doing on human capital, which I
found to be of considerable interest. So I told Fabricant that I would like
to do a study on the rates of return to education and training. This would
be a new departure for the bureau, but he said, “I will see what I can do.”
He got a small grant for me to work on education and earnings, which I
began in 1957.

[ soon realized that much more was needed in the human capital field
than to calculate rates of return. There were no foundations for the theory
of investment in human capital. My study was intended to be empirical, but
I set about trying to sketch out a small set of foundations to give the work
theoretical content. As I was sketching out some basic theory, I had no vision
at all of what this would lead to. Once again, here is an example of the role
of luck. As I delved into the theory and tried to develop a basic foundation
for human capital investment, it looked to me that the theory could explain
the way earnings rise with age (a concave age-earnings profile), the effect of
education on the distribution of earnings, externalities of human capital,
and many other issues that continue to this day to be discussed and debated.
I was amazed and then greatly excited when I began to realize that this
framework could integrate scores of observations and regularities in individ-
ual earnings, occupational differences in earnings, and employment.

In 1959, I made the first public presentation of some of my results at
a session of the annual meetings of the American Economic Association.
I presented a short paper that compared rates of return to schooling and
returns on physical capital in the United States. And the discussants, to
my amazement, were absolutely outraged. Once again, I continued to be
surprised by what I should have anticipated. What was it that so outraged
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my discussants? In retrospect it seems silly. They were outraged that I was
treating education as an economic activity, believing that this assumption
somehow denigrated the cultural or non-economic aspects of education.
I replied with some fervor and bluntness to my critics. It was one of the
more heated sessions of the meeting. I was taken aback, but truth be
told, I did not lose any confidence about what I was doing because their
comments seemed so silly to me. I could not really believe that senior
economists—I was 29 years old at the time—were making such dumb
comments on my paper.

I continued working on the economics of human capital and in 1962
published an article on it. It was in fact well received. Then, in 1964, 1
published a book called Human Capital: A Theoretical and Empirical
Analysis, with Special Reference to Education. The long subtitle is now
forgotten—it is now called Human Capital. Actually, I debated a long
time before I used the title Human Capital because I had been aware that
people said that if you call it “capital” you are treating human beings as
if they had no soul. Some people would make fun of it and call it “human
cattle,” suggesting that one is not treating humans as individuals. I knew
that, and could have weaseled a little and called it “human resources,”
a phrase that was becoming common at the time. I decided to take the
bull by the horns and title the book Human Capital, although it had this
long subtitle to protect myself a little.

By the time I finished this research, I was indeed convinced that human
capital was a crucial concept to understanding economic and social issues
in many areas of life. Still, and this I will also confess, I was not prepared
for the magnitude of its impact. Eventually, it would be referred to end-
lessly, and by that language—human capital—not only in academic writ-
ing but by politicians of both parties, journalists, even in ecclesiastical
encyclicals. After a while some of the people who had resisted using this
term began to think, “Well, look, if we call everything human capital
and say we are investing in people, this can provide a good rationale for
obtaining public monies.” I remember the superintendent of the Chicago
school system at that time, Benjamin Willis, inviting me to deliver an
address to a meeting of superintendents. He told me, “I don’t know why
people dislike that word; it can be a great tool for us superintendents
to get more money.” So [ think that this partly explains its success.
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Everything is now called human capital, including some things that
should not be so called.

The more fundamental reason why the term human capital has been
so successful and has continued to grow rather than shrink in importance
is that it integrates into one basically simple concept a lot of actions and
behavior that affect the individual and economy. In essence, human capi-
tal analysis puts individuals at the center of attention in an economy, not
machinery, plant and equipment, or other inanimate objects. It is people
who move an economy, people who determine whether an economy is
rich or poor; human capital is a major aspect of the productivity and
well-being of people. And it is investment in human capital, by acquiring
skills from one’s parents, through going to school, or through training
and knowledge in the workplace, that helps determine a person’s and an
economy’s stock of human capital wealth. I think this explanation is the
fundamental reason why the term human capital has proven appealing
and durable. It integrates diverse aspects of human behavior, pushing
people to the center of the economic stage, so to speak.

At the same time that [ was doing research on human capital, I was
also working on the economics of the family and the demand for children.
I began this work by asking what determines how many children that
families have. I gave my first paper on this topic in the late 1950s, around
the same time that I presented my early work on education. At a confer-
ence on the economic analysis on fertility, I drew an analogy between
the demand for children by parents and their demand for durable con-
sumer goods. I used that language in my paper. Well, you can imagine
the reaction from my audience—as soon as I used this language everyone
started laughing. Well, not everyone. This was a mixed audience of econ-
omists and non-economists. One economist who was the discussant on
my paper, a youngish economist at Harvard, was very negative about it,
stating that this approach could not explain much about the demand for
children. I had learned over time to expect a negative reaction from the
audience. But, once again, I was a little surprised by just how much hostil-
ity (and this was verbally expressed in public comments) my work
aroused among some eminent economists. And yet again, this was an
instance in which I feel indebted to Milton Friedman. Friedman had been
a participant at the conference and was attending my session. He got up




Gary S. Becker 263

and vigorously defended my paper during the discussion period. T felr,
well, there are these fools on the one side criticizing me, but I have people
like Friedman defending me. And that is all I needed. I had enor-
mous respect for Friedman—TI still do—so I thought, “Now look, if
Friedman is defending my work, there must be something to what I am
doing.”

Another subject I was working on at this time was the theory of the
allocation of time. As I worked on the economics of education, it soon
became apparent, not only to me but to Schultz and others working in this
area, that the major costs of going to school were generally the earnings
students give up by not working full time. Even at private colleges and
universities, where the tuition is high, the major cost is generally foregone
earnings, or the opportunity cost of one’s time. This seemed to me to be
important, but apart from labor-leisure choice analysis used to under-
stand labor supply, there was little formal role for the value of time or
the allocation of time in microeconomic analysis. Once again, as I was
working on one subject, I was led by the logic of the analysis into a differ-
ent, albeit related, subject.

So I began at that time to try to generate a systematic analysis of time
use. I eventually published an article called “The Theory of the Allocation
of Time,” (Economic Journal, 1965), which treated each household like
a small-scale factory or enterprise that used time and goods to produce
various commodities that they could not buy directly, like children, good
health, a good meal, and things of that kind. Unlike the work on discrimi-
nation, human capital, and fertility, my work on time allocation was less
controversial and more quickly and readily accepted within the econom-
ics profession.

As evident from the previous discussion, my time in New York was
highly productive. At Columbia, Jacob Mincer and I jointly conducted
a labor economics workshop that gained a large following among a new
generation of labor economists. I greatly benefited from my colleagues
at Columbia and the bureau; in addition to Mincer these included Victor
Fuchs, Robert Willis, Finis Welch, and Sherwin Rosen. I had a remark-
able group of students at Columbia, too numerous to mention here, that
have gone on to make major contributions in the fields of human capital
and labor economics, health, crime, and law and economics. So I was
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quite happy professionally at Columbia. I did not consider many other
offers, partly because I did not get many. It made life easy.

In 1968 and 1969, student rebellions hit American universities. And there
were few schools that were harder hit than Columbia. I was very disturbed
by this, not so much by what the students were doing, but by the faculty’s
weakness and eventual unwillingness to stand up to disruptive and, in my
opinion, intolerant student tactics. I was especially disappointed by the atti-
tude of senior members of my department (not all, but most). They seemed
to me to be weak and vacillating at a time when I thought there existed clear-
cut and simple steps that could be taken to protect the intellectual integrity of
the university.

I began to think of leaving Columbia at that time. The future to me looked
dim, having lost a lot of confidence in my colleagues. I began to look around.
I received an inquiry from the economics department at Harvard through
an old friend of mine from undergraduate days, Otto Eckstein, who was a
professor at Harvard. And he said: “Would I be interested in coming to
Harvard? It would be a good change for me.” I said I was interested, but then
somebody else called me back and said Harvard had unanimously voted
to give me a one-year visiting offer. On the spot I said, “I am not inter-
ested.” To be unanimously voted a one-year visiting offer did not seem
to me to be a display of great interest. Eckstein had been talking of my
becoming a permanent member. It seemed obvious to me that a perma-
nent offer had run into difficulty among some members of the department.
So I turned the offer down. For years Chicago was the only major institu-
tion interested in me, and they again renewed their offer for me to come
back. I told them, “I will come back for a one-year visit.” I did what Har-
vard had asked me to do, but I knew that Chicago wanted me to stay for
good.

Return to Chicago

Upon my return to Chicago, I found it to be at least as stimulating as
when I was a graduate student. Friedman was still there in his prime,
Stigler was doing very important work in industrial organization and po-
litical economy. They had Black, Fama, Miller, and Scholes working out
rigorous approaches to finance and the evaluation of options. Coase,
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Posner, Landes, Demsetz, and others were doing law and economics,
building on the pioneering work of Aaron Director. My work on the
cconomics of crime fit in well with their interests. We had Bob Fogel
doing path-breaking work in economic history—slavery at first and then
other topics. It was a magical place!

During my year there, following a lot of soul searching (because I did
like my setup in New York), I decided to stay in Chicago and accepted
an offer there. I thought that a permanent return to Chicago would help
renew my energies, and it did. I developed a very close friendship with
George Stigler, who became my best friend and collaborator on a number
of projects. I learned a great deal from George over the years. Unfortu-
nately he died in his prime. Although he was 80 at the time, his mind
was still very active.

While I was at Chicago, I decided to continue my work on the family.
[ remember sitting in a hotel room in New York and thinking about the
question of marriage—who marries whom? Now why I started thinking
about this at that time, I do not know. True, my first wife had died and
I was unmarried at the time, so perhaps that had something to do with
it. As I thought about the question of who marries whom, it seemed to
me that there is something we might think of as a marriage market. Not
a market a la Li’l Abner on Sadie Hawkins Days, if any of you remember
Al Capp’s comic strip Li’l Abner. It’s not literally a market with explicit
buying and selling, but you can think of the matching of partners as op-
erating like a market—people make their choices, they date, and so on.
I worked out some rules that would determine who would marry whom,
threw in a couple of “theorems,” and submitted a paper to the Journal
of Political Economy. The same distinguished economist that could not
accept my discrimination work ended up as a referee ( George Stigler was
the editor and told me this). This referee hated the paper, saying, “What
is Becker doing wasting his time working on these questions.” Stigler
disagreed. He told me that he liked the paper, to take account of the
referee comments as best I could, and that they would publish the article,
which they did. I then submitted a paper a couple of years later on the
economics of divorce. Another very good economist wrote back and said
they should not accept this paper. And Stigler again overrode the referee
recommendation and, following revision, published my paper. Each of
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the papers turned out to have a good market, leading to a considerable
body of subsequent research.

At about that time I decided that I should try to weave all this together
into a book on the economics of the family. The book was to combine
and integrate the topics of fertility, divorce, marriage, investment in chil-
dren, and the evolution of the family over time. I even dealt with some
nonhuman species. I worked very hard on this book for four or five years.
I would wake up in the middle of the night, many nights, and work on
it. It was very intense and, finally, in 1981, I published A Treatise on the
Family. 1 was exhausted by that time, and it took me roughly two years
to regain my mental energy. A comprehensive treatment of the family is
inherently such a difficult problem, with so much history, so many cul-
tures, and the like. I found it very difficult. And to this day the book
remains controversial. When the Nobel Prize committee awarded me the
prize in 1992, their news release stated, “Gary Becker’s analysis has often
been controversial and hence, at the outset, met with scepticism and even
distrust.” Nowhere has this characterization been truer than with my
work on the family.

Time does not permit me to discuss much of my work in recent years.
But I would be remiss if I did not mention my rewarding collaboration
with Kevin M. Murphy, a former student and now a brilliant young col-
league at Chicago. Building on earlier work on preferences and addiction
in a paper I wrote with Stigler (“De Gustibus Non Est Disputandum,”
American Economic Review 1977) and a Chicago dissertation by Lau-
rence lannoccone, Murphy and I have written several articles on “rational
addiction,” among other topics.

Writing for a Popular Audience

Throughout my career, I had worked on topics closely related to public
policy—education, crime, the family, discrimination, addiction, and poli-
tics, for example—yet I remained aloof from debates over public policy.
I had never given advice to any political figures. Prior to 1985, I had
never written one single word in the popular media, not a word, be it a
newspaper, magazine, or the like. By 1985 I was 55, so I had gone
through roughly 35 years of doing economic research, and not one single
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popular work. Nowadays, some economists hit 30 and begin writing op-
ed pieces. I always felt it was a good division of labor on my part to
concentrate on my research.

You can imagine then that it was a great surprise to me when in 1985
I received a telephone call from someone at Business Week, a magazine
I had criticized a couple of years earlier because they misquoted me on
something. Their representative said, “Would you be willing to write a
regular column for the magazine—a one-page column every four weeks?”
My initial reaction was to reject their proposal. But what I said was, “It
is not something I have done, it would take me away from my research,
but I will think it over and give you an answer.” The response back was,
“Oh good, I thought maybe you would turn us down on the spot.”

So I went back and told my wife, Guity, and she said, “You should
do it.” She prevailed on me to try it for a while. She argued that the
columns would help spread my ideas and might even have a small influ-
ence on public policy. And if I did not like doing it, I could always stop.
Guity also promised that she would read my early drafts and provide
comments. I am happy to say that she gave me good advice. And I might
add at this point that I have been very fortunate for almost thirty years
to be getting excellent advice and encouragement from her, both profes-
sional and personal. She has had an enormous influence on me.

So I got back to Business Week and said, “Okay, I am willing to write
a column on a trial basis.” They said, “Don’t worry, we are looking upon
it as a trial as well.” And the contract sent to me stated that “either party
can terminate the agreement with one month’s notice.” In academia we
are used to tenure; there was no tenure here.

It was hard for me to learn how to write a popular column. The hardest
part about writing is writing something short. I think it was Oscar Wilde
who wrote to someone saying that he was sorry his letter was so long,
but he did not have time to make it short. Writing short requires far more
effort than writing long. I had to write roughly 800 words—one Business
Week page comprising a certain number of Business Week lines—and to
write in simple and nontechnical language.

And it was hard. But again, I was lucky. I do not know why they asked
me, to tell the truth, but the experience has been great for me. It has
taught me how to express economic ideas in a simple and nontechnical
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way. I will make the assertion that every single important economic idea
can be stated simply. To develop an idea, you may have to use some
apparatus to do it in a systematic way, of course, but you can state the
essence of any idea simply. At least I have never heard one that could
not be stated simply. And when people say that an idea is too complicated
to state simply, it usually means they do not know how to state it simply,
sometimes because they do not fully understand it.

Writing for a popular audience, I have addressed a wide range of topics.
My interests in economics are broad and my column has resulted in my
interests becoming even broader. I have written about baseball, the un-
fairness of the NCAA in not allowing student athletes to be paid, marriage
contracts and religion, immigration, education, and the policies of different
presidents or political candidates. Once again, this was one of several lucky
events that ended up having a positive and important effect on me.

The Prize

The final thing I will discuss is the Nobel Prize. When I entered economics
there was no Nobel Prize in economics; it is a recent award, having begun
in 1969. There were two prizes awarded by the American Economic Asso-
ciation, the John Bates Clark medal for economists under the age of 40
(I was honored to receive this award in 1967) and the Francis Walker
Prize for senior economists. The AEA abolished the latter once the Nobel
Prize began.

By 1980 I began to be mentioned as a serious candidate for the Nobel
Prize. I realized then that there were many older, highly deserving econo-
mists in the Nobel queue, mainly because the prize had not existed for
very long. I realized that if I were ever to get the prize, and this was not
assured, it would have to come later.

By the latter part of the 1980s, however, [ felt pressure mounting on me
because my name was so often mentioned as a leading candidate. A betting
pool organized by some American economists had me listed as their favorite
(i.e., the lowest odds person) for three or four years running before I got
the prize. And so individuals and reporters had begun asking me with some
regularity “When will you get the prize?” or, once the prize was announced
each year, “Why didn’t you get it this year?” Of course this bothered me.
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['admit that I wanted to be awarded the prize, and for several reasons.
Clearly the prestige and financial rewards were important. But there was
another reason as well. I had a lot of students and others who had been
pursuing research along the lines indicated by my work, often working
outside the more narrow range of traditional economics topics. These
economists were often given a tough time in the profession, and several
had difficulty getting good jobs. One of my top students years ago, who
worked on religion, generated almost no job market interest. Now he
is considered a preeminent economist working in religion, perhaps the
preeminent person in any field doing research on religion. But he had a
difficult time getting a job. People would ask, “Religion, what kind of
topic is that for an economist?” I wanted myself and others to get the
validation that the Nobel Prize would provide—that the economic ap-
proach to human behavior is acceptable work and that we are doing real
economics. Yet in 1992, my work continued to be controversial, espe-
cially in Western Europe, and I began to wonder whether I would ever
receive the prize.

[ thought there was no chance I would receive the prize in 1992. Econo-
mists from Chicago were among the three winners in 1990, and another
Chicagoan, Ronald Coase, won in 1991. I concluded that the committee
would never choose three Chicagoans in a row. In the fall of 1992, 1 had
a terrible flu with a very high fever. Doctors wanted to put me in the
hospital, but my wife resisted that move. For both these reasons, the last
thing on my mind was the Nobel Prize. I had no idea when the announce-
ment was coming. I had not been into school for a week and I was in
bed at 5:30 on the morning of October 13, sleeping soundly for the first
night in about a week. My wife, who had been up grading papers, an-
swered the phone when it rang that morning, worried that it might inter-
fere with my sleep. She was a bit nasty, she said to me later, but the caller
said this was an important phone call for Professor Becker. My wife did
not think it was the Nobel Prize, at least not for me. She went and woke
me up and I kept saying, “I want to sleep, I haven’t slept so well for a
long time.” “No, it’s a call from Sweden,” she said, and that was the
magic word. A call from Sweden! I did not know that the prize was an-
nounced. But when I heard “a call from Sweden,” I figured, “well,
maybe” and picked up the phone. My wife subsequently said that she
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was sitting there as I was saying, “yes, yes” with no expression on my
face, and she figured that they had called for my input on somebody else
who was being considered. Finally, she hears me say “Thank you very
much; tell the committee what a great honor it is that you have conferred
on me.” This of course was the call telling me I had been awarded the
prize. The first thing Guity did was to let out a yell and the first thing I
said was “I’m glad that monkey is off my back.” We called our four
children and then we took the phone off the receiver to have breakfast
in some peace. Before 6:30 or so, the reporters, the New York Times,
the university people, and so on, had found us.

So the long years of fighting attacks were largely over, although the
official Nobel announcement called my work controversial. Still, they
awarded me the prize. I did not realize at the time that there were some
protests in Sweden about my getting the prize. Some Swedish feminist
groups in particular complained about my receiving the award, charging
that my work on the family was anti-feminist (I do not believe it is) and
they had discussions about whether to picket my Nobel lecture. Perhaps
that helped publicize the lecture—the hall was packed. People were
standing all over the place, but they caused no disruptions, everything
went very smoothly, and it was a great week.

The prize recognized my research in four broad areas: investments in
human capital; behavior of the family (or household), including distribu-
tion of work and allocation of time in the family; crime and punishment;
and discrimination in the markets for labor and goods. In private I was
told that some members of the committee did not want to award me the
prize. But because in the last couple of years I had been nominated the
most often by the economists asked to identify potential recipients,
the committee felt they had to give me the prize. Well, better than not.
And so, it was a great week and a great period of recognition.

Some people have studied Nobel laureates and discovered that they did
a whole lot less work after receiving the prize than before. I was aware of
that work, done by several sociologists, and there is no doubt that there are
many demands on your time as a result of getting the prize. I resolved to
continue to do research and not change my life drastically. Since I have
received the prize I have published three books. Two of the three books
include new research; the other published book, The Economics of Life, is
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a collection of my Business Week columns. I hope that in my case the iron
law of the negative effect of the Nobel Prize on productivity has been over-
come.

To the best of my ability, I have tried to assess the factors that were most
important in facilitating whatever accomplishments I have had. I have to
give many thanks to my parents, my wife Guity, my children, my sisters,
my brother, and certainly my teachers and colleagues. A series of lucky
events over my life have put me into contact with enormously outstanding
people and led me down paths whose rewards I could not have anticipated.
Im not suggesting that the Nobel Prize, or whatever is one’s accomplish-
ments in life, is simply a matter of luck. [ am suggesting that success requires
a number of fortuitous events to occur, many of which one cannot readily
imagine, plan for, or determine. I suspect that there are a lot of equally able
people out there, and it is only those who are particularly lucky or fortunate
who end up receiving a Nobel Prize or some other noteworthy accomplish-
ment. I have been fortunate.

Awarded Nobel Prize in 1992. Lecture presented April 13, 2000.
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James M. Buchanan

Born-Again Economist

I have been tempted to expand my title to “Born-Again Economist, with
a Prophet but No God.” Both parts of this expanded title are descriptive.
I was specifically asked to discuss my evolution as an economist, an as-
signment that I cannot fulfill. T am not a “natural economist” as some
of my colleagues are, and I did not “evolve” into an economist.! Instead
I sprang full blown upon intellectual conversion, after I “saw the light.”
I'shall review this experience below, and I shall defend the implied defini-
tion and classification of who qualifies as an economist.

The second part of my expanded title is related to the first. It is my
own play on the University of Chicago saying of the 1940s that “there
is no god, but Frank Knight is his prophet.” I was indeed converted by
Frank Knight, but he almost single-mindedly conveyed the message that
there exists no god whose pronouncements deserve elevation to the sacro-
sanct, whether god within or without the scientific academy. Everything,
everyone, anywhere, anytime—all is open to challenge and criticism.
There is a moral obligation to reach one’s own conclusions, even if this
sometimes means exposing the prophet whom you have elevated to intel-
lectual guruship.

In an earlier autobiographical essay, “Better Than Plowing,”? I identi-
fied two persons who were dominant intellectual influences on my own
methodology, selection of subject matter, attitude toward scholarship,
positive analysis, and normative position. One of these, Knut Wicksell,
influenced me exclusively through his ideas. I used the occasion of my
Nobel Prize lecture to trace the relationship between Wicksell’s precur-
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sory foundations and later developments in the theory of public choice,
notably its constitutional economics component with which I have been
most closely associated. By comparison and contrast this paper offers me
the opportunity, even if indirectly, to explore more fully the influence of
the second person identified, Frank H. Knight, an influence that was ex-
erted both through his ideas and through a personal friendship that ex-
tended over a full quarter century.

The paper is organized as follows. In the following section I try as best
I can to describe my state of mind, intellectually and emotionally, before I
enrolled in the University of Chicago in 1946. Then I offer a retrospective
description of my Chicago experience, with an emphasis on my exposure
to the teachings of Frank Knight along with a subconscious conversion
to a catallactic methodological perspective on the discipline. The next
section briefly traces the catallactic roots of my contributions to public
choice theory. After that I discuss the remembered events and persons
who were important in giving me the self-confidence that was surely nec-
essary for any career success. Frank Knight was important but by no
means unique in this evolution (and in this respect the word “evolution”
can be properly applied). I then discuss the influence of Knight’s principle
of the “relatively absolute absolute” upon my own stance, as moral phi-
losopher, as constitutionalist, and as economic analyst. Finally, I defend
my use of the title of my earlier autobiographical essay, “Better Than

bl

Plowing,” which has been questioned by colleagues and critics. Here 1
try to examine the motivations that, consciously or unconsciously, may
have driven me throughout the course of a long academic career. Why
did I do what I did? It may be helpful to explore, even if briefly, this most

subjective of questions.
Pre-Chicago: Standards without Coherence

From 1940 I called myself an “economist,” as my military records will
indicate. I did so because after graduating from Middle Tennessee State
Teachers College in June 1940, I was awarded a graduate fellowship
in economics at the University of Tennessee for the academic year
1940-41, and I earned a master’s degree in 1941. By the academic count-
ers, I took courses labeled “economics,” and I made good grades. But as
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I have noted, however, I learned little or no economics in my preferred
definition during that Knoxville year. I surveyed the workings and struc-
tures of the institutions of Roosevelt’s New Deal; I came to understand
central banking theory and policy; I learned something about taxation
and budgeting processes; I learned a bit of elementary statistics, especially
in practice. But neither in these courses nor in my prior undergraduate
experience did I have proper exposure to the central principle of market
organization. I remained blissfully ignorant of the coordinating proper-
ties of a decentralized market process, an ignorance that made me vulner-
able to quasi-Marxist arguments and explanations about economic
history and economic reality but also guaranteed that my mind was an
open slate when I finally gained the exposure in question.

During the Knoxville year I did learn to appreciate the dedication of
the research scholar though my association with Charles P. White, whose
course in research methods was the intellectual high point. White instilled
in me the moral standards of the research process. My experience with
him, as both graduate student and research assistant, gave me something
that seems so often absent in the training of the economists of the post-
war decades, whose technology so often outdistances their norms for
behavior.

By subject matter, by terminology, and with a bit of technique I left
Knoxville as an “economist,” but I lacked the coherence of vision of the
economic process that I should now make the sine qua non of anyone
who proposes to use this label. I have often wondered whether or not I
was relatively alone in my ignorance, or whether something akin to my
experience has been shared by others who purport to pass as professional
economists without the foggiest notion of what they are about.

Chicago, 1946

I'enrolled in the University of Chicago for the winter quarter, 1946. 1
had chosen the University of Chicago without much knowledge about its
faculty in economics. I was influenced almost exclusively by an under-
graduate teacher in political science, C. C. Sims, who had earned a
doctorate at Chicago in the late 1930s. Sims impressed on me the intel-
lectual ferment of the university, the importance of ideas, and the genuine
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life of the mind that was present at the institution. His near-idyllic sketch
appealed to me, and I made the plunge into serious study for the first
time in my life. In retrospect I could not have made a better selection.
Sims was precisely on target in conveying the intellectual excitement of
the University of Chicago, an excitement that remains, to this day,
unmatched anywhere else in the world.

During the first quarter I took courses with Frank Knight, T. W.
Schultz, and Simeon Leland. I was among the very first group of graduate
students to return to the academy after discharge from military service
during World War II. We swelled the ranks of the graduate classes at
Chicago and elsewhere.

Within a few short weeks, perhaps by mid-February 1946, I had under-
gone a conversion in my understanding of how an economy operates.
For the first time I was able to think in terms of the ordering principle of
a market economy. The stylized model for the working of the competitive
structure gave me the benchmark for constructive criticism of the econ-
omy to be observed. For the first time I was indeed an economist.

[ attribute this conversion directly to Frank Knight’s teachings, which
perhaps raises more new questions than it answers. Knight was not a
systematic instructor. More important, he remained ambiguous in his
own interpretation of what economics is all about. He was never able to
shed the allocating-maximizing paradigm, which tends to distract atten-
tion from the coordination paradigm that I have long deemed central to
the discipline.’ But Knight’s economics was a curious amalgam of these
partially conflicting visions. And for me the organizational emphasis was
sufficient to relegate the allocative thrust to a place of secondary rele-
vance. In this respect 1 was fortunate in my ignorance. Had I received
“better” pre-Chicago training in economics, as widely interpreted, I
would have scarcely been able to elevate the coordination principle to
the central place it has occupied in my thinking throughout my research
career. Like so many of my peers, aside from the few who were exposed
early to Austrian theory, I might have remained basically an allocationist.

There are subtle but important differences between the allocationist-
maximization and the catallactic-coordination paradigm 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
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partially conflicting paradigms remains dominant in one’s stylized vision.
To the allocationist the market is efficient if it works. His test of the
market becomes the comparison with the abstract ideal defined in his
logic. To the catallactist the market coordinates the separate activities of
self-seeking persons without the necessity of detailed political direction.
The test of the market is the comparison with its institutional alternative,
politicized decision making.

There is of course no necessary implication of the differing paradigms
for identifying the normative stance of practicing economists. Many mod-
ern economists remain firm supporters of the market order while at the
same time remaining within the maximizing paradigm. I submit here,
however, that there are relatively few economists whose vision is domi-
nated by the catallactic perspective on market order who are predomi-
nantly critics of such an order. Once the relevant comparison becomes
that between the workings of the market, however imperfect this may
seem, and the workings of its political alternative, there must indeed be
very strong offsetting sources of evaluation present.

The apparent digression of the preceding paragraphs is important for
my narrative and for an understanding of how my conversion by Frank
Knight influenced my research career after Chicago. Those of us who en-
tered graduate school in the immediate postwar years were all socialists
of one sort or another. Some of us were what I have elsewhere called “liber-
tarian socialists,” who placed a high residual value on individual liberty
but simply did not understand the principle of market coordination. We
were always libertarians first, socialists second. And we tended to be
grossly naive in our thinking about political alternatives. To us, the ideal-
ized attractions of populist democracy seemed preferable to those of the
establishment-controlled economy. It was this sort of young socialist in
particular who was especially ready for immediate conversion upon expo-
sure to teachings that transmitted the principle of market coordination.*

An understanding of this principle enabled us to concentrate our long-
held anti-establishment evaluative norms on politics and governance and
open up the prospect that economic interaction, at least in the limit, need
not embody the exercise of man’s power over man. By our libertarian
standards, politics had always been deemed to fail. Now by these same
standards market may, just may, not involve exploitation.
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An important element in Knight’s economics was his emphasis on the
organizational structure of markets, and it was this emphasis that elevated
the coordination principle to center stage despite his continued obeisance
to economizing-maximizing. Once attention is drawn to a structure, to
process, and away from resources, goods, and services, many of the techni-
cal trappings of orthodox economic theory fall away. Here Knight’s ap-
proach became institutional, in the proper meaning of this term.

It is useful at this point to recall that Frank Knight’s career shared a
temporal dimensionality with the seminal American institutionalists Clar-
ence Ayres, John R. Commons, and Thorstein Veblen. He treated their
technical economics with derision, but he shared with them an interest
in the structure of social and economic interaction. Knight did not extend
his institutional inquiry much beyond the seminal work on human wants
that exposed some of the shallow presuppositions of economic ortho-
doxy. He did not, save in a few passing references, examine the structure
of politics, considered the only alternative to markets.

Public Choice and the Catallactic Paradigm

Public choice is the inclusive term that describes the extension of analysis
to the political alternatives to markets. It seems highly unlikely that this
extension could have been effectively made by economists who viewed
the market merely as an allocative mechanism, quite independently of its
political role in reducing the range and scope of politicized activity. I can
of course speak here only of my own experience, but it seems doubtful
if I could have even recognized the Wicksellian message had not Knight’s
preparatory teachings of the coordination principle paved the way.
The point may be illustrated by the related, but yet quite distinct,
strands of modern inquiry summarized under the two rubrics “social
choice” and “public choice.” T have elsewhere identified the two central
elements in public choice theory as (1) the conceptualization of politics
as exchange, and (2) the model of Homo economicus.’ The second of
these elements is shared with social choice theory, which seeks to ground
social choices on the values of utility-maximizing individuals. Where so-
cial choice theory and public choice theory differ—and dramatically—
lies in the first element noted. Social choice theory does not conceptualize
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politics as complex exchange; rather politics is implicitly or explicitly
modeled in the age-old conception that there must exist some unique and
hence discoverable “best” result. This element in social choice theory,
from Arrow on, stems directly for the allocative paradigm in orthodox
economics, and the maximization of the social welfare function becomes
little more than the extension of the standard efficiency calculus to the
aggregative economy.

By contrast, the extension of the catallactic paradigm—the emphasis
on the theory of exchange rather than allocation—to politics immediately
calls attention to the institutional structure of political decision making,.
Without Frank Knight as teacher and as role model, would Knut Wick-
sell’s great work have been discovered by the fledgling economist that I
was in 19482 I have strong reasons for doubt on this score.

The Evolution of Confidence

When I reflect on my own experiences over a tolerably long academic
career, I come back again and again to identifiable events and persons
that built up or bolstered my confidence, that made me, always an out-
sider, feel potentially competent among my academic peers. The first such
event came with the release of academic grade records at the end of my
second year at Middle Tennessee State Teachers College in 1938. My
name led all the rest. For the first time I realized that despite my rural
origins, my day-student status, and my graduation from a tiny struggling
high school, I could compete with the town students, the live-in students,
and with all those whose earlier education was acknowledged to be supe-
rior to mine.

A second such event occurred in January 1942, when I finished a three-
month stint as a midshipman and was commissioned an ensign in the
United States Naval Reserve. Again, despite my Tennessee heritage and
my mediocre academic experience at both Middle Tennessee and the Uni-
versity of Tennessee, I ranked sixth or seventh in a midshipman class of
some six hundred college and university graduates from across the land.
The Tennessee country boy could indeed hold his own.

After a successful, interesting, exciting, and easy four years on active
military duty in the Pacific theater of war, which I spent for the most
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part on the staff of Admiral Nimitz at Pear]l Harbor and at Guam, my
confidence was once again put to the test when I entered graduate school
at the University of Chicago in January 1946. Here the test was of a
totally different dimension. I knew that I could compete successfully in
terms of the ordinary criteria—academic grades, degrees, and honors. I
do not recall ever entertaining the slightest doubt about my ability to
finish doctoral requirements. What I did not know was whether I could
go beyond these criteria and enter the narrowed ranks of producing schol-
ars who could generate ideas worthy of the serious attention of their disci-
plinary peers.

At this point Frank H. Knight again enters my narrative. Had my Chi-
cago exposure been limited to the likes of Jacob Viner and Milton Fried-
man, both of whom were also my teachers there, I doubt that I should
have ever emerged from the familiarly large ranks of Ph.D.’s with no or
few publications. Jacob Viner, the classically erudite scholar whose self-
appointed task in life seemed to be that of destroying confidence in stu-
dents, and Milton Friedman, whose dominating intellectual brilliance in
argument and analysis relegated the student to the role of fourth-best
imitation—these were not the persons who encouraged students to be-
lieve that they too might eventually have ideas worthy of merit.

Frank Knight was dramatically different. In the classroom he came
across as a man engaged always in a search for ideas. He puzzled over
principles, from the commonsensical to the esoteric, and he stood contin-
uously dismayed at the arrogance of those who spouted forth the learned
wisdom. Knight gave those of us who bothered to listen the abiding no-
tion that all is up for intellectual grabs, that much of what paraded as
truth was highly questionable, and that the hallmark of a scholar was
his courage in cutting through the intellectual haze. The willingness to
deny all gods, to hold nothing sacrosanct—these were the qualities of
mind and character that best describe Frank Knight. And gods, as I use
the term here, include the authorities in one’s own discipline as well as
those who claim domain over other dimensions of truth. Those of us who
were so often confused in so many things were bolstered by this Knightian
stance before all gods. Only gradually, and much later, did we come to
realize that in these qualities it was Frank Knight, not his peers, who
attained the rank of genius.
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As he was the first to acknowledge, Frank Knight was not a clever or
brilliant thinker. He was an inveterate puzzler; but his thought process
probed depths that the scholars about him could not realize even to exist.
To Knight, things were never so simple as they seemed, and he remained
at base tolerant in the extreme because he sensed the elements of truth
in all principles.

There were many graduate students, both in my own cohort and before
and after my time, who could not take in or relate to the Knightian stance
before the gods. To these “outsiders” Knight seemed a bumbling and
confused teacher, whose writings mirrored his thought and whose pri-
mary attribute appeared to be intellectual incoherence. To a few of us,
what seemed confusion to others came across as profundity, actual or
potential, and despite the chasm that we acknowledged to exist between
his mind and ours, Knight left us with the awful realization that if we
did not have the simple courage to work out our own answers, we were
vuinerable to victimization by false gods.

My own understanding, appreciation, and admiration for Frank
Knight were aided and abetted by the development, early on, of a close
personal relationship. Some three or four weeks after enrollment in his
course I visited Knight’s jumbled office. What was expected to be a five-
minute talk stretched over two hours, to be matched several times during
my two and a half years at Chicago, and beyond. He took an interest in
me because we shared several dimensions of experience. Both of us were
country boys, reared in agricultural poverty, well aware of the basic
drudgery of rural existence but also appreciative of the independence of
a life on the land. Knight left his native [llinois in his teens for rudimentary
college instruction in my home state of Tennessee, and he enrolled in
graduate studies at the University of Tennessee where I too had first com-
menced graduate work. These common threads of experience established
for me a relationship that I shared with no other professor. We shared
other interests, including an appreciation of the gloomy poetry of Thomas
Hardy and the fun of the clever off-color joke.

Of course I was a one-way beneficiary of this relationship. Knight was
the advisor who told me not to waste my time taking formal courses in
philosophy, who corrected my dissertation grammar in great detail, and
who became the role model that has never been replaced or even slightly
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dislodged over a long academic career. In trying to assess my own devel-
opment, I find it impossible to imagine what I might have been and be-
come without exposure to Frank Knight.

Let me return to confidence, lest I digress too much. Both T. W. Schultz
and Earl J. Hamilton deserve inclusion in this narrative account. Schultz
encouraged students by his expressed willingness to locate potential merit
in arguments that must have often approached the absurd. I was never
a formal student of Earl Hamilton. I did not enroll in his economic history
courses at Chicago. Nonetheless during my last year at Chicago, 1948,
Hamilton sought me out and took a direct personal interest in my pros-
pects. As with Knight, the sharing of common experience in rural poverty
created a personal bond, supplemented in this case by a passion for
baseball, reflected by trips to both Cubs and White Sox home games.
Hamilton enjoyed giving advice to those he singled out for possible
achievement, and with me two separate imperatives stand out in recall:
the potential payoff to hard work and the value of mastery of foreign
languages.

Perhaps Earl J. Hamilton’s most important influence on my career
came after 1948, during his tenure as editor of the Journal of Political
Economy. First of all he forced me to follow up on his recommendation
about language skills by sending me French, German, and Italian books
for review. Second, he handled my early article submissions with toler-
ance, understanding, and encouragement rather than with brutal or carp-
ing rejections that might have proved fatal to further effort. Hamilton
was indeed a tough editor, and every article that I finally published during
his tenure was laboriously transformed and dramatically pared down
through a process of multiple revisions and resubmissions. Without Ham-
ilton as an editor who cared, my writing style would never have attained
the economy it possesses, and my willingness to venture into subject mat-
ter beyond the boundaries of the orthodox might have been squelched
early. With Earl J. Hamilton as editor, by the mid-1950s I had several
solid papers on the record—a number sufficient to enable me to accept
the occasional rejection slip with equanimity rather than despair.

I noted earlier how Friedman’s analytic brilliance exerted a negating
effect on those he instructed. An event occurred early in my post-Chicago
years that tended to erase this negative influence by placing Milton
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Friedman too among the ranks of those who take intellectual tumbles.
A relatively obscure scholar, Cecil G. Phipps, of the University of
Florida, located and exposed a logical error in one of Friedman’s papers,°
an error that Friedman graciously acknowledged.” To this day I have
never told Milton how this simple event contributed so massively to
my self-confidence.

The Relatively Absolute Absolute

I'have already discussed how Frank Knight’s willingness to challenge all
authority—intellectual, moral, or scientific—indirectly established con-
fidence in those for whom he served as role model. Any account of such
an influence would be seriously incomplete, and indeed erroneous, if the
philosophical stance suggested is one of relativism-cum-nihilism against
the claim of any and all authority. It is at precisely this point that Frank
Knight directly taught me the philosophical principle that has served me
so well over so many years and in so many applications. This principle
is that of the relatively absolute absolute, which allows for a philosophi-
cal way station between the extremes of absolutism on the one hand and
relativism on the other, both of which are to be rejected.

Acceptance of this principle necessarily requires that there exist a con-
tinuing tension between the forces that dictate adherence to and accep-
tance of authority and those very qualities that define freedom of thought
and inquiry. Knight’s expressed willingness to challenge all authority was
embedded within a wisdom that also recognized the relevance of tradition
in ideas, manners, and institutions. This wisdom dictates that for most
purposes and most of the time prudent behavior consists of acting as if
the authority that exists does indeed possess legitimacy. The principle
of the relatively absolute absolute requires that we adhere to and accept
the standards of established or conventional authority in our ordinary
behavior, whether this be personal, scientific, or political, while at the
same time and at still another (and “higher”) level of consciousness we
call all such standards into question, even to the extent of proposing
change.

In relation to my own work this principle of the relatively absolute
absolute is perhaps best exemplified in the critically important distinction
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between the postconstitutional and the constitutional levels of political
interaction. More generally, the distinction is that between choosing
among strategies of play in a game that is defined by a set of rules and
choosing among alternative sets of rules. To the chooser of strategies un-
der defined rules, the rules themselves are to be treated as relatively abso-
lute absolutes, as constraints that are a part of the existential reality but
at the same time may be subject to evaluation, modification, and change.
In this extension and application of the Knightian principle to the politi-
cal constitution—and particularly by way of analogy with the choices of
strategies and rules of ordinary games—I was stimulated and encouraged
by my colleague at the University of Virginia, Rutledge Vining, who had
also been strongly influenced by the teachings of Frank Knight.

Why “Better Than Plowing”?

As noted, in 1986 I wrote an autobiographical essay called “Better Than
Plowing,” a title I borrowed directly from Frank Knight, who used it to
describe his own attitude toward a career in the academy. To me the
title seemed also descriptive, and it does, I think, convey my sense of
comparative evaluation between “employment” in the academy and in
the economy beyond. This title also suggests, even if somewhat vaguely,
the sheer luck of those of us who served in the academy during the years
of the baby-boom educational explosion, luck that was translated into
rents of magnitudes beyond imaginable dreams.

To my surprise constructive critics have challenged the appropriateness
of the “Better Than Plowing” title for my more general autobiographical
essay. To these critics this title seems too casual, too much a throwaway
phrase, too flippant a description of a research career that, objectively
and externally considered, seems to have embodied central purpose or
intent. This unexpected invitation to write a second autobiographical
essay provides me with an opportunity to respond to these critics and at
the same time to offer additional insights into my development as an
economist.

The many books and papers that I have written and published between
1949 and 1987 make up an objective reality that is “there” for all to
read and to interpret as they choose. These words and pages exist in
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some space analogous to the Popperian third world. There is a surprising
coherence in this record that I can recognize as well or better than any
interpretative critical biographer. As Robert Tollison and I have sug-
gested in our analysis of autobiography,? the autobiographer possesses a
record over and beyond that which is potentially available to any biogra-
pher. The person whose acts created the objective record lives with the
subject record itself. And such a person, as autobiographer, would be
immoral if he relied on the objective record to impute to his life’s work
a purpose-oriented coherence that had never emerged into consciousness.

[ recognize of course that my own research-publication record may be
interpreted as the output of a methodological and normative individualist
whose underlying purpose has always been to further philosophical
support for individual liberty. In subjective recall, however, this motiva-
tional thrust has never informed my conscious work effort. 1 have
throughout my career and with only a few exceptions sought to clarify
ambiguities and confusions and clear up neglected pockets of analysis in
the received arguments of fellow economists, social scientists, and philos-
ophers. To the extent that conscious motivation has entered these efforts,
it has always been the sheer enjoyment of working out ideas, of creating
the reality that is reflected finally in the finished manuscript. Proof of my
normative disinterest lies in my failure to be interested in what happens
once a manuscript is a finished draft—a failure that accounts for my
sometimes inattention to choice of publisher, to promotional details, and
to the potential for either earnings or influence.

[ look on myself as being much closer in spirit to the artist who creates
on canvas or stone than to the scientist who discovers only that which
he accepts to exist independently of his actions. And I should reject, and
categorically, any affinity with the preacher who writes or speaks for the
express and only purpose of persuading others to accept his prechosen
set of values.

In all of this, once again, Frank Knight has served as my role model.
His famous criticism of Pigou’s road case is exemplary.” By introducing
property rights, Knight enabled others to see the whole Pigovian analysis
in a new light. Something was indeed created in the process. I like to
think that perhaps some of my own works on public debt, opportunity
cost, earmarked taxes, clubs, ordinary politics, and constitutional rules
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may have effected comparable shifts in perspective. The fact that these
efforts have been commonly characterized by a reductionist thrust
embodying an individualist methodology is explained, very simply, by
my inability to look at the world through other than an individualist
window.

It is as if the artist who has only red paints produces pictures that are
only red of hue. Such an artist does not choose to paint red pictures and
then, instrumentally, purchase red paints. Instead the artist uses the in-
struments at hand to do what he can and must do, while enjoying himself
immensely in the process. The fact that others are able to secure new
insights with the aid of his creations and that this in turn provides artist
with a bit of bread—this gratuitous result enables the artist, too, to entitle
his autobiographical essay “Better Than Plowing.”
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Kenneth J. Arrow

Studying oneself is not the most comfortable of enterprises. One is caught
between the desire to show oneself in the best possible light and the fear
of claiming more than one’s due. I shall endeavor to follow the precept
of that eminent seeker after truth, Sherlock Holmes, on perhaps the only
occasion on which he was accused of excessive modesty. “‘My dear Wat-
son,” said he, ‘I cannot agree with those who rank modesty among the
virtues. To the logician all things should be seen exactly as they are, and
to underestimate one’s self is as much a departure from truth as to exag-
(“The Greek Interpreter”).

An individual examining himself cannot claim omniscience. I cannot

79

gerate one’s own powers

really claim to know all the forces impinging on my life, personal or intel-
lectual. Indeed, as will be seen, there are some elements in the develop-
ment of my ideas and interests that I cannot now reconstruct. On
occasion, on rereading an old scholarly paper of mine, I have realized
that my mental recollection was in some degree in error. In effect, the
speakers in this series are asked to be historians and biographers of them-
selves; and like all historians and biographers, they can occasionally make
mistakes. Recollection can be taken as reliable when it can be checked
against the documentary record. Otherwise, it is imperfectly reliable evi-
dence, though of a kind to which the speaker, such as myself, has unique
access.

I have always had an interest in the history of economic thought. In
the last few years I have been giving a course in this subject. One question
I have been facing is the relative importance of different factors in the
development of new ideas. One might suppose, for example, that the per-
sonal histories and class backgrounds of economists would be important



36 Lives of the Laureates

factors. Yet that does not seem to be the case. Among the great econo-
mists of the nineteenth century, David Ricardo was a highly successful
businessman, a stock-exchange speculator to be exact, while John Stuart
Mill was brought up to be an intellectual by an exacting father. Yet their
economic theories were very similar indeed. Of course, access to educa-
tion is important in intellectual development, and far more so today as
economics, like all the natural and social sciences, has become a profes-
sion. Further, individual talents and interests may well govern which par-
ticular aspects of economics are studied and what techniques are used.
But there is no evidence that the personality of an economist plays any
significant role in the new concepts that he or she introduces to the
subject.

[ will therefore be brief in sketching my biography. My family, on both
sides, were immigrants who arrived in this country about 1900 and set-
tled in New York. My parents were born abroad but came here as infants,
so they were effectively first-generation Americans. My father’s family
was very poor, my mother’s hardworking and moderately successful
shopkeepers. Both were very intelligent. My mother completed high
school, my father college. My father was unusually successful in business
when young, and the first ten years of my life were spent in a household
that was comfortable and, more important for me, had many good books.
Later, my father lost everything in the Great Depression, and we were
very poor for about ten years.

I was early regarded as having unusual intellectual capacity. I was an
omnivorous reader, and I added to that a desire to systematize my under-
standing. As a result, history, for example, was not merely a set of dates
and colorful stories; I could understand it as a sequence in which one
event flowed out of another. This sense of order crystallized during my
high-school and college years into a predominant interest in mathematics
and mathematical logic.

My primary and secondary schools were on the whole good. When it
~ came to college, my family’s poverty constrained me to attend the City
College, which was then a completely free college opportunity that New
York City had offered since 1847. I was far from the only able student
in the same economic position, so that the quality of the students was
high. The faculty, which was generally competent and occasionally better,
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was stimulated to hold the students to high standards, and I learned a
good deal. Fear of unemployment led me to supplement my abstract inter-
ests in mathematics and logic with preparation for several alternative
practical pursuits, among them high-school teaching, actuarial work, and
statistics. It was the study of statistics that turned out to shape my eco-
nomics career in a decisive way.

By following obscure references in footnotes, I learned about the then
rapidly developing field of mathematical statistics, which gave a theoreti-
cal foundation to statistical practice and led to profound changes in it.
When at college graduation, in 1940, I found there were still no jobs
available in high-school teaching, I decided to enter graduate studies in
statistics. There were then no separate departments of statistics and few
places where mathematical statistics was taught. I enrolled at Columbia
University to study with a great statistician, Harold Hotelling. Hotelling
bad his official position in the department of economics and had written
a small number of important papers in economic theory. When I took
his course in mathematical economics, I realized I had found my niche.

I received strong moral support from Hotelling and indeed from the
whole economics department, somewhat surprisingly, as apart from Ho-
telling, economic theory was not well regarded by them. The emphasis
was almost entirely on empirical and institutional analyses. The depart-
ment’s support was expressed in the most tangible and necessary
way—good scholarships. As a result I learned economic theory as I had
learned so much else, by reading. In my case at least, 1 believe this self-
education was much better than any lectures I could have attended any-
where. The use of mathematics in economics had had a long history, but
it was then still confined to a small group. By reading selectively, I could
choose my teachers, and I chose them well.

I was an excellent student, but I was doubtful that I was capable of
genuine originality. This concern was concentrated on the choice of topic
for a Ph.D. dissertation. There were many possibilities for an acceptable
dissertation, but I felt that I had to justify the expectations of my teachers
and for that matter of myself by doing something out of the ordinary.
This responsibility was crushing rather than inspiring. Four years of mili-
tary service, though interesting in itself, served further to delay my coming
to grips with my aspirations. Finally, a series of abortive research ideas,
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each of which seemed to be more of a distraction than a help, culminated
in my first major accomplishment, known as the theory of social choice.

I will go into some detail about the genesis of this contribution of mine
because it displays the interaction between the state of economic thinking
in general and my own special talents and background. It differs in one
significant way from the other areas of my research, which I will discuss
later. The question was essentially a new one, on which there had been
virtually no previous analysis. The others had been discussed to some
extent in the literature, and my role was to bring new analytic methods
or new insights. In social choice theory, I was almost completely the cre-
ator of the questions as well as some answers.

It had been argued by the more advanced economic theorists that eco-
nomic behavior in all contexts was essentially rational choice among a
limited set of alternatives. The household chooses among collections of
different kinds of goods. The collections available to it are those that it
can afford to buy at the prevailing prices and with the income available
to it. A firm chooses among alternative ways of producing a given output
and also chooses among different output levels. To say that choice is
rational was interpreted by these theorists, such as Hotelling, John Hicks,
and Paul Samuelson, as meaning that the alternatives can be ranked or
ordered by the chooser. From any given range of alternatives, say, the
technically feasible production processes or the collections of commodi-
ties available to a household within its budget limits, the choosing agent
selects the highest-ranking alternative available.

To say that alternatives are ordered in preference has a very definite
meaning. First, it means that any two alternatives can be compared. The
chooser prefers one or the other or possibly is indifferent between them.
Second, and this is somewhat more subtle, there is a consistency in the
ordering of alternatives. Let us imagine three alternatives labeled A, B,
and C. If A is preferred to B and B to C, we would want to insist that
A is preferred to C. This property is referred to as transitivity.

Though this formulation of choice had been originated for use in eco-
nomic analysis, it was clearly applicable to choice in other domains. Ho-
telling, John von Neumann, Oskar Morgenstern, and Joseph Schumpeter
had already suggested some applications to political choice, the choice
of candidates for election or of legislative proposals. Voting could be re-
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garded as a method by which individuals’ preferences for candidates or
legislative proposals could be combined or aggregated to make a social
choice.

The question first came to me in an economic context. I had observed
that large corporations were not individuals but were supposed (in the-
ory, at least) to reflect the will of their many stockholders. To be sure,
they all had a common aim, to maximize profits. But profits depend on
the future, and the stockholders might well have different expectations
as to future conditions. Suppose the corporation has to choose among
alternative directions for investment. Each stockholder orders the differ-
ent investment policies by the profit he or she expects. But because differ-
ent stockholders have different expectations, they may well have different
orderings of investment policies. My first thought was the obvious one
suggested by the formal rules of corporate voting. If there are two invest-
ment policies, call them A and B, that one chosen is the one that com-
mands a majority of the shares.

But in almost any real case, there are many more than two possible
investment policies. For simplicity, suppose there are three, A, B, and C.
The idea that seemed natural to me was to choose the one that would
get a majority over each of the other two. To put it another way, since
the policy is that of the corporation, we might want to say that the corpo-
ration can order all investment policies and choose the best. But since the
corporation merely reflects its stockholders, the ordering by the corpora-
tion should be constructed from the orderings of the individual stock-
holders. We might say that the corporation prefers one policy to another
if a majority of the shares are voted for the first as against the second.

But now I found an unpleasant surprise. It was perfectly possible that
A has a majority against B, and B against C, but that C has a majority
against A, not A against C. In other words, majority voting does not
always have the property that I have just called transitivity.

To see how this can happen, let me take an election example. Suppose
there are three candidates, Adams, Black, and Clark, and three voters.
Voter 1 prefers Adams to Black and Black to Clark. We will suppose that
each voter has a transitive ordering, so voter 1 will prefer Adams to Clark.
Suppose voter 2 prefers Black to Clark and Clark to Adams, and therefore
Black to Adams, while voter 3 prefers Clark to Adams and Adams to
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Black. Then voters 1 and 3 prefer Adams to Black, so that Adams is
chosen over Black by the group. Similarly, Black receives a majority over
Clark through voters 1 and 2. Transitivity would require that Adams be
chosen over Clark in the election. But in fact voters 2 and 3 prefer Clark
to Adams. This intransitivity is sometimes called the paradox of voting.
Of course, the intransitivity need not arise; it depends on what the voters’
preferences are. The point is that the system of pairwise majority voting
cannot be guaranteed to produce an ordering by society as a whole.

The observation struck me as one that must have been made by others,
and indeed I wondered if 1 had heard it somewhere. I still don’t know
whether 1 did or not. In any case the effect was rather to cause me to
drop the whole matter and study something else.

About a year later my thoughts recurred to the question of voting,
without any intention on my part. I realized that under certain special but
not totally unnatural conditions on the voters’ preferences, the paradox I
had found earlier could not occur. This I thought worth writing about.
But when I started to do so, I picked up a journal and found the same
idea in an article by an English economist, Duncan Black. The result that
Black and I had found could have been thought of any time in the last
one hundred and fifty years. That two of us came to it at virtually the
same time is an occurrence for which I have no explanation.

Priority in discovery is the spur to science, and being anticipated was
correspondingly frustrating. I again dropped the study of voting for what
[ took to be less fascinating but more significant topics, on which I made
little progress. But a few months later I was asked a chance question that
gave the problem sufficient significance to justify a reawakened interest.
The then new theory of games was being applied to military and diplo-
matic conflict. In this application, nations were being regarded as rational
actors. How could this be justified when nations are aggregated of indi-
viduals with different preference orderings? My carlier results, I realized,
taught me that one could not always derive a preference ordering for a
nation from the preference orderings of its citizens by using majority vot-
ing to compare one alternative with another.

This left open the possibility that there were other ways of aggregating
individual preference orderings to form a social ordering, that is, a way
of choosing among alternatives that has the property of transitivity. A
few weeks of intensive thought made the answer clear.
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Given any method of aggregating individual preference orderings to
yield a social choice that satisfies a few very natural conditions, there will
always be some individual preference orderings that will cause the social
choice to be intransitive, as in the example given.

My studies in logic helped to formulate the question in a clear way,
which stripped it of unnecessary complications. But I did not use the con-
cepts of mathematical logic in any deep way.

This result quickly attracted attention. One by-product was that I
learned from several correspondents of what previous literature there
was. The paradox of majority voting had indeed been discovered
before—in fact, by the French author the Marquis du Condorcet in 17851
But there was not a continuous literature. There were some ingenious
unpublished proposals for conducting certain elections at Oxford about
1860, based on the possibility of paradox. They were circulated by a
mathematician named Charles L. Dodgson. Dodgson also wrote an ad-
venture tale for the daughter of one of his colleagues, Alice Lidell, which
he published under a pseudonym, Lewis Carroll. The only significant
published paper on social choice had appeared in 1882 in an Australian
journal, hardly everyday reading matter. I know few if any interesting
research topics that have had such a spotty and intermittent history.

The subsequent record is very different. The literature has exploded. A
recent survey, not intended to be complete, listed more than six hundred
references. A journal devoted entirely to social choice theory and related
issues has been started.

Social choice is a topic in which there was little direct relation to past
work, although the connection with parallel developments in the theory
of economic choice was important. I would like to discuss two further
contributions of mine, which illustrate different relations to current eco-
nomic theory and to the world of economic reality.

The first of the two is the study of what is known as general equilibrium
theory. This is an elaboration of the simple but not easily understood
point that in an economic system everything affects everything else. Let
me illustrate. The price of oil became very low in the 1930s because of
discoveries in Texas and the Persian Gulf area. Homeowners shifted in
great numbers from coal to oil for home heating, thereby decreasing the
demand for coal and employment in the coal mines. Refineries expanded,
so more workers were employed there. There was as well a demand for



42 Lives of the Laureates

refinery equipment, a complicated example of chemical processes. This
in turn induced demands for skilled chemical engineers and for more steel.
Gasoline was cheaper, so that more automobiles were bought and used.
Tourist areas accessible by road but not by railroad began to flourish,
while railroads decayed. Each of these changes in turn induced other
changes, and some of these in turn reacted on the demand for and supply
of oil.

The economic lesson of this story is that the demand for any one prod-
uct depends on the prices of all products, including the prices of labor
and capital services, which we usually call wages and profits. Similarly,
the supply of any product or of labor or capital depends on the prices of
all commodities. What determines what prices will prevail? The usual
hypothesis in economics is that of equilibrium. The prices are those that
cause supply to equal demand in every market. This hypothesis, like many
others in economics and indeed in the natural sciences, is certainly not
precisely true. But it is a useful approximation, and those who disregard
it completely are much further from the truth than are those who exagger-
ate the prevalence of equilibrium.

The general equilibrium theory, or perhaps vision, of the economy was
first stated in full-fledged form by a French economist, Leon Walras, in
1874. But it was hard to use as a tool of analysis and too difficult for
economists with little mathematical training to understand. Only in the
1930s did interest revive, especially through the masterful exposition and
development by John Hicks, with whom I had the honor of sharing the
Nobel Prize in 1972.

But there was an unresolved analytic issue, recognized by at least some.
General equilibrium theory asserts that the prices of all commodities are
determined as the solution of a large number of equations, those that state
the equality of supply and demand on each market. Did these equations
necessarily have a solution at all? If not, the general equilibrium theory
could not always be true. Indeed, some work by German economists
about 1932 suggested the possibility that the equations need not have a
meaningful solution. A Viennese banker named Karl Schlesinger, who
had studied economics in the university and continued to follow develop-
ments in the subject, recognized that the apparent difficulties rested on a
subtle misunderstanding and felt that the existence of general equilibrium
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could be demonstrated. He hired a young mathematician, Abraham
Wald, to work on the problem. Wald came up with a proof of exis-
tence under certain conditions not easy to interpret; indeed, in light
of later work, they were much too stringent. Even so, the proof was
difficult.

The heavy tread of history breaks in on the story. Schlesinger would
not believe that Austria could fall to Hitler; when it did, he committed
suicide. Wald did succeed in leaving and came to the United States, where
he shifted his interests to mathematical statistics. He was one of my teach-
ers at Columbia. I came to learn, I do not know how, of the unsolved or
only partially solved problem of the existence of general equilibrium. But
when I asked Wald about his work on the question, he merely said that
it was a very difficult problem. Coming from him, whose mathematical
powers were certainly greater than mine, the statement was discouraging.

As frequently happens in the history of science, however, help came
from developments in other fields. The theory of games was in a process
of rapid development. One theorem, proved by a mathematician named
John Nash, struck me as being parallel in many ways to the existence
problem for competitive equlibrium. By borrowing and adapting the
mathematical tools used by Nash, I was able to state very generally the
conditions under which the equations defining general equilibrium had
a solution.

There was more than mathematics involved, though. It was necessary
to state the general equilibrium system much more explicitly. As Schle-
singer had already shown in part, the exact assumptions that were made
needed clarification, and much was learned in the process.

As you may see from this account, the existence proof was based on
general theoretical progress in economics and in mathematics, and I was
certainly not the only one with access to it. Indeed, while writing up my
results, I learned that Gerard Debreu, the Nobel laureate in economic
science for 1983, had independently come to essentially the same results.
We decided to publish the results jointly. Just before our paper appeared,
there was one by a third economist, Lionel McKenzie, along similar
though not identical lines.

Multiple discoveries are in fact very common in science and for much
the same reason. Developments in related fields with different motivation
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help one to understand a difficult problem better. Since these develop-
ments are public knowledge, many scholars can take advantage of them.

It is pleasant to the ego to be first or among the first with a new discov-
ery. However, in this case at least, the evidence is clear that the develop-
ment of general equilibrium theory would have gone on quite as it did
without me.

I may add that, despite their abstract and mathematical sound, exis-
tence theorems in general equlibrium theory have turned out to be very
useful. They certainly stimulated many more applications of general equi-
librium theory to particular economic problems. They gave a greater un-
derstanding of what may be termed “general equilibrium thinking,” that
is, recognizing that a particular economic change will have remote reper-
cussions that may be more significant than the initial change. More di-
rectly, Herbert Scarf showed that the method of proof could be adapted
to find a way of actually calculating the solutions to general equilibrium
systems. The method has been used to study a variety of policy problems:
tariffs, corporate income taxation, changes in welfare measures, and eco-
nomic development in a number of developing countries.

The third contribution I would like to discuss is drawing the economic
implications of differences in information among economic agents. My
sustained interest arose from considering a practical problem, the organi-
zation of medical care, but the ground had been prepared by my studies
in mathematical statistics, some of my earlier theoretical work on the
economics of risk bearing, and some developments by others of these
topics. My contribution here, unlike the first two examples, has been not
so much a specific and well-defined technical accomplishment as a point
of view that has served to reorient economic theory.

The general equilibrium theory, like most economic theory up to about
1950, assumed that the economic agents operated under certainty. That
is, the households, firms, investors, and so forth knew correctly the conse-
quences of their actions or, in some versions, at least acted as if they did.
Thus, producers were assumed to know what outputs they would get for
given inputs. Investors would know what prices would prevail in the fu-
ture for the goods they were planning to sell.

I don’t mean to imply that economists were so foolish as not to recog-
nize that the economic world was uncertain or that economic agents
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didn’t realize that this was the case. Indeed, some literature clearly
showed that much economic behavior could only be explained by assum-
ing that economic agents were well aware of uncertainty; for example,
investors held diversified portfolios and bought insurance. However, a
general formulation that would permit integration with standard eco-
nomic theory and in particular with general equilibrium theory was lack-
ing. I was able to work out such a formulation, which introduced the
concept of contingent contracts, contracts for delivery of goods or money
contingent on the occurrence of any possible state of affairs. In effect, I
postulated the existence of insurance against all conceivable risks. My
rather sketchy paper was greatly enriched and extended by Gerard De-
breu. The idea was simplicity itself and yet novel.

It has become a standard tool of analysis, in this case rather more than
['intended. I considered the theory of contingent contracts as a sketch of
an ideal system to which the methods of risk bearing and risk shifting in
the real world were to be compared. It was clear enough empirically that
the world did not have nearly as many possibilities for trading risks as
my model would have predicted. I did not, however, have at first a partic-
ularly good explanation for the discrepancy.

A considerable insight came a few years later. I was asked by the Ford
Foundation to take a theorist’s view of the economics of medical care. 1
first surveyed the empirical literature on the subject. My theoretical per-
spective suggested that there was inadequate insurance against the very
large financial risks. Indeed, insurance coverage, both governmental and
private, has expanded greatly since then. But 1 soon realized that there
were obstacles to the achievement of full insurance. Insurance against
health expenditures creates an incentive to spend more freely than is
desirable.

Was there a general theoretical principle behind this? The concept of
Insurance against uncertainties did not fully reflect the actual situation,
namely, that different individuals may have different uncertainties. The
person insured knows more about his or her state of health than the in-
surer. The fact that individuals have informational differences is a key
element in any economic system, not just in health insurance.

To take a very different example, consider tenant farming. If the land-
lord hired someone to work his or her farm, the farm worker would have
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limited incentives to work to full capacity, since the worker’s income
is assured. The owner could indeed direct the worker if fully informed
about what the worker was doing. But his information can be obtained
only by costly supervision. In its absence, the two parties will have
different information, and production will be inefficient. The other ex-
treme alternative is to rent the farm at a fixed fee. Then indeed incentives
to the worker (or, in this case, tenant) are very strong. But farming
is a risky business, and poor farmers at least may not be able to bear
the uncertainty. Hence, the compromise of sharecropping arose. It dulls
incentives, but not completely, and it shares risks, but not completely.
Similarly, most health insurance policies have a coinsurance feature, so
that risks are partially shared, while the patient still has some incentive
to economize.

The theme may be stated without elaboration. Informational differ-
ences pervade the economy and have given rise to both inefficiencies and
contractual arrangements and informal understandings to protect the less
informed. My own contributions here were conceptual rather than tech-
nical, and the present theory is the result of many hands.

I have tried to present, as clearly as I can, the genesis of some of my
researches. They have all been related to the present state of thinking by
others. The field of science, indeed, the whole world of human society,
is a cooperative one. At each moment, we are competing, whether for
academic honors or business success. But the background, and what
makes society an engine of progress, is a whole set of successes and even
failures from which we all have learned.
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Ronald H. Coase

After accepting Professor Breit’s invitation to give a lecture in the series,
“Lives of the Laureates,” I read the book containing the previous lectures
and found that the subject of my lecture was to be “My Evolution as an
Economist.” This led me to consider in what ways my ideas can be said
to have evolved. The notion of an evolution in someone’s ideas suggests
a move from the simpler and cruder to something more complicated and
more refined, brought about by a thought process which gradually im-
proves the analysis. Lars Werin, speaking for the Royal Swedish Academy
of Sciences, in introducing me at the Nobel Prize award ceremony, after
referring to my article, “The Nature of the Firm,” published in 1937, in
which I explained, as I thought, why firms exist, said that I “gradually
added blocks to [my] theoretical construction and had eventually—in the
early 1960s—set forth the principles for answering all the questions,”
that is, the principles for answering all the questions relating to the insti-
tutional structure of the economic system. His statement about the final
result is, [ believe, substantially correct. But if his words are interpreted
to mean that I started with a relatively simple theory and gradually, pur-
posefully added building blocks until I had accumulated all that were
needed to construct a theory of the institutional structure, it would give
a misleading view of the development of my ideas. I never had a clear
goal until quite recently. I came to realize where 1 had been going only
after I arrived. The emergence of my ideas at each stage was not part of
some grand scheme. In the end I found myself with a collection of blocks
which, by some miracle, fit together to form, not a complete theory, but,
as Lars Werin indicated, the foundation for such a theory.
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The development of my ideas seems to me to have been more like a
biological evolution in which the changes are brought about by chance
events. How all this happened will be the subject of this lecture. It will,
[ think, throw some light on what Professor Breit calls the major rationale
for this lecture series, learning about “the process by which original ideas
are germinated and eventually accepted by one’s peers.” But if the occa-
sion for the emergence of my ideas was provided by chance events, my
response to them was no doubt influenced by the spirit of the age. Virginia
Woolf has asserted that “on or about December 1910 human character
changed” leading to “a change in religion, conduct, politics and litera-

1]

ture.”" If it is true that this date marks a turning point in human affairs,
one would hardly expect that my approach in economics would be ex-
actly the same as that of those who preceded me.

As you will by now have guessed, I was born in December, 1910. To
be precise, I was born on December 29th at 3:25 p.m. The place was
Willesden, a suburb of London. I was to be the only child of my parents.
My father was a telegraphist in the post office where my mother had also
been employed until her marriage. Although both my parents had left
school at the age of 12, they were completely literate. However, they had
no understanding of, or interest in, academic scholarship. My interests
were always academic. But I grew up with no idea of what scholarship
involved, had no guidance in my reading, and was unable to distinguish
the charlatan from the serious scholar. But in two respects I am greatly
indebted to my parents. They may not have shared my interests but they
always supported me in what [ wanted to do. And my mother taught me
to be honest and truthful. Frank Knight has said: “The basic principle
of science—truth or objectivity—is essentially a moral principle.”? My
endeavors to follow my mother’s precepts have, I believe, been important
in my work. My aim has always been to understand the working of the
economic system, to get to the truth, rather than to support some posi-
tion. And in criticizing others, I have always tried to understand what
their position was and not to misrepresent it. I have never been interested
in cheap victories.

When young I had a weakness in my legs which led to my wearing
irons. I went to the local school for physical defectives. It was run by the
same department of the council that ran the school for mental defectives,
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and I suspect that there may have been an overlap in the curriculum. I
have no clear recollection of what 1 was taught there. All T can now re-
member is having been taught, at one stage, basket-weaving, a useful skill
that I am afraid I failed to master.

I missed taking the entrance examination for the local secondary school
at the usual age of 11 (perhaps because I was at the school for physical
defectives). But, through the efforts of my parents, I was allowed to take
the examination at the age of 12, as a result of which I was awarded a
scholarship to go to the local secondary school, the Kilburn Grammar
School. The teaching there was good, and I received a solid education in
the usual school subjects. I passed the matriculation examination in 1927,
with distinction in history and chemistry. It was then possible to spend
the next two years at the Kilburn Grammar School studying for the inter-
mediate examination of the University of London. This covered the sub-
jects that would have been taken during the first year at the University.
I had to decide what degree to take. My inclination had been to take a
degree in history but I found that to do this, at least for the degree I
wanted to take, it was necessary to know Latin, and having arrived at
Kilburn Grammar School one year later than usual, boys of my age who
had chosen to study Latin had already done so for a year. I had therefore
been assigned to the science side of the school. This meant that I would
not be able to take a degree in history. So I turned to the other subject in
which I had secured distinction and started to study for a science degree,
specializing in chemistry. However, I found I did not like mathematics,
essential for a science degree, and decided to switch to the only other
degree for which it was possible to study at the Kilburn Grammar School,
one in commerce. Thinking back over this episode, I have concluded that
the reason I disliked mathematics was that we learned formulas and
mathematical operations without understanding the sense of what we
were doing. Had T come across Silvanus Thompson’s Calculus Made
Easy, which explained the sense of these mathematical operations, or if
the teaching at the Kilburn Grammar School had adopted a similar ap-
proach, it is very likely that I would have continued with my science
degree. It is good that I did not as I would have made a mediocre mathe-
matician and would never have become a first rate scientist. As it was, |
studied at school for the intermediate examination of the Bachelor of
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Commerce of the University of London (apart from accounting, not
taught at the Kilburn Grammar School and which I studied by means of
a correspondence course). Although I had only a rudimentary knowledge
of the subjects, I managed to pass the examinations. And in 1929, at the
age of eighteen, I went to the London School of Economics (LSE) to con-
tinue my studies for a B.Com. I passed part I of the final examination in
1930. For part II, I decided to take the Industry Group, supposedly in-
tended for those who wanted to be works managers, but what universities
say about their courses is not always to be taken seriously. However,
although I could not have known this, I had made a fateful decision, one
that would change my whole life.

Arnold Plant was appointed Professor of Commerce (with special refer-
ence to business administration) at the London School of Economics in
1930, having held a similar position at the University of Cape Town in
South Africa. He took charge of the Industry Group. I therefore studied
for the Industry Group in the very year that Plant took it over. In 1931,
some five months before I completed my studies, I attended Plant’s semi-
nar. It was a revelation. He introduced me to Adam Smith’s “invisible
hand.” You should remember that I had not taken a course in economics
at LSE although some of the courses had economic content. The result
was that my notions on economics were extremely wooly. What Plant
did was to make me aware that producers compete, with the result that
they supply what consumers value most. He explained that the economic
system was coordinated by the pricing system. I was a socialist at the
time, and all this was news to me. I passed the B.Com., part II, final
examination in 1931. However, as I had taken the first year of university
work while still at the Kilburn Grammar School and three years of resi-
dence at LSE were required before a degree could be granted, I had to
decide what to do during this third year. The course that I had found
most interesting in my studies for part Il was industrial law, and my tenta-
tive decision was to use this third year to study for the B.Sc. (economics)
degree, specializing in industrial law. Had I done so, I would undoubtedly
have ended up as a lawyer. But this was not to be. No doubt as a result
of Plant’s influence, I was awarded a Sir Ernest Cassel Traveling Scholar-
ship by the University of London for the year 1931-32. I was to work
under the direction of Plant, and the year would be counted as a year’s
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residence at LSE. This is how it happened that I took the road that would
lead to my becoming an economist and not a basket-weaver, a historian,
a chemist, a works manager, or a lawyer. “There is a divinity that shapes
our ends, rough hew them though we may.”

When [ had completed my studies for the B.Com. degree, I knew a
little about accounting, statistics, and law. Although I had never taken
a course in economics at LSE, I had also picked up a little economics.
Acting on hints in Plant’s seminar, I had discussed economic problems
with my friend Ronald Fowler, who was also taking the Industry Group.
And LSE was a relatively small institution at that time. I knew students
who were economics specialists and had discussions with them, particu-
larly with Vera Smith (later Vera Lutz), Abba Lerner, and Victor Edel-
berg. That I had come to economics without any formal training was to
prove a great advantage. I had never been trained what to think and
therefore what not to think, and this gave me a lot of freedom in dealing
with economic questions.

I proposed to use my Cassel Traveling Scholarship to go to the United
States and to study vertical and lateral integration in industry. Plant had
discussed in his lectures the various ways in which industries were orga-
nized, but we seemed to lack any theory that would explain why there
were these differences. I set out to find this theory. There were two other
problems that seemed in my mind to be connected to my main project.
Plant had spoken in his seminar about the economic system being coordi-
nated by the pricing system and had been critical of government schemes
for the rationalization of industry—particularly those for coordinating
the various means of transport. And yet, in his lectures on business ad-
ministration, Plant spoke of management as coordinating the factors of
production used in a firm. How could these two views be reconciled? Why
did we need management if all the coordination necessary was already
provided by the market? What was essentially the same puzzle presented
itself to me in another form. The Russian Revolution had taken place in
1917. But we knew very little about how a communist system would
operate. How could we? The first five-year plan was not adopted until
1928. Lenin had said that under communism the economic system would
be run as one big factory. Some western economists were arguing that
this could not be done. Yet there were factories in the western world and
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some of them were very large. Why couldn’t the Russian economy be run
as one big factory?

These were the puzzles with which I went to the United States. I visited
universities but in the main I carried out my project by visiting businesses
and industrial plants. I talked with everyone I met and read trade periodi-
cals and the reports of the Federal Trade Commission. At the end of the
year there was much about the organization of industry that I felt I did not
understand. But I believed that I had solved part of the puzzle. Economists
talked about the economic system as being coordinated by the pricing
mechanism (or the market) but had ignored the fact that using the market
involved costs. From this it followed that means of coordination other
than through use of the market could not be ruled out as inefficient—it
all depended on what they cost as compared with the cost of using the
market. I realized that this way of looking at things could affect one’s
views on centralized planning. But, and this was what really mattered to
me, it also meant that we could understand why there were firms in which
the employment of the factors of production was coordinated by the man-
agement of the firm while at the same time there was also coordination
conducted through the market. Whether a transaction would be orga-
nized within a firm or whether it would be carried out on the market
depended on a comparison of the costs of organizing such a transaction
within the firm with the costs of a market transaction that would accom-
plish the same result. All this is very simple and obvious. But it took me
a year to realize it—and many economists seem unaware of it (or its
significance) to this day.

It was an extraordinary piece of luck that the last year of my studies
for the B.Com. coincided with Arnold Plant’s first year at LSE. It was
another piece of luck that the next year I was able to secure a Cassel
Traveling Scholarship. This was followed by a piece of luck even more
extraordinary. I came on to the labor market in 1932, the worst year of
the Great Depression. Unemployment was rife among LSE graduates.
And yet 1 secured employment. It came about this way: in 1931, with
the financial support of George Bonar, a prominent member of the jute
industry, there had been established, with the advice of Sir William Bever-
idge and others at LSE, a School of Economics and Commerce in Dundee,
to be administered by the Dundee Educational Authority. The purpose
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of the school was to train students for business. The senior appointments
were made in 1931. The junior appointments were made in 1932, just
when I needed a job. It is easy to see in retrospect that my qualifications,
meager though they were, would have seemed more appropriate for this
position than those of most graduates in economics. I was appointed an
assistant lecturer at the Dundee School of Economics and Commerce in
October, 1932. If the Dundee School had not been established in 1931,
[ don’t know what I would have done. As it was, everything fell into
place. I was to be an economist and could evolve.

My duties involved lecturing in three courses all of which started in
October. How I did it I can’t now imagine. Duncan Black, the other assis-
tant lecturer, has described how I arrived in Dundee with my head full
of my ideas on the firm. Fortunately, one of the courses was on “The
Organization of the Business Unit.” In a letter to my friend Ronald
Fowler that has been preserved, I described the contents of my first lecture
in that course. It was essentially the argument that was later to be pub-
lished as “The Nature of the Firm” (one of the two articles cited by the
Royal Swedish Academy of Sciences in 1991 as justification for the award
of the Nobel Prize). I could never have imagined in 1932 that these ideas
would come to be regarded as so significant. Of course, I liked the lecture.
In my letter to Fowler, after describing the contents of the lecture, I ex-
pressed my great satisfaction with it: “As it was a new approach (I think)
to this subject, I was quite pleased with myself. One thing I can say is
that I made it all up myself.” As I said in my Nobel Prize lecture, “I was
then twenty-one and the sun never ceased to shine.”

At Dundee I began to read the literature of economics—Adam Smith,
Babbage, Jevons, Wicksteed, Knight. Writing of my days at Dundee, Dun-
can Black, in notes prepared for Kenneth Elzinga in connection with the
article he was writing about me for the International Encyclopedia of
the Social Sciences, commented that at this carly date my attitude was
“surprisingly definite.” “He wanted an Economics that would both deal
with the real world and do so in an exact manner. Most economists are
content to achieve one or the other of these objectives and to my mind
the distinguishing mark of Coase’s work in Economics is that, in a fair
measure, it achieves both objectives.” Whether I succeeded or not, Black
does describe what my aim in economics was, and is. I ascribe it to the
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fact that I started not with an academic study of economics but with an
education in commerce and that when [ began to study economics it was
with a view to using it to understand what happened in the real world.

However, I was not immune to what was happening in the economics
world. In 1933 Chamberlin’s Theory of Monopolistic Competition and
Joan Robinson’s Economics of Imperfect Competition were published.
These books created a great stir in economics, and I was swept up along
with the others. While still at Dundee I wrote an article in which I used the
analysis developed by Joan Robinson to examine the problems discussed
by Chamberlin. This article was published in 1935. More illustrative of my
general attitude was the work I did on expectations at that time.

While at Dundee I spent my vacations at LSE. Much of my time was
taken up with discussions on economics with Ronald Fowler, who had
been appointed an assistant lecturer at LSE. One question that interested
us was the belief, held by many economists, that producers, in deciding
on output, assumed that existing prices and costs would continue in the
future. It had been shown that if producers acted in this way, it would
result in fluctuations in prices and output (termed the “cobweb theorem”
by Kaldor). An example of the cobweb theorem was thought to be pro-
vided by the pig-cycle in Britain. We undertook a statistical investigation
that showed, as we thought, that pig producers in Britain did not assume
that existing prices would continue unchanged in the future. When prices
were unusually high they expected them to fall, and when they were un-
usually low they expected them to rise. As my correspondence shows, I
intended to use the techniques we had developed in this study to investi-
gate the formation of producer expectations in other areas—and Fowler
had a similar intention. What I then had was a strong interest in measur-
ing the concepts which were usually only treated theoretically by econo-
mists. In this [ was greatly influenced by the work of Henry Schultz of
the University of Chicago in deriving statistical demand schedules. Apart
from my work on expectations I also started an investigation of the cost
of capital and how it varied with the size of the issue, and the size and
industry of the firm. None of this work was completed. Fowler did how-
ever complete a study of the elasticity of substitution between scrap and
pig iron in the production of steel which was published in the Quarterly
Journal of Economics in 1937.
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At this time my own expectation was that my future research would be
to engage in similar quantitative investigations. But this did not happen. It
is easy to see why. In 1934 I was appointed an assistant lecturer in the
University of Liverpool with the duty of lecturing on banking and finance,
subjects on which I knew next to nothing. More important was that in
1935 I ' was appointed an assistant lecturer in economics at LSE. Here my
duties were to lecture on the theory of monopoly (taking over a course
that had previously been given by John Hicks who had gone to Cam-
bridge), to assist Plant in the Department of Business Administration (the
DBA) and to give the course on the economics of public utilities (previ-
ously given by Batson, who had gone to South Africa). The lectures on
the theory of monopoly created no particular difficulty for me. We had
Joan Robinson’s book, and I had written on the theory of duopoly. In
1937, I published an article, “Notes on the Theory of Monopoly,” which
contained some of the ideas that came from these lectures. My work in
the Department of Business Administration was more humdrum. I pre-
pared some cases in the manner of the Harvard Business School and as-
sisted in the teaching.

Ronald Edwards, whose field was accounting, had joined the DBA,
and Fowler and I collaborated with him in the work of the Accounting
Research Association. Among other things, we investigated how far the
figures in the published accounts could be used for economic research.
We showed that they could be so used, once the basis for the figures was
understood, by publishing a study of the British iron and steel industry
using the material in published balance sheets. I also published in The
Accountant a series of articles on cost accounting, articles which have
since been reprinted and much referred to, largely I think because they
contain the only systematic account of the opportunity cost concept as
it was taught at LSE in the 1930s. My main research activity was, how-
ever, in connection with my course on public utilities. I soon found that
very little was known about public utilities in Britain, and I made a series
of historical studies of the water, gas, and electricity supply industries,
and particularly of the post office and broadcasting. Another publication
should be noted. In 1934 while still at Dundee, I had written the draft
of an article entitled “The Nature of the Firm,” a systematic exposition
of the ideas in my 1932 lecture. At LSE I revised this draft and submitted
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it to Economica, in which it was published in 1937. It created little inter-
est. I have recounted how, on the day it was published, on the way to
lunch the two professors of commerce congratulated me but never re-
ferred to the article again. Lionel Robbins, in whose department I was,
never referred to the article ever. It was not an instant success.

In September, 1939, war was declared. What I have just described is
the work on which I was engaged in the seven years from 1932 to 1939.
In 1940 I was appointed head of the Statistical Division of the Forestry
Commission (responsible at that time for timber production in the United
Kingdom), and in 1941 I moved to the Central Statistical Office, one of
the Offices of the War Cabinet. I ended up responsible for munitions
statistics, those relating to guns, tanks, and ammunition. I did not return
to LSE until 1946. My six years in government service played little part in
my evolution as an economist, except perhaps to confirm my prejudices.

On my return to LSE I became responsible for the course on the princi-
ples of economics, a conventional exposition of mainstream economics.
In 1946 I published an article, “Monopoly Pricing with Interrelated Costs
and Demands,” based on material in my prewar monopoly course. An-
other article published the same year, “The Marginal Cost Controversy,”
should also be mentioned because it illustrates the way in which my ap-
proach to economic policy differed from that of most of my contemporar-
ies. Towards the end of the war, the economists in the Economics Section
of the Offices of the War Cabinet began to consider the problems of post-
war Britain. James Meade and John Fleming, in the Economics Section,
wrote a paper on the pricing policies of state enterprises in which they
advocated marginal cost pricing. Keynes, who was an advisor to the Trea-
sury, saw the paper, was enthusiastic about it, and reprinted it in the
Economic Journal, of which he was editor. I also saw the paper as did
Tom Wilson (also in the Economics Section), and we did not like it. |
published a short critical note in the Economic Journal, and after the war
I wrote “The Marginal Cost Controversy.” I was already familiar with
the case for marginal cost pricing before I saw the Meade-Fleming piece.
Abba Lerner had been an enthusiastic advocate and an able expositor of
marginal cost pricing at LSE, and it was undoubtedly pondering over
Lerner’s argument that gave me my view. I maintained that a general
policy of marginal cost pricing would lead to waste on a massive scale.
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It would also bring aBout a redistribution of income and would lead to
taxation that would introduce elsewhere divergencies between price and
marginal cost that had not previously existed. Tom Wilson pointed out
that the policy would lead to a substitution of state enterprise for private
enterprise and of centralized for decentralized operations. What had hap-
pened is that, through concentrating on getting the right marginal adjust-
ments, economists (for at that time belief in marginal cost pricing was
the dominant view among academic economists) had completely ignored
the effects their policy would have in other ways. They fiddled while
Rome burned. I have called their way of proceeding “blackboard eco-
nomics” since what they described could happen only on a blackboard.
In the meantime at LSE I had been promoted to become a “reader in
economics, with special reference to public utilities.” My main research
activity was the continuation of my historical studies of British public
utilities. In 1950 I published a book, British Broadcasting: A Study in
Monopoly.

In 1951 I migrated to the United States. What prompted me to take
this step was a combination of a lack of faith in the future of socialist
Britain, a liking for life in America (I had spent part of 1948 there study-
ing the working of a commercial broadcasting system), and an admiration
for American economics. Among the older economists it was Frank
Knight that I most admired; among my contemporaries it was George
Stigler. And I have already mentioned the influence of Henry Schultz. My
first appointment in America was at the University of Buffalo, due to the
presence there of John Sumner, a specialist on public utilities, who had
visited LSE before the war. In 1958 I joined the faculty of the University
of Virginia and in 1964 the faculty of the University of Chicago.

On coming to the United States I decided to make a study of the politi-
cal economy of broadcasting, based on experience in Britain, Canada,
and the United States. This was essentially a continuation of the kind of
research I had been conducting at LSE. I collected a great deal of material
for this project. I spent the year 1958-59 at the Center for Advanced
Study in the Behavioral Sciences at Stanford. While there I wrote an arti-
cle on “The Federal Communications Commission” which was published
in the Journal of Law and Economics. This was to have far-reaching
consequences.
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In that article I examined the work of the Federal Communications
Commission (the FCC) in allocating the use of the radio frequency spec-
trum. [ suggested that this should be done by selling the right to use a
frequency. The use of pricing for the allocation of resources was hardly
a novel idea for an economist (and in any case the suggestion had already
been advanced for the radio frequency spectrum by Leo Herzel). What
was unusual in my paper was that [ went on to discuss the nature of
the rights that would be acquired. The main problem in the case of the
radio frequency spectrum concerned interference between signals trans-
mitted on the same or adjacent frequencies. I argued that if rights were
well-defined and transferable, it did not matter what the initial rights
were—they would be transferred and combined so as to bring about the
optimal result. As I put it: “The ultimate result (which maximizes the
value of production) is independent of the legal [position].”? This simple
and, as I thought, obvious proposition, was disputed by the economists
at the University of Chicago with whom I was in touch. It was even sug-
gested that I should delete this passage from the article. However, I held
my ground and later, after the article was published, a meeting was held
at the home of Aaron Director at which I was able to convince the Chi-
cago economists that I was right. [ was then asked to write up my ideas
for publication in the Journal of Law and Economics.

I took on this task with enthusiasm. I was a great admirer of what the
Journal of Law and Economics, under the editorship of Aaron Director,
had been accomplishing. In it were being published articles that examined
actual business practices, the effects of different property rights systems,
and the working of regulatory systems. I considered it essential if econom-
ics (and particularly that part called industrial organization) was to make
progress, that articles such as these should be published, but they were
articles that, at that time, would have found difficulty in being published
in the normal economic journals. My article on the FCC was an example.
However, I wanted to go beyond the passage in the FCC article to which
objections had been made and to deal more generally with what may be
termed the rationale of a property rights system. I had discussed the case
of Sturges v. Bridgman in the FCC article, but I wanted to examine other
nuisance cases (something I could do because of the familiarity T had
acquired with the Law Reports in my student days at LSE). Also, I had
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long thought (again from my student days) that although Pigou’s Eco-
nomics of Welfare was a great book for the problems it tackled, Pigou
was not very sure-footed in his economic analysis. I had made two passing
references to Pigou in the FCC article but did not discuss his views since
that article was wholly devoted to the problem of the allocation of the
use of the radio frequency spectrum. However, my discussions at Chicago
had made clear to me the strength of the hold that Pigou’s approach had
on the economics profession, and this led me to want to deal with it
directly. I also wanted to discuss the influence of positive transaction costs
on the analysis, something that I had only alluded to in a footnote in the
FCC article. These were the various objectives or themes that I wanted
to weave together and which I think I managed to do in “The Problem
of Social Cost.”

This article received considerable attention almost immediately. Arti-
cles were written attacking and defending it. It became one of the most
cited articles in the economics literature. It contained ideas that I had
long held at the back of my mind but had never articulated. It is a curious
aspect of this story that had these Chicago economists not objected to
the passage in the FCC article, “The Problem of Social Cost” would prob-
ably never have been written and these ideas would have remained in the
back of my mind.

I wrote the article in the Summer of 1960 at LSE, where T had access
to the Law Reports. I argued that Pigou had been looking at the problem
of what is termed “externality” in the wrong way. It is a reciprocal prob-
lem, and it was Pigou’s failure to recognize this (or at any rate to incorpo-
rate it in the analysis) that had prevented him (and the economics
profession which had followed him) from developing the appropriate
analysis. It was also true that Pigou’s policy recommendations were un-
necessary in a regime of zero transaction costs (which was implicitly his
assumption) since in this case negotiations between the parties would
bring about the optimal result. However, transaction costs are not zero
and real world situations cannot be studied without introducing positive
transaction costs. Once this was done, it became impossible to say what
the appropriate policy recommendation should be without knowing what
the transaction costs were and the factual situation of each case under
consideration. What should be done could only be learned as a result of
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empirical studies. What I did in “The Problem of Social Cost” was to
provide not a solution, but an approach. As I said in that article: “Satis-
factory views on policy can only come from a patient study of how, in
practice, the market, firms, and governments handle the problem of
harmful effects. . . . It is my belief that economists and policymakers
generally have tended to overestimate the advantages which come from
governmental regulation. But this belief, even if justified, does not do
more than suggest that governmental regulation should be curtailed. It
does not tell us where the boundary line should be drawn. This, it seems
to me, has to come from a detailed investigation of the actual results of
handling the problem in different ways.”*

A year or two after the appearance of “The Problem of Social Cost”
[ received an invitation to join the faculty of the University of Chicago.
What attracted me to the position at Chicago was that part of my duties
would be to edit the Journal of Law and Economics. I have already spo-
ken of my admiration for the Journal and the articles it contained. I
wanted to continue this work, and I went to Chicago to do it. I greatly
enjoyed editing the Journal. Using the resources of the law and economics
program at the University of Chicago Law School and the opportunity
of publication in the Journal, I encouraged economists and lawyers (at
Chicago and elsewhere) to undertake empirical studies of the kind advo-
cated in “The Problem of Social Cost.” As a result, many splendid articles
were published. This was a very happy period for me. Every article was
an event. In the 1970s and ’80s, articles of a similar character began to
appear in other journals, and there were many citations to the “Nature
of the Firm” as well as to “The Problem of Social Cost.” I felt the time
had come to bring together my essays on the institutional structure of
production and in 1988 published The Firm, the Market and the Law,
which reprinted my chief articles on this topic. It included an introductory
essay which explained my central message.

The next event to be noted as affecting the evolution of my ideas oc-
curred in 1987 when Oliver Williamson and Sidney Winters organized a
conference at Yale to celebrate the fiftieth anniversary of the publication
of “The Nature of the Firm.” This was probably the best conference that
I have ever attended. The papers by eight distinguished economists were
not designed to praise nor to bury “The Nature of the Firm” but to exam-
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ine the issues it had raised and to extend, and—where they found
error—to correct, what I had said. I contributed three lectures on the
origin, meaning, and influence of the article. Attendance at this confer-
ence and preparation of my lectures had a great effect on my thinking.
Writing “The Problem of Social Cost” and my later discussions with Ste-
ven Cheung in the 1960s had made me aware of the pervasive influence
of transaction costs on the working of the economy, but I had not exam-
ined the problem in a systematic way. When Williamson, in his paper,
ascribed the limited use of the thesis of “The Nature of the Firm” to the
fact that it had not been made “operational,” I had no doubt that he was
essentially correct. What he had in mind was that the concept of transac-
tion costs had not been incorporated into a general theory which could
be checked and developed by empirical studies. However, this would be
no easy task. The incorporation of transaction costs in an economic the-
ory which assumed they were zero would involve a complete change in
its structure. Even if we confined ourselves to the thesis of “The Nature
of the Firm,” narrowly conceived, there were formidable obstacles to
making it “operational.” Whether the coordination of the factors of pro-
duction needed to produce a given result will be undertaken administra-
tively within a firm or by means of pricing on the market depends on the
relative costs of carrying out the coordination in these different ways,
and whether it will be profitable depends on their absolute height. But
what are the factors that determine these relative and absolute costs? Dis-
covering them will not be at all easy. But there is an even more difficult
problem. The analysis cannot be confined to what happens within a single
firm. The costs of coordination within a firm and the level of transaction
costs that it faces are affected by its ability to purchase inputs from other
firms, and their ability to supply these inputs depends in part on their
costs of coordination and the level of transaction costs that they face,
which are similarly affected by what these are in still other firms. What
we are dealing with is a complex interrelated structure.

The Yale conference rekindled my interest in the issues raised by “The
Nature of the Firm” and led me to decide, once my existing commitments
were out of the way, to devote myself to helping in the construction of
a theory that would enable us to analyze the determinants of the institu-
tional structure of production. For now I was not alone. As the papers at



204 Lives of the Laureates

the conference had demonstrated, important work was being undertaken,
aimed at the clarification and improvement of the theory while many
empirical studies of high quality were being conducted which were pro-
viding data on the basis of which further advances could be expected to
be made. We were beginning to see what needed to be explained and I
felt confident that, although it would take many years of dedicated work
by many economists to achieve this goal, we would ultimately be able to
construct a comprehensive theory of the institutional structure of produc-
tion. Although it is obvious that I will be able to travel only part of the
way, I decided at Yale that this is what I should do in my few remaining
years.

And then, in 1991, I was awarded the Alfred Nobel Memorial Prize
in Economics. The two articles cited as justification for the award were
“The Nature of the Firm,” published over 50 years before and “The Prob-
lem of Social Cost,” published 30 years before. The first article had been
received with indifference, the second provoked controversy. Neither had
commanded the assent of the economics profession and if, of which I am
not sure, there is now general recognition of the importance of my work,
it must have come very recently. Lars Werin at the awards ceremony in
Stockholm, after saying that I had “remarkably improved our under-
standing of the way the economic system functions,” added “although it
took some time for the rest of us to realize it.”

This lecture clearly provides grist to Professor Breit’s mill in his quest
to understand “the process by which original ideas are germinated and
eventually accepted by one’s peers.” But what has my tale to contribute?
It has often been remarked that original ideas commonly come from those
who are young and/or have newly entered a field. This certainly fits my
case. In 1932, when, in a lecture in Dundee, I introduced the concept of
transaction costs into economic analysis, I was 21, and, if economics was
my field, I had only just entered it. However, at first sight, it is not easy
to understand why the inclusion of transaction costs in economic analysis
was an “original” idea. The puzzle I took with me to America was there
for all to see, and my solution was simple and obvious. The explanation
for this failure to include transaction costs in the analysis is not that other
economists were not smart enough but that, in their work, they did not
concern themselves with the problems of the institutional structure of the
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economy and so never encountered my puzzle. This situation came about,
as Demsetz has explained, because economists since Adam Smith have
taken as a major task to formalize his view that an economic system could
be coordinated by the pricing system. What has been produced is a theory
of the working of an economic system of extreme decentralization. It has
been a towering intellectual achievement and has enduring value, but it
is an economics with blinkers and has had the unfortunate effect of divert-
ing attention from some very important features of the economic system.
This explains, among other things, why, when it first appeared, “The
Nature of the Firm” excited so little interest.

But why did “The Problem of Social Cost” attract so much attention
so soon? I have recounted the somewhat peculiar circumstances that led
to its writing. This had the result that, when it appeared, it had the strong
support of a powerful group of economists at the University of Chicago
and especially of George Stigler. My argument that the allocation of re-
sources in a regime of zero transaction costs would be independent of
the legal position regarding liability was formalized by Stigler and named
by him the “Coase Theorem.” This attracted attention to my article, and
many papers were published attacking and defending the “theorem.” The
fact that the “Coase Theorem” dealt with a regime of zero transaction
costs was also helpful since this meant that economists felt quite at home
discussing it, remote from the real world though it may have been. It does
not seem to have been noticed that the “theorem” applies to a world of
positive transaction costs for all exchanges that are actually made, pro-
viding that the transaction costs are not significantly affected by the
change in the legal position regarding liability, which will commonly be
the case. Strangely enough, I believe the fact that the discussion was not
concerned with the real world of positive transaction costs did not dimin-
ish but actually increased the attention given to my article. Another cir-
cumstance that led to much discussion in the literature was that I
criticized Pigou’s analysis (accepted by most economists). As a result
many articles were written by economists defending Pigou (and them-
selves). Another, and quite separate, circumstance was that this article,
by discussing the rationale of a property rights system and the effect of
the law on the working of the economic system, extended the economic
analysis of the law beyond its previous connection with antitrust policy.
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The article greatly interested lawyers and economists in American law
schools, spawned an immense literature, and led to the emergence of the
new subject of “law and economics.” All these quite special circum-
stances combined to make this article an immediate success. But it would
be wrong to conclude that for the thesis of an article to gain acceptance
it is necessary to have the support of a prestigious group or the stir of
controversy or involve some similar circumstance. After all; “The Nature
of the Firm,” received at first with indifference, has by now had a very
considerable influence on the thinking of many economists. Without the
kind of factor that affected the reception of “The Problem of Social
Cost,” it just takes longer for a good idea to secure acceptance. As Edwin
Cannan, the teacher of my teacher, Arnold Plant, said: “However lucky
Error may be for a time, Truth keeps the book, and wins in the long
run.”’

Given the broad acceptance of my analysis in “The Nature of the Firm”
and “The Problem of Social Cost,” what is the task ahead? The Nobel
Committee said that I had provided the blocks for the construction of a
theory of the institutional structure. We now have to discover how they
fit together so that we can construct it. [ hope to assist in this work. But,
as is obvious, in a few years my evolution will come to an end. However,
other able scholars will continue their work, and the outlines of a compre-
hensive theory should begin to emerge in the near future. No doubt some
of these scholars will visit you to present a lecture in this series and to
tell you about their evolution.
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