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ix

When the first edition of Development of
Economic Analysis was published in 1967,
economists had already established their
discipline as ‘scientific,’ in the mathemati-
cal style in which they presented their ar-
guments, which were quite explicitly
modeled to become joined to quantitative
research. That the new style of economic
discussion and communication leaned in
this direction was partly a reflection of the
influx of mathematicians, physicists and
engineers into the profession. It also re-
flected the shift of focus in the allocation
of research funds during the Great Depres-
sion, by such well-endowed organizations
as the Rockefeller Foundation, toward ‘sci-
entific’ endeavors. Thus, by the late 1960s
the discursive non-mathematical style of
textbooks in the history of economic
thought made them appear outmoded com-
pared with the increasingly formal pres-
entations in other textbooks that had, by
then, become focused on micro- or macr-
oeconomic analysis.

Because there was still a substantial in-
terest in the history of economics, the idea
of writing a text that would focus on the
development of the analytical tools of eco-
nomics seemed to offer a vehicle for nar-
rowing the distance between books in eco-

nomic theory and the traditional book in
the history of thought. Accordingly, the first
chapter of Development of Economic Analy-
sis posed the question: ‘Why was the emer-
gence of economic analysis delayed until the
latter part of the eighteenth century, when
economic ideas can be traced to the philo-
sophical, legal, religious, ethical and politi-
cal writings of the scholars of antiquity?’
Thus, the chapters that followed were de-
signed to present the emergence of econom-
ics as a discipline that was becoming in-
creasingly ‘scientific,’ partly in consequence
of its greater reliance on the tools and per-
spective of the natural sciences, and because
it focused less on the value judgments that
characterized the discipline before the days
of ‘logical positivism.’ Lamentably, the pref-
erence that professional economists now
have for the language of mathematics and
empirical testing is, in no small measure,
responsible for the present relative neglect
of the history of economic ideas, economic
history, and institutionally oriented courses
in contemporary graduate and undergradu-
ate programs in economics. On the positive
side, the history of econometrics and its
relation to economic theory has become an
important new research area for historians
of economic thought. It was for this reason
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that the fifth edition incorporated a new
chapter that articulated the emergence of
econometrics as the ‘sister discipline’ of eco-
nomics.

The chief concern of the sixth edition is
to bring the study of the history of economic
theory and method into the twenty-first cen-
tury. The discipline of economics has under-
gone changes, some of which are subtle,
when compared with the state of economics
in 1967, when the history of economic
thought was a requirement for students in
economics at doctoral, masters, and bacca-
laureate levels. It was also a recommended
and popular course among non-majors. This
requirement has been substantially elimi-
nated, because it is widely believed that
study time is better spent in mastering
mathematics for economists and
econometrics. It thus seems essential to re-
think how the history of economic thought
might best be presented to recapture the
interest of readers who have either been
misled into thinking that the historical as-
pects of their discipline are an unnecessary
frill that will not add much to their exper-
tise if they are, or plan to become, profes-
sional economists; or even that the history
of economic thought is not particularly use-
ful for an educated person who is simply seek-
ing to understand how the economic world
functions.

One vehicle for reviving student inter-
est in the history of economics is to pro-
vide a more enlightened perspective about
the role of what might be termed ‘nu-
meracy’ in the development of economics.
The conventional wisdom that reliance on
mathematics and quantitative techniques
is largely the province of modern econo-
mists is quite misguided. The growth of
knowledge throughout human history has
required numeracy to measure, quantify
and lend precision to its concepts and ideas.
The growth of knowledge about the
behavior of the economy is no exception. It

is simply that historians of economic
thought have been quite tardy in integrat-
ing the role of numeracy into their exposi-
tions of the development of analytical eco-
nomics, while those who were mathemati-
cally trained had little reason to educate
them. The present edition seeks to correct
that omission by emphasizing the parallel
emergence of numeracy in economics on a
textbook level.

User response to the Issues-Answers for-
mat for incorporating selections from the
original source readings that comprise the
Masterworks of the history of economics
has been so positive that this feature is
carried over into this edition, with several
additions that relate specifically to nu-
meracy. These are introduced within the
context of the many controversial issues
to which those who shaped economics gave
their attention. This format offers the dou-
ble advantage of providing easy access to
original source readings while re-enforc-
ing reader appreciation of the intensely
practical concerns of our intellectual fore-
bears as problem solvers. The differing ‘an-
swers’ that they offered also make it mani-
festly clear that intellectual controversy
has been a characteristic of economic in-
quiry from its earliest days.

Many students are acquiring a fairly so-
phisticated level of mathematical and
econometric training, even as undergradu-
ates. However, because mathematics is not
a ‘discovery tool’ in economics, the lan-
guage of mathematics will not be substi-
tuted for English in this text. Not only
would it add little that is substantive, but
it no doubt would preclude other readers
(and among undergraduates they are prob-
ably the majority) who have limited math-
ematical training, but who are neverthe-
less ready to address the ‘big questions’ of
the twenty-first century. One of these is,
assuredly, the policy question of the ap-
propriate balance between individual and
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public responsibility in promoting
humanwelfare. While the primary concern
of this revision is to offer a systematic ac-
count of the development of the body of
knowledge that comprises economic theory
and the methods (deduction versus empiri-
cism) by which knowledge is to be discov-
ered and given expression, whether in
words or numbers, it would be inappropri-
ate to overlook completely the fact that
numeracy often has had a policy dimen-
sion that warrants examination as part of
the history of economic theory and method.

The introduction of numeracy lends it-
self comfortably to retaining the division of
the subject matter of the book into six parts.
Some numerical concepts and techniques
can be traced to antiquity, and are thus part
of the ‘pre-classical’ period that specifically
influenced economic thought. Others ac-
companied the revival of trade from the fif-
teenth century onwards, and proliferated as
part of the contributions of the French and
British political arithmeticians of the sev-
enteenth and early eighteenth centuries.
Their contributions constitute what might
be termed the ‘first stage’ of numeracy in
economics, yet they are a little appreciated
part of the contributions to the ‘pre-classi-
cal’ period, which is the subject matter of
Part I of this book.

Adam Smith’s Wealth of Nations laid an
important part of the groundwork for the
classical tradition, but his lack of enthusi-
asm for political arithmetic brought an early
end to the first stage of numeracy in eco-
nomics. The thinkers who followed Adam
Smith thus relied on the deductive method
rather than empiricism to establish the prin-
ciples of the Classical tradition. Part II ex-
plores the major themes of Classicism in
terms of the specific contributions of Smith,
Malthus, Say, Ricardo, John Stuart Mill and
Senior. The chapter titles are intended to
convey the specific topic areas of their con-
tributions.

Part III, ‘The Critics of Classicism,’ fo-
cuses on the writings of an extremely di-
verse group of nineteenth-century writers.
Besides including Karl Marx’s alternative
analytical system, the best known among
these are the ‘first generation’
marginalists—Jevons, Menger, and Walras.
The German and English historical schools,
and the English socialists, were also part
of the dissent against the classical tradi-
tion. Several who worked in England were
part of the new movement ‘to collect, ar-
range and compare facts’ relating to eco-
nomic activities, events, and outcomes, and
present them in numerical form, which laid
the foundation for the new science of sta-
tistics. Their mission culminated in the
establishment of the Statistical Section of
the British Association for the Advancement
of Science (subsequently Section F) in 1833,
and the Statistical Society of London (later
the Royal Statistical Society) in 1834.
Within a few short years, proponents of the
science of fact-gathering undertook to infer
behavioral generalizations or economic
‘laws’ from their data as a basis for mount-
ing public policies to gain compliance with
standards of moral conduct that would pro-
mote the greatest good for the greatest
number. Especially in the work of W.Stanley
Jevons, this perspective led to the identifi-
cation of mathematical expressions of eco-
nomic behavior and the view that, when
supplemented by the empirical science of
statistics, economics might gradually be
erected into an exact science.

Part IV, ‘The Neoclassical Tradition,’ be-
gins with the eclectic efforts of Alfred
Marshall to join marginalist techniques
and thinking to the classical tradition. His
promotion of the use of diagrams as part
of his effort to make economics ‘scientific’
at long last fully appreciated the possibili-
ties recognized as long ago as René
Decartes’ Geometria (1637), that the dia-
grams used in mathematics, meteorology,
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and engineering could become models for
those drawn by political economists. While
Marshall was skeptical that ‘statistical
treatment alone can give us definitions and
precision of thought’ (Book V, Chap XII, p.
461), it is he who led economists to posit
that money can serve as a basis for meas-
uring human behavioral motives. His tech-
nique has made economics unique among
the social sciences with respect to quanti-
fication.

Marshall’s oral and written tradition
was refined and embellished by his stu-
dents and colleagues, as well as by Ameri-
can scholars who came under their influ-
ence. These developments are part of the
stunning intellectual breakthroughs that
were achieved during the period George
Shackle so colorfully called ‘the years of
high theory.’ These years were also char-
acterized by the dissenting voices of the
institutionalists, the theoretical socialists,
and John Maynard Keynes, whose intent
was nothing less than to generate an in-
tellectual revolution. The issues of their
dissent are examined in the three chap-
ters that comprise Part V; these also set
the stage for the concluding Part VI, ‘Be-
yond High Theory,’ which undertakes to
provide a historical guide to contemporary
theory. Chapter 22, which introduces Part
VI, interprets econometrics as playing a
key role in shaping not only contemporary
economics, but in defining critical areas
of controversy and dissent. These topics
are more fully articulated in Chapters 23–
25, which examine the competing para-
digms of contemporary economics within
the framework of their historical tradi-
tions.

As in previous editions, the division of
the subject matter is intended to accommo-
date the preferences of individual users in
tailoring their course content. For users
who prefer a firm delineation between the
history of economic thought and contempo-

rary economics, Parts I through IV com-
prise a substantially traditional course.
Their focus is on the development of neo-
classical economics up to approximately
1945. The overview at the beginning of each
part facilitates omission of certain chapters,
if necessary, without sacrificing continuity.
For users who also wish to examine criti-
cisms of mainstream thinking during the
same period, Institutionalise Socialist, and
Keynesian contributions are given extended
treatment in Part V.

Part VI is intended for those who wish
to examine the continuum of ideas that
links contemporary theory with the his-
tory of thought. It is written to capture
the perspective that the majority of the
economics profession now strives to emu-
late the hard sciences in establishing math-
ematically modeled propositions of ‘pure’
theory to be tested by means of economet-
ric techniques. This ‘mainstream’ approach
to economics constitutes the professional
core of the PhD degree in economics at vir-
tually all of the graduate schools in the
United States, the United Kingdom,
Canada, Australia and Western Europe.
With the professionalization of economics
via an international community of schol-
ars who stay in close touch via journals,
associations, society conferences, fax, e-
mail and the internet, the similarities
among their programs are often greater
than their differences. Nevertheless, there
is also a strong expression of dissent, es-
pecially among American and British
economists who categorically reject what
each terms ‘the mainstream.’ The time
when most members of the economics pro-
fession were in essential agreement about
the propositions they accepted and the way
in which they communicated their beliefs,
and the extent (limited, if any) of their
support of public policies, is long passed.
Thus, in the closing decades of the twenti-
eth century economic inquiry reflected a



xiii

○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○

Preface to the sixth edition

competition among different paradigms:
institutionalism, the ‘new left’ variant of
Marxian theory, and a rebirth of the Aus-
trian school transplanted (so to speak) via
Vienna and the London School of Econom-
ics to Chicago and numerous ‘Ivy League’
institutions.

There are also at least two variants of
post-Keynesian economics developed by in-
dividuals in the United States, the United
Kingdom (in particular at Cambridge),
Canada, and to a lesser extent, Australia.
Their teaching and research relates to
themes they consider consistent with the
economics of J.M.Keynes and his The Gen-
eral Theory of Employment, Interest and
Money (1936). However, those who identify
themselves as post-Keynesian are far from
agreement in their interpretation of what
precisely it means to be a post-Keynesian.
Thus, it is an important part of this
revision to articulate the nature of their
dissent.

For users who are attracted to Part VI,
but do not have time to use the entire text,
I offer the following outline for a one-semes-
ter course. Assign Chapters 1 and 2; pro-
ceed to Part II Overview and Chapters 4, 5,
and 9. Continue with Part III, assigning
the Overview and Chapter 12. These chap-
ters examine the essentials of the classical
tradition and the subsequent dissent from
it. The Overview and Chapters 14 of Part
IV provide the essentials of the neoclassi-
cal tradition as it developed between 1890
and 1945. The Overview of Part V and
Chapters 19 and 21 provide an equivalent
treatment of the dissent from neoclassicism
during the same period. These four chap-
ters provide sufficient background to enable
a reasonably advanced undergraduate to
understand the chapters that comprise Part
VI. This selection of these chapters is some-
what more technical than an equivalent
number selected from the earlier part of the
book, but it provides an effective semester

course in which the history of economics is
linked to the theory of the contemporary
mainstream. Except for Marx, Veblen, and
Keynes, the critics of the mainstream are
accorded little space in textbooks on the
history of economics. Yet, dissent now re-
flects an increasingly important part of con-
temporary writings in economics. It thus
seems appropriate to conclude this volume
with a sufficiently detailed survey of writ-
ings directed against the mainstream theo-
rizing and its methods, to provide at least
some understanding of the possible future
direction of economics.

A substantial number of historians of eco-
nomic thought share my appreciation of the
role which numeracy has played in the de-
velopment of economics. Among those who
have particularly contributed to the specific
topics that have been integrated into the
present edition, I especially wish to thank,
in alphabetical order, S.Ambirajan, Bradley
W.Bateman, Randall Bausor, John B.Davis,
Robert W.Dimand, M.H.I.Dore, Robert
S.Goldfarb, Shaun Hargreaves Heap,
James P.Henderson, Sherryl D. Kasper,
Donald W.Katzner, Jinbang Kim, Judy
L.Klein, Philip A.Klein, Sandra J. Peart,
Robert E.Prasch, John Smithin, Vincent
J.Tarascio, Yanis Varoufakis, Murray
Wolfson, and Nancy Wulwick. Our conver-
sations helped clarify my own ideas about
the role of numeracy in economics, and their
written contributions to my edited volume
Measurement, Quantification and Eco-
nomic Analysis have clearly established that
reliance on mathematics and quantitative
tools is by no means the special province of
contemporary economists. Mark Perlman
has also incorporated this theme into his
research and has, over the years, generously
shared his ideas with me in our many con-
versations. Robin Rowley and Ronald Bod-
kin have also contributed to my apprecia-
tion of numeracy, especially as it relates to
the role of econometrics and contemporary
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macroeconomics. They have also offered
very useful suggestions on several other
chapters; I am grateful for the time they
took to comment on earlier manuscript
drafts. Special thanks are also due to Luis
José Cardozo who published a lengthy re-
view of the fifth edition in The European
History of Economic Thought Journal.
Some of his thoughtful suggestions are in-
corporated into this edition.

A substantial intellectual debt in the
preparation of this edition is to my many
colleagues in the History of Economics Soci-
ety, whose academic candor and warm
friendship provided a rare and positive
stimulus to my efforts. Several anonymous
reviews were also important in helping me
to think more carefully about accommodat-
ing readers with different levels of back-
ground who are studying in different Eng-

lish speaking countries. They were incred-
ibly useful, and are gratefully acknowledged,
as is the important preparatory task for
which Miss Heidi Bagtazo took responsibil-
ity. Finally, I wish to thank my editor, Mr.
Robert Langham, for his creative ideas re-
lating to a more modern format for my vol-
ume, and Mr. Goober Fox for keeping me on
schedule when my professorial instincts to
linger might have delayed the process. Mr.
Peter Waterhouse provided outstanding as-
sistance in finalizing the manuscript’s text,
and Mr. Martin Hargreaves provided super-
lative indexing. Their attention to detail is
greatly appreciated. All of their efforts were
coordinated with incredible skill by my hus-
band Philip, without whose comparative
advantage in program management this
volume would have been considerably de-
layed.
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No Mines)
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Part I Preclassical economics

4

Why study the history of economic
analysis in the twenty-first century?

If time is the most valuable resource each
of us has, why should anyone, other than
a history buff, allocate several hours a
week for a semester, or even two, to be-
come acquainted with the ideas of think-
ers long dead? One of the most insightful
answers to this question came from John
Maynard Keynes who once wrote ‘Practi-
cal men, who believe themselves to be
quite exempt from any intellectual influ-
ences, are usually the slaves of some de-
funct economist.’1

Keynes’s observation is even more per-
tinent today than in the mid-1930s be-
cause there is less agreement among
economists and political philosophers
about the merits of the puzzle solving ca-
pabilities of their respective approaches.
Economics has become more professiona-
lized than it was in his day, and many of
its practitioners have acquired a level of
mathematical and quantitative compe-
tence that rivals that of some natural sci-
entists. The technical approach of these
practitioners is now the hallmark of eco-
nomic research, and the body of ‘neoclas-
sical’ generalizations they teach their stu-
dents is the most fruitful approach for
studying market behavior and its driving
influence in developed free enterprise
economies.

It is thus something of an irony that the
grand claims made for economics as a sci-
ence of rigor and relevance were so quickly
challenged following the pinnacle of its
1970s’ repute. High on the list of problems
for which contemporary economists are
unable to provide agreed-upon theoretical
explanations and policy agendas are: how
to provide employment for all who are will-
ing to work at the currently prevailing
level of wages and prices; how to check in-
flation without creating unemployment,

how to reduce the federal deficit without
raising taxes; how to achieve economic
growth without further environmental
pollution; and how to promote interna-
tional trade with stable exchange rates.
These problems are further complicated by
the competition for markets that has
emerged worldwide as older industrial
economies encounter the productive poten-
tial of the ‘newly emerged’ industrial
economies of Asia and Eastern Europe.

Many of these economies have long his-
tories of state management to which the
principles of capitalist economies do not
apply. The problems confronted suggest
that not only economists, but thinking
non-professionals everywhere, will gain a
better understanding of the material
world around them if they are familiar, not
only with modern day neoclassical princi-
ples, but also with other economic para-
digms which focus on different questions
and offer alternative explanatory hypoth-
eses about economic phenomena. A chief
difference between economics and the
natural sciences is that, in the latter, the
discovery of a ‘new’ theory offering a ‘solu-
tion’ to a puzzle that defies explanation
under the prevailing paradigm causes the
older theory to be discarded. The classic
example is the so-called ‘Copernican revo-
lution’ which resulted in the replacement
of the Ptolemaic theory that the Earth is
the center of the universe. The counter
argument by the Polish astronomer
Nicolaus Copernicus (1473–1543), that
the Earth is but one planet among many
that revolve around the sun, destroyed for-
ever the old Egyptian belief. The case is
fundamentally different in economics
than it is in the natural sciences. Alterna-
tive economic paradigms have not merely
survived from the seventeenth, eighteenth
and nineteenth centuries, but have be-
come refined and modernized and, to-
gether with similarly modernized versions
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of Keynes’s doctrines,stand as challe-
nges to the neoclassical or ‘mainstream’
paradigm.

One can, of course, study contemporary
economic issues and problems without any
paradigmatic perspective other than the
conventional wisdom of neoclassical
theory. Indeed, this is the content of the
core courses of contemporary economic
programs. Yet, even if one is persuaded
that neoclassical principles do indeed of-
fer the most robust and sophisticated hy-
potheses articulated up until now to ex-
plain how modern economies function and
progress, it needs to be recognized that
neoclassical principles are themselves the
product of considerable intellectual
change and challenge. The neoclassicism
that rules today reflects the intellectual
marriage of the classical tradition that
preceded it and the traditions of general
equilibrium analysis, marginalism and
the challenges they confronted from Marx-
ism and historicism. Familiarity with only
contemporary economic theory, without
any historical understanding of how it
came to be, is thus likely to be relatively
unsophisticated. The principles of modern
economics rest, in large part, on historical
conceptions about what the issues of eco-
nomics are and what are the methods by
which answers shall be sought. Econom-
ics has become a science of multiple para-
digms whose competing claims to validity
comprise the basis for contemporary con-
troversy.

While the history of economics is worth
studying for its own sake, a more positive
reason for studying it as the problems of
the twenty-first century emerge is surely
to understand what are the questions that
economists ought to ask, and by what
methods shall they seek to answer them.
It is not an exaggeration to say that eco-
nomics did not exist as a separate field of

study prior the eighteenth century. Even
in advanced ancient civilizations, such as
those achieved by the Greeks and Romans,
inquiry into economic matters was quite a
minor aspect of intellectual effort. Yet the
inquiries of many pre-eighteenth century
writers are so profound, and continue to
have so great an impact on the way in
which human beings conceive of their re-
lationship to one another and their envi-
ronment, that they are remembered as
part of the intellectual heritage of West-
ern civilization.

An overview of preclassical economics

The writings of Aristotle, Plato, Socrates,
Aurelieus, Oresme, and Aquinas are
among the masterworks of human
knowledge bequeathed by the ancients.
While the inquiries of the ancients into
economic questions are unsystematic, and
in most cases little more than moral
pronouncements, it is also the case that
even those thinkers who, like Aristotle,
had a desire for knowledge for its own
sake were most concerned about the
solution of practical problems. The
philosophical studies of the ancient
Greeks and Romans were undertaken in
the context of particular issues and
problems. It was they who taught us to
seek solutions for practical problems,
including those that arise in our complex
present-day material environment. The
modern word economics has its origin in
the Greek word oikonomia, which means
the art of household management. In
studying the nature of this art, Aristotle
undertook to examine what is probably
the first economic issue to have been
subjected to formal inquiry: what sort of
wealth-getting activity is necessary and
honorable for humans to undertake?
While Aristotle’s was an ethical and moral
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question, it was answered by means of
reasoned inquiry. That one of the areas
about which knowledge should be sought
concerns human relationships as they
relate to the material environment was a
major intellectual departure for which we
are indebted to early Greek thinkers like
Aristotle.

Roman and medieval thinkers also
adopted a problem-solving perspective,
particularly about practical applications
in jurisprudence and animal husbandry.
Their concern was with solving specific
problems and answering specific ques-
tions, many of which related to the mate-
rial environment. Their intellectual legacy
is pre-scientific and pre-classical in the
sense that it does not represent a body of
general principles about economic mat-
ters, but observations and prescriptions
relating to the good life or good citizenship
embedded in writings concerned chiefly
with religion, ethics, politics, or law. Even
inquiries made during the vital era known
as the Renaissance failed to produce any-
thing in the way of systematic principles
or analysis, and so these were substan-
tially delayed until seventeenth century
mercantilist thought.

The development of quantifying con-
cepts and techniques has accompanied the
growth of knowledge throughout human
history. In earliest times, their principal
use was rooted in such practical undertak-
ings as the building of roads, dams, and
canals, in particular by the Romans, and
magnificent burial sites, such as the pyra-
mids of Egypt. The ancient Greeks, as phi-
losophers and geometers, were generally
less interested in the practical application
of numeracy. Socrates, on the other hand
(according to Plato), even though he was
not interested in quantification per se,
seems to have anticipated the expectations
of many contemporary economists about
the potential power of quantification as a

learning tool when he said ‘the arts of
measuring and numbering and weighing
come to the rescue of human understand-
ing, and the apparent greater or less, or
more or heavier, no longer have mastery
over us, but give way before calculation
and measure and weight.’2 Given the
present-day reliance by economists on
mathematics and on econometrics as the
sister discipline of economics, the study of
the development of economic analysis is
quite appropriately extended to include
reliance on what may broadly be called
‘numeracy,’ as it came to be used during
different historical stages of inquiry into
economic phenomena.3

A quantified or numerical variable is one
whose values are expressed as numbers
which measure a particular property or
characteristic using a specific ordinal, car-
dinal, or ratio scale. By contrast, a non-
quantified or qualitative variable is one
whose values do not lend themselves to
numerical expression. We will use the term
‘numeracy’ as a convenient ‘catch-all’ for all
the techniques that have been used by po-
litical economists, and subsequently by
economists, to enumerate, measure, and
quantify, ranging from simple arithmetic to
contemporary econometric techniques.

The revival of trade from the fifteenth
century onwards gave an impetus to fi-
nancial techniques such as double entry
bookkeeping and bills of exchange. These
coincided with the era of mercantilism,
which was characterized by strong na-
tional economies that pursued commercial
activity as an instrument of statecraft.
Mercantilism’s chief goal was to increase
the political power and wealth of nation-
states with respect to one another. Mer-
cantilistic goals directed economic activ-
ity and thought in England, France, and
northern Europe from the sixteenth cen-
tury well into the eighteenth century.
Some theoretical ideas, and also what may
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be termed ‘the first stage’ of numeracy,
date from this time.

The transition period of the mid seven-
teenth to the mid eighteenth centuries was
thus a time that was animated by many
inquiring minds, and was a period of
greateconomic vitality during which a sub-
stantial middle class engaged in industry
and trade came into power, particularly in
England, but also in France and Holland.
These economic developments were ac-
companied by an attitude of increasing lib-
erality: people began to believe that
greater freedom from governmental re-
strictions would be advantageous to them-
selves as well as to the economy. Econom-
ics had not yet become established as a
separate discipline, perhaps because there
was so much theological and political con-
troversy and such great interest in the
natural sciences. However the ground
from which the classical tradition subse-
quently germinated was being prepared.
The three chapters that follow examine
the highlights of preclassical economics

and their legacy as masterworks in eco-
nomics.

Notes

1 Keynes, J.M., The General Theory of Em-
ployment, Interest and Money, New York:
Harcourt Brace and Company, 1936, p.
383. Donald A. Walker offers a contempo-
rary retrospective relating to the many
present-day concerns for which past eco-
nomic doctrine is not merely relevant, but
essential to sophisticated understanding.
See his ‘Relevance for present economic
theory of economic theory written in the
past’ in Journal of the History of Economic
Thought, 21(1), March 1999.

2 Plato, The Dialogues, Translated by
B.Jowett, Great Books of the Western
World, vol.7, p. 431; Chicago: Encyclopedia
Britannica, 1952.

3 The parallel development of economic
theory and reliance on tools of numeracy to
measure, quantify and lend greater preci-
sion to its concepts and relationships is ex-
amined in Rima, I.H. (ed) Measurement,
Quantification and Economic Analysis: Nu-
meracy in Economics (London: Routledge,
1995).
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Not until the eighteenth century did
speculation about economic phenomena
begin to emerge as economic analysis
rather than as economic thought. The rea-
sons why economics did not exist as a
separate subject in this preanalytic stage
offer a useful departure point for studying
the historical development of economic
analysis. There is much to be learned
about the history of economics by examin-
ing the reasons why the focus of intellec-
tual inquiry was on politics, ethics, phi-
losophy, and theology but not on econom-
ics qua economics. Yet the ancients left a
legacy of masterworks, two of which will
be examined in this chapter. Aristotle, in
his book Politics, posed the question of
whether there is a difference between the
art of acquisition, which is a necessary
part of the management of the household,
and the wealth-getting activities of com-
merce. The answer he gave distinguished
between two sorts of wealth getting ac-
tivities in which households may engage;
that which is ‘necessary and honorable’
and that which is ‘unnatural.’ Aristotle’s
observational experience led him to value
private ownership of property as most
conducive to the preservation and the im-
provement of its productive powers.

While Aristotle’s teaching started from
his acceptance of the Ptolemaic tradition
of studying the reality of ideas, his ap-

proach was to divide reality into the sev-
eral separate subjects of physics, biology,
ethics, and politics, each of which he stud-
ied from observable facts. He classified
them with such scrupulous care that, with
the rediscovery of his works in the Middle
Ages, he became revered as a ‘master of
those who know’ from actual and concrete
observations, thus laying down the rules
for the empirically based world of knowl-
edge. Centuries later, during the Italian
Renaissance, the churchman Thomas
Aquinas posed a series of questions related
to acts of cheating and other improper
behaviors that sometimes arise in buying
and selling. There is much to be learned
by exploring why the context in which Ar-
istotle, Aquinas, and others who wrote be-
fore the eighteenth century impeded the
development of analytical economics. De-
spite the non-analytical character of
thinking about economic phenomena, the
use of thought forms that express ideas,
relationships, and the characteristics of
objects, and sometimes persons, in terms
of numbers and measures, satisfied an in-
tellectual need, even in ancient times.

Politics as economic thought

Greek thinkers believed that a good life is
the purpose of existence, and that it is
best achieved within the city-state (polis).

Chapter 1

Early masterworks as sources of economic
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To a Greek, the city-state was not merely
a legal structure; it was a way of life to
which is connected every aspect of daily
existence. Individuals derived their im-
portance from their relation as citizens to
the state on which they depend, and to
whose welfare they can contribute. It is
the state, rather than the individual, that
is omnipotent. Thus, the attention of
Greek thinkers was primarily absorbed
by political theory, although the theory of
the city-state embraced more than politics
in the narrow sense. It encompasses, at
one and the same time, ethics, sociology,
economics, and political science.

The absorption of Greek thinkers with
the origin and functioning of the ideal
state and, for Plato (though not for Aristo-
tle), the subordination of the individual to
the state, had the effect of limiting the de-
velopment of economic thought. Consider,
for example, the contribution of the Greek
historian Xenophon (c. 431–c. 352 BC). His
work On the Means of Improving the Rev-
enue of the State of Athens begins with a
description of the natural advantages of
Athens as a commercial center attractive
to foreigners. Foreigners were welcomed
as a lucrative source of revenue because,
as outsiders, they were subject to tax lev-
ies from which others were exempt. In
similar vein, merchants and shipowners
were regarded as superior citizens because
they brought wealth to the city. Thus,
Xenophon recommended various meas-
ures to the state to encourage merchant
activity in Athens. He also urged increased
production of silver because he thought
this metal would never lose its value.

These recommendations are notewor-
thy from our point of view because they
reflect the preoccupation with the impor-
tance of the state that dominated ancient
Greek thought. Plato, especially, believed
that human happiness can be achieved
only within the city-state. Thus, the search

for the good life was at one and the same
time the search for the ideal state. While
the emphasis on the state as an instru-
ment to achieve socially optimal results is
not incompatible with what has come to
be called social economics, it does preclude
the emergence of economics as a body of
theory that seeks to explain how socially
optimal results can be achieved in the ab-
sence of a central authority that directs
the allocation of resources.

Philosophy as economic thought

After the disintegration of the Greek city-
states and the emergence of the empires
of Alexander and later of Rome, the belief
that individuals as citizens are insepara-
ble from the self-sufficient city-state was
replaced by new schools of thought which
separated the good life for persons from
the good state as a political entity. Thus
began the divorce of politics from ethics
and an appreciation of the individual as a
person rather than a social being who is a
part of the whole.

Greek philosophy was introduced into
the Roman world through Stoicism, which
became the most influential of the post-
Aristotelian schools. Although first con-
ceived by Zeno (c. 335–263 BC), the phi-
losophy of Stoicism received its most pro-
found expression in the Meditations of the
Roman emperor Marcus Aurelius (AD
121–180). According to the Stoics, the uni-
verse is systematic and rational, being
governed by the all-pervading law of na-
ture. Wise individuals live according to
nature; reason guides their conduct so that
their actions conform to the dictates of
natural necessity. ‘Be satisfied with your
business and learn to love what you were
bred to do, and as to the remainder of your
life, be entirely resigned, and let the gods
do their pleasure with your body and soul.’
Thisis the essence of the stoic philosophy.
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It is clearly not conducive to improvements
in the production or distribution of wealth,
and thus did not encourage individuals to
think about improving their material well-
being. On the contrary, the belief that hap-
piness is achieved by conforming to the
inevitability of destiny or of fate suggests
a perspective similar to the belief of Arab-
Islamic scholars in kismet. It is probably
the case that the intellectual values of the
Middle Ages of Western Europe cannot be
fully understood without the background
influence of Islam.

There is disagreement between two
major history of economic thought schol-
ars, Karl Pribram and Joseph Schumpeter,
concerning the contributions of Arabic
thinkers. Whereas Schumpeter disputes
that Islamic scholars made substantive
contributions (Schumpeter, 1954, Chapter
2, p. 12), Pribram recognizes the influence
on the scholastics, not only of Aristotle, but
also ‘the treatises in which Arabian phi-
losophy interpreted Aristotle’s work in
light of their own reasonings’ (Pribram
1983, p. 4). Modern scholars increasingly
accept Pribram’s interpretation as ex-
pressed in his posthumously published
work.

Ethics as economic thought

Economics did not emerge as a separate
field of inquiry until the satisfaction of
material needs became a desirable goal of
human activity. The thousands of years
during which the pursuit of wealth was
regarded with disdain could scarcely have
produced a systematic body of principles
to explain acquisition. A negative attitude
toward wealth among the ancient peoples
is perhaps most clearly in evidence in the
thinking of the Hindus and Chinese, al-
though it is typical of Oriental thought in
general. Oriental philosophy regards a
state of mind in which material wants are

negligible as essential to happiness. It ac-
cepts poverty with fatalistic passivity and
views wealth with indifference. Oriental
philosophy was less conducive to both eco-
nomic progress and the development of
economic thought than the philosophy
that originated in Europe.

The ancient Hebrews, while consider-
ably less ascetic than the oriental philoso-
phers, also believed that happiness is not
dependent on wealth and that the pursuit
of riches would lead to sin. The lives of
these people were circumscribed by the
rules of conduct set forth in the commands
of Moses and the prophets. These rules
minutely regulated every phase of human
existence, guiding individuals in their re-
lationships with one another as well as in
their personal lives. The rules were de-
tailed and complex and also extended to
the economic aspects of life. For example,
charging interest to fellow Hebrews for the
use of money or goods was strictly forbid-
den as usury. The term ‘usury’ refers here,
not to an excessive interest rate, which is
its present-day meaning, but to any inter-
est charge. Since loans were made prima-
rily for charitable reasons, the Old Testa-
ment proscription against the taking of
usury introduced a moral standard into
economic behavior. There are many other
directives of an economic nature in the Old
Testament, such as the rules concerning
the restitution of property, the remission
of debt, and the production and harvest-
ing of agricultural output. Many of these
rules commemorate events of religious sig-
nificance, such as the seventh day in the
story of the creation. These are typical of
the economic aspects of the Mosaic law and
are of interest to us because they demon-
strate that a separate science of wealth is
incompatible with adherence to a religious
and philosophical code that completely dic-
tates economic behavior. The religious sig-
nificance of the seventh day illustrates an
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early recognition of the need to measure
the passage of time.

Even Greece, with its highly developed
culture, did not produce a separate body
of economic thought. This is not because
the Greeks were disdainful of material
goods. On the contrary, Plato and Aristo-
tle believed that a minimum amount of
wealth is essential to the good life. Ac-
cording to Aristotle, the household (oikos)
exists for the purpose of satisfying natu-
ral wants by producing useful commodi-
ties or acquiring them by exchange for
consumption. Thus, retail trade, which is

exchange for the purpose of making
money, is unnatural, as are all commer-
cial activities for the acquisition of coin.
The most unnatural among these is to
demand interest for a loan, for money is
intended only as a medium of exchange.
Usury, which is its use to beget money, is
a perversion of its proper function, Aris-
totle’s Politics endures as a masterwork
of economics because it shaped the think-
ing of successive generations about the
distinction between natural and unnatu-
ral economic activities and forms of
wealth.

Issues and Answers from the Masterworks 1.1
Issue
When is it honorable for individuals to engage in wealth-getting activities?

Aristotle’s answer
From Politics (c. 300 BC) Book I Chapters 3, 4, 8, 9, 10.

Politics, Chapter 3
Seeing then that the state is made up of households, before speaking of the state we must
speak of the management of the household. The parts of household management correspond
to the persons who compose the household, and a complete household consists of slaves and
freemen… And there is another element of a household, the so-called art of getting wealth,
which, according to some, is identical with household management, according to others, a
principal part of it; the nature of this art will also have to be considered by us…

Politics, Chapter 4
Property is a part of the household, and the art of acquiring property is a part of the art of
managing the household; for no man can live well, or indeed live at all, unless he be provided
with necessaries. And as in the arts which have a definite sphere the workers must have their
own proper instruments for the accomplishment of their work, so it is in the management of a
household. Now instruments are of various sorts; some are living, others lifeless; in the rudder,
the pilot of a ship has a lifeless, in the look-out man, a living instrument; for in the arts the
servant is a kind of instrument. Thus, too, a possession is an instrument for maintaining life. And
so, in the arrangement of the family, a slave is a living possession, and property a number of
such instruments; and the servant is himself an instrument which takes precedence of all other
instruments.

Politics, Chapter 8
Of the art of acquisition then there is one kind which by nature is a part of the management of a
household, in so far as the art of household management must either find ready to hand, or itself
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provide, such things necessary to life, and useful for the community of the family or state, as can
be stored. They are the elements of true riches; for the amount of property which is needed for
a good life is not unlimited, although Solon in one of his poems says that

 

‘No bound to riches has been fixed for man’
 

But there is a boundary fixed, just as there is in the other arts; for the instruments of any art are
never unlimited, either in number or size, and riches may be defined as a number of instruments
to be used in a household or in a state. And so we see that there is a natural art of acquisition
which is practiced by managers of households and by statesmen, and what is the reason of this.

Politics, Chapter 9
There is another variety of the art of acquisition which is commonly and rightly called an art of
wealth-getting, and has in fact suggested the notion that riches and property have no limit.
Being nearly connected with the preceding, it is often identified with it. But though they are not
very different, neither are they the same. The kind already described is given by nature, the
other is gained by experience and art.

Let us begin our discussion of the question with the following considerations:
Of everything which we possess there are two uses: both belong to the thing as such, but not

in the same manner, for one is the proper, and the other the improper or secondary use of it. For
example, a shoe is used for wear, and is used for exchange; both are uses of the shoe. He who
gives a shoe in exchange for money or food to him who wants one, does indeed use the shoe as
a shoe, but this is not its proper or primary purpose, for a shoe is not made to be an object of
barter. The same may be said of all possessions, for the art of exchange extends to all of them,
and it arises at first from what is natural, from the circumstance that some have too little, others
too much. Hence we may infer that retail trade is not a natural part of the art of getting wealth;
had it been so, men would have ceased to exchange when they had enough. In the first commu-
nity, indeed, which is the family, this art is obviously of no use, but it begins to be useful when the
society increases. For the members of the family originally had all things in common; later, when
the family divided into parts, the parts shared in many things, and different parts in different
things, which they had to give in exchange for what they wanted, a kind of barter which is still
practiced among barbarous nations who exchange with one another the necessaries of life and
nothing more; giving and receiving wine, for example, in exchange for corn, and the like. This
sort of barter is not part of the wealth-getting art and is not contrary to nature, but is needed for
the satisfaction of men’s natural wants. The other or more complex form of exchange grew, as
might have been inferred, out of the simpler. When the inhabitants of one country became more
dependent on those of another, and they imported what they needed, and exported what they
had too much of, money necessarily came into use. For the various necessaries of life are not
easily carried about, and hence men agreed to employ in their dealings with each other some-
thing which was intrinsically useful and easily applicable to the purposes of life, for example,
iron, silver, and the like. Of this the value was at first measured simply by size and weight, but in
the process of time they put a stamp upon it, to save the trouble of weighing and to mark the
value.

When the use of coin had once been discovered, out of the barter of necessary articles arose
the other art of wealth-getting, namely, retail trade; which was at first probably a simple matter,
but became more complicated as soon as men learned by experience whence and by what
exchanges the greatest profit might be made. Originating in the use of coin, the art of getting
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wealth is generally thought to be chiefly concerned with it, and to be the art which produces
riches and wealth; having to consider how they may be accumulated. Indeed, riches are as-
sumed by many to be only a quantity of coin, because the arts of getting wealth and retail trade
are concerned with coin. Others maintain that coined money is a mere sham, a thing not natu-
ral, but conventional only, because, if the users substitute another commodity for it, it is worth-
less, and because it is not useful as a means to any of the necessities of life, and, indeed, he
who is rich in coin may often be in want of necessary food. But how can that be wealth of which
a man may have a great abundance and yet perish with hunger, like Midas in the fable, whose
insatiable prayer turned everything that was set before him into gold?

Hence men seek after a better notion of riches and of the art of getting wealth than the mere
acquisition of coin, and they are right. For natural riches and the natural art of wealth-getting are
a different thing; in their true form they are part of the management of a household; whereas
retail trade is the art of producing wealth, not in every way, but by exchange. And it is thought to
be concerned with coin; for coin is the unit of exchange and the measure or limit of it. And there
is no bound to the riches which spring from this art of wealth-getting. As in the art of medicine
there is no limit to the pursuit of health, and as in the other arts there is no limit to the pursuit of
their several ends, for they aim at accomplishing their ends to the uttermost (but of the means
there is a limit, for the end is always the limit), so, too, in this art of wealth-getting there is no limit
of the end, which is riches of the spurious kind, and the acquisition of wealth. But the art of
wealth-getting which consists in household management, on the other hand, has a limit; the
unlimited acquisition of wealth is not its business. And, therefore, in one point of view, all riches
must have a limit; nevertheless, as a matter of fact, we find the opposite to be the case; for all
getters of wealth increase their hoard of coin without limit. The source of the confusion is the
near connection between the two kinds of wealth-getting; in either, the instrument is the same,
although the use is different, and so they pass into one another; for each is a use of the same
property, but with a difference; accumulation is the end in the one case, but there is a further end
in the other. Hence some persons are led to believe that getting wealth is the object of house-
hold management, and the whole idea of their lives is that they ought either to increase their
money without limit, or at any rate not to lose it. The origin of this disposition in men is that they
are intent upon living only, and not upon living well; and, as their desires are unlimited, they also
desire that the means of gratifying them should be without limit. Those who do aim at a good life
seek the means of obtaining bodily pleasures; and, since the enjoyment of these appears to
depend on property, they are absorbed in getting wealth: and so there arises the second spe-
cies of wealth-getting.

Politics, Chapter 10
There are two sorts of wealth-getting, as I have said; one is a part of household management,
the other is retail trade; the former necessary and honorable, while that which consists in ex-
change is justly censured; for it is unnatural, and a mode by which men gain from one another.
The most hated sort, and worth the greatest reason, is usury, which makes a gain out of money
itself, and not from the natural object of it. For money was intended to be used in exchange, but
not to increase at interest. And this term interest, which means the birth of money from money,
is applied to the breeding of money because the offspring resembles the parent. Wherefore of
all modes of getting wealth this is the most unnatural.

Source: Aristotle’s Politics (Jowett translation), Oxford: Clarendon Press (1885).
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Summing up: Aristotle’s key point

Aristotle addressed, for the first time in
recorded human history, the issue ‘when
is it honourable for individuals to engage
in wealth-getting activities?’ In his view,
there is a difference between the art of ac-
quisition, which is a necessary part of the
management of the household, and the
wealth-getting activities of retail trade.
Retail trade and usury are unnatural, for
their purpose is the acquisition of coin (i.e.
money), which is ‘not useful as a means to
any of the necessities of life.’ The issue
Aristotle posed was a major intellectual
departure in the sense that it clearly es-
tablished that economic questions are of-
ten also ethical and moral questions.

Church doctrine as economic thought

Christianity was but one religion among
many during the Roman era, and its fol-
lowers were often victims of persecution.
It was not until the fourth century that
emperor Constantine declared Christian-
ity the official religion of the empire. Fa-
ther Augustine’s (354–439) The City of
God, written during this early Christian
era, taught that humans belong to two
kingdoms—the kingdom of man and the
kingdom of God. Unlike earthly king-
doms, the kingdom of God will endure for-
ever to reward those who follow its teach-
ings with life everlasting. He attributed
the fall of Rome to the barbarians to con-
flicts between the City of God and the City
of Man.

The long interval between the fall of
Rome (AD 426) and the fall of Constanti-
nople to the Turks in 1453 is generally
known as the ‘Dark’ or Middle Ages. For
roughly 1000 years of human existence
the barbarians who invaded from the
north imperiled civilized society. Two in-
stitutions provided relief: feudalism and

the Christian church. Feudal lords pro-
vided law and order on the landed estates
or manors, and their rule ensured that
everyone, freemen included, had a place
in society and a function to perform. Cus-
tom perpetuated these arrangements
from generation to generation until, ap-
proximately, the twelfth century. By then,
the revival of trade and the emergence of
town life lured freemen, as well as serfs,
away from the manors. These develop-
ments encouraged individuals to acquire
material goods by engaging in money-
making activities that included commerce
and money lending. Church scholars,
among them Thomas Aquinas (1225–74)
and Nicholas Oresme (1320–82) who
viewed these pursuits as compromising
peoples’ spiritual lives, added to the con-
flicts about which Augustine wrote. They
undertook to resolve these moral prob-
lems by trying to reconcile the scholarship
of the ancients with their own Christian
theology. They studied the rediscovered
works of the Greeks, especially Aristotle
and Claudius Ptolemy, that had been lost
when Rome fell.

Ptolemy was the greatest of the Greco-
Roman astronomers who lived during the
second century. He is known for his com-
plex mathematical system that accounts
for the motion of the stars and planets
(known as wandering stars), based on the
widely held belief that the earth is at rest
at the center of the universe. The church-
men adopted Ptolemy’s model and added
their own interpretation that the universe
is a hierarchy leading to God. God’s crea-
tures occupy Earth, which is at the center
between Heaven above and Hell below.
Thus, the studies of the Schoolmen—or
Scholastics, as these church scholars are
sometimes called—succeeded in their task
of joining the Ptolemaic conception of the
universe to Christian theology.

Their interpretations of Aristotle’s
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ethics undoubtedly also reflects the trea-
tises of Arabian philosophers with whom
they were familiar, and which they also
used as a basis for interpreting Aristotle’s
work, and to reconcile his ethics with their
own positions. The Churchmen considered
avarice or lust for earthly things as one
among the seven deadly sins; only those
economic activities that maintain indi-
viduals in the rank order into which God
has placed them were regarded as proper.
Within this framework, society was seen
as an integrated whole in which God, na-
ture, and man each had a preordained
place. The good life required that each
class—farmer, artisan, priest, and noble-
man—perform its proper work according
to the laws by which God and nature
would preserve the class structure.

Readers acquainted with Chaucer’s
Canterbury Tales will, perhaps, remember
the words of the Parson, who observes,
‘God has ordained that some folk should
be more high in estate and in degree, and
some folk more low, and that everyone
should be served in his estate and in his

degree.’ By putting these words into the
Parson’s mouth, Chaucer achieves a syn-
thesis of philosophy and theology—the es-
sence of medieval thought.

The view of the Churchmen, like Aris-
totle’s before them, was that it is essential
that human affairs be conducted in accord-
ance with the principles of distributive and
commutative justice. Distributive justice
is concerned with the criteria for allocat-
ing honors, income, and wealth to particu-
lar persons or classes. Commutative jus-
tice (from commutates or transaction) is
concerned with equity, or fairness, in
transactions among individuals. From
Thomas’s perspective, which reflected the
influence of Roman civil law, it is neces-
sary to determine whether an action that
is not unlawful may, nevertheless, be sin-
ful. While modern economists are not in-
terested in matters such as these, the
Summa Theologica survives as a
masterwork of economics because it con-
fronts the coexistence of ethical and eco-
nomic questions in human behavior as a
seminal issue.

Issues and Answers from the Masterworks 1.2
Issue
Are the civil contracts governing individual relationships also consistent with a higher
natural law? Specifically, is it lawful to sell a thing for more than it is worth? What are
the obligations of buyers and sellers with regard to transactions? Is it a sin to take
usury for economics?

Aquinas’s answer
From Summa Theologica (1269–90), Part 11, Questions 77 and 78.

Question 77. Of cheating, which is committed in buying and selling
We must now consider those sins which relate to voluntary commutations. First, we shall con-
sider cheating, which is committed in buying and selling; secondly, we shall consider usury,
which occurs in loans. In connection with the other voluntary commutations no special kind of
sin is to be found distinct from rapine and theft.

Under the first head there are four points of inquiry: (1) Of unjust sales as regards the price;
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namely, whether it is lawful to sell a thing for more than its worth? (2) Of unjust sales on the part
of the thing sold. (3) Whether the seller is bound to reveal a fault in the thing sold? (4) Whether
it is lawful in trading to sell a thing at a higher price than was paid for it?

Source: Summa Theologica (AD 1269–90), translated by the Fathers of the English
Dominican Province (London: Washborne, 1911), pp. 1513–14; 1518–19.

First article: Whether it is lawful to sell a thing for more than its worth?

We proceed thus to the First Article:

Objection 1. It would seem that it is lawful to sell a thing for more than its worth. In the commu-
tations of human life, civil laws determine that which is just. Now according to these laws it is just
for buyer and seller to deceive one another (Cod., IV, xliv, De Rescind. Vend. 8, 15); and this
occurs by the seller selling a thing for more than its worth, and the buyer buying a thing for less
than its worth. Therefore it is lawful to sell a thing for more than its worth.

Objection 2. Further, that which is common to all would seem to be natural and not sinful. Now
Augustine relates that the saying of a certain jester was accepted by all. You wish to buy for a
song and to sell at a premium, which agrees with the saying of Prov. xx. 14, It is naught, it is
naught, saith every buyer: and when he is gone away, then he will boast. Therefore it is lawful to
sell a thing for more than its worth.

Objection 3. Further, it does not seem unlawful if that which honesty demands be done by
mutual agreement. Now, according to the Philosopher (Ethics, viii, 13), in the friendship which is
based on utility, the amount of the recompense for a favor received should depend on the utility
accruing to the receiver; and this utility sometimes is worth more than the thing given, for in-
stance if the receiver be in great need of that thing, whether for the purpose of avoiding a
danger, or of deriving some particular benefit. Therefore, in contracts of buying and selling, it is
lawful to give a thing in return for more than its worth.

On the contrary, it is written (Matth. vii, 12): All things…whatsoever you would that men
should do to you, do you also to them. But no man wishes to buy a thing for more than its worth.
Therefore no man should sell a thing to another man for more than its worth…

It is altogether sinful to have recourse to deceit in order to sell a thing for more than its just
price, because this is to deceive one’s neighbor so as to injure him. Hence Tully says (De Offic.
iii, 15): Contracts should be entirely free from double-dealing: the seller must not impose upon
the bidder, nor the buyer upon one that bids against him.

But, apart from fraud, we may speak of buying and selling in two ways. First, as considered
in themselves, and from this point of view, buying and selling seem to be established for the
common advantage of both parties, one of whom requires that which belongs to the other and
vice versa, as the Philosopher states (Polit. i, 3). Now whatever is established for the common
advantage, should not be more of a burden to one party than to another, and consequently all
contracts between them should observe equality of thing and thing. Again, the quality of a thing
that comes into human use is measured by the price given for it, for which purpose money was
invented, as stated in Ethic, v, 5. Therefore, if either the price exceeds the quantity of the thing’s
worth or, conversely, the thing exceeds the price, there is no longer the equality of justice; and
consequently, to sell a thing for more than its worth, or to buy it for less than its worth, is in itself
unjust and unlawful.
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Secondly we may speak of buying and selling, considered as accidentally tending to the
advantage of one party, and to the disadvantage of the other; for instance, when a man has
great need of a certain thing, while another man will suffer if he be without it. In such a case the
just price will depend not only on the thing sold, but on the loss which the sale brings on the
seller. And thus it will be lawful to sell a thing for more than it is worth in itself, though the price
paid be not more than it is worth to the owner. Yet if the one man derive a great advantage by
becoming possessed of the other man’s property, and the seller be not at a loss through being
without that thing, the latter ought not to raise the price, because the advantage accruing to the
buyer, is not due to the seller, but to a circumstance affecting the buyer. Now no man should sell
what is not his, though he may charge for the loss he suffers.

On the other hand if a man find that he derives great advantage from something he has
bought, he may, of his own accord, pay the seller something over and above; and this pertains
to his honesty.

Reply Objection 1. As stated above (I–II, Q. 96, A. 2) human law is given to the people among
whom there are many lacking virtue, and it is not given to the virtuous alone. Hence human law
was unable to forbid all that is contrary to virtue. Accordingly, if without employing deceit the
seller disposes of his goods for more than their worth, or the buyer obtain them for less than
their worth, the law looks upon this as licit, and provides no punishment for so doing, unless the
excess be too great, because then even human law demands restitution to be made, for in-
stance if a man be deceived in regard to more than half the amount of the just price of a thing.

On the other hand the Divine law leaves nothing unpunished that is contrary to virtue. I add
this condition, because the just price of things is not fixed with mathematical precision, but
depends on a kind of estimate, so that a slight addition or subtraction would not seem to destroy
the equality of justice.

Question 78. Of the sin of usury
We must now consider the sin of usury, which is committed in loans; and under this head there
are four points of inquiry: (1) Whether it is a sin to take money as a price for money lent, which
is to receive usury? (2) Whether it is lawful to lend money for any other kind of consideration, by
way of payment for the loan? (3) Whether a man is bound to restore just gains derived from
money taken in usury? (4) Whether it is lawful to borrow money under a condition of usury?

First article: Whether it is a sin to take usury for money lent?

We proceed thus to the First Article:

Objection 1. It would seem that it is not a sin to take usury for money lent. For no man sins
through following the example of Christ. But Our Lord said of Himself (Luke xix, 23): At My
coming I might have exacted it, i.e. the money lent, with usury. Therefore it is not a sin to take
usury for lending money.

Objection 2. Further, according to Ps. xviii, 8, The law of the Lord is unspotted, because, to wit,
it forbids sin. Now usury of a kind is allowed in the Divine law, according to Deut. xxiii, 19, 20.
Thou shalt not fenerate to thy brother money, nor corn, nor any other thing, but to the stranger;
nay more, it is even promised as a reward for the observance of the Law, according to Deut.
xxviii, 12; Thou shalt fenerate to many nations, and shalt not borrow of any one. Therefore it is
not a sin to take usury.
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Objection 3. Further, in human affairs justice is determined by civil laws. Now civil law allows
usury to be taken. Therefore it seems to be lawful.

Objection 4. Further, the counsels are not binding under sin. But, among other counsels we find
(Luke vi, 35): Lend, hoping for nothing thereby. Therefore it is not a sin to take usury…

It is written (Exod. xxii:25), If thou lend money to any of thy people that is poor, that dwelleth
with thee, thou shalt not be hard upon them as an extortioner, nor oppress them with usuries…

To take usury for money lent is unjust in itself, because this is to sell what does not exist, and
this evidently leads to inequality which is contrary to justice.

In order to make this evident, we must observe that there are certain things the use of which
consists in their consumption; thus we consume wine when we use it for drink, and we consume
wheat when we use it for food. Accordingly, if a man wanted to sell wine separately from the use
of the wine, he would be selling the same thing twice, or he would be selling what does not exist,
wherefore he would evidently commit a sin of injustice. In like manner, he commits an injustice
who lends wine or wheat, and asks for double payment, viz. one, the return of the thing in equal
measure, the other, the price of the use, which is called usury.

Now money, according to the Philosopher (Ethic. v, 5; Polit. i, 3) was invented chiefly for the
purpose of exchange; and consequently the proper and principal use of money is its consump-
tion or alienation whereby it is sunk in exchange. Hence it is by its very nature unlawful to take
payment for the use of money lent, which payment is known as usury; and just as a man is
bound to restore other ill-gotten goods, so is he bound to restore the money which he has taken
in usury.

Reply Objection 1. In this passage usury must be taken figuratively for the increase of spiritual
goods which God exacts from us, for He wishes us ever to advance in the goods which we
receive from Him; and this is for our own profit not for His.

Reply Objection 2. The Jews were forbidden to take usury from their brethren, i.e. from other
Jews. They were permitted, however, to take usury from foreigners, not as though it were lawful,
but in order to avoid a greater evil, lest, to wit, through avarice… Where we find it promised to
them as a reward, Thou shalt fenerate to many nations, etc, fenerating is to taken in a broad
sense for lending, as in Ecclus. xxix, 10, where we read: Many have refused to fenerate, not out
of wickedness, i.e. they would not lend. Accordingly, the Jews are promised in reward an abun-
dance of wealth, so that they would be able to lend to others…

Reply Objection 3. Human laws leave certain things unpunished, on account of the condition of
those who are imperfect, and who would be deprived of many advantages, if all sins were strictly
forbidden and punishments appointed for them. Wherefore human law has permitted usury, not
that it looks upon usury as harmonizing with justice, but lest the advantage of many should be
hindered. Hence it is that in civil law it is stated that those things according to natural reason and
civil law which are consumed by being used, do not admit of usufruct, and that the senate did
not (nor could it) appoint a usufruct to such things, but established a quasi-usufruct, namely by
permitting usury. Moreover, the Philosopher, led by natural reason, says that to make money by
usury is exceedingly unnatural.

Reply Objection 4. A man is not always bound to lend, and for this reason it is placed among the
counsels. Yet it is a matter of precept not to seek profit by lending; although it may be called a
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Summing up: Aquinas’s key points

The questions to which Aquinas gave his
attention in the Summa Theologica were
intended to provide guidance for Chris-
tian behavior under circumstances that
arose as a result of expanding commercial
activities. These led him to examine the
civil law in the light of Christian teaching
and the then recently rediscovered works
of Aristotle. Aquinas’s studies had their
basis in theology or, more precisely, Chris-
tian ethics. In contrast with modern eco-
nomics, which seeks to explain economic
phenomena, Aquinas and the Schoolmen
sought to lay down rules of conduct for
Christian behavior and salvation. Among
these conduct rules, none are of greater
importance than those that relate to
cheating, either in the sale of goods or the
lending of money. There are specific
transgressions that Aquinas identifies as
examples of cheating: selling a thing for
more than it is worth, failing to reveal a
fault in an item that is being sold, and
selling an item at a higher price than was
paid for it. His object was to establish a
standard for commutative justice to guide
people in their dealings with one another.

The moral necessity for justice applies
also to monetary transactions. Since
Aquinas, like Aristotle, saw money only as
a medium of exchange, he condemns most
interest charges on loans as usury and as
unjust, even though he entertained the
possibility that such a charge is permissi-

ble if there is a delay in repayment or if
there is restitution of stolen money. The
latter exception subsequently provided a
basis for rationalizing the legitimacy of all
interest payments.

The scholastics’ insistence on ethics as
a basis for reaching conclusions about is-
sues that relate to the material world gives
them relevance beyond their use as an in-
strument for teaching Christian precepts.
Yet the intellectual focus of church schol-
ars precluded the development of a sys-
tematic body of economic analysis, such as
that which developed from the mid-eight-
eenth century onward into modern times.
The interest to medieval scholars in eco-
nomic questions was peripheral to their
interest in theology and philosophy, just
as for the ancient Greeks, it was periph-
eral to philosophy and politics.

Concluding comments

Every society must establish priorities
among the material desires of its citizens,
for scarcity of resources universally im-
poses the necessity of choice. The common
characteristic of all societies before the
eighteenth century is that decisions about
the priority of wants and the allocation of
resources to satisfy them were dictated by
central authority and reinforced by custom.
How well a particular group or individual
could fare relative to others depended on
one’s status in the social hierarchy, and

matter of counsel in comparison with the maxims of the Pharisees, who deemed some kinds of
usury to be lawful, just as love of one’s enemies is a matter of counsel. Or again, He speaks
here not of the hope of usurious gain, but of the hope which is put in man. For we ought not to
lend or do any good deed through hope in man, but only through hope in God.

Source: Summa Theologica (AD 1269–90). Translated by the Fathers of the English
Dominican Province (London: Washborne, 1811), pp. 1513–14, 1518–19.
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this status reflected the importance at-
tached to one’s function by society. Sol-
diers, scholars, priests, artisans, farmers,
and tradespeople have performed their
functions from time immemorial, but dif-
ferent societies have accorded them vary-
ing degrees of status. The source of au-
thority and the criteria according to
which wants were given priority differed
from one ancient society to another. But
there was an essential similarity: the
prime mover of economic activity was
compounded of custom and command, and
was a reflection of the prevailing philo-
sophical or theological standard for social
and moral well-being. Economic decision
making was, thus, outside the scope of in-
dividual action and individual acquisi-
tion. Taking interest (or usury) was espe-
cially censured. This framework was in-
compatible with the development of eco-
nomics in the modern sense. Why re-
sources are allocated as they are, required
no special explanation. It was, simply, a
matter of law or tradition. Ancient Greek,
Jewish, and Roman philosophers, law giv-
ers, and priests were concerned with ex-
plaining misfortune, which was some-
times economic, and prescribing proper
human behavior as part of their teaching
about ethics, religion, and politics. Natu-
ral phenomena and mathematics were
also of interest to them. But there was
neither opportunity nor necessity to ex-
plain economic events or behavior be-
cause, in ancient societies, decision mak-
ing about economic activities was outside
the scope of individual action. In addition,
these societies were not yet oriented to
thinking in terms of the ever-expanding
abundance of physical goods that later
technical skills, organization, and capital
accumulation were to make possible. Con-
suming units—among them household es-
tates such as the Greek oikos, the Roman
latifundium, and the feudal manor—were

typically selfsustaining. The goods that
society required were produced according
to time-honored methods and distributed
for consumption according to custom or
the regulations of the ruling authority
This method of want satisfaction left little
need for economic explanation. Tradition
and law explained virtually everything.
Thus, it was not until the eighteenth cen-
tury that speculation about economic phe-
nomena began to develop as economic
analysis rather than as economic thought.

Questions for discussion and further
research

1 How is economic analysis different from
economic thought? What characteristics of
early societies (e.g. Greek, Judaic, Roman,
Egyptian) inhibited the development of
analytical economics?

2 How does the excerpt from Aristotle’s
Politics, reprinted above, substantiate the
point that early scholars addressed economic
questions within the context of larger
concerns? What specific issue does Aristotle
address in the selection above? Do his
insights have any contemporary relevance?

3 What are the major economic questions that
Thomas Aquinas addressed in Summa
Theological How does this work reflect the
influence of Aristotle on philosophy and how
does it relate to the theological concerns of
church scholars?

4 Is it appropriate to describe the Summa
Theologica as an early contribution to
economic analysis? Why or why not?

Notes for further reading

The New Palgrave Dictionary of Economics
(hereafter The New Palgrave), edited by
John Eatwell, Murray Milgate, and Peter
Newman (London and New York:
Macmillan and Stockton Press, 1989), has
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already become the most valuable general
reference for seasoned economics scholars
and students alike on topics relating to eco-
nomics and its history. Among the entries
relating specifically to this chapter are
M.I.Finley on Aristotle, vol. 1, pp. 112–13;
Barry Gordon on St. Thomas Aquinas, vol.
3, pp. 754–55; N.E.Simmonds on Natural
Law, vol. 3, pp. 602–3; Henry W. Spiegel on
Xenophon, vol. 4, pp. 935–36; and P.R.Stein
on Jurisprudence, vol. 1, pp. 1037–39.
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Introduction

The dawning of the Renaissance un-
leashed the forces that were ultimately to
provide the climate for the development of
economics as a separate discipline. Histo-
rians are not in complete agreement as to
the exact time span during which the
many and complex forces that were to de-
stroy feudal economic, political, social,
and religious life were at work. Usually,
the beginning of the Renaissance is
placed at the time of the fall of Constanti-
nople in 1453, although many of the
events of the eleventh and twelfth centu-
ries heralded the changes that reached
fuller development in later centuries.

The precise dating of the Renaissance as
a momentous time in human history is con-
siderably less important than recognizing
the tremendous, although gradual, changes
taking place in every aspect of human life.
From an economic and social point of view,
it was a period during which commerce re-
vived, new forms of wealth emerged, and a
town life dominated by an entirely new so-
cial class came into existence. Intellectu-
ally, it was a time of skepticism, increasing
secularization, and a corresponding decline
in the authority of the church in Rome. Po-
litically, it was a period of emerging nation-
states that rivaled one another to acquire

stocks of gold, whether by exploratory ex-
peditions to the New World, conquest, or
pursuing export trade. Thus, mercantile or
business interests became aligned with the
sovereign to pursue policies that promised
success in the acquisition of national treas-
ure. The era of mercantilism or statecraft
was the product of their symbiosis. It gave
rise to an important new issue: specifically,
can the wealth-getting activities of the mer-
chant also enrich the sovereign and pro-
mote the economic gain of the nation? The
answer of the merchant, whose chief
spokesperson was Thomas Mun (1571–
1641), an officer of the powerful East India
Company, was a resounding affirmative.
This chapter examines the post-Renais-
sance changes that indirectly helped stimu-
late economic inquiry.

Such changes as the decline of the ma-
norial system, the emergence of a wage-
earning class of persons, the Protestant
Reformation, the Copernican revolution,
and political Nationalism all played a
critical role in paving the way for the rise
of capitalism and the market system.
Since it is the functioning of the market
system that economics as a discipline un-
dertakes to explain, the many evolution-
ary changes that led to its development
indirectly served to stimulate economic
inquiry.

Chapter 2
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Stimuli to economic inquiry

The decline of the manorial system: the end
of feudalism

The power vacuum created by the fall of
the Roman empire was filled by feudal
lords who provided law and order on their
manors, as their landed estates are
known. Each manor constituted a self-
sufficient economic, social, and political
unit that functioned according to the or-
ders of the lord who held the most exalted
position by virtue of his ownership of the
land and everything on it. His position
was reinforced by tradition and, in reci-
procity for his power, he was pledged to
protect the lives of the serfs and freemen
of his domain who, in turn, had the obliga-
tion to serve in the lord’s army. More than
any other economic phenomenon the dis-
integration of the manorial system her-
alded the Renaissance and the dawn of
modern times.

The decline of feudalism was gradual
and, if we view the experience of Europe
as a whole, extended over several centu-
ries. Yet, the most dramatic feature of the
Renaissance was the decline of the mano-
rial system, for it signaled the end of feu-
dalism. While the specific causes of its de-
cline are exceedingly complex, the expan-
sion of trade was a major force. Two great
commercial movements took place in Eu-
rope between the eleventh and sixteenth
centuries; one centered around the Medi-
terranean and Adriatic Seas, the other on
the northern shores of Europe that were
accessible via the North and Baltic Seas.
Trade was conducted from the Arab world,
both before and after the crusades,
through Russia to Poland to the Baltic
area and northward to central Europe and
even Scandinavia. The transmission of
techniques and instruments of commerce,
in long use in the Arab world, was devel-

oped along with evolving commercial rela-
tionships. The institution of written con-
tracts (commendas) which establishes the
financial and managerial responsibilities
between partners has been documented
from the fifteenth century. The commenda
and other partnership contracts were in-
digenous to the Arab world, and spread to
Latin Europe through the influence and
writings of Arab scholars, jurists and mer-
chants.1 Arab coins and the spirit of entre-
preneurship were not unfamiliar in a me-
dieval Europe centered around the Medi-
terranean and Adriatic.

The heartland of continental Europe was
still slumbering in the unchanging institu-
tions of feudalism until the population mi-
gration that accompanied the crusades
brought commercial activity from Constan-
tinople to the interior of the continent, in-
troducing new and exotic commodities from
the East. This encouraged the regional spe-
cialization of production that the accident
of natural resource distribution and the
growth of population made possible in
Northern Europe. By the eleventh century
Flanders was so heavily populated that it
began to concentrate on the production of
cloth, which it exported for raw materials
and food. Wool from England and fish from
Denmark and southern Sweden became the
staples of interregional trade, which was
centered in Flanders.2 Great international
fairs developed in places located at road or
river junctions. Champagne, a small prin-
cipality near Paris where roads from Flan-
ders, Italy, France, and Germany con-
verged, became the most famous of several
commercial oases to which merchants
brought their wares.

The institutions that were to become
an integral part of capitalism flourished
together with the commercial activities of
medieval Europe. Italy—or more specifi-
cally, Venice—is the birthplace of the fi-
nancial institutions of capitalism. Besides
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her several important industries—among
them the glass industry which flourishes
and is famous to this day—and her exten-
sive commercial trade, Venice had finan-
cial institutions for dealing in bills of ex-
change, conducting credit transactions,
and writing maritime insurance. The
Florentines also excelled in banking; Lon-
don’s Lombard Street is a modern re-
minder of the place of the Lombards in the
early history of banking. The Medici fam-
ily also specialized in facilitating foreign
exchange, that is, exchanging the curren-
cies of one locale for that of another. This
activity was the natural outgrowth of the
expansion of trade and the medieval fairs.
Because these attracted merchants with
different currencies from all over Europe,
money changers provided facilities for con-
version at some standard rate. Bills of ex-
change were used in long-distance trade
because they reduced the need to ship gold
and silver. Thus, in their banking activi-
ties, the merchant bankers of the late me-
dieval period pioneered the use of debt as
a money substitute—a factor that became
an essential feature of modern banking
activity.

Another by-product of the expansion of
trade was that it established an economic
base for city life, which was virtually de-
stroyed with the disintegration of the Ro-
man Empire. Originally, the feudal lords
claimed jurisdiction over the towns adja-
cent to their lands, but the commercial
activities of the towns were inconsistent
with the restrictions inherent in feudal
relationships. As a result, it was not un-
common for a town to purchase a charter
granting political freedom from the feudal
lords. The status of the townspeople was
uniquely different from the servitude of
most of the rural population, the majority
of whom were not free. The legal sanction
to individual freedom provided by the
town charters was an additional factor

that contributed to the destruction of feu-
dal institutions and their mode of eco-
nomic behavior. Feudal lords were reduced
to collecting revenues from the townspeo-
ple in exchange for political freedom;
townspeople directed their attentions to
nurturing their economic gain through
trade.3

The merchant traders formed voluntary
associations, known as guilds, and often
banded together in overland caravans to
better ensure the safety of both merchan-
dise and traders. Various regional guilds
joined to form national guilds, and larger
organizations of merchants in free Ger-
man cities were known as Kansas. Na-
tional guilds became typical in England,
whereas Hansas developed and flourished
in areas like Germany, which lacked a
strong central government even into mod-
ern times. The Hanseatic League was the
most powerful and famous of all. It served
as a proxy for central government from the
late Middle Ages until the political unifi-
cation of Germany, while at the same time
facilitating trade between the various re-
gions of Europe.

During the latter part of the thirteenth
century, north European trade shifted
from its early center of Champagne, to
Bruges, Antwerp, and Amsterdam. This
change marked the transition from the
traveling to the sedentary merchant as the
chief participant in long-distance trade. It
was accompanied by important develop-
ments in both business and market organi-
zation and in operating techniques. In par-
ticular, the bourse replaced the fair as a
selling organization. The fairs of earlier
eras had offered varying grades and types
of merchandise sold by individual crafts-
men. The bourses facilitated the sale and
purchase of items that lent themselves to
sufficient physical standardization that the
actual goods did not need to be physically
present. The institution of the bourse
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operated under conditions approximating
those of pure competition, offering homo-
geneous commodities along with access to
free markets. From the sixteenth century
to the present day this is symbolized by
the inscription ‘Open to the merchants of
all nations.’

Emergence of a wage class: the putting-out
system

Europe’s population growth and natural
resource endowments, coupled with im-
proved techniques of production, facili-
tated both the expansion of production
and the extension of markets. Growing
markets made it possible for workers to
specialize in particular products and ac-
quire skills as artisans. Specialization,
and the division of labor which tends to
accompany it, resulted in production for
market rather than the more primitive
form of production for self-consumption
that was typical of the manor. The medi-
eval handicraft industry is thus an inter-
mediate step toward industrialization.

During the most advanced stage of the
handicraft system, craft-workers con-
tracted their outputs to merchants and
thereby divorced themselves from the final
consumer. At a still later stage, which de-
veloped as the market became further ex-
tended, merchants contracted for output
directly with workers, who now worked for
wages instead of functioning as independ-
ents. The merchants frequently provided
tools as well as raw materials, and collected
and sold the finished product. This system,
which is known as the putting-out, or do-
mestic, system, served as the intermediary
step in the development of the factory sys-
tem out of the more primitive handicraft
system, and marks the beginning of the
first permanent wage-earning class.

No wage class existed under the medi-
eval craft system—apprentices typically

became journeymen, who developed their
skills and became masters themselves.
Under the putting-out system, capital be-
came a factor completely separate from
labor, typically provided by rural folk
working out of their own cottages. Thus,
by the fourteenth century, the extension
of the market was the primary force lead-
ing to the decline of the medieval handi-
craft system just as the expansion of trade
was a primary force in destroying the ma-
norial system two centuries earlier.

New political concepts: the state and
natural law

Further stimulus to economic inquiry
came from changing political develop-
ments and ideas. The Reformation was a
major source of such political develop-
ments. Europe became torn by religious
dissension as Protestants and Catholics
fought for supremacy. The principal ben-
eficiary of this struggle was absolute mon-
archy. In the interpretation offered by the
great sixteenth-century political theorist
Thomas Hobbes (1588–1679) only the
monarch, i.e. a strong central authority
which he idealized as Leviathan (1651),
has the power to create a sufficiently pow-
erful social order to curb the base natural
tendencies of humans to be perpetually in
a state of war. As monarchy replaced feu-
dal relationships, so taxation superseded
personal service as a means of supporting
the state. The emergence of national gov-
ernments, and the necessarily associated
need to find ways to enhance their rev-
enues, marks the beginning of modern po-
litical economy. This was the era of mercan-
tilism, during which economic decision
making was not yet liberated from the
state, and economics remained in its
preanalytic phase. The subsequent divorce
of economics from politics required the de-
velopment of the concepts of the natural
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order and the natural law. These concepts
became the vehicle for the political and
economic liberalism of the Physiocrats
John Locke and Adam Smith in the eight-
eenth century. Both derive from the Stoic
philosophy, which eventually passed into
Roman legal conceptions through the
writings of Marcus Tullius Cicero (106–43
BC). According to Roman jurists, natural
law is not only universal and immutable
but is also the foundation of the state,
since it existed before the founding of any
state. Thus, the state is ‘an assemblage of
men associated in consent to law.’ This
Roman concept is different from the
Greek view of the state as the outgrowth
of ‘natural necessity.’

Roman thinkers thus contributed two
ideas that were profoundly to affect future
political and economic thought: first, the
idea of universal law; second, the idea of
the state being based on mutual consent.
These two ideas provided the foundation
for the conception of individual rights,
without which modern capitalism would
not have evolved. While Roman thinkers
contributed little as far as the develop-
ment of economic thought is concerned, it
is Roman law, with its emphasis on pri-
vate property and freedom of contract,
that constitutes the basis for the legal doc-
trines and institutions of capitalism.
These were given new expression during
the seventeenth century. Individuals chal-
lenged the uncompromising authority of
the monarch who claimed to rule by divine
right, for such authority was in conflict
with the whole conception of an autono-
mous individual subject only to his or her
own conscience and the dictates of ‘right
reason.’ This seventeenth century concep-
tion of natural law was conceived by the
Dutch jurist Hugo Grotius.

Grotius’s secularized version of natural
law was especially significant in regard to
defining the natural rights that reason

demonstrates as belonging to individuals
by virtue of their humanity. These are the
inalienable rights that cannot be abro-
gated by law and which John Locke (1632–
1704) later formulated as the ‘right to life,
liberty and property.’ The rising commer-
cial classes were quick to embrace this phi-
losophy, for it reflected their own growing
aspirations. As a result of their enhanced
economic status during the period of mer-
cantilism, they eventually challenged privi-
leges based on birth and social position.
They believed in the rights of individuals
to own property and the fruits of their own
labor; to speak, to write, to assemble, and
to worship as they chose; to have the right
to fair trial and freedom from arbitrary
imprisonment and cruel or unusual punish-
ment. Thus, the same burgher class that
supported the absolutism of the Tudors in
England during the sixteenth century led
the Glorious Revolution which culminated
in establishing the supremacy of Parlia-
ment in the seventeenth century. This pro-
test against the unlimited power of the
sovereign marked the first victory of liber-
alism over absolutism—a victory later ech-
oed in the American Revolution for inde-
pendence from Britain in 1776 and the
French Revolution of 1789.

The Protestant ethic: individualism and
accumulation

As the preceding discussion suggests, by
the end of the fifteenth century, only the
last vestiges of a rural feudalistic
economy remained. Many islands of capi-
talism flourished in both northern and
southern Europe and were on the verge of
expanding over European economic life as
a whole. Only one essential prerequisite
of capitalism was absent: an ethical
standard that was compatible with accu-
mulation. The teachings of such church-
men as Saints Augustine (AD 396–430)
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and Aquinas (1225–74) were negative to-
ward activities undertaken to pursue
wealth and thus were difficult to reconcile
with the need to accumulate. If capitalistic
production was to continue its growth, an
entirely new ideology was required to give
moral sanction to acquisitive behavior.
This sanction came within the framework
of a wholly new intellectual climate.

The philosophical and political transi-
tion, which precedes the theorists of the
sixteenth century and the evolution of eco-
nomic relationships that would later
emerge with the development of capital-
ism, is apparent in the very different per-
spective about the ‘faith versus reason’
debate. These became encapsulated in the
‘common-sense’ views of anti-Catholic (low
church) thinkers. The directly challenging
view of Thomas Hobbes is perhaps the
most important among the non-clerical
exponents of the view that knowledge is
the product of observation not faith. This
was to stimulate the birth not only of mod-
ern philosophy and the Protestant Refor-
mation but also of modern science.

Essentially, these developments have a
common origin, which is the thesis that
human reason, as distinct from divine rev-
elation, is sufficient to discover truth. This
thesis destroyed the link forged by the
Scholastics of the Middle Ages between
faith and reason, and thus between theol-
ogy and philosophy. To Aquinas, knowl-
edge was the product not only of reason
(philosophy) but also of revelation (theol-
ogy). As in the Arabic sources with which
the churchmen were undoubtedly familiar,
all branches of learning (logic, ethics, poli-
tics, and economics) were welded together
into one great whole through theology. The
union between philosophy and theology
was, however, far from permanent, and
over a period of centuries, it was chal-
lenged even from within the church itself.4

The consequence of the eventual divorce

between reason and faith was a secular-
ism and a religious skepticism that was to
characterize intellectual activity from the
fifteenth through the seventeenth centu-
ries. In essence, this intellectual revolu-
tion asserted the primacy of the individual
as capable of reason and possessed of an
individual will. These principles became
fundamental to the spiritual revolution
inherent in the Protestant Reformation,
which Martin Luther provoked with his
sixteenth-century attack on the misuse of
indulgences, the worship of images and
relics, and the necessity for the faithful to
call upon the Mother of God and the saints
for their salvation. To Luther, humans are
autonomous individuals created in the
image of God and therefore inherently
good, but individually responsible for their
salvation. The idea of a ‘masterless’ man
possessing an individual will and there-
fore power to think and discover truth
gave the people of the Renaissance feel-
ings of self-worth and importance in the
scheme of things that would have been in-
conceivable in the Middle Ages.

While Luther’s interpretation of Chris-
tian teachings was not particularly sym-
pathetic to industry and trade, the reform
movements of John Calvin, John Knox,
and the Puritans in the same century
were much more so. Indeed, they adopted
such strongly favorable attitudes toward
acquisition by useful labor and the judi-
cious and prudent use of wealth that their
views have been described as the Protes-
tant ethic, which launched and encour-
aged the development of capitalism in
northern Europe. This thesis was ad-
vanced in the nineteenth century by Max
Weber, the German sociologist and econo-
mist, in The Protestant Ethic and the
Spirit of Capitalism.

Weber’s hypothesis, of course, does not
necessarily tell the whole story, for the fact
that northern Europe and England were
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geographically well located for trade and
had a climate and resources conducive to
industry was undoubtedly also a factor in
their industrial development. Neverthe-
less, Protestantism was congenial to the
development of personal attributes that
encouraged business activity. In this
sense, the Reformation contributed toward
capitalist development and economic
thought.5

Protestantism considers acquisition a
virtue rather than a sin and, instead of
merchants being considered un-Christian
because of their activities for profit, they
came to be regarded as pillars of the
church and the community. Their pursuit
of gain, unrelated to material needs and
the virtue of frugality, became as integral
a part of Protestant ethic as the autonomy
of the individual. Joined with the notion
of the dignity and moral worth of work,
Protestant emphasis on frugality served
the capitalistic system well, for it stimu-
lated thrift and capital accumulation.

Modern science

The new intellectualism brought with it a
quest for new knowledge, new techniques
for its acquisition, and new bases for its
evaluation. The studies of the Polish as-
tronomer Nicolaus Copernicus (1473–
1543), which noted that the actual move-
ments of the planets. Mercury and Venus
did not coincide with the predictions of
Ptolemy’s system, led him to hypothesize
that the Earth rotates on an axis of its
own and orbits the sun, as do the other
planets.

While Copernicus’s theory, that the
spheres of the universe were sun-centered,
was denounced by the Church as contrary
to scripture, it nevertheless served to drive
another wedge (besides those of Hobbes
and Luther) between faith and reason.
Thus, the Copernican revolution became

important for the history of natural sci-
ence and, eventually, for economics. To-
gether with the later studies of the Ger-
man, Johannes Kepler (1571–1630) and
the Italian, Galileo Galilei (1564–1642),
Copernicus precipitated an intellectual
revolution that was to alter completely our
conception of the universe. Galileo, whose
experiments represented a breakthrough
into the behavior of the physical universe,
also looked through his telescope and,
upon identifying the mountainous surface
of the moon, surmised that ‘Heaven’ was
no more ‘perfect’ than earth. He observed
the satellites orbiting Jupiter and con-
cluded that these are heavenly spheres
that orbit neither the Sun nor the Earth.
His studies brought him into conflict with
the church, which threatened him with
excommunication until he retracted his
heretical beliefs.

Not much later, in Germany, Kepler
noted that the planets orbited earth in an
elliptical, rather than a circular, motion.
His observations, like those Galileo made
at the Tower of Pisa concerning falling bod-
ies, proclaimed the existence of laws gov-
erning the behavior of heavenly bodies.
These special cases were ultimately en-
compassed in the mechanics of Isaac New-
ton (1642–1727), whose death came only
four years after the birth of Adam Smith
in 1723. Smith was later to describe the
Newtonian system as ‘the greatest discov-
ery ever made by man.’6

Newton saw the entire universe as gov-
erned by a small number of mathematical
laws—in particular his celebrated inverse-
square law of gravitation. Even though the
universe is not mechanically perfect, mak-
ing it necessary for God to intervene from
time to time to take care of planetary
perturbations, Newton’s emphasis on the
usefulness of mathematics and experimen-
tation established the rhetoric and tone of
modern science.
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Another aspect of the development of
science that took place during the century
of the Enlightenment deserves notice.
Once it was recognized that the physical
universe obeys certain laws that can be
discovered by experimentation and obser-
vation, it was only a matter of time before
it was asked whether the same principles
might not also be applied to society to dis-
cover the laws that govern social phenom-
ena. Just as Newton sought to discover the
regularities governing the behavior of the
physical universe and give them expres-
sion in a system of natural laws, the
Physiocrats of France, John Locke (1632–
1704), and the Scottish moral philoso-
phers, among them David Hume (1711–
76), Francis Hutcheson (1684–1746), and
his most eminent pupil, Adam Smith
(1723–90), sought to identify the natural
laws ruling the behavior of society. Devel-
opments in the natural sciences, physics,
and, in particular, astronomy, were thus
influential in establishing the point of
view and methodology for studying the
behavior of the economic system.

Statecraft as economics

The growth of religious and political free-
dom was paralleled by greater economic
freedom, which gave rise to new economic
problems and phenomena requiring ex-
planation. Some headway was made dur-
ing the period of mercantilism in the de-
velopment of economic concepts and tools
of analysis. Mercantilist thinkers, par-
ticularly in the early period, were practi-
tioners dedicated to improving their own
fortunes and those of their nation in the
struggle against other states for su-
premacy. The ultimate test of the strong
state was its ability to wage war, make
conquests, and hold colonial areas. These
national objectives presented problems
different from those encountered during

the Middle Ages. The lord of the manor
recruited soldiers and materials for war-
fare from his own domain. However, the
modern state needed money to acquire
the sinews of war. It depended on an army
of mercenaries employed by the sover-
eign. The essence of mercantilism, there-
fore, was statecraft (Staatsbildung); thus,
economic policy became a primary instru-
ment to promote the simultaneous devel-
opment and growth of the economy and
the state.

The revival of trade during the Renais-
sance and the emergence of a money
economy had already cemented the asso-
ciation between money and wealth. While
the accumulation of precious metals was
common in the ancient world and during
the Middle Ages, England and the countries
of Western Europe pursued the acquisition
of gold as a matter of national policy well
into the eighteenth century. Spain had an
advantage over rivals because colonizing
ventures in the New World provided direct
access to gold. France and England were
largely unsuccessful in their gold-seeking
expeditions and had to devise other ways
to increase their stocks of the precious met-
als. Thus, they directed their attention to
policies designed to promote a favorable
balance of payments, the presumption be-
ing that if they sold more to foreigners than
they bought, the surplus would return to
them in gold. They also encouraged the
growth of population and regulated produc-
tion, giving special attention to the growth
and manufacture of exportable commodi-
ties and those that would promote domes-
tic self-sufficiency.

Sources of early mercantilist thought

A tract entitled A Brief Treatise on the
Causes Which Can Make Gold and Sil-
ver Plentiful in Kingdoms Where There
Are No Mines, written by an Italian
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merchant, Antonio Serra, in 1613, is gen-
erally regarded as the earliest written ex-
position of mercantilistic thought. The fi-
nal systematic presentation of mercantil-
istic doctrines was Sir James Steuart’s In-
quiry into the Principles of Political
Economy, published in 1767. The ideas
and policy recommendations to which the
label mercantilistic has been given may
be extracted from the large volume of
tracts, pamphlets, and articles that ap-
peared between those dates. Examination
of this literature, however, reveals such a
diversity of ideas and recommendations
that to describe them simply as mercan-
tilistic tends to obscure and minimize
their differences.

A considerable portion of the seven-
teenth-century English writing came from
the merchants, who naturally identified
wealth with precious metals. While their
funds were used to buy raw materials,
tools, and labor, their businesses required
the restoration of capital funds to mon-
etary form through the sale of goods. Since
domestic trade was widely viewed as
merely circulating existing stocks of
money, they especially prized foreign
trade. Here, they looked to the state to fa-
cilitate their efforts by controlling the re-
lationship of imports and exports, regulat-
ing interest rates and exchange rates, and
chartering joint-stock trading companies,
such as the British East India Company
and the Merchant Adventurers, both of
which had monopoly privileges.

A unity of interest between the state
and the merchants evolved, because the
accumulation of treasure was a primary
aim of the sovereign while its acquisition
depended on the foreign trade balance.
Insofar as a heterogeneous group of writ-
ers may be said to have a chief spokesman,
Thomas Mun (1571–1641) is generally re-
garded as most representative of the Eng-
lish mercantile interests of his day. That

he was also the most influential appears
evident from Adam Smith’s famous cri-
tique of mercantilism in The Wealth of
Nations. Smith discusses the nature and
shortcomings of mercantilism almost ex-
clusively in terms of Mun’s England’s
Treasure by Foreign Trade, even though
Sir James Steuart’s Inquiry into the Prin-
ciples of Political Economy had been pub-
lished and other writers had produced a
large number of papers, pamphlets, es-
says, and tracts.

Mun was a successful merchant, a di-
rector of the East India Company, and a
member of the Board of Trade. He wrote
‘A discourse of trade from England into the
East Indies’ (1621) to clear the East India
Company (after the loss of a company ves-
sel carrying a gold shipment) of the
bullionists’ charge that its export of specie
was contrary to the best interests of the
country. The ‘Discourse’ was so obviously
a special interest plea that it is much less
impressive than his later work, England’s
Treasure by Foreign Trade, which was
published posthumously by his son.

The arguments of such English expo-
nents of mercantilism as Gerard De
Malynes, Dudley Diggs, and Thomas Mun,
reflect wide differences in their ideas and
policy recommendations, although they
were all spokespersons for the business
interests of their day. The flow of ideas
from merchant authors, together with
those of the philosophers, government of-
ficials, and scientists who also turned their
attention to economic matters, resulted in
a heterogeneous body of literature. It is no
easy task, therefore, to set forth mercan-
tilistic doctrines. We can examine the lead-
ing ideas on foreign trade, money and in-
terest, and labor and production, yet our
efforts will not yield a homogeneous body
of thought. Nevertheless, several impor-
tant analytical concepts of monetary and
international trade theory can be traced
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to mercantilist writings. Chief among
these are the balance of trade and the gen-
eralization that later became known as the
quantity theory of money.

The balance of trade and the acquisition of
wealth

The concept of the balance of trade is the
most important tool of economic analysis
developed by mercantilist writers. In
modern terminology, the term balance of
trade includes only merchandise imports
and exports, whereas the balance of pay-
ments includes, in addition, invisible ex-
ports and imports, long-term and short-
term capital, and gold. Merchandise and
invisible exports, exports of monetary
metals, and transfers of claims on the do-
mestic economy to the rest of the world
are designated as plus items in the bal-
ance of payments. Commodity and invis-
ible imports, imports of monetary metals
and acquisitions of claims vis-à-vis the
rest of the world, set up an outward flow
of foreign exchange to other countries and
are negative items in the balance of pay-
ments.

If a country has a surplus of commodity
and invisible imports, this will be balanced
by an outward movement of specie, new
foreign debts, or diminished foreign assets.
Conversely, an excess of merchandise and
invisible exports will be offset by an inflow
of gold or the acquisition of claims on the
rest of the world. It is in this sense that
the balance of payments, which is nothing
more than an accounting statement of a
country’s foreign transactions, must al-
ways be in balance. Bullionist, mercantil-
ist, and cameralist writers argued that a
nation should strive for a favorable bal-
ance of trade as a matter of national policy.
They expected an excess of merchandise
and invisible exports relative to imports
to be offset either by a flow of gold or by

foreign credits. Since the primary concern
was the acquisition of treasure, they ad-
vocated policies that would insure gold
imports to compensate for a surplus in the
balance of trade.

Mun emphasized that it is the relation-
ship between aggregate imports and ex-
ports that is crucial for the nation’s treas-
ure, not the relationship between specific
imports and exports. He was also well
aware of the significance of invisible items
of trade as a source of additional foreign
credits, for he says: The value of our
exportations may be much advanced when
we perform it ourselves in our own Ships,
for then we get not only the price of our
wares as they are worth here, but also the
Merchants gains, the charges of ensurance
and freight to carry them beyond the
seas.’7 In order to cultivate a favorable bal-
ance, he urges that the country should
strive for self-sufficiency to diminish its
imports and practice frugality to have
more available for export. The consump-
tion of luxuries is also to be discouraged, if
necessary, by import duties high enough
to discourage consumption of foreign goods
in England.

The most controversial matter pursued
by Mun concerned the export of specie as
a means to increase England’s treasure. It
was this issue that brought him into con-
flict with the bullionists, who advocated
complete prohibition of gold exports. The
essence of his argument was that, when
gold is used in trade to acquire goods that
are subsequently re-exported at advanta-
geous prices, even more gold will be re-
turned to England than was originally
sent out. To keep gold in the kingdom does
not multiply wealth; on the contrary, it will
raise prices and diminish exports.

Profitable export trade served two pur-
poses. It enriched the merchant as well as
the sovereign. When it became apparent
that expeditions, such as those financed by



○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○

Chapter 2 Origins of analytical economics

33

Ferdinand and Isabella of Spain and Eliza-
beth of England, were often not successful
in discovering gold, the rising commercial,
or mercantilist, classes promoted the idea
that gold could be made to flow into their
country by means of a favorable balance of
trade. The mercantilists urged their sover-
eign to promote a menu of activities that,
in the language of Thomas Mun, would
serve to ‘increase our Wealth and Treasure.’
The relevance of trade to statecraft is no-
where expressed with greater vigor or clar-
ity than in his England’s Treasure by For-
eign Trade (1664). Mun details the various
measures to be followed. The most contro-

versial among them is whether gold used
in trade to purchase luxury goods, like
spices, tea, and silk, for resale could ulti-
mately bring back an even greater quan-
tity of gold than had originally been ex-
ported. If the answer is affirmative, the
place of merchants in the hierarchy of per-
sons that contribute to the well-being of the
nation is greatly enhanced. This side issue
concerning the positive contribution of mer-
chants to national well-being is not unim-
portant in a business-oriented society. This
consideration adds relevance to England’s
Treasure by Foreign Trade as a masterwork
of economics.

Issues and Answers from the Masterworks 2.1
Issue
Do the wealth-getting activities of individual businessmen also contribute to strength-
ening their nation’s economic and political power while it enriches them personally?

Mun’s answer
From England’s Treasure by Foreign Trade (1664), Parts I, II, and III.

The Means to Enrich This Kingdom, and to Increase Our Treasure

Although a Kingdom may be enriched by gifts received, or by purchase taken from some other
Nations, yet these are things uncertain and of small consideration when they happen. The
ordinary means therefore to increase our wealth and treasure is by Foreign Trade, wherein we
must ever observe this rule; to sell more to strangers yearly than we consume of theirs in value.
For suppose that when this Kingdom is plentifully served with the Cloth, Lead, Tin, Iron, Fish
and other native commodities, we do yearly export the overplus to foreign Countries to the value
of twenty two hundred thousand pounds; by which means we are enabled beyond the Seas to
buy and bring in foreign wares for our use and Consumptions, to the value of twenty hundred
thousand pounds; By this order duly kept in our trading, we may rest assured that the Kingdom
shall be enriched yearly two hundred thousand pounds, which must be brought to us in so much
Treasure; because the part of our stock which is not returned to us in wares must necessarily be
brought home in treasure…

It would be very beneficial to export money as well as wares, being done in trade only, it
would increase our Treasure; but of this I write more largely in the next Chapter to prove it
plainly…

The Exportation of Our Moneys in Trade of Merchandize is a Means to Increase Our
Treasure
This Position is so contrary to the common opinion, that it will require many and strong argu-
ments to prove it before it can be accepted of the Multitude, who bitterly exclaim when they see
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any monies carried out of the Realm; affirming thereupon that we have absolutely lost so much
Treasure, and that this is an act directly against the long continued laws made and confirmed by
the wisdom of this Kingdom in the High Court of Parliament, and that many places, nay Spain it
self which is the Fountain of Money, forbids the exportation thereof, some cases only excepted.
To all which I might answer, that Venice, Florence, Genoa, the Low Countries and divers other
places permit it, their people applaud it, and find great benefit by it; but all this makes a noise
and proves nothing, we must therefore come to those reasons which concern the business in
question.

First, I will take that for granted which no man of judgment will deny, that we have no other
means to get Treasure but by foreign trade, for Mines we have none which do afford it, and how
this money is gotten in the managing of our said Trade I have already showed, that it is done by
making our commodities which are exported yearly to over balance in value the foreign wares
which we consume; so that it resteth only to show how our moneys may be added to our com-
modities, and being jointly exported may so much the more increase our Treasure.

We have already supposed our yearly consumptions of foreign wares to be for the value of
twenty hundred thousand pounds, and our exportations to exceed that two hundred thousand
pounds, which sum we have thereupon affirmed is brought to us in treasure to balance the
account. But now if we add three hundred thousand pounds more in ready money unto our
former exportations in wares, what profit can we have (will some men say) although by this
means we should bring in so much ready money more than we did before, seeing that we have
carried out the like value.

To this the answer is, that when we have prepared our exportations of wares, and sent out as
much of every thing as we can spare or vent abroad: It is not therefore said that then we should
add our money thereunto to fetch in the more money immediately, but rather first to enlarge our
trade by enabling us to bring in more foreign wares, which being sent out again will in due time
much increase our Treasure.

For although in this manner we do yearly multiply our importations to the maintenance of
more Shipping and Mariners, improvement of His Majesty’s Customs and other benefits: yet our
consumption of those foreign wares is no more than it was before; so that all the said increase
of commodities brought in by the means of our ready money sent out as is afore written, doth in
the end become an exportation unto us of a far greater value than our said moneys…if those
Nations which send out their monies do it because they have but few wares of their own, how
come they then to have so much Treasure as we ever see in those places which suffer it freely
to be exported at all times and by whomsoever? I answer, Even by trading with their Moneys; for
by what other means can they get it, having no Mines of Gold or Silver?

Thus may we plainly see, that when this weighty business is duly considered in his end as all
our humane actions ought well to be weighed, it is found much contrary to that which most men
esteem thereof, because they search no further than the beginning of the work, which misin-
forms their judgments, and leads them into error: For if we only behold the actions of the hus-
band-man in the seed-time when he casteth away much good corn into the ground, we will
rather account him a mad man than a husbandman: but when we consider his labours in the
harvest which is the end of his endeavours, we find the worth and plentiful increase of his
actions.
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Summing up: Mun’s key point

Thomas Mun’s essay England’s Treasure
by Foreign Trade (1664) reflects the influ-
ence of two major events in human his-
tory. One was the emergence, in England,
of a work ethic as part of the Protestant
Reformation. Contrary to prevailing
Catholic doctrine, this ethic maintained
that individual wealth-getting activities
were not inherently sinful. The second

event was the emergence of political na-
tionalism, principally in England Spain
France and Holland as these nations
competed with one another for wealth
and power. Their competition provoked
a major new issue, Might individual
wealth-getting activity also contribute
to enriching the nation and enhancing
its political power? If the answer to this
question is affirmative, what positive
measures can government introduce

The Conclusion upon All That Hath Been Said, Concerning the Exportation or Importation of
Treasure

The sum of all that hath been spoken, concerning the enriching of the Kingdom, and the in-
crease of our treasure by commerce with strangers, is briefly thus. That it is a certain rule in our
foreign trade, in those places where our commodities exported are overbalanced in value by
foreign wares brought into this Realm, there our money is undervalued in exchange; and where
the contrary of this is performed, there our money is overvalued. But let the Merchants ex-
change be at a high rate, or at a low rate, or at the Par pro pari, or put down altogether; Let
Foreign Princes enhance their Coins, or debase their Standards, and let His Majesty do the like,
or keep them constant as they now stand; Let foreign coins pass current here in all payments at
higher rates than they are worth at the Mint; Let the Statute for employments by Strangers stand
in force or be repealed; Let the mere Exchanger do his worst; Let Princes oppress, Lawyers
extort, Usurers bite, Prodigals waste, and lastly let Merchants carry out what money they shall
have occasion to use in traffic. Yet all these actions can work no other effects in the course of
trade than is declared in this discourse. For so much Treasure only will be brought in or carried
out of a Commonwealth, as the Foreign Trade doth over or under balance in value. And this
must come to pass by a Necessity beyond all resistance. So that all other courses (which tend
not to this end) whomsoever they may seem to force money into a Kingdom for a time, yet are
they (in the end) not only fruitless but also hurtful: they are like to violent floods which bear down
their banks, and suddenly remain dry again for want of waters.

Behold then the true form and worth of foreign Trade, which is, The great Revenue of the
King, the honour of the Kingdom, The Noble profession of the Merchant, The School of our Arts,
The supply of our wants, The employment of our poor, The improvement of our Lands, The
Nursery of our Mariners, The walls of the Kingdoms. The Means of our Treasure, the Sinews of
our wars, The terror of our Enemies. For all which great and weighty reasons, do so many well
governed States highly countenance the profession, and carefully cherish the action, not only
with policy to increase it, but also with power to protect it from all foreign energies: because they
know it is a Principal in Reason of State to maintain and defend which doth Support them and
their estates.

Source: Early English Tracts on Commerce, J.R.McCulloch (ed.)
(London: Political Economy Club, 1856).
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that will simultaneously add to its
wealth and power and also enrich its indi-
vidual citizens? Aquinas and the church-
men deplored individual wealth-getting
activities as sinful. The change of view-
point that is evident in Mun’s work re-
flects the dramatic change that had taken
place between the destruction of the com-
mand society of the feudal manor and the
era of mercantilism and statecraft that
flourished between the fifteenth and
eighteenth centuries.

The issue that Mun addressed about the
advantage to England of ‘trading with its
money’ has considerable contemporary rel-
evance, for it points to early recognition of
interdependence among the economies of
the world through their trade balances,
exchange rates, and capital movements.
The larger issue of the role of trade in rais-
ing living standards was not the concern
of the mercantilists. For them, the purpose
of trade is to enrich the king and
strengthen the nation politically. Their
‘fear of goods’ was rooted in the premise
that the quest for gold, like the quest for
territory, is a zero-sum game; that is, more
for England is at the expense of Spain,
Italy, and Holland, and vice versa.

Monetary analysis

Most mercantilists suspected a direct re-
lationship between the quantity of money
and the level of prices, maintaining that
‘plenty of money in a Kingdom doth make
the native commodities dearer.’ The earli-
est theoretical analysis of the relationship
between the quantity of money and infla-
tionary price increases was made by the
sixteenth century French political phi-
losopher, Jean Bodin. He attributed the
marked price rise experienced by Western
Europe in his time primarily to the inflow
of monetary metals from South America,
thus emphasizing what is today treated

as M (monetary means of payment) in our
modern equations of exchange. He also
observed that monopolies, through their
policies of restricting output, and large
demands by consumers of luxury com-
modities, contributed to price increases.
Thus, he was not unaware of the signifi-
cance of what is today designated as T
and V in the transactions version of the
equation of exchange.8

Since few mercantilists favored infla-
tion, their recommendations for a continu-
ous accumulation of monetary metals via a
favorable balance of trade appears contra-
dictory. But this seeming contradiction of
objectives is reconciled if changes in M af-
fect T rather than P. Thus, mercantilists
typically thought increases in the amount
of money ‘quicken trade’ instead of produc-
ing an inflation of prices. Their advocacy of
a favorable balance of trade, with its asso-
ciated inflow of specie, was thereby rescued
from a seeming contradiction of objectives.

This line of reasoning reflects an aware-
ness that a growing volume of money and
credit is essential to continued expansion
of the physical volume of trade. Since the
embryonic state of the credit system at
that time precluded a well functioning sys-
tem of note issue (demand deposit creation
being a still later phase of banking devel-
opment), mercantilist emphasis on the de-
sirability of accumulating greater quanti-
ties of gold in order to expand the money
supply is more comprehensible than it
would be if the credit system had been bet-
ter developed. They reasoned that an in-
flow of hard money would keep interest
rates low, while the downward pressure on
prices resulting from an inadequate sup-
ply of money would serve to dampen fur-
ther expansion of economic activity.

Mercantilists seemed to sense the neces-
sity of avoiding downward pressure on prices
if commercial activity was to be expanded.
Although they thought of these relationships
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in purely monetary terms, real factors,
which they did not understand, are in-
volved. Economic analysis is conducted in
real terms when it views money as facili-
tating the process of exchange by serving
as a unit of account but does not affect the
relative commodity or factor prices or the
level of economic activity in any way. A
monetary analysis, on the other hand, re-
gards money as capable of exerting an ef-
fect on the magnitudes of the economy.

Mercantilists overlooked the interaction
between real and monetary factors when
they failed to see that falling prices raise
the real rate of interest, which impedes eco-
nomic expansion. It is the value of a loan in
terms of the goods and services it repre-
sents, rather than money rates as such,
that affects the profitability of borrowing.
If the price level is falling, the principal
value of a loan is necessarily rising in real
terms since the borrower contracts to re-
pay a given number of dollars, which will
purchase more goods and services at low
prices than at higher prices. What the mer-
cantilists failed to understand was that the
reason an increased quantity of money is
associated with a lower rate of interest is
not simply due to the greater supply of
funds thus available for borrowing, but be-
cause this is generally associated with an
increase in real income. This is a relation-
ship that the mercantilist monetary theory
of interest overlooked. It was not until the
writings of David Hume, Anne-Robert
Jacques Turgot, and Richard Cantillon that
real, as opposed to monetary, theories of in-
terest began to evolve.

Mercantilist views on production and
related matters

Preoccupation with the wealth and
growth of the state and the acquisition of
treasure set the stage for a number of cor-
ollary doctrines and policies intended to

foster the achievement of these goals. The
theory of production is of major impor-
tance, for the creation of the largest possi-
ble export surplus requires maximum uti-
lization of the factors of production. Some
viewed natural resources as the basis of
wealth, while other writers regarded
labor as a more important factor than
natural resources. Lewes Roberts, for ex-
ample, viewed the earth as ‘the fountaine
and mother of all riches,’ while Sir
William Petty said that ‘labor is the father
and active principle of wealth as land is
the mother.’ The policy counterpart of
both viewpoints is to be found in meas-
ures to increase natural resources and the
productivity of labor by discouraging idle-
ness and introducing specialization. Even
before Smith’s celebrated description of
the advantages of the division of labor in
the manufacture of pins, Petty observed
that ‘cloth must be cheaper when one
cards, another spins, another weaves, an-
other draws, another dresses, another
presses and packs, than when all the op-
erations above were clumsily performed
by the same hand.’

Mercantilistic writers distinguished
between productive and unproductive
labor in terms of its contribution to na-
tional opulence. Manufacturers and farm-
ers were regarded as productive, although
the warmest praise was, understandably,
reserved for merchants. Retailers, the
clergy, doctors, lawyers, and entertainers
were generally regarded as unproductive.
It was also urged that the government
hold the number of unproductive people to
a minimum in order to direct their labor
to some more useful occupation. Mercan-
tilistic ideas on production are part of their
legacy from the Scholastics of the medieval
period, who regarded wealth as evidence
of God’s bounty and production as the ex-
ploitation of this bounty by labor. Thus,
Thomas Hobbes wrote that ‘plenty God
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usually either giveth freely, or for labor
selleth to mankind.’9 Emphasis on the ap-
propriation of the natural or divine bounty
by the efforts of human labor is to be found
throughout British economic literature in
the period before Adam Smith. Virtually
without exception, it was urged that gov-
ernment must increase both the quantity
and the utilization of natural wealth and
labor. Thus, Mun advocated the growing
of hemp, flax, cordage, and tobacco on
wastelands, and the exploitation of fisher-
ies in the North Sea, which are ‘our own
natural wealth and would cost nothing but
labor.’10 Similarly, Roger Coke proposed
that idle workers be employed to reclaim
wastelands.11 Willful idleness was not to
be tolerated, and there is an abundance of
literature setting forth proposals to make
England’s population as productive as pos-
sible. This is the responsibility of govern-
ment, for if people are idle, ‘that is for want
of being rightly governed.’12

Still another aspect of mercantilistic
emphasis on the importance of labor in
production is the encouragement of popu-
lation growth, not for the sake of mere
numbers, but to increase the size of the
working force. Attention was frequently
called to Holland, a very prosperous coun-
try that, although it had few resources,
was enriched through the industry of its
people; and to Spain, which was impover-
ished through its sparse population, al-
though it was rich in colonial mines. Pro-
posals to increase population by encour-
aging early marriage and immigration
are so common to most of the English
writers of this period that they cannot be
specifically associated with the name of
any one writer. It was generally accepted
that a large population, by keeping wages
close to subsistence levels, would not only
reduce the cost of producing goods but
would also discourage the idleness that

might become associated with higher
wage levels.

One of the most interesting bits of mer-
cantilistic reasoning incorporating views
on both labor and balance of payments is
the argument that appeared in successive
issues of the British Merchant regarding
foreign-paid incomes.13 Briefly, the line of
reasoning pursued was that when goods
were exported, foreigners, in effect, pay
the wages of the workers employed in
making them, whereas imports involve
like payments to foreigners. The obvious
duty of government would therefore be to
minimize foreign imports in order to
achieve a favorable balance of foreign-paid
income. Bullion is the most desirable im-
port because it is wealth, and also has lit-
tle labor incorporated in it as compared
with the manufactured commodities that
England concentrated on exporting.

Many of the forces that contributed to
the development of the modern nation-
state also nurtured the development of a
competitive market economy. In England,
and also in the German states, the rise of
various Protestant religious groups made
a powerful contribution toward establish-
ing that, for persons to engage in wealth-
getting activities is appropriate and desir-
able and not inconsistent with their Prot-
estant belief. Thus, the teachings of Prot-
estant clerics were less hostile to the com-
mercial interests that prospered along
with the town life, especially when com-
pared with the teachings of the Roman
Churchmen, who denied them moral sanc-
tion. These clerics praised useful labor and
considered acquisition and thrift as per-
sonal virtues that would contribute to
man’s salvation in the next world. They
also contributed to the early success of the
English handicraft trades, which supplied
commodities for export as well as domes-
tic use, by teaching the virtue of work.
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Concluding remarks

During the era of mercantilism, economic
behavior began to manifest itself through
commercial, rather than exclusively
household and other non-commercial, ac-
tivities. Accordingly, mercantilist think-
ers emphasized the importance of com-
merce and industry and the role of the
state in promoting economic development
and national wealth. They looked to the
state to pursue policies that encouraged
the growth of the labor force by natural
increase and immigration, and fostered
its employment-productive activities.

The possibility of increasing productiv-
ity by specialization was appreciated, but
the role of invention in increasing labor
productivity was still too infrequently ob-
served to receive much attention. The im-
portance of increasing efficiency in the use
of land and other natural resources in or-
der to reduce the cost of wage goods was
also given considerable attention. All these
measures were thought of as contributing
to the maintenance of a favorable balance
of trade, which served to increase the sup-
ply of precious metals and money. Money
was thus viewed as playing an active role
in economic development because, suppos-
edly, it kept interest rates low and pre-
vented unfavorable price movements.

The economic analysis that emerged in
connection with these recommendations
was crude and unsystematic by modern
standards. The early mercantilists, espe-
cially, were practitioners rather than theo-
rists, and their interest was in economic
policy rather than in analysis. Much of
their analysis was implicit in their discus-
sions on policy, and even when given ex-
plicit formulation, it lacked the rigor that
was to become associated with the inquir-
ies of writers of the transition period. Even
so, John Maynard Keynes, writing his
‘Notes of Mercantilism’ at the conclusion

of The General Theory of Employment,
Interest and Money in 1936, credited the
mercantilists with anticipating some of his
thinking about the stimulating effect of
low interest rates on investment. He cred-
ited them with awareness that the propen-
sity to save tends to be high, relative to
the inducement to invest. Insufficient in-
vestment is the likely cause, Keynes con-
cluded, when an economy equilibrates at
less than full employment. Modern gov-
ernments rely on monetary management
and public investment to stimulate em-
ployment when investment is insufficient,
but these techniques were not yet devel-
oped during the mercantilistic era. Keynes
thus regarded the mercantilist policy of
encouraging inflation through gold inflows
resulting from a favorable trade balance
as the only available method to expand the
money supply, thereby lowering interest
rates and stimulating investment and
employment.

Keynes appreciated mercantilist warn-
ings against holding money idle and un-
derstood their reason for arguing that a
favorable trade balance has employment-
creating effects. However, the analogy be-
tween their views and his must not be car-
ried too far; Keynes’s own analysis related
specifically to modern industrial econo-
mies.14

The mercantilist pursuit of precious
metals has also recently been explained in
the light of the unique liquidity problems
then encountered by England in buying
Baltic wheat and East Indian spices.15

These were items for which the English
were unable to pay with merchandise ex-
ports or services. In the absence of a fully
developed international money market,
there was only limited convertibility of
sterling with other currencies; stocks of
precious metals thus provided the only re-
liable means of paying for these highly
prized imports. Mun’s warning against the
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loss of specie that would result from ‘not
trading with our money’ applies particu-
larly to the type of trade carried on with
the East Indies and the Baltic countries.
Further gains could be gotten from stock-
piling these goods and then exporting
them again at advantageous prices.

During the seventeenth century, the
English were particularly envious of the
success that Holland had in augmenting
its stocks of precious metals through trade,
while also experiencing a stable or falling
level of prices. Since conventional wisdom
generally links inflation to increases in the
money supply, the mercantilistic goal of
augmenting the country’s stock of gold
would seem inherently inflationary. The
Dutch experience, however, demonstrates
that this is not necessarily the case. If the
inflow of gold from favorable trade bal-
ances is accompanied by increased em-
ployment and production or, alternatively,
is used to finance the stockpiling of com-
modities for re-export (which is known as
entrepôt trade), it becomes possible to
avoid increased domestic prices. Thus, the
failure of mercantilist writers to recognize
analytically the potentially inflationary
effects of an influx of gold can be explained
in terms of the unique nature of their East
Indian and Balkan trade and the empiri-
cal fact that, under certain circumstances,
falling prices can accompany large gold
movements into a country.16
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Questions for discussion and further
research

1 What do you infer from reading Thomas
Mun’s England’s Treasure by Foreign Trade
about the relationship between seventeenth
century English nationalism and mercantil-
ism?

2 It is sometimes said that mercantilists had ‘a
fear of goods.’ ‘What do you interpret this to
mean and how is it reflected in the policy
measures that Mun was recommending for
England to follow?

3 Do you regard Mun’s essay as a contribu-
tion to economic analysis?
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The environment and leading
contributors

Economic thought entered a transitional
phase in the second half of the seven-
teenth century. During this phase, think-
ers who were adverse to mercantilistic
views displaced businessmen as the chief
inquirers into economic questions. The
methodological approach of deduction
and the laissez-faire attitudes that would
later characterize the writings of the clas-
sical era also began to appear. The newly
emerging attitude was one of increasing
liberality; people came to believe that
greater freedom from governmental re-
strictions would be advantageous to
themselves as well as to the economy.
This attitude reflected the gradually
evolving idea that the economic system is
a self-generating autonomous mechanism
that does not require management from
above, but functions best when allowed to
regulate itself. This proposition was made
particularly explicit by the free-thinking
David Hume. By committing himself to
finding the basis for society and govern-
ment outside scriptures and the church,
he paved the way for separating the
theory of economic behavior from moral
philosophy. Following the interpretations
of the Protestant natural-law theorists,
the writers of the transition period tended
to deemphasize God’s role in the opera-

tion of worldly affairs. The Scholastic tra-
dition of natural law philosophy had little
influence on the English thinkers of the
late seventeenth and early eighteenth
centuries.

These liberal trends in economic think-
ing were joined to a hedonistic philosophy
of material gain and enjoyment, as op-
posed to the medieval view of the virtue of
self-denial. Bernard de Mandeville (1670–
1733), a Dutchman who settled in Eng-
land, gained considerable notoriety for
himself as a satirist by advocating, in the
context of an allegorical poem entitled The
Grumbling Hive or Knaves Turn’d Honest,’
that individual vice (i.e. self-interest)
yields social benefits. His theme was fur-
ther embellished in a second poem, The
Fable of the Bees: or Private Vices, Publick
Benefits’; Part I was published in 1714 and
Part 11 in 1729. According to de
Mandeville, spending is the life of the
trade. Economic progress thrives under
the stimulus of self-interest and higher
levels of personal consumption. These
views were particularly evident in Eng-
land, whose growing middle class included
many who were engaged in trade and in-
dustry.

While de Mandeville was, in other re-
spects, still committed to mercantilist
views (for example, his acceptance of the
view of the utility of poverty), the paradox
of public benefit, as the product of private
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vice rather than private virtue, was re-
garded as nothing short of scandalous
when it was offered. The argument that
purely egoistic individual impulses can
generate a viable social order was ahead
of the time and was influential in giving
direction to the liberal thinking of the later
eighteenth century economic thinking.

It is perhaps interesting to note that,
like several other thinkers of the period,
de Mandeville earned a medical degree
(from the Dutch University of Leyden in
1691) and pursued a practice that special-
ized in ‘Hypochondriack and hysterick.’
However, most of the writers of the transi-
tion period were businessmen who, like
Josiah Child (1630–99) and Nicholas
Barbon (1637–98), were suited by experi-
ence to write about economic matters. Child
was a merchant who sold supplies to the
English navy and eventually became the
largest single stockholder in the East India
Company.1 His most famous work is a pam-
phlet, Brief Observations, published in
1668, in which he undertook to prove that
England could equal the prosperity of the
Dutch by following policies that he believed
to be the source of Holland’s great wealth.
He believed a low rate of interest to be the
most important of these and strongly advo-
cated that the then existing legal rate of
interest be reduced.

Nicholas Barbon (1640–98) was also a
businessman, although he too earned a
medical degree, his from the University of
Utrecht in 1661. His earliest business in-
terest was in building, and he became
prosperous as a result of the destruction
of most of the city of London by the Great
Fire. He was also astute enough to ven-
ture into mortgage banking, and he devel-
oped the first workable plan for writing
fire insurance. His leading work is Dis-
course on Trade (1690), although he wrote
many pamphlets on fire insurance, build-
ing, and banking.

Merchants were still not highly es-
teemed; indeed, while the social benefits
of commerce had begun to be more appre-
ciated than previously, there was such sus-
picion about their recommendations that
merchant authors often preferred to write
anonymously or wrote prefaces that de-
nied that their policy would benefit them
privately.2 These denials notwithstanding,
the fact is that private interests were sel-
dom really subordinated to the public
good, and public suspicion of merchant-
supported proposals was more frequently
justified than not. Their recommendations
that the legal rate of interest and the bul-
lion content of silver coins be reduced (the
latter was done in 1696) provided reason
for thinking that as business borrowers,
they would also be beneficiaries. Nor was
the argument that devaluation would
make the country richer as convincing as
it might have been were it not apparent
that it would also benefit those who had
hoarded bullion or old coins whose bullion
content had not been reduced by clipping.
As a banker, Barbon had this opportunity,
although he pointed out that banks would
also profit if coins were fewer and heavier,
for ‘nothing can be of greater advantage to
banks than scarcity of money when men
will be glad to take a bank note for want
of it.’3

The policy recommendations offered by
Barbon and Child were unsupported by
any kind of economic analysis. Typically,
they argued for their proposals on the
grounds that they had worked well previ-
ously or because current policies were not
producing satisfactory results. Another
technique of argumentation was to refute
the objections that others made against the
policies they recommended. But there was
no attempt to derive general principles on
which the policies recommended must nec-
essarily rest, if they were to work as
claimed. It is plain, therefore, that before
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economics could make headway as a sci-
ence, a deductive system, which derives its
conclusions from a set of premises, was
urgently needed. The only critique that
can then be made against an analysis is
that the premises are false or inappropri-
ate, or that the reasoning is imperfect.
Failing this, the conclusions are valid, ir-
respective of the personal interests of the
author, for the conclusions are inherent in
the premises. In short, economics required
the methodology that the French philoso-
pher René Descartes (1595–1650) had al-
ready introduced in his Discourse on
Method in the mid seventeenth century to
lay a foundation for natural science. Like
his older contemporary Francis Bacon
(1561–1626), Descartes was deeply con-
cerned with the question of the method for
obtaining real knowledge through the
process of reason on the basis of what we
know or infer with certainty.4 He particu-
larly valued the method of mathematics
because it began with the simplest notions
and then proceeded to inferences that
could be derived from them. Thus he ar-
gued, notwithstanding his recognition of
the role of experience in generating knowl-
edge, that all scientific investigation be-
gins from the simplest and most basic no-
tions and then proceed logically to more
complex truths.

The method followed by Sir Dudley
North (1641–91) in his anonymously pub-
lished pamphlet, Discourse upon Trade
(1691), is essentially Cartesian, although
he had no formal education. North came
from a family that was fairly accomplished
academically and which sent him to writ-
ing school from which he was apprenticed
to a merchant with the Levant Company.
According to the biography written by his
brother Roger North, Dudley passed many
of the next 20 years abroad, principally in
Turkey, where he accumulated enough

from his various trading activities to re-
turn to England and a life of ease in his
early 40s. He had also acquired such vast
technical information about every aspect
of trade that, in 1683, he was appointed
Commissioner of Customs and later
elected to Parliament. During this period
North became increasingly aware that pri-
vate and public interests frequently di-
verge and that it is necessary to separate
the two when inquiring into economic mat-
ters. The method by which he thought this
could be accomplished was later described
by Roger North in the Preface to his broth-
er’s biography.5 Because private interests
might interfere with objective thinking in
economic matters, he argued that it is es-
sential that conclusions be ‘built on clear
and evident truths.’ It is necessary to lay
down incontrovertible premises and to rea-
son from them to the conclusions they im-
ply. Thus, Sir Dudley North’s pamphlet,
Discourse upon Trade, substantially
marks the beginning of deductive analy-
sis in economics. Unfortunately, this pam-
phlet made little impression and was soon
forgotten. As was subsequently often the
case in the history of economic thought, its
rediscovery came too late to be of more
than historical interest.6

The waning role of merchants as writers

The writings of two philosophers, John
Locke (1632–1704) and David Hume
(1711–66), along with William Petty
(1623–87), and Richard Cantillon (1680–
1734), mark a turning point in the devel-
opment of economics because none of
these were associated, even in a remote
way, with the business world. John Locke,
who was educated at Christ Church, Ox-
ford, where he took a medical degree, be-
came personal physician and later per-
sonal secretary and assistant to Lord
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Ashley, the chancellor of the Exchequer.
Thus, he practiced his profession only on
a limited scale, but was brought into con-
tact with practical matters of trade, such
as the proposal concerning the reduction
of the interest rate.7 He drafted a reply to
Child’s Brief Observations in which he ex-
amined the effect that a reduction in the
rate of interest would have from the
standpoint of natural law. This led to his
book Some Considerations of the Conse-
quences of Lowering of Interest and Rais-
ing the Value of Money, which examined
the nature and determination of interest,
rent, and the value of land. His argument
was that, from the standpoint of natural
law, any statute contrary to the inexora-
ble laws of nature is both inappropriate
and unworkable. This principle led Locke
to the conclusion that natural law, not
laws made by humans, should determine
interest rates and the value of coins.

Locke’s approach to examining eco-
nomic questions had profound implica-
tions for the development of economics. It
suggested that society is governed by a
body of laws in precisely the same way as
the natural universe. Locke’s work, there-
fore, helped establish the natural law per-
spective of later economic analysis.
Whereas seventeenth-century writers
typically addressed themselves directly to
practical questions and policy proposals,
the subsequent approach attempted to dis-
cover the principles of particular phenom-
ena such as value, price, and interest in
order to examine their underlying rel-
evance to particular problems. Locke be-
came so well versed in colonial problems
that he was appointed, in 1673, as Secre-
tary to the Council for Trade and Planta-
tions. He returned to private life two years
later and turned his attention to such
works as the Treatise of Civil Government
and the Essay Concerning Human Under-

standing, which established him as one of
the great philosophers of his day.

The natural law perspective is also evi-
dent in the writings of David Hume, who
is also among the transitional thinkers
whose economic writings helped break
the influence of mercantilistic principles.
Although he was primarily a philosopher,
Hume’s Political Discourses (1752) in-
cludes numerous essays, including the
important ‘Of money,’ ‘Of interest,’ ‘Of
commerce,’ ‘Of the balance of trade,’ and
‘Of the jealousy of trade,’ which made sig-
nificant contributions to theoretical eco-
nomics.8

The significance of the contribution
made by the Irish-born English financier
Richard Cantillon (1680–1734) to eco-
nomic theory is debatable. Judged in
terms of content, it is probably not
overgenerous to regard him as the co-
founder, along with Adam Smith, of the
classical school. However, if we judge, in-
stead, on the basis of the impact he had in
his own time, his role in the history of eco-
nomic analysis is considerably less signifi-
cant. His Essay on the Nature of Com-
merce in General was not published until
20 years after his death, and then it was
forgotten until it was rediscovered and res-
cued from virtual oblivion by William
Jevons in 1881.9 The most significant im-
pact of the essay was on the Physiocrats,
particularly as regards their emphasis on
land as the source of wealth. Victor
Riquetti, Marquis de Mirabeau, had a
copy, and several of the ideas developed in
his L’Ami de Homme (1760) paralleled
those introduced by Cantillon in his essay.
During the heyday of commercial capital-
ism, the central problem was trade and the
growth of merchant capital through prof-
itable exchange. With the growth of indus-
try, production rather than exchange be-
came the central problem.
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Political arithmetic: prelude to numeracy in
economics

Sir William Petty (1623–87) who, like
many educated men of his generation,
was trained in medicine, made a pioneer-
ing contribution to reliance on numeracy
in his important work Political
Arithmetick (1690), which reaffirmed the
foundational role of empiricism in the
quest for knowledge. Before studying
medicine in the Netherlands he served for
a time in the Royal Navy and later be-
came physician general to English troops
serving in Ireland during the Civil War.
Afterwards, he was commissioned to sur-
vey the lands that were to be distributed
among Oliver Cromwell’s soldiers. The ex-
perience familiarized him with land rents
and taxes, and encouraged him to pioneer
an empirical approach to economic in-
quiry. His observations and studies gener-
ated an impressive array of numbers con-
cerning land, cattle, houses, shipping,
gold, merchandise, and people as part of
his first work Treatise on Taxes and Con-
tributions (1662).

Petty’s data can only be described as
scanty, for they were based primarily on
various tax office reports, mortality, mar-
riage, and birth records which were, as he
himself recognized, nothing more than ‘a
commin Knife and a Clout…instead of the
many more helps which such a work re-
quires.’10 Accordingly, what he could not
ascertain directly in terms of ‘number,
weight or measure,’ he inferred on the ba-
sis of what he had already learned empiri-
cally. This was the essence of his method
of ‘political arithmetic.’ His inferences de-
pended on the Law of Large Numbers. For
example, in the absence of a census, Petty
undertakes to calculate London’s popula-
tion on the basis of the number of burials
and the number of houses, which he rea-
sons must bear some relation to the popu-

lation. The number of burials are, some-
what arbitrarily multiplied by 30, to be
added to the number of houses which he
multiplied by eight to arrive at London’s
aggregate population. The population of
England is estimated as 11 times that of
London, on the premise that London pays
the 11th part of England’s tax collection.
While the chance of error that is inherent
in his method is raised with each succes-
sive multiplicative procedure, Petty main-
tained that his computations are consist-
ent with other accounts such as poll tax
records.

Petty’s intent was not simply to rework
and describe reality in terms of numerical
variables, but to use them as mental ab-
stractions to understand relationships
that can be useful as a basis for formulat-
ing policy. One of Petty’s specific policy
objectives was to formulate a program for
taxing the rebellious Irish to limit the pos-
sibilities for a future uprising against the
English. His Treatise of Taxes and Contri-
butions thus marks the first stage in the
development of numeracy as it relates to
economics.11 His method relied on illustra-
tive rather than actual data to express
premises and conclusions in hypothetical
numerical terms. Thus, Petty was an early
empiricist whose work, particularly in his
Treatise of Taxes and Contributions, is
also a contribution to economic theory and
policy.

The changing concepts of the transition
period

Classification of writers such as Petty,
North, Locke, Hume, and Cantillon as
mercantilists is somewhat arbitrary. All
were mercantilists to some degree, al-
though certain aspects of their thinking
were closer to the ideas of Adam Smith
and the Physiocrats, who wrote during
the eighteenth century, than to those of
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their predecessors. Thus, they may be
treated either as later or liberal mercan-
tilists, or as forerunners of classicism and
economic liberalism. While sufficient rea-
son can be advanced for either treatment,
the subject matter of economic inquiry
was undergoing a change, and their
thinking was transitional.

Although the Industrial Revolution was
not yet under way, commercial capitalism
was already evolving into industrial capi-
talism. Compared with its status in the
previous century, manufacturing, as con-
trasted with agriculture, had grown in
importance. New products and modes of
production, new forms of enterprise and
credit facilities had been developed. These
changes were accompanied by the
pauperization of numerous farmers, the
decay of many agricultural areas, the im-
poverishment of many artisans, and con-
siderable technological unemployment.
During the heyday of commercial capital-
ism, the central problem was trade and the
growth of merchant capital through prof-
itable exchange. With the growth of indus-
try, production rather than exchange be-
came the central problem.

The most significant aspect of the tran-
sition period of the second half of the sev-
enteenth century is that several key eco-
nomic concepts came into use during this
time. The most fundamental was in the
meaning attached to the nature and source
of wealth. The question of whether the tak-
ing of interest is proper, and the determi-
nation of its rate and the rent of the land,
were also important. However, the most
critical question of all related to the valid-
ity of the mercantilistic principle that a
favorable trade balance is the permanent
source of a nation’s riches. During the
transition period these ideas gave way to
the more modern ones of the classical era.

The nature of wealth

The mercantilist concept that gold and
silver are the wealth of a nation and that
every effort should be made to preserve
and augment the supply of precious met-
als was rapidly becoming outmoded dur-
ing the transition period. Even merchants
were becoming free of the bullion illusion.
Nicholas Barbon was among the first to
recognize that while gold and silver have
characteristics that make them particu-
larly satisfactory for coinage, there is no
greater advantage to be derived from ac-
cumulating them rather than any other
commodity. ‘If there could be account
taken of the balance of trade, I can’t see
where the advantage of it could be. For
the reason that’s given for it—that the
overplus is paid in bullion and the nation
grows so much richer…is altogether a
mistake. For gold and silver are but com-
modities, and one sort of commodity is as
good as another so be it of the same
value.’12

Dudley North attacked another aspect
of the mercantilist view of trade when he
disassociated riches from gold and silver.
Mercantilists viewed trade as being essen-
tially like warfare; one nation gained what
the other lost. North asserted, on the con-
trary, that trade is mutually advantageous,
for no one will accept a smaller value in
exchange for what is given up. Moreover,
he asserted, it is not trade that most en-
riches the nation, but production, particu-
larly of manufactured goods; ‘he who is
most diligent, and raiseth most Fruits or
maketh most of Manufactory, will abound
most in what others make or raise; and con-
sequently be free from Want and enjoy
most Conveniences, which is truly to be
Rich, altho there were no such things as
Gold, Silver or the like amongst them.’13
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The mercantilist identification of
wealth with money and trade was also dis-
puted by David Hume. His essay ‘Of
Money’ asserted that money merely repre-
sents ‘the real strength of the community,’
which is ‘men and commodities.’14 Sir
William Petty wrote even more persua-
sively about wealth than Hume when he
maintained that the appropriate measure
of the increase in England’s power and

wealth is evident by the abundance of its
‘People, Buildings, Shipping, and the pro-
duction of many useful commodities.’ With
the accession of James II in 1685, he again
utilized political arithmetic to prove the
political and economic superiority of Eng-
land over France to the new king. His for-
mulation of the question and the reply he
generates is among the masterworks of
economics.

Issues and Answers from the Masterworks 3.1
Issue
On what basis can it be established that the power and wealth of England has in-
creased?

Petty’s answer
From Political Arithmetick (1690), Chapter VI: That the Power and Wealth of England hath
Increased this last forty years.

It is not much to be doubted, but that the Territories under the King’s Dominions have increased;
Forasmuch as New England, Virginia, Barbadoes, and Jamaica, Tangier, and Bombay, have
since that time, been either added to His Majesties Territories, or improved from a Desart con-
dition, to abound with People, Buildings, Shipping, and the Production of many useful Com-
modities. And as for the Land of England, Scotland, and Ireland, as it is not less in quantity, than
it was forty years since; so it is manifest that by reason of the Dreyning of Fens, watering of dry
Grounds, improving of Forrests, and Commons, making of Heathy and Barren Grounds, to bear
Saint-foyne, and Clover grass; meliorating, and multiplying several sorts of Fruits, and Garden-
Stuffe, making some Rivers Navigable, etc. I say it is manifest, that the Land in its present
Condition, is able to bear more Provision, and Commodities, than it was forty years ago.

Secondly, although the People in England, Scotland, and Ireland, which have extraordinarily
perished by the Plague, and Sword, within this last forty years, do amount to about three hun-
dred thousand, above what have dyed in the ordinary way; yet the ordinary increase by Genera-
tion of ten Millions, which doubles in two hundred years, as hath been shewn by the
Observators upon the Bills of Mortality, may in forty years (which is a fifth part of the same time)
have increased 1/5 part of the whole number, or two Millions. Where note by the way, that the
accession of Negroes to the American Plantations (being all Men of great Labour and little
Expence) is not inconsiderable; besides it is hoped that New England, where few or no Women
are Barren, and most have many Children, and where People live long, and healthfully, hath
produced an increase of as many People, as were destroyed in the late Tumults in Ireland.

As for Housing, the Streets of London itself speaks it, I conceive it is double in value in that
City, to what it was forty years since; and for Housing in the Country, they have increased, at
Newcastle, Yarmouth, Norwich, Exeter, Portsmouth, Cowes, Dublin, Kingsaile, Londonderry,
and Coleraine in Ireland, far beyond the proportion of what I can learn have been dilapidated in
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Summing up: Petty’s key points

In the post-Elizabethan age during which
England’s power vis-à-vis France and
even Holland became a matter of concern
to persons loyal to the King, a major
theme of Petty’s Political Arithmetick was
to offer what he regarded as empirical
proof based on his estimates of the growth
of England’s wealth over the last 40 years.
His empirical prowess is very much in the
tradition of the scientific method which he
learned from Thomas Hobbes even before
he undertook his medical training. Unlike
the bullionists, and even Thomas Mun, he

does not reckon England’s increase of
wealth in terms of gold, but in terms of
the increase in arable lands to produce
‘Provision(s) and Commodities, increases
in population and housing, the number of
shipping vessels and their tonnage,
coaches, and household furniture. He also
considers the reduction in interest rates
to 6 percent as compared to the 10 percent
rate of 40 years ago, along with the in-
creased volume of letters posted as evi-
dence of the increase in England’s wealth.

Petty’s empirical skill is equally evi-
denced in his earlier Verbum Soprenta
(1664) as supplemental to Political

other places. For in Ireland where the ruin was greatest, the Housing (taking all together) is now
more valuable than forty years ago, nor is this to be doubted, since Housing is now more splen-
did, than in those days, and the number of Dwellers is increased, by near 51 part; as in the last
Paragraph is set forth.

As for Shipping, his Majesties Navy is now triple, or quadruple, to what it was forty years
since, and before the Sovereign was Built; the Shipping Trading to Newcastle, which are now
about eighty thousand Tuns, could not be then above a quarter of that quantity. First, Because
the City of London is doubled. 2. Because the use of Coals is also at least doubled, because
they were heretofore seldom used in Chambers, as now they are, nor were there so many
Bricks burned with them as of late, nor did the Country on both sides the Thames, make use of
them as now. Besides there are employed in the Guinny and American Trade, above forty
thousand Tun of Shipping per annum; which Trade in those days was inconsiderable. The quan-
tity in Wines Imported was not near so much as now; and to be short, the Customs upon Im-
ported, and Exported Commodities, did not then yield a third part of the present value: which
shews that not only Shipping, but Trade it self hath increased, somewhat near that proportion.

As to Mony, the Interest thereof was within this fifty years, at 10 per cent, forty years ago, at
8 per cent, and now at 6 per cent, no thanks to any Laws which have been made to that pur-
pose, forasmuch as those who can give good security, may now have it at less: But the natural
fall of Interest, is the effect of the increase of Money. Moreover if rented Lands, and Houses,
have increased; and if Trade hath increased also, it is certain that mony which payeth those
Rents, and driveth on Trade, must have increased also.

Lastly, I leave it to the consideration of all Observers, whether the number, and splendor of
Coaches, Equipage, and Houshold Furniture, hath not increased, since that time; to say nothing
of the Postage of Letters, which have increased from one to twenty, which argues the increase
of Business, and Negotiation. I might add that his Majesties Revenue is near tripled, and there-
fore the means to pay, and bear the same, have increased also.

Source: The Economic Writings of Sir William Petty, vol. 1,
Charles Hall (ed.), (London, 1899).



○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○

Chapter 3 Transition to classical economics

52

Anatomy of Ireland in which he generated
an accounting of Ireland’s national income
which stands as a forerunner to the na-
tional income accounting procedure which
became central to macroeconomic empiri-
cism in the twentieth century. His objec-
tive with respect to Ireland was to estab-
lish a factual basis on which the King
could tax away as much Irish wealth as
possible. Indeed, he felt it appropriate that
England undertake whatever measures
are necessary for the good of the Crown,
even to the extent of relocating population
from Ireland to England whether they
wished it or not.15

The quantity theory

Although the notion that the level of eco-
nomic activity is related to the supply of
money was already common in mercantil-
ist days, John Locke gave the principle,
now known as the quantity theory of
money, a more refined statement than it
had been given previously. In particular,
he pointed out ‘the necessity of some pro-
portion of money to trade,’ although he rec-
ognized that it is hard to determine what
that proportion should be. The quantity of
money needed to carry on trade is hard to
determine because it depends also on ‘the
quickness of its circulation[;]…to make
some probable guess we are to consider
how much money it is necessary to suppose

must rest constantly in each man’s hands
as requisite to the carrying on of trade.’ His
recognition of the importance of velocity of
circulation was the most sophisticated
treatment of quantity theory that had yet
been offered. Later writers formulated his
ideas on the velocity of circulation and the
volume of trade with greater precision, but
Locke deserves credit for a greatly im-
proved statement of the quantity theory of
money. Unfortunately, however, he was led
via his quantity theory of money to advo-
cate the desirability of an export surplus.
He thought this would be to England’s ad-
vantage because it would cause an inflow
of specie and enable her to sell at high
prices, while buying cheaply from other
countries that have low prices because
they have less bullion.

The reverse specie flow mechanism

The most sophisticated rebuttal to Locke’s
argument and to the mercantilist view
about the role of trade in promoting the
nation’s well-being came from David
Hume. He disagreed with the old mercan-
tilist dogma that the prosperity of other
countries will permanently undermine
England’s domestic prosperity because it
is achieved on the basis of English gold
losses. The fallacy of this argument, which
he criticized John Locke for holding, is ex-
posed in the context of the issue, whether

Issues and Answers from the Masterworks 3.2
Issue
Is the prosperity that one nation gains from commerce a threat to that of its
neighbors?

Hume’s answer
From his essay ‘Of the Jealousy of Trade’ (1758).

Having endeavoured to remove one species of illfounded jealousy, which is so prevalent among
commercial nations, it may not be amiss to mention another, which seems equally groundless.
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Nothing is more usual, among states which have made some advances in commerce, than to
look on the progress of their neighbours with a suspicious eye, to consider all trading states as
their rivals, and to suppose that it is impossible for any of them to flourish, but at their expence.
In opposition to this narrow and malignant opinion, I will venture to assert, that the encrease of
riches and commerce in any one nation, instead of hurting, commonly promotes the riches and
commerce of all its neighbours; and that a state can scarcely carry its trade and industry very
far, where all the surrounding states are buried in ignorance, sloth, and barbarism.

It is obvious, that the domestic industry of a people cannot be hurt by the greatest prosperity
of their neighbours; and as this branch of commerce is undoubtedly the most important in any
extensive kingdom, we are so far removed from all reason of jealousy. But I go farther, and
observe, that where an open communication is preserved among nations, it is impossible but
the domestic industry of every one must receive an encrease from the improvements of the
others. Compare the situation of GREAT BRITAIN at present, with what it was two centuries
ago. All the arts both of agriculture and manufactures were then extremely rude and imperfect.
Every improvement, which we have since made, has arisen from our imitation of foreigners; and
we ought so far to esteem it happy, that they had previously made advances in arts and ingenu-
ity. But this intercourse is still upheld to our great advantage: Notwithstanding the advanced
state of our manufactures, we daily adopt, in every art, the inventions and improvements of our
neighbours. The commodity is first imported from abroad, to our great discontent, while we
imagine that it drains us of our money: Afterwards, the art itself is gradually imported, to our
visible advantage: Yet we continue still to repine, that our neighbours should possess any art,
industry, and invention; forgetting that, had they not first instructed us, we should have been at
present barbarians; and did they not still continue their instructions, the arts must fall into a state
of languor, and lose that emulation and novelty, which contribute so much to their advancement.

The encrease of domestic industry lays the foundation of foreign commerce. Where a great
number of commodities are raised and perfected for the home-market, there will always be
found some which can be exported with advantage. But if our neighbours have no art or cultiva-
tion, they cannot take them; because they will have nothing to give in exchange. In this respect,
states are in the same condition as individuals. A single man can scarcely be industrious, where
all his fellow citizens are idle. The riches of the several members of a community contribute to
encrease my riches, whatever profession I may follow. They consume the produce of my indus-
try, and afford me the produce of theirs in return.

Nor need any state entertain apprehensions, that their neighbours will improve to such a
degree in every art and manufacture, as to have no demand from them. Nature, by giving a
diversity of geniuses, climates, and soils, to different nations, has secured their mutual inter-
course and commerce, as long as they all remain industrious and civilized. Nay, the more the
arts encrease in any state, the more will be its demands from its industrious neighbours. The
inhabitants, having become opulent and skillful, desire to have every commodity in the utmost
perfection; and as they have plenty of commodities to give in exchange, they make large impor-
tations from every foreign country. The industry of the nations, from whom they import, receives
encouragement: Their own is also encreased, by the sale of the commodities which they give in
exchange.

But what if a nation has any staple commodity, such as the woolen manufacture is in ENG-
LAND? Must not the interfering of our neighbours in that manufacture be a loss to us? I answer,
that, when any commodity is denominated the staple of a kingdom, it is supposed that this
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kingdom has some peculiar and natural advantages for raising the commodity; and if, notwith-
standing these advantages, they lose such a manufacture they ought to blame their own idle-
ness, or bad government, not the industry of their neighbours. It ought also to be considered,
that, by the encrease of industry among the neighbouring nations, the consumption of every
particular species of commodity is also encreased; and though foreign manufactures interfere
with them in the market, the demand for their product may still continue, or even encrease. And
should it diminish, ought the consequence to be esteemed so fatal? If the spirit of industry be
preserved, it may easily be diverted from one branch to another; and the manufacturers of wool,
for instance, be employed in linen, silk, iron, or any other commodities, for which there appears
to be a demand. We need not apprehend, that all the objects of industry will be exhausted, or
that our manufacturers, while they remain on an equal footing with those of our neighbours, will
be in danger of wanting employment. The emulation among rival nations serves rather to keep
industry alive in all of them: And any people is happier who possess a variety of manufacturers,
than if they enjoyed one single great manufacturer, in which they are all employed. Their situa-
tion is less precarious; and they will feel less sensibly those revolutions and uncertainties, to
which every particular branch of commerce will always be exposed.

The only commercial state, that ought to dread the improvements and industry of their
neighhours, is such a one as the DUTCH, who enjoying no extent of land, nor possessing any
number of native commodities, flourish only by their being the brokers, and factors, and carriers
of others. Such a people may naturally apprehend, that, as soon as the neighbouring states
come to know and pursue their interest, they will take into their own hands the management of
their affairs, and deprive their brokers of that profit, which they formerly reaped from it. But
though this consequence may naturally be dreaded, it is very long before it takes place; and by
art and industry it may be warded off for many generations, if not wholly eluded. The advantage
of superior stocks and correspondence is so great, that it is not easily overcome; and as all the
transactions encrease by the encrease of industry in the neighbouring states, even a people
whose commerce stands on this precarious basis, may at first reap a considerable profit from
the flourishing condition of their neighbours. The DUTCH, having mortgaged all their revenues,
make not such a figure in political transactions as formerly; but their commerce is surely equal
to what it was of the last century, when they were reckoned among the great powers of EU-
ROPE.

Were our narrow and malignant politics to meet with success, we should reduce all our
neighbouring nations to the same state of sloth and ignorance that prevails in MOROCCO and
the coast of BARBARY. But what would be the consequence? They could send us no commodi-
ties: They could take none from us: Our domestic commerce itself would languish for want to
emulation, example and instruction: And we ourselves should soon fall into the same condition,
to which we had reduced them. I shall therefore venture to acknowledge, that not only as a man,
but as a BRITISH subject, I pray for the flourishing commerce of GERMANY, SPAIN, ITALY, and
even FRANCE itself. I am at least certain, that, GREAT BRITAIN, and all those nations, would,
flourish more, did their sovereigns and ministers’ adopt such enlarged and benevolent senti-
ments towards each other.

Source: The Philosophical Works of David Hume, vol. 3, edited by T.H.Green et al.
(London: Longmans, Green, 1875).
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one nation is likely to impoverish others
through trade, which is examined next.

Summing up: Hume’s key points

Hume’s pronouncement at the end of his
essay ‘Of the jealousy of trade’ that inter-
national specialization is the basis of
prosperity, and his remark, ‘As a British
subject, I pray for the flourishing com-
merce of Germany, Spain, Italy and even
France itself,’ challenged the very basis of
the mercantilists’ quest for a favorable
balance of international payments as be-
ing inseparable from their commitment to
the notion that a wealthy nation is one
that abounds in gold. While their national
policy directives were aimed at discourag-
ing or even prohibiting (in the case of the
bullionists) the exodus of gold to other
countries, Hume’s essay not only ques-
tioned that increased gold stocks can give
a country a permanent benefit but also
noted the fallacy of Locke’s argument that
a nation can continuously accumulate
gold. His argument was that if a nation
has a favorable balance, and therefore ac-
quires gold, it will also experience a rise
in its domestic price level. This will cause
it to lose its export trade and stimulate
imports for domestic use. Its stock of spe-
cie will always adjust to the actual needs
of trade. Thus, ‘a government has great
reason to preserve with care its people
and its manufactures. Its moneys it may
safely trust to the course of human af-
fairs.’ In support of this proposition, his
related essay ‘Of money’ links together
the quantity theory of money and the
price specie flow mechanism to explain
the distribution of precious metals inter-
nationally. The essential parts of his argu-
ment are, first, that the quantity of money
is the determinant of the price level; sec-
ond, that the volume of exports and im-
ports depends on relative price levels at

home and abroad; and, third, that the dif-
ference in international balances of pay-
ments among nations must be paid in spe-
cie. The joining of the three preceding
propositions yields a theory of a self-regu-
lating system of international specie dis-
tribution that completely undermines the
mercantilist case of pursuing gold as
wealth. In the process, Hume’s argument
established the key components of classi-
cal monetary theory.16 It also eventually
bore fruit in the commercial treaty Eng-
land concluded with France in 1786.

The Cantillon effect

An even more sophisticated rebuttal to
the mercantilists’ argument about a
favorable balance of payments as the
means by which a nation can continu-
ously amass gold is attributable to Rich-
ard Cantillon. His rebuttal to the mercan-
tilists started from the assumption that
new mines are discovered, and proceeded
to trace the spread of inflation that re-
sults from the additional purchasing
power received by persons engaged in
mining new gold. They are enabled to out-
bid others whose incomes are fixed, so the
additional money causes higher prices to
spread as gold is absorbed into the
economy. Inflation will also alter the
structure of prices in a way that reflects
the source of the new injection of money
and the relative demands for goods by
those who receive it.

The concept of the differential impact
of new money on the structure of prices is
now known as the Cantillon effect. Unfor-
tunately, as already noted above, it was
not well known during his lifetime.
Cantillon used it to compare the effect of
an increase in specie that originates from
an export surplus with that resulting from
new mines or an expansion of paper cur-
rency. An increase in specie that originates
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from an export surplus is more likely to
stimulate trade than new money originat-
ing from an expansion of paper currency
or the discovery of new mines. New gold
production, without accompanying in-
creases in output, is more likely to increase
prices. Rising prices in any country will,
quite naturally, cause people to expand
their purchases from countries in which
prices have not yet risen. The home mar-
ket will therefore become depressed, and
gold will leave the country to pay for for-
eign imports until eventually prices will
again be low enough to induce domestic
buyers to buy at home rather than abroad.
He concluded, therefore, that no country
benefits permanently from the discovery
of precious metals.

Cantillon also noted that inflation can
result from an increase in the supply of
paper money as well as from metallic
money. He thought that price increases
resulting from increased paper money are
likely to prove disastrous because paper,
lacking an intrinsic value, is likely to be
refused acceptance. This is precisely what
happened in France following John Law’s
famous experiment with a paper currency
in 1716. Cantillon refused to endorse that
proposal when it was presented to him,
predicting that it would have unfortunate
results.

The propriety of interest and
determination of its rate

The problem of interest, especially as re-
gards the establishment of a legal rate,
generated a large literature throughout
the transition period. The earliest of these
contributions, like Josiah Child’s, con-
tained virtually no theoretical analysis.
Child was quite simply in favor of reduc-
ing the legal rate of interest in order to
duplicate the advantages enjoyed by
Dutch traders. He asserted it would make

the country richer but offered no explana-
tion for why he thought it would have this
effect.

Petty’s views on interest were also rela-
tively unsophisticated but do offer a theo-
retical explanation that relates the inter-
est rate to the rent that land can earn. He
thought that if a lender can demand repay-
ment of a loan at any time, he is not enti-
tled to interest. But if money is lent for a
fixed period of time, the lender is entitled
to ‘a compensation for this inconvenience
which he admits against himself Then, an-
ticipating the Physiocratic analysis of a cen-
tury later, Petty maintained that if there is
no doubt concerning the security of a loan,
the interest it earns is equivalent to the
‘Rent of so much Land as the money lent
will buy.’17 He also suggested that if the se-
curity of a loan is in doubt, ‘a kind of
ensurance must be interwoven with the
simple natural interest.’18 These observa-
tions led him to conclude that it is useless
to try to fix interest rates by law.

Nicholas Barbon, who was also opposed
to fixing interest rates by law, had a more
sophisticated view of the relationship be-
tween interest and rent. Land is ‘natural
stock’ and earns rent. Capital is ‘wrought
stock’; its return is the return to land. ‘In-
terest is commonly-reckoned for money,
because the money borrowed at interest is
to be repaid in money. But this is a mis-
take, for paid for stock; the money bor-
rowed is laid out to buy goods or pay for
them before bought. No man takes up
money at interest to lay it by him and lose
the interest of it.19

The wrought stock to which Barbon re-
ferred consists of processed goods that
merchants sell, as distinct from the
unprocessed goods farmers sell exactly as
nature produces them. Farmers hire land
and pay rent to acquire natural stock; mer-
chants acquire processed goods, or
wrought stock, intended for sale. Dudley
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North had much the same idea when he
talked to the ‘stock lord,’ who receives a
return called interest for permitting oth-
ers to use the property he has accumulated
in the form of money.

Perhaps if Barbon’s and North’s inquir-
ies had not been associated so specifically
with the activities of the merchant, they
would have formulated more clearly the
principle of interest as the net yield on
capital. But they did not conceive of stock
or capital, as it is now called, as a sepa-
rate factor of production that is entitled to
a functional reward. Later, in the nine-
teenth century, wrought stock was plainly
identified as a separate factor of produc-
tion, distinct from labor and land, and en-
titled to a return equivalent to its net
yield. But this is a much more advanced
notion than either Barbon or North had of
stock and its return.

Just as the seventeenth century concept
of stock related generally to money rather
than real capital goods, so interest was
explained as a monetary rather than a real
phenomenon. Thus, Locke wrote: ‘That
which most sensibly raises the rate of in-
terest of money is when money is little in
proportion to the trade of the country.’20

North similarly applied price analysis to
the explanation of interest rates. ‘That as
more Buyers than Sellers raiseth the price
of a Commodity, so more Borrowers than
Lenders, will raise Interest.’21 David
Hume also argued that the rate of interest
depends on the demand and supply of bor-
rowers and lenders. If there is ‘a great de-
mand for borrowing but little riches to sup-
ply that demand,’ the rate of interest will
be high. Viewing profits as interdepend-
ent with interest, he asserts that it is not
the quantity of gold and silver that causes
the interest rate to be high, but the vol-
ume of industry and commerce The com-
mercial classes, especially, contribute to a
reduction of the interest rate, for their fru-

gality and rivalry for gain reduce not only
profit but interest.

Rent and the value of land

Although the problem of interest was fre-
quently approached from the standpoint
of the rent of land, the problem of rent
was also dealt with in connection with the
value of land itself. How much, asked
Petty, would rent-yielding land be worth?
He was apparently unaware that the
value of land is related to the rate of inter-
est. Thus, instead of capitalizing on the
return in terms of the rate of interest, he
suggested that the purchase price that
will be paid for land depends on the
number of years a prospective purchaser
and his immediate descendants are likely
to enjoy the yield. In The Treatise of
Taxes, he estimates that three genera-
tions of males may be expected to live con-
currently for 21 years, and that the value
of land is therefore equal to that number
times its annual rent.

John Locke, however, was aware of the
relationship between the price of land and
the interest rate. He reasoned that the
value of land depends on the income that
can be derived from it, and that the value
of land and its income bear the same rela-
tionship to each other as the principal of a
loan bears to the interest it earns. The
value of land (and other assets) is estab-
lished by capitalizing its rental income in
terms of the interest rate. Thus, given a
certain rental income, the value of land
will be raised if the interest rate in terms
of which it is capitalized is lowered.

The value of commodities

The problem of the value of commodities
was also beginning to concern the thinkers
of the transition period although, for most,
it was not yet a topic of inquiry. Petty’s
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value theory must, for example, be ex-
tracted from his inquiry into the ‘mysteri-
ous nature’ of rent. Rent, he maintained, is
the agricultural surplus that remains after
the seed and the farmer’s subsistence are
deducted from the proceeds of the harvest.
This view of rent as a differential surplus,
which is price-determined rather than
price-determining, anticipates by some
150 years the theory of rent that during
the classical era, was to become associated
with Thomas Malthus and David Ricardo.
Petty thought that the value of an agricul-
tural worker’s product in excess of subsist-
ence could be considered as rent. Since the
value of laborers (i.e. their wages) was re-
garded as the cost of producing their sub-
sistence, the monetary value of this prod-
uct would be equal to the amount of gold
that could be produced in the same labor
time as that needed to produce the work-
er’s food. Thus, if equivalent amounts of
labor time are involved in producing differ-
ent commodities, they would tend to have
equal values in exchange for one another.
Labor time, therefore, became the common
denominator of all values for Petty, who
thereby anticipated the development of the
labor theory of value, which was subse-
quently associated with Adam Smith,
David Ricardo, and Karl Marx.

Although Petty considered labor more
important than land in creating value, he
also struggled with the problem of attrib-
uting some part of value to land. He main-
tained that all things should be measured
by ‘two natural denominations, which is
Land and Labor,’ and regarded the estab-
lishment of a natural par between these
two elements as a major problem of politi-
cal economy. This would imply that rent is
price-determining and that land and labor
are joint determinants of value. Petty
struggled with this difficulty time and
again, but he was unable to resolve it.

Cantillon arrived at essentially the

same explanation of value as Petty. He at-
tributed value to the amount of labor and
land required in production; the cost of
labor and materials drawn from land were
seen as determining the intrinsic value of
commodities. The latter would, he
thought, never vary. However, the market
price will fluctuate above or below the in-
trinsic value, depending on the state of
demand and supply. By demonstrating
how increasing or decreasing demand will
raise or lower the price of a commodity and
thereby encourage or discourage produc-
tion, Cantillon advanced an explanation of
the nature and functioning of the price
system as the automatic mechanism
through which an otherwise unregulated
economy regulates itself. This view of the
self-regulatory nature of a price-directed
economy was later to become the core of
the classical and neoclassical systems of
economics. Thus, Cantillon may be consid-
ered as an early classicist or, at least, as a
forerunner of classical economic thinking.

Concluding remarks: how does a science
develop?

The transition to classical economics pro-
vides some degree of insight and appre-
ciation about the process by which a sci-
ence, in this case economic science, ad-
vances. In the chapters that follow, this
book undertakes to examine the unfolding
of economic theories and their related
concepts from the period of mercantilism
to the present. It will be seen that each
contribution emerged during a particular
period in history and was associated with
the events and political problems of the
period as well as the ideology and philoso-
phy of the writers who developed them. In
particular, it is clear that contributions to
political economy, from their earliest
days, reflect two essentially different
techniques or methodologies for arriving
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at the ‘truths’ they intended to establish.
By the seventeenth century, the methodo-
logical conflict is clearly apparent in the
Cartesian approach of Dudley North, as
contrasted with the empirical approach of
William Petty, which itself reaches back
to the observational approach that
Francis Bacon and Thomas Hobbes urged
scientists to follow as they rejected the
method of Scholasticism.

Are these associations a basis for ex-
plaining why particular theories emerged
when they did? In the view of some histo-
rians of economic thought, they are. Thus,
one interpretation of the development of
economic thought has sought to under-
stand the economic aspects of human life
as an aspect of a broader societal experi-
ence.22 Other historians explain the devel-
opment of economic doctrines in terms of
the philosophical preconceptions of their
authors.23 At least one historian of eco-
nomic thought has advanced the hypoth-
esis that particular theories were ad-
vanced in order to provide principles in
support of policies their authors regarded
as politically and socially appropriate.24

This approach is indicative of a second
basic dichotomy in the way political econo-
mists have envisioned their roles. While
belief in the role of laissez-faire has been
the most pervasive political philosophy,
the opposing, Hobbsian, view that govern-
ment is needed to keep order has been an
ongoing challenge.

A more recent interpretation of the his-
tory of economics views its development as
an example of a scientific advance in re-
sponse to problems that the prevailing doc-
trine or ‘paradigm’ is unable to explain.
Thomas Kuhn, a historian of science, ad-
vanced the hypothesis that the practition-
ers of a discipline (e.g. economists) are
typically engaged in what he terms nor-
mal science.25 Together with their col-
leagues, they direct attention toward prob-

lems their scientific community identifies
as solvable in terms of the principles of
their discipline. These principles consti-
tute the core of ideas, or paradigm, that
the community of scholars accepts as a
basis for the research that constitutes the
day-to-day activity of normal science.

According to Kuhn, the study of para-
digms ‘prepares the student for member-
ship in the particular scientific community
with which he will later practice.’26 The
problems selected and the rules for solving
them are paradigm-directed. Such anoma-
lies as occasionally appear are typically
explained by qualifying or making rela-
tively minor refinements in the principles
that the scientific community accepts.

Minor paradigmatic changes will not
suffice when a problem arises that cannot
be solved within the prevailing framework.
The outcome then is an intellectual crisis.
In the natural sciences, such crises lead to
scientific revolutions whose outcomes are
the replacement of the existing paradigm
by an alternative mode of puzzle solving.
For example, when the Ptolemaic paradigm
proved inadequate for explaining the
behavior of the planets Mercury and Venus,
the resulting intellectual crisis produced
the Copernican revolution. In essence, this
scientific revolution rejected the Ptolemaic
paradigm and adopted the Copernican con-
ception of the universe to guide the scien-
tific community in its research.

The physical sciences have encountered
numerous intellectual crises since the
challenges precipitated by the studies of
Copernicus, Kepler, and Newton. As a re-
sult, their paradigms were replaced by al-
ternatives that later practitioners in phys-
ics, astronomy, chemistry, and other natu-
ral sciences, accepted as providing a supe-
rior framework for scientific inquiry.

Have there been similar scientific revo-
lutions in economics? We will have occa-
sion, when we encounter major challenges
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to theories prevailing at particular times
in history, to inquire whether they repre-
sent revolutions in the Kuhnian sense.
This is, of course, a far less ambitious un-
dertaking than to explain (or, at least, try
to explain) why economic thought emerged
as it did. To explain the structure of scien-
tific revolutions in economics is consider-
ably beyond the scope of this book. Our
objective is more precisely to examine the
development of the concepts and tools of
analysis that have evolved over time to
explain economic phenomena. In this
sense, the preclassical development of eco-
nomics, which has been the concern of the
present Part 1, is also prescientific.

Economics as a science dates from the
work of François Quesnay (1694–1774),
physician to the French royal family, whose
understanding of the functioning of the eco-
nomic system is said to have been inspired
by the discovery by the English physician
William Harvey of the human circulatory
system.27 Quesnay and his followers estab-
lished the tradition of Physiocracy, whose
chief concern was to explain and recom-
mend tax changes and agrarian reform to
improve the sagging economy of
prerevolutionary France by restoring it to
greater consistency with the ‘rule of nature,’
i.e. laissez-faire. Their work, which joined
economic policy to economic analysis, iden-
tified general laws that were believed to
govern the behavior of the social universe;
this work marks the beginning of econom-
ics as a discipline. This beginning of formal
economics also marks the beginning of the
classical tradition of economics, which is
examined in depth in Part II of this book.
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Glossary of terms and concepts

Cantillon effect
The effect of an injection of money on the
structure of prices (as opposed to the level of
prices) depending on its source and its impact
on recipients.

Real analysis versus monetary analysis
A real analysis is one in which money has no
influence on the relative factor and commodity
prices or the level of economic activity. A mon-
etary analysis is one in which money is not
viewed as passive but exercises an independ-
ent influence (through mechanisms that differ
from writer to writer) over the economic
magnitudes.

Reverse specie flow mechanism
David Hume’s principle concerning the return
flow of specie that results when a country ex-
periences a reduction in exports in conse-
quence of a price level that is high relative to
that of other countries.

Questions for discussion and further
research

1 The second half of the seventeenth century
was a period of increasing liberality in
economic thinking. As a result, several key
economic concepts date from this time.
Identify what some of these are and how
they reflect a change from the mercantilist
thinking of the previous era.

2 On what grounds did David Hume argue
that the prosperity of one nation does not
diminish that of its neighbors?

3 What is the concern of Hume’s price specie
flow principle? How does it correct the
earlier view that a nation can add indefinitely
to its gold stocks and wealth by pursuing a
favorable balance of payments?

4 What is the Cantillon effect and how does it
supplement Hume’s principle?
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An overview of classical economics

An abundance of materials had been
stored up by the middle of the eighteenth
century out of which a new discipline, to
be known as economics, would soon
emerge. Greek philosophy was its ulti-
mate source, but its beginnings are more
precisely to be found in the emergence of
modern science during the late Renais-
sance. The investigations and researches
that culminated in the Newtonian system
indirectly stimulated the rise of social sci-
ence. The recognition that physical events
obey certain laws made it reasonable to
inquire whether there also are laws gov-
erning human events, and whether ways
of improving the social environment
might be prescribed on the basis of these
principles. The Physiocrats scrutinized
social processes with a view to discovering
causation and a principle of regularity,
just as Sir Isaac Newton (1632–1727) and
other physical scientists had done before
them with respect to natural phenomena.
Their system of thought sought after the
laws that govern the distribution of
wealth, and France is quite appropriately
regarded as the locale of the first school of
theoretical economics and the beginning
of a tradition of thought that has come to
be called classical.

Yet the influence of Physiocracy was
brief, lasting only for the short span of
years, from 1758, the year François
Quesnay’s Tableau Économique was pub-
lished, to 1776. In fact, 1776 was a fateful
year for economics. The deposition of
Anne-Robert Jacques Turgot as French
minister of finance not only ended the in-
fluence of the Physiocrats as political re-
formers but also the intellectual influence
of their system of thought. It was also the
publication date of Adam Smith’s Wealth
of Nations, which shifted the scene of fur-
ther development of the principles of what

was to become the classical tradition from
France to England.

Appreciation of classical economics is
facilitated by a preview of its several ma-
jor themes and special points of view. Be-
ginning with the Physiocrats, the phenom-
enon of economic growth became the clas-
sicists’ central theme of inquiry. The
growth theme also dominates Smith’s
Wealth of Nations. This theme is closely
associated with the question of the way in
which capitalist production generates a
social surplus and the effect that the divi-
sion of the surplus between capital accu-
mulation and consumption has on the ca-
pacity of an economy to reproduce and con-
tinue to grow. The growth phenomenon
was further explored by Thomas Malthus
(1766–1834), David Ricardo (1772–1823),
and John Stuart Mill (1806–73). These fol-
lowers of Smith articulated their concern
about economic growth to such related
questions as the behaviour of population,
the tendency toward diminishing returns,
the principles of international trade, and
the ultimate possible movement toward a
stationary state.

In The Wealth of Nations, Smith also
laid the foundation for the second major
theme of classical economists, namely,
their concern with the problem of ex-
change value and the role of the price
mechanism in allocating labor and other
resources among the sectors of the
economy. His exposition of value in use
and value in exchange posed the problem
of the relationship between utility and cost
of production in determining value. The
socalled paradox of value, which his follow-
ers interpreted to mean that utility is rela-
tively unimportant in explaining why com-
modities have value in exchange, is among
the results of his inquiry. After Adam
Smith, Thomas Malthus, David Ricardo,
John Stuart Mill, and others who followed
the tradition, offered value theories that
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emphasized the governing role of costs of
production, as opposed to utility.

The problem of distribution, that is, the
sharing of the nation’s product among the
three great social classes in the form of
wages, profit, and rent, is the third major
theme of the classical writers. Smith is the
first to integrate the problem into his
analysis, but it is Ricardo and John Stuart
Mill who gave special focus to the ques-
tion of income shares. The policy orienta-
tion of the classical school, whose mem-
bers, from Smith to John Stuart Mill, were
political economists rather than pure theo-
rists, is particularly apparent in associa-
tion with such questions as the Corn Law
and the Poor Law, which relate to the dis-
tribution of income.

William Nassau Senior (1790–1864)
was the only leading figure among mem-
bers of the classical school who maintained
that the concern of economics as a science
is exclusively to deduce general laws about
the behavior of the economic system and
that the formulation of policy is outside its
proper domain. The influence of his view

is evident in the publication of books con-
cerned with principles of economics rather
than principles of political economy as the
period associated with the establishment
of the classical tradition came to an end.

The first writer to use the term classi-
cal political economy to investigate the
real relations of production in a society in
which property is privately owned appears
to have been Karl Marx. If the core of clas-
sical analysis is perceived to be the theory
of capital accumulation, then Marx is
properly considered a classical economist.
Like Smith and his English followers,
Marx also sought to explain the long-run
tendencies of the capitalistic system. How-
ever, Marx’s interpretation of Smith’s cost
of production theory of value became ar-
ticulated with his theory of exploitation
and, thus, with what the perceived as a
tendency of the capitalistic system toward
ultimate destruction. A tradition has thus
developed, which we will follow, to confine
the designation classical economics to the
work of the English successors of Adam
Smith.
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Introduction

Origins and philosophy of Physiocracy

The reaction against the doctrines and re-
strictive practices of mercantilism was, if
anything, more violent in France than in
England. The French economy was basi-
cally agrarian and prospered little from
the industry-stimulating measures intro-
duced during the reign of Louis XIV by
Jean Baptiste Colbert (1619–83), who
served as minister of finance from 1661
until his death. Added to this, French
wealth was drained by unsuccessful colo-
nial wars and extravagant expenditures
at court, both of which required high
taxes to support them. The difficulty of
assessing personal income and the ex-
emption of the clergy and nobility from
taxation burdened the commoner land-
owner and the peasant with substantially
the whole revenue requirement. This situ-
ation so impoverished the rural classes
that demands for reform became insistent
until, at last, they culminated in 1789
with the French Revolution. However, be-
fore this great explosion, the Physiocrats
presented an eloquent plea for ‘revolution
from above.’

Some of the observations and recom-
mendations that were made later by the
Physiocrats were anticipated in the writ-
ings of Pierre Boisguilbert (1646–1707)

and Sébastien de Vauban (1633–1707).
Both writers reacted against adverse con-
ditions during the reign of Louis XIV. Un-
derstandably, they put their greatest em-
phasis on tax reforms and the abolition of
export duties on grain. Boisguilbert, fore-
shadowing the Physiocrats, regarded land
as the primary source of wealth and criti-
cized mercantilist emphasis on precious
metals. He viewed wealth as consisting of
the supply of necessary and convenient
things required to satisfy diverse human
wants. The primary requisite for the crea-
tion of wealth, he maintained, is the elimi-
nation of artificial obstructions to natural
harmony, such as tax abuses, customs du-
ties, monopolistic guild practices, court
extravagances, and large public debts.
Vauban made tax reform his particular
concern and proposed a single poll tax to
replace all other direct taxes.

Unfortunately, the reforms proposed by
Boisguilbert and Vauban brought them
dishonor rather than praise. Their writ-
ings were suppressed; the absolute mon-
archy of the ancien regime tolerated little
criticism. But their ideas survived never-
theless, and many were incorporated in
reform efforts that came later with the
Physiocrats. Pleas for reform and even
programs for reform, such as the Project
for the Royal Tithe, which Vauban offered
in 1707, failed to catalyze change. What
was needed, in addition, was a philosophy
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and a systematic analysis to provide a ra-
tionale for reform by explaining the source
of the ills that plagued the French
economy. The Physiocrats, or les
economistes, as they preferred to call
themselves, were to supply these needs.

The Physiocratic system is primarily
associated with François Quesnay (1694–
1774), physician to Madame de Pompa-
dour and later Louis XV. Partly as a result
of his early experiences with farming and
partly as a result of his belief in the pri-
macy of nature, he interested himself in
the plight of the French peasantry and its
relationship to the ills of France. Quesnay
directed his inquiries toward explaining
the nature and creation of wealth, and the
relationship that the mode of its circula-
tion bears to the well-being of the economy.
The inference was plain that something
definite might be done to prevent the pro-
gressive diminution of the country’s
wealth, which had been taking place dur-
ing the long and ill-fated reign of the Bour-
bon kings. The idea of reform was, of
course, not new. What made the
Physiocratic program unique was, first,
that it was articulated with a theoretical
system that purported to explain the crea-
tion, circulation, and reproduction of the
nation’s wealth, and, secondly, that it was
based on the premise that the monarchy
and the existing class structure would con-
tinue.

The term physiocracy came from the
French word Physiocrate, first used by Du
Pont de Nemours in 1776 after Quesnay’s
death. It means ‘the rule of nature.’
Quesnay accepted the idea that a divine
providence has ordained the existence of a
universal and inherently perfect natural
order. Conformity to the laws of the natu-
ral order will ensure maximum happiness,
whereas infringement of the fixed laws of
nature will call forth correspondingly dis-
astrous consequences. Because humans

are rational creatures created by a benevo-
lent providence, they will tend to conform
to a higher design in all activities. This
philosophy suggests that it is both unnec-
essary and undesirable for governments to
regulate. Legislation that conforms to na-
ture is unnecessary, and that which is in
conflict with nature is certain to fail; in the
long run, the law of nature is supreme.
This rationale is the basis for the famous
maxim, laissez-faire, laissez-passer (‘Let it
be, let it go’), which was to figure so impor-
tantly in the subsequent development of
economic theory. With it, the Physiocrats
unavoidably invited comparison between
France as it was under the absolute rule
of a divine-right monarch, and the France
that might have been under a system of
perfect liberty.

So great was the discrepancy between
the ancien regime and the ideal that it
would appear that Physiocratic philosophy
and doctrines heralded the French Revo-
lution. It was not, however, the intention
of the Physiocrats to alter the social sta-
tus quo. On the contrary, the Physiocrats
were enthusiastic supporters of monarchy
and nobility. They interpreted the rule of
nature as the absence of unnecessary leg-
islation but not lawlessness. The function
of the sovereign is to give expression to the
divine wisdom that already rules the uni-
verse, and in so doing, he should be an
absolute despot.

Contrary to the popular notion that the
task of governing is extremely compli-
cated, the Physiocrats maintained that, in
practice, there would be relatively little for
kings to do, for all reasonable persons
would obey the rule of nature if only they
were acquainted with it.1 Enlightened in-
dividuals would recognize that the king is
merely the instrument through which the
laws of nature are carried out. The
Physiocrats thus held the principle of po-
litical liberty in contempt because elected
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representatives cannot always link per-
sonal and group interests for the entire
nation. Only the hereditary monarch, per-
manent and without self-interest, can har-
monize the interest of all. It should be ob-
vious, therefore, that the Physiocrats were
not proponents of democratic self-govern-
ment. Nor were they pleading for benevo-
lent despotism. They wanted merely an
enlightened despot, who recognized that
the only road to happiness is to acquiesce
to the rule of nature, which would bring
about revolution from above.

Economic analysis

Philosophy and Quesnay’s method

The work of Quesnay and his disciples
marks the beginning of economics as a
discipline. Using the process of abstrac-
tion, they were the first to seek out the
existence of general laws according to
which economic phenomena behave. By
closing the gap between free will and
natural law that had so long divided the-
ology and science, they laid the ground-
work for the systematic study of social
phenomena. They were also the first after
Sir William Petty to use hypothetical data
in an economic model, which became
known as the Tableau Economique, as a
basis for formulating policy recommenda-
tions relating to agricultural reform and
taxation.

Philosophers such as Descartes,
Hobbes, and Hume had already argued
that knowledge is achieved postnatally
and that free will governs behavior. A soci-
ety can become sick from abuses derived
from human behavior. From this observa-
tion the Physiocrats addressed the ques-
tion: whether laws regulating economic
behavior can improve on the outcomes
that are likely to follow if people were sim-
ply left to the guidance of nature. This is-

sue was provoked by the policy measures
introduced by Jean Baptiste Colbert
(1619–85), minister of finance under Louis
XIV, in the hope of duplicating the success
of English mercantilism. Although France
was basically an agrarian economy,
Colbertism, as the French system of mer-
cantilism became known, directed re-
sources out of agriculture into the produc-
tion of luxury handicrafts such as porce-
lain, velvets, tapestry, and crystal. These
were intended for consumption by French
royals and aristocrats and for export to
wealthy buyers elsewhere in Europe. Like
England and Spain, France also imposed
heavy tax burdens on the peasant class
(nobles and clergy were tax-exempt) to fi-
nance colonizing expeditions to the New
World. Eventually the agricultural sector
stagnated for want of funds to replace the
seed and livestock that was needed to con-
tinue production.

The Physiocrats attributed these ills
directly to Colbert’s policies of burdening
agricultural activities while encouraging
handicraft production and foreign trade,
which they regarded as a misdirection of
resources. They argued that workers are
only capable of producing a net product,
or surplus, in excess of their own subsist-
ence when their efforts are applied to land-
based production, principally farming and
animal husbandry. Thinkers like François
Quesnay (1694–1774), Du Pont de
Nemours (1739–1817), and Victor Riqueti,
Marquis de Mirabeau (1715–89) hoped to
rescue the French economy from financial
ruin by replacing Colbertism with
Physiocracy, or ‘the rule of nature.’ They
are the first group of thinkers whose ideas
were, in general, so acceptable to all that
most individual identities, with the excep-
tion of Quesnay, are lost in that group as a
whole; thus they are the first economic
thinkers to constitute a school of thought.
Anne-Robert Jacques Turgot (1727–81),
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although he rejected the Physiocratic
tenet that land is the sole source of wealth,
was, nevertheless, strongly sympathetic to
their system of thought and, as a tax col-
lector for the Limoge district, he had the
opportunity to introduce tax reforms in-
tended to achieve the Physiocratic objec-
tive of simplification.

Concepts

We are indebted to the Physiocrats for an
analysis of production and wealth that,
although imperfect, is greatly in advance
of mercantilist views. In mercantilist
thinking, it will be remembered, wealth
consisted of treasure, and it was believed
that only trade could make a nation pros-
perous. The Physiocrats maintained that
wealth consists of goods that are produced
with the aid of nature in industries such
as farming, fishing, and mining. This line
of thought is in advance of the mercantil-
ist idea, even though the restriction of
wealth to the output of the primary indus-
tries is unduly narrow.

Their belief that only land is the source
of wealth led them to think that only labor
engaged in primary occupations, farming
in particular, is productive. They conceived
of the economy as being composed of three
classes: the proprietor (or landowner)
class; the cultivator (or tenant farmer)
class; and the artisan (or sterile) class. The
nature of each of these classes and its role
in the economy are to be understood and
appraised in relation to what the
Physiocrats called the produit net, or net
product. A class is productive only if it is
capable of producing a net product; that
is, an output of greater value than its own
subsistence requirements. The cultivator
class, whose members are primarily ten-
ant farmers renting land from the propri-
etors, are uniquely able to do this. They
and others who work with the land, such

as miners, fishermen, and trappers, were
thought to be the only ones capable of pro-
ducing a net product because they have
the advantage of being assisted by nature.
Nature, as it were, labors along side of
man and makes possible a net product that
is a true surplus in excess of the subsist-
ence requirements of labor.

The artisan class, on the other hand,
which includes all those not belonging to
the other two classes, produces no such
surplus. Finished products produced by
artisans, for example, have a value in ex-
cess of the raw materials they embody that
is equivalent only to the labor expended
in the transformation process. Therefore,
there is no surplus associated with their
efforts, and this is the reason why they are
termed sterile or unproductive. While only
the cultivators and others engaged in pri-
mary occupations are members of the pro-
ductive class, it must be emphasized that
it is nature, rather than their labor, that
is the source of the surplus.

There is no agreement about the status
of the proprietors in Quesnay’s social clas-
sification. Quesnay himself was not en-
tirely consistent in his earlier and later
writings. In his earlier expositions, he re-
gards proprietors as being sterile because
they are not directly engaged in raw ma-
terial production. This suggests that he
thought of their rental incomes as being
unearned. Later, he took the position that
landowners are at least partly productive
because they maintained the permanent
improvements made on land and also per-
formed the necessary functions of govern-
ment. Mercier de la Rivière and Abbé
Baudeau, two of Quesnay’s more ardent
followers, both took the position that the
landlords are productive because they, or
their forebears, bore the original cost of
clearing and draining the land, and that
these efforts gave them a claim to its fruits
that took precedence over those of the
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present cultivators. In any event, the
Physiocrats reasoned that in order to pre-
serve the flow of the net product to the
landlord, the cultivators, like the artisans,
are entitled only to subsistence.2

The Physiocrats regarded the work of
artisans as considerably more acceptable
than that of those engaged in trade and
finance, for those so engaged do add value
to the raw materials they fabricate. Arti-
sans have legitimate values to exchange
against agricultural commodities. The in-
comes they receive are therefore earned
and tend to equal the values they create.
Their presence in the economy is also nec-
essary for maintaining a bon prix (‘good
price’) for farm commodities. Manufactur-
ing industry, however, is desirable only if
it does not diminish the agricultural mar-
ket or inhibit the growth of agricultural
capital.

Since the primary industries, agricul-
ture in particular, are the source of the net
product upon which the prosperity of the
nation rests, agriculture would be spe-
cially encouraged in an ideally function-
ing economy. The number of persons en-
gaged in trade and finance would be kept
to an absolute minimum. The Physiocrats
regarded the activities of tradespeople and
financiers with disdain because they were
merely engaged in exchanging the values
created by others. They were thought to
be incapable of producing any new values
whatever. Some middlemen were, of
course, regarded as necessary to the func-
tioning of the economy, but Quesnay main-
tained retailers are present in far greater
numbers than is required for the distribu-
tion of goods. Moreover, the large mer-
chant capitalists are engaged in trafic
(‘trade’) that is frequently speculative and
directed toward a favorable balance of
trade that will channel resources artifi-
cially into industry, to the consequent det-
riment of agriculture. The incomes mer-

chants received were thus viewed as para-
site incomes that could only represent a
deduction from the net product. Since mer-
chants themselves produce no values and
since the farmers and artisans receive no
more than their subsistence, in the
Physiocratic view, tradespersons are nec-
essarily supported out of the net product.
This injury to the economy is compounded
by the waste of much of their income on
luxury commodities subsidized by the
state or imported from abroad.

The Tableau Économique

François Quesnay devised an Economic
Table (the Tableau Économique) to illus-
trate how the circulation of the net prod-
uct produced by the cultivator class sus-
tains the economy in a manner analogous
to the life supporting function of the blood
supply in the human body. Quesnay’s Tab-
leau simultaneously illustrated, by
means of its quite remarkable structure,
the production and circulation of goods
throughout the economy and the associ-
ated monetary flows for an economy that
is (to use contemporary language) in an
equilibrium state. Quesnay understood
that, analytically speaking, stationary
state equilibrium is a logical starting
point for examining the effect of a distur-
bance to the equilibrium condition repre-
sented in the Tableau on aggregate out-
put. For Quesnay, the likely sources of dis-
turbance are (a) a change in the propor-
tion of incomes spent on agricultural out-
put; (b) a change in the tax system; and (c)
an increase in the price of food that would
improve the rate of return in agriculture.
The zigzag lines crossing over from one
column to another, as in Figure 4.1, are
intended to demonstrate the interdepend-
ence of economic classes that nourish and
sustain one another by means of their ex-
penditures.
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The Tableau Économique is the first
attempt to demonstrate the nature and
achievement of equilibrium from a macr-
oeconomic point of view. It depicts an
economy assumed to be closed and station-
ary; that is, foreign trade is absent, and
savings are equal to the replacement
needs of capital. It is also assumed that
there is private property in land, the own-
ers receiving rent from the cultivators who
supply their own capital and employ what-
ever wage labor they require. The analy-
sis is limited to the agricultural sector of
the economy but applies also to mining
and fishing, and the net product, which is
the focal point of the analysis, is explicitly
the output of the agricultural sector. The

sterile sector of the economy with its indi-
vidual enterprises and financial organiza-
tions is not analyzed, and all exchanges
are inter-class exchanges rather than in-
ter-individual exchanges. In short, the
Tableau is designed to explain the man-
ner in which the net product is created and
circulated among the three classes of soci-
ety and, ultimately, is reproduced the fol-
lowing year so that the system maintains
itself.

Quesnay’s table consists of three col-
umns which are headed ‘Expenditures by
tenant farmers relative to land,’ ‘Expendi-
tures by landowners from rent and rev-
enue,’ and ‘Sterile expenditures by arti-
sans and servants.’ It is not entirely clear

Figure 4.1 Tableau Économique

Source: Based on a presentation by Marquis de Mirabeau in Éléments de la Philosophie Rurale,
1767, Paris.
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from the Tableau (or Figure 4.1) that the
circulation of both goods and money is in-
volved. It is, however, stated by Nicolas
Baudeau, Quesnay’s disciple, and implied
in Quesnay’s discussions that, at the end
of the harvest, cultivators who lease land
have the money stock as well as the econo-
my’s entire net product. The size of the net
product reflects the capital investment
(advances annuelles) made by those en-
gaged in agriculture during the year.
Quesnay assumes these investments pro-
duce a net product of 100 percent over and
above the expenses of production, which
are taken to include the tenant farmer’s
profit. Thus, if 2000 livres are invested,
there will be a net product of 2000 livres
available to be paid to the landowners as
rent. The payment of rent by the tenant
farmers is shown by dotted horizontal
lines moving from the first column to the
second. This initiates the circular flow of
money and goods during the ensuing year.3

The rental incomes spent by the land-
owners are assumed to be directed in equal
proportions toward the purchase of agri-
cultural products and products made by
the artisans and other members of the so-
called sterile class. Lines moving outward
from the center column to the left and to
the right illustrate the expenditure
streams by which purchasing power is cir-
culated from the landowner class to the
other two classes of society in return for
the products they produce. By spending its
revenue of 2000 livres equally on agricul-
tural and non-agricultural products, the
landowner class generates 1000 livres of
income for the farmer and artisan classes,
out of which they purchase their subsist-
ence needs, raw materials, capital require-
ments, services of various kinds, and so
forth.

Since the result of expenditures made
on primary products, as represented by the
flow of purchasing power to the column on

the left, is quite different from that associ-
ated with the expenditures on manufac-
tured products or services, these two ex-
penditure streams must be examined
separately. All expenditures directed to-
ward production on the land, whether in
agriculture, mining, fishing, or forestry,
will yield a net product, which Quesnay
assumes throughout to be 100 percent.
Thus, a net product of 1000 livres is again
created and, as shown by dotted horizontal
lines moving from the first column to the
second, is paid as rent to the landlords. This
is the amount over and above the farmer’s
expenditures, including replacement of
capital and profit. Actually, the income of
the farmer in Quesnay’s Tableau is equiva-
lent to the management wage and interest
on capital, rather than profit. Profit, in its
modern conception, is thought of as a re-
ward for the entrepreneurial function of
risk bearing. The concept of the entrepre-
neur and the concept of profit as a distinct
income share rewarding this function were
introduced later by Jean Baptiste Say in
the early nineteenth century.

Assuming once more that landlord rev-
enues, which now amount to 1000 livres,
are equally divided between purchases
from the productive class and the sterile
class, 500 livres will again be spent on prod-
ucts of the land. This investment will again
yield a net product of 100 percent, or an
additional 500 livres, which will flow to the
landlords as rent. Each subsequent ex-
penditure for the products of the produc-
tive sector will reproduce itself in the same
way. It would, however, complicate the ta-
ble unnecessarily to follow the expenditure
of successive rental payments. The Tableau
shown in Figure 4.1, therefore, only traces
the circulation of the first 2000 livres.

Unlike expenditures made on primary
products, landowner purchases from the
artisan class do not add to the net prod-
uct. Landowners are assumed to spend
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their revenue of 2000 livres equally on the
products of the artisan class and on pri-
mary products. Thus, the artisan class is
now also in receipt of 1000 livres, as shown
on the right-hand side of the table. This
amount represents all the expenditures
that do not support farming and other ex-
tractive industries. It includes such items
as interest payments, transportation
costs, payments for foreign goods and serv-
ices, and payments to domestics and oth-
ers who provide services, including profes-
sionals, the military, and civil servants.
Again, assuming an equal division of ex-
penditures, one half of these receipts, or
500 livres, is spent on the products or the
extractive industries. The other 500 livres
are spent on the products and services of
other members of the sterile class. Thus,
one half of their revenues, as indicated by
the diagonal lines moving to the left-hand
side of the table, is used productively and
so will generate a net product; the other
half of their revenues is consumed
unproductively and is therefore not con-
veyed to the left-hand side of the table.

All expenditures made by the landown-
ers and artisans on products produced by
the extractive industries are shown on the
lefthand side of the table and thus assist
in the creation of a net product. Con-
versely, if society increases its consump-
tion of goods and services provided by the
sterile classes, it will be at the expense of
primary production, which causes a de-
cline in annual advances and annual re-
production. The crucial factor in the
Physiocratic view, insofar as the level of
economic activity is concerned, is that the
continuity of the circular flow be main-
tained by means of an appropriate pattern
of consumption. It is not consumption, as
such, that is required, but the kind of con-
sumption that will cause a sufficient por-
tion of national income to be spent on pri-
mary products. Thus, the Physiocrats con-

ceived of the possibility that the prosper-
ity of an entire economy could become un-
dermined by the excessive expenditures of
the sterile class and by excessive consump-
tion of their products. Clearly, the luxury
expenditures of the nobles, especially
when they were lavished on imported
goods, were at issue, as were the disas-
trous and unpopular wars pursued by
Louis XV.

The Physiocrats, their followers, and
admirers considered that this demonstra-
tion of the circular flow of money and goods
had great significance. Typical of the es-
teem in which the Tableau was held was
the observation of Mirabeau that there
have been three great inventions since the
world began. The first is writing, the sec-
ond is money, and the third is the economic
table.4

It was hoped that actual data would
eventually be collected to supplement the
hypothetical quantities shown in the Tab-
leau. These merely represented the rela-
tionships that Quesnay and other
Physiocrats regarded as being ideal in the
sense that they were consistent with re-
producing the output of the system over
successive production periods. Compari-
son of actual relationships with the ideal
represented in the Tableau would then fa-
cilitate a diagnosis of the way in which
actual processes of production and circu-
lation differed from the ideal.

The Physiocrats were also concerned
about the rate of savings. Unlike most
thinkers who followed them, the
Physiocrats did not consider savings to be
desirable, regardless of their source in the
economy or the uses to which they are put.
They saw money as more than the ‘wheel
of circulation’ Smith thought it to be. They
were concerned with hoards and the im-
pact these would have on the bon prix
(‘good price’) of agricultural products and,
therefore, on the net product. The manner
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of living pursued by the landowners, espe-
cially the king as the largest landholder,
and the members of the sterile class, there-
fore determines not only the kind of eco-
nomic activity conducted in the nation but
also the level of national wealth. The
moral of this observation is obvious, and it
is the basis for Physiocratic concern about
the proper distribution of nature’s product
among the classes of society.

Physiocratic proposals for reform

Tax reform

The real meaning of the Tableau emerges
when its pure theory is articulated with
Physiocratic proposals for reform. The es-
sence of the theory and numerical exam-
ples that the Tableau intends to support
and demonstrate is that only nature can
produce a net product and that an ideal
economy would maintain only those ac-
tivities and practices that would not en-
croach upon its creation. Under Louis
XIV, Louis XV, and Louis XVI, France was
far from this ideal. It suffered a variety of
tax abuses, trade impediments on a na-
tional as well as an international level, an
unnecessarily large merchant class, an
unsound agricultural organization, mo-
nopolized industrial enterprises, and an
ever-expanding public debt associated
with unsuccessful colonial wars and lav-
ish court expenditures.

Proposals for tax reform had long been a
central issue in France. In a predominantly
agricultural country, it is obvious that the
bulk of governmental revenues had to be
derived from the land, especially in view of
the difficulty of taxing less tangible forms
of wealth. Tradition, however, exempted
the clerical and lay nobility from the taille,
as the land tax was known, thus shifting
the bulk of the taxes to the ‘third estate,’
that is, to persons who were not members

of the clergy or the aristocracy. The burden
imposed thereby on the typically poor peas-
ant eventually became intolerable, but
what is more, the revenues collected fell so
short of the needs of government that large-
scale public loans from professional specu-
lators and financiers were necessary. Many
of these individuals further enriched them-
selves through the privilege of tax farming
(paying a fixed sum for taxes collected and
pocketing the difference) as well as farm-
ing out trading rights in certain commodi-
ties. Much of the fortune they accumulated
tended to be drained into speculation at
home or abroad, or hoarded. In either case,
the Physiocrats believed these practices
lessened the demand for agricultural com-
modities and contributed to the impover-
ishment of agriculture. These moneyed in-
terests, however, became so essential to the
sovereign that it was virtually impossible
for such men as Richelieu, Colbert, and
Turgot to introduce economy measures in
the court.

The Physiocrats proposed not only that
hereditary land tax exemptions be elimi-
nated but also that the entire complex con-
glomeration of taxes currently levied be
replaced by one single tax, the impôt
unique, which all landholders would pay
according to their respective shares of the
net product. Needless to say, this proposal
met violent opposition, not only because of
the financial burden it would have imposed
on those previously free from taxes, but also
because it would have deprived them of a
cherished symbol of class status.

The logic of the Physiocratic proposal
for a single tax on the net product was
clear and simple. They believed only land
was capable of yielding a net product, or
surplus, in excess of the subsistence re-
quirements of those who labored on it. The
supply price of laborers’ services tended to
be no more than the value they added to
the product; consequently, workers were
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incapable of bearing taxes. Any taxes lev-
ied on them, reasoned the Physiocrats,
come to rest ultimately on the only possi-
ble source of payment, namely, the net
product. We encounter here, in embryonic
form, our modern theory of tax shifting,
according to which, under certain circum-
stances, taxes can be shifted forward to the
purchasers of a product by being added to
the price they pay, or shifted backward to
the factors of production if it is possible to
reduce the payments made to them.

The Physiocrats did not think of tax
shifting in this modern sense, but rather
associated it with the reduction of the net
product that would take place if taxes were
imposed on the members of the cultivator
or sterile classes. They reasoned that if
taxes were levied on the tenant farmers
who cultivate the land, it would necessar-
ily reduce their ability to finance the next
crop. This would reduce the net product
that would become available after the next
harvest. In this way, the landowning class
would come to bear the burden of the tax.
In like manner, if the tax were imposed on
artisans or other members of the sterile
class, it would reduce their purchases from
the cultivators, which would also dimin-
ish the net product. Thus, the Physiocrats
reasoned it would be sounder and more
economical to levy a tax on the net prod-
uct in the first instance. It was suggested
that this impôt unique would not need to
absorb more than one third of the net prod-
uct. They expected that if expenditures
were curbed and the productivity of agri-
culture was increased, a levy of this size
would be adequate to meet the revenue
needs of the state. At least some progress
toward the goal of a single tax was made
by Turgot during his brief tenure between
August 1774 and May 1776 as minister of
finance under Louis XVI. Many local du-
ties were eliminated and a general land
tax was established as a source of revenue.

The reorganization of agriculture

The improvement of agricultural produc-
tivity was regarded as fundamental to the
successful functioning of the single-tax
system, and the Physiocrats proposed to
accomplish this by reorganizing agricul-
ture on a more capitalistic basis. French
agriculture was typically conducted on a
small scale, each individual tenant
farmer cultivating a small acreage with a
minimum investment. Only by the intro-
duction of grande culture in place of the
petite culture that prevailed could agri-
cultural productivity be enhanced,
thereby substantially increasing the net
product. From the standpoint of the social
and economic structure, this proposal
meant that if this Physiocratic proposal
were adopted, the relatively large number
of small peasant farmers would be super-
seded by relatively few large-scale capi-
talistic farmers, who could introduce the
more progressive methods of production
that are practical only when conducted on
a larger scale.

From the standpoint of its impact on
productivity, the Physiocratic proposal for
agricultural reorganization undoubtedly
makes sound sense, but it should be obvi-
ous that a measure that promised to con-
vert a major portion of the land-hungry
peasantry into wage labor precluded popu-
lar support.

Trade

It has already been noted that the
Physiocrats regarded the activities of
traders as unproductive, because they
thought trade merely involved the ex-
change of equal values. Their activities
were therefore thought incapable of pro-
ducing new wealth whether the exchange
took place on a domestic level or interna-
tionally.
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The difference between Physiocratic
reasoning about trade and that of the mer-
cantilists should be immediately obvious.
The latter held that trade is the only way
to increase the wealth of a nation and that
every effort should be made to secure a
favorable balance. Under Colbert, trade in
France was strictly regulated with pre-
cisely this end in view. Clearly, the
Physiocrats were to find themselves in
opposition to both the mercantilist and
Colbertist points of view, for both were di-
rected toward achieving a favorable bal-
ance of trade. In terms of Physiocratic
thinking, the latter was not merely inca-
pable of creating any new wealth; it actu-
ally tended to diminish wealth by reduc-
ing the demand for agricultural products.

How, then, can we explain the
Physiocratic support of free trade? Is it not
inconsistent with their position that com-
merce is unproductive? Present-day sup-
porters of free trade, after all, do so on the
grounds that it will enhance the wealth of
the participating countries, not by increas-
ing their gold holdings, but by securing
them a greater quantity and better qual-
ity of goods and services than they could
enjoy on the basis of their domestic pro-
duction alone. But this is not the line of
reasoning pursued by the Physiocrats, al-
though theirs is the first free-trade posi-
tion of note, and they are generally re-
garded as the first supporters of free trade.
Their support, it should be noted, focused
chiefly on freedom to export grain, which
was restricted, while the import of manu-
factured goods was encouraged. They
viewed restrictive measures that deprived
farmers of foreign markets as incompat-
ible with maintaining the bon prix of agri-
cultural products, which they thought es-
sential to the growth of the produit net.
Restoration of domestic free trade in grain
is among the important reforms Turgot
accomplished in his short career as finance

minister. Unfortunately, his downfall in
1776 brought an end to this and other re-
forms he had tried to encapsulate in his
1776 edicts.

The usury question revisited

No one examined the moral and economic
bases for the distribution of income and
wealth among the cultivators, artisans,
and proprietors more carefully than Anne-
Robert Jacques Turgot (1727–81) who also
served as a tax collector ((intendent) for
the district of Limoges from 1761 to 1774).
He conceived of cultivators and artisans
as working class persons who are recom-
pensed for their labor by wages that pro-
vide the equivalent of their subsistence
requirements. The source of their wages
is the net product of the land, which is also
the source from which the incomes of all
three classes are drawn. Turgot was thus
concerned to ask whether the proprietor
class should continue to draw rent from
land, even after its members no longer
work the soil.

While Turgot was not a fully commit-
ted disciple of Quesnay, in the sense of ac-
cepting all the views of Physiocracy, he
did accept their ideal of the inherent sanc-
tity of the natural order, making it the
basis for his argument for civil laws that
guarantee rent to the ‘first cultivators’
and their heirs.5 Such payments are prop-
erly due the proprietor class, even after
they have ceased to work the land they
own. His Reflections on the Formation
and Distribution of Wealth (1766) was
written 10 years before Adam Smith’s
Wealth of Nations and remains an impor-
tant early statement of the right of pri-
vate property and anticipated many of
the themes that subsequently became
embodied in classical economics. This
work had its origin in a set of tutorial
questions intended for the instruction of
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students studying under the Jesuit fa-
thers. Among its themes are the follow-
ing: the division of labor, the origin and
use of money, the improvement of agricul-
ture, the nature and employment of capi-

tal, interest on loans, and the rent of land.
The latter two topics are of particular con-
cern for they harken back to an issue that
had already been addressed by the
Schoolmen and, before them, by Aristotle.

Issues and Answers from the Masterworks 4.1
Issue
Is it proper to receive income in the form of interest or to require that interest be paid
on a loan of money?

Turgot’s answer
From Reflections on the Formation and Distribution of Wealth, Sections 19, and 29 to 34.

Of capitals in general, and of the revenue of money
There is another way of being rich, without labouring and without possessing lands, of which I
have not yet spoken. It is necessary to explain its origin and its connection with the rest of the
system of the distribution of riches in the society, of which I have just drawn the outline. This way
consists of living upon what is called the revenue of one’s money, or upon the interest one draws
from money placed on loan.

Capitals being as necessary to all undertakings as labour and industry, the industrious man
is ready to share the profits of his undertaking with the capitalist who furnishes him with the
funds of which he has need. Since capitals are the indispensable foundation of every undertak-
ing, since also money is a principal means for economising from small gains, amassing profits,
and growing rich, those who, though they have industry and the love of labour, have no capitals
or not enough for the undertakings they wish to embark on, have no difficulty in making up their
minds to give up to the Possessors of capitals or money, who are willing to trust them with it, a
portion of the profits they expect to gain over and above the return of their advances.

The loan upon interest: Nature of the loan. The Possessors of money balance the risk their
capital may run if the enterprise does not succeed, with the advantage of enjoying a definite
profit without labour; and they are influenced thereby to demand more or less profit or interest
for their money, or to consent to lend it in return for the interest the Borrower offers them. Here,
then, is another outlet open to the Possessor of money, lending on interest, or the trade in
money. For one must not make a mistake; lending on interest is nothing in the world but a
commercial transaction in which the Lender is a man who sells the use of his money and the
Borrower a man who buys it; precisely as the Proprietor of an estate and his Farmer sell and buy
respectively the use of a piece of land which is let out. This is what is perfectly expressed by the
name the Latins gave to the interest of money placed on loan, usura pecuniæ, a word the
French rendering of which has become hateful in consequence of the false ideas which have
been formed as to the interest of money.

Errors of the Schoolmen refuted. It is for want of having looked at lending on interest in its true
light that certain moralists, more rigid than enlightened, have endeavoured to make us regard it as
a crime. The Scholastic theologians have concluded from the fact that money produces nothing
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by itself that it was unjust to demand interest for money placed on loan. Full of their prejudices,
they have believed their doctrine was sanctioned by this passage of the Gospel: Mutuum date,
nihil inde sperantes. Those theologians who have adopted more reasonable principles on the
subject of interest have had to endure the harshest reproaches from writers of the opposite
party.

Nevertheless, it needs but little reflection to realise the frivolity of the pretexts which have
been made use of to condemn the taking of interest. A loan is a reciprocal contract, free be-
tween the two parties, which they make only because it is advantageous to them. It is evident
that, if the Lender finds it to his advantage to receive something as the hire of his money, the
Borrower is equally interested in finding the money of which he stands in need; as is shown by
his making up his mind to borrow and to pay the hire of the money: but on what principle can one
imagine a crime in a contract which is advantageous to the two parties, with which both are
content and which certainly does not injure anyone else. To say that the Lender takes advan-
tage of the Borrower’s need of money to demand interest for it is to talk as absurdly as if one
should say that a Baker who demands money for the bread he sells takes advantage of the
Purchaser’s need of bread. If, in the latter case, the money is the equivalent of the bread the
Purchaser receives, the money which the Borrower receives today is equally the equivalent of
the capital and of the interest which he promises to return at the expiration of a certain time; for,
in short, it is an advantage for the Borrower to have during this interval the money he stands in
need of, and it is a disadvantage to the Lender to be deprived of it. This disadvantage is capable
of being estimated, and it is estimated; the interest is the price of it. This price ought to be higher
if the Lender runs a risk of losing his capital by the insolvency of the Borrower. The bargain,
therefore, is perfectly equal on both sides, and consequently fair. Money considered as a physi-
cal substance, as a mass of metal, does not produce anything; but money employed in ad-
vances for enterprises in Agriculture, Manufacture, and Commerce procures a definite profit.
With money one can purchase an estate, and thereby procure a revenue. The person, there-
fore, who lends his money does not merely give up the barren possession of that money; he
deprives himself of the profit or of the revenue which he would have been able to procure by it;
and the interest which indemnifies him for this privation cannot be regarded as unjust.

True foundation of the interest of money. A man, then, may let his money as properly as he
may sell it; and the possessor of money may do either one or the other, not only because the
money is the equivalent of a revenue and a means to procure a revenue, not only because the
lender loses during the time of the loan the revenue he might have secured by it, not only
because he risks his capital, not only because the borrower may employ it in advantageous
purchases or in undertakings from which he will draw large profits: the Proprietor of money may
properly draw the interest of it in accordance with a more general and more decisive principle.
Even if all the foregoing were not the case, he would none the less have a right to require the
interest of the loan, simply because his money is his own. Since it is his own, he is free to keep
it; nothing makes it his duty to lend; if, then, he does lend, he may attach to his loan such a
condition as he chooses. In this he does no wrong to the borrower, since the latter acquiesces
in the condition, and has no sort of right to the sum lent. The profit that a man may obtain by the
use of the money is doubtless one of the commonest motives influencing the borrower to bor-
row on interest; it is one of the sources of the ease he finds in paying this interest; but this is by
no means what gives a right to the lender to require it; it is enough for him that his money is his
own, and this right is inseparable from that of property.
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There exists no truly disposable revenue in a State except the net produce of lands. We see,
by what has been said, that the interest of money placed on loan is taken either from the rev-
enue of lands or from the profits of undertakings in agriculture, industry or commerce. But as to
these profits themselves, we have already shown that they were only a part of the produce of
lands; that the produce of lands falls into two parts; that the one was set aside for the wages of
the cultivator, for his profits, and for the return of his advances and the interest upon them; and
that the other was the share of the proprietor, that is to say, the revenue the proprietor expended
at his pleasure, and from which he contributed to the general expenses of the State. We have
shown that all that the other classes of the Society receive is merely the wages and the profits
that are paid either by the proprietor from his revenue, or by the agents of the productive class
from the part which is set aside to satisfy their needs, for which they are obliged to purchase
commodities from the industrial class. Whether these profits be distributed in wages to work-
men, in profits to undertakers, or in interest upon advances, they do not change their nature,
and do not increase the sum of the revenue produced by the productive class over and above
the price of its labour, in which sum the industrial class participates only to the extent of the price
of its labour.

The proposition, then, remains unshaken that there is no revenue save the net produce of
lands, and that all other annual profit is either paid by the revenue, or forms part of the expendi-
ture which serves to produce the revenue.

The land has also furnished the whole amount of moveable riches, or capitals, in existence,
and these are formed only by part of its produce being saved every year. Not only does there not
exist nor can there exist any other revenue than the net produce of lands, but it is also the land
which has furnished all the capitals which make up the sum of all the advances of agriculture
and commerce. It was that which offered without tillage the first rude advances which were
indispensable for the earliest labours; all the rest is the accumulated fruit of the economy of the
centuries that have followed one another since man began to cultivate the earth. This econo-
mizing has doubtless taken place not only out of the revenues of the proprietors, but also out of
the profits of all the members of the working classes. It is even generally true that, although the
proprietors have a greater superfluity, they save less because, as they have more leisure, they
have more desires and more passions; they regard themselves as more assured of their for-
tunes; they think more about enjoying it agreeably than about increasing it: luxury is their inher-
itance. The wage-receiver, and especially the undertakers of the other classes, who receive
profits proportionate to their advances, to their talent and to their activity, although they have no
revenue properly so called, have yet a superfluity beyond their subsistence; and almost all of
them, devoted as they are to their undertakings, occupied in increasing their fortunes, removed
by their labour from expensive amusements and passions, save all their superfluity to invest it
again in their business and so increase it. Most of the undertakers in agriculture borrow little,
and scarcely any of them seek to make a profitable employment of anything but their own funds.
The undertakers in other employments, who wish to make their fortunes stable, also try to get
into the same position; and, unless they have great ability, those who carry on their enterprises
upon borrowed funds run a great risk of failing. But, although capitals are partly formed by
saving from the profits of the working classes, yet, as these profits always come from the earth,
inasmuch as they are all paid, either from the revenue, or as part of the expenditure which
serves to produce the revenue, it is evident that capitals come from the land just as much as the
revenue does; or, rather, that they are nothing but the accumulation of the part of the values
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Summing up: Turgot’s key point

In rejecting the Schoolmen’s theological
argument about the sterility of money
and the impropriety of taking interest,
Turgot makes the important distinction
between money as a means of facilitating
the exchange of goods for one another and
money as capital which, when it is ‘em-
ployed in advances for enterprises in Agri-
culture, Manufacture and Commerce pro-
cures a definite profit.’ In this context
profit is a return on productive invest-
ment that has an interest component for
having made an ‘advance’ and also an en-
trepreneurial remuneration for risk and
supervision. Turgot’s vision of the
economy as a user of capital in manufac-
turing activity, and not just in agricul-
ture, fishing, and mining, which was
Quesnay’s conception, reflects an advance
in understanding, for it leads readily to
the principle of division of labor. It also
leads to the notion of the ‘lengthening of
the time period of production,’ which, as
will be examined when the Austrian con-

tribution is studied, is central to nine-
teenth century capital and interest
theory. Turgot’s defense of the lender’s
right to earn interest on money is also a
reflection of his strong laissez-faire posi-
tion—a point of view that is also the es-
sence of the policy stance of Adam Smith
and the classical economists generally.

Concluding remarks

Turgot’s Reflections quite clearly substan-
tiate the concluding comment at the end
of Part I that, in the closing years of the
eighteenth century, the development of
economics as a science was further ad-
vanced in France than it was in England.
French theorists demonstrated conclu-
sively that the economic process consists
of a flow of goods and a flow of money in-
come. Our modern concepts of gross na-
tional product and gross national income
are based on the recognition of the fact
that the total income earned in a given
period of time is exactly equivalent to the

produced by the land that the proprietors of the revenue, or those who share it with them, can
lay by every year without using it for the satisfaction of their wants.

Although money is the immediate subject of saving, and is, so to speak, the first material of
capitals when they are being formed, specie forms but an almost inappreciable part of the sum
total of capitals. We have seen that money plays scarcely any part in the sum total of existing
capitals; but it plays a great part in the formation of capitals. In fact, almost all savings are made
in nothing but money; it is in money that the revenues come to the proprietors, that the ad-
vances and the profits return to undertakers of every kind; it is, therefore, from money that they
save, and the annual increase of capitals takes place in money: but none of the undertakers
make any other use of it than to convert it immediately into the different kinds of effects upon
which their undertaking depends; and thus this money returns to circulation, and the greater
part of capitals exists only in effects of different kinds, as we have already explained above.

Turgot’s linking of the process of production to the distribution of income among the three
classes of society, anticipated the thinking of Adam Smith and the classical school. It also com-
pletes the theoretical foundation for Physiocratic proposals for reform.

Source: Réflexions sur la formation des richesses, Anne-Robert Turgot, English translation
1898 (London: Macmillan), Sections 19 and 29–34.
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value of the total product produced. Simi-
larly, our concept of net national product
is arrived at by making appropriate de-
ductions from the gross national product.
Only depreciation is deducted in the mod-
ern scheme of national income and prod-
uct accounting, whereas Quesnay, deduct-
ing also the subsistence requirement (i.e.
wages) of the cultivators, conceived of the
net product as representing only the sur-
plus available to the landlord as rent.
However, the Physiocrats, no less than
present-day national product estimators,
had a concept designed to arrive at the net
results of the economy’s performance for a
given period of time. It is perhaps unnec-
essary to add that they did not make
quantitative estimates of the sort that are
today compiled by the US Department of
Commerce. However, it is important to
recognize that Quesnay, his followers, and
such predecessors as Bois Guilbert and
Vauban, contributed to the first stage in
the development of measurement and
quantification techniques in economics.
Their collection of quantitative informa-
tion about the French economy, which
later served as a basis for the single tax
proposal, was valuable for its own sake,
but is also reflective of the essentially
quantitative aspects of early political
economy in the service of policy.

We are also indebted to the Physiocrats
for their demonstration of the nature and
appearance of an economic surplus, a phe-
nomenon that was subsequently to occupy
the attentions of Adam Smith, David
Ricardo, and Karl Marx. Clearly, in the
history of production, society must pass
beyond the stage of bare subsistence be-
fore a surplus of any kind is a possibility.
Since the earliest and simplest civiliza-
tions are fundamentally agrarian, the first
appearance of a surplus is likely to be in
the agricultural sector. Such an economy
is not likely to be an exchange economy,

but rather one in which the use values cre-
ated are directly appropriated.

Although the exchanges described in
the Tableau are expressed in terms of
money, it is the circulation of the use val-
ues in which the Physiocrats are inter-
ested. Thus, the problem of determining
the exchange value, which was to become
so important in the later development of
economic thought, was virtually ignored
by the Physiocrats. Their chief concern
was to develop a systematic model of a self-
sustaining economy. Inputs into the pro-
duction process created outputs which, in
farming and primary production, gener-
ally generated a surplus that provides in-
puts with which the economy ‘reproduces’
itself. In the subsequent development of
economics, the Physiocratic vision of the
economy as ‘reproducing’ itself came to be
challenged by the alternative vision that
the economy exhibits ‘equilibrium’ tenden-
cies, which implies that the presence of
‘disturbances’ and ‘disruptions’ call forth
corrective forces that restore equilibrium.
The vision of an economy from the perspec-
tive of its reproductive capabilities derives
from the life sciences such as biology and
botany which reflect Quesnay’s training as
a physician and the interests of the
Physiocrats in nature and its processes.
On the other hand, the vision of an
economy as an equilibrating mechanism
has its modern origins in Newtonian phys-
ics, which became the prototype for Adam
Smith’s vision of the ‘natural order.’6

The prices of the goods sold in the
economy being represented in the Tableau
are implicitly cost-of-production prices,
which are a summation of the subsistence
costs of those who participate in making
goods available for sale. The subjective el-
ements that affect the values and prices
were not of interest to them. Turgot,
whose thinking along these lines was con-
siderably more advanced than that of his
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contemporaries, appreciated that there
were many factors an individual would
take into consideration in valuing a good.
But it remained for Etienne de Condillac
(1714–80) to present a more thorough-go-
ing consideration of value. He wrote:
‘Value is not an attribute of matter, but
represents our sense of its usefulness, and
this utility is relative to our need. It grows
or diminishes according as our need ex-
pands or contracts.’7 This Jesuit philoso-
pher-economist, who assisted Turgot dur-
ing the riots of 1776 to restore free domes-
tic trade in grain, realized that scarcity,
which makes want satisfaction more diffi-
cult, and abundance, which makes it less
difficult, cause exchange values to be
greater or less, depending upon the quan-
tities available relative to the demand for
them. Thus, he not only established the
psychological basis of value; he also antici-
pated what in the later French, English,
and Austrian analysis became known as
final or marginal utility; that is, the addi-
tional satisfaction associated with the last
unit of a good acquired. However, it was to
take approximately a hundred years be-
fore a similar approach found its way into
English political economy.8

Turgot can also be credited with the dis-
covery of the law of diminishing returns,
and for providing a verbal statement of its
operation in agriculture.9

He hypothesizes that equal increments
of capital operating as a variable factor are
applied to a given amount of land. It will
yield a positive increase in output which
implies that the marginal productivity of
capital is positive. As the rate of capital to
land increases so will output, which
reaches a peak and then declines until it
reaches zero. The total product of capital,
which is the sum of the marginal products,
is at a maximum when the marginal prod-
uct declines to zero. It is thus clear that
Turgot was describing what in the contem-

porary language of economists is a produc-
tion function.10

It is interesting to note in this connec-
tion that, as crude as the Physiocratic con-
cept of hoarding was, it is surprisingly sug-
gestive of J.M.Keynes’s writings during
the 1930s, in which hoarding is related to
a reduction in effective demand. The Tab-
leau has also been hailed as ‘a great turn-
ing point in the development of classical
analysis.’ Not only did it profoundly influ-
ence Karl Marx’s model for explaining the
requirements for a self sustaining capital-
ist system, ‘in the twentieth century it [an-
ticipated] the general equilibrium models
of the classical type…’11 Nobel prize win-
ner Wassily Leontief has also recognized
the Tableau Economique as an important
precursor of his input-output anlaysis.12

Notes

1 An oft-repeated anecdote associated with
this contention concerns the visit of the
Physiocrat, Mercier de la Riviére, to
Catherine the Great of Russia to advise her
concerning reforms in government. He is
purported to have told her that the wisest
policy she could follow was simply to let
things alone to take their own course, for
nature would rule. It is said that she re-
sponded to his advice by wishing him a
prompt goodbye.

2 The classification of artisans, domestic serv-
ants, merchants, financiers, and anyone
else who is not a cultivator, as sterile is an
unfortunate and inconsistent choice of
terms, for it does not distinguish between
those who are, within the framework of
Physiocratic thinking, capable of producing
their own subsistence and those who are
not. Quesnay himself was not completely
consistent, for in an unpublished article,
‘Hommes,’ he said that domestic servants
may be indirectly productive if they free
some of the energies of the agricultural
classes. See Henry Higgs, The Physiocrats
(New York: Macmillan, 1897), p. 127.

3 The livre is a former French money of ac-
count originally equal to a pound of silver.
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It was gradually reduced in value and re-
placed by the franc.

4 Henry Higgs, The Physiocrats (New York,
Macmillan, 1857) p. 57. This work remains
the classic reference. Charles Gide and
Charles Rist add further background and
insight in A History of Economic Doctrines,
translated by R.Richards, seventh edn.
(Boston: D.C.Heath, 1948), Chapter
I.Ronald Meek, Economics of Physiocracy,
Essays and Translations (Cambridge:
Harvard University Press, 1962), includes
a selection of Quesnay’s writings and es-
says on various aspects of physiocracy. Two
important contemporary interpretations of
the Physiocratic contribution to the devel-
opment of economics are Gianni Vaggi, The
Economics of François Quesnay (Durham,
NC: Duke University Press, 1987), and
Steven Pressman, Quesnay’s Tableau
Economique: A Critique and Assessment
(New York: A.M.Kelley, 1994.)

5 Ronald Meek, Introduction to Turgot on
Progress, Sociology and Economics (Cam-
bridge University Press, 1973), p. 311.

6 Vivian Walsh and Harvey Gram, Classical
and Neoclassical Theories of General Equi-
librium (New York and Oxford: Oxford Uni-
versity Press, 1980). Their chapter 2 exam-
ines Physiocracy as the first systematic
model of a selfsustaining economy. This
chapter is especially useful in its identifica-
tion of the classical theme of surplus value
prior to the Physiocratic model in the writ-
ings of Sir William Petty and Richard
Cantillon.

7 Etienne de Condillac, Le Commerce et le
gouvernement (Paris, 1776), p. 15.

8 The Theory of Political Economy, by William
Jevons, was first published in 1871.

9  P.J.Lloyd, ‘Elementary geometric/arith-
metic series and early production theory,’
Journal of Political Economy, 77, January/
February 1969, pp. 21–34.

10 It results in positive first derivatives, posi-
tive then negative second derivatives, and
positive cross-partial derivatives.

11 Vivian Walsh and Harvey Gram, Classical
and Neoclassical Theories of General Equi-
librium (New York and Oxford: Oxford Uni-
versity Press, 1980), chapter 2.

12 Wassily Leontief, The Structure of the
American Economy 1919–1929 (Cam-
bridge: Harvard University Press, 1941),
chapter 2.

Glossary of terms and concepts

Circular flow
The circulation of goods and money incomes
throughout the economic system resulting
from economic interdependency.

Law of markets (Say’s law or Say’s
equality)
Aggregate demand is necessarily sufficient to
clear the markets of the economy of the ag-
gregate supply of all goods because the pro-
duction process simultaneously creates
goods and generates purchasing power.
Equality between aggregate demand and
supply requires that there be no interruption to
the circular flow.

Produit net (net product)
The surplus produced by workers employed in
the primary industries in excess of their own
subsistence requirements.

Single tax
A single levy on the economic surplus yielded
by land. Such a tax was originally recom-
mended by the Physiocrats. Their recommen-
dation was later revived in the nineteenth cen-
tury by the American social reformer Henry
George on the premise that its collection will
not reduce production and that the amount
collected will be adequate for revenue needs.

Tableau Économique
The economic table that depicts the circula-
tion of the net product among the three
classes of society and the return of the net
product to the farmer that supports investment
in agriculture.

Questions for discussion and further
research

1 Compare the Physiocratic conception of the
nature and source of wealth (based on your
reading of Turgot’s Reflections) with the
mercantilist’s conception (based on your
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reading of Mun’s England’s Treasure by
Foreign Trade).

2 The Physiocrats, among them Turgot, liked
to call themselves the Economists. Do you
consider this label appropriate? Why or why
not? Did their system of thought contribute
to the development of economics as a field
of intellectual inquiry separate from philoso-
phy, ethics, and theology?

3 On what basis did Turgot criticize and
correct the Schoolmen on the question of
the propriety of interest as a form of
earnings? Does his argument have rel-
evance for modern views about the right of
private property?

4 Identify and explain key economic concepts
that have become part of contemporary
economics that are part of the Physiocratic
legacy.

Notes for further reading

From The New Palgrave

The following selections are particularly
useful in appreciating the Physiocrats’ con-
tribution as well as those of their predeces-
sors: E.Castelot on laissez-faire, laissez-
passer, history of the maxim, vol. 3, p. 116;
Mason Gaffney on single tax, vol. 4, pp.
347–48; Giorgio Gilibert on circular flow,
vol. 1, pp. 424–26; Peter Groenewegen on
Pierre le Pesant Sieur de Boisguilbert, vol.
1, pp. 259–60, and on Pierre Samuel
Dupont de Nemours, vol. 1, pp. 942–43; R.E
Hébert on Jean-Baptiste Léon Say, vol. 4, p.
251; Thomas Sowell on Say’s law, vol. 4, pp.
249–51; G.Vaggi on the Physiocrats, vol. 3,
pp. 869–75, on produit net, vol. 3, p. 1013,

and on François Quesnay, vol. 4, pp. 22–29;
and Paolo Varri on net product, vol. 3, pp.
637–38.
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Introduction

Life and times (1723–1790)

The Wealth of Nations (1776) is the sec-
ond book in the trilogy planned, but never
completed, by the Scottish moral philoso-
pher Adam Smith. It was preceded by his
Lectures on Jurisprudence (1766) which
focused on the social aspects of economic
behavior and the institutions that pre-
ceded the nascent industrial economy of
the England of his own day. Even earlier,
he examined the ethical values of life in
The Theory of Moral Sentiments (1759). It
was only following these important works
that he turned his attention to subjects
that today constitute the major concern of
economic inquiry. He viewed The Wealth
of Nations as a capstone to his work as a
philosopher. He lectured at the University
of Glasgow on the whole field of moral
philosophy after the manner of his
teacher Francis Hutcheson (1694–1746),
who classified his subject into four
branches: natural theology, ethics, juris-
prudence, and political economy.

In turning his attention to examining
the self-interested behavior of people en-
gaged in market activity, Smith confronted
the intellectual problem of reconciling the
motive of self-love with the equally strong
motive of sympathy for one’s fellows. The
issue, as Smith posed it, and the answer

he offered in The Theory of Moral Senti-
ments, are examined in this chapter be-
cause they reflect, perhaps more clearly
than any other masterwork of economics,
the grounding of classical political
economy in moral philosophy. The ‘stages
of social history’ theme which Smith intro-
duced in his Lectures is an equally impor-
tant theme of classical economics. Its con-
cern, which became the primary theme of
the tradition that followed, was to exam-
ine the requisites for the ‘advancement of
riches’ in the form of an increasing eco-
nomic surplus that is essentially the
theme pursued by the Physiocrats and,
before them, by Sir William Petty.1

Like most great works, The Wealth of
Nations is the product of the man and the
times. With respect to the times, it may be
observed that, during the last quarter of
the eighteenth century, the English busi-
ness scene was already dominated by the
capitalist enterpriser who hired wage
labor and frequently did business using
the corporate form of organization. Agri-
culture was still the most important indus-
try, and the rural classes were still well
off. However, the technical strides being
made, particularly in the textile and met-
alworking industries, were soon to call
forth the Industrial Revolution. England
had passed through its most extreme pe-
riod of protectionism, and its foreign trade
was making great forward progress as the
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huge trading companies of bygone decades
gradually lost their privileges. Neverthe-
less, mercantilistic restraints were still
numerous and onerous, especially with the
colonies, and the psychological moment for
dissent had now come. The Wealth of Na-
tions is, first and foremost, an attack
against the principles and practices of
mercantilism.

The Wealth of Nations is not, as is some-
times erroneously contended, a plea for
extending industrialization and advancing
the interests of business owners. On the
contrary, Smith directs some of his most
biting criticisms against manufacturers
and traders, reserving his sympathies for
workers and his warmest plaudits for ag-
riculture. It must also be remembered that
the Industrial Revolution was still in its
most embryonic stages. True, the spinning
jenny and the water frame had already
been invented to transform the textile in-
dustry, and James Watt had patented his
steam engine in 1769, but their wide-
spread practical application was still in
the future. The wool and linen industries,
which were among the largest, were still
organized in domestic units rather than in
factories. In short, the England of Smith’s
day was primarily commercial and agri-
cultural rather than industrial. But it was
not to take many more decades before the
Industrial Revolution was to emerge.2

It was also a time of changing social and
political relationships. Ideas of political
liberalism had come to the forefront in
England even before the French Revolu-
tion sounded the call of freedom elsewhere
in Europe. Within this framework, eco-
nomic theory was also acquiring new con-
cepts and broadening its scope. Quesnay’s
Tableau offered a macroeconomic model of
an interdependent economy using money
to analyze the requirements for producing

and maintaining a net product, or surplus.
Turgot’s Reflections on the Formation and
Distribution of Wealth, written 10 years
before Adam Smith’s Wealth of Nations,
anticipated such Smithian themes as the
division of labor, the origin and use of
money, the nature and employment of
capital; and the question of interest of
loans and revenue from land. However,
despite the brilliance of these pioneering
efforts, it was Smith’s Wealth of Nations
that became the first major work of classi-
cal political economy.

What was there about Smith that made
his efforts more fruitful than those of sev-
eral able contemporaries whose intellec-
tual curiosity led them to explore along
many of the same paths as he? It has often
been suggested that there was nothing re-
ally unusual about Adam Smith, the boy
or the man. He himself is said to have re-
marked: ‘I am a beau in nothing but my
own books.’ He lived a rather uneventful
life with his widowed mother, devoting
himself largely to academic pursuits, al-
though he also served as Commissioner of
Customs in Edinburgh from 1778 until his
death in 1790. Except for his sojourn in
France as tutor to the young Duke of
Buccleuch, which position brought him a
lifetime pension, he traveled little. Even
so, his natural talents, coupled with his
educational experiences at Glasgow Col-
lege and later at Balliol College, Oxford,
his contacts with such associates as
Francis Hutcheson, who was his teacher
at Glasgow, David Hume, his friend of a
lifetime, the Physiocrats whom he met
during his travels in France, as well as the
opportunity for firsthand observation in
the expanding commercial metropolis of
Glasgow, enabled him to produce the great
creative work that is The Wealth of Na-
tions.
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The Theory of Moral Sentiments (1759)

Smith’s theory of the social origin of moral
judgments

The concern of moral philosophy, said
Smith, is human happiness and well-be-
ing. Of this, the ancient moral philoso-
phers were well aware, for they sought to
examine ‘the happiness and perfection of
a man, considered not only as an indi-
vidual but as a member of a family, of a
state, and of a great society of mankind.’3
This view was sharply different from that
of the Middle Ages and the belief that
happiness is inconsistent with virtue and
that the only true virtue is self-denial. Al-
though the material progress of the mod-
ern world rendered the medieval view of
morality increasingly indefensible,
Bernard de Mandeville’s Fable of the
Bees, or Private Vices and Publick Ben-
efits, had already mocked the old view
and dared to suggest that human vices,
specifically the quest of luxuries and ma-
terial gain, generate wealth.

The Fable attracted wide attention;
most of Mandeville’s contemporaries con-
sidered it worthy of a reply. Smith faulted
his system of moral philosophy as ‘wholly
pernicious,’ for it ‘seems to take away alto-
gether the distinction between vice and
virtue.’4 Where Mandeville appeared to be
recommending anti-social behaviors for
pursuing riches, Smith viewed this pursuit
as merely one among many human de-
sires. It is, in fact, tempered by the equally
strong desire for the approbation of one’s
fellows. These desires, says Smith, are
with us from the womb to the grave and
operate in every sphere of our lives. ‘It is
not from the benevolence of the butcher,
the brewer, or the baker that we expect our
dinner, but from their regard to their own
interest. We address ourselves not to their
humanity, but to their self-love, and we

talk to them not of our necessity, but of
their advantages.’5 Selfinterest is thus
seen as directing every aspect of human
behavior and activity. In the economic
sphere, it prompts the division of labor (an
effect that Mandeville had also noted) and
the accumulation of capital, which en-
hances productivity. In the field of justice,
it operated, Smith believed, to promote a
high degree of efficiency in the English
courts which tried to hear as many cases
as possible because they functioned on the
basis of the fees they collected from par-
ties who came before them.6

It was precisely the absence of the prin-
ciple of self-interest that Smith found so
deplorable with regard to English univer-
sities. His years at Oxford convinced him
of the adverse effect on the quality of in-
struction where professors are paid with-
out due regard for their own efforts. By
contrast, the teachers of ancient Greece,
who were compensated on the basis of the
number of students they attracted, were
much more efficient, in Smith’s opinion,
then the majority of those he encountered
at Oxford. Self-interest, then, is the mo-
tive that naturally drives people, and im-
pediments to its operation generally have
an adverse effect. Moreover, this is pre-
cisely the motive that ought to prevail, for,
says Smith, ‘I have never known much
good done by those who affected to trade
for the public good.’7

Yet, this observation suggests a possi-
ble inconsistency on Smith’s part in ex-
plaining human motivation and behavior,
for his earlier work, The Theory of Moral
Sentiments, begins with this observation:
‘How selfish so ever man may be supposed,
there are evidently some principles in his
nature which interest him in the fortune
of others and render their happiness nec-
essary to him though he derive nothing
from it except the pleasure of seeing it.’
How can individuals extend sympathy to
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their fellow humans while also serving
their self-interest? Can these seemingly
inconsistent behaviors be reconciled in a
socially beneficent way?

It is, says Smith, imagination that
prompts even mean individuals to sacri-
fice their own interests, at times, to the
greater interests of others, for imagination
takes the place of experience and enables
them to have an idea about the unpleas-
ant sensations of another. Personal expe-
rience and introspective psychology thus
underlie the growth of individual moral
sentiments. If a person grew up in isola-
tion without communication, these senti-
ments would be impossible to conceive, but
‘bring him into society and he is immedi-
ately provided with the mirror that he
wanted before.’8 We see the world through
our own senses; and because we desire,
above all, the sympathy and approbation
of our fellow humans, it is necessary for
each of us to regard happiness, not in that
degree in which it appears to the self, but
in that degree in which it appears to peo-
ple in general.

The end result is that a beneficent so-
cial order emerges as the unintended con-
sequence of individual actions. This result
is Smith’s famous ‘invisible hand’ doc-
trine—which, in spite of its fame, is spe-
cifically mentioned only twice in Smith’s
works—once in The Moral Sentiments and
again in Book IV of The Wealth of Nations.
In The Moral Sentiments, Smith alludes
to the invisible hand to explain why the
‘natural selfishness’ of rich landlords turns
out not to be wholly pernicious:

In spite of their natural selfishness and ra-
pacity, though they mean only their own
conveniency, though the sole end which
they propose from the labours of all the
thousands whom they employ be the gratifi-
cation of their own vain and insatiable de-
sires, they divide with the poor the produce

of all their improvements. They are led by
an invisible hand to make nearly the same
distribution of the necessities of life which
would have been made had the earth been
divided into equal portions among all its in-
habitants; and thus, without intending it,
without making it, advance the interest of
the society, and afford means to the multi-
plication of the species.9

In short, conscience and sympathy will al-
ways deter undesirable conduct in the eco-
nomic sphere as in every other. Smith’s
belief in the morality of sympathy and the
influence of social experience leads him to
have faith in the role of liberty to direct
human behavior for the social good as well
as for individual benefit. This is the basis
for his belief that the natural order is able
to function well without the human direc-
tion the mercantilists undertook to give it.

The Wealth of Nations

Philosophical and psychological back-
ground

The theory of the social origin of moral
judgments and standards is fundamental
to the doctrine of the harmony of indi-
vidual and national interests that per-
vades The Wealth of Nations. It appears
reasonable, therefore, to interpret the
doctrine of sympathy as developed in The
Theory of Moral Sentiments as the con-
ceptual antecedent of the doctrine of the
natural order set forth in The Wealth of
Nations.10

The philosophy on which Smith’s eco-
nomic principles are based is nowhere spe-
cifically mentioned in The Wealth of Na-
tions. Yet it pervades his entire work to an
even greater extent than the philosophy
of the natural order colored the writings
of the Physiocrats. Above all, Smith was
dedicated to the ‘simple system of natural
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liberty.’ Standing at the center of his sys-
tem are individuals who follow their own
interests while promoting the welfare of
society as a whole, for such is the nature
of natural order. The Physiocrats also
equated the existence of the natural order
with the ideal society, but with a differ-
ence. For the Physiocrats, the natural or-
der was to be discovered through the in-
tellect and brought to fruition through en-
lightened despotism. For Smith, the exist-
ence of the natural order is a fact. It exists
in spite of human interferences.

A variety of beneficent economic insti-
tutions are spontaneously generated
within the framework of the natural order.
Among them are the division of labor, the
development of money, the growth of sav-
ings and the investment of capital, the de-
velopment of foreign trade, and the adjust-
ment of supply and demand to each other.
These spring into existence as a result of
natural human behavior and operate for
the benefit of society as a whole.

Smith’s psychology must likewise be
culled out of his writings, as it is not spe-
cifically set forth. He does, however, ap-
pear to follow David Hartley, John Locke,
and his good friend David Hume in regard-
ing sensation as the source of ideas and
knowledge.

Plan and scope

The Wealth of Nations is divided into an
introduction, which sets forth the plan of
the author, five books, and an appendix.
The first book is ‘Of the Causes of Im-
provement in the Productive Powers of
Labour, and of the Order According to
Which Its Produce Is Naturally Distrib-
uted among the Different Ranks of the
People.’ Book II is ‘Of the Nature, Accu-
mulation and Employment of Stock,’ and
Book III is ‘Of the Different Progress of
Opulence in Different Nations.’ These

three books are primarily a presentation
of economic principles. Book IV, ‘Of Sys-
tems of Political Economy,’ and Book V, ‘Of
the Revenue of the Sovereign or Common-
wealth,’ take Smith into the area of politi-
cal economy.

It is worth noting that The Wealth of
Nations contains remarkably few refer-
ences to the writings of other authors and
that Smith was perhaps less scholarly in
this regard than he might have been. He
knew precisely, however, what to extract
from other works and how to use it to make
his final product in every way unique and
peculiarly his own, although many indi-
vidual ideas and even illustrations are not
original to him. Smith is the first of the
great eclectics who wove into a harmoni-
ous whole the more important ideas of
predecessors and contemporaries alike.
Some ideas even derived from thinkers
with whom he was in disagreement, such
as Bernard de Mandeville. The influence
of Hutcheson and Hume is particularly in
evidence; he also owed much to Turgot and
the Physiocrats, especially Quesnay and
such liberal mercantilists as North, Petty,
Child, and Tucker. However, The Wealth
of Nations effectively brought an end to
political arithmetic as a policy instrument
and, coincidentally, brought the first rela-
tively brief stage of numeracy in the de-
velopment of economic theory to a close.

Smith’s disenchantment with the politi-
cal arithmetic of his contemporaries was
perhaps a matter of his own idiosyncra-
sies, for his personal library included the
works of most leading practitioners, with
the surprising exclusion of William Petty.11

Indeed, he used some of their findings to
support his own arguments. Thus, it may
be inferred that his negative observation
‘I have no great faith in political arithme-
tic’ (Wealth of Nations IV, pp. 534) is less a
reflection of their methods or findings than
it is a reflection of the changing political
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environment and, more particularly, of the
methodological perspective of the eight-
eenth century. In keeping with the nat-
ural order philosophy of the enlighten-
ment, political economists from Smith on-
ward relied on deductive logic to articu-
late the vision of an economy comprised of
selfinterested individuals whose actions
are consistent with beneficial results for
all participants.

Even today, The Wealth of Nations is an
interesting book to read. Smith knew how
to intersperse facts with illustrations and
persuasive reasoning. The result is neither
repeti-tious nor complicated in its logic
but, rather, remarkably straightforward

and simple. The attractiveness of the text
greatly complicates the task of selecting
among its many not-to-be-missed pas-
sages. Limitations of space dictate that we
examine only two. The first relates to the
issue of the nature and source of wealth.
The second considers whether it is appro-
priate for capitalists to receive profits and
landlords to receive rent if labor effort is
the source of a commodity’s value. The first
issue offers important contrasts between
the thinking of the mercantilists, the
Physiocrats, and Smith. The second issue
has become a perennial one, which each
generation of economic thinkers under-
takes to examine anew.

Issues and Answers from the Masterworks 5.1
Issue
What is the nature and source of wealth? How is it best augmented?

Smith’s answer
From An Inquiry into the Nature and Causes of the Wealth of Nations, excerpts from the
Introduction and Book 1.

Introduction
The annual labour of every nation is the fund which originally supplies it with all the necessaries
and conveniences of life which it annually consumes, and which consist always either in the
immediate produce of that labour, or in what is purchased with that produce from other nations.

According therefore, as this produce, or what is purchased with it, bears a greater or smaller
proportion to the number of those who are to consume it, the nation will be better or worse
supplied with all the necessaries and conveniences for which it has occasion.

But this proportion must in every nation be regulated by two different circumstances; first by
the skill, dexterity, and judgment with which its labour is generally applied; and, secondly, by the
proportion between the number of those who are employed in useful labour, and that of those
who are not so employed. Whatever be the soil, climate, or extent of territory of any particular
nation, the abundance or scantiness of its annual supply must, in that particular situation, de-
pend upon those two circumstances… Among civilized and thriving nations, on the contrary,
though a great number of people do not labour at all, many of whom consume the produce of
ten times, frequently of a hundred times more labour than the greater part of those who work;
yet the great, that all are often abundantly supplied, and a workman, even of the lowest and
poorest order, if he is frugal and industrious, may enjoy a greater share of the necessities and
conveniencies of life than it is possible for any savage to acquire.

The causes of this improvement, in the productive powers of labour, and the order, according
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to which its produce is naturally distributed among the different ranks and conditions of men in
the society, make the subject of the First Book of this Inquiry.

Book 1: Of the Causes of Improvement in the Productive Powers of Labour, and of the
Order according to Which Its Produce Is Naturally Distributed among the Different Ranks
of the People

Chapter 1: Of the division of labour

The greatest improvement in the productive powers of labour, and the greater part of the skill,
dexterity, and judgment with which it is anywhere directed, or applied, seem to have been the
effects of the division of labour.

The effects of the division of labour, in the general business of society, will be more easily
understood, by considering in what manner it operates in some particular manufactures.

To take an example, therefore, from a very trifling manufacture; but one in which the division
of labour has been very often taken notice of, the trade of the pin maker; a workman not edu-
cated to this business (which the division of labour has rendered a distinct trade), nor ac-
quainted with the use of the machinery employed in it (to the invention of which the same
division of labour has probably given occasion), could scarce, perhaps, with his utmost industry,
make one pin in a day, and certainly could not make twenty. But in the way in which this busi-
ness is now carried on, not only the whole work is a peculiar trade, but it is divided into a number
of branches, of which the greater part are likewise peculiar trades. One man draws out the wire,
another straightens it, a third cuts it, a fourth points it, a fifth grinds it at the top for receiving the
head; to make the head requires two or three distinct operations; to put it on, is a peculiar
business, to whiten the pins is another; it is even a trade by itself to put them into the paper; and
the important business of making a pin is, in this manner, divided into about eighteen distinct
operations, which, in some manufactories, are all performed by distinct hands, though in others
the same man will sometimes perform two or three of them. I have seen a small manufactory of
this kind where ten men only were employed, and where some of them consequently performed
two or three distinct operations. But though they were very poor, and therefore but indifferently
accommodated with the necessary machinery, they could, when they exerted themselves,
make among them about twelve pounds of pins in a day. There are in a pound upwards of four
thousand pins of a middling size. Those ten persons, therefore, could make among them up-
wards of forty-eight thousand pins in a day. Each person, therefore, making a tenth part of forty-
eight thousand pins, might be considered as making four thousand eight hundred pins in a day.
But if they had all wrought separately and independently, and without any of them having been
educated to this peculiar business, they certainly could not each of them have made twenty,
perhaps not one pin in a day; that is, certainly not the two hundred and fortieth, perhaps not the
four thousand eight hundredth part of what they are at present capable of performing, in conse-
quence of a proper division and combination of their different operations.

In every other art and manufacture, the effects of the division of labour are similar to what
they are in this very trifling one; though, in many of them, the labour can neither be so much
subdivided, nor reduced to so great a simplicity of operation. The division of labour, however, so
far as it can be introduced, occasions, in every art, a proportionable increase of the productive
powers of labour. The separation of different trades and employments from one another, seems
to have taken place, in consequence of this advantage. This separation too is generally carried
furthest in those countries which enjoy the highest degree of industry and improvement; what is
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Summing up: Smith’s key points

A nation is well off in accordance with its
supply of ‘necessaries and conveniences’
in relation to the number of its inhabit-
ants. Goods, not gold, thus constitute the
wealth of a nation. This Smithian point
becomes abundantly clear in Book IV,
which deals at length with mercantilism.
Smith’s chief focus thus parallels that of
the Physiocrats, whose concern was the
increase of the nation’s net product. The
primary difference between his concep-
tion of the nature and source of wealth
and that of the Physiocrats is thus imme-
diately brought into focus. It is not na-
ture, but human effort, that makes com-
modities available. His emphasis on labor
was not intended to deny the importance
of either land or capital stock but rather

to call attention to labor, as opposed to the
forces of nature, as the prime mover of
production. Without the cooperative ef-
forts of labor, neither land nor capital
would be able to bring forth anything. Di-
vision of labor enhances the dexterity of
each worker, saves time by making it un-
necessary to shift from one type of work to
another, and also stimulates the inven-
tion of labor-saving devices. The result is
a great increase in the quantity of work
that a given number of people can per-
form. It is to the division of labor that
Smith attributes the relatively high
standards of living that prevailed during
his day for even the lowest ranks of people
and concludes ‘that the accommodation of
a European prince does not always so
much exceed that of an industrious and
frugal peasant as the accommodation of

the work of one man, in a rude state of society, being generally that of several in an improved
one. In every improved society, the farmer is generally nothing but a farmer; the manufacturer,
nothing but a manufacturer. The labour too which is necessary to produce any one complete
manufacture, is almost always divided among a great number of hands. How many different
trades are employed in each branch of the linen and woollen manufactures, from the growers of
the flax and the wool, to the bleachers and smoothers of the linen, or to the dyers and dressers
of the cloth? The nature of agriculture, indeed, does not admit of so many subdivisions of
labour, nor of so complete a separation of one business from another, as manufactures. It is
impossible to separate so entirely, the business of the grazier from that of the corn farmer, as
the trade of the carpenter is commonly separated from that of the smith. The spinner is almost
always a distinct person from the weaver; but the ploughman, the harrower, the sower of the
seed, and the reaper of the corn, are often the same. The occasions for those different sorts of
labour returning with the different seasons of the year, it is impossible that one man should be
constantly employed in any one of them.

This impossibility of making so complete and entire a separation of all the different branches
of labour employed in agriculture, is perhaps the reason why the improvement of the productive
powers of labour in this art, does not always keep pace with their improvement in manufactures.
The most opulent nations, indeed, generally excel all their neighbours in agriculture as well as
in manufactures; but they are commonly more distinguished by their superiority in the latter than
in the former.

Source: Adam Smith, An Inquiry into the Nature and Causes of the Wealth of Nations
(London: Everyman’s Library, 1910).
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the latter exceeds that of many an African
King.’12

Division of labor comes into existence
spontaneously without the necessity of hu-
man wisdom, planning, or intervention; it
is the consequence of the ‘propensity to
truck, barter, and exchange one thing for
another.’13 This inclination to trade is
found only in humans and is but one ex-
pression of self-interested behavior. Only
by exchanging their surplus with others
can persons acquire all the goods of which
they have need; and in order to serve their
own interests, they appeal to the self-in-
terest of others.

It should also be noted that while his
illustration of division of labor is drawn
from a relatively small-scale operation,
Smith was well aware that there were al-
ready some largescale operations in Great
Britain, chief among them the iron works
at Carron in Scotland.14

Manufacturing generally lends itself
better to division of labor than agriculture,
and although the richest countries gener-
ally excel, compared with their neighbors,
in agriculture as well as manufacturing,
their superiority is usually greater in
manufacturing. Everywhere, the practi-
cality of engaging in division of labor is
limited by the size of the market to be
served.15 Thus, Smith anticipates later dis-
cussions concerning the limits of what is
today known as increasing returns to
scale. He also observes that regions of rela-
tively sparse population afford little oppor-
tunity to carry on division of labor,
whereas well populated areas and those
made easily accessible by good water and
land transportation will be more likely to
enjoy its advantages.

Productive and unproductive labor

Both the mercantilists and the Physiocrats
employed the notion of productive and un-

productive labor. For the former, the crite-
rion of productivity was the degree to
which the effort contributed to securing a
favorable balance of trade, while the lat-
ter believed that only workers engaged in
agriculture and the extractive industries
were productive, in that they were as-
sisted by nature, which alone is capable of
creating a surplus. Unfortunately, Smith
also thought in terms of productive and
unproductive labor, and created consider-
able confusion with his distinction, not
only as regards the discussion itself, but
also as regards its compatibility with
other parts of his theory.

In the third chapter of Book II, he ob-
serves that some labor realizes itself in a
vendible commodity and is thus to be con-
sidered as productive, while certain other
labor is unproductive in that it does not
‘fix or realize itself in any particular
subject…which endures after that labour
is past and for which an equal quantity of
labour could afterwards be purchased.’
The labor of domestic servants, entertain-
ers, professionals, government servants,
and others among ‘the most respectable
orders in the society’ fall into this class.16

The foregoing distinction between pro-
ductive and unproductive labor is also cou-
pled with two other grounds on which the
one type of labor is distinguished from the
other. The first is the relationship of labor
to the creation of value. Thus, he observes
that productive labor ‘adds to the value of
the subject on which it is bestowed.’17 The
effort of labor engaged in manufacturing
is in this class, while that of menial serv-
ants is not.

Thus, the labourer of a manufacturer adds,
generally, to the value of the materials that
he works upon, that of his own maintenance
and of his master’s profit… Though the
manufacturer has his wages advanced to
him by his master, he, in reality, costs him
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no expense, the value of those wages being
generally restored, together with a profit, in
the improved value of the subject upon
which his labourer is bestowed.18

The notion of labor as the creator of a sur-
plus is pursued in a somewhat different
vein in Book IV, in which Smith analyzes
the Physiocratic system. He begins with
the observation that the labor of artisans
and traders is not as productive as that of
farmers because agricultural workers pro-
duce not only their own subsistence and
profit on the stock of their employer but
also rent for the landlord. Like the
Physiocrats, Smith was persuaded that
nature labors alongside farmers in agri-
culture to produce a surplus. His predilec-
tion for agriculture is equally apparent in
Book II, which is devoted to the accumula-
tion and employment of capital, and in
which he insists that capital employed in
agriculture is the most productive. The
capital employed in agriculture, therefore,
not only puts into motion a greater quan-
tity of productive labour which it employs,
it adds a much greater value to the annual
produce of the land and labour of the coun-
try, to the real wealth and revenue of its
inhabitants.’19 It was on these grounds
that Smith believed that a nation should
give preference to agriculture and pursue
other economic activities only as its in-
creasing capital accumulation permits. He
regarded manufacturing as the second
most productive activity, followed by do-
mestic trade. Foreign trade was identified
as the least advantageous field for invest-
ment; it returned lower profits and was
more difficult to supervise than capital
invested at home.

Smith’s distinction between productive
and unproductive labor created confusion
in at least three areas of economic think-
ing. First, his exclusion of services as part
of the national product and the designa-

tion of the work of those who render them
as unproductive labor were later recog-
nized as incorrect. Second, his identifica-
tion of revenues in excess of wages in
manufacturing enterprises as a surplus
blurred the difference between profit and
interest. This was unfortunate because
profit and interest are functional returns
rewarding two distinct activities, namely,
the entrepreneurial function of risk bear-
ing and management, and the lender’s
function of making funds available. The
third area of confusion concerns the pro-
ductive powers of land and its relationship
to the appearance of rent. Like the
Physiocrats, Smith believed there is some-
thing unique about the productive powers
of land, which created an erroneous idea
of the nature of rent and the circumstances
under which it arises. However, unlike the
Physiocrats, Smith recognized that profit
is a separate form of surplus (i.e. as dis-
tinct from rent). Thus, profit and rent were
both viewed by Smith as a source of sav-
ing and investment, whereas the
Physiocrats regarded profit as a deduction
from rent.

The most meaningful interpretation of
Smith’s distinction between productive
and unproductive labor is in connection
with saving and capital accumulation. It
is clear from this third chapter in Book II,
‘On the Accumulation of Capital or of Pro-
ductive and Unproductive Labor,’ that he
is concerned with the effect of using sav-
ings for luxuries by those who are prodi-
gal instead of channeling them to pur-
chase fixed or circulating capital. He is, in
effect, arguing that failure to use savings
in this manner is an impediment to eco-
nomic growth. This line of reasoning is
somewhat obscured by his observation
that ‘what is annually saved is as regu-
larly consumed as what is annually spent,
and in nearly the same time too; but it is
consumed by a different set of people.’20
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This seems to imply that it matters little
whether income is used for consumption
or saving because savings flow back into
the income stream via investment. Hoard-
ing is implicitly regarded as an exceptional
occurrence in this context. Money is pri-
marily desired as a medium of exchange
and only seldom as a store of value. Thus,
Smith did not seriously entertain the idea
that hoarding could diminish the flow of
income payments in the economy. On the
contrary, he pictured the frugal individual
as contributing to the public welfare be-
cause the savings are used to set produc-
tive labor into motion and to add to the
stock of fixed capital. This view of the re-
lationship of savings and investment an-
ticipates the principle that subsequently
became important in economic analysis as
Say’s law.

The theory of value and exchange

The origin and use of money

Smith’s opening theme of production and
economic growth is quickly set aside to ex-
plore a host of other matters that tend,
particularly for the uninitiated reader, to
detract from Smith’s central concern with
the problem of economic growth. The
growth problem is not specifically ad-
dressed until it is examined from a his-
torical point of view in Book III, as a prel-
ude to issues related to mercantilism,
which are examined in Book IV. The con-
cerns of the first two books, however lay
the microeconomic foundation for those
that follow and, for the alert reader, ought
not to obscure Smith’s central theme of
economic growth.

The use of money, like the division of
labor, is viewed by Smith as a spontane-
ous development resulting from self-inter-
ested behavior. The use of money elimi-
nates the inconvenience of barter situa-

tions. Thus, Smith tells us that ‘in order to
avoid the inconvenience of such situations,
every prudent man in every period of soci-
ety after the first establishment of the di-
vision of labour must naturally have en-
deavoured to manage his affairs in such a
manner as to have at all times by him, be-
sides the peculiar product of his own indus-
try, a certain quality of some one commod-
ity or other such as he imagined few people
would be likely to refuse in exchange for
the produce of their industry.’21 Many dif-
ferent commodities, he observes, have
served this purpose, but the precious met-
als seem particularly well suited to it.
These observations are, of course, common-
place today, and every discussion since has
been couched in almost identical terms.

Use value and exchange value

Having identified labor as the source of
the wealth of nations, and the division of
labor as the chief means of enhancing
labor ’s effectiveness, Smith next ad-
dressed the issue of the relationship be-
tween the labor effort needed to produce a
commodity and its value in exchange. The
change of focus from the wealth of a na-
tion to the worth of a commodity (a cen-
tral question for Smith, who is, above all,
a moral philosopher) leads him to distin-
guish between a commodity’s value in use
and value in exchange.

Smith’s proposal at the close of Chapter
4, Book I, to examine the exchangeable
value of commodities, introduced the issue
now referred to as ‘the paradox of value.’
Why is it that things which have the great-
est value in exchange have frequently lit-
tle or no value in use? ‘Nothing is more
useful than water: but it will purchase
scarce anything; scarce anything can be
had in exchange for it, a diamond on the
contrary has scarce any value in use; but
a very great quantity of other goods may
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frequently be had in exchange for it.’22 It
is with these words that Smith severs the
use value of a commodity from its ex-
change value on the premise that value in
exchange is unrelated to value in use—
what, in contemporary language, would be
called utility.

Today’s student of economics will prob-
ably 97 recognize several errors in the sen-
tences just quoted. First, a commodity can-
not possibly command other commodities
in exchange unless it has value in use; only
the ability to yield satisfaction to a user
makes a commodity worth acquiring by
giving up other goods or money. Smith’s
failure to recognize this rather obvious re-
lationship was most significant for the fu-
ture development of value theory, for it led
to the attempt to explain exchange value
without reference to utility. Some hundred
years were to elapse before English politi-
cal economy specifically took utility into
consideration in explaining value.23

A further error in Smith’s famous open-
ing statement on value is his failure to rec-
ognize the significance of the relative scar-
city of the commodity at the margin. It is
clearly misleading to compare a single dia-
mond to the total supply of water. If he had
compared the utility of a single diamond
with the utility of a single unit of water,
he could not have been misled. It was not
until it was recognized that it is the ratio
of exchange between individual units that
should be compared that the paradox of
the diamond and water was resolved. A
comparison of marginal units makes it
perfectly plain that water commands lit-
tle or nothing in exchange while a dia-
mond commands a great deal because the
supply of diamonds is so much smaller in
relation to the intensity of the desire for
them than is the case with water. It is sur-
prising that Smith was unaware of this
relationship, for it had been clearly
pointed out by John Locke24 and others.25

Finally, Smith applied a personal moral
standard in deciding that a diamond has
no use value. The fact that one does not
approve of the consumption of a particu-
lar commodity, or that its use may be
harmful or even illegal, does not deprive
the commodity of its utility. The mere fact
that a commodity can command a price is
sufficient evidence of its utility.

Having thus failed to consider utility,
Smith turned his attention next in Chap-
ters 5 through 7 of Book I, to the role of
labor as a determinant of value. What is
the basis for a commodity’s value in ex-
change? Is its price some sort of labor
equivalent, which Smith expresses as ‘the
toil and trouble of acquiring it’ or, alterna-
tively, as ‘the real price of everything’?26

Among the famous observations of Book I,
Chapter VI, is the following:

In that early and rude state of society which
precedes both the accumulation of stock and
the appropriation of land, the proportion
between the quantities of labour necessary
for acquiring different objects seems to be
the only circumstance which can afford any
rule for exchanging them for another… It is
natural that what is usually the produce of
two day’s or two hours’ labour, should be
worth double of what is usually the produce
of one day’s or one hour’s labour.27

These statements imply Smith’s acceptance
of a labor cost theory in which labor is the
cause or determinant of value. Yet, he also
remarks that ‘a commodity’s value to those
who possess it, and who want to exchange it
for some new production, is precisely equal
to the quantity of labour which it can entitle
them to purchase or command.’28 This state-
ment expresses a labor command theory of
value, according to which a commodity has a
value equivalent to the labor it can command
in exchange for itself either directly or indi-
rectly in the form of some other commodity.
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When used in this sense, labor serves as a
measure of value.

Several questions concerning these re-
lationships may now be asked: first, if
labor is the measure of value, why are val-
ues commonly expressed in money? Sec-
ond, can labor not be both the cause and
the measure of value—that is, can we not
assign a value to a commodity in accord-
ance with the amount of labor it contains
and measure its worth in terms of some
other commodity or group of commodities
containing the same amount of labor? If
this is possible, there is no incompatibility
between the labor command theory and
the labor cost theory. Finally, is it not pos-
sible that Smith intended the labor theory
of value to apply only in ‘that early and
rude state of society’ and considered that
the cause of value after the appropriation
of land and the accumulation of stock
might not be labor alone? The latter two
questions are especially pertinent in try-
ing to understand Smith’s theory of value.

In regard to the first question, Smith
says that once barter ceases, it becomes
‘natural’ to exchange commodities for
money rather than other commodities.
Gold and silver are the most satisfactory
monetary media, but they vary in value,
like all other commodities, depending on
the quantity of labor required to mine
them. Corn (grain) also can be used to
measure value, but it too will vary in
value, depending on the quantity of labor
required for its production.29 He concludes,
therefore, that labor is the only universal,
as well as the only accurate, measure of
value, or the only standard by which we
can compare the values of different com-
modities at different times and places, in
spite of the fact that values are commonly
expressed in terms of money.30

Smith reasoned that commodities will
have greater or less exchange value de-
pending on the quantity and quality of the

labor they contain. It does not matter,
then, whether we speak of the value of the
commodity or the value of the labor in it.
Thus, Smith tells us in the beginning of
the sixth chapter of Book I that, in ‘the
early and rude state of society’ which an-
tedates private property in land and the
accumulation of capital, a commodity has
value in accordance with the amount of
labor congealed in it, and commodities con-
taining equal amounts of labor will ex-
change equally for one another. The labor
cost of a commodity is thus exactly equal
to its labor command.

The only problem that Smith conceived
to exist in this state had to do with the fact
that equivalents of labor time are not au-
tomatically equivalents of labor content
since some labor is more difficult, unpleas-
ant, or dangerous, or requires more train-
ing, dexterity, or ingenuity. But this does
not introduce a major difficulty, for such
differences in the quality of labor will be
reflected in different rewards. In the ad-
vanced state of society, allowances of this
kind, for superior hardship and superior
skill, are commonly made in the wages of
the labourer; and something of the same
kind must probably have taken place in
its earliest and rudest period.31 He took it
for granted that the market process of
wage-rate determination will automati-
cally result in a wage commensurate with
the labor performed by each worker and
that wage differentials will be reflected in
commodity values. The subject of wage dif-
ferentials is thus introduced into the dis-
cussion of the value problem.

The matter of wage differentials is not
pursued further until a later chapter, but it
is already apparent that Smith believed the
market sets commodity prices in accordance
with the worth of the labor embodied in the
commodities. Thus, he concluded that com-
modities would be exchanged for one an-
other in accordance with their content of
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labor, the latter being the product of time,
hardship, and ingenuity. ‘If among a nation
of hunters, for example, it usually costs
twice the labour to kill a beaver which it
does to kill a deer, one beaver should natu-
rally exchange for or be worth two deer.’32

No problems of interpretation are in-
volved with respect to Smith’s discussion
of the precapitalist era, which precedes
land ownership and capital accumulation.
The only factor of production is labor, and
commodities are exchanged for one an-
other in accordance with the labor they
contain. In this state of things the whole

product belongs to labor, There is neither
landlord nor capitalist with whom it must
be shared. Not until land becomes pri-
vately owned and the accumulation of
capital has taken place does a share of the
product go to the owner of stock and the
landlord. The whole produce of labor does
not then always belong to the laborer, but
must be shared with the capitalist. Thus,
the development of the economy beyond its
original early and rude state has great sig-
nificance not only for Smith’s theory of
value but for distribution theory and the
issue of potential class conflict.

Issues and Answers from the Masterworks 5.2
Issue
If workers must share their produce with capitalists and landlords, does it follow that
labor alone creates value only ‘in that early and rude state of society’? Alternatively, if
in an advanced society, workers must share their product with capitalists and land-
lords, is the worker being exploited?

Smith’s answer
From The Wealth of Nations, Chapters VI and VII.

From Chapter VI: ‘Of the Component Parts of the Price of Commodities’
In that early and rude state of society which precedes both the accumulation of stock and the
appropriation of land, the proportion between the quantities of labour necessary for acquiring
different objects seems to be the only circumstance which can afford any rule for exchanging
them for one another. If among a nation of hunters, for example, it usually costs twice the labour
to kill a beaver which it does to kill a deer, one beaver should naturally exchange for or be worth
two deer. It is natural that what is usually the produce of two days or two hours labour, should be
worth double of what is usually the produce of one day’s or one hour’s labour.

If the one species of labour should be more severe than the other, some allowance will
naturally be made for this superior hardship; and the produce of one hour’s labour in the one
way may frequently exchange for that of two hours labour in the other.

Or if the one species of labour requires an uncommon degree of dexterity and ingenuity, the
esteem which men have for such talents will naturally give a value to their produce, superior to
what would be due to the time employed about it. Such talents can seldom be acquired but in
consequence of long application, and the superior value of their produce, may frequently be no
more than a reasonable compensation for the time and labour which must be spent in acquiring
them. In the advanced state of society, allowances of this kind, for superior hardship and supe-
rior skill, are commonly made in the wages of labour; and something of the same kind must
probably have taken place in its earliest and rudest period.

In this state of things, the whole produce of labour belongs to the labourer; and the quantity
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of labour commonly employed in acquiring or producing any commodity, is the only circum-
stance which can regulate the quantity of labour which it ought commonly to purchase, com-
mand, or exchange for.

As soon as stock has accumulated in the hands of particular persons, some of them will
naturally employ it in setting to work industrious people, whom they will supply with materials
and subsistence, in order to make a profit by the sale of their work, or by what their labour adds
to the value of the materials. In exchanging the complete manufacture either for money, for
labour, or for other goods, over and above what may be sufficient to pay the price of the mate-
rials, and the wages of the workmen, something must be given for the profits of the undertaker
of the work who hazards his stock in this adventure. The value which the workmen add to the
materials, therefore, resolves itself in this case into two parts, of which the one pays their wages,
the other the profits of their employer upon the whole stock of materials and wages which he
advanced. He could have no interest to employ them, unless he expected from the sale of their
work something more than what was sufficient to replace his stock to him; and he could have no
interest to employ a great stock rather than a small one, unless his profits were to bear some
proportion to the extent of his stock.

The profits of stock, it may perhaps be thought, are only a different name for the wages of a
particular sort of labour, the labour of inspection and direction. They are, however, altogether
different, are regulated by quite different principles, and bear no proportion to the quantity, the
hardship, or the ingenuity of this supposed labour of inspection and direction…

They are regulated altogether by the value of the stock employed, and are greater or smaller
in proportion to the extent of this stock… In the price of commodities, therefore, the profits of
stock constitute a component part altogether different from the wages of labour, and regulated
by quite different principles.

As soon as the land of any country has all become private property, the landlords, like all
other men, love to reap where they never sowed, and demand a rent even for its natural pro-
duce. The wood of the forest, the grass of the field, and all the natural fruits of the earth, which,
when land was in common, cost the labourer only the trouble of gathering them, come, even to
him, to have an additional price fixed upon them. He must give up to the landlord a portion of
what his labour either collects or produces. This portion, or, what comes to the same thing, the
price of this portion, constitutes the rent of land, and in the price of the greater part of commodi-
ties makes a third component part.

The real value of all the different component parts of price, it must be observed, is measured
by the quantity of labour which they can, each of them, purchase or command. Labour meas-
ures the value not only of that part of price which resolves itself into labour, but of that which
resolves itself into rent, and of that which resolves itself into profit.

In every society the price of every commodity finally resolves itself into some one or other, or
all of those three parts; and in every improved society, all the three enter more or less, as
component parts, into the price of the far greater part of commodities…

Chapter VII: ‘Of the Natural and Market Price of Commodities’
There is in every society or neighbourhood an ordinary or average rate both of wages and profit in
every different employment of labour and stock. This rate is naturally regulated, as I shall show
hereafter, partly by the general circumstances of the society, their riches or poverty, their advanc-
ing, stationary, or declining condition; and partly by the particular nature of each employment.

There is likewise in every society or neighbourhood an ordinary or average rate of rent,
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which is regulated too, as I shall show hereafter, partly by the general circumstances of the
society or neighbourhood in which the land is situated, and partly by the natural or improved
fertility of the land.

These ordinary or average rates may be called the natural rates of wages, profit, and rent, at
the time and place in which they commonly prevail. When the price of any commodity is neither
more nor less than what is sufficient to pay the rent of the land, the wages of labour, and the
profits of the stock employed in raising, preparing, and bringing it to market, according to their
natural rates, the commodity is then sold for what may be called its natural price.

The commodity is then sold precisely for what it is worth, or for what it really costs the person
who brings it to market; for though in common language what is called the prime cost of any
commodity does not comprehend the profit of the person who is to sell it again, yet if he sells it
at a price which does not allow him the ordinary rate of profit in his neighbourhood, he is evi-
dently a loser by the trade; since by employing his stock in some other way he might have made
that profit. His profit, besides, is his revenue, the proper fund of his subsistence. As, while he is
preparing and bringing the goods to market, he advances to his workmen their wages, or their
subsistence; so he advances to himself, in the same manner, his own subsistence, which is
generally suitable to the profit which he may reasonably expect from the sale of his goods.
Unless they yield him this profit, therefore, they do not repay him what they may very properly be
said to have really cost him.

Though the price, therefore, which leaves him this profit, is not always the lowest at which a
dealer may sometimes sell his goods, it is the lowest at which he is likely to sell them for any
considerable time; at least where there is perfect liberty, or where he may change his trade as
often as he pleases.

The actual price at which any commodity is commonly sold is called its market price. It may
either be above, or below, or exactly the same with its natural price.

The market price of every particular commodity is regulated by the proportion between the
quantity which is actually brought to market, and the demand of those who are willing to pay the
natural price of the commodity, or the whole value of the rent, labour, and profit, which must be
paid in order to bring it thither. Such people may be called the effectual demanders, and their
demand the effectual demand; since it may be sufficient to effectuate the bringing of the com-
modity to market. It is different from the absolute demand for a coach and six; he might like to
have it; but his demand is not an effectual demand, as the commodity can never be brought to
market in order to satisfy it…

When the quantity brought to market is just sufficient to supply the effectual demand and no
more, the market price naturally comes to be either exactly, or as nearly as can be judged of, the
same with the natural price. The whole quantity upon hand can be disposed of for this price, and
cannot be disposed of for more. The competition of the different dealers obliges them all to
accept of this price, but does not oblige them to accept of less.

The quantity of every commodity brought to market naturally suits itself to the effectual de-
mand. It is the interest of all those who employ their land, labour, or stock, in bringing any
commodity to market, that the quantity never should exceed the effectual demand; and it is the
interest of all other people that it never should fall short of that demand.

If at any time it exceeds the effectual demand, some of the component parts of its price must
be paid below their natural rate. If it is rent, the interest of the landlords will immediately prompt
them to withdraw a part of their land, and if it is wages or profit, the interest of the labourers in
the one case, and of their employers in the other, will prompt them to withdraw a part of their
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Summing up: Smith’s key points

Does the payment of profit and rent sig-
nify that workers are exploited? Smith’s
answer, provided chiefly in Chapter VII,
but also elsewhere, is a powerful nega-
tive. He argues that a commodity tends to
be sold for its ‘natural price,’ that is, ‘pre-
cisely for what it is worth’ and this price is
inclusive of ‘the natural rates of wages,
profit and rent at the time and place in
which they commonly prevail.’ It is thus
clear that Smith’s theory of value is not a
labor theory of value and the profit of the
capitalist is not an income derived from
exploitation, even though capitalists have
greater bargaining power than wage
earners.

As soon as the land of a country becomes
privately owned, rent appears as the third
component of natural price. Smith’s atti-
tude toward the receipt of rent by the land-
lords is less than warm, for he tells us that
landlords love to reap where they have
never sowed. But they are no different

from others in this respect, and Smith re-
gards the receipt of rent as being quite as
natural as the receipt of profits.

In every society or neighborhood there
is an average or ordinary rate of wages,
profits, and rents that is natural with re-
spect to the time and place it prevails.
Thus, when a commodity sells for a price
that is just high enough to compensate the
worker, the landlord, and the owner of
stock at the natural rate, the commodity
is being sold at its natural price. It is then
being sold for precisely what it is worth.
This is not to say that a commodity will
always sell for its natural price. From time
to time, changes in the relationship be-
tween the demand for it and the supply of
it will cause the market price to rise above
or fall below the natural level. But such
deviations tend to be corrected, for the sup-
ply will naturally tend to suit itself to the
effective demand, thus causing the market
price to rise or fall, as the case may be, un-
til it again equals the natural price. How-
ever, the longrun, or natural, price was

labour or stock from this employment. The quantity brought to market will soon be no more than
sufficient to supply the effectual demand. All the different parts of its price will rise to their natural
rate, and the whole price to its natural price.

If, on the contrary, the quantity brought to the market should at any time fall short of the
effectual demand, some of the component parts of its price must rise above their natural rate. If
it is rent, the interest of all other landlords will naturally prompt them to prepare more land for the
raising of this commodity; if it is wages or profit, the interest of all other labourers and dealers
will soon prompt them to employ more labour and stock in preparing and bringing it to market.
The quantity brought thither will soon be sufficient to supply the effectual demand. All the differ-
ent parts of its price will soon sink to their natural rate, and the whole price to its natural price.

The natural price, therefore, is, as it were, the central price, to which the prices of all com-
modities are continually gravitating. Different accidents may sometimes keep them suspended
a good deal above it, and sometimes force them down even somewhat below it. But whatever
may be the obstacles which hinder them from settling in this center of repose and continuance,
they are constantly tending towards it…

Source: Adam Smith, An Inquiry into the Nature and Causes of the Wealth of Nations
(London: Everyman’s Library, 1910).
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thought to be independent of demand
forces. Smith believed it is determined
solely by the cost incurred on the supply
side of the market. Neglect of demand in
explaining value was to become typical un-
til the advent of the marginal revolution
toward the end of the nineteenth century.

What is the significance of Smith’s ex-
planation of natural price for the labor
theory of value? Smith nowhere denies the
right of the owner of stock to receive profit
or of the landlord to receive rent. On the
contrary, he regards the existence of these
shares as natural once ‘that early and rude
state of society’ (before the advent of pri-
vately owned land and accumulated stock)
is past. What this implies from the stand-
point of the value problem is that the cost
of production tends to be the long-run de-
terminant of value. Smith does not, of
course, specifically say this. Nor does he
anywhere limit the validity of the labor
theory of value to a primitive society. But
the door to a theory of class conflict was
opened by him to those who, like Karl
Marx, would later argue that the deduc-
tion of rent and profit from the total rev-
enue of the sale of a commodity necessar-
ily meant a discrepancy between its labor
cost and its labor command.

The theory of distribution

Classical distribution theory

When Smith addressed himself to the
matter of distribution, he thought the
problem requiring explanation to be the
division of the nation’s product among the
laboring class, the capitalist class, and
the landlord class. All who followed him—
in what became the classical tradition—
explained wages, profits, and rents as the
incomes of ‘the three great social classes.’

This approach is very different from
that of modern economists who think of

labor, capital, and enterprise as factors of
production that receive functional returns
for their productive contribution to the
economy’s product. The interdependence
between the problems of value and distri-
bution that modern writers perceive is not
a matter emphasized by Smith.33 Indeed,
his original lectures at Glasgow dealt only
with production. The inclusion of four
chapters on distribution in Book I of The
Wealth of Nations conceivably reflects the
influence of the Physiocrats or, as sug-
gested by Edwin Cannan, Cantillon’s Es-
say on the Nature of Commerce in Gen-
eral. Moreover, his explanation of the dis-
tributive shares as component parts of
natural price that tend toward competitive
rates under his ‘obvious and simple sys-
tem of liberty’ is not of major significance
as far as the central theme of The Wealth
of Nations is concerned. However, as Eng-
land became more industrialized and the
great conflict between the landed interests
and the rising manufacturing class and
between the latter and the growing class
of wage earners became intensified, his
discussion of the distributive shares as-
sumed great social significance.

Wages

Smith’s discussion of wages suggests
every conceivable theory of wage rate de-
termination. He begins by referring once
again to the early and rude society, which
precedes the accumulation of capital and
the private ownership of land, and tells us
that, under those conditions, the produce
of labor constitutes the natural recom-
pense or wages of labor.34 In this state, it
is unnecessary to share the product with
either the owner of stock or the landlord,
and labor’s share would have increased
with all the improvements in its produc-
tive powers resulting from the division of
labor if this state had continued. This
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Utopian state being no longer in exist-
ence, Smith proceeds to discuss the vari-
ous factors that are operative in the deter-
mination of wage rates.

The first explanation offered is the bar-
gaining theory. He maintains that ‘what
are the common wages of labour depends
everywhere upon the contract usually
made between these two parties, whose
interests are by no means the same… It is
not, however, difficult to foresee which of
these two parties must, upon all ordinary
occasions have the advantage in the dis-
pute, and force the other into a compliance
with their terms.’35

Although employers generally have the
advantage in the wage bargain, even the
poorest grade of laborers must receive at
least enough to maintain themselves and
their families. Subsistence, Smith be-
lieved, sets the minimum below which
wages cannot fall in the long run. Wages
may, of course, rise considerably above this
rate if the demand for workers is great, in
precisely the same way a commodity price
may rise above its natural level. The de-
mand for labor, says Smith, is governed by
the size of the wage fund that employers
have available to give employment. Stock
comes to be accumulated ‘in the hands of
particular persons’ who constitute a class
distinct from the worker. Independent
workers, who used stock they owned them-
selves and who received both profits and
wages, had already become atypical. In-
stead, says Smith, ‘in every part of Europe,
twenty workmen serve under a master for
one that is independent; and the wages of
labor are everywhere understood to be,
what they usually are, when the laborer is
one person and the owner of the stock
which employs him another.’36

The owners of stock have accumulated
it out of revenues in excess of their own
living requirements and the capital re-
quirements of business. The demand for

those who live by wages, therefore, neces-
sarily increases with the increase of the
revenue and stock of every country, and
cannot possibly increase without it. The
increase of revenue and stock is the in-
crease of national wealth. The demand for
those who live by wages, therefore, natu-
rally increases with the increase of na-
tional wealth, and cannot possibly in-
crease without it.’37

Thus, Smith relates increasing wages to
increasing national wealth. He continues
with a discussion of the level of wages in
different parts of the world, noting that
wages are especially high in North America
because of its small population and the ra-
pidity of increase in national wealth. China,
on the other hand, has a very low level of
wages because it has long been stationary.
Wage rates in Great Britain are not so high
as in North America, but they are above
subsistence for even the poorest grade of
labor. This is evident, says Smith, from the
fact that summer wages are always higher
than winter wages, although living costs
are greater in the wintertime.38

In his observation on wage rates in dif-
ferent parts of the world, Smith also notes
the relationship between the rewards of
labor and the growth of population. He
notes that ‘every species of animals natu-
rally multiplies in proportion to the means
of their subsistence and no species can
ever multiply beyond it.’39 Thus, when
wages are high, as they are in North
America, the rate of population growth
tends to be high, whereas low wage rates
are associated with a stationary popula-
tion. If, for any reason, the wage fund fails
to increase and population nevertheless
continues to grow, then wage rates will fall
until the wage payment per laborer just
enables population to remain stationary.
Constancy in the size of the population is
indicative of a stationary state—a condi-
tion that Smith believed had already been
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experienced by China, which had long
been stationary by the eighteenth century.
Worse yet was the situation in Bengal, in
which subsistence wages were maintained
only because ‘want, famine, and mortality
have reduced the size of the population.’40

Wages are thus a reliable index for identi-
fying whether a state is advancing, sta-
tionary, or declining.

‘It is in the progressive state, while the
society is advancing to further acquisition,
that the condition of the laboring poor
seems to be the happiest and most compa-
rable. It is hard in the stationary and mis-
erable in the declining state. The progres-
sive state is in reality the cheerful and
hearty state for all the different orders of
the society. The stationary state is dull; the
declining melancholy.’41 These relation-
ships were later the subject of a detailed
inquiry by Thomas Malthus. Smith, how-
ever, did not share the pessimism encoun-
tered in Malthus’s essay with respect to the
growth of population. While Malthus was
concerned, in the main, with the dire con-
sequences of population pressure and the
available means of subsistence, Smith
noted that high wage rates also increase the
‘industry of the common people’ and thus
contribute to the rising standard of living
associated with greater division of labor.

Smith believed that the long-run trend
of wages would be upward and considered
that this was not merely a symptom of an
advancing economy but also a cause of
great progress. For though rising wages
are dependent upon increases in stock,
they also enhance the productive powers
of labor and thereby facilitate the accumu-
lation of capital. Even though population
tends to expand to the very limits of sub-
sistence, Smith evidently believed that the
incentive to save rather than to be prodi-
gal is so strong that additions to the wage
fund coupled with the productivity in-
creases associated with capital accumula-

tion would tend to make the living stand-
ard of wage workers rise. Thus, the specter
of a stationary state, in which the great
mass of people live in misery, did not loom
upon Smith’s horizon.42 Not until the day
of Malthus and Ricardo was the optimisim
of Smith to be replaced by an attitude of
such general pessimisim that economics
became known as the ‘dismal science.’

Profits on stock and interest

The profits of stock, says Smith, are
closely related to the wages of labor, fall-
ing when wages rise and increasing when
wages decline. Their average level de-
pends on the accumulation of stock. The
nature, accumulation, and employment of
stock are not discussed until Book II, in
which it is explained that not until indi-
viduals have accumulated financial re-
serves (stock) in excess of their subsist-
ence requirement, will they try to use
these savings to employ additional pro-
ductive hands; or for lending to other pro-
ductive persons, for an interest, payment
that is, for a share of their profits. Thus, it
is evident that Smith thought of increases
in stock as the source of additions to the
wage fund. The size of this fund deter-
mines the demand for labor, and depend-
ing upon the size of the laboring popula-
tion, it determines whether the average
level of wages will rise or fall. Increases in
stock are generally associated with falling
profits as well as rising wage rates, for
mutual competition in the same trade will
reduce the rate of return.

The level of profits, says Smith, is so
fluctuating that it cannot be ascertained
precisely. The most reliable gauge of the
level of profits is the level of interest. ‘It
may be laid down as a maxim that when-
ever a great deal can be made by the use
of money, a great deal will commonly be
given for the use of it; and that whenever
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little can be made by it, less will commonly
be given for it… The progress of interest,
therefore, may lead us to form some no-
tion of the progress of profit.’43

Like Turgot, Smith opposed the legal
prohibition of interest, maintaining that
it increases rather than diminishes the
evil of usury, for nobody will lend without
such a consideration for the use of his
money as is suitable, not only to the use
that may be made of it, but to the diffi-
culty and danger of evading the law. It is
clear, therefore, that the term interest is
used by Smith, and indeed by others be-
fore him, as a payment made for the use of
borrowed funds. He tells us that there is a
minimum rate of interest that must com-
pensate for the risk of lending, and the
lowest rate of profit must be enough to
compensate investors after they have
made interest payments to the lender. In-
terest is thus regarded by Smith as part of
gross profit, and net profit is a rate of re-
turn on capital whose level can be inferred
from the market rate of interest. It was
not uncommon for business owners to pro-
vide all or most of their capital, when busi-
nesses were predominantly organized as
proprietorships or partnerships and their
entire income was simply regarded as
profit. Today, of course, the return on eq-
uity capital would be identified as inter-
est rather than profit. But early thinkers
on the subject, not only Smith but Malthus
and Ricardo as well, made no functional
distinction between interest and profit.
They thought of the profit of the business
owner as being, essentially, a yield on capi-
tal investment. That the business owner
performs other functions, such as risk
bearing, management, and innovation,
and is not necessarily a provider of funds,
was still unrecognized or given only pass-
ing notice. Their primitive theory of profit
was therefore essentially a yield-on-capi-
tal explanation of interest.

With regard to the rate of profit, Smith
believed that the average would be in the
neighborhood of approximately double the
rate of interest on well-secured loans.44

Reasoning that there is competition for the
employment of capital, which is largely
mobile enough to flow from one part of the
economy to another in response to profit
opportunities, Smith concluded that the
same rate of return would tend to prevail
in all industries, although the actual
amount would vary, he believed, with the
amount of capital invested. The rate of
profit would tend to decline with the
progress of accumulation relative to the
supply of labor. While Smith did not link
the decline in the rate of profit with the ten-
dency toward diminishing returns that is
experienced as additional quantities of
labor and capital are applied to a fixed sup-
ply of land, as was later emphasized by
Ricardo, his discussion of the trend of in-
come shares in areas abundantly populated
and capital-rich, as compared with newer
and still underdeveloped economies, antici-
pates the Ricardian analysis of the effect of
progress on income distribution.

It should also be noted that the position-
ing of Smith’s theory of value in Chapters
4–7 shifts attention from the growth
theme inherent in the practice of division
of labor and the expansion of markets of
Chapters 1–3, thereby skirting the possi-
bilities, of which Smith was clearly aware
in the Lectures and Book III of Wealth of
Nations, for class conflict once the cessa-
tion of growth dampens the economy’s
progress toward riches.45

Rent

Although some consideration has already
been given to rent as a component of natu-
ral price, along with profit and wages,
Smith devotes his lengthy closing chapter
of Book I to this matter. Here, he virtually



○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○

Chapter 5 Adam Smith

108

abandons his earlier view of rent as a cost
and makes it a differential return.

Rent, it is to be observed, therefore, enters
into the composition of the price of commodi-
ties in a different way from wages and profits.
High or low wages and profits are the causes
of high or low prices; high or low rent is the
effect of it. It is because high or low wages and
profits must be paid in order to bring a par-
ticular commodity to market, that its price is
high or low: but it is because its price is high
or low, a great deal more, or very little more,
or no more, than what is sufficient to pay
those wages and profits, that it affords a high
rent, or a low rent, or no rent at all.46

Land that is used to produce food is the only
land that ‘always and necessarily affords
some rent to the landlord.’47 How much this
rent will be depends on the fertility and lo-
cation of the land. The greater the demand
for the product, the higher the price that
the landlord, as a monopolist, will be able
to demand for his product above the mini-
mum necessary to pay wages and profit.
This is the essence of the differential sur-
plus theory presented later by ‘Ricardo, and
it is perhaps superior to it in some respect
because it discusses different conditions
under which rent will emerge.

Smith concludes his lengthy chapter on
rent with some observations about the long-
run trend of the various income shares and
the role their recipients play with respect
to the society as a whole. It is his expecta-
tion that every improvement in the
economy as a whole will raise the real rent
of land either directly or indirectly. This is
not because of the efforts of the landlords,
a class of men who Smith considered to be
naturally indolent, but rather because of
the reduction in labor requirements result-
ing from improvements. It was not Smith’s
intention, however, to single out the landed
gentry as the object of his attack. Opposi-

tion to the landed interests did not become
an issue until industrialization had become
sufficiently advanced to make cheap labor,
and therefore cheap food, a primary requi-
site. But a basis for the destruction of the
harmony of social interests had clearly been
laid, although the eventual conflict was
obscured for the time being by Smith’s phi-
losophy of a beneficent natural order. If
anything, Smith’s criticism was reserved
for traders and manufacturers. They are
‘an order of men whose interest is never
exactly the same with that of the public,
who have generally an interest to deceive
and even to oppress the public and who ac-
cordingly have upon many occasions, both
deceived and oppressed it.’

The argument for economic liberty

Economic progress among different
European nations

Book III, ‘Of the Different Progress of Opu-
lence in Different Nations,’ provides a his-
torical perspective for the devastating at-
tack on infringement against economic lib-
erty that Smith delivers in Book IV. In it,
he reviews the development of European
industry and agriculture from the time of
the decline of the Roman Empire. He notes
that, in many nations, the progress of opu-
lence has been impeded by the pursuit of
policies that conflict with what he regards
as the natural course of things. If the natu-
ral course of development is allowed to as-
sert itself, the capital of every nation will
first be directed to agriculture, then to
manufacturing and domestic trade, and
last of all to foreign commerce.48 This is the
order of capital development Smith be-
lieved would be most profitable and most
conducive to welfare.

Having completed this comparatively
brief historical survey, Smith proceeds
with his examination of different systems



○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○

Chapter 5 Adam Smith

109

of political economy. This is done in Book
IV, which is devoted to the commercial and
agricultural systems.

The attack on mercantilism

The task of exposing the fallacies of the
commercial system is begun by examining
the policy of seeking a favorable balance
of trade to augment the nation’s gold sup-
ply and wealth. Smith rejected the argu-
ment that, just as a person is judged
wealthy on the basis of large gold holdings,
so a nation is rich if it has a great deal of
gold; this analogy erroneously identifies
money with wealth. The inflow of gold is
undoubtedly in the interest of merchants,
but for a country that has no mines of its
own, to seek to gain gold by pursuing a
favorable balance of trade is as unneces-
sary as it is foolish. It is unnecessary be-
cause a country can always acquire all the
gold it has need of in the same way it ac-
quires any other commodity it does not
produce at home, namely, by trade, which
will automatically respond to the effective
demand for a commodity.

We trust with perfect security that the free-
dom of trade, without any attention of gov-
ernment, will always supply us with the
wine which we have occasion for; and we
may trust with equal security that it will
always supply us with all the gold and silver
which we can afford to purchase or to em-
ploy, either in circulating our commodities,
or in other uses.49

The special characteristics of gold and sil-
ver are, in fact, such that they are more
easily transported than most other com-
modities. But, if for any reason it is impos-
sible to satisfy the effective demand for the
precious metals, this shortage will cause
less inconvenience than would be encoun-
tered in regard to virtually any other com-
modity because a well-regulated paper
money could supply the need for a medium

of exchange, ‘not only without any
inconveniency, but, in some cases, with
some advantages.’50 Nor is it necessary to
accumulate treasure in order to carry on
foreign wars, for ‘fleets and armies are
maintained, not with gold and silver, but
with consumable goods.’51

Foreign trade is desirable, in Smith’s
view, when it appears spontaneously in the
natural course of a country’s economic de-
velopment. But the acquisition of gold and
silver is an insignificant benefit to be de-
rived from it. The primary gain from trade
is that it provides a market for a country’s
surplus products and, by extending the
market, facilitates further division of
labor.52 The great gain derived from the
discovery of America was not the addi-
tional gold it brought to Europe, but the
advantage to all trading countries of ac-
quiring commodities cheaper than they
could be produced at home.  

Whether the advantages which one country
has over another be natural or acquired is
in this respect of no consequence. As long as
the one country has those advantages, and
the other wants them, it will always be
more advantageous for the latter rather to
buy of the former than to make.53

Thus, there is a natural distribution of
products among the different countries of
the world that will come into existence
automatically if only restrictive measures
do not prevent their development. Later
on, David Ricardo and John Stuart Mill
were to elaborate the basis for territorial
specialization in their theory of compara-
tive cost and to point out the advantages
accruing to the consumer if there is free
trade. Smith was more concerned with the
disadvantages of mercantilist restrictions
on traders and producers, but unlike the
arguments of the early antimercantilists,
his were the first such arguments to be
made by a personally disinterested indi-
vidual.
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The Physiocrats were, of course, also
free traders, but their hostility to restric-
tive measures was an aspect of their pro-
gram for agricultural reform, and there
was no attempt to demonstrate the posi-
tive advantages of international trade.
Smith, however, undertook to demonstrate
that protection is not only useless but may
actually be disadvantageous to the
economy because it will tend to bring about
a different allocation of capital than would
occur under conditions of free trade. ‘No
regulation of commerce can increase the
quantity of industry in any society beyond
what its capital can maintain. It can only
divert a part of it into a direction into which
it might not otherwise have gone; and it is
by no means certain that this artificial di-
rection is likely to be more advantageous
to the society than that into which it would
have gone of its own accord.54 There are, in
general, only two circumstances in which
it is desirable to lay some burden on for-
eign industry for the encouragement of the
domestic; the first is when the industry is
necessary to the defense of the country, and
the second is when a tax levied on a foreign
commodity would merely equal the tax im-
posed on the domestic commodity. The later
policy ‘would leave the competition be-
tween foreign and domestic industry, af-
ter the tax as nearly as possible upon the
same footing as before it.’55

The agricultural system

Having devoted eight chapters to an
analysis and criticism of mercantilism,
Smith turns his attention, in the conclud-
ing chapter of Book IV, to Physiocracy.
During his travels to France, he had per-
sonal contact with the authors of that sys-
tem. While he regarded their argument
that agriculture is the sole source of rev-
enue and wealth, and that artificers,
manufacturers, and merchants are un-

productive, as incorrect, he nevertheless
had warm praise for them.

Though in representing the labor which
is employed upon land as the only produc-
tive labour, the notions which it inoculates
are perhaps too narrow and confined; yet
in representing the wealth of nations as
consisting, not in the unconsumable riches
of money, but in the consumable goods an-
nually reproduced by the labour of the soci-
ety, and in representing perfect liberty as
the only effective expedient for rendering
this annual reproduction the greatest pos-
sible, its doctrine seems to be in every re-
spect as just as it is generous and liberal.56

He commended them not only for un-
derstanding the true nature of the wealth
of nations but also for realizing the essen-
tial role of economic freedom in promoting
its growth.

Concluding remarks

Although The Wealth of Nations was, in
the main, an attack on the English com-
mercial system, it was also intended as a
policy guide—a key to the wealth of na-
tions. Smith believed that the natural
trend of economic development is upward
and is most likely to manifest itself within
the framework of an ‘obvious and simple
system of liberty.’ Interpreted in modern
terminology, this is a system that embodies
the characteristics of perfect competition.
Smith conceived of a perfectly ordered so-
cial universe, which operates in accord-
ance with wise and beneficial natural
laws, in much the same way as Newton
conceived of a perfectly ordered mecha-
nism as governing the functioning of the
physical universe. Smith’s analysis of the
operation of the invisible hand of nature
was a major step in the direction of under-
standing the optimizing results of activi-
ties conducted under perfect competition.57

Smith’s greatest insight about the
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economic system is that it is driven by self-
interested individuals operating under the
force of competition. This observation pro-
vided the analytical basis for his theory
that the rate of return to a resource will
tend toward equality in its various uses.
This principle remains the most substan-
tial proposition in all of economics.

If perfect competition exists, there is no
area of conflict between private and social
interests. Individuals, independently
seeking to maximize what they consider
to be their own selfish interest, will never-
theless contribute to the social welfare.
This thesis, in addition to counteracting
the then prevailing view that every action
for private gain is necessarily antisocial,
also laid the groundwork for future propo-
sitions concerning the optimal results of
perfect competition.

Smith’s principal concern was to main-
tain the system of natural liberty that
would facilitate the accumulation and di-
rection of capital into those avenues that
his theory of different employments of capi-
tal identified as being most desirable from
the standpoint of maximizing welfare. The
premature diversion of resources away
from the agricultural sector was his great
concern. Capital employed in agriculture is
most productive, in Smith’s view, for it
yields not only wages and profit but also a
surplus that is paid as rent to the landlord.
Manufacturing ranks second in the hierar-
chy of productive employments, followed by
domestic trade and, finally, foreign trade.
His attack on mercantilism, which is rooted
in his hierarchy of productive employments
of capital, laid the foundation for the clas-
sical tradition of free trade and is, thus,
high on the list of Smith’s successes.

Also ranking high among Smith’s suc-
cesses is his formulation of the wages fund
theory. This analytical construct explains
the shortrun average level of wages as re-
flecting the ratio between the funds allo-

cated for the payment of labor and the
number of laborers employed. This theory
of wage-rate determination dominated for
the next 100 years and is marred only by
Smith’s failure to define explicitly the con-
tent of the wages fund.

Smith’s analysis implied that the activi-
ties in which the state engages are best
held to a minimum because the labor of
the sovereign and other governmental
servants is unproductive. The incomes
they receive are transfers and do not cor-
respond to value added. However, despite
his emphasis on the desirability of eco-
nomic freedom, Smith’s concern with
identifying legitimate areas of interven-
tion by government should not be over-
looked. He did not, for example, favor
wholesale removal of protective trade du-
ties, for this would precipitate dislocation
and unemployment in the domestic
economy. ‘The public tranquillity’ would,
he believed, require control over the corn
trade, and he considered import duties
whose intent is to retaliate against those
imposed on domestic products by foreign
countries as justified.

While Smith’s treatise expressed a har-
mony of social interests, it also showed
how and why social conflict might arise.
His labor theory of value and his theory of
surplus laid the foundation for a di-
chotomy of class interests which is seldom
recognized. However, a reexamination of
Smith’s theory of natural price in the con-
text of the ‘stages of social history’ devel-
oped in Book III leads to interpreting the
prospect for class conflict as a more inte-
gral and substantive aspect of Wealth of
Nations than is generally recognized. The
continuity of his argument from his Moral
Sentiments (1759) to Lectures on Juris-
prudence (1766) to Wealth of Nations is
not widely recognized. This lapse obscures
the fact that Smith had two views of the
distribution process. One view is that
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wages, profit and rent are components of
natural price. The other is that profits and
rents are deducted from the product pro-
duced by labor. The latter implicitly aug-
ments a potential for conflict.58

The theme of class interests is a recur-
ring one in the Wealth of Nations. It is of-
ten overshadowed by the equally powerful
theme that natural liberty promotes har-
monious outcomes. Yet, the vision of an
optimal self-regulating system is subject
to the caveat that it is necessary for gov-
ernment to correct failings which he re-
garded as ‘subversive of the great purpose
which it [i.e. the economic system] means
to promote.59 He expressed his faith in the
operation of the ‘invisible hand’ in secur-
ing the interests of all members of society,
but also had second thoughts about the role
which different classes played with respect
to the society as a whole. Of landowners,
he entertained a low opinion indeed; they
are frequently not only incapable of under-
standing the significance of any proposed
change in policy but are actually ignorant
of their own interests. The recipients of
profit are, by training and inclination, best
able to understand proposed changes in
policy, but they are a class of people who
are ‘interested to deceive and even oppress
the public.’ Thus, elements of disharmony
were present in Smith’s analysis, but social
conditions were not yet ready to ripen into
actual conflict. As will become evident in
the next few chapters, the further develop-
ment of economics by thinkers who are not
identified as ‘classical’ explored the func-
tioning of the economic system in terms of
the paradigm that Smith developed in The
Wealth of Nations.
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Glossary of terms and concepts

Circulating capital
That portion of the economy’s stock of capital
that the production process converts into fin-
ished goods in a year or less, such as raw
materials and the ‘wage goods’ that make up
the worker’s subsistence. Fixed capital (i.e.
tools, machinery, equipment) depreciates
over a much longer period.

Division of labor
Concentration of labor effort on particular
tasks in order to improve skill, save time, and
promote better use of capital.

Exchange value
The ability of a good to command another
good in exchange for itself. This is predicated
on its having value in use (though Smith did
not recognize this relationship).

Invisible hand
The harmonizing of individual profit-maximiz-
ing actions with the social good through the
operation of competitive market forces.

Labor theory of value
The hypothesis that the rate at which a com-
modity will exchange for another is equal to
the time, hardship and quality of the labor ef-
fort required to produce it.

Price
Exchange value expressed in terms of a com-
mon denominator: money.

Use value

The ability of a good to yield satisfaction.

Wages fund
Food and other items constituting the subsist-
ence requirements of labor, or their monetary
equivalent. In classical theory, the wages fund
constitutes the bulk of the economy’s supply
of capital. The size of this fund, relative to the
size of the working population, determines the
average wage rate.

Questions for discussion and further
research

1 Is the doctrine of sympathy that is central to
Smith’s Theory of Moral Sentiments in
conflict with the self-interest doctrine of The
Wealth of Nations?

2 What is the invisible hand concept? In what
sense is it central to Smith’s system of
thought?

3 How did Adam Smith distinguish between
value in use and value in exchange? What
three fallacies did his famous illustration
involve? What implication did his distinction
have for the later development of value
theory?

4 The following appeared in The Wealth of
Nations:

In that early and rude state of society which
preceded the accumulation of stock and the
appropriation of land, the proportion between
the quantities of labor necessary for acquir-
ing different objects seem to be the only cir-
cumstance which can afford any rule for ex-
changing commodities one for another. The
natural price of a commodity resolves itself
into wages, profit and rent.   

Analyze the implication of these two
sentences with respect to the determination
of value. Are they consistent? In what way
do they reflect Smith’s social philosophy?

Notes for further reading

From The New Palgrave

Mark Blaug on circulating capital, vol. 1,
pp. 426–27; C.A.Blyth on the wage fund
doctrine, vol. 4, pp. 835–37; Peter
Groenewegen on division of labor, vol. 1, pp.
901–5; Robert L.Heilbroner on wealth, vol.
4, pp. 880–82; Guido Montani on productive
and unproductive labor, vol. 3, pp. 1008–10;
Andrew Skinner on Adam Smith, vol. 4, pp.
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357–74; G.Vaggi on market price, vol. 3, p.
334, and on natural price, vol. 3, pp. 605–8;
Karen I.Vaughn on the invisible hand, vol.
2, pp. 997–98; Fernando Vianello on labour
theory of value, vol. 3, pp. 107–13.
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Introduction

The economic thought of the first half of
the nineteenth century was very much
the product of the problems that beset
England and, to a lesser degree, France,
after the Napoleonic wars came to an end
in 1815. While England was relatively
prosperous during this lengthy and ex-
pensive struggle, the end of the war was
accompanied by severe economic depres-
sion. Widespread unemployment and
high food prices encouraged a re-exami-
nation of the usefulness of restoring the
Corn Laws as a possible corrective policy.
The Corn Laws in mercantilist time were
intended to stabilize grain price through a
system of import duties and bounties that
were linked to changes in their domestic
supply. Their object was twofold: first, to
prevent significant changes either up or
down in prices of the grains which com-
prised the principal foods consumed by
commoners and farm animals; second, to
maintain a level of grain prices that were
consistent with the preservation of land-
lord rents and lifestyles. Accordingly, if
poor harvests raised grain prices to levels
that attracted foreign imports, duties
were imposed on them as a method for col-
lecting revenues to pay subsidies to land-
owners. These would lower the price of

grain (and bread) to levels consistent with
worker needs to support their families
without depriving landlords of their
rents. In spite of increased acreage and
improved methods of cultivation, contin-
ued population growth caused English
grain prices to remain high so that grain
imports were virtually duty-free from
1795 to 1812.1 Grain prices and, conse-
quently, landlord rents were high, even
without the payment of bounties,
throughout the Napoleonic Wars. Thus,
Parliament had no reason to continue the
Corn Laws, as landlord interests were
well served without them. Not until the
return to peacetime conditions, and the
prospect of large imports from the Conti-
nent, which threatened lower grain
prices, did landlords again clamor for the
bounty that had historically been pro-
vided by the Corn Laws. Manufacturers
and merchants, on the other hand, were
quick to realize the advantages that free
trade would yield them because of the re-
lationship between wage rates and low
food prices. Malthus and his contempo-
rary David Ricardo emerged as intellec-
tual adversaries on the question of
whether England is better served by free
trade in corn and other agricultural prod-
ucts or by protected markets.

Also at issue was the question of
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whether human behavior was inherently
consistent with the betterment of society
as a whole, so that the necessity of inter-
vention by a higher legal authority was
precluded by people’s instincts to conduct
themselves in ways that are consistent
with progress. The question of the possibil-
ity of human progress toward ‘perfectibil-
ity’ and ‘happiness’ was a leading topic
among the intellectuals of the day, who of-
ten took William Godwin’s recently pub-
lished book The Enquirer (1797) as their
starting point. His earlier Political Justice
(1793) had already proposed a ‘simple form
of society without government’ in which the
perfectibility of the individual will ulti-
mately be realized. His principal argument
was that reason dictates that an equal di-
vision of wealth will provide for basic hu-
man requirements to live while leaving
ample leisure for the intellectual and moral
improvement that will ultimately establish
perfection and happiness on earth.

The French philosopher Marquis de
Condorcet had much the same vision, al-
though he relied more on science than
morals to produce the ideal society. Like
Godwin, he believed in the perfectibility
of people, but he emphasized the progress
inherent in the cumulative character of
knowledge in the arts and sciences, which
would produce advances to offset the
growth of population. The prospect of over-
population was viewed as too distant in
the future for present contemplation.

The writings of Godwin and Condorcet
were primary among the influences that
provoked the publication of one of the most
discussed works of the times, by Thomas
Malthus (1766–1834). It bore the title An
Essay on the Principle of Population, as it
Affects the Future Improvement of Soci-
ety with Remarks on the Speculations of
Mr. Godwin, M.Condorcet and Other Writ-
ers. Relatively few copies of the original
edition were circulated by its author, for

the subject of population behavior was
both unpopular and controversial. But the
Essay soon became the center of heated
discussion, and six editions that appeared
during the author’s lifetime give it a place
among the masterworks of economics.

Malthus was born to a distinguished
family. His father, Daniel, a lawyer by pro-
fession, was a friend of such men as
Rousseau and Hume. He sent his son to be
educated in Cambridge; upon graduation,
Malthus entered the ministry of the
Church of England, and had a parish at
the time his famous essay was written. It
was subsequently revised after extensive
travel in Germany, France, and the
Scandinavian countries. Shortly after-
ward, in 1805, he was appointed professor
of history and political economy at the
East India College, where he remained for
the rest of his life. During these years he
enjoyed a close friendship with David
Ricardo (1772–1823), and helped found
the Political Economy Club in 1821 and
the Statistical Society of London in 1834.

The span of Malthus’s lifetime coincided
with years that were revolutionary in the
industrial as well as in the political world.
The Industrial Revolution, still in its em-
bryonic stage when Adam Smith wrote,
brought with it not only improved meth-
ods of production and transportation, new
forms of business organization, and better
banking and credit facilities, but also the
factory system with its many attendant
evils. The ever-growing urban population,
whose employment opportunities were re-
duced by technological progress, presented
a troublesome problem. These difficulties
were compounded by recurrent economic
crises that gave rise to periodic commodity
gluts. The problem of overproduction there-
fore became an issue, as did the whole ques-
tion of the ‘effect of machinery.’ The possi-
bility that French revolutionary ideas
might spread into England as a result of
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difficulties of the working class was the
great fear that haunted the wealthy. The
practical aim of English politics became to
forestall a similar uprising by improving
the conditions of the urban working class.
William Pitt’s bill of 1798, calling for the
extension of relief to large families, is typi-
cal of the sort of safety valve measures pro-
posed. These included the possibility of re-
passing the Corn Laws in order to restore
low food prices. Malthus and wealthy stock
broker, David Ricardo, deeply concerned
about current economic issues, emerged as
intellectual adversaries on the question of
whether England is better served by free
trade in corn and other agricultural prod-
ucts or by protected markets.

Understandably, the question of free
trade and its relation to domestic prosper-
ity and the avoidance of gluts that resulted
from large quantities of unsold goods were
a similarly troublesome problem in
France. Like the Physiocrats, J.B.Say rec-
ognized that interruptions to the circular
flow can injure the economy, but he argued
against their view that prosperity requires
a pattern of consumption that directs a
large fraction of total expenditures toward
raw produce.

J.B.Say (1767–1832), a French busi-
nessman, was appointed in 1815 to the
first chair of political economy at the
Conservatoire des Arts et Metiers and,
later, the College France. His Traité (1803)
offered the thesis, which later became
known as the law of markets, that produc-
tion, rather than consumption, underlies
prosperity. The sixth edition introduced
the law of markets to criticize the
Physiocrats, among others, for their argu-
ment that parsimony, or excessive thrift,
is the source of underconsumption and
gluts. Because Say’s perspective became
central to the whole question of the rela-
tionship between saving, investment, and
prosperity—which is among the perennial

issues of economics—his essay ‘Of the de-
mand or markets for products’ stands as
one of the enduring masterworks of eco-
nomics. Even though he is of greater im-
portance for moving the development of
economics into the nineteenth century, his
insistence on the importance of utility for
explaining value challenged the central
importance of labor in Smith’s theory of
value. His Traité was written with the in-
tent of offering a presentation of economic
principles that was both more systematic
and concise than the Wealth of Nations.
Indeed, the translation of Traité, which
went through five editions between 1803
and 1826, was used as a university text-
book in Europe and America.

The philosophical aspects of post-Smithian
economics: utilitarianism

Post-Smithian economics, as reflected in
the writings of Malthus and his contem-
poraries, James Mill (1773–1836) and
Jeremiah Bentham (1748–1832), repre-
sented essentially the same kind of inter-
action between political economy and
moral philosophy that characterized
Smith’s work. Yet, it also reflects the le-
galistic perspective and language that
Bentham brought to codifying the English
penal code. Together with his close friend
James Mill, he helped found a reform
movement known as Philosophical Radi-
calism or Utilitarism.2 Building on ideas
drawn principally from David Hume and
the French philosopher Claude Adrien
Helvetius, he was also an early exponent
of the utility theory of value, thereby chal-
lenging the central importance of labor in
Smith’s theory of value. Utilitarians in-
terpreted behavior as the product of hu-
man sense experience rather than reason.
They identified the pleasant sensations
that individuals experience with moral
goodness, and painful sensations with
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evil. Bentham was thus able to reinter-
pret Hume’s hedonism to provide a foun-
dation for his system of social ethics.

Practical application of this ethical sys-
tem required a ‘felicific calculus,’ or quan-
titative measurement of the pleasures and
pains associated with various actions or
modes of behavior. Bentham thought it
possible to sum up pleasures and set them
against pains, conceived of as negative
pleasures. The balance, if it be on the side
of pleasure, will give the good tendency of
the act upon the whole, with respect to the
interests of that individual person; if on
the side of pain, the bad tendency of it
upon the whole.’3 By assuming that all in-
dividuals count equally and that a given
action is associated with identical experi-
ences of pleasure or pain for everyone, he
extended the felicific calculus to society as
a whole. He concluded that conduct should
be judged morally according to its effects
on the balance of human happiness.

Utilitarianism linked the principle of
utility to an economic program to address
the problems of working class, poverty,
which had become too pressing and wide-
spread to be obscured by belief in a natu-
ral order in which harmony is always as-
sured. Thus, the thinkers who followed
Smith described an economic system
whose laws of operation they conceived to
be dictated by a supreme but not neces-
sarily beneficent natural order, instead of
the invisible hand operating for the good
of all, although this is no part of human
intention. The necessity to adapt to the
exigencies of nature was emphasized as
essential to avoiding the unpleasant con-
sequences of inevitable human shortcom-
ings. The measures they proposed in-
cluded changes in the Poor Law and in
education to encourage population growth
by moral restraint, along with legal pen-
alties to promote individual behavior con-
sistent with public well-being.

Bentham’s conception of social utility
necessarily raises the question of whether
the egoisms that motivate human conduct
are in conflict with each other, as Smith
maintained. The French philosopher
Helvetius held that individuals do not
spontaneously identify their personal in-
terests with that of the general public. His
influence led Bentham to the idea that
education and legislation are required to
promote the greatest happiness of the
greatest number. Education will contrib-
ute to the more perfect attainment of the
goal of maximum utility by teaching peo-
ple more appropriate associations. Its in-
fluence can be strengthened by a legal sys-
tem that penalizes unacceptable behavior
and thus provides an incentive for indi-
vidual behavior consistent with social wel-
fare. Mankind must fulfill this purpose by
selecting wisely among human impulses
to carry out the design of the Creator.
Thus, Bentham argued, human happiness
is most likely to be attained within exist-
ing institutions, specifically the existing
form of English constitutional govern-
ment. His counsel was thus for the preser-
vation of the existing legal, social, and eco-
nomic status quo. Regardless of the is-
sue—whether the Poor Laws, the Corn
Laws, or the problem of maintaining ef-
fective demand—the utilitarian position
was consistently in favor of preserving the
then existing class structure and relying
on the principle of utility to improve hu-
man society.

Diminishing returns

Although Malthus did not explicitly iden-
tify the tendency toward diminishing re-
turns on land, it is implicitly assumed in
his ratios. While human subsistence con-
sists of lower forms of animal and vegeta-
ble life which, unchecked, also tend to in-
crease in a geometrical ratio, the human
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population and its food supply are equally
capable of growth only when the supply of
land is large enough to accommodate the
expansion. Because the earth’s surface is
limited, increasing the food supply neces-
sarily means the application of added pro-
ductive effort at the margin, where the
returns are proportionately less, unless
the existing land supply can be made
more productive via technological im-
provements. The problem is apparent as
soon as a given quantity of land has been
brought under cultivation, for then only
more effective use of the given supply of
land can increase its food-producing po-
tential to support the human and animal
population. The power of increase of the
lower plants and animals is perhaps even
greater than that of humans, but their ac-
tual increase is quite slow because of the
limited land supply from which all sub-
sistence, human and otherwise, must be
derived. If good land exists in abundance,
the increase in food production from it
would be in a geometrical ratio even
greater than that of humans. But, be-
cause good lands are limited in supply
and are ultimately all under cultivation,
increasing the food supply can eventually
proceed only at a diminishing rate. Thus,
even if one could create an ideal social
system such as Godwin envisioned, in
which checks on population would be
eliminated or greatly reduced, Malthus
inferred that it would not be long before
the pressure of checks would reassert it-

self, not from any fault of the people, but
because the earth’s productive capacity
does not expand with population.4

Godwin’s view was that a ‘simple form
of society, without government,’ is com-
patible with the perfectibility of the indi-
vidual. Malthus’s Essay was to shatter
this Utopian dream of a golden age of hu-
man equality and happiness. What
Malthus foresaw was the specter of exces-
sive population as a permanent impedi-
ment to the improvement of society. He
concluded from the contradiction between
the geometrical ratio of population
growth and the arithmetic ratio of the
growth of the food supply, that population
increase must necessarily be checked in
some manner. In the first edition of his
Essay, he identified these checks as mis-
ery or vice. He concluded that William
Godwin’s hypothesis about the ultimate
perfectibility of humans is therefore un-
tenable. Godwin and Marquis de
Condorcet were wrong, he argued, in at-
tributing inequality to human institu-
tions. It is human nature, with its instinct
to marry and multiply, that is the most
serious obstacle to improvement. The se-
lection which follows focuses on Malthus’s
interpretation of the great contradiction
that confronts humankind: the desire for
food and the desire for marriage are
equally urgent and may defy reconcilia-
tion because the tendency toward dimin-
ishing returns from land is a barrier to
the provision of food.

Issues and Answers from the Masterworks 6.1
Issue
Is there a potential imbalance between the size of the human population and the
available food supply? Does this make the millennium Godwin and Condorcet antici-
pated unattainable?

Malthus’s answer
From An Essay on the Principle of Population (1826).
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The increase of population and food
In the northen states of America, where the means of subsistence have been more ample, the
manner of the people more pure, and the checks to early marriages fewer, than in any of the
modern states of Europe, the population has been found to double itself, for above a century
and a half successively, in less than twenty–five years. Yet, even during this periods, in some of
the towns, the deaths exceeded the births, a circumstance which clearly proves that, in those
parts of the country which supplied this deficiency, the increase must have been much more
rapid than the general average.

In the back settlements, where the sole employment is agriculture, and vicious customs and
unwholesome occupations are little known, the population has been found to double itself in
fifteen years. Even this extraordinary rate of increase is probably short of the utmost power of
population. Very severe labour is requisite to clear a fresh country; such situations are not in
general considered as particularly healthy; and the inhabitants, probably, are occasionally sub-
ject to the incursions of the Indians, which may destroy some lives, or at any rate diminish the
fruits of industry.

According to a table of Euler, calculated on a mortality of 1 in 36, if the births be to the deaths
in the proportion of 3 to 1, the period of doubling will be only 12 years and 4–5ths. And this
proportion is not only a possible supposition, but has actually occured for short periods in more
countries than one.

Sir William Petty supposes a doubling possible in so short a time as ten years… But, to be
perfectly sure that we are far within the truth, we will take the slowest of these rates of increase,
a rate in which all concurring testimonies agree, and which has been repeatedly ascertained to
be from procreation only. It may safely be pronounced, therefore, that population, when un-
checked, goes on doubling itself every twenty-five years, or increases in a geometrical ratio.

The rate, according to which the productions of the earth may be supposed to increase, will
not be so easy to determine. Of this, however, we may be perfectly certain, that the ratio of their
increase in a limited territory must be of a totally different nature from the ratio of the increase of
population. A thousand millions are just as easily doubled every twenty-five years by the power
of population as a thousand. But the food to support the increase from the greater number will
by no means be obtained with the same facility. Man is necessarily concined in room. When
acre has been added to acre till all the fertile land is occupied, the yearly increase of food must
depend upon the melioration of the land already in possession. this is a fund, which, from the
nature of all soils, instead of increasing, must be gradually diminishing. But population, could it
be supplied with food, would go on with unexhausted vigour; and the increase of one period
would furnish the power of a greater increase the next, and this without any limit…

Europe is by no means so fully peopled as it might be. In Europe there is the fairest chance
that human industry may recieve its best direction.The science of agriculture has been much
studied in England and Scotland; and there is still a great portion of uncultivated land in these
countries. Let us consider at what rate the produce of this island might be supposed to increase
under circumstances the most favourable to improvement.

If it be allowed that by the best possible policy, and great encouragements to agriculture, the
average produce of the island could be doubled in the first twenty-five years, it will allowing,
probably, a greater increase than could with reason be expected.

In the next twenty-five years, it is impossible to suppose that the produce could be quadru-
pled. It would be contrary to all our knowledge of the properties of land. The improvement of the
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barren parts would be a work of time and labour; and it must be evident to those who have the
slightest acquaintance with agricultural subjects, that in proportion as cultivation extended, the
additions that could yearly be made to the former average produce must be gradually and
regularly diminishing. That we may be the better able to compare the increase of population and
food, let us make a supposition, which, without pretending to accuracy, is clearly more favour-
able to the power of production in the earth, than any experience we have had of its qualities will
warrant.

Let us suppose that the yearly additions which might be made to the former average pro-
duce, instead of decreasing, which they certainly would do, were to remain the same; and that
the produce of this island might be increased every twenty-five years, by a quantity equal to
what it at present produces. The most enthusiastic speculator cannot suppose a greater in-
crease than this. In a few centuries it would make every acre of land in the island like a garden.

If this supposition be applied to the whole earth, and if it be allowed that the subsistence for
man which the earth affords might be increased every twenty-five years by a quantity equal to
what it at present produces, this will be supposing a rate of increase much greater than we can
imagine that any possible exertions of mankind could make it.

It may be fairly pronounced, therefore, that, considering the present average state of the
earth, the means of subsistence, under circumstances the most favourable to human industry,
could not possibly be made to increase faster than in an arithmetical ratio.

The necessary effects of these two different rates of increase, when brought together, will be
very striking. Let us call the population of this island eleven millions; and suppose the present
produce equal to the easy support of such a number. In the first twenty-five years the population
would be twenty-two millions, and the food being also doubled, the means of subsistence would
be equal to this increase. In the next twenty-five years, the population would be forty-four millions,
and the means of subsistence only equal to the support of thirty-three millions. In the next period
the population would be eighty-eight millions, and the means of subsistence just equal to the
support of half that number. And, at the conclusion of the first century, the population would be a
hundred and seventy-six millions, and the means of subsistence only equal to the support of fifty-
five millions, leaving a population of a hundred and twenty-one millions totally unprovided for.

Taking the whole earth, instead of this island, emigration would of course be excluded; and,
supposing the present population equal to a thousand millions, the human species would in-
crease as the numbers 1, 2, 4, 8, 16, 32, 64, 128, 256, and subsistence as 1, 2, 3, 4, 5, 6, 7, 8,
9. In two centuries the population would be to the means of subsistence as 256 to 9; in three
centuries as 4096 to 13, and in two thousand years the difference would be almost incalculable.

In this supposition no limits whatever are placed to the produce of the earth. It may increase
for ever and be greater than any assignable quantity; yet still the power of population being in
every period so much superior, the increase of the human species can only be kept down to the
level of the means of subsistence by the constant operation of the strong law of necessity,
acting as a check upon the greater power.

Of the general checks to population, and the mode of their operation
The ultimate check to population appears then to be a want of food, arising necessarily from the
different ratios according to which population and food increase. But this ultimate check is never
the immediate check, except in cases of actual famine.

The immediate check may be stated to consist in all those customs, and all those diseases,
which seem to be generated by a scarcity of the means of subsistence; and all those causes,
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independent of this scarcity, whether of a moral or physical nature, which tend prematurely to
weaken and destroy the human frame.

These checks to population, which are constantly operating with more or less force in every
society, and keep down the number to the level of the means of subsistence, may be classed
under two general heads—the preventive and the positive checks.

The preventive check, as far as it is voluntary, is peculiar to man, and arises from that distinc-
tive superiority in his reasoning faculties, which enables him to calculate distant consequences.
The checks to the indefinite increase of plants and irrational animals are all either positive, or, if
preventive, involuntary. But man cannot look around him, and see the distress which frequently
presses upon those who have large families; he cannot contemplate his present possessions or
earnings, which he now nearly consumes himself, and calculate the amount of each share,
when with very little addition they must be divided, perhaps among seven or eight, without
feeling a doubt whether, if he follow the bent of his inclinations, he may be able to support the
offspring which he will probably bring into the world. In a state of equality, if such can exist, this
would be the simple question. In the present state of society other considerations occur. Will he
not lower his rank in life, and be obliged to give up in great measure his former habits? Does any
mode of employment present itself by which he may reasonably hope to maintain a family? Will
he not at any rate subject himself to greater difficulties, and more severe labour, than in his
single state? Will he not be unable to transmit to his children the same advantages of education
and improvement that he had himself possessed? Does he even feel secure that, should he
have a large family, his utmost exertions can save them from rags and squalid poverty, and their
consequent degradation in the community? And may he not be reduced to the grating necessity
of forfeiting his independence, and of being obliged to the sparing hand of Charity for support?

These considerations are calculated to prevent, and certainly do prevent, a great number of
persons in all civilized nations from pursuing the dictate of nature in an early attachment to one
woman…

On examining these obstacles to the increase of population which I have classed under the
heads of preventive and positive checks, it will appear that they are all resolvable into moral
restraint, vice, and misery.

Of the preventive checks, the restraint from marriage which is not followed by irregular
gratifications may properly be termed moral restraint.

Promiscuous intercourse, unnatural passions, violations of the marriage bed, and improper
arts to conceal the consequences of irregular connexions, are preventive checks that clearly
come under the head of vice.

Of the positive checks, those which appear to arise unavoidably from the laws of nature, may
be called exclusively misery; and those which we obviously bring upon ourselves, such as wars,
excesses, and many others which it would be in our power to avoid, are of a mixed nature. They
are brought upon us by vice, and their consequences are misery.

The sum of all these preventive and positive checks, taken together, forms the immediate
check to population; and it is evident that, in every country where the whole of the procreative
power cannot be called into action, the preventive and the positive checks must vary inversely
as each other; that is, in countries either naturally unhealthy, or subject to a great mortality, from
whatever cause it may arise, the preventive check will prevail very little. In those countries, on
the contrary, which are naturally healthy, and where the preventive check is found to prevail with
considerable force, the positive check will prevail very little, or the mortality be very small.
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Summing up: Malthus’s key points

Malthus argued that he required only two
postulates to prove the unattainability of
the millennium Godwin and Condorcet
foresaw: the first, ‘that food is necessary
to the existence of man’; the second, that
‘the passion between the sexes is neces-
sary, and will remain nearly in its present
state.’ The potential increase of popula-
tion, when unchecked, is in a geometrical
ratio, whereas subsistence can increase
only in an arithmetical ratio. It is obvious
therefore that the growth powers of popu-
lation greatly exceed those of the food
supply. This implies that there must exist
a strong and constantly operating check
on population because of the difficulty of

obtaining subsistence. The latter is
clearly attributable to diminishing re-
turns on land,

Malthus’s numeracy

Moral restraint: the preventative check

Many critics of the first edition of
Malthus’s essay offered the counter-argu-
ment that ‘Providence never sends
mouths without sending meat.’5 Realizing
that much additional work needed to be
done to support the inferences he drew
from his ratios, Malthus undertook a
more thorough study of population
behavior that became the basis for his

In every country some of these checks are, with more or less force, in constant operation;
yet, notwithstanding their general prevalence, there are few states in which there is not a con-
stant effort in the population to increase beyond the means of subsistence, which constantly
tends to subject the lower classes of society to distress, and to prevent any great permanent
melioration of their condition…

The labourer therefore must do more work, to earn the same as he did before. During this
season of distress, the discouragements to marriage and the difficulty of rearing a family are so
great, that the progress of population is retarded. In the mean time, the cheapness of labour, the
plenty of labourers, and the necessity of an increased industry among them, encourage cultiva-
tors to employ more labour upon their land, to turn up fresh soil, and to manure and improve
more completely what is already in tillage, till ultimately the means of subsistence may become
in the same proportion to the population, as at the period from which we set out. The situation of
the labourer being then again tolerably comfortable, the restraints to population are in some
degree loosened; and, after a short period, the same retrograde and progressive movements,
with respect to happiness, are repeated.

When population has increased nearly to the utmost limits of the food, all the preventive and
the positive checks will naturally operate with increased force. Vicious habits with respect to the
sex will be more general, the exposing of children more frequent, and both the probability and
fatality of wars and epidemics will be considerably greater; and these causes will probably
continue their operation till the population is sunk below the level of the food; and then the return
to comparative plenty will again produce an increase, and, after a certain period, its further
progress will again be checked by the same causes.

Source: From An Essay on the Principle of Population, sixth edition (London, 1826).
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much enlarged second edition that was
published in 1803.6 In it he undertook to
illustrate the ‘power and universality’ of
his principle of population ‘from the best
authenticated accounts that we have of
the state of other countries.’

His investigation consisted of two parts.
The first related to primitive people about
whom we have learned from the writers of
antiquity, among them Plato, whose Re-
public prohibited marriage for men under
30, and Aristotle, who recommended that
their marriage be postponed at least until
age 37. The second part contains informa-
tion he collected on his visits to the conti-
nent and learned from the writings of
travelers who visited the islands of the
South Seas, Australia, and the Andeans.
These established abundant evidence of
harsh conditions tending to prevent in-
creases in population, including infanti-
cide, high mortality from war, unsanitary
conditions, and scarcity of food.

Scandinavia and Russia were among
the countries in modern Europe that were
a source of actual statistical data derived
from marriage, birth and death registries.
He noted that Norway was substantially
the only European country not experienc-
ing war and epidemic disease, which are
the two main positive checks to population
growth. Yet its population increased slowly
because preventative checks in the form
of restrictions to early marriage were
widely observed. Specifically, young men
were subject to ten years of military serv-
ice, and most ministers refused to marry
those who were unable to demonstrate
they could support a family. Malthus also
visited Switzerland where he found that
postponement of marriage was also part
of the culture, as was also the case in Eng-
land, Wales, Scotland, and Ireland. He
concluded that the facts of their popula-
tion growth confirmed his principle of

population. More important, with respect
to the Europe of his day, the positive
checks were less prevalent than they were
either in the past, or in the more uncivi-
lized parts of the world. He also expressed
the view that ‘moral restraint’ was now
more prevalent, especially in modern Eu-
rope than he first believed.

Moral restraint: the preventative check

Moral restraint is interpreted to mean the
postponement of marriage, coupled with
sexual abstinence, until such time as a
family can adequately be supported.
While misery and vice were the primary
checks to population growth in ancient
and primitive societies, Malthus came to
regard prudent restraint as the only mor-
ally acceptable check in modern civiliza-
tions. Educate the individual, he urged, to
avoid instant gratification and postpone
marriage until a person is capable of sup-
porting a family.

This can best be accomplished, Malthus
believed, within the framework of a social
system that encourages people to be re-
sponsible in their personal behavior. The
existing system of private property prom-
ises the most desirable results in this re-
gard. Despite economic inequality, the sys-
tem also assures opportunity to those who
are ambitious and prudent to rise by their
own efforts. Malthus was therefore critical
of the Poor Laws on the grounds that they
encouraged indolence and raised the level
only of the weakest members of society, and
this is at the expense of the others. If peo-
ple knew they could not count on parish
relief, the ordinary motives of self-interest
would force them to help themselves. Thus,
Malthus became an enthusiastic supporter
of popular education to teach enlightened
self-interest; at the same time, he opposed
the continuation of poor relief.
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The tendency toward subsistence wages

Malthus and his contemporaries theo-
rized that the money wage rate is deter-
mined by the ratio between the labor
force (i.e. the proportion of the popula-
tion that is typically employed) and the
size of the wage fund. It is among the
main implications of Malthus’s theory of
population growth that, given the irrevo-
cable tendency toward diminishing re-
turns and the rising price of food, the
level of real wages will tend toward sub-
sistence unless the rate of population
growth is sufficiently checked by moral
restraint.

Since it was generally assumed that the
wage fund is a constant proportion of the
capitalists’ stock, it follows that continued
population growth will depress both the
money and real wage rates of workers to
the lowest level compatible with subsist-
ence. This tendency could be offset if capi-
tal stock, and therefore the wage fund, in-
creased more rapidly than the population.
Thus, Malthus associated rising wage
rates with a high ratio of capital to labor,
whereas falling wage rates were associ-
ated with a low ratio of capital to labor.
This is a conclusion with which modern
economists are in accord, but for a differ-
ent reason. Modern analysis maintains
that a high capital-to-labor ratio affects
labor’s marginal productivity and conse-
quently its claim to income.

Rent, the Corn Laws, and commodity gluts

The tendency for rents to rise

Malthus and classical thinkers associated
the growth of population not only with
downward pressure on wage rates (given
the size of the wage fund), but also with a
tendency for rents to rise. Malthus’s The
Nature and Causes of Rent primarily ad-
dressed the question of whether rent is a

monopoly income, as implied by Smith
and sometimes the Physiocrats.7 Reflect-
ing his concern about the issue of restor-
ing the Corn Law, Malthus suggested that
the subject of rent ‘has perhaps a particu-
lar claim to our attention at the present
moment on account of the discussions
which are going on respecting the Corn
Laws, and the effects of rent on the price
of raw produce and the progress of agri-
cultural improvement.’ His pamphlet an-
tedated the appearance of Ricardo’s Essay
on the Influence of a Low Price of Corn on
the Profits of Stock (1815).

Malthus advanced three reasons for the
appearance of rent. First, that land pro-
duces more than enough to maintain its
cultivators.8 This fact alone makes rent ‘a
bountiful gift from providence’ rather than
monopolistic scarcity. Second, he argued,
the necessaries of life are uniquely capable
of ‘creating their own demand or of raising
up the number of demanders in proportion
to the quantity of necessaries produced.’9 It
is because population increases with the
food supply that its price rises above its cost
of production and creates rent as a surplus.
Must we not therefore grant, Malthus asks,
that the appearance of rent reflects a gift
that God has bestowed on humans in the
quality of the soil that enables them to
maintain more persons than are necessary
to work it?10 Malthus clearly regards the
appearance of rent as inherent in the
progress of society, according to the dictates
of natural law. The third cause of rent is
that, except in a new country, the most fer-
tile land is comparatively scarce, and there
is not enough to supply all our wants. When
population growth and diminishing returns
make it necessary to resort to inferior
lands, the products produced thereon will
have to be priced high enough to pay their
costs of production. Superior lands will then
receive rent because the cost of producing
on them is lower.
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The comparative scarcity of fertile land
was viewed in a very different light by
Malthus than by his contemporary, David
Ricardo. To Malthus, it seemed that the
superiority of the best land is ‘a bountiful
gift from providence.’ This view is expressed
in his Principles of Political Economy in
which he concludes his chapter ‘Of the rent
of land’ with the statement that

in every point of view, then, in which the
subject can be considered, that quality of
land which, by the laws of our being, must
terminate in rent, appears to be a boon most
important to the happiness of mankind; and
I am persuaded that its value can only be
underrated by those who still labour under
some mistake as to its nature, and its ef-
fects on society.11

Ricardo, unlike Malthus, was persuaded
that rent is due to the ‘niggardliness of
nature,’ which not only causes rents to rise
but causes them to absorb a progressively
larger proportion of the national product
in a closed economy. On these grounds, and
in opposition to Malthus, he advocated re-
peal of the Corn Laws.

Rent as a differential surplus

Malthus’s theory of rent (which is also
that of Ricardo and the classical school),
lends itself readily to modern terminology

and apparatus, for it is, in essence, a mar-
ginal productivity theory, as is evident
from the example that follows.12 Unlike
Turgot, whose literary example depicted
capital and land as variable factors,
Malthus proceeded in terms of a numeri-
cal example in which increasing inputs of
labor are used to produce a product, say
wheat on lands that are of equal area but
successively less productive or well situ-
ated. Production proceeds by applying
successive equal doses of labor and capital
to fixed quantities of different grades of
land. The total and marginal outputs
yielded are summarized in Table 6.1. The
portion of the table that relates to total
output shows the tendency toward dimin-
ishing returns as additional equal doses
of labor and capital are applied to pro-
gressively less productive lands A through
D. The table also shows the additional, or
marginal, output resulting from addi-
tional doses of labor and capital to each
grade of land. Strictly speaking, marginal
analysis involves very small increments,
whereas the numbers used here are quite
large, but they are convenient for illus-
trating the relationship between the total
and the marginal product.

Table 6.1 enables us to visualize the
number of doses of labor and capital that
can economically be applied to each grade
of land. Assume that each dose of labor and
capital costs $100 to employ and that the

Table 6.1 Diminishing returns on land
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market price of wheat is $1. It is obvious
that the output potential of land grade D
warrants the application of one dose. This
is the case because the marginal cost of
these inputs is exactly equal to the mar-
ginal value product, which is the marginal
physical product multiplied by the market
price. Market price is equal to the cost of
production on marginal land and is the
same for all sellers under competitive
conditions. On Grade D land the cost of
labor and capital absorbs the entire prod-
uct, whereas lands A, B, and C yield a
surplus of $100, $275, and $450, respec-
tively. These amounts go to the landlord
as rent; Grade D land is the extensive
margin of cultivation that yields an out-
put whose value is just equal to the labor
and capital cost of producing it. Thus, it
is no-rent land.

The same principle is applicable to
intramarginal land; thus, it pays to culti-
vate grades A, B, and C intensively until
the value of the marginal product pro-
duced is just equal to the marginal cost of
producing it. Cultivation will therefore
continue until returns at the intensive
margin of cultivation are equal to those at
the extensive margin. The variable factor,
that is, the labor and capital component,
receives the value of the marginal product
as its return, while the fixed factor (land,
in this instance) receives the difference
between the total revenue and the pay-
ments going to labor and capital. This dif-
ference is the surplus called rent. Rent is
not part of the cost of production in that
its elimination (for example, by a tax lev-
ied on it) would not affect the size of the
product that a given quantity of labor and
capital could produce. Thus, rent is an ef-
fect rather than a cause of value; and the
rent share will increase as the extensive
margin of cultivation is pushed further by
increasing population and the consequent
need for additional food and raw materi-

als. This is a principle which both Malthus
and Ricardo understood and which shaped
their very different views on the progress
of population, the Corn Laws and the prob-
lem of commodity gluts. The latter prob-
lem is examined next.

The problem of commodity gluts

The post-Napoleonic War years subjected
both Great Britain and France to severe
economic disruption. The economic crisis
prompted the Swiss historian and econo-
mist Jean Charles Sismondi to explore its
source. While his first theoretical work,
De La Richesse Commerciale (Paris,
1803), was essentially in the tradition of
Adam Smith, his later Nouveaux
Principes de l’Economie Politique (Paris,
1819), written against the background of
the crises of the early nineteenth century,
questioned the selfequilibrating charac-
ter of the capitalistic system. It gave par-
ticular emphasis to the ever-increasing
productive powers of the modern capital-
istic system and reasoned that the
worker, having only the purchasing power
of subsistence wages, is unable to pur-
chase all the products the system is capa-
ble of producing. The inevitable outcome
is that further technological advances will
necessarily worsen matters because com-
petition among capitalists to employ capi-
tal profitably will intensify overproduc-
tion. Thus, Sismondi emphasized the po-
tentially adverse effect on purchasing
power that may occur under capitalism
because workers do not own the capital
goods with which they work. Inadequacy
of consumer purchasing power manifests
itself in overproduction which is the most
striking feature of economic crises. His
argument was, however, challenged by
another French economist who joined an
issue that even now remains a centerpiece
of economic controversy.
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Issues and Answers from the Masterworks 6.2
Issue
Is it possible for an economy to experience a general commodity glut as a conse-
quence of producing goods for which no market can be found? Are the resulting gluts
substantially worsened when commodities are imported from abroad?

J.B.Say’s answer
From A Treatise on Political Economy, Chapter 15.

Of the demand or market for products
It is common to hear adventurers in the different channels of industry assert that their difficulty
lies not in the production, but in the disposal of commodities; that products would always be
abundant, if there were but a ready demand, or market for them. When the demand for their
commodities is slow, difficult, and productive of little advantage, they pronounce money to be
scarce; the grand object of their desire is, a consumption brisk enough to quicken sales and
keep up prices. But ask them what peculiar causes and circumstances facilitate the demand for
their products, and you will soon perceive that most of them have extremely vague notions of
these matters; that their observation of facts is imperfect, and their explanation still more so;
that they treat doubtful points as matter of certainty, often pray for what is directly opposite to
their interests, and importunately solicit from authority a protection of the most mischievous
tendency.

To enable us to form clear and correct practical notions in regard to markets for the products
of industry, we must carefully analyse the best established and most certain facts, and apply to
them the inferences we have already deduced from a similar way of proceeding; and thus
perhaps we may arrive at new and important truths, that may serve to enlighten the views of the
agents of industry, and to give confidence to the measures of governments anxious to afford
them encouragement.

A man who applies his labour to the investing of objects with value by the creation of utility of
some sort, can not expect such a value to be appreciated and paid for, unless where other men
have the means of purchasing it. Now, of what do these means consist? Of other values of other
products, likewise the fruits of industry, capital, and land. Which leads us to a conclusion that
may at first sight appear paradoxical, namely, that it is production which opens a demand for
products.

Thus, to say that sales are dull, owing to the scarcity of money, is to mistake the means for
the cause; an error that proceeds from the circumstance, that almost all produce is in the first
instance exchanged for money, before it is ultimately converted into other produce: and the
commodity, which recurs so repeatedly in use, appears to vulgar apprehensions the most im-
portant of commodities, and the end and object of all transactions, whereas it is only the me-
dium. Sales cannot be said to be dull because money is scarce, but because other products are
so. There is always money enough to conduct the circulation and mutual interchange of other
values, when those values really exist. Should the increase of traffic require more money to
facilitate it, the want is easily supplied, and is a strong indication of prosperity—a proof that a
great abundance of values has been created, which it is wished to exchange for other values. In
such cases, merchants know well enough how to find substitutes for the product serving as the
medium of exchange or money: and money itself soon pours in, for this reason, that all produce
naturally gravitates to that place where it is most in demand. It is a good sign when the business
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is too great for the money; just in the same way as it is a good sign when the goods are too
plentiful for the warehouses.

When a superabundant article can find no vent, the scarcity of money has so little to do with
the obstruction of its sale, that the sellers would gladly receive its value in goods for their own
consumption at the current price of the day: they would not ask for money, or have any occasion
for that product, since the only use they could make of it would be to convert it forthwith into
articles of their own consumption.

This observation is applicable to all cases, where there is a supply of commodities or of
services in the market. They will universally find the most extensive demand in those places,
where the most of values are produced; because in no other places are the sole means of
purchase created, that is, values. Money performs but a momentary function in this double
exchange; and when the transaction is finally closed, it will always be found, that one kind of
commodity has been exchanged for another.

It is worth while to remark, that a product is no sooner created, than it, from that instant,
affords a market for other products to the full extent of its own value. When the producer has put
the finishing hand to his product, he is most anxious to sell it immediately, lest its value should
diminish in his hands. Nor is he less anxious to dispose of the money he may get for it; for the
value of money is also perishable. But the only way of getting rid of money is in the purchase of
some product or other. Thus, the mere circumstance of the creation of one product immediately
opens a vent for other products… One kind of production would seldom outstrip every other,
and its products be disproportionately cheapened, were production left entirely free.

The position of a nation, in respect of its neighbours, is analogous to the relation of one of its
provinces to the others, or of the country to the town; it has an interest in their prosperity, being
sure to profit by their opulence. The government of the United States, therefore, acted most
wisely, in their attempt, about the year 1802, to civilize their savage neighbours, the Creek
Indians. The design was to introduce habits of industry amongst them, and make them produc-
ers capable of carrying on a barter trade with the States of the Union; for there is nothing to be
got by dealing with a people that have nothing to pay. It is useful and honourable to mankind,
that one nation among so many should conduct itself uniformly upon liberal principles. The
brilliant results of this enlightened policy will demonstrate, that the systems and theories really
destructive and fallacious, are the exclusive and jealous maxims acted upon by the old Euro-
pean governments, and by them most impudently styled practical truths, for no other reason, as
it would seem, than because they have the misfortune to put them in practice. The United States
will have the honour of proving experimentally, that true policy goes hand-in-hand with modera-
tion and humanity.

From this fruitful principle, we may draw this further conclusion, that it is no injury to the
internal or national industry and production to buy and import commodities from abroad; for
nothing can be bought from strangers, except with native products, which find a vent in this
external traffic. Should it be objected, that this foreign produce may have been bought with
specie, I answer, specie is not always a native product, but must have been bought itself with
the products of native industry; so that, whether the foreign articles be paid for in specie or in
home products, the vent for national industry is the same in both cases.

Source: Reprinted from the first American edition of Jean-Baptiste Say, A Treatise on
Political Economy, or the Production, Distribution, and Consumption of Wealth,

Chapter 15 (reprinted in 1880 by Claxton, Rensen & Haffelfinger in Philadelphia).
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Summing up: Say’s key points

Say’s most fundamental point is that
goods are intended to be exchanged for
other goods; every act of production si-
multaneously creates a market for the
product produced by making the mon-
etary means of purchasing it available in
the form of income payments to those en-
gaged in its production. Aggregate effec-
tive demand is thus necessarily the
equivalent of aggregate supply—a gener-
alization that has become known as Say’s
law.13 Its logic asserts that a state of gen-
eral overproduction, or glut, is impossible,
even though specific commodities may, at
times, be produced in greater quantities
than the demand for them warrants. Such
maladjustments, Say argued, tend to cor-
rect themselves. If the supply of a given
commodity is excessive, the losses in-
curred in its production will soon dimin-
ish its supply; conversely, if the supply
falls short of current demand, the result-
ing high profits will expand output so that
individual demands and supplies will
tend to be balanced.

Malthus’s rebuttal to Say’s Law: the need
for unproductive consumption

Malthus’s view of gluts reflected a sub-
stantially different conception of the na-
ture and source of aggregate demand
than is implicit in Say’s law of markets.
Essentially, Say’s view conceives of the
economy as a barter society, in which
goods are intended to be exchanged for
other goods; every act of production si-
multaneously creates a market for the
product produced by making available the
monetary means of purchasing it. An ex-
cess supply of all goods relative to the ag-
gregate demand for them is thus a logical
impossibility. Aggregate demand and ag-
gregate supply are necessarily equal.14

Malthus argued that a society composed
of landowners and laborers is often likely
to experience an inadequate level of effec-
tive demand for commodities. Although he
did not specifically define the term effec-
tive demand, he meant the ability and
willingness of the community to buy a
commodity at a price equivalent to its
labor command value; that is, at a price
that will enable the producer to recover
costs plus profit at the prevailing rate.
Thus, Malthus regarded the market price,
which results from the interaction of sup-
ply and demand, as much more important
than the natural price of a commodity. He
agreed with Ricardo that rising food costs
will gradually eliminate profits through
their impact on wages, since wages and
profits vary inversely. But he also main-
tained that, to explain short-run varia-
tions in profits, it is necessary to explain
the phenomenon of gluts.

When profits rise, there will be a ten-
dency for capitalists to spend a smaller
proportion of their gains and to save more.
They are more interested in accumulation
than in making large expenditures on con-
sumer goods. Their savings increase the
stock of capital and eventually output,
which increases the problem of maintain-
ing effective demand. It is for this reason
that Malthus was concerned about the in-
sufficiency of working class expenditures
for maintaining the level of effective de-
mand. His concern was to identify a source
of purchasing power to supplement spend-
ing out of wages, and thought rent to be
such a source. Whereas wage incomes are
costs of production as well as sources of
purchasing power, what is needed to main-
tain profit is a differential surplus whose
expenditure adds to effective demand with-
out adding to costs of production. Malthus
therefore regarded increased rents (which
could be achieved by restoring the Corn
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Laws) as an ideal source of ‘unproductive
consumption.’

There are other classes of unproductive
consumers besides landowners—menial
servants, statesmen, physicians, judges,
lawyers, clergymen, and so forth. Their
expenditures also add to the effective de-
mand for goods and thus offset the defi-
ciency of consumer demand that arises out
of the savings process. Malthus main-
tained that it is absolutely essential for an
economy with great powers of production
to have a body of unproductive consumers.
Unproductive consumption is the ‘safety
valve’ which he viewed as potentially di-
minishing the undesirable effects of too
rapid accumulation. Without it, the
economy will experience periods of com-
modity glut and capital redundancy.15

Progress and the structure of economy

It should be apparent from Malthus’s
view of unproductive consumption that he
was concerned about the structure of the
economy. Malthus thought England’s eco-
nomic health would be best served by
achieving a balance between the indus-
trial and agricultural sectors that would
enable the country to be independent of
foreign sources of food.16 Unlike Ricardo,
he favored restricting free trade in corn on
the ground that it would contribute to
maintaining the effective demand for
labor. His argument is presented in his
The Grounds of an Opinion on the Policy
of Restricting the Importation of Foreign
Corn (1815). In it, he argues that it is de-
sirable for England to encourage domestic
production of grain on a scale that would
make her independent of foreign supplies,
even though it would tend to raise Eng-
lish crop prices. This position is, he tells
us, mainly the result of French legislation
to restrict the export of corn. Since Eng-
land was greatly dependent on exports

from France to supplement her home sup-
ply, he argued that a system of free trade
would render domestic supplies inad-
equate in years of scarcity abroad. In view
of England’s special circumstances, there-
fore, he argued in favor of the Corn Laws
to protect crop prices and landlord rent.

Malthus’s second reason for advocating
restricted corn trade for England was his
observation that increased industrializa-
tion tends to be accompanied by more fre-
quent and more severe business fluctua-
tions, which particularly burden the lower
classes, and that it is therefore desirable
for England, which is ‘the most manufac-
turing [country] of any ever recorded in
history,…that its agriculture should keep
pace with its manufactures, even at the
expense of retarding in some degree the
growth of manufactures.’17 He thus con-
cluded that agricultural protection was in
the interest of general abundance in Eng-
land, and advantageous to the working
class who should be protected against ad-
verse price movements originating abroad.
It would also minimize the evil effects of
unemployment where there is rapid indus-
trialization.

Malthus also observed that while pre-
dominantly agricultural economies tend to
be poorer than those which are more in-
dustrialized, the ‘premature check’ to the
progress of the population is due to the
remains of the feudal system. While he
asserted the primary importance of agri-
culture in promoting the progress of popu-
lation and wealth, subsequent editions of
his Principles became increasingly cogni-
zant of the fact that industrialization also
contributed to maintaining and enhancing
the effective demand for labor.

Concluding remarks

The impact of an individual’s work mani-
fests itself in a variety of ways. First, and
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perhaps foremost, it may influence subse-
quent work in its own discipline in terms
of method or content. It may also become
incorporated in some way into policy
measures and so guide the solution of
practical problems. Finally, it may inspire
new work in other fields of knowledge.
Malthus’s efforts have the distinction of
having borne fruit in all these direc-
tions.18

In Malthus’s day, the principles that
subsequently became known as the laws
of classical economics were only beginning
to be forged, and he contributed greatly to
their development, in terms of both con-
tent and methodology. At a time when in-
quiry was at least as much on practical
policy as on the discovery of principles,
Malthus used the deductive method to es-
tablish formal principles. Both the princi-
ple of population and the principle of ef-
fective demand are propositions he estab-
lished by means of deductive logic.

In establishing these principles,
Malthus was a pioneer in applying the
methods of deductive logic to the complex
world of daily events. These events crys-
tallized themselves to Malthus chiefly in
the form of worker misery. The poverty
suffered by the laboring classes before the
Napoleonic Wars was compounded by un-
employment. Anticipating the policy ori-
entation of philosophical radicalism,
Malthus concluded the best way to im-
prove the living standards of the laboring
classes was to control their number. His
approach was that of the moral scientist
schooled in the a priori method of the Cam-
bridge tradition. To this, he added a wealth
of historical and contemporary factual in-
formation that guided him in the proper
selection and formulation of the premises
from which he ultimately arrived, by
means of deductive logic, at his conclu-
sions. His work thus has the merit of be-
ing the first thorough application of the

inductive method to study population
growth and the supply of labor. Indeed,
Alfred Marshall, who is remembered by
historians of economic thought as the
founder of the neoclassical tradition,
hailed Malthus’s Essay as ‘the first thor-
ough application of the inductive method
to social science.’

Malthus’s principle of effective demand
maintained that the aggregate demand for
labor is derived from the aggregate demand
for commodities and determines the ability
of a population to grow. Malthus main-
tained, on the basis of this principle, that
excessive savings are associated with gluts
of commodities and capital, and therefore
with an inadequate demand for labor.

Not until the worldwide depression of
the 1930s was the principle of effective
demand restated and extended by John
Maynard Keynes. Thus, the importance of
Malthus’s principle of effective demand
has come to be appreciated only in this
century. In the interim, Say’s Law led to
the conclusion that an economy whose op-
eration is guided by a freely operating
price system will automatically tend fully
to employ its resources, including labor.
While Malthus’s name and reputation
have been immortalized by his principle
of population behavior, Keynes’s praise for
his articulation of the principle of effective
demand has raised his stature far beyond
what it would be on the basis of the popu-
lation principle only.19

In the Western world, the triumphs of
technology and the practice of contracep-
tion have intervened to counteract the dire
implications of Malthus’s theory of popula-
tion growth. But given the premises from
which Malthus started, no other conclu-
sion is possible than the one at which he
arrived. This is all too evident in areas of
the world like Asia, in which the premises
on which Malthus rested his conclusions
are empirically verifiable. Alhough the
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Essay prompted angry protests when it
first appeared, its eventual impact on the
English Parliament was apparent in the
passage of a new Poor Law in 1834, which,
in comparison with the earlier legislation,
greatly limited aid to the poor, particularly
those of illegitimate birth. Malthus’s prin-
ciple of population was also significant in
causing the first census to be taken in
1801. It also inspired innumerable empiri-
cal and theoretical works on demography,
besides serving as an inspiration to
Charles Darwin in the development of his
theory of evolution.20
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Questions for discussion and further
research

1 From a philosophical point of view, most
post-Smithian writers were Utilitarians. What
was the chief concern of Utilitarianism (or
philosophical radicalism)?

Glossary of terms and concepts
Commodity gluts
An insufficiency of aggregate effective de-
mand that results in unsold goods.

Diminishing returns
In a given state of the arts, the productive ca-
pacity of land increases at a decreasing rate
beyond a certain point. Malthus inferred from
this principle that the food supply could only
be increased at an arithmetical rate.

Hedonism
The explanation of human behavior in terms
of the objective of maximizing pleasure and
minimizing pain. In economics, the counter-
parts of pleasure and pain are monetary gains
and losses.

Principle of population
The hypothesis that, in the absence of re-
straints, population will tend to increase at a
geometrical rate as long as there is a food
supply.

Say’s identity
Equality between aggregate demand and
supply in money terms. It is predicated on the
assumption that the demand for cash bal-
ances is zero. Say’s equality assumes that
money serves only as a medium of exchange
and not as a store of value.

Utilitarianism
A system of ethics, primarily associated with
Bentham and other philosophic radicals, that
maintained that the ideal of ‘the greatest good
for the greatest number’ could be achieved by
educative and punitive measures to promote
the kinds of individual choices that would
maximize human happiness.

2 What was the nature of Malthus’s intellec-
tual dispute with Godwin?

3 What is Malthus’s population principle?
What was the counter-argument of his
critics? What sort of empirical evidence was
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Malthus able to provide to support his
population principle in his revised Essay?

4 Malthus is among the first to examine the
phenomenon of economic crisis. How does
his position on the Corn Laws relate to his
analysis of the cause of commodity gluts
and his recommendations? Why was
Malthus not adverse to landlords receiving
increasing rents?
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Introduction

Ricardo’s life and times (1772–1823)

The classical tradition achieved its peak
development with the work of David
Ricardo. It is remarkable that a person of
his background should have made such a
distinguished contribution to economics
since he was destined as a youth to a busi-
ness, rather than a scholarly, career. His
father, a native of Holland, of the Jewish
faith, settled in England and eventually
became a member of the Stock Exchange.
Young David was already in his father’s
employ at the age of 14, and it was fully
expected that this would be his lifework.
Indeed, he amassed a fortune in the ex-
change at such an early age that he had
ample time to devote himself to such stud-
ies as took his fancy. This was accom-
plished largely on his own resources, for
his marriage to a Quaker and subsequent
conversion to Christianity estranged him
from his father.

His first acquaintance with the subject
to which he was to contribute so impor-
tantly was through Smith’s Wealth of Na-
tions, which came into his hands in 1799.1

A decade was to elapse, however, before
anything bearing Ricardo’s name ap-

peared in print. His contributions clearly
reflected the transformation England had
undergone in the 40-odd years since the
appearance of Smith’s great work. Eng-
land was still able to feed its people and
even exported some grain as late as 1812
and 1813. England had long since experi-
enced diminishing returns on land, and
the price of bread was a major issue. Yet
land owners pressured for increased pro-
tection against imports at a time when free
trade appeared to be called for. Because of
the pressure of diminishing returns,
Ricardo found himself unable to share
Smith’s optimism regarding the future
well-being of an ever increasing popula-
tion. Without free importation of corn, he
argued, food could not be cheap. Wages,
therefore, would necessarily rise, lowering
profits and impeding further accumula-
tion. Ricardo’s analysis was thus oriented
to the question of economic progress,
which drew his attention to the ‘machin-
ery question.’ Unlike Smith, he regarded
progress as being closely associated with
the trend of the distributive shares. This
was an intensely practical issue that nec-
essarily led him into the policy question of
free trade in corn and the theory of com-
parative advantage that underlies it. Al-
though his style of writing was extremely

Chapter 7

David Ricardo and William Nassau Senior:
income shares and their long-term
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abstract, there was nothing unrealistic
about the issues Ricardo addressed. In-
deed, the problems were many and press-
ing, and hinged closely on the fact that the
country was becoming ever more populous
in spite of emigration. Industrialization
did not relieve the problem, for manufac-
turing processes were also dependent on a
fixed supply of land subject to diminish-
ing returns. Moreover, the introduction of
machinery created new problems quite
unlike those that confront a predomi-
nantly agricultural nation.

Senior’s life and times (1790–1864)

Compared with Ricardo, Nassau Senior’s
contributions to economics have not se-
cured him a leading place in history. Yet,
they present an important contrast with
Ricardo’s in three major respects. The
first relates to the nature of capital, the
second to the role of utility in relation to
the determination of value, and the
third—and perhaps most important—re-
lates to the methodology of economics.

Nassau Senior’s life was the rather or-
dinary one of the son of an Oxford edu-
cated vicar. He was admitted to the bar in
1819, and became a member of the Politi-
cal Economy Club in 1823 (the year of
Ricardo’s untimely death from an ear in-
fection). In 1825 he became first Drumand
Professor of Political Economy at Oxford.
The first edition of his Outline of the Sci-
ence of Political Economy was published
in 1836, and incorporated his Oxford lec-
tures on that subject. Between his first
and second Oxford appointments (the lat-
ter in 1847), he was a professor of political
economy at King’s College in London, from
which he resigned following his advocacy
that some of the revenues of The Church
of Ireland be confiscated for the benefit of
Roman Catholics. He also was a member
of the commission for administering the

Poor Laws, and wrote a large number of
pamphlets and letters on the Poor Laws
and the Factory Acts.

Ricardo’s Principles of Political Economy
and Taxation (1817)

Controversy about interpreting Ricardo’s
work

Some of the best minds in the economics
profession have directed their attention to
interpreting Ricardo’s work, in particular
his Principles of Political Economy and
Taxation (1817). Two major studies were
published during the 1950s; specifically,
The Works and Correspondence of David
Ricardo (1951–55), edited by Piero Sraffa
in collaboration with Maurice Dobb, and
Ricardian Economics: A Historical Study,
by Mark Blaug. The ten Sraffa-Dobb vol-
umes, in particular, offer a comprehensive
reinterpretation of the Ricardian contri-
bution based on new materials and corre-
spondence that were fortuitously discov-
ered after the bombings of London and its
environs during the Second World War.
Samuel Hollander’s mammoth volume,
The Economics of David Ricardo, subse-
quently challenged not only the Sraffa-
Dobb interpretation but also the classic
interpretations of several other eminent
scholars.2

There is agreement that Ricardo’s chief
problem is to explain distribution; i.e. ‘the
natural course of rent, profit, and wages.’
However, Samuel Hollander’s interpreta-
tion of the relationship between these in-
come shares and the exchange values
(prices) of commodities has become an is-
sue that has left many historians of eco-
nomic thought unconvinced.3 Because the
controversy is unlikely to be resolved soon,
this chapter presents an interpretation of
Ricardo’s contribution that reflects more
closely the conventional wisdom that this
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great thinker is truly consistent with the
classical tradition in which the distribu-
tive shares are determined separately
from exchange values.4 It is this charac-
teristic that sets classical economics apart
from the neoclassical tradition according
to which wages, profit, and rent are linked
as costs of production to the theory of ex-
change value and price determination.
The latter continues into contemporary
economics.

Ricardo’s principles of political economy
and taxation

Introduction

The major part of Ricardo’s Principles was
written in a single year and incorporated
many of the ideas that had already been
presented in his tracts and pamphlets. It
appears to have been undertaken at least
partly at the urging of James Mill.5 The
issues to which he addressed himself
raised pressing policy questions relating
to the distribution of the national product
between rents, wages, and profits. Be-
cause he did not allow himself a long pe-
riod for revision and reflection as did
Smith and, perhaps, because his style is
abstract and seldom relieved by digres-
sions into history or philosophy, his work
is far less readable than is Smith’s. His
rigorously deductive method was to set
the pattern for much of the subsequent
work in the field of political economy. This
is not to say that political economy be-
came divorced from philosophy and psy-
chology, but rather that many of the ob-
servations that were previously made
concerning human behavior and social in-
stitutions could now be accepted as postu-
lates on which subsequent analysis could
be based. The high degree of abstraction
we encounter in Ricardo’s work should
not, however, cause us to forget that he

was an intensely practical man with wide
experience and knowledge about his con-
temporary world.

Ricardo’s theory of exchange value

The measurement of exchange value

Smith, it will be recalled, regarded labor
as the only unvarying measure of value.
This ‘labor command’ measure of value
was adequate for Smith’s problem of iden-
tifying the growth of total real income over
time or between countries. However,
Ricardo found it inadequate for examining
changes over time in the relation between
rents, wages, and profits. He maintained
that the value of labor is no less variable
than that of gold or silver or corn. Its value
is determined in precisely the same man-
ner as the exchangeable value of any other
commodity. There is no commodity that is
truly an invariable measure of value: ‘Of
such a measure it is impossible to be pos-
sessed, because there is no commodity
which is not itself exposed to the same
variations as the things the value of which
is to be ascertained; that is, there is none
which is not subject to require more or less
labour for its production.’6

Ricardo, nevertheless, recognized that
his analysis of price could be greatly fa-
cilitated if he could identify a measure of
value that is invariable in the sense of be-
ing independent of fluctuations in wage
and profit rates. He solves the problem of
identifying such a measure of value by
making an assumption that enables him
to rely on gold as a measure. Specifically,
he assumes that the amount of labor and
the corresponding amount of fixed capital
necessary to produce gold remains con-
stant over time and thus can serve as a
near ideal measure of value.

If this assumption is made, money made
of gold can be taken as an invariable



○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○

Chapter 7 David Ricardo and William Nassau Senior

141

standard of value. It can then be concluded
that when changes are observed in
commodity prices, they are the result of
changes in the past and present labor
required to produce their monetary unit
of account, in terms of which values are
expressed, which Ricardo takes to be
constant by assumption.

The theory of exchange value

The source of exchange value

Ricardo began his analysis of exchange
value by recalling Smith’s distinction be-
tween value in use and value in exchange.
He asserts that for a commodity to have
value in exchange, it is essential that it

have utility, although utility is not a
measure of that value. Having utility,
commodities derive their exchangeable
value from their scarcity and from the
quantity of labor required to obtain them,

Some commodities derive value from
their scarcity alone. Such objects as rare
pictures, books, coins, and other art objects
that no amount of labor can reproduce, are
in this class. The implication is that when
supply cannot be adjusted, demand will
rule in the determination of exchange
value. The great bulk of commodities are,
however, reproducible and therefore de-
rive their value not from scarcity but from
the labor requirements of production.
Ricardo thus raises the following question.

Issues and Answers from the Masterworks 7.1
Issue
Are the exchange values of commodities which are not permanently scarce deter-
mined differently from those which can be produced without limit by the application of
labor?

Ricardo’s answer
From from Principles of Political Economy and Taxation: Chapter III

Not only the labour applied immediately to commodities affect their values, but also the labour
which is bestowed on the implements, tools, and buildings with which such labour is assisted.

Even in that early state to which Adam Smith refers, some capital, though possibly made and
accumulated by the hunter himself, would be necessary to enable him to kill his game. Without
some weapon, neither the beaver nor the deer could be destroyed, and therefore the value of
these animals would be regulated, not solely by the time and labour necessary to their destruc-
tion, but also by the time and labour necessary for providing the hunter’s capital, the weapon, by
the aid of which their destruction was effected.

Suppose the weapon necessary to kill the beaver was constructed with much more labour
than that necessary to kill the deer, on account of the greater difficulty of approaching near to
the former animal, and the consequent necessity of its being more true to its mark; one beaver
would naturally be of more value than two deer, and precisely for this reason, that more labour
would, on the whole, be necessary to its destruction. Or suppose that the same quantity of
labour was necessary to make both weapons, but that they were of very unequal durability; of
the durable implement only a small portion of its value would be transferred to the commodity, a
much greater portion of the value of the less durable implement would be realised in the com-
modity which it contributed to produce.
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Summing up: Ricardo’s key points

Although Smith talked of that early and
rude state of society that preceded the ac-
cumulation of capital, for Ricardo com-
modities have past labor as well as
present labor embodied in them. He ques-
tions whether Smith’s conception of a
stage of economic development in which
capital becomes accumulated only in a
later stage of economic development ever
existed. ‘Without some weapon neither
the beaver nor the deer could be de-
stroyed; therefore their value in exchange
[as commodities] is determined by the
time and labour necessary to destroy
them, as well as the time and labour
needed to produce the weapons (capital)
the hunter needs to kill both animals.’

Ricardo was, of course, conceiving of
real capital rather than money capital and

included in this category, as did Smith, not
only instruments of production such as
buildings, machines, tools, and equipment,
but also circulating capital, which is com-
posed primarily of the wage fund out of
which productive workers are supported.
The primary role of capital, for Ricardo as
for Smith, is to employ labor through ad-
vances from the wage fund. The exchange
values of the goods they produce is propor-
tional to both the direct labor involved in
production, and that which is completed
on the implements, tools, and buildings
with which direct labor is assisted.

Ricardo’s assumption of money as a sta-
ble unit of account implies the constancy
of the general price level (i.e. the value of
money). Thus, when Ricardo refers to
price, it is synonymous with exchange
value; and unless he specifically refers to
‘market price,’ he means ‘natural price,’ or

All the implements necessary to kill the beaver and deer might belong to one class of men,
and the labour employed in their destruction might be furnished by another class; still, their
comparative prices would be in proportion to the actual labour bestowed, both on the formation
of the capital and on the destruction of the animals. Under different circumstances of plenty or
scarcity of capital, as compared with labour, under different circumstances of plenty or scarcity
of the food and necessaries essential to the support of men, those who furnished an equal value
of capital for either one employment or for the other might have a half, a fourth, or an eighth of
the produce obtained, the remainder being paid as wages to those who furnished the labour; yet
this division could not affect the relative value of these commodities, since whether the profits of
capital were greater or less, whether they were 50, 20, or 10 per cent., or whether the wages of
labour were high or low, they would operate equally on both employments.

If we suppose the occupations of the society extended, that some provide canoes and tackle
necessary for fishing, others the seed and rude machinery first used in agriculture, still the
same principle would hold true, that the exchangeable value of the commodities produced
would be in proportion to the labour bestowed on their production; not on their immediate pro-
duction only, but on all those implements or machines required to give effect to the particular
labour to which they were applied…

The aggregate sum of these various kinds of labour determines the quantity of other things
for which [say] stockings will exchange, while the same consideration of the various quantities
of labour which have been bestowed on those other things will equally govern the portion of
them which will be given for the stockings.

Source: The Works of David Ricardo, edited by J.R.McCulloch
(London: John Murray, 1886), pp. 22–3.
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the price in terms of embodied labor. Thus,
Ricardo accepted that the ratio of ex-
change between goods, e.g. stockings and
hats, will reflect their costs of production
including both the current rate of wages
and also of profits.

However, he has often been mistakenly
regarded as a proponent of the labor
theory of value. Actually, his concern was
not to explain the ratio of exchange be-
tween commodities. His primary interest
was to explain alterations in exchange val-
ues because these variations affect the
wage, profit and rent distributive shares
going to laborers, capitalists, and land-
lords. Ricardo reasoned that changes in
the rate at which two commodities are ex-
changed for one another reflect changes in
their relative content of past and present
labor. This implies that exchange values
are not affected by the rents yielded by
nonmarginal lands or by wage rate differ-
ences between workers or by changes in
the level of wages and profits. Let us pro-
ceed with each of these in turn, bearing in
mind that Ricardo’s theory of value is a
labor theory only in a very special sense.

The influence of land rent on exchange
values

Ricardo’s argument is that changes in the
relative values of pairs of commodities re-
flect changes in the quantities of labor re-
quired to produce them. This argument
requires him to demonstrate that rent is
an effect rather than a cause of value; that
is, rent must be eliminated as a determi-
nant of exchange value. It is also neces-
sary to demonstrate that wage-rate differ-
entials among different kinds of workers,
and/or changes in the level (or height) of
wage rates, do not affect the exchange
value that prevails between pairs of com-
modities.

Ricardo’s initial examination of the phe-

nomenon of rent in the Principles inquires
whether ‘the appropriation of land, and
the consequent creation of rent, will cause
any variation in the relative value of com-
modities, independently of the quantity of
labour necessary to production.’7 He de-
fines rent as the compensation that is paid
to the owner of land for the original and
indestructible powers of the soil. Rent in
this sense is distinct from the return re-
sulting from capital improvements on
land. These give rise to profits rather than
rent, and are regulated by different fac-
tors from those that regulate rents.

When a country is first settled and rich
and fertile land is abundant, relative to
the size of the population to be supported,
there will be no rent on any part of the
land. In effect, land is a free good under
such circumstances. It is not until the
growth of population and the progress of
society requires land of a second degree of
fertility to be brought under cultivation
that rent will emerge on land of the first
quality. This rent will depend on the dif-
ference in the productive powers of the two
pieces of land. With each subsequent need
to bring less-productive land under culti-
vation, rent will appear on land that pre-
viously yielded no rent and will increase
on those lands that already yield rent. This
principle, as has already been noted, was
also known to Malthus. However, it is
Ricardo who specifically integrated it into
the theory of value.

The exchange value of outputs produced
on lesser grades of land is regulated by the
same principle as that with respect to the
outputs produced on the best grade of
land; namely, the amount of labor and
capital embodied in its production, rela-
tive to that required to produce another
product. When a growing population
makes it necessary to cultivate land that
is inferior to the best land first cultivated,
equal labor-capital inputs will yield a
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smaller additional wheat output. Thus, it
costs more to produce the same product on
land that is second-grade land, either by
virtue of location and/or fertility. Since two
rates of exchange between wheat and an-
other product cannot exist in the same
purely competitive market, the exchange
value of the entire output of wheat is regu-
lated by the least favorable production re-
quirements, that is, by the highest labor
and capital cost of producing the required
output. Competition dictates that there
will be a single price for all units sold in
the same market.

To whom goes the difference between
the cost of producing output on better
grades of land and the revenue received
from its sale, and why? Since only one rate
of wages and one rate of profit can prevail,
the differential surplus goes to the owner
of superior land in the form of rent.
Ricardo, like Malthus, therefore, con-
cluded that because rent is a differential
surplus, it is not a cause of the exchange-
able value of a product but the result of it.

This is, similarly, the case if additional
labor and capital are employed on land
already under cultivation because it will
produce a greater product than can be
gotten from the cultivation of additional
land.

In such case, capital will be preferably em-
ployed on the old land, and will equally cre-
ate a rent; for rent is always the difference
between the produce obtained by the em-
ployment of two equal quantities of capital
and labour… In this case, as well as in the
other, the capital last employed pays no
rent.8

The payment of rent does not increase the
exchangeable value of raw produce. Ex-
change value is regulated by the quantity
of labor bestowed on land that pays no
rent. Thus, says Ricardo, ‘corn is not high

because a rent is paid, but a rent is paid
because [the price of] corn is high, and it
has been justly observed that no reduction
would take place in the price of corn, al-
though landlords should forego the whole
of their rent.’9

The influence of wage and profit levels on
exchange values

After explaining why rent is not a deter-
minant of price, Ricardo undertook to ex-
plain that neither wage-rate differentials
nor changes in the price level affect the
exchange values of commodities. He noted
that different commodities are certain to
be produced with different kinds, quanti-
ties, and qualities of labor. If the labor
embodied in one commodity is superior,
and therefore more highly paid than that
embodied in another commodity, the ef-
fect on exchange value is precisely the
same as if a greater quantity of labor had
been used.

A different problem arises if the aver-
age level of all wages change. Because
labor contents of pairs of commodities re-
main unchanged, only the ratio between
wages and profits will become altered
while the exchange value of pairs of goods
remains the same. Like Smith before him,
Ricardo thought of wages and profits as
varying inversely with each other, al-
though, as will be noted below, their re-
spective arguments about the cause of the
falling rate of profit were different.

While there necessarily will be wage-
rate differences among different kinds of
workers, Ricardo maintained that capital
is sufficiently mobile and its employment
opportunities sufficiently competitive to
ensure a uniform rate of profit in the long
run. The prices of all commodities would
thus include the same percentage of profit
on all the capital goods used in their pro-
duction, so that variations in profit levels
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are not a source of variations in exchange
value. While this principle is later quali-
fied to take account of different propor-
tions of fixed and circulation capital and
capitals of unequal durability, it enabled
Ricardo to conclude (having already elimi-
nated rent as a determinant of exchange
values) that changes in the relative val-
ues of pairs of commodities are derived
entirely from changes in the quantities of
labor required to produce them.

Why Ricardo’s is not a labor theory of value

Having eliminated rent as a cost of pro-
duction and demonstrated that neither
wage rate differentials nor price level
changes affect exchange values, Ricardo
next examines the effect of different capi-
tal structures in bringing about alterations
of exchange values. If the labor embodied
in one commodity is superior, and there-
fore more highly paid than that embodied
in some other commodity, the effect on ex-
change value is precisely the same as if a
greater quantity of labor had been used.

Ricardo also recognized that capital
structures reflect different ratios of fixed
and circulating components, as well as
capitals of different durabilities. When the
ratio of fixed to circulating capital is in-
creased, or when capital of greater dura-
bility is employed, it has the effect of in-
creasing the length of time that must
elapse before the final product comes to
market. It follows that goods produced
with equal amounts of fixed capital or capi-
tal of durability cannot sell at the same
price as those produced with more circu-
lating capital or less durable capital, even
if the same quantity of labor is involved.
Thus, the effect of capital structures is to
qualify the principle that the relative
quantities of labor used in production de-
termines the exchange values of pairs of
commodities. More specifically, Ricardo’s

concern was not to explain the ratio of ex-
change between commodities. His primary
interest was to explain alterations (i.e.
changes) in exchange values because such
variations affect the distributive shares
going to laborers, capitalists, and land-
lords.

Capitalists must be compensated for
the greater time lapse of a production proc-
ess by greater profits. Thus, the effect of
different capital structures is to qualify
the principle that the relative quantities
of labor used in production determine the
exchange value of pairs of commodities.

The significance of this qualification
has been a source of controversy and dis-
cussion from the outset. Ricardo himself
seemed unclear on the matter. On the one
hand, he minimized the importance of the
modification and maintained that com-
modities are valuable in proportion to the
quantity of labor bestowed on them.10 On
the other, he seemed to sense that the
qualification he proposed brought the role
of capital in the production process to the
forefront and involved the cost of the capi-
tal component. The classic case in which
he and his contemporaries came to grips
with this problem was their effort to ex-
plain why wine has a greater value than
grape juice, although no additional labor
has been applied.11 Ricardo eventually con-
cluded that there must be some element
other than accumulated labor in capital
and that this other element is waiting.
Thus, he appeared to be on the very brink
of adopting a more sophisticated concept
of capital and thus of giving up a labor
theory of exchange value.

To appreciate why Ricardo, in fact, did
neither of these things, we need only re-
mind ourselves that he was concerned
with explaining changes in exchange val-
ues rather than the ratio of exchange be-
tween goods at any moment of time. Fur-
ther, he was concerned with the value
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problem only insofar as it affected the de-
termination of the distributive (i.e. in-
come) shares. Different capital-labor ra-
tios necessarily mean that a change in the
level of money wage rates (and therefore
the rate of profit) must have an impact on
the price structure. Ricardo realized that
if the level of wages is rising, it will cause
the prices of goods produced with a lower
capital-labor ratio to rise relative to gold
and to those produced with a higher capi-
tal-labor ratio. Gold, it will be recalled,
serves Ricardo as an invariable measure
of value because he assumed that it is pro-
duced with an average capital-labor ratio.

The prices of agricultural outputs pro-
duced by more labor-intensive methods
than either gold or manufactured goods
will rise when wage levels rise. On the
other hand, the prices of manufactured
goods will fall because they are produced
under capital-intensive rather than labor-
intensive conditions. This effect (now
called the Ricardo effect) later became the
basis for the inference that a rise in real
wages will lead to a substitution of ma-
chinery for labor, which is described as
‘lengthening’ the average period of produc-
tion.12 Since Ricardo assumed that wage
goods consist of agricultural products,
while manufactured products are the luxu-
ries consumed by capitalists and land-
lords, he was also able to conclude that,
although the longrun trend of the econo-
my’s total product is one of growth, the
share going to labor in real terms will not
increase.

Distribution

An overview of Ricardo’s system

As already noted, Ricardo’s chief theoreti-
cal concern was the determination of rent,
wages, and profit, and their probable fu-
ture trend. To determine the laws which

regulate this distribution is the principal
problem in Political Economy; much as
the science has been improved by the
writings of Turgot, Steuart, Smith, Say,
Sismondi, and others, they afford very lit-
tle satisfactory information respecting
the natural course of rent, profit and
wages.’13

The outline of Ricardo’s theory,
especially as it relates to distribution, was
already evident in his Essay on the
Influence of a Low Price of Corn on the
Profits of Stock (1815). Both the theory of
rent and the dominant influence of
diminishing returns in agriculture were
clearly stated in the Essay. Two further
components were needed for Ricardo’s
complete system: the subsistence theory of
wages and his measure of value, both of
which were developed in the Principles.

While his primary emphasis is on rent,
it is the trend of the rate of profit that is
most significant for economic progress. For
Ricardo, high rents do not cause, but rather
accompany, low profits, which are a re-
sidual remaining after the wage share has
been paid from the national income, net of
rent. In the Ricardian system, wages reflect
the cost of producing food at the margin of
cultivation. Thus, productivity of labor is
relatively unimportant in Ricardo’s view in
the production of non-wage goods. The doc-
trine of land rent is therefore the heart of
his whole distribution theory.

The tendency for rent to increase in the
normal course of economic development is
crucial to the future of both wages and
profits, and thus to the generally pessimis-
tic conclusions that are associated with
Ricardo’s analysis. It is also fundamental
to the possible divergence of class interests
that emerges so clearly in his thinking and
that forms the theoretical basis for his po-
sition on the Corn Laws and other ques-
tions of policy. For while Malthus shared
the Physiocratic view that rent results
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from the bounty of nature, Ricardo viewed
it as the outcome of the niggardliness of
nature. Rent is absent in a new country, in
which land is still abundant. Rent emerges
only when population growth necessitates
a resort to inferior lands. The interests of
landlords are thus antagonistic to those of
every other class in society. For, while
other classes have an interest in free trade
in raw produce, the interests of the landed
proprietor are best served by a rapid
growth of population and a continuation
of the Corn Laws.

The wage share and the wage rate

The trend of the rental share determines
the proportions of the income shares re-
ceived by workers and capitalists. For
Ricardo, the prospects are not optimistic
for workers. The total available to be paid
out to all who live by wages is the equiva-
lent of the wage fund, which is that part of
real capital consisting of consumer goods
customarily bought with wages. At any
moment the average wage per worker is
determined by the ratio between the wage
fund and the number of workers to be
paid. The wage rate expresses the aver-
age payment per worker on an hourly or
weekly basis. The wage fund cannot be
increased except by increased savings by
capitalists, and it was implicitly assumed
that, in the short run at least, substantial
additions are unlikely.

It is likely that there will be new sav-
ings and thus additions to the wage fund
in the long run. But there will also be a
continuous growth in population and con-
sequently a persistent tendency for real-
wage income to approximate the subsist-
ence level of workers and their families.
This is the essence of Ricardo’s statement
that ‘the natural price of labour is that
price which will enable the labourers one
with another to subsist and perpetuate

their race without increase or diminution.’14

The real wage can rise above this level in
the short run, but this would encourage
larger families by encouraging earlier mar-
riages, more births, and a greater survival
rate by children to maturity.

Ricardo does not, however, hypothesize
any precise functional relationship be-
tween population growth and the real
wage rate. Malthus himself stressed that
lower death rates and reduced rates of in-
fant mortality affect the size of the labor
force only after a lag of 16 to 18 years,
which is a conclusion Ricardo apparently
accepted.15 Thus, there is a tendency that,
in the long run, the increase in the supply
of labor will return the wage rate to its
‘natural’ level. The latter reflects the sub-
sistence requirements of the workers and
their families—recognizing, of course, that
the level of subsistence reflects the length
of the work day and the energy it requires,
as well as the influence of habits and cus-
toms on consumption.

It is because real wages constantly tend
toward their natural level that even with
increases in the supply of capital and the
wage fund, and improvements in the state
of the arts, Ricardo foresaw little, if any,
longrun improvement in the workers’ eco-
nomic status. Agricultural production
lends itself less to scientific improvement
than does manufacturing, and advances in
the latter do little to make the resort to
inferior lands unnecessary. Simultane-
ously, continuous population growth tends
to offset whatever real gains are made.

Profits

Ricardo, as well as Smith and Malthus,
conceived of profits as consisting of the
entire net income received by business
owners who manage and generally pro-
vide the capital funds for their enter-
prises. Part of this net income, namely,



○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○

Chapter 7 David Ricardo and William Nassau Senior

148

the return on the capital they provided,
would today be called interest.

Ricardo also believed that the rate of
profit from different employments of capi-
tal will tend toward equality. But what of
the trend of this uniform rate? Ricardo,
again like Smith, believed that profits and
wages always vary inversely with one an-
other. However, Smith simply argued that
unless the opportunities for new invest-
ment expand faster than the rate of capi-
tal accumulation, increasing competition
among competing capitals will lead to a
falling rate of profit. For Ricardo, however,
the decline in the rate of profit in the long
run is inseparably linked to the rise in the
trend of wages and thus to the cost of pro-
ducing food at the margin of cultivation.

As long as the rate of profit is high
enough to enable capitalists to save and
invest, the supply of capital, and therefore
the wage fund, will increase. However,
with the continued growth of population
and thus a resort to inferior soils, the labor
cost of producing food and other raw pro-
duce will increase. The real share going to
land rent increases, as does the nominal

wage rate. Although this serves to reduce
profit levels, the worker is no better off in
terms of what money wages will purchase.
The cessation of growth thus ushers in the
‘stationary state,’ in which neither capital
nor population can experience further
growth.

As a practical matter, however, Ricardo
believed that with technological progress
and free trade the stationary state may lie
far in the future.16 Although diminishing
returns pressures food costs upward even
in the short run, Ricardo expected that the
introduction of machinery (i.e. the conver-
sion of circulating capital into fixed capi-
tal) would lower the prices of manufac-
tured commodities and benefit all classes
of society. However, this was only Ricardo’s
initial conclusion about the effect of ma-
chinery. He reconsidered the question in
the third edition of his Principles. Instead
of concluding that machinery would in-
variably be beneficial to all except those
who are harmed by having to shift out of
agricultural employment, Ricardo’s recon-
sideration of the issue led him to a ‘most
revolutionary change.’17

Issues and Answers from the Masterworks 7.2
Issue
How can the introduction of machinery bring about a deterioration in the conditions of
the laborer?

Ricardo’s answer
From Principles of Political Economy and Taxation (third edition).

On machinery, Chapter XXXI
In the present chapter I shall enter into some inquiry respecting the influence of machinery on the
interests of the different classes of society, a subject of great importance, and one which appears
never to have been investigated in a manner to lead to any certain or satisfactory results. It is more
incumbent on me to declare my opinions on this question, because they have, on further reflec-
tion, undergone a considerable change; and although I am not aware that I have ever published
anything respecting machinery which it is necessary for me to retract, yet I have in other ways
given my support to doctrines which I now think erroneous: it therefore becomes a duty in me to
submit my present views to examination, with my reasons for entertaining them.



○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○

Chapter 7 David Ricardo and William Nassau Senior

149

Ever since I first turned my attention to questions of political economy, I have been of the
opinion that such an application of machinery to any branch of production as should have the
effect of saving labour was a general good, accompanied only with that portion of inconven-
ience which in most cases attends the removal of capital and labour from one employment to
another. It appeared to me that, provided the landlords had the same money rents, they would
be benefited by the reduction in the prices of some of the commodities on which those rents
were expended, and which reduction of price could not fail to be the consequence of the em-
ployment of machinery. The capitalist, I thought, was eventually benefited precisely in the same
manner. He, indeed, who made the discovery of the machine, or who first usefully applied it,
would enjoy an additional advantage by making great profits for a time; but, in proportion as the
machine came into general use, the price of the commodity produced would, from the effects of
competition, sink to its cost of production, when the capitalist would get the same money profits
as before, and he would only participate in the general advantage as a consumer, by being
enabled, with the same money revenue, to command an additional quantity of comforts and
enjoyments. The class of labourers also, I thought, was equally benefited by the use of machin-
ery, as they would have the means of buying more commodities with the same money wages,
and I thought that no reduction of wages would take place because the capitalist would have the
power of demanding and employing the same quantity of labour as before, although he might
be under the necessity of employing it in the production of a new or, at any rate, of a different
commodity. If, by improved machinery, with the employment of the same quantity of labour, the
quantity of stockings could be quadrupled, and the demand for stockings were only doubled,
some labourers would necessarily be discharged from the stocking trade; but as the capital
which employed them was still in being, and as it was the interest of those who had it to employ
it productively, it appeared to me that it would be employed on the production of some other
commodity useful to the society, for which there could not fail to be a demand; for I was, and am,
deeply impressed with the truth of the observation of Adam Smith, that ‘the desire for food is
limited in every man by the narrow capacity of the human stomach, but the desire of the conven-
iences and ornaments of building, dress, equipage, and household furniture, seems to have no
limit or certain boundary.’ As, then, it appeared to me that there would be the same demand for
labour as before, and that wages would be no lower, I thought that the labouring class would,
equally with the other classes, participate in the advantage, from the general cheapness of
commodities arising from the use of machinery.

These were my opinions, and they continue unaltered, as far as regards the landlord and the
capitalist; but I am convinced that the substitution of machinery for human labour is often very
injurious to the interests of the class of labourers.

My mistake arose from the supposition that whenever the net income of a society increased,
its gross income would also increase; I now, however, see reason to be satisfied that the one
fund, from which landlords and capitalists derive their revenue, may increase, while the other,
that upon which the labouring class mainly depend, may diminish, and therefore it follows, if I
am right, that the same cause which may increase the net revenue of the country may at the
same time render the population redundant, and deteriorate the condition of the labourer.

A capitalist, we will suppose, employs a capital of the value of £20,000, and that he carries on
the joint business of a farmer and a manufacturer of necessaries. We will further suppose that
£7000 of this capital is invested in fixed capital, viz. in buildings, implements, etc., etc., and that the
remaining £13,000 is employed as circulating capital in the support of labour. Let us suppose, too,
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that profits are 10 per cent, and consequently that the capitalist’s capital is every year put into its
original state of efficiency and yields a profit of £2000.

Each year the capitalist begins his operations by having food and necessaries in his posses-
sion of the value of £13,000, all of which he sells in the course of the year to his own workmen
for that sum of money, and, during the same period, he pays them the like amount of money for
wages: at the end of the year they replace in his possession food and necessaries of the value
of £15,000, £2000 of which he consumes himself, or disposes of as may best suit his pleasure
and gratification. As far as these products are concerned, the gross produce for that year is
£15,000, and the net produce £2000. Suppose, now, that the following year the capitalist em-
ploys half his men in constructing a machine, and the other half in producing food and necessar-
ies as usual. During that year he would pay the sum of £13,000 in wages as usual, and would
sell food and necessaries to the same amount to his workmen; but what would be the case the
following year?

While the machine was being made, only one half of the usual quantity of food and necessar-
ies would be obtained, and they would be only one-half the value of the quantity which was
produced before. The machine would be worth £7500, and the food and necessaries £7500,
and, therefore, the capital of the capitalist would be as great as before; for he would have,
besides these two values, his fixed capital worth £7000, making in the whole £20,000 capital,
and £2000 profit. After deducting this latter sum for his own expenses, he would have a no
greater circulating capital than £5500 with which to carry on his subsequent operations; and,
therefore, his means of employing labour would be reduced in the proportion of £13,000 to
£5500, and, consequently, all the labour which was before employed by £7500 would become
redundant.

The reduced quantity of labour which the capitalist can employ, must, indeed, with the assist-
ance of the machine, and after deductions for its repairs, produce a value equal to £7500, it
must replace the circulating capital with a profit of £2000 on the whole capital; but if this be
done, if the net income be not diminished, of what importance is it to the capitalist whether the
gross income be of the value of £3000, of £10,000, or of £15,000?

In this case, then, although the net produce will not be diminished in value, although its
power of purchasing commodities may be greatly increased, the gross produce will have fallen
from a value of £15,000 to a value of £7500; and as the power of supporting a population, and
employing labour, depends always on the gross produce of a nation, and not on its net produce,
there will necessarily be a diminution in the demand for labour, population will become redun-
dant, and the situation of the labouring classes will be that of distress and poverty.

As, however, the power of saving from revenue to add to capital must depend on the effi-
ciency of the net revenue, to satisfy the wants of the capitalist, it could not fail to follow from the
reduction in the price of commodities consequent on the introduction of machinery that with the
same wants he would have increased means of saving—increased facility of transferring rev-
enue into capital. But with every increase of capital he would employ more labourers; and,
therefore, a portion of the people thrown out of work in the first instance would be subsequently
employed; and if the increased production, in consequence of the employment of the machine,
was so great as to afford, in the shape of net produce, as great a quantity of food and necessar-
ies as existed before in the form of gross produce, there would be the same ability to employ the
whole population, and, therefore, there would not necessarily be any redundancy of people.

All I wish to prove is that the discovery and use of machinery may be attended with a diminution
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Summing up: Ricardo’s key points

Although Ricardo’s numerical illustration
of the effects of introducing machinery is
clumsy, it is important both for the con-
tent of his argument and its introduction
of the technique of sequence analysis; the
latter technique examines the transition
process from one equilibrium situation to
another. The outcome of changing from
production without machinery to a situa-
tion in which machinery is applied, is
traced out sequentially. The transition
process is initiated by the diversion of
labor and resources for the construction of
a machine. Subsequently, the machine is
used to produce output that was previ-
ously the product of direct labor alone.18

Ricardo’s example involves four periods
t-1, t, t+1, and t+2. In period t-1, the
economy is in a self-replacing equilibrium
state producing without machinery. In pe-
riod t, the machine is constructed; in pe-
riod t+1, the new machine is used in pro-
duction. Period t+2 thus poses the prob-
lem of examining the effect on laborers’
well-being of shifting resources from sup-
porting variable capital outlays (which go
to workers as wage payments) to support-
ing outlays for constant capital. Ricardo’s
example may thus be examined as fol-
lows.19

Period t-1

The initial situation: a capitalist employs
a capital of £20,000 in a business in which

he is jointly a farmer and a manufacturer.
It is supposed that £7000 of the total is
allocated to fixed capital, such as build-
ings and implements, while the remain-
ing £13,000 is paid as wages in the sup-
port of labor. It is further assumed that
this £20,000 capital yields £2000 which is
a profit of 10 percent. If the capitalist’s
annual gross revenue from the sale of
farm output is £15,000, £13,000 is avail-
able for the maintenance of labor in the
subsequent year along with £2000 for his
own consumption. Thus, the economy is in
a self-replacing, or stationary, equilib-
rium state.

Period t

Period t begins when the capital, that has
been reproduced in the preceding period,
is reallocated. The capitalist is now
assumed to employ half his work force to
produce farm output, as usual, and half to
produce a machine. He pays out £13,000
in wages as before. However, the
composition of his product is altered, for
he now owns a machine worth £7500 and
commodities that will provide a revenue
of £7500 when they are sold. From this
revenue, he will first deduct £2000 (i.e. 10
percent profit on whole capital) for his
own expenses. His circulating capital is
thus only £5500. The total capital
remains at £20,000, but £14,500 of this
total is constant capital. Ricardo’s concern
is thus with examining the implications of

of gross produce; and whenever that is the case, it will be injurious to the labouring class, as
some of their number will be thrown out of employment, and population will become redundant
compared with the funds which are to employ it.

Source: Reprinted from The Works of David Ricardo, edited by J.R.McCulloch (London:
John Murray, 1886) Chapter XXXI, pp. 23–42.
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what Karl Marx later called the organic
composition of capital. Both Ricardo and
Marx anticipated that the constant
capital component of this total capital
would rise.20

With a circulating capital of only £5,500
to carry on subsequent operations, some
workers will necessarily become redun-
dant as a result of the change in the pro-
portions between fixed and circulating
capital. Since the wage fund previously
amounted to £13,000, some workers be-
come jobless because the wage fund has
decreased to £5500/£13,000, or 11/26, of its
original size. At an unchanged real wage
per worker, it is inevitable that there is
‘substitution of machinery for human
labor.’ The reduced quantity of labor must
now produce a product whose sale yields
enough to replace the circulating capital
(i.e. at £5500) plus a profit of £2000 on the
whole capital of £20,000. Thus, the value
that the reduced quantity of labor must
produce is equal to £7500 (net of deduc-
tions for the machine’s repairs).

Period t+2 and beyond

Ricardo’s analysis of period t+2 and be-
yond is very sketchy, though there are
tentative conclusions about some possible
scenarios. In particular, he notes that as
increased labor efficiency reduces costs
and therefore the prices of commodities, it
may increase the capitalist’s possibility of
saving. Ricardo anticipates that as a re-
sult of positive (net) accumulation (i.e.
savings), ‘a portion of the people thrown
out of work in the first instance would
subsequently be reemployed.’ Under
these conditions, ‘there would not neces-
sarily be any redundancy of people.’21 In
such a case, the condition of all classes
would be improved, and the laboring
classes, especially, would benefit.

The positive long-run case for machinery

While Ricardo considers the possibility
that displaced workers might become
reabsorbed as result of a net increase in
savings, he does not give consideration to
a possible fall in the real wage as an effec-
tive remedy for unemployment. Since his
theory of wages does not imply that wage
rates generally tend to be at the level of
physical subsistence, it is not inconsistent
with the rest of his analysis to explore the
role of a possible decline in real wages.
When Knut Wicksell, who pioneered the
application of marginal analysis to the
factors of production, further explored the
problem of technological unemployment,
he criticized Ricardo for not recognizing
the role of the ‘factor price-factor quantity
mechanisms,’ which was developed by
later theorists.22

It is also relevant to note that, while
Ricardo was most emphatic about the
change in his viewpoint on the possible
adverse effect of machinery on the work-
ing class, he also did not want to be inter-
preted as being opposed to innovation. The
statements which I have made will not, I
hope lead to the inference that machinery
should not be encouraged.’23 Three main
reasons are offered in support of the con-
tinued introduction of machinery. The first
is that machinery serves as a counterforce
to ‘the niggardliness of nature.’ The law of
diminishing returns in agriculture implies
that money wages will have to rise (which
means that the rate of profit is pressured
downward) in order to maintain the level
of real wages. Second, Ricardo anticipates
that if the State intervened to render the
introduction of machinery difficult, it would
limit the possibility of reducing the cost of
production of commodities. This would de-
teriorate the terms of trade and lead to a
loss of foreign markets.24 Third, Ricardo
notes that impediments to the introduction
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of machinery would encourage capital ex-
ports, ‘and this must be a much more seri-
ous discouragement to the demand for
labor, than the most extensive employ-
ment of machinery’; the demand for labor
‘will be wholly annihilated.’25

Concluding remarks on the wage-fund
doctrine

The preceding discussion of the determi-
nation of wages and profits, and the ways
in which they are likely to be affected by
the conversion of circulating into fixed
capital, indicates that the wage-fund
theory performed a dual role in that it
was used both as a theory of wages and a
theory of capital. As a theory of capital, it
conceived of capitalists as setting aside a
predetermined portion of their revenue
for making advances to workers during
the course of the production process.
Labor, therefore, subsists on the part of
the economy’s real capital that consists of
the wage goods it consumes. The sale of
labor’s output merely replenishes the
capital stock advanced, plus the capital-
ists’ profit. As a theory of real wages, it
conceived of the average real wage rate as
determined by the ratio between the wage
fund and the working population.26

The weakness of applying the wage-
fund doctrine to any but a strictly agricul-
tural economy is that production is a con-
tinuous process. Output does not typically
become available for sale periodically, as
is implicitly assumed in the wage-fund
model, but flows continuously into inven-
tories at more or less the same rate as in-
ventories are depleted by consumption.
The net effect, therefore, is that capital,
interpreted as a supply of ‘wage goods,’ is
maintained intact.

Another difficulty of the wage-fund doc-
trine is that it provides no basis for ex-
plaining the proportions in which a busi-

ness employs labor and capital. These pro-
portions depend both on the relative mar-
ginal cost of using labor and capital and
on the value of their marginal products.
Without the concepts of marginal cost, pro-
ductivity, and factor substitution, it can-
not be explained why the proportions be-
tween circulating capital and fixed capital
are what they are to begin with or why
these proportions change.

Nevertheless, the wage-fund doctrine
enabled the classicists to reach substan-
tially correct conclusions about the possi-
bility of raising the average wage for a
given labor force with a given level of tech-
nology. They concluded that the average
wage rate can rise only if the capital stock
rises. Today, we recognize that increasing
wage rates do, indeed, require an increase
in capital; however, we explain rising
wages not in terms of an increasing wage
fund but in terms of the increase in the
marginal productivity of labor when it is
combined with more capital. But, whereas
the marginal productivity theory provides
a basis for understanding the proportions
in which the factors will be used in pro-
duction, the wage-fund doctrine does not.

The wage-fund doctrine was fruitful in
another direction; namely, in providing a
foundation for the theory of capital. The
idea that the wage fund is the source of
capitalist advances to the worker ulti-
mately led to the idea that capital bridges
the time gap between production and con-
sumption, and that there is a necessary
cost inherent in shifting resources from
producing goods for immediate consump-
tion as opposed to producing goods whose
final products become available only after
a lapse of time. While this is essentially
the logic pursued later in the Austrian
theory of capital, the understanding which
Nassau Senior had of the nature of capi-
tal, and its role in the production process,
has been more persuasive with respect to
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modern thinking about the nature of capi-
tal than Ricardo’s interpretation.

Senior’s interpretation of capital and its
return

There are two aspects to Senior’s contri-
bution to the theory of capital and its re-
turn: first, his explanation of the relation-
ship between capital and what he termed
abstinence; second, his explanation of the
productivity of waiting. While he is better
known for his concept of abstinence than
for his explanation of the gain to be de-
rived from roundabout production, the
latter concept is a new idea in English
economic thinking, although it is not fully
developed. The desirability of waiting
was, after all, inherent in Smith’s concept
of parsimony.

What Ricardo failed to recognize is that
the use of capital, besides lengthening the
waiting period until the final product ma-
tures, is also more productive. Thus, the
return on capital is related to the produc-
tivity of waiting as well as on the disutility
or real cost of waiting. The productivity of
waiting, as Senior recognized, derives from
the greater productivity of the roundabout
method and thus provides a basis for ex-
plaining the demand for capital.

The supply of capital depends on absti-
nence; abstinence expresses ‘the conduct
of a person who either abstains from the
unproductive use of what he can com-
mand, or designedly prefers the produc-
tion of remote to that of immediate re-
sults.’ While the second part of this defini-
tion implies that abstinence is waiting in
the Ricardian sense, the first part implies
that revenues are permanently being
withdrawn from consumption in order to
create intermediate products. It is on this
basis that Senior regards abstinence itself,
rather than the capital goods it creates, as
a separate factor of production. ‘By the

word abstinence, we wish to express that
agent, distinct from labour and the agency
of nature, the concurrence of which is nec-
essary to the existence of capital and
which stands in the same relation to profit
as labour does to wages.’27 The significance
of this statement is that it specifically
makes capital a distinct factor of produc-
tion, the cost of which must be included
along with wages as part of the total cost of
production. It thus contributes to under-
mining the view that labor cost is the only
cost. Ricardo himself argued against a labor
theory of value when he observed that the
values of commodities produced with more
fixed capital must deviate from their labor
value because the producer must be com-
pensated for the greater lapse of time be-
fore his product can come to market.

Senior conceived of costs not merely in
a money sense but in a real sense, that is,
as payments for the sacrifices incurred in
producing goods. His appreciation of the
subjective aspects of economic behavior is
also apparent in Senior’s inquiry into the
value problem. He attempted to introduce
utility as a determinant of value by insist-
ing that value depends not only on the dif-
ficulty of acquiring goods as reflected in
their labor and abstinence costs but also
on their utility. He also recognized that the
utility of additional units of one and the
same good diminishes as additional units
are acquired, but did not understand the
relationship between scarcity and the util-
ity of the marginal unit, which requires the
application of differential calculus to eco-
nomic analysis. Thus, the relationship be-
tween utility and demand was not explored
by Senior in a way that sheds much light
on price determination. His discussion of
monopoly prices is, for example, designed
to illustrate that prices will equal costs of
production only under competition. But he
does not show that utility limits the ex-
tent of the deviation.
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His analysis of monopoly price does,
however, lead in another direction. Be-
cause monopoly returns are essentially a
surplus, Senior included them in his con-
cept of rent. He also suggested that when
a worker receives an ‘extraordinary’ remu-
neration because of unique natural tal-
ents, the surplus may be termed rent. He
thus anticipated the generalization of the
Ricardian theory of rent, which was to be
fully developed subsequently by Alfred
Marshall in his analysis of quasi rent.

In summary, then, Senior had a number
of potentially fruitful ideas. However, his
most substantive contribution is in the
area of capital theory. His analysis in this
area led not only to the broadening of the
concept of cost of production, but also to
the theory that abstinence is the source of
the supply of savings. This does not of
course provide an explanation of the in-
terest rate, because this requires that the
supply side be coordinated with a theory
of the demand for funds if it is to explain
the determination of interest rates. The
interaction of demand and supply forces
was not examined until Alfred Marshall
integrated the ‘waiting’ theory of interest
with the productivity theory in his Princi-
ples of Economics (1890).

Concluding remarks

Ricardo’s primary theoretical concern was
the division of the nation’s product among
the three main social classes in the form
of wages, profit, and rent. In his view, the
probable long-run tendency of these
shares is governed by the cost of produc-
ing labor’s subsistence. Since he implic-
itly assumed a given level of agricultural
technology as well as a constantly grow-
ing population, the tendency toward di-
minishing returns forced a resort to pro-
gressively inferior lands and, conse-
quently, rising food costs. Thus, he re-

garded the freedom to import food prod-
ucts from countries that have a compara-
tive advantage in labor cost as the most
effective way of alleviating the upward
pressure on food costs that underlies the
determination of the income shares in the
long run.

It is because Ricardo’s main concern
was the problem of distribution that he
addressed himself primarily to explaining
alterations in exchange values over a pe-
riod of time. The price of a good would, he
thought, reflect its cost of production, in-
cluding not only the current rate of wages
but also the current rate of profits.
Ricardo’s value theory can therefore be
interpreted as a labor theory only in a very
special sense. And even this adherence to
the labor theory is qualified. The relative
values of commodities are not governed
exclusively by embodied labor, but depend
also on the proportions between fixed and
circulating capital and on the durability
of capital, because these affect the length
of time that elapses before commodities
can come to market.

While Ricardo conceived of different
capital structures as influencing the time
flow of labor-created values to market, as
will be seen in the next chapter, Nassau
Senior had a far better understanding of
the nature of capital and its role in the
production process, and a broader cost of
production concept emerged from his
analysis.

The cost of capital is not the only cost
element Ricardo neglected to treat; rent is
another such element. Rent in the
Ricardian sense applies only to land as a
whole because there is no necessary sup-
ply price that must be met in order to call
forth the supply of land in the aggregate.
But once it is recognized that there are
competing uses for land and that land can
be shifted from one alternative use to an-
other, it follows that it will tend to be used
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in the alternative in which it is most pro-
ductive and that it will command a scar-
city payment in that alternative, which is
just as much a cost factor, and hence a
price determinant, as the necessary costs
of labor and capital. This type of payment
is now known, quite appropriately, as the
‘transfer price’ of an agent. From the point
of view of the individual firm hiring such
a factor, transfer prices are part of the pro-
duction cost, even though they are a sur-
plus from the point of view of the entire
industry, or the economy as a whole, in the
sense that their elimination would not af-
fect the supply of that factor. Only if the
services of a factor (say, land) are limited
to a single alternative is the entire reward
considered to be rent from both an indi-
vidual and a social point of view because
its transfer price is then equal to zero.
When such rewards accrue to factors other
than land, they are known as quasi rents.
Such rents are unlikely, however, to exist
in the long run because no factor is com-
pletely non-reproducible or incapable of
alternative uses.

Modern economists have little inclina-
tion for a special theory to explain the rent
of land. They recognize, in the first place,
that land, far from being a free gift of na-
ture, requires the outlay of developmental
and maintenance costs, and that there are
few, if any, resources available for use
without such costs. In this sense, land is
not very different from capital goods or
even reproducible human labor, even
though its supply is less elastic than that
of other factors. Furthermore, it is unreal-
istic to think of land as being used only to
produce a particular agricultural product.
This is the sense in which Ricardo thought
of it. He conceived of land beyond the ex-
tensive margin of agricultural use as be-
ing left idle, whereas a given area of land
is likely to have several alternative uses
to which it can be put. It will command a

scarcity payment in any of these alterna-
tives and will actually be employed in that
alternative in which it is most productive.
The transfer price associated with this
employment is necessarily a cost to the
hiring firm and will therefore be
pricedetermining rather than price-deter-
mined.

While the explanation of value gener-
ally accepted in Ricardo’s day was a cost-
of-production theory, there were others
besides Nassau Senior who argued that
utility must not be neglected. Samuel Bai-
ley, in particular, pointed out that the rela-
tive nature of value implies that utility is
a cause of value and not just a prerequi-
site, as Ricardo maintained.28 It is plain
from his observation that Ricardo’s dictum
that reproducible commodities derive their
value from the quantity of labor required
to make them, rather than scarcity, is un-
tenable. Reproducible goods may be less
scarce relative to the demand for them
than those that exist permanently in fixed
supply, but they are scarce nonetheless.
Thus, demand and utility, as well as cost
of production and supply, determine ex-
change values, whether the commodities
being exchanged are reproducible or not.

Those who criticized Ricardo for ne-
glecting the demand side of the price prob-
lem were, however, unable to show how
demand affects price. Jean-Baptiste Say
(1767–1835), for example, while he em-
phasized that exchange value is depend-
ent on utility, failed to recognize the rela-
tionship between utility and supply. Con-
sequently, he was no more able than Smith
to explain why water, for all its utility, does
not command a price. Nassau Senior, al-
though he too emphasized utility as a
cause of value, also failed to perceive the
significance of the marginal unit. The net
result was that criticisms of Ricardo’s
theory of value on the grounds of its fail-
ure to recognize the role of utility more
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specifically, came to naught until the mar-
ginal revolution of the 1870s. With respect
to its long-term significance, Ricardo’s
demonstration of the construction and use
of rigorous deductive analysis is no doubt
his primary contribution. It was he who
perfected the technique of abstraction, and
this, rather than his substantive conclu-
sions, is the basis for his long-term influ-
ence on economic analysis.
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Glossary of terms and concepts

Abstinence
Postponement of consumption in order to fa-
cilitate the production of Intermediate’ (i.e.
capital goods). In Senior’s view, abstinence is
rewarded by profit.

Economic (Ricardian) rent
A differential surplus appearing on better than
marginal land because of its greater fertility or
better location than ‘no-rent land,’ which only
produces enough to pay for the labor and
capital employed on it. Rent in this sense is
not a cost of production and therefore not
price-determining.

Ricardo effect
The lengthening of the average period of pro-
duction that results when a rise in real wages
favors capital-intensive, as opposed to labor-
intensive, production.

Sequence analysis
Examination of the process of transition from
one equilibrium to another over time.
Ricardo’s consideration of the machinery
question used a simple arithmetical example
to trace out the effects of shifting resources
from the agriculture sector to the production of
capital goods.

Stationary state
The ultimate state, according to classical
theorists, toward which the economy is evolv-
ing. It is characterized by a stable population
(i.e. the birth rate equals the death rate), a
constant stock of capital (i.e. new investment
merely replaces depreciated capital), and a
constant income per capita.

Questions for discussion and further
research

1 How did Ricardo explain the phenomenon of
exchange value? To what extent can this be
interpreted as adhering to a labor theory of
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value? Support your answer with references
to specific readings, where possible.

2 The Ricardian theory of distribution is
inseparably bound up with the land factor
and its margin of cultivation. Discuss
Ricardo’s analysis of the distributive shares
received by each of the social classes and
this probable long-run trend. How does
Ricardo’s position on the Corn Laws fit in
with his analysis of the income shares?
What is the basis for Malthus’s opposite
view of the Corn Laws?

3 On what basis did Ricardo reach his new
position in regard to the machinery ques-
tion?

4 Besides labor and land, Senior recognized a
third factor of production, which he called
abstinence. What is the nature of its reward
and why should it go to the capitalist?

Notes for further reading

From The New Palgrave

Ronald Findlay on comparative advantage,
vol. 1, pp. 514–17; E W.Taussig on stationary
state, vol. 4, p. 484; G.de Vivo on the corn
model, vol. 1, p. 671, and on David Ricardo,
vol. 4, pp. 183–98; Anna J.Schwartz on bank-
ing school, currency school, free banking
school, vol. 1, pp. 182–85; Roy Green on the
real bills doctrine, vol. 4, pp. 101–2; Krishna
Bharadwaj on wages in classical economics,
vol. 4, pp. 843–45; and Ingrid H.Rima on
wage goods, vol. 4, pp. 837–38.

Selected references and suggestions for
further reading

Bowley, Marion. Nassau Senior and Classical
Political Economy (New York: Augustus

Kelley, 1949). Senior’s Outline of the Sci-
ence of Political Economy, 6th edn (New
York: Augustus Kelley, 1951) is available as
a reprint.

Cairnes, J.E. Some Leading Principles of Po-
litical Economy Newly Expounded (London:
1874).

Mill, J.S. Principles of Political Economy. Ed-
ited by W.J.Ashley (New York: A.M.Kelley,
1965 [1848]).

Mill, J.S. Principles of Political Economy. In
Collected Works, edited by J.M.Robson, vols
2 and 3 (Toronto: University of Toronto
Press, 1966 [1848]).

Mill, J.S. Letters of John Stuart Mill. 2 vols.
Edited by H.S.R.Elliot (London: Longmans,
1910).

Mill, J.S. Essays on Economics and Society. In
Collected Works, edited by J.M.Robson, vols
4 and 5 (Toronto: University of Toronto
Press, 1967).

Mill, J.S. The Later Letters of John Stuart
Mill, 1848–1873. In Collected Works, edited
by F.E. Mineka and D.N.Lindley, vols 14–17
(Toronto: University of Toronto Press,
1972).

Mill, J.S. ‘Thornton on labour and its claims,’
Fortnightly Review (May, June 1869), pp.
505–18, 680–700.

Robbins, Lionel. Lectures 18, 19, 20: ‘Value
and distribution: historical origin I, II and
III,’ in A History of Economic Thought, ed-
ited by S. Medema and W.Samuels
(Princeton NJ: Princeton University Press,
1998), pp. 176–200.

Senior, N.W. An Outline of the Science of Politi-
cal Economy (New York: A.M.Kelley, Pub-
lishers, 1938 [1836]).

Senior, N.W. Selected Writings on Economics
(New York: A.M.Kelley, 1966).

Stark, W. (ed.), Jeremy Bentham’s Economic
Writings (London: George Allen & Unwin,
1954), vol. 3, p. 441.

Stigler, G.L. ‘Originality in scientific process.’
Economica, 22 (November, 1955), pp.
296–99.

Thornton, W.T. On Labour: Its Wrongful
Claims and Rightful Dues, Its Actual
Present and Possible Future (London:
1869).



160

Introduction

Every nineteenth century economist,
whether they were in basic agreement
with David Ricardo’s economic analysis or
rejected it in whole or in part, was un-
doubtedly influenced by the tradition he
shaped. His chief disciples were James
Mill, his son John Stuart Mill and John
Ramsey McCulloch. Of the three, John
Stuart Mill (1806–73) made the greatest
contribution to extending, refining, and
continuing the Ricardian tradition. In-
deed, he was reared in an intellectual en-
vironment precisely designed to train him
to carry on the tradition of Bentham and
Ricardo. Bentham’s Utilitarianism is the
chief source of agenda for reforming nine-
teenth century capitalism in England,
while Ricardo’s Principles of Political
Economy and Taxation was the basis for
the further refinement and moderniza-
tion of The Wealth of Nations in the light
of ‘the more extended knowledge and im-
proved ideas of the present age,’ and also
to examine economic principles with re-
spect to ‘their application to social phi-
losophy.’ The latter objective sets the tone
of the book. Mill was less concerned with
theoretical analysis for its own sake than
with the application of the doctrines of
Malthus and Ricardo, in which he had
been steeped since childhood, to the solu-

tion of the problems of the age. Chief
among these, from Mill’s perspective, are
the ‘problems of the laboring poor.’ These
stem from the law of diminishing returns,
which inexorably raises the cost of food
and raw materials and, on the other hand,
the difficulties workers confront in rais-
ing their wages, and also the possibility
that the funds for maintaining workers
(i.e. the wages fund) might become im-
paired if ‘the sinking or fixing of capital in
machinery’ proceeds too rapidly so that
legislators confront the need for measures
to moderate its pace.1

Mill’s utilitarianism

Mill’s Autobiography (1861) tells of his in-
troduction to the study of economics at the
age of 13 under his father’s careful super-
vision of his reading of Ricardo’s Princi-
ples of Political Economy and Taxation.
This was followed by an equally intensive
study of Adam Smith. Mill subsequently
spent a year in France, partly at the home
of Jean-Baptiste Say, and upon his return
to England was assigned the task of pre-
paring marginal notes for his father’s Ele-
ments of Political Economy (1821). He
was only 19 when he began contributing
articles on economics to the Westminster
Review. He had also studied Utilitarian
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philosophy and he became a member of
the circle of philosophic radicals. He was
not yet 20 when he edited the five vol-
umes of Bentham’s Rationale of Evidence.

Not long afterward, however, Mill ex-
perienced a severe mental crisis, which he
described in his Autobiography as a ‘con-
viction of sin,’ the sin being his acceptance
of Utilitarianism. Actually, although he
became sharply critical of certain features
of Bentham’s system he never rejected
Utilitarianism in its entirety. Specifically,
he rejected the view that human behavior
was governed by self-interest, as Bentham
implied. He even ventured to suggest that
Bentham attached little importance to
sympathy and benevolence as influencing
conduct because he himself was devoid of
these characteristics.2 He also maintained
that there are qualitative differences
among pleasures and that the estimation
of pleasure does not depend on quantity
alone. But these criticisms are a qualifica-
tion of Benthamism rather than a rejec-
tion, for Mill was a hedonist who thought
that the morality of behavior is to be
judged in terms of its effects on happiness.

Mill’s attempted revision of Utilitarian-
ism reached out for new ideas to the writ-
ings of the English Romanticists, among
them Samuel Taylor Coleridge and Thomas
Carlyle, and the philosopher Auguste
Comte. He was also greatly interested in
the views of the Utopian socialists. The
ideas he derived from these sources created
an intellectual dilemma for Mill, for he
tried to reconcile them with the earlier and
deeply ingrained influences of Benthamism
and Ricardianism. Consequently, Mill’s
standard approach to almost every subject
was to begin with a preliminary statement
of received doctrine, which he subsequently
qualified and revised until much of the
original principle was swept away.

While these qualifications stemmed
largely from his deep sense of humanitari-

anism and social purpose, they neverthe-
less created conflicts he was unable to re-
solve. He was, for example, a great cham-
pion of individual liberty; the eloquence of
his defense of freedom on the basis of its
own moral worth made his essay On Lib-
erty (1859) a classic in the English lan-
guage. He was also a great social reformer.
However, his political theory provided no
criterion for judging the circumstances in
which a society is justified in placing a limi-
tation on personal freedom. Rather, the
case that he made for social legislation is
derived from his humanitarian ideals.3

While Mill believed that individual and
social interests are generally compatible
with each other within the framework of a
competitive economy, there are numerous
exceptions to the laissez-faire principles
he recommended. These include taxation
of the unearned increment on land, con-
trol of the rate at which technological
changes are introduced, and social control
of natural monopolies. He also emphasized
the necessity of worker education, particu-
larly with respect to the importance of con-
trolling their numbers and he favorably
regarded labor combinations as contribut-
ing to the improvement of the position of
the working class.

Mill’s economics started with Ricardian
principles, but the objective of creating a
complete science of society, which he
learned from the French philosopher
Auguste Comte, led him to the broader
view of political economy as a study of peo-
ple, institutions, and customs, and not just
as the formulation of laws governing pro-
duction, exchange, and distribution. Thus,
the aim of his Principles of Political
Economy was to provide not only an expo-
sition of Ricardian theory but, more im-
portant, to examine the social and politi-
cal milieu within which Ricardian gener-
alizations work themselves out. Since Mill
conceived of these environmental factors
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as exerting their main influence on the
distribution of wealth, his distinction be-
tween pure economics and applied eco-
nomics provided a foundation for a broad
program of reform intended to alter the
institutions that affect this distribution.
This approach enabled Mill to be the last
great exponent of Ricardian classicism,
while also being sympathetic to the uto-
pian socialists’ aspirations for establishing
cooperative communities.

Mill believed the law of diminishing re-
turns to scale is the most important princi-
ple of political economy because of the lim-
ited supply of land. While technical
progress operates to reduce the labor costs
of producing wage goods, which in the main
are agricultural products, the principle of
diminishing returns is the critical element
in establishing the well-being of the work-
ing class, which depends on the wage fund.
While the modern reader would expect the
subject of the distributive shares to follow
that of exchange value, Mill’s examination
treats income shares immediately after
production. Since he regards these shares
as the result of human institutions, he ap-
parently considers their determination as
unrelated to the price-making forces that
operate in commodity markets.4

Mill’s Ricardianism

Mill’s Ricardian classicism leads him to
focus first on the laws of production which
reflect the dictates of nature, before pro-
ceeding to the laws of distribution. The
laws governing the production of wealth
are physical truths, whereas

those of Distribution are partly of human in-
stitution… But though governments of na-
tions have the power of deciding what insti-
tutions shall exist, they cannot arbitrarily
determine how those institutions shall work.
The conditions on which the power they pos-

sess over the distribution of wealth…are as
much a subject for scientific inquiry as any of
the physical laws of nature.5

Mill takes the position that the basic tenet
of the institution of property is the right of
each person to the ‘exclusive disposal of
what he or she may have produced by their
own exertions.’6 Thus, one is entitled to the
product of one’s labor and one’s absti-
nence.7 When the institution of private
property prevails, the division of the pro-
duce among the various claimants is de-
termined primarily by competition, al-
though it may be modified by custom.

As did Ricardo before him, Mill believed
that there is a fund of predetermined size
destined to maintain labor in production
that limits the size of the annual wage
flow. He therefore reasoned that the aver-
age wage depends on the number of par-
ticipants in the market and that there is
nothing that can be done, either by gov-
ernment or by labor unions, to raise the
wages of labor as a whole. The wages of
any particular group may, of course, be
raised, but only at the expense of other
groups. Thus, Mill, like Ricardo, main-
tained that the demand for labor is en-
hanced by the capitalists’ abstinence, for
wages represent the advances that capi-
talists make to workers. From this, it fol-
lows that ‘industry is limited by capital,’
which implies that employment can only
be increased by new capital.

This leads Mill to his second fundamen-
tal proposition that relates to capital,
namely that ‘capital is the result of sav-
ing’ from which he invokes the Smith-Say
principle that ‘saving is spending.’ Accord-
ing to this principle, which has come to be
known as Say’s identity, purchasing power
is not destroyed or lost; income not used
for consumption expenditures will be used
to support investment, either as fixed or
as circulating capital.
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Like Ricardo before him, Mill was also
concerned with the effect that an increase
in the ratio of fixed to circulating capital
will have on employment. Ricardo’s concern
in considering the machinery question was
that the conversion of circulating into fixed
capital might well ‘deteriorate the condition
of the labourer.’ However, unlike Ricardo,
Mill concludes that improvements in pro-
duction are seldom injurious, even tempo-
rarily, to the working class in the aggre-
gate.8 His argument was based on his ex-
tension of Say’s law from commodity mar-
kets to labor markets. Just as the demand
for consumer goods can never be insuffi-
cient to clear the market of the whole sup-
ply because their prices adjust to assure
this outcome, so the demand for labor will
be large enough to assure the employment
of the entire workforce, even after the in-
troduction of new machines.

This follows because cost reductions
from new machinery provide capitalists
with increases in fixed and circulating capi-
tal. Since circulating capital includes the
wage fund, employment can be maintained
at previous levels. Employment, Mill ob-
served, had been maintained in the manu-
facture of cotton textiles and in printing,
which were prime examples of industries
that increased their stocks of fixed capital.
The test, says Mill, of the relative produc-
tive efficiency of large-scale versus small-
scale establishments in the same business
is the ability to sell more cheaply.

However, large-scale production is ac-
companied by larger capitals in fewer
hands. The result may be higher prices, for
‘where competitors are so few, they always
end up by agreeing not to compete’ (Mill,
Principles, p. 218). Mill therefore suggests
that when a firm produces its output under
conditions of natural monopoly, it is best to
treat it as a public utility.

Although Mill appreciates the possibili-
ties and significance of increasing returns

to scale in manufacturing, he is neverthe-
less a true Ricardian in pronouncing the
law of diminishing returns to labor in ag-
riculture as ‘the most significant proposi-
tion in political economy. Were the law dif-
ferent, nearly all the phenomena of the
production and distribution of wealth
would be other than they are.’ This law
operates because a given quantity of land
is cultivated in a ‘given state of agricul-
tural skill and knowledge.’9 While Mill
agreed with Henry Carey, Ricardo’s Ameri-
can critic, that the order of cultivation does
not always proceed from the best lands to
the poorest, but may proceed from the
poorest to the best, he maintained that
diminishing returns will ultimately occur
because land is fixed in quantity. Its im-
pact may be temporarily controlled or off-
set as people gain control over nature.
However, the limited supply of land, along
with the deficiency of capital, presents fun-
damental impediments to continued in-
creases in production without proportion-
ately greater increases in the cost of pro-
duction. Thus, Mill’s statement of the prin-
ciple of diminishing returns emphasizes
that, given the state of the arts in agricul-
ture, returns will eventually diminish re-
gardless of the order in which lands are
cultivated. Economic progress is therefore
dependent on maintaining a rate of tech-
nical improvement in agriculture to offset
the tendency toward diminishing returns.
It is also dependent on the extension of
foreign trade as Ricardo maintained in his
inquiry into the link between land, rents,
and the Corn Law, and the inverse rela-
tionship between the rates of wages and
profits.

The Corn Laws and Ricardo’s contribution
to trade theory

Ricardo’s interest in and contribution to
international trade theory is closely
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related to his analysis of the inverse rela-
tionship between wages and profits, and
the consequent impossibility of increasing
profits except by means of reductions in
wages. Any measure that operates to re-
duce wages, maintained Ricardo, will si-
multaneously operate to increase profits
and contain rents.10 The extension of for-
eign trade is precisely such a measure.
Ricardo is therefore critical of the Corn
Laws and advocates that protection be re-

duced, especially on agricultural com-
modities, which are the ‘wage goods’ con-
sumed by the working class. This issue is
precisely the central point of his debate
with Malthus and his explanation of the
gains from trade and their relationship to
the long-run trend of wages and profits. It
is this relationship which leads Ricardo
(and, later, John Stuart Mill) to focus on
the gains that are inherent in free trade
in raw produce, specifically in food.

Issues and Answers from the Masterworks 8.1
Issue
How can free trade in agricultural products raise the rate of profit and raise the real
wages of labor? How will a country deploy its labor and capital under a system of
perfectly free commerce?

Ricardo’s answer
From Chapter 7, On Foreign Trade.

On foreign trade
No extension of foreign trade will immediately increase the amount of value in a country, al-
though it will very powerfully contribute to increasing the mass of commodities, and therefore
the sum of enjoyments. As the value of all foreign goods is measured by the quantity of the
produce of our land and labour, which is given in exchange for them, we should have no greater
value, if by the discovery of new markets, we obtained double the quantity of foreign goods in
exchange for a given quantity of ours. If by the purchase of English goods to the amount of
1000£., a merchant can obtain a quantity of foreign goods, which he can sell in the English
market for 1200C., he will obtain 20 per cent, profit by such an employment of his capital; but
neither his gains, nor the value of the commodities imported, will be increased or diminished by
the greater or smaller quantity of foreign goods obtained. Whether, for example, he imports
twenty-five or fifty pipes of wine, his interest can be no way affected, if at one time the twenty-
five pipes, and another fifty pipes equally sell for 1200£. In either case his profit will be limited to
200£., or 20 per cent, on his capital; and in either case the same value will be imported into
England. If the fifty pipes sold for more than 1200£., the profits of this individual merchant would
exceed the general rate of profits, and capital would naturally double the value of wine. But if I,
and others, contented ourselves with the same quantity of wine as before, fewer English com-
modities would be exported, and the wine-drinkers might either consume the commodities
which were before exported, or any others for which they had an inclination. The capital re-
quired for their production would be supplied by the capital liberated from the foreign trade.

There are two ways in which capital may be accumulated: it may be saved either in conse-
quence of increased revenue, or of diminished consumption. If my profits are raised from 1000£
to 1200£ while my expenditure continues the same, I accumulate annually 200£ more than I did
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before. If I save 200£ out of my expenditure, while my profits continue the same, the same effect
will be produced; 2001 £ per annum will be added to my capital. The merchant who imported
wine after profits had been raised from 20 per cent to 40 per cent, instead of purchasing his
English goods for 1000£ must purchase them for 857£. 2s. 10d., still selling the wine which he
imports in return for those goods for 1200£, or, if he continued to purchase his English goods for
1000£. must raise the price of his wine to 1400£.; he would thus obtain 40 instead of 20 per
cent, profit on his capital; but if, in consequence of the cheapness of all the commodities on
which his revenue was expended, he and all other consumers could save the value of 200£. out
of every 1000£ they before expended, they would more effectually add to the real wealth of the
country; in one case, the savings would be made in consequence of an increase of revenue, in
the other, in consequence of diminished expenditure.

If, by the introduction of machinery, the generality of the commodities on which revenue was
expended fell 20 per cent, in value, I should be enabled to save as effectually as if my revenue
had been raised 20 per cent.; but in one case the rate of profits is stationary, in the other it is
raised 20 per cent.—If, by the introduction of cheap foreign goods, I can save 20 per cent, from
my expenditure, the effect will be precisely the same as if machinery had lowered the expense
of their production, but profits would not be raised.

It is not, therefore, in consequence of the extension of the market that the rate of profit is
raised, although such extension may be equally efficacious in increasing the mass of commodi-
ties, and may thereby enable us to augment the funds destined for the maintenance of labour,
and the materials on which labour may be employed. It is quite as important to the happiness of
mankind, that our enjoyments should be increased by the better distribution of labour, by each
country producing those commodities for which, by its situation, its climate, and its other natural
or artificial advantages, it is adapted, and by their exchanging them for the commodities of other
countries, as that they should be augmented by a rise in the rate of profits.

It has been my endeavour to shew throughout this work, that the rate of profits can never be
increased but by a fall in wages, and that there can be no permanent fall of wages but in
consequence of a fall of necessaries on which wages are expended. If, therefore, by the exten-
sion of foreign trade, or by improvements in machinery, the food and necessaries of the la-
bourer can be brought to market at a reduced price, profits will rise. If, instead of growing our
own corn, or manufacturing the clothing and other necessaries of the labourer, we discover a
new market from which we can supply ourselves with these commodities at a cheaper price,
wages will fall and profits will rise; but if the commodities obtained at a cheaper rate, by the
extension of foreign commerce, or by the improvement of machinery, be exclusively the com-
modities consumed by the rich, no alteration will take place in the rate of profits. The rate of
wages would not be affected, although wine, velvets, silks, and other expensive commodities
should fall 50 per cent, and consequently profits would continue unaltered.

Foreign trade, then, though highly beneficial to a country, as it increases the amount and
variety of the objects on which revenue may be expended, and affords, by the abundance and
cheapness of commodities, incentives to saving, and to the accumulation of capital, has no
tendency to raise the profits of stock, unless the commodities imported be of that description on
which the wages of labour are expended…

The same rule which regulates the relative value of commodities in one country, does not
regulate the relative value of the commodities exchanged between two or more countries.

Under a system of perfectly free commerce, each country naturally devotes its capital and
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labour to such employments as are most beneficial to each… It is this principle which deter-
mines that wine shall be made in France and Portugal, that corn shall be grown in America
and Poland, and that hardware and other goods shall be manufactured in England…

If Portugal had no commercial connexion with other countries, instead of employing a great
part of her capital and industry in the production of wines, with which she purchases for her own
use the cloth and hardware of other countries, she would be obliged to devote a part of that
capital to the manufacture of those commodities, which she would thus obtain as probably
inferior in quality as well as quantity.

The quantity of wine which she shall give in exchange for the cloth of England, is not deter-
mined by the respective quantities of labour devoted to the production of each, as it would be, if
both commodities were manufactured in England, or both in Portugal.

England may be so circumstanced, that to produce the cloth may require the labour of 100
men for one year; and if she attempted to make the wine, it might require the labour of 120 men
for the same time. England would therefore find it in her interest to import wine, and to purchase
it by the exportation of cloth.

To produce the wine in Portugal, might require only the labour of 80 men for one year, and to
produce the cloth in the same country, might require the labour of 90 men for the same time. It
would therefore be advantageous for her to export wine in exchange for cloth. This exchange
might even take place, notwithstanding that the commodity imported by Portugal could be pro-
duced there with less labour than in England. Though she could make the cloth with the labour
of 90 men, she would import it from a country where it required the labour of 100 men to produce
it, because it would be advantageous to her rather to employ her capital in the production of
wine, for which she would obtain more cloth from England, than she could produce by diverting
a portion of her capital from the cultivation of vines to the manufacture of cloth…

It would undoubtedly be advantageous to the capitalists of England, and to the consumers in
both countries, that under such circumstances, the wine and the cloth should both be made in
Portugal, and therefore that the capital and labour of England employed in making cloth, should
be removed to Portugal for that purpose… Experience, however, shews, that the fancied or real
insecurity of capital, when not under the immediate control of its owner, together with the natural
disinclination which every man has to quit the country of his birth and connexions, and intrust
himself with all his habits fixed, to a strange government and new laws, [will] check the emigra-
tion of capital… Gold and silver having been chosen for the general medium of circulation, they
are, by the competition of commerce, distributed in such proportions amongst the different
countries of the world, as to accommodate themselves to the natural traffic which would take
place if no such metals existed, and the trade between countries were purely a trade of barter.

Thus, cloth cannot be imported into Portugal, unless it sell there for more gold than it cost in
the country from which it was imported; and wine cannot be imported to England, unless it will
sell for more there than it cost in Portugal. If the trade were purely a trade of barter, it could only
continue whilst England could make cloth so cheap as to obtain a greater quantity of wine with
a given quantity of labour, by manufacturing cloth than by growing vines; and also whilst the
industry of Portugal were attended by the reverse effects…

England exported cloth in exchange for wine, because, by so doing, her industry was ren-
dered more productive to her; she had more cloth and wine than if she had manufactured both
for herself; and Portugal imported cloth and exported wine, because the industry of Portugal
could be more beneficially employed for both countries in producing wine. Let there be more
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Summing up: Ricardo’s key points

Ricardo’s inquiry into foreign trade pro-
ceeded in the context of his argument that
the rate of profit depends on the labor cost
of producing the food supply of the working
population. His now classic illustration hy-
pothesizes a situation in which a work
force of 120 laborers in England can pro-
duce a quantity of wine that can be pro-

duced in Portugal by the labor of 80, while
the same quantity of cloth can be produced
in England with the labor of 100 workers,
and in Portugal, with the labor of 90. That
is, the wine-to-cloth ratio in England is 6:5
whereas it is 8:9 in and cloth at a lower
labor cost than does Portugal. Portugal
thus produces both wine England, but she
produces wine at a comparatively cheaper
cost than cloth. England has a comparative

difficulty in England in producing cloth, or in Portugal in producing wine, or let there be more
facility in England in producing wine, or in Portugal in producing cloth, and the trade must
immediately cease.

Thus then it appears, that the improvement of a manufacture in any country tends to alter the
distribution of the precious metals amongst the nations of the world: it tends to increase the
quantity of commodities, at the same time that it raises general prices in the country where the
improvement takes place.

To simplify the question, I have been supposing the trade between two countries to be con-
fined to two commodities—to wine and cloth; but it is well known that many and various articles
enter into the list of exports and imports. By the abstraction of money from one country, and the
accumulation of it in another, all commodities are affected in price, and consequently encour-
agement is given to the exportation of many more commodities besides money, which will there-
fore prevent so great an effect from taking place on the value of money in the two countries as
might otherwise be expected…

In the former part of this work, we have assumed, for the purpose of argument, that money
always continued at the same value; we are now endeavouring to shew that besides the ordi-
nary variations in the value of money, and those which are common to the whole commercial
world, there are also partial variations to which money is subject in particular countries; and in
fact, that the value of money is never the same in any two countries, depending as it does on
relative taxation, on manufacturing skill, on the advantages of climate, natural productions, and
many other causes… Wages may therefore be precisely the same in two countries; they may
bear too the same proportion to rent, and to the whole produce obtained for the land, although
in one of those countries the labourer should receive ten shillings per week, and in the other
twelve.

In the early stages of society, when manufactures have made little progress, and the pro-
duce of all countries is nearly similar, consisting of the bulky and most useful commodities, the
value of money in different countries will be chiefly regulated by their distance from the mines
which supply the precious metals; but as the arts and improvements of society advance, and
different nations excel in particular manufactures, although distance will still enter into the calcu-
lation, the value of the precious metals will be chiefly regulated by the superiority of those
manufactures.

Source: The Works of David Ricardo, edited by J.R.McCulloch
(London: John Murray, 1886), Chapter 7, pp. 72–86.



○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○

Chapter 8 Ricardo, Senior and John Stuart Mill

168

disadvantage in both, but cost than wine.
Thus Ricardo concludes, produces cloth at a
comparatively lower labor under free-trade
conditions, England will specialize in pro-
ducing cloth and will import wine from Por-
tugal in exchange for cloth. By the same
principle, Portugal imports cloth because it
requires relatively less labor to produce
wine in Portugal than to produce cloth.

The crucial element in this conclusion
is that there is a mechanism which makes
international trade attractive to profit
seeking capitalists. This mechanism de-
rives from the relationship between inter-
national gold flows and domestic prices. In
Ricardo’s famous example, given Portu-
gal’s absolute advantage in terms of labor
cost, she would initially export both wine
and cloth to England which would be paid
for in gold. This gold outflow raises money
prices in Portugal, while lowering money
prices in England, which makes British
cloth and wine progressively cheaper. As
long as a trade imbalance persists, the
outflow of gold from England would make
British cloth and wine progressively
cheaper until, at some point, England be-
comes able to undersell Portugal in some
products. Since England is assumed to
have a lesser disadvantage in producing
cloth than wine, it is cloth production to
which capitalists will direct resources,
while Portuguese capitalists will find it
profitable to specialize in wine.

Because the critical part of Ricardo’s
argument was to demonstrate the basis for
free trade as part of his polemic against
the Corn Laws, the precise terms of trade
between wine and cloth were not critical
either to Ricardo’s example or his argu-
ment. Thus, he did not find it necessary to
explain how the ratio at which wine and
cloth would be exchanged for each other
are determined, but assumed that they
would exchange for one another at a ratio
of one unit of cloth to one unit of wine. This

is close to being midway between their
comparative cost ratios, and the gains of
trade are almost equally divided at this
ratio.11 This gain reflects the saving of
labor made possible by importation. Eng-
land is saving the equivalent of 20 labor-
hours by importing wine, because it would
have cost 120 labor-hours if she chose to
acquire wine by producing it at home.
Similarly, if one unit of wine is exchanged
for one unit of cloth, Portugal will save 10
labor-hours by importing cloth instead of
relying on domestic production. Both coun-
tries will therefore gain from specializa-
tion and exchange. England can obtain
more wine per labor-hour by importing it
than by producing it; conversely, Portugal
can obtain more cloth per labor-hour by
importing it than by producing it herself.
Trade is therefore advantageous to both
countries.

Mill’s alternative statement of comparative
advantage

Ricardo’s illustration of the prospective
gains from trade supposed that the given
hypothetical outputs of wine and cloth in
Portugal and England can be produced at
labor costs that differ as represented in
Table 8.1. If trade commences between
them, the terms of trade will lie between
6:5 and 8:9, which is an approximate ratio
of 1:1, and implies that the gains from
trade will be equally divided. His contem-
poraries, James Mill and J.R.McCulloch,
specifically stated that the benefits from
trade would be equally divided.

It was subsequently pointed out that
the terms of trade are determined by re-
ciprocal demand of the two countries for
one another’s products. Robert Torrens has
been credited as the earliest exponent of
this idea, but it was John Stuart Mill’s ex-
tension of Ricardo’s statement of the prin-
ciple of comparative advantage which
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stated the concept in a way which gained
it general acceptance among economists.12

Mill assumed the ‘equivalent inputs’ of
comparative labor are able to produce two
commodities, say cloth and linen, in Ger-
many and England. As shown in Table 8.1,
both countries produce ten yards of broad-
cloth per unit of labor and are thus equally
efficient in that product. But their compara-
tive efficiencies in the production of linen
are different. With an equivalent input of
labor, Germany is assumed to produce 20
yards of linen, whereas England produces
only 15 yards. Germany thus has a com-
parative advantage in the production of
linen. Ricardo’s example hypothesized a
given quantity of wine and cloth produced
in Portugal and England, and expressed
their respective costs of production in terms
of the labor inputs required in each coun-
try. Mill, however, assumes given labor in-

puts and expressed comparative advantage
in terms of each country’s output.

Without trade, both countries produce
linen and broadcloth. In England, the do-
mestic ratio of exchange without trade is
10 yards of broadcloth for 15 of linen; in
Germany, it will be 10 yards of broadcloth
for 20 of linen.

From these domestic exchange ratios, it
follows that trade will be profitable to Eng-
land if more than 15 yards of linen can be
exchanged for 10 of broadcloth, while Ger-
many will gain if 10 yards of broadcloth
can be traded for fewer than 20 yards of
linen. Comparative output with equiva-
lent labor inputs limits the international
ratios of exchange that are possible; within
these limits any ratio might come about.
The question Mill undertook to answer is
posed in Issues and Answers from the
Masterworks 8.2.

Table 8.1 Comparative advantage in international trade

Issues and Answers from the Masterworks 8.2
Issue
How are the values of internationally traded commodities established and how are the
gains from trade shared between trading partners?

Mill’s answer
From Principles of Political Economy, with Some of Their Applications to Social Philosophy,
Book 3, Chapter 18.
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Of international values

1. The values of imported commodities depend on the terms of international interchange

The values of commodities produced at the same place, or in places sufficiently adjacent for
capital to move freely between them—let us say, for simplicity, of commodities produced in the
same country—depend (temporary fluctuations apart) upon their cost of production. But the
value of commodity brought from a distant place, especially from a foreign country, does not
depend on its cost of production in the place from whence it comes. On what, then, does it
depend? The value of a thing in any place, depends on the cost of its acquisition in that place;
which in the case of an imported article, means the cost of production of the thing which is
exported to pay for it.

Since all trade is in reality barter, money being a mere instrument for exchanging things against
one another, we will, for simplicity, begin by supposing the international trade to be in form, what it
always is in reality, an actual trucking of one commodity against another. As far as we have hith-
erto proceeded, we have found all the laws of interchange to be essentially the same, whether
money is used or not; money never governing, but always obeying, those general laws.

If, then, England imports wine from Spain, giving for every pipe of wine a bale of cloth, the
exchange value of a pipe of wine in England will not depend upon what the production of the
wine may have cost in Spain, but upon what the production of the cloth has cost in England.
Though the wine may have cost in Spain the equivalent of only ten days’ labour, yet, if the cloth
costs in England twenty days’ labour, the wine, when brought to England, will exchange for the
produce of twenty days’ English labour, plus the cost of carriage; including the usual profit on
the importer’s capital, during the time it is locked up, and withheld from other employment.

The value, then, in any country, of a foreign commodity, depends on the quantity of home
produce which must be given to the foreign country in exchange for it. In other words, the values
of foreign commodities depend on the terms of international exchange. What, then, do these
depend upon? What is it, which, in the case supposed, causes a pipe of wine from Spain to be
exchanged with England for exactly that quantity of cloth? We have seen that it is not their cost
of production…

2. The terms of international interchange depend on the Equation of International Demand

When the trade is established between the two countries, the two commodities will exchange for
each other at the same rate of interchange in both countries. Supposing, therefore, for the sake
of argument, that the carriage of the commodities from one country to the other could be ef-
fected without labour and without cost, no sooner would the trade be opened than the value of
the two commodities, estimated in each other, would come to a level in both countries.

Suppose that 10 yards of broadcloth cost in England as much labour as 15 yards of linen,
and in Germany as much as 20. In common with most of my predecessors, I find it advisable, in
these intricate investigations, to give distinctness and fixity to the conception by numerical ex-
amples. These examples must sometimes, as in the present case, be purely suppositions. I
should have preferred real ones; but all that is essential is, that the numbers should be such as
admit of being easily followed through the subsequent combinations into which they enter.

This supposition then being made, it would be the interest of England to import linen from
Germany, and of Germany to import cloth from England. When each country produced both
commodities for itself, 10 yards of cloth exchanged for 15 yards of linen in England, and for 20
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in Germany. They will now exchange for the same number of yards of linen in both. For what
number? If for 15 yards, England will be just as she was, and Germany will gain all. If for 20
yards, Germany will be as before, and England will derive the whole of the benefit. If for any
number intermediate between 15 and 20, the advantage will be shared between the two coun-
tries. If, for example, 10 yards of cloth exchange for 18 of linen, England will gain an advantage
of 3 yards on every 15, Germany will save 2 out of every 20. The problem is, what are the
causes that determine the proportion in which the cloth of England and the linen of Germany will
exchange for each other?

As exchange value, in this case as in every other, is proverbially fluctuating, it does not
matter what we suppose it to be when we begin: we shall soon see whether there be any fixed
point about which it oscillates, which it has a tendency always to approach to, and to remain at.
Let us suppose, then, that by the effect of what Adam Smith calls the ‘higgling’ of the market, 10
yards of cloth in both countries, exchange for 17 yards of linen.

The demand for a commodity, that is, the quantity of it which can find a purchaser, varies as
we have before remarked, according to the price. In Germany the price of 10 yards of cloth is
now 17 yards of linen, or whatever quantity of money is equivalent in Germany to 17 yards of
linen. Now, that being the price, there is some particular number of yards of cloth, which will be
in demand, or will find purchasers, at that price. There is some given quantity of cloth, more than
which could not be disposed of at that price; less than which, at that price, would not fully satisfy
the demand. Let us suppose this quantity to be 1000 times 10 yards.

Let us now turn our attention to England. There, the price of 17 yards of linen is 10 yards of
cloth, or whatever quantity of money is equivalent in England to 10 yards of cloth. There is some
particular number of yards of linen which, at that price, will exactly satisfy the demand, and no
more. Let us suppose that this number is 1000 times 17 yards.

As 17 yards of linen are to 10 yards of cloth, so are 1000 times 17 yards to 1000 times 10
yards. At the existing exchange value, the linen which England requires will exactly pay for the
quantity of cloth which, on the same terms of interchange, Germany requires. The demand on
each side is precisely sufficient to carry off the supply on the other. The conditions required by
the principle of demand and supply are fulfilled, and the two commodities will continue to be
interchanged, as we supposed them to be, in the ratio of 17 yards of linen for 10 yards of cloth.

But our suppositions might have been different. Suppose that, at the assumed rate of inter-
change, England has been disposed to consume no greater quantity of linen than 800 times 17
yards: it is evident that, at the rate supposed, this would not have sufficed to pay for the 1000
times 10 yards of cloth which we have supposed Germany to require at the assumed value.
Germany would be able to procure no more than 800 times 10 yards at that price. To procure the
remaining 200, which she would have no means of doing but by bidding higher for them, she
would offer more than 17 yards of linen in exchange for 10 yards of cloth: let us suppose her to
offer 18. At this price, perhaps, England would be inclined to purchase a greater quantity of
linen. She would consume, possibly, at that price, 900 times 18 yards. On the other hand, cloth
having risen in price, the demand of Germany for it would probably have diminished. If, instead
of 1000 times 10 yards, she is now contented with 900 times 10 yards, these will exactly pay for
the 900 times 18 yards of linen which England is willing to take at the altered price: the demand
on each side will again exactly suffice to take off the corresponding supply; and 10 yards for 18
will be the rate at which, in both countries, cloth will exchange for linen.

The converse of all this would have happened, if, instead of 800 times 17 yards, we had
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Summing up: Mill’s key point on reciprocal
demand

Mill’s examination of the principle of com-
parative advantage proceeded in terms of
the comparative effectiveness of labor
rather than comparative labor cost.
Ricardo, it will be recalled, took the output
of each commodity in two countries as
given and assumed their respective labor
costs to be different. Mill, however, as-
sumed a given input of labor in each of the
two countries, so the comparative effi-
ciency of labor in production becomes re-
flected in differing outputs. The product in
which a country has the greatest compara-
tive advantage, or the least comparative
disadvantage, can then be determined in
terms of the comparative efficiency of labor
in producing the outputs in question. The
real cost of a commodity, then, is the sacri-
fice its production imposes in terms of the
alternative output forgone. In modern ter-
minology, this real cost is termed opportu-
nity cost. The rate at which the product of

one country will be exchanged for that of a
second country depends on the state of re-
ciprocal demand, and it is the latter princi-
ple that Mill maintained explains how
gains from trade will be divided. He con-
cluded that, within the limits set by com-
parative cost conditions (i.e. 10 yards of
cloth cannot exchange for more than 20
yards of linen or for less than 15), the actual
ratio at which goods are traded internation-
ally depends on the strength and elasticity
of each country’s demand for the other
country’s product. In Mill’s own words:

It may be considered, therefore, as estab-
lished, that when two countries trade to-
gether in two commodities, the exchange
value of these commodities relatively to each
other will adjust itself to the inclinations and
circumstances of the consumers on both
sides, in such manner that the quantities re-
quired by each country, of the articles which
it imports from its neighbor, shall be exactly
sufficient to pay for one another.13

supposed that England, at the rate of 10 for 17, would have taken 1200 times 17 yards of linen.
In this case, it is England whose demand is not fully supplied; it is England who, by bidding for
more linen, will alter the rate of interchange to her own disadvantage; and 10 yards of cloth will
fall, in both countries, below the value of 17 yards of linen. By this fall of cloth, or what is the
same thing, this rise of linen, the demand of Germany for cloth will increase, and the demand of
England for linen will diminish, till the rate of interchange has so adjusted itself that the cloth and
the linen will exactly pay for one another; and when once this point is attained, values will remain
without further alteration.

It may be considered, therefore, as established, that when two countries trade together in
two commodities, the exchange value of these commodities relatively to each other will adjust
itself to the inclinations and circumstances of the consumers on both sides, in such manner that
the quantities required by each country, of the articles which it imports from its neighbour, shall
be exactly sufficient to pay for one another… The ratios, therefore, in which the advantage of
the trade may be divided between the two nations, are various. The circumstances on which the
proportionate share of each country more remotely depends, admit only of a very general indi-
cation.

Source: Reprinted from the revised edition of John Stuart Mill, Principles of Political
Economy, with Some of Their Applications to Social Philosophy, Book 3, Chapter 18 (New

York: The Colonial Press, 1900), pp. 100–11.
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It does not follow, however, that the gains
from trade will necessarily be equally di-
vided, although both gain from trade. If,
for example, country X has a relatively
greater demand for commodity A than
country Y has for commodity B, the actual
rate of barter exchange would favor coun-
try Y. That is, Y would be acquiring com-
modity B by exchanging it for A at a rela-
tively greater saving in terms of labor than
that which is enjoyed by country X in im-
porting A from country Y. This idea is ex-
panded by recognizing that the benefit of
cost-reducing improvements in the pro-
duction of a good that is exported may be
enjoyed entirely by the importing country
if its demand for the product increases pro-
portionately with the reduction in price.
Mill thus demonstrates his appreciation of
what is today called the price elasticity of
demand. Mill also recognized that the ben-
efits from trade are reduced by increases
in transportation costs and that transpor-
tation costs may make it uneconomical to
trade certain goods regardless of their pro-
duction costs.

Classical monetary theory

Mercantilist origins

David Hume, who wrote during the latter
part of the mercantilist period, although
he was not a mercantilist himself, con-
ceived nominal or money prices as reflect-
ing levels of economic activity that are de-
termined by non-monetary (or ‘real’) fac-
tors. He hypothesized that the quantity of
money (which in his day consisted chiefly
of gold and silver) had no permanent ef-
fect on the level of economic activity. What
it affects is the price level, i.e. money
prices are proportional to a country’s
quantity of money. The physical quantity
of money (e.g. gold) in a country is unim-
portant, for any physical quantity can ‘do

the work of money,’ which is to serve as a
medium for exchanging goods for one an-
other. The exchange values of these goods
are determined by their costs of produc-
tion and, depending on the (nominal)
price level, may be high or low. A country
with a relatively small stock of gold will
have relatively low prices and, in an open
economy, will tend to have a balance of
trade surplus. Since the money equiva-
lent of trade surpluses must be paid in
gold by those countries which, because of
their high prices develop import sur-
pluses, the world’s stock of gold becomes
redistributed among trading partners so
that their respective price levels reflect
their relative real costs of production. In
the long run, the quantity of the money
commodity in a country adjusts so that
commodity prices in individual countries
are at levels which require no further gold
movements, i.e. the balance of payments
is in equilibrium.

The validity of Hume’s argument de-
pends on the stage of development of the
banking system. Like the rest of the
economy, the English monetary system
underwent a substantial change between
the periods of mercantilism and classi-
cism. In Smith’s day, money consisted
largely of coin and paper notes, redeem-
able in gold, issued by the Bank of Eng-
land and relatively few rural banks. Smith
was concerned to establish the rule that
banks be required to hold sufficient gold
against the bank notes they issued to pre-
vent a depreciation in their value. Accord-
ing to the ‘real bills’ doctrine, banknotes
were to be issued only in conjunction with
loans to creditors who would repay their
debts when their products were sold,
thereby taking the bills out of circulation.
In the meantime, anyone receiving a pa-
per note during the course of trade had the
legal right to exchange it for gold. In prin-
ciple, therefore, banks would be restrained
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in their note issue by the obligation to re-
deem them in gold. Thus Smith and Hume
maintained that the quantity of money—
whether convertible paper or bullion—has
a determining influence on interest rates
which they interpret as being determined
by the level of profits. The latter, in turn,
reflect the level of wages and the costs of
worker subsistence, chiefly food. Hume
and Smith thus focused chiefly on the ‘long
run’ in which commodity prices came to
reflect their ‘real’ (i.e. labor) costs of pro-
duction, and it is unnecessary for gold
stocks to be redistributed further.

The rather different situation that can
arise in the intermediate period during
which a country’s nominal quantity of
money may be inappropriate because
banks have improperly controlled their
volume of their note issues is one that did
not arise until the Napoleonic Wars, when
the Bank of England suspended the con-
vertibility of its banknotes into gold. The
market price of gold had by then risen to a
substantial premium over its official (i.e.
mint) price. The experience prompted a
famous debate about the reasons for the
premium on gold, and to articulate a policy
appropriate for dealing with it. David
Ricardo became an important contributor
to the issues of the so-called Bullion Con-
troversy.

Ricardo and the bullion controversy

For Ricardo, the rise in the market price
of gold bullion and its relation to the de-
preciation of the sterling rate of exchange
and the associated rise in commodity
prices required careful inquiry. His analy-
sis, intended chiefly for his own clarifica-
tion, was shown to the editor of the Morn-
ing Chronicle, who urged its publication
in letter form. His letter eventually led to
an essay entitled The High Price of Bul-
lion: A Proof of the Depreciation of Bank

Notes.’14 Ricardo thus became an active
participant in the famous bullion contro-
versy, one of the major issues of the day
about which the Bullion Committee is-
sued a report in 1810. Ricardo argued
that the cause of both high prices in Eng-
land and the fall of the rate of exchange of
the English pound internationally was
the overissue of paper notes. Thus, the is-
sue of ‘redundancy’ was central to the bul-
lion controversy.

The events leading up to this contro-
versy may be reviewed briefly.15 The Bank
of England had issued paper currency
(notes) in excess of the gold available to
redeem the supply. With the outbreak of
the war with France in 1793, and the de-
mands for advances by the government,
the Bank of England found it necessary to
suspend specie payments of its notes early
in 1797. Suspension initially induced an
inward flow of bullion, which eased the
strain on the bank and produced a general
resurgence of confidence. Subsequently,
however, toward the end of 1799, and more
particularly from 1809 to the end of the
war, the sterling exchange rate fell, and
gold rose to a substantial premium over
paper. This would not have occurred over
such a prolonged period of time on a fully
convertible international gold or bimetal-
lic standard, because the convertibility of
paper into either gold or silver would have
prevented more than temporary diver-
gence from par.

The situation in England, however, was
that the sterling exchange rate was at a
marked and prolonged discount, while bul-
lion commanded a premium over paper. At
the same time, English prices rose sub-
stantially relative to those prevailing
abroad. The bullionists, with whom
Ricardo aligned himself, took the position
that currency was depreciated.

Ricardo’s essay set forth the view that
the premium of bullion over paper currency,
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the relative rise in English prices over those
abroad, and the fall of the sterling exchange
below par, are prima facie evidence of de-
preciation. He attributed this depreciation
to the fact that the quantity of currency was
greater than it would have been possible to
maintain if there had been adherence to the
principle of currency convertibility into gold
or silver.16

The Report of the Bullion Committee
proposed reducing the excess supply of
currency within two years by restoring the
convertibility of bank notes into gold or
silver. Ricardo found himself in complete
accord with this proposal. He urged that
the Bank of England gradually diminish
the volume of notes in circulation until the
price of gold and silver returned to their
mint par. He maintained that, without
such a measure, foreign exchange rates
would remain unfavorable to England,
domestic prices would continue to be high,
and gold would continue to be exported.
His argument in The High Price of Bul-
lion argued as follows:

If the Bank directors had kept the amount
of their notes within reasonable bounds; if
they had acted up to the principle which
they have avowed to have been that which
regulated their issues when they were
obliged to pay their notes in specie, namely,
to limit their notes to that amount which
should prevent the excess of the market
above the Mint price of gold, we should not
have been now exposed to all the evils of a
depreciated, and perpetually varying cur-
rency.17

He concluded that if the price of bullion
rises above its mint price by more than the
cost of shipping it abroad, this is conclu-
sive proof of overissue, or redundancy. Re-
dundancy is the ‘invariable cause’ of dis-
equilibrium in the balance of trade,
whether it is produced by ‘a diminution of

goods or by an actual increased quantity
of money (or, which is the same thing, by
an increased economy in the use of it) in
one country; or by an increased quantity
of goods or by a diminished amount of
money in another.’18 In other words, redun-
dancy can be caused either by forces oper-
ating on the supply of goods or by the sup-
ply of money.

Ricardo made another important contri-
bution to the literature of money and
banking in his Proposals for an Economi-
cal and Secure Currency with Observa-
tions on the Profits of Stock (1816). The
latter essay concerned itself with the value
of money. Ricardo took the position that it
is unnecessary for a currency to have in-
trinsic worth. Rather, what is essential is
that the supply of a paper currency be suf-
ficiently limited to maintain its value on a
par with the value of gold. He offered a
plan for accomplishing this without the
expense of making paper convertible into
coin to save the expense associated with
metallic currency. This plan, which was
subsequently adopted by the Bank of Eng-
land, proposed that bank notes be made
convertible into bars of gold bullion of a
standard weight and purity instead of
making them convertible into gold coin.
Although the plan was effective in check-
ing the overissue of notes, it was later de-
cided to continue a mixed currency, even
though it was more expensive to maintain
than one that consisted exclusively of pa-
per, because the pound notes that replaced
sovereigns became subject to forgery.19

Concluding thoughts: theory versus policy
in economics

Unlike Ricardo, J.S.Mill and Bentham,
William Nassau Senior had extensive op-
portunity to address policy questions in
economics. But he was concerned with
keeping these inquiries strictly separated
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from those of a theoretical nature. He be-
lieved that as long as the science of politi-
cal economy is associated with controver-
sial issues of public policy, it cannot de-
velop the body of universal truths which
are the hallmarks of science. He was a
member of the commission for adminis-
tering the Poor Laws, and wrote numer-
ous pamphlets relating to the Poor Laws
and Factory Acts but, unlike Ricardo and
J.S.Mill, his discussions of social prob-
lems were always undertaken as a moral-
ist or statesman and not as an economist.
His efforts to present economics as a body
of generalizations deduced from a small
number of postulates give him the distinc-
tion of being, methodologically speaking,
the first of the pure theorists in England.

Senior’s contribution to the methodology of
economics

The four postulates

While the technique of establishing eco-
nomic laws by the process of deduction
was already well established when Senior
published his Outline of the Science of Po-
litical Economy (1836), he was the first to
explicitly state the postulates or axioms
on which economic theory is con-
structed.20 His list is extremely limited in
that it includes only four postulates from
which economic reasoning is properly to
proceed. It is preceded by a definition of
wealth as all goods and services that pos-
sess utility and are scarce.

Senior’s first postulate is as follows:
‘That every person is desirous to obtain,
with as little sacrifice as possible, as much
as is possible of the articles of wealth.’ This
proposition was, of course, an integral part
of economics long before Senior’s explicit
formulation. The only difference derives
from his definition of wealth as including
services as well as material goods. While

this conception of wealth obscures the dif-
ference between the stock of tangible
goods and the flow of money income, it has
the advantage of facilitating inquiry into
the pricing of services as well as goods. It
also facilitates more specific attention to
the role of demand in the pricing process
than was given by Ricardo. Senior was
extremely critical of Ricardo’s failure to
deal more specifically with utility and de-
mand in the pricing process and consid-
ered his first postulate a basis for con-
structing a theory of value that would take
cognizance of utility.

Senior’s three remaining postulates are
significant for the theory of production and
distribution as well as value. His second
postulate states ‘That the Population of
the World, or, in other words the number
of persons inhabiting it, is limited only by
moral or physical evil, or by a fear of a de-
ficiency of those articles of wealth which
the habits of the individuals of each class
of its inhabitants lead them to require’ Al-
though this proposition is reminiscent of
Malthus, Senior did not accept the popu-
lar doctrine that population tended to ex-
pand more rapidly than the food produc-
ing potential of land. He maintained, in-
stead, that with the advance of civiliza-
tion, there is a natural tendency for sub-
sistence to increase in a greater ratio than
population.

The difference between Senior’s and
Malthus’s positions on the relationship
between the growth of population and the
food supply derives from the third postu-
late, which is stated as follows: ‘That the
powers of labour, and of the other instru-
ments of production which produce
wealth, may be indefinitely increased by
using their products as the means of fur-
ther production’ This is fundamental to
Senior’s conception of increasing returns
in manufacturing as the result of the ap-
plication of additional labor.
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In contrast with the experience of
manufacturers, the application of addi-
tional labor in agriculture results in di-
minishing returns. Thus, the fourth propo-
sition: ‘That agricultural skill remaining
the same, additional labor employed on
the land within a given district produces
in general a less proportionate return, in
other words, that though, with every in-
crease of the labor bestowed, the aggregate
return is increased, the increase of the re-
turn is not in proportion to the increase of
the labor’

Although these four propositions had
already been stated by Senior in his lec-
tures, they assumed a new importance in
his Outline of the Science of Political
Economy, published in 1836, because Sen-
ior recognized the usefulness of separat-
ing economic principles (i.e. science) from
questions of policy. Senior conceived of eco-
nomics as ‘the science which treats the
nature, the production and the distribu-
tion of Wealth.’21 The significance of this
definition is that it limited economics ex-
clusively to pure theory in order to make
it an exact science based on the four pos-
tulates and the definition of wealth noted
above. Within this conception of the scope
of economics, all questions of policy are
part of the science of legislation and are
not the concern of the economist.

Mill’s objective on the other hand was
to modernize The Wealth of Nations in the
light of ‘the more extended knowledge and
improved ideas of the present age,’ and to
examine economic principles with respect
to ‘their application to social philosophy.’22

The latter objective sets the tone of the
book. Mill is less concerned with theoreti-
cal analysis for its own sake than with the
application of the doctrines of Malthus and
Ricardo, in which he had been steeped
since childhood, to the solution of the prob-
lems of the age. Thus, he is led at the very
outset of his work to distinguish between

the laws of production and those of distri-
bution. The laws governing the production
of wealth are physical truths, whereas

those of Distribution are partly of human
institution… But though governments of
nations have the power of deciding what in-
stitutions shall exist, they cannot arbitrar-
ily determine how those institutions shall
work. The conditions on which the power
they possess over the distribution of wealth
are as much a subject for scientific inquiry
as distribution of wealth… are as much a
subject for scientific inquiry as any of the
physical laws of nature.23

His distinction between the laws of pro-
duction and the laws of distribution be-
came the vehicle by which Mill reconciled
his concern for reform with Malthusian
and Ricardian economic principles. The
distinction later became unacceptable to
neoclassical writers because it implies
that the income shares of the factors are
independent of the process of production
and the determination of exchange values.
However, from the standpoint of Mill’s re-
form objectives, the distinction enabled
him to tackle questions of social justice on
a basis different from that used for ques-
tions of productive efficiency.

These reforms, clearly premised on the
Utilitarian principle of the ‘greatest good
for the greatest number,’ were conceived
of as necessary improvements in the sys-
tem of individual property, which func-
tions within the framework of human, and
therefore alterable, institutions. Thus,
Mill’s distinction between the laws of pro-
duction and exchange and the laws of dis-
tribution enabled him to go beyond pure
theory, while at the same time adhering to
the ‘immortal principles’ of Ricardo. From
the standpoint of doctrine, therefore, the
work of Ricardo virtually completed the
architecture of classical political economy,
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although Mill gave the doctrine its most
refined statement. This system remained
substantially intact, commanding respect
and attention throughout most of the nine-
teenth century, although it encountered
criticisms and reactions on several fronts.
Except for the efforts of Karl Marx to con-
struct an alternative system on classical
foundations, however, no new system of
economic analysis was to emerge until
that of the marginal utility economists in
the latter part of the nineteenth century.
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to scale are also examined by Mill with con-
siderable insight. The test, says Mill, of the
relative productive efficiency of large-scale
versus small-scale establishments in the
same business is the ability to sell more
cheaply (John Stuart Mill, Preface, Princi-
ples of Political Economy, edited by
W.J.Ashley (London: Longmans, Green,
1885), p. 143).

9 John Stuart Mill, Preface, Principles of
Political Economy, edited by W.J.Ashley
(London: Longmans, Green, 1885), p. 177

10 The argument to contain land rent had de-
cidedly antisocial implications, not so
much to Ricardo as to some of his contem-
poraries. James Mill, for example, argued
in favor of the confiscation of rent. Ricardo
admits the possibility of doing this by
means or taxation, for tax on rent would
affect rent only; it would fall wholly on
landlords and could not be shifted to any
class of consumers. Nevertheless, he ap-
pears reluctant to burden the owners of
property, Works (McCulloch edition) p. 235.

11 The ratio exactly midway between the com-
parative cost ratio is one cloth to 47/48
wine.

12 Lionel Robbins, Robert Torrens and the
Evolution of Classical Economics (New
York: St. Martins Press, 1955), pp. 21–24.

13 John Stuart Mill, Principles of Political
Economy, vol. II (1902), p. 142.

14 A rebuttal to Ricardo’s views was written
by a Mr. Bonsanquet, a merchant who pre-
sented his opinions in his Practical Obser-
vations. Ricardo subsequently published
his Reply to Mr. Bonsanquet’s Practical
Observations on the Report of the Bullion
Committee, which is generally regarded as
one of the most brilliant essays ever writ-
ten on a controversial issue in the field of
economics.

15 These events are the subject of Ricardo’s
letter to Malthus, 18 June, 1815, reprinted
in Works and Correspondence, vol. 6, pp.
25–28.

16 Before the suspension of specie payments,
England was legally on a bimetallic stand-
ard, although the undervaluation of silver
at the mint kept it in fact, on a gold stand-
ard. Gold coin, however, could not legally
be melted down, nor could gold bullion be
exported. Metallic money was supple-
mented by Bank of England notes, which
circulated largely in the London area; by
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bills of exchange drawn on local banks;
and, to a limited extent, bank deposits that
could be drawn upon by check. See Jacob
Viner, Studies in the Theory of Interna-
tional Trade (New York: Harper & Row,
1937), p. 137.

17 David Ricardo, ‘The high price of bullion’ in
Works (McCulloch edition), p. 287.

18 Letter to Malthus, Works and Correspond-
ence, vol. 6, pp. 25–26.

19 In opposition to the bullionists, adherents
of the currency school, however, contended
that convertibility alone is an inadequate
safeguard and that what is required is the
regulation of note issue in such a manner
as to correspond to the fluctuations that
would have taken place if the currency
were purely metallic.

20 Nassau Senior, Outline of the Science of
Political Economy, 6th edn (London: Allen
& Unwin, 1872), p. 22.

21 Nassau Senior, Outline of the Science of
Political Economy, 6th edn (London: Allen
& Unwin, 1872), p. 1.

22 John Stuart Mill, Preface, Principles of Po-
litical Economy, edited by W.J.Ashley (Lon-
don: Longmans, Green, 1885), p. 2.

23 John Stuart Mill, Preface, Principles of Po-
litical Economy, edited by W.J.Ashley (Lon-
don: Longmans, Green, 1885), p. 21.

Questions for discussion and further
research

1 William Nassau Senior maintained that for
economics to be a science, it must concern
itself with establishing general laws about the
behavior of the economy. Explain the proper
methodology for establishing these laws.

2 What are the four postulates, or axioms, that
Senior argued the economist should use as
the basis for discovering economic laws? Be
specific.

3 Besides labor and land, Senior recognized a
third factor of production, which he called
abstinence. What is the nature of its reward
and why should it go to the capitalist?

4 Mill recognized that the gains from trade are
not always shared equally. What is

Glossary of terms and concepts

Abstinence
Postponement of consumption in order to fa-
cilitate the production of ‘intermediate’ (i.e.
capital) goods. In Senior’s view, this act is re-
warded by profit.

Barter terms of trade
The ratio (in physical terms) at which two
goods exchange in international exchange.

Principle of comparative advantage
Under conditions of free trade, a region will
tend to specialize in the production of those
goods in which it has the greatest compara-
tive advantage in terms of cost, or the least
comparative disadvantage.

The real bills doctrine
The principle maintains that banks should re-
strict their loans to businessmen whose col-
lateral consists of commodities that can be
sold if necessary to redeem a promise to pay.
The loans are made in paper currency in
amounts no larger than each bank can re-
deem in gold.

Reciprocal demand
The relative urgency of demand that trading
partners have for one another’s goods. This
concept was introduced by J.S.Mill to explain
how the benefits of trade would be shared.
Unlike Ricardo, Mill did not assume they
would be shared equally.

Senior’s four postulates
Senior was the first to stipulate specifically the
premises on which he considered it appropri-
ate as a basis for constructing a deductive ar-
gument in economics. The first relates to the
basic human propensity to acquire as much
wealth as possible with minimum effort; the
second relates to the principle of human
population to increase in accordance with the
food supply; the third relates to diminishing
returns; the fourth is  that the powers of labor
and other instruments of wealth (i.e. capital)
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are able to yield an increasing product when
their products are used in further production.
Senior’s postulate is thus an early statement
of the gains inherent in roundabout produc-
tion.

the principle according to which they are
shared?

5 What is the concept of the wage fund? On
what basis did Mill recant his earlier view as
regards its role in establishing the compen-
sation of labor?

Notes for further reading

From The New Palgrave

Peter Groenewegen on political economy
and economics, vol. 3, pp. 904–6;
K.H.Hennings on waiting, vol. 4, pp. 846–
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de Marchi on abstinence, vol. 1, p. 8, and on
William Nassau Senior, vol. 4, pp. 303–5;
D.H. Monro on self-interest, vol. 4, pp. 297–
99; Alan Ryan on John Stuart Mill, vol. 3,
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Mill, vol. 3, pp. 465–66.
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Scope and method

In the first half of the eighteenth century,
it was France, rather than England, that
had a school of theoretical economists;
Quesnay and the Physiocrats conceived of
political economy as the science that
seeks the laws governing the distribution
of wealth. While Adam Smith did not dis-
tinguish between economics as a science
and economics as a branch of politics, his
French disciple, Jean-Baptiste Say, used
the deductive method to derive the laws
that govern the production, distribution,
and consumption of wealth. His method
and logical arrangement of the subject
matter of economics were probably intro-
duced into England through James Mill,
who studied the work of the Physiocrats
and was also well acquainted with Say.1

Mill taught the deductive method to
David Ricardo, whose work became the
prototype for a school of thinkers who rea-
soned from premises that were accepted a
priori or that had been previously arrived
at by deduction to discover universal laws
of production, exchange, and distribution.

It was Karl Marx (1818–83) who coined
the term ‘classical’ political economy to
characterize the writings of economists
from William Petty to David Ricardo.
Their tradition was continued by William
Nassau Senior, John Stuart Mill, John
Elliott Cairnes, and J.R.McCulloch. All

elaborated and refined in some way the
economic principles and methodological
tools introduced by the Physiocrats,
Smith, and Say. Their predominantly de-
ductive methodology and the economic
laws which they discovered were almost
universally accepted until about 1870.
Characterizing their work as classical also
serves to distinguish it from that of the
various dissenting schools that appeared
coincidentally, or shortly afterward, in
England and to an even greater extent on
the Continent. It is, however, an over-sim-
plification to suggest that the contribu-
tions made before 1870 came from writers
who were exponents of classical econom-
ics, while those who came afterwards dis-
sented in some major way from the basic
themes that characterized the classical
tradition. Classical economics is not so
pure a tradition that one cannot discern
elements of difference, even though the
characteristic of heterogeneity and conti-
nuity dominates.

The writings of the later classicists were
more rigorous, but also had less popular
appeal than Adam Smith’s in The Wealth
of Nations. The scope of their inquiry was
more narrowly restricted than Smith’s be-
cause of their conception of economics as a
science for discovering the laws governing
the production, exchange, and distribution
of wealth. Smith was concerned with
policy almost as much as he was with

Chapter 9
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analysis. But later members of the classi-
cal school generally took the position that,
if economics is to be a science, it must re-
strict itself to analyzing the functioning of
the economy and not intrude into policy-
making, where value judgments necessar-
ily come into play and inject bias.

At least in principle, economists have
since attempted to preserve the distinction
between pure economics and applied eco-
nomics. The former seeks only to establish
laws, while the latter is normative and
seeks to alter the results that emanate
from economic laws. This distinction be-
came particularly important in the writ-
ings of later classicists. John Stuart Mill
went so far as to consider communism as
an alternative to capitalism. His chapter
‘On property’ examines the origin of pri-
vate property and proceeds to an ex-
tremely sympathetic discussion of social-
ism and communism. He observes that if

the choice were to be made between Com-
munism with all it choices, and the present
[1852] state of society with all its suffering
and injustices; if the institution of private
property necessarily carried with it as a
consequence, that the produce of labour
should be apportioned as we now see it, al-
most in an inverse ratio to the labour…if
this or communism were the alternative, all
the difficulties, great or small of Commu-
nism would be but as dust in the balance.2

Mill is not, however, prepared to take an
unequivocal stand in favor of communism,
feeling that we must first consider ‘the re-
gime of individual property, not as it is, but
as it might be made.’3 Mill takes the posi-
tion that the basic tenet of the institution
of property is the right of each person to
the ‘exclusive disposal of what he or she
may have produced by their own exer-
tions.’4 Thus, one is entitled to the product
of one’s labor and one’s abstinence.5 Ac-

cordingly, Mill’s Principles of Political
Economy which enjoyed a position of un-
challenged leadership from the time of its
publication in 1848 until the publication
of Marshall’s Principles of Economics pub-
lished in 1890, began by distinguishing
between (a) the immutable laws of produc-
tion and exchange, rooted in nature, and
(b) the laws of distribution, or income shar-
ing, which are primarily the result of hu-
man institutions. To discover the first set
of laws, classical writers examined the
theme of production, in contrast with the
mercantilist focus on the potential for in-
creasing wealth via exchange. Examina-
tion of the laws of distribution, on the
other hand, led Mill to the mature classi-
cal view that they are alterable by inter-
vention and, therefore, different from the
laws of production, which are rooted in
nature and cannot be changed.

Bearing in mind the limitation of lists,
the laws of classical economics may con-
veniently be collected in summary form as
follows: (1) the law of value, (2) the law of
wages, (3) the law of capital accumulation,
(4) the law of population growth, (5) the
law of diminishing returns, (6) the law of
rent, (7) the law of comparative advantage,
(8) the quantity theory of money, and (9)
the law of markets.

Most of these generalizations or ‘laws’
relate to the central classical theme of eco-
nomic growth and the economy’s tendency
toward an ultimate stationary state. They
were thought to be irrevocable and univer-
sally applicable regardless of time, place,
or existing institutions. That is, economic
laws were seen as operating in the same
impersonal way as physical laws, so that
they are neither good nor bad, moral or
immoral, in and of themselves.

Unlike earlier classicists who believed
in the inherent benevolence of nature, later
classical writers did not view the laws of
economics as inherently beneficent, i.e.
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able to promote the welfare of the major-
ity of the persons comprising society. Natu-
rally, not all who are collectively referred
to as classical economists dealt exhaus-
tively with each of these laws or accepted
them without modification.

Classical value theory

The distinction which Adam Smith makes
at the end of Chapter 4 between a com-
modity’s value in use and its value in ex-
change sets the classicist’s inquiry into
the question of exchange value into mo-
tion. He tells us at the outset that ‘the
things which have the greatest value in
use (e.g. water) frequently have little or
no value in exchange, while some other
commodities (a diamond for example)
commands a high price, even though it
has little or no value in use.’ This juxtapo-
sition of value in use and value in ex-
change has come to be called ‘the Adam
Smith problem.’ This is because subse-
quent thinkers were confounded by the
Smithian notion that a commodity could
command a price without having value in
use. Thus, he sets classical thinking on
the road to being essentially a cost of pro-
duction theory.

Once the ‘early and rude state of soci-
ety’ which precedes private ownership of
land and the accumulation of capital is
over, a commodity’s ‘natural price’ resolves
itself into the wages of labor, the profits of
capital, and the rents of land, each of
which tends toward its own natural level.
In the absence of a clear theory of profit
and confusion as to whether rent is a cause
of price (i.e. a cost of production), or an ef-
fect of it (i.e. a differential surplus), at least
some of Smith’s followers were under-
standably led to interpret it as a labor
theory of value. Clearly, Smith set classi-
cal value theory onto a rocky road in re-
quiring those who came after him not only

to rethink the demand side of price deter-
mination, but also to rethink what is the
nature of capital, how it relates to the un-
derstanding of profit and interest, and
whether rent is a differential surplus or a
cost of production.

Ricardo struggled mightily with all of
these questions, particularly as they relate
to capital. Less progress was achieved
with respect to the importance of use
value, which he thought of as a ‘prerequi-
site’ to exchange value, especially for those
commodities which are not reproducible
without limit through the application of
additional labor. Thus, it is not until John
Stuart Mill’s treatment of exchange value,
which he placed after his examination of
production and distribution, that a sub-
stantially correct statement of the law of
demand and supply and the idea of price
as representing an equilibrium between
demand and supply in a schedule sense
was developed. However, like Ricardo, Mill
apparently thought of supply and demand
as determining short-run prices, while
costs determine long-run prices. Thus, the
role of demand never achieves the impor-
tance in classical analysis that it would be
given in the analyses of subsequent writ-
ers on the value problem, such as Léon
Walras, Carl Menger, William Stanley
Jevons and Alfred Marshall. The notable
exception is the classical analysis of the
barter terms of trade which J.S.Mill ex-
plained with the aid of a distinctly new
concept—reciprocal demand.6

Wages and capital accumulation

It is a basic premise of classical economics
that laborers are maintained out of the
wage fund, whose size depends on the de-
cision of capitalists to expend their earn-
ings in advance to productive labor rather
than in unproductive consumption. Thus,
the demand for labor is enhanced by the
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capitalists’ abstinence, because wages
represent the advances that capitalists
make to workers during the production
process. It thus led classicists to the law of
wages, which conceives of the average
wage rate as being dependent on the rela-
tionship between the number of workers
seeking employment and the size of the
wages fund available.7

This leads Mill to his second fundamen-
tal proposition with respect to capital,
namely that ‘capital is the result of sav-
ing.’ It is at this point that the Smith-Say
principle that ‘saving is spending’ is in-
voked. According to this principle, which
has come to be known as Say’s identity,
purchasing power is not destroyed or lost;
income not used for consumption expendi-
tures will be used to support investment,
either as fixed or as circulating capital.
Mill identifies the capitalists’ reward for
abstinence as representing net profit and
interest, for gross profit also includes a
return for the risks and superintendence
of the ‘undertaker.’8 It is thus Mill, rather
than Senior, who deserves credit that the
classical school eventually recognized that
interest and profit are returns associated
with the performance of different func-
tions. Nevertheless, the classical explana-
tion of the level of the interest rate leaves
much to be desired, for it proceeds only in
terms of abstinence and the supply price
of savings. The demand for savings based
on the productive services of capital was
not part of classical thinking. This is evi-
dent in Mill’s observation that, strictly
speaking, capital has no productive power,
but only sets productive labor into motion.
The classicists seem not to have under-
stood the significance of the concept of
roundabout production in connection with
explaining the phenomenon of interest.

The law of rent emerges because the
tendency toward diminishing returns
forces a resort to the inferior margin of

cultivation, and competition causes price
to equal the cost of producing a product on
the least productive land in cultivation. A
differential surplus in the form of rent will
therefore make its appearance on superior
grades of land. This principle is primarily
associated with Thomas Malthus and
David Ricardo, who relied on it to explain
the basis for the distribution income share
received by landowners as a social class
separate and distinct from that of the wage
earning and capital owning classes. The
classical approach to explaining distribu-
tion as the sharing of income among the
three great social classes—workers, capi-
talists and landlords—which was also the
treatment it was given by Nassau Senior
and John Stuart Mill as latter day classi-
cists, was quite different from the so-called
‘functional distribution’ perspective which
conceived of incomes as factor rewards
that reflect the contributions of labor, capi-
tal, land and enterprise to the value of the
product. This is the perspective of both the
great French thinker J.B.Say (of law of
markets fame) and the marginalist think-
ers whose ideas dominated after 1870 as
part of the dissent from classicism.

It is also worth noting at this juncture
that Say, unlike the classicists, accorded a
unique role to the entrepreneur who ar-
ranges and manages production for which,
if he is successful, he earns profit. Classi-
cal economists were invariably confused
by the distinction between interest and
profit as separate income in the sense that
they reward different functions.

Say’s law

Both Malthus and Ricardo considered the
possibility that demand insufficiency
might arise. For Malthus the possibility of
insufficient aggregate demand was linked
to the different spending habits of wage
and profit receivers. Wage earners direct
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all their wages to the purchase of ‘wage
goods’ (in a ‘corn into corn’ fashion),
whereas capitalist’s savings support not
only the wages fund, but also ‘machinery’
which worsens the prospect that there
will be sufficient purchasing power to pay
for the entire output at high enough
prices to sustain the process. It is for this
reason that he emphasized the potential
power of landlord rents to offset any dif-
ference that might arise, and supported
the Corn Law as a vehicle for maintaining
high corn prices and consequently land-
lord rents.

The link between classical growth and
distribution theory

The laws of diminishing returns, popula-
tion growth, wage determination, rent,
and capital accumulation jointly provide
the basis for linking the classical models
of economic growth and income distribu-
tion. Classical economists conceived of
growth in much the same way we do to-
day; that is, in terms of an increase in per
capita income. Economic development is
thus the result of both population growth
and net capital accumulation. The former
depends on, and is limited by, the avail-
ability of subsistence, while the latter de-
pends on the savings propensities of capi-
talists, because workers are assumed to
spend all of their wages. Smith’s dictum
that ‘parsimony and not industry is the
immediate cause of the increase of capital’
is thus fundamental to the classical con-
ception of the growth process. It is per-
haps intuitively obvious that the growth
phenomenon is a dynamic process in
which one or more of the magnitudes that
relate to the determination of income in
the present ‘carry over’ and determine the
income level achieved in the next period.
In the classical model this surplus pro-
vided the basis for savings and the accu-

mulation of the capital stock. Growth re-
quires a sufficiently large product to leave
a residual for profit, after the wage re-
quirements of the laboring population
and the rental payments of the landlord
class have been met.

The relationships among the key vari-
ables lend themselves readily to graphic
representation. In terms of Figure 9.1, out-
put is shown on the vertical axis and popu-
lation and the labor force are on the hori-
zontal. When population is relatively
small, say at N1, and only the best soils
are required to produce output Y1; food
costs and, therefore, wage rates are rela-
tively low. Economic rent, which is the sur-
plus that appears on the superior land, is
zero when only the simple best grade is
cultivated. It has a positive, but neverthe-
less low, value as ‘second best’ lands are
brought under cultivation in the early
stages of development. Profit levels are
relatively high because they are inversely
related to wage rates. This encourages ac-
cumulation and supports an increased
wage fund, which, at least in the short run,
facilitates wage rate increases and im-
proved levels of living for workers.

As population grows to N2, cultivation
of poorer grades of land is required. Out-
put grows, say, to Y2 as additional labor is
applied at the margin, although the in-
crease proceeds at a decreasing rate, as is
reflected in the shape of the output curve.
The size of the wage bill required to sup-
port the working class then absorbs an in-
creasing share of the economy’s output.
This depresses the level of profits remain-
ing to capitalists as a residual, which nec-
essarily discourages accumulation and fur-
ther growth. Only the proportion of output
accruing to the landowning class as rent
continues to rise. Thus, the impetus to
growth winds down and the economy even-
tually approaches the classical stationary
state. The inexorable law of diminishing
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returns, coupled with the requirements of
a growing population for food and neces-
saries at some culturally set level, will
then have pressured the level of profits to
such a low level (though not necessarily to
zero) that net capital accumulation can no
longer be supported. The stationary state
in which both population growth and net
capital accumulation cease will then come
into existence. Concern about interna-
tional trade follows directly from the ulti-
mate threat of the stationary state, for ac-
cess to cheap food offers a means for post-
poning, as far as possible into the future,
its inevitable onset. It is for this reason
that Ricardo supported free trade in corn

to keep food prices low. On the other hand,
Malthus, reasoning from the same set of
circumstances, supported the Corn Laws
not only to protect pushing additional
workers into the unhealthy environment
of factory life, but to maintain landlord
rents as a source of aggregate demand.

Classical writers conceived of interna-
tional trade as governed by the same laws
that govern individual exchange. Like in-
dividual exchange, international ex-
change yields a gain to both participants.
If there is freedom to buy in the cheapest
market, those commodities that would
impose the greatest costs if produced do-
mestically will be purchased abroad. The

Figure 9.1 Population and labor force (N)

Source: Based on William J.Baumol, Economic Dynamics, 2nd edn (New York: Macmillan, 1969)
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value of a commodity that is imported from
abroad depends on the cost of producing the
commodity exported in exchange for it.
This is the essence of Ricardo’s famous law
of comparative cost, which was further
elaborated by John Stuart Mill.

Classicism and utilitarianism

Most post-Smithian economists denied
that there is a natural harmony of
egoisms, which was such an important
idea to Smith. They were thus persuaded
by the Utilitarian view that education, re-
ligious sanctions, the criminal justice sys-
tem, and legislative policy must be di-
rected at shaping human conduct to make
it compatible with the common good. For
J.S.Mill and Bentham, the goal of public
policy ought to be the ‘greatest good for
the greatest number’; Mill was thus per-
suaded of the necessity for distinguishing
between an individual’s ‘happiness’ and
what is ‘good’ for him and ultimately for
society.

This policy objective raises the question
of whether ‘the rules of arithmetic are ap-
plicable in the valuation of happiness, as
of all other measurable quantities.’9 Mill’s
belief that individuals differ in their ca-
pacities for feeling and that pleasures dif-
fer in kind as well as in magnitude, im-
plies that they cannot be sufficiently uni-
form to be measurable. ‘Competent judges’
may be able to evaluate the quality of dif-
ferent pleasures and pains. Yet Mill ob-
jected to this possible way around the
measurement problem, because in empha-
sizing the central importance of individual
liberty as integral to human happiness, he
rejected the idea that progress can be
achieved by social reforms that rely on a
central rather than local authority and on
individual self-reliance, especially on the
part of the worker.

The ultimate problem of translating

Utilitarianism into social policy is that in-
dividual utilities are neither measurable
or additive. Thus, as a practical matter,
the economic analysis of mid-nineteenth
century English writers was essentially
based on Smith’s psychology of individual
behavior, which emphasizes the natural
inclination of people to maximize their
personal gains, if they are free to do so.
This does not imply that people’s interests
are only pecuniary, but rather that pecu-
niary interests have been singled out for
special consideration.

Classicists thus envisaged business
owners as seeking to decrease costs to
maximize profits and minimize losses,
while workers seek to increase wages and
work fewer hours, and landlords and mon-
eylenders seek to maximize rent and in-
terest. This view of human behavior owes
nothing to the hedonistic psychology of
Utilitarianism, although it is compatible
with it.

The independence of classical econom-
ics from Utilitarianism and its hedonistic
psychology is particularly evident in the
emphasis on cost of production in the de-
termination of natural price. Even though
Smith and his followers explained the os-
cillations of market price around natural
price in terms of demand and supply, they
had little understanding of the relation-
ship between utility and demand. Other-
wise Bentham’s felicific calculus might
have added a new dimension to post-
Smithian economics by leading to a theory
of value that accorded a greater role to the
demand side of price determination. This,
in turn, could have led to an understand-
ing of the conditions of maximum consumer
satisfaction and optimum resource alloca-
tion. Bentham did, after all, understand the
principle of diminishing marginal utility,
which was later to figure so importantly in
the thinking of the marginal utility theo-
rists; he observed that while happiness is
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associated with the possession of wealth,
each addition to an individual’s wealth will
not produce a corresponding, increase in
happiness. On the contrary, ‘the quantity
of happiness produced by a particle of
wealth, each particle being of the same
magnitude, will be less and less at every
particle. The second will produce less than
the first, the third less than the second and
so on.’10 This observation did not, however,
lead Bentham to a utility theory of value.
The fact that his felicific calculus was
nothing more than a table or list of the
various sources of human pleasure is prob-
ably a major reason why it did not serve
as a fruitful beginning for a utility-ori-
ented theory of value. This sort of theory
developed only after it was understood
that a mathematical calculus is required
to define the conditions under which con-
sumer satisfactions are maximized by bal-
ancing infinitely small increments of util-
ity and disutility.

Neglect of the role of utility in explain-
ing decision making may also be the re-
sult of the classicist’s orientation to busi-
ness rather than consumer behavior.
While it was shown that the competitive
market leads to an optimum allocation of
resources among different industries, the
effectiveness of this process was inter-
preted in terms of monetary gains for the
business owner, rather than the
maximization of consumer satisfaction, or
utility, as it was later called. Thus, classi-
cal writers chose to refine Smith’s labor
cost theory of value instead of developing
a value theory premised on a theory of con-
sumer behavior. Only Say and Senior gave
utility a significant role by maintaining
that prices are proportional to utilities.
But their failure to recognize that it is the
utility of marginal unit that is important
prevented them from developing a utility-
oriented theory of value.

The quantity theory of money:
dichotomizing the pricing process

The chief architects of mature classicism
did not break new ground in the area of
monetary theory. Like Ricardo, their ana-
lytical approach was to dichotomize the
pricing process in the sense that they ex-
plained the determination of individual
commodity prices and the general price
level (which is the average of all commod-
ity and factor prices) as unrelated to one
another. Individual commodity prices re-
flect the exchange values of pairs of com-
modities, based on their relative labor
and capital costs. The general price level,
on the other hand, was thought to reflect
the relationship between the quantity of
money (i.e. gold and paper notes) and the
supply of commodities that the money
stock was to circulate.

In the language of Smith, money serves
as a ‘wheel of circulation,’ but it is neutral
in the sense that it has no effect on output
or other real magnitudes. The preceding
perspective underlies Ricardo’s argument
that such monetary abuses as the issue of
bank notes with insufficient gold backing
to assure their redemption in specie if the
public presented them for collection, lead
to domestic inflation and depresses the
country’s rate of exchange in the interna-
tional market. It will be recalled that this
was precisely the reason why he advocated
convertibility for the paper notes issued by
the Bank of England.

Ricardo’s Plan of a National Bank
(1823), published posthumously, thus pro-
posed to give the state (as opposed to the
Bank of England) a monopoly over issuing
paper currency, but only against new gold
holdings. This plan, in essence, reflected
the old Smithian principle that paper
money is an efficient substitute for gold
and silver. Ricardo’s refinement was to
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suggest that currency elasticity could be
achieved by giving the central bank power
to engage in open-market purchases and
sales of government securities, based on
alterations in the exchange rate between
sterling and other currencies.

Classical writers as parliamentarians

While one would, perhaps, not expect men
whose intellectual interests made them
great economic thinkers also to be politi-
cal leaders, the fact is that their parlia-
mentary representation was most impres-
sive. The 49 years that elapsed between
February 1819, when David Ricardo took
his seat in Parliament, to November,
1868, which marks the end of John Stuart
Mill’s brief three-year parliamentary ca-
reer, was a period of high representation
by economists in the national legislature,
unparalleled in Britain or any other coun-
try. Between the founding date of the Po-
litical Economy Club of London, in 1821,
and 1868, 52 of its 108 members were also
members of Parliament.11 Even though
half this number might be termed passive
economists, their recorded voting record
suggests their influence was substan-
tially higher than that of the entire House
of Commons.

Ricardo and Mill sought Parliamentary
seats because they and their supporters
believed they could be persuasive in bring-
ing about social and political reforms on
the basis of sound economic principles. Al-
though their influence, and that of less
well known economists—among them
Robert Torrens, Sir Henry Parnell, and
Richard Whately—was often that of oppos-
ing legislation they considered hostile to
the reforms they wanted, their backbench
influence was enhanced by the extraordi-
nary political talent of men like Sir Robert
Peel. Though Peel made no contribution
to economic analysis, he played a leading

role in the passage of the Specie Resump-
tion Act of 1817, The Bank Act of 1844, and
the repeal of the Corn Laws in 1846.

Most economists who were members of
Parliament aligned themselves with the
Whigs, whose political persuasion was lib-
eral and, at times, even radical, in com-
parison with the conservative Tories. Their
thinking on political and social issues was
an expression of Utilitarian principles as
a basis for bringing about economic re-
forms. Their aim was to guarantee the
public interest by means of legislation, for
they doubted that Smith’s doctrine of the
natural harmony of interests could be re-
lied on to promote the general welfare in
England’s burgeoning textile industry; in
which children under 14 worked in excess
of 60 hours a week. This gave rise to the
socalled Ten Hour Movement, which led to
the Factory Acts of 1802, 1819, and 1833,
and regulated the hours and working con-
ditions of children. The Act of 1833 intro-
duced a unique policing technique that
provided for a system of factory inspectors
to identify infringements and report them
to the Home Office for correction.12

Nevertheless, the English economy re-
tained a high degree of freedom from gov-
ernmental intervention during the nine-
teenth century. This is attributable, in
part, to the efforts of William Gladstone to
induce Parliament to limit the tax funds
available to government. Specifically, sales
and excise taxes were prohibited, and in-
come taxes were reduced, as were rev-
enues from tariffs when the Corn Laws
were repealed in 1846. Intervention was
thus necessarily limited by the funds
available to government for spending. In
addition, England adhered to a metallic
gold standard, which was suspended only
during extraordinary periods of financial
strain, like that produced by the Napo-
leonic Wars. The requirement for convert-
ibility of notes, restored in 1821, strictly
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limited the ability of government to fi-
nance itself by issuing paper money. In
spite of pressure by economists for posi-
tive steps by government to help the poor
and aid productive business (often at the
expense of landowners), they were also
opposed, in principle, to a large role by
government in making expenditures that
also provided employment for the sons of
the aristocracy and supported the Estab-
lishment.

Appraisal of classicism

Classical economic theory attempted to
provide, first, a simplified model of the
operation of the actual economic system.
Second, it attempted to offer a hypothesis
concerning its probable future long-run
development. Finally, its philosophical
and psychological foundations were
thought to offer a basis for a policy of eco-
nomic liberalism which would leave busi-
nesses substantially free from govern-
mental regulations. How well were these
objectives satisfied?

The conception of the operation of the
economic system—which is fundamental
to classical analysis—is that its function-
ing is comparable to a self-correcting
physical mechanism capable of automatic
adjustment to external forces disturbing
its equilibrium. This assumption proved to
be most valid while the economy was in
its preindustrial stage of development.
Later, as industrialization altered the sys-
tem, the assumption of automatic adjust-
ment became less valid and rendered
analysis conducted on that assumption
less tenable. Malthus’s theory of gluts was
in the nature of an internal attack on the
classical system in this regard. The impact
of this theory was, however, undermined
by the prominence that Say’s law of mar-
kets assumed in Ricardo’s thinking.
Ricardo’s views about the ability of mar-

kets to become cleared of output were so
persuasive that subsequent analyses of
the nature and cause of economic crisis
came largely from such heretics as Jean
Charles Sismondi and Karl Marx. Even
though his chapter on machinery sug-
gested that workers might become ‘redun-
dant’ as a result of technological change,
the overall perception of an economy ca-
pable of self-regulation for the common
good persisted into the twentieth century.
Indeed, its influence both on analytical
economics and practical policy was so per-
suasive that it led John Maynard Keynes
to lament the limited influence of
Malthus’s thinking about aggregate de-
mand, ‘If only Malthus [whom Keynes re-
ferred as ‘the first of the Cambridge econo-
mists’] instead of Ricardo had been the
parent stem from which nineteenth cen-
tury economics proceeded, what a much
wiser and richer place the world would be
today.’13

The classical system was conspicuously
successful in providing a basis for political
theory. Philosophically, the roots of its po-
litical system stem from John Locke’s con-
ception of the natural order. Thus, politi-
cal laissez-faire became the logical coun-
terpart of classical economic theory. Not
everyone agreed, however, that the prop-
erty relations that came into existence in
the course of time coincided with the re-
quirements of the natural order. This was
much in evidence in the policy reforms
that economists pressed for as members of
Parliament.

Bentham’s system of Utilitarianism,
which is a later expression of the philoso-
phy of natural law compared with Locke’s,
can be used to lend support to a radical
movement as well as to a conservative
one.14 The principle of utility provides an
unequivocal basis for laissez-faire only if
egotistic behavior can be relied on to pro-
duce socially altruistic behavior, as would
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be the case if the same basic desires can
be attributed to all people, so that they
engage in essentially the same behavior
to maximize pleasure and avoid pain. But
this presupposes, not only that individu-
als are, in fact, the best judges of their own
interests and that the pleasures and pains
of different persons are homogeneous and
comparable, but also that individuals com-
monly and regularly make rational calcu-
lations with respect to the pleasures and
pains associated with the various modes
of behavior open to them. If these condi-
tions are not realized, it is a simple mat-
ter to make out a case for state interven-
tion. If, for example, competition cannot
be relied upon to assure everyone a just
share of society’s product, or if general
overproduction is possible, or if the urge
for procreation is so powerful that popula-
tion tends to multiply without reference
to the supply and fertility of land, there is
a basis for arguing that the state should
properly intervene to improve and correct
these conditions.

Bentham himself prescribed that gov-
ernmental intervention in economic mat-
ters be limited, but the limits he suggested
were not so narrow as to support the doc-
trine that a natural harmony of interests
always exists in a society unregulated by
government. More to the point was that
the problem of measuring the ‘greatest
good’ to provide a basis for reforms in-
tended to increase the ‘sum of happiness’
was imperiled for lack of data and a tech-
nique for establishing the hedonic balance
sheet needed to provide guidance to policy
makers. In principle the classical econo-
mists who followed him advocated laissez-
faire as a general rule, they also recog-
nized that legislation is sometimes re-
quired when interests are naturally diver-
gent; they thus recommended numerous
exceptions to laissez-faire on the basis of
the principle of utility. This was, indeed,

the position of Ricardo and Mill as mem-
bers of Parliament. The frequently ex-
pressed notion that the classicists re-
garded the functions of government as be-
ing wholly negative is quite erroneous in
spite of its persistence.15

Indeed, the concern which Parliament
was beginning to have about the hardships
that the industrial revolution had imposed
on the working class is reflected in the sup-
port given to data collection to provide a
factual basis for policy. While Adam Smith,
as has already been noted, ‘had no great
faith in political arithmetick,’ his disen-
chantment stemmed chiefly from his disa-
greement with the political objectives of
mercantilism and Colbertism. Thus, in
keeping with his commitment to the natu-
ral order philosophy of the enlightenment,
he and those who followed him in the clas-
sical tradition relied on deductive logic to
infer the functioning of the natural order.
But those who came later, among them
Malthus and J.S.Mill, appreciated the ne-
cessity for factual information. This need
also coincided with the methodological at-
tack, which was about to emerge against
Ricardian deductive economics for the ‘sec-
ond stage’ in the development of numeracy
in economics.
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the nature of the long-run trend they
expected the economy to exhibit.
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1889 John Bates Clark The Distribution of Wealth
1889 Friederich V.Wieser Natural Value
1893 Knut Wicksell Value, Capital, and Rent
1898 Knut Wicksell Interest and Prices
1901–6 Knut Wicksell Lectures on Political Economy
1907 Irving Fisher The Rate of Interest
1911 Irving Fisher The Purchasing Power of Money
1924 Eugen Böhm-Bawerk Karl Marx and the Close of His

System
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An overview of dissent

The two decades following the publication
of John Stuart Mill’s work were compara-
tively sterile as far as the development of
economic analysis is concerned. The
1850s and 1860s were relatively prosper-
ous decades for the British economy, but
continued industrialization and the
spread of the factory system imposed
hardships on the working classes. Yet, or-
thodox economic thinking, with its ideo-
logical bias in favor of the free market sys-
tem dominated throughout the nine-
teenth century. Nevertheless, there were
also important voices of dissent that flour-
ished alongside the classical tradition. The
English historical school (like its German
counterpart) challenged the economic laws
that the classical school claimed to have
established using the deductive method; at
the same time, members of the English so-
cialist movement were mounting pro-
grams to reform the capitalist system to
alleviate the adverse effects that the sys-
tem imposed on wage-workers.

A very different kind of critique ema-
nated from other English thinkers who
returned to the earlier Bentham-Mill ef-
fort to conceptualize and measure utility.
The emphasis that both Samuel Bailey
(1791–1870) and Nassau Senior (1790–
1864) gave to utility to explain the phe-
nomenon of value in the 1840s was an
early sign of the weakening of the doctri-
nal facade of English classicism. Their
work, in fact, signaled a prospective shift
away from the cost of production theory of
value in England. By the last third of the
nineteenth century the time had become
ripe for a new paradigm—which became
known as marginalism—to explain com-
modity values in terms of subjectively per-
ceived changes in the utility of additional
increases in a consumer’s stock of a good.
Marginalist thinkers, in particular William

Stanley Jevons, established diminishing
marginal utility as the basis for value in
exchange, while also relying on the math-
ematics of calculus as an expository and
analytical tool. Together with Léon Walras
in Switzerland, and Carl Menger in Aus-
tria, these three first-generation margina-
lists made almost simultaneous, inde-
pendent efforts to reconstruct the theory
of value in the 1870s. The common thread
in their work is their emphasis on mar-
ginal utility rather than cost of production
as the determinant of value in exchange,
which effectively challenged the classical
theory of value.

Little work was, however, done with re-
spect to reformulating the theory of distri-
bution; i.e. the determination of wage,
profit, interest and rent incomes. Indeed,
there was no separate and distinct theory
of distribution in the 1870s in the sense of
a body of principles that explained the di-
vision of the economy’s product among
those who perform different functions in
the production process. The problem of dis-
tribution was still being approached in the
classical manner, which viewed wages,
profits, and rents as the income shares of
the three main social classes, rather than
as functional returns to productive factors
that are, at one and the same time, costs
of production and factor incomes. It was
‘second-generation’ marginalists who un-
dertook to bridge this hiatus by formulat-
ing a theory of distribution that was inte-
grated with the theory of value.

Chief among them were the Austrians,
Friedrich von Wieser and Eugen Böhm-
Bawerk, who followed in the tradition es-
tablished by Carl Menger. The Swedish
economist Knut Wicksell and the Ameri-
cans, John Bates Clark and Irving Fisher,
were also among the thinkers who made
their most substantive contributions in
the area of distribution theory and the re-
lated fields of production theory and the
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theory of capital and interest. Thus, sec-
ond generation marginalists, with the ex-
ception of Francis Edgeworth, Philip
Wicksteed and Alfred Marshall, were not
English.

The methodology of the marginalists
was deductive (as was that of the classi-
cists), and emerged as a doctrine more or
less simultaneously in Austria, France,
Italy and America. In addition to its em-
phasis on utility as the foundation for
value, marginalism shifted the focus of
analysis to short-term relationships ex-
pressed in mathematical terms instead of
the classicists’ concern with tendencies to-
ward natural prices in the long run, and
with wage, profit, and rent shares whose
trends reflect the economy’s tendency to-
ward the stationary state.

Many nineteenth-century thinkers
were also inclined to make use of empiri-
cal observation, such as had long been re-
lied on in physics, astronomy and other
physical sciences, and to collect and clas-
sify data that might potentially be useful
in induction. The apparent failure of
Ricardian deduction to develop hypotheses
(besides that relating to the machinery
question) that were useful in explaining
the problems imposed by the industrial
revolution, led scholars to strike out meth-
odologically in a new direction: specifically,
toward, induction as a tool for advancing
knowledge.

German and English historical econo-
mists practiced the only kind of induction
that was possible before the beginning of
large scale data collection and the devel-
opment of statistics as a new science. They
focused on the study of bygone economic
events and institutions, with a view to in-
ferring economic laws from past experi-
ence. While the science of statistics differs
from political economy in that it is con-
cerned with collecting and arranging nu-
merical information, including informa-

tion that relates to economic events and
outcomes, it is not concerned with formu-
lating hypotheses to explain them. Yet,
over time, the science of statistics has be-
come the foundation for econometrics,
which is today the sister science of eco-
nomics. Thus, the practice of data collec-
tion, which Malthus had tried to pioneer
with respect to population behavior, and
the development of statistics as a science,
marks the beginning of ‘stage two’ of nu-
meracy as a tool for advancing economic
knowledge.

In addition to the willingness of nine-
teenth-century thinkers to rely on quanti-
tative observations, there was also a grow-
ing recognition that prevailing business
practices could become a basis for identi-
fying empirical relationships and laws.
Business journals, such as The Economist
and The Commercial and Financial
Chronicle, which were published weekly
in London and New York, had the objec-
tive of providing accurate trustworthy per-
manent records of commercial and finan-
cial events. Graphic representation also
became an essential adjunct of economic
analysis and pedagogy in the late nine-
teenth century. As long ago as René
Descartes’s Geometria, published in 1637,
it has been recognized that every equation
can be represented by a curve (and con-
versely, that every curve is an equation).
In the generations that followed, the dia-
grams in use in mathematics, meteorology,
and engineering became models for those
drawn by political economists.

Political economists schooled in Ger-
many, France and Italy came from an in-
tellectual tradition that led them to focus
on group behaviors studied in the context
of historical changes. Theirs was an intel-
lectual and political environment which
nurtured the German historical school and
the socialist movement, which were sources
of inspiration for Karl Marx. Intellectually
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speaking, Marx is a descendant of David
Ricardo, so that his work reflects a con-
tinuation of the classical tradition, albeit
with a different philosophical foundation,
and a different political message. Philo-
sophically, Marx’s political economics is
grounded in the dialectic of the German
philosopher Georg Hegel rather than on
the philosophical radicalism of English
Utilitarians. Marx forged a system of eco-
nomic analysis on the basis of Hegel’s dia-
lectic that rivaled the classical one, al-
though, as an economist, he built on the
classical tradition. His analysis of the ori-
gin, functioning, and inevitable destruc-
tion of the capitalistic system is a com-
pletely articulated rival to the classical
analysis. It was, and even today continues

to be, intellectually influential, even
though it did not become the basis for an
intellectual revolution in economics.
Marginalism ultimately provided such a
model; but it required the unique talent of
Alfred Marshall to use its insights to re-
interpret the classical legacy to establish
neoclassicism as the next paradigm in eco-
nomics. Nevertheless, Marx’s model and
those offered by Jevons, Walras, and the
Austrians, are alternative models of eco-
nomic puzzle-solving to which the propo-
nents of historicism and induction also
provided valuable insights. Our concern in
this part is thus to examine these chal-
lenges to classicism and how they contrib-
uted to the subsequent development of eco-
nomics.
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The concern of this chapter is to enlarge
on contributions made in the nineteenth
century by the extremely diverse group of
individuals who divorced themselves from
the deductive methodology and the gener-
alizations (or laws) of the classical tradi-
tion, and often from its conservative
laissez-faire political tradition. Our par-
ticular interest is in those who wrote up to
1870, the latter date coinciding with the
work of the ‘first generation’ marginalists.
Although the contributions that appeared
in the first half of the century are impor-
tant in their own right, they are of greater
significance for the development of politi-
cal thought rather than economic theory.
Accordingly, the contributions of the so-
called ‘utopian’ socialists, Claude-Henry
de Rouvroy de Saint-Simon (1760–1825)
and Charles Fourier (1772–1837), lie be-
yond our concern. While their proposals
for reforming capitalism differ from one
another, the common thread of their
thinking (as well as that of later social-
ists), is their agreement with the criti-
cisms which the French philosopher
Rousseau directed at the natural law phi-
losophers. They challenged the concepts
of the state and private property as ‘natu-
ral’ because, in practice, instead of pro-
moting the utilitarian ideal of the great-
est good for the greatest number, they
were the source of an inequitable distri-
bution of wealth and income. Thus, we be-

gin with the work of those socialists who,
in England, were associated with the co-
operative movement known as Owenism,
and the arguments by Jean-Charles-
Leonard Simonde de Sismondi (1773–
1842) in France. Robert Owen (1771–
1858) attracted large numbers of follow-
ers who championed the English reform
movement known as ‘Chartism.’ Sismondi
dissented from J.B.Say’s law of markets,
which claims that the process of produc-
tion simultaneously generates an equiva-
lent of purchasing power so that a general
glut of commodities is an impossibility.

The socialist critique

‘Ricardian’ and other socialists

The socialist movement, and the critiques
its proponents directed against the classi-
cal tradition, were inspired chiefly by the
exploitation and genuine misery that the
Industrial Revolution imposed on the
working class. However, both also had a
philosophical root in the doctrine of the
natural order. As has already been noted,
the thesis that society is governed by natu-
ral laws can as readily be used to support
radical as conservative political views.
Thus, English socialists started with the
Ricardian theory of value and joined it to
Bentham’s Utilitarianism in a revolution-
ary way. Instead of supporting the existing
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social order, their interpretation of the
utilitarian principle of the ‘greatest good’
proposed a more egalitarian system of in-
come distribution, in which individuals
would receive the whole product of their
labor.

In the 1820s, the philosopher and so-
cial revolutionary, Robert Owen, pro-
moted a strong cooperative and subse-
quently a militant trade union movement
in England which eventually merged with
the Chartist party. Political economists
who supported the Owenist movement
are often referred to as ‘Ricardian’ social-
ists, because they began from a labor
theory of value, and invoked their version
of the natural law doctrine of property to
arrive at the conclusion that each person
has a natural right to the product of his
own labor. Thus, they interpreted the capi-
talistic system as an instrument for
worker exploitation in the sense that they
saw the private property rights of the capi-
talist class as effectively depriving work-
ers of the fruits of their labor, because the
subsistence wages they were paid trans-
ferred the surplus they produced to their
employers.

Richard Jones (1790–1855) should also
be remembered as among those who criti-
cized Ricardo and the classical tradition
of constructing general laws and purport-
ing them to be ‘natural’ and immutable.
Although he was politically conservative,
and thus not a socialist, his most impor-
tant works (An Essay on the Distribution
of Wealth and the Sources of Taxation,
1831, and An Introductory Lecture on Po-
litical Economy, 1833) make the argument
that political economists should study in-
stitutions and the class structure of soci-
ety. In effect, he anticipated Karl Marx’s
later hypothesis that capitalism is merely
the present phase of the system’s economic
development, which will evolve into a sub-
sequent phase sometime in the future.

Marx was so appreciative of Jones’s work
that he gave over Chapter 10 of his Theo-
ries of Surplus Value (1905–10) to offering
a favorable review.

The French socialists

Sismondi’s two most important works,
New Principles of Political Economy
(1819) and Studies in Political Economy
(1837–38,) in common with those of the
Owenists, interpreted the policy of
laissez-faire as operating as an instru-
ment which enabled capitalists to exploit
workers. It produced an ‘anarchy of capi-
talist production,’ which forced workers to
accept subsistence wages because their
lack of ownership of the tools and ma-
chines forced them to work as employees.
The value of the output they produced ex-
ceeded their wages, so that a deficiency of
purchasing power was seen by Sismondi
as inherent in the structure of production.
This is an important conclusion because it
is completely inconsistent with the Say’s
Law conclusion that a general lack of pur-
chasing power is an impossibility.

Sismondi’s argument thus puts us in
mind of Malthus’s theory of gluts.
Malthus, it will be recalled, favored re-es-
tablishing the Corn Laws to ensure higher
farm prices and landlord rents in order to
maintain the level of aggregate demand.
Sismondi’s very different proposal was to
alleviate the insufficiency of purchasing
power by redistributing income from capi-
talists to workers instead of shifting it
from capitalists to landowners.

Induction as dissent

The German historical school

While British thinkers were concerned
chiefly with discovering immutable and uni-
versal laws of the natural order, Continental
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thinkers more typically focused on historical
change to produce human progress in the di-
rection of truth and reason. The essentially
ahistorical perspective of the classical school
thus provided a basis for the methodological
criticism that was launched by the German
historical school.

The historical school took the position
that the laws of the classical school are nei-
ther absolute nor perpetually valid. Eco-
nomic laws, if they can be discovered at
all, necessarily exist only relative to time
and place. Because economic laws operate
within the framework of constantly chang-
ing environments, historicists argued that
it is necessary to replace the classical
method of deduction by induction, in or-
der to discover the specific characteristics
of national economies and the nature of
their changing environments. Induction
was also expected to shed new light on the
motives of human conduct, which histori-
cists believed to be far more complex than
can be explained by the self-interest
premise which underlies classical think-
ing. German scholars, among them
Wilhelm Roscher and Karl Knies of the
‘older’ school, and Gustav von Schmoller,
who was among the younger thinkers who
carried on the tradition of historismus,
took the position that the historical
method ought to be the principal way of
studying political economy, and that little
can be learned by relying exclusively on
deduction.

Roscher (1817–94) favored what he
termed the ‘historical-physiological’
method as an inductive basis for identify-
ing and describing the course of real eco-
nomic life. His emphasis was on compar-
ing the histories of different people and na-
tions to establish the stages of their devel-
opment based on their particular historic
and national conditions. More specifically,
a national economy is more the sum of its
individual members. His most important

contribution is thus in his classification of
economic development into stages, and he
is best known for his history of
Cameralism, which is the German coun-
terpart of English Mercantilism and
French Colbertism. He also developed a
theory of the location of towns but, like his
fellow practitioners of historismus, he con-
tributed chiefly to developing the method
of studying political economy rather than
the formulation of explanatory theories.

Karl Knies (1821–98,) who is remem-
bered as among the most important mem-
bers of the ‘older ’ German historical
school, took the lead not only in criticizing
Ricardo’s deductive logic but also in argu-
ing that political economy cannot be ‘ab-
solutist’ in the sense of maintaining that
it is possible to establish economic laws
that are valid for all time. His emphasis
was thus on historical relevance, which re-
quires a study and comparison of different
countries and different periods of time.
While a comparative approach may yield
analogous generalizations, laws of causal-
ity such as those claimed by the classical
school are an impossibility in a world of
changing institutions and human habits
and behaviors. Thus, Knies’s chief work
Political Economy and Method (1853), fo-
cuses on the relevance of the history and
geography of an economy and the charac-
teristics of its people. Disputing the clas-
sical self-interest perspective of behavior,
Knies maintains that behavior is equally
dependent on the cultural and political life
of a population and their sense of identity
as members of a community. His perspec-
tive is that different nations and races
have distinctively different characteris-
tics, which led him to emphasize the inter-
dependence of economics and other social
sciences.

Schmoller is remembered as the leading
member of the ‘younger’ German histori-
cal school, as well as the most influential
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political economist of Imperial Germany, in
the sense that his views directly affected
the outcomes of most academic appoint-
ments in the German Reich. Echoing the
teachings of Knies, he challenged the use-
fulness of deductive analysis in classical
economics with a vigor that provoked a bit-
ter and prolonged debate with Carl Menger,
the leader of the Austrian marginal utility
school, about the relative usefulness of de-
duction versus induction as the preferred
method for studying economic outcomes.

Schmoller had a special interest in de-
tailed historical studies of German artisan
guilds, including the seventeenth- and
eighteenth-century guilds of Brandenburg,
Prussia’s Strasbourg weavers’ guild
(1879,) and the eighteenth-century Prus-
sian silk industry. He also studied the his-
tory of German towns, Strasbourg in par-
ticular, and the historical development of
the class struggle in Germany. His inter-
ests extended to examining the absence of
a centralized German national state and
Prussian dominance of the German
monarchy, for which he had a particular
reverence.

These studies clearly reflect the per-
spective of historismus that the study of
political economy should proceed by col-
lecting a mass of historical data from
which generalizations eventually will be
drawn. It cannot be determined in advance
precisely what the nature of these gener-
alizations will be, for the necessary data
must first be assembled. Accordingly, the
historical school embarked on an ambi-
tious program of study that produced a
remarkable volume of historical detail. On
this basis, their contribution is primarily
descriptive rather than analytical, al-
though they urged that the facts estab-
lished by induction are also a
prolegomenon to better deductive argu-
ments. Undoubtedly, the criticisms of the
historical school caused deductive econo-

mists to be more selective about their
premises and more cautious about putting
forward their generalizations. However,
the historical school contributed little to
the body of economic analysis, and this
English counterpart of the German move-
ment attracted few adherents. The disa-
greement over methodology (the
Methodenstreit), eventually resolved it-
self, as the participants to the dispute
came to recognize that both deduction and
induction have their place in economic
analysis and mutually fructify one an-
other.

Data collection and statistics: the second
stage of numeracy

Section ‘F’ and the Royal Statistical Asso-
ciation

While the use of induction as a basis for
advancing knowledge in modern times
dates from David Hume’s Treatise on Hu-
man Nature (1739) and J.S.Mill’s A Sys-
tem of Logic (1843), it is the establish-
ment of the Statistical Section of the Brit-
ish Association for the Advancement of
Science (later known as Section F) and
the Statistical Society of London (later
the Royal Statistical Society) that pro-
vided the foundation for the modern em-
pirical tradition. Indeed, it marks the be-
ginning of the ‘second stage’ of the devel-
opment of numeracy as it relates to politi-
cal economics.

The Society identified its mission as fol-
lows: ‘to collect, arrange, and compare
facts’ relating to economic activities,
events, and outcomes, and present them
in numerical form. By 1840 the Society
had developed a classification system that
consisted of ‘fifteen well defined sub-divi-
sions of statistics, universally available for
purposes of comparison, and susceptible of
the minutest sub-division, according to the
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multifarious detail of the affairs of life.’1
The collection and classification of data
became the foundation for a systematic
inductive discipline. It would serve as an
adjunct to political economy, but also
have status as a separate science of sta-
tistics. As stated in the first issue of the
new journal,

The Science of Statistics differs from Politi-
cal Economy because, although it has the
same end in view, it does not discuss causes,
nor reason upon probable facts; it seeks only
to collect, arrange and compare that class of
facts which alone can form the basis of cor-
rect conclusions with respect to social and
political government. (Journal of the Statis-
tical Society, May, 1838:1)

The investigations undertaken by Section
F and the Statistical Society were to be de-
voted to ‘collecting fresh statistical infor-
mation and of arranging, condensing, and
publishing much of what already exists.’2

The specific types of data to be collected
were identified as ‘Economical statistics,’
‘Political statistics,’ ‘Medical statistics,’
and ‘Moral and intellectual statistics’ and,
in so far as possible, the Society’s atten-
tion was to be addressed to facts that can
be expressed numerically and presented in
tabular form. It was emphasized that, in
order to meet the test of science, the scope
of investigation conforms to the Society’s
classification format.

While the research of Section F was ini-
tially intended to be limited to data collec-
tion and classification, it was not very long
before it moved beyond science into fact-
gathering as a basis for inferring economic
laws and (reminiscent of the political
arithmeticians) mounting social policy by
returning to the Bentham-Mill idea that a
‘felicific calculus’ is possible. The question
that Mill was confronted with was
whether ‘the rules of arithmetic are appli-

cable to the valuation of happiness, as of
all other measurable quantities.’3

William S.Jevons reconsidered the
Bentham-Mill question of measuring util-
ity and arrived at the conclusion that ‘the
numerical expression of quantities of feel-
ing seems to be out of the question.’4 Nev-
ertheless, another Cambridge colleague,
the mathematical economist Francis
Edgeworth, believed that Jevons’s math-
ematical logic might become the basis for
a cardinal ranking of units of utility, and
pioneered the development of indifference
curves as a graphical technique for repre-
senting equally preferred combinations of
two commodities. He was also concerned
with the possibility of developing a ‘psy-
cho-physical machine’ which could regis-
ter the height of pleasure experienced by
an individual according to a law of errors.’5

The contribution of business practices

In addition to the willingness of nine-
teenth century thinkers to rely on quanti-
tative observations, there was also a
growing recognition that prevailing busi-
ness practices could become a basis for
identifying empirical relationships and
laws. Business journals, such as The
Economist and The Commercial and Fi-
nancial Chronicle, which were published
weekly in London and New York, had the
objective of providing accurate trustwor-
thy permanent records of commercial and
financial events.

Jevons, in particular, concerned himself
with arranging commodity prices and dis-
count rates into tabular form and calcu-
lating and plotting their mean values and
identifying seasonal variations. It is he
who developed the technique now known
as moving averages, which transformed
the traditional ‘rule of thumb knowledge’
of the merchant into a tool of scientific in-
vestigation.
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Graphic representation also became an
essential adjunct of economic analysis and
pedagogy in the late nineteenth century.
As long ago as René Decartes’ Geometria,
published in 1637, it was recognized that
every equation can be represented by a
curve (and conversely, every curve is an
equation). In the generations that fol-
lowed, the diagrams in use in mathemat-
ics, meteorology, and engineering became
models for those drawn by political econo-
mists. Public utility engineers were, for ex-
ample, concerned with developing princi-
ples on the basis of which they could es-
tablish rates for selling the services of a
bridge or toll road, which required them
to understand how the quantity of serv-
ices demanded varies with the rate
charged.6 These price-quantity relation-
ships are translated into a graph that de-
picts a continuous convex function (or law
curve) in logical time. Thus, the drawing
up of rate tables requires a decision as to
whether the objective is to set a rate that
will maximize the value of service made
available, or maximize the profit that is
earned from the sale.

The utility concept before the marginal
revolution

The classical and early continental
conception

The concern of classical economists with
the problem of exchange value and their
failure to appreciate any relationship be-
tween value in use and value in exchange
caused them to give little emphasis to the
role of utility and demand in the determi-
nation of prices. They conceived of utility
as a general characteristic of a commodity
rather than as a relationship between a
consumer and a unit of a commodity. This
was true even of Senior, who was more
aware of the subjective aspects of value

than most other English thinkers. Thus,
the ‘paradox of value’ posed by Smith’s ex-
ample of the diamond and the water went
unresolved for lack of the marginal incre-
ment concept.

Continental, rather than English,
thinkers were the first to use the concept
of the marginal increment. It is interest-
ing to speculate why Continental thinkers
were appreciative of the role of utility in
the determination of value so much ear-
lier than their English counterparts. One
suggested hypothesis is that Protestant
theology, with its greater emphasis on the
virtue of work, was more compatible with
a labor-oriented theory of value than the
more subjective doctrine of Catholicism.7
The dominance of Protestant theology in
England may conceivably be a reason for the
general lack of interest of the classical econo-
mists in consumer wants, while thinkers in
Catholic countries like France and Italy
placed greater emphasis on utility.

Daniel Bernoulli, who was Swiss, was
among the earliest anticipators of the con-
cept of utility, which he examined in con-
nection with the significance of the mar-
gin as it relates to increments of income.
His hypothesis, presented in the 1730s,
was that the importance of an additional
dollar to an individual is inversely propor-
tional to the number of dollars already in
possession. From this relationship, he de-
duced that, in a situation of risk, an indi-
vidual will not be guided exclusively by the
mathematical probability of gain or loss of
future receipts, but will also be influenced
by their significance relative to means.8

Bernoulli did not, however, explore the
concept of the margin as it relates to util-
ity, consumer behavior, or the determina-
tion of exchange value.

The concept of marginal utility ex-
presses the subjective value or want-satis-
fying power of an additional unit of a given
good to a particular user. The importance
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an individual attaches to an additional
unit of a particular good depends in part
on its relative scarcity. The larger the sup-
ply of a given commodity, the smaller will
be its relative significance at the margin.
Thus, the reason why water usually com-
mands no price is because its supply is so
large relative to the demand for it that the
utility of the marginal unit is zero. Joseph
A.Schumpeter noted that there were a
number of eighteenth-century Italian and
French thinkers who understood this
paradox of value and that its existence did
not, as Smith thought, bar the way to a
theory of exchange value based upon value
in use.9

Dupuit’s conception of utility

Inquiry into the monopoly problem—es-
pecially as it is associated with large fixed
and low variable costs, and therefore in-
creasing returns to scale—made a pio-
neering contribution to the development
of marginal utility analysis. Those who
dealt with the pricing problems of
railroads and other public utilities ad-
dressed the kinds of issues that contrib-
uted to the rise of the marginal utility
analysis.

Jules Dupuit, a French railway engi-
neer, made a particularly noteworthy con-
tribution. The essence of his thinking is
contained in an article published in 1844,
‘On the measurement of the utility of pub-
lic works.’10 His inquiry into the monopoly
problem—especially as it relates to the
increasing returns to scale associated with
large fixed and low variable costs—made
a pioneering contribution to our under-
standing of the distinction between utility
and exchange value and how they relate
to one another. The utility of everything
consumed, observed Dupuit, varies accord-
ing to the person consuming it. This may
be illustrated by observing how consum-

ers react if the government imposes a tax
on a commodity they enjoy. For example, a
tax of five sous per bottle of wine will raise
its price by the amount of the tax, but adds
nothing to the utility of the product. Thus,
if a bottle of wine is bought for 15 sous in-
stead of 10, it is because the buyer finds at
least an equivalent degree of utility in it.
If a buyer were willing to pay more than
15 sous in order to enjoy its utility, but only
had to pay the price of 15 sous, the differ-
ence would be what Dupuit called utilité
relative, or consumer surplus. He subse-
quently used this concept as a basis for a
tax theorem and a theory of discrimina-
tory pricing among consumers with differ-
ent demand elasticities in order to in-
crease the profitability of selling public
utility services.

Dupuit’s tax theorem concerned the re-
lationship between the revenue a tax
yields and the loss its collection imposes
on society. To illustrate the principle he
had in mind, he depicted a downward slop-
ing curve for water supplied by a public
system, such as that represented in Fig-
ure 10.1, in which DD’ represents total
utility. Users are assumed, initially, to be
required to pay a price of P at which they
demand quantity OM.11 The segment Da
of the utility curve represents the willing-
ness of some users to pay prices in excess
of P for some units of water. Because the
actual price is only P, they enjoy a consum-
ers’ surplus that can be represented by the
triangle, PDa. This surplus would be re-
duced if the price of water were raised to
P’ as a consequence of a tax, T, that reduces
the quantity demanded to OM1.12 As shown
in Figure 10.1, this results in a tax yield
represented by the shaded rectangle, but
since consumer surplus is reduced, there
is also a net loss of utility to society repre-
sented by the adjacent triangle.

This relationship is a basis for two prin-
ciples for establishing tolls for publicly used
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goods, such as canals and bridges, in ac-
cordance with alternative social objectives.
Different social objectives require that dif-
ferent rates be charged. If, for example, the
demand curve for the services of a bridge
can be expressed as y=f(x), and the objec-
tive is to set a toll rate sufficient to raise
the cost of capital to build it, Dupuit rea-
soned that the appropriate toll rate can be
established by solving the equation

where R is the required amount of rev-
enue.

If, on the other hand, the objective is to
raise the maximum revenue possible then,
given the demand curve for the service, it
is appropriate to set a rate at which the
marginal revenue will be zero. This re-
quires solving the equation

Figure 10.2 is useful for understanding the
difference in outcome when the first equa-
tion, rather than the second, is used for
establishing a toll rate. If the toll for the
service is set at T, the total revenue the

public utility will earn is T0Tnr. If Dupuit’s
interpretation of the demand curve as a
utility curve is accepted, the consumer sur-
plus enjoyed by those who use the service
can be represented as the triangle TnT’.
Analogously, the utility lost by the public
because the service is not free (i.e. the rate
is not zero) is represented by the triangle
nrN. From this, Dupuit concluded that the
rate imposed for the services of publicly
used goods like bridges, canals, and roads
should ideally be set at the lowest rate con-
sistent with providing a revenue to cover
costs. He also reasoned that it is possible to
increase the revenue collected and dimin-
ish the loss of utility to consumers by choos-
ing an appropriate combination of tolls, if
consumers can be grouped according to the
utility each category of user derives from
the same service. Dupuit’s analysis is thus
an early example of the relevance of what
is today called price discrimination in the
setting of public utility rates. However,
what Dupuit’s analysis failed to do was to
distinguish between the utility curve and
a demand curve. The clarification of this
distinction is attributable to another
Frenchman, Augustin Cournot.

Figure 10.1 Dupuit’s tax theorem
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Figure 10.2 Dupuit on alternative public utility rates

Issues and Answers from the Masterworks 10.1
Issue
On what basis can a law of demand be formulated and represented?

Cournot’s answer
From Researches into the Mathematical Principles of the Theory of Wealth (1838, translated
1897 by Nathanial Bacon), Chapter 4.

Of the law of demand
To lay the foundations of the theory of exchangeable values, we shall not accompany most
speculative writers back to the cradle of the human race; we shall undertake to explain neither
the origin of property nor that of exchange or division of labour. All this doubtless belongs to the
history of mankind, but it has no influence on a theory that could only become applicable at a
very advanced state of civilization, at a period when (to use the language of mathematicians)
the influence of the initial conditions is entirely gone.

We shall invoke but a single axiom, or, if you prefer, make but a single hypothesis, i.e. that
each one seeks to derive the greatest possible value from his goods or his labour. But to deduce
the rational consequences of this principle, we shall endeavour to establish better than has
been the case the elements of the data which observation alone can furnish. Unfortunately, this
fundamental point is one which theorists, almost with one accord, have presented to us, we will
not say falsely, but in a manner which is really meaningless.

It has been said almost unanimously that ‘the price of goods is in the inverse ratio of the
quantity offered, and in the direct ratio of the quantity demanded.’ It has never been considered
that the statistics necessary for accurate numerical estimation might be lacking, whether of
the quantity offered or of the quantity demanded, and that this might prevent deducing from
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this principle general consequences capable of useful application. But wherein does the princi-
ple itself consist? Does it mean that in case a double quantity of any article is offered for sale,
the price will fall to one-half? Then it should be more simply expressed, and it should only be
said that the price is in the inverse ratio of the quantity offered. But the principle thus made
intelligible would be false; for, in general, that 100 units of an article have been sold at 20 francs
is no reason that 200 units would sell at 10 francs in the same lapse of time and under the same
circumstances. Sometimes less would be marketed; often much more.

Furthermore, what is meant by the quantity demanded? Undoubtedly it is not that which is
actually marketed at the demand of buyers, for then the generally absurd consequence would
result from the pretended principle, that the more of an article is marketed the dearer it is. If by
demand only a vague desire of possession of the article is understood, without reference to the
limited price which every buyer supposes in his demand, there is scarcely an article for which
the demand cannot be considered indefinite; but if the price is to be considered at which each
buyer is willing to buy, and the price at which each seller is willing to sell, what becomes of the
pretended principle? It is not, we repeat, an erroneous proposition—it is a proposition devoid of
meaning. Consequently all those who have united to proclaim it have likewise united to make no
use of it. Let us try to adhere to less sterile principles.

The cheaper an article is, the greater ordinarily is the demand for it. The sales or the demand
(for to us these two words are synonymous, and we do not see for what reason theory need take
account of any demand which does not result in a sale)—the sales or the demand generally, we
say, increases when the price decreases.

We add the word generally as a corrective; there are, in fact, some objects of whim and
luxury which are only desirable on account of their rarity and of the high price which is the
consequence thereof. If any one should succeed in carrying out cheaply the crystallization of
carbon, and in producing for one franc the diamond which today is worth a thousand, it would
not be astonishing if diamonds should cease to be used in sets of jewelry, and should disappear
as articles of commerce. In this case a great fall in price would almost annihilate the demand.
But objects of this nature play so unimportant a part in social economy that it is not necessary to
bear in mind the restriction of which we speak.

The demand might be in the inverse ratio of the price; ordinarily it increases or decreases in
much more rapid proportion—an observation especially applicable to most manufactured prod-
ucts.

The demand might be in the inverse ratio of the price; ordinarily it increases or decreases in
much more rapid proportion—an observation especially applicable to most manufactured prod-
ucts. On the contrary, at other times the variation of the demand is less rapid; which appears (a
very singular thing) to be equally applicable both to the most necessary things and to the most
superfluous. The price of violins or of astronomical telescopes might fall one-half and yet prob-
ably the demand would not double; for this demand is fixed by the number of those who cultivate
the art or science to which these instruments belong; who have the disposition requisite and the
leisure to cultivate them and the means to pay teachers and to meet the other necessary ex-
penses, in consequence of which the price of the instruments is only a secondary question. On
the contrary, firewood, which is one of the most useful articles, could probably double in price,
from the progress of clearing land or increase in population, long before the annual consump-
tion of fuel would be halved; as a large number of consumers are disposed to cut down other
expenses rather than get along without firewood.
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Let us admit therefore that the sales or the annual demand D is, for each article, a particular
function F(p) of the price p of such article. To know the form of this function would be to know
what we call the law of demand or of sales. It depends evidently on the kind of utility of the
article, on the nature of the services it can render or the enjoyments it can procure, on the habits
and customs of the people, on the average wealth, and on the scale on which wealth is distrib-
uted.

Since so many moral causes capable of neither enumeration nor measurement affect the
law of demand, it is plain that we should no more expect this law to be expressible by an
algebraic formula than the law of mortality, and all the laws whose determination enters into the
field of statistics, or what is called social arithmetic. Observation must therefore be depended
on for furnishing the means of drawing up between proper limits a table of the corresponding
values of D and p; after which, by the well-known methods of interpolation or by graphic proc-
esses, an empiric formula or a curve can be made to represent the function in question; and the
solution of problems can be pushed as far as numerical applications.

But even if this object were unattainable (on account of the difficulty of obtaining observa-
tions of sufficient number and accuracy, and also on account of the progressive variations which
the law of demand must undergo in a country which has not yet reached a practically stationary
condition), it would be nevertheless not improper to introduce the unknown law of demand into
analytical combinations, by means of an indeterminate symbol; for it is well known that one of
the most important functions of analysis consists precisely in assigning determinate relations
between quantities to which numerical values and even algebraic forms are absolutely
unassignable.

We will assume that the function F(p), which expresses the law of demand or of the market,
is a continuous function, i.e. a function which does not pass suddenly from one value to another,
but which takes in passing all intermediate values. It might be otherwise if the number of con-
sumers were very limited: thus in a certain household the same quantity of firewood will possibly
be used whether wood costs 10 francs or 15 francs the stere, and the consumption may sud-
denly be diminished if the price of the stere rises above the latter figure. But the wider the
market extends, and the more the combinations of needs, of fortunes, or even of caprices, are
varied among consumers, the closer the function F(p) will come to varying with p in a continu-
ous manner. However little may be the variation of p, there will be some consumers so placed
that the slight rise or fall of the article will affect their consumptions, and will lead them to deprive
themselves in some way or to reduce their manufacturing output, or to substitute something
else for the article that has grown dearer, as, for instance, coal for wood or anthracite for soft
coal. Thus the ‘exchange’ is a thermometer which shows by very slight variations of rates the
fleeting variations in the estimate of the chances which affect government bonds, variations
which are not a sufficient motive for buying or selling to most of those who have their fortunes
invested in such bonds.

If the function F(p) is continuous, it will have the property common to all functions of this
nature, and on which so many important applications of mathematical analysis are based: the
variations of the demand will be sensibly proportional to the variations in price so long as these
last are small fractions of the original price. Moreover, these variations will be of opposite signs,
i.e. an increase in price will correspond with a diminution of the demand.

Suppose that in a country like France the consumption of sugar is 100 million kilograms
when the price is 2 francs a kilogram, and that it has been observed to drop to 99 millions when
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Summing up: Cournot’s key points

Cournot’s examination of demand is a
major step forward from an analytical
point of view. While not concerned with
linking demand to utility, as was Dupuit,
Cournot conceived of demand in a sched-
ule sense, that is, as a physical quantity of
a good that an individual or group of buy-
ers might purchase at alternative market

prices. Tlie basic assumption is that the
quantity demanded is a continuous func-
tion that can be represented as D=F(p), in
which quantity demanded varies in-
versely with price.

The relationship can also be repre-
sented in the form of a table that shows
corresponding values of D and p. Cournot
also considered the possibility of empiri-
cal studies that would make it possible to

the price reached 2 francs 10 centimes. Without considerable error, the consumption which
would correspond to a price of 2 francs 20 centimes can be valued at 98 millions, and the
consumption corresponding to a price of 1 franc 90 centimes at 101 millions. It is plain how
much this principle, which is only the mathematical consequence of the continuity of functions,
can facilitate applications of theory, either by simplifying analytical expressions of the laws
which govern the movement of values, or in reducing the number of data to be borrowed from
experience, if the theory becomes sufficiently developed to lend itself to numerical
determinations.

But even if it were impossible to obtain from statistics the value of p which should render the
product pF(p) a maximum, it would be easy to learn, at least for all articles to which the attempt
has been made to extend commercial statistics, whether current prices are above or below this
value. Suppose that when the price becomes p+Ap, the annual consumption as shown by
statistics, such as customhouse records, becomes D-AD. According as

the increase in price, ∆p, will increase or diminish the product pF(p); and, consequently, it will be
known whether the two values p and p+∆p (assuming ∆p to be a small fraction of p) fall above
or below the value which makes the product under consideration a maximum.

Commercial statistics should therefore be required to separate articles of high economic
importance into two categories, according as their current prices are above or below the value
which makes a maximum of pF(p). We shall see that many economic problems have different
solutions, according as the article in question belongs to one or the other of these two catego-
ries.

Any demonstration ought to proceed from the simple to the complex: the simplest hypothesis
for the purpose of investigating by what laws prices are fixed, is that of monopoly, taking this
word in its most absolute meaning, which supposes that the production of an article is in one
man’s hands. This hypothesis is not purely fictitious: it is realized in certain cases; and, moreo-
ver, when we have studied it, we can analyze more accurately the effects of competition of
producers.

Source: Reprinted from the American edition (Macmillan Company, 1897), translated by
Nathaniel Bacon from the 1838 French edition. Originally appeared as Chapters 4, 5,

and 7, with footnotes deleted and equations renumbered.
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complete the tables with actual values
that would be useful for solving actual
problems. Among the problems that par-
ticularly interested him are those that re-
late to ‘investigating by what laws prices
are fixed’ in order to analyze ‘the effects of
competition of producers.’ It was this in-
sight which led Cournot to the concept of
marginal revenue and its significance for
the behavior of the individual firm.

Cournot and marginal revenue

Building on his recognition that incre-
ments of revenue are related to incre-
ments of demand, Cournot developed the
marginal revenue concept in connection
with his analysis of monopoly.13 In the
case of pure monopoly, which Cournot
thought of as the polar opposite of
‘illimited competition’ (our pure competi-
tion), the firm is the entire industry, so
the monopolist is confronted with the
same demand curve as the industry.

While a pure competitor confronts a
given market price and maximizes profits
by adjusting output, monopolists can
maximize profits with respect to varia-
tions in either price or output. Given their
respective demand curves, they can select
the output they wish to sell and let con-
sumers determine the price, or they can
set the price and let consumers determine
the quantity they will take. The demand
curve q=f(p), therefore, has a unique in-
verse, p=f(q). Thus, if the monopolists’ sell-
ing price is p and the demand curve is
p=f(q), total revenue may be written either
as R=f(p) or as R=p(p). Total cost may also
be expressed as a function of output.
Thus,C=C(q) . The difference between to-
tal revenue and total cost is profit. This
difference is maximized when the addi-
tional revenue associated with an extra in-
crement of output is equal to the addi-
tional cost of that increment. It follows

that monopolists will maximize profit
when they set a price that equates the first
derivative of total revenue to the first de-
rivative of total cost or, what amounts to
the same thing, when marginal revenue
equals marginal cost.14

Although Cournot did not identify the
first derivative of total revenue as mar-
ginal revenue, his proof that profits are
maximized when MR=MC is a fundamen-
tal concept, which is now contained in
every textbook on economic principles. It
was, however, neglected after Cournot ini-
tially introduced it in his Researches in
1838. This is due partly to Alfred
Marshall’s subsequent analysis of mo-
nopoly profit maximization in terms of the
monopolist’s total net revenue rather than
in marginal terms. Marshall’s procedure,
coupled with the fact that neoclassical price
analysis, until the 1930s, was typically con-
ducted under the assumption that the
structure of the market is purely competi-
tive, accounts for the neglect of the concept
of marginal revenue after Cournot de-
scribed it.

Although Cournot recognized that
monopolists can set the price for their
products in such a way as to maximize to-
tal revenue by offering to sell that volume
of output at which marginal revenue will
equal marginal cost, he apparently failed
to appreciate the additional opportunities
for adding to total profits that are inher-
ent in discriminatory pricing. This is the
policy of offering a product or service to
different groups of demanders at different
prices, rather than at the same price, de-
pending upon the strength of their de-
mands. Total profits will then be maxi-
mized when the marginal revenue in each
separate market is equated to marginal
cost. The success of this type of policy de-
pends on the ability of monopolists to seg-
regate their buyers according to the ur-
gency (elasticity) of their demands and the
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ability to keep those who are able to buy
at low prices from reselling to those to
whom the product is made available only
at higher prices. Dupuit and others in the
applied fields—transportation in particu-
lar—appreciated this aspect of the theory
of price discrimination.

Cournot on duopoly

Cournot sketched out the kinds of market
conditions that lie between pure mo-
nopoly and what he termed illimited com-
petition (our pure competition). His most
famous case was that of duopoly—two
competing monopolists whom he assumed
to be selling a costless homogeneous com-
modity (water from a mineral spring). As-
suming, to begin with, that one seller is in
possession of the entire market, he pro-
ceeded to examine what would happen if a
second seller enters to compete with the
first. Cournot’s explanation of the nature
of the ultimate equilibrium position de-
rived from the assumption he made about
the behavior of the two rivals.

Cournot assumed that neither seller
has the power to name a price. However,
each has the power to adjust the quantity
offered for sale and, as a result, influences
buyers bidding for this product. Thus, a
rival who enters the market to compete
with a former monopolist is conceived to
offer that particular quantity that will
maximize total revenue, on the assump-
tion that the former monopolist will not
alter the quantity offered for sale. But,
says Cournot, this assumption on the part
of the newcomer will prove to be invalid,
for these sales cut into the former
monopolist’s market and force adjust-
ments in price and output. These adjust-
ments are similarly assumed by Cournot
to be made on the invalid premise that the
rival seller will not alter the output. Each
seller, in turn, will always have to adjust

to the new situation created by the change
the rival makes in the quantity offered for
sale. This will necessitate corresponding
adjustments by the rival until a stable
equilibrium is reached. Cournot reasoned
that, in an equilibrium situation, the
amount offered in any market that is not
purely competitive can be determined ac-
cording to the formula

multiplied by the competitive output. Thus,
the amount offered in a duopoly equilib-
rium is equal to two thirds of the competi-
tive output, with half the amount being of-
fered by each of the sellers.15 The equilib-
rium price will be below the monopoly price
and above the competitive price, and any
departure from this level will cause its re-
establishment as a result of ‘a series of re-
actions, constantly declining in amplitude.’

The Cournot solution of the duopoly
problem is only one among several that are
possible, for there are numerous behavior
assumptions that might be made. Cournot
assumed that a duopolist maximizes profit
on the basis of a conjectural variation of
zero with respect to the rival’s output. His
solution was subsequently criticized by
Joseph Bertrand, who offered an alterna-
tive solution based on the assumption that
each seller tries to maximize profits, on the
assumption that rivals will not alter their
prices.

Actually, neither Cournot’s solution nor
Bertrand’s is based on realistic assump-
tions, for duopolists, as well as oligopolists,
are likely to realize that their decisions are
interdependent with respect to both price
and output. Various behavior patterns
may result from this interdependence. For
example, the monopolists may agree to
cooperate so that both set a monopoly
price, or they may engage in a price war
designed to drive the competitor out of
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business. This is why it has often been said
that the problem posed by Cournot is in-
determinate. That is, there is no general
solution possible without introducing fur-
ther assumptions about the behavior of the
two competitors.

Gossen’s conception of utility

The German writer Wilhelm Gossen
(1810–58) introduced the concept of mar-
ginal utility in Development of the Laws
of Human Commerce and of the Conse-
quent Rules of Human Action (1854). Us-
ing the term Werth to express utility,
Gossen noted that there is no such thing
as absolute utility, but rather that Werth
is a relationship between an object and a
person. He observed that as an individual

acquires additional units of the same kind
of good, each successive act of consump-
tion yields continuously diminishing
pleasure up to the point of satiety. This
principle later became known as the law
of satiable wants, or Gossen’s First Law.

If we are willing to assume that pleas-
ure or utility can be measured in cardinal
numbers, the relationship between in-
creases in consumption and the behavior
of total and marginal utility inherent in
Gossen’s first law may be demonstrated
graphically by means of a hypothetical
curve of total utility. This is done in the
upper portion of Figure 10.3, in which the
maximum utility derived from the con-
sumption of a given commodity is reached
when quantity OX is consumed per unit
of time. The relationship between total

Figure 10.3 Gossen’s First Law: The behavior of total and marginal utility
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utility and marginal utility may be easily
perceived from this graph. If an individual
is assumed to be taking quantity X0 per
unit of time, and consumption is increased
to X0+1, total utility increases from U0 to
U1. The marginal utility of the unit
(U0+1)–X0 is therefore U1–U0 and is ap-
proximately equal to the average slope of
the total utility curve between points A
and B. If the change in quantity and the
utility associated with it are both infinitely
small, marginal utility at any given level
of consumption is equal to the slope of the
total utility curve at that point. Symboli-
cally, the slope of the curve is equal to

It is evident from the total utility curve that
marginal utility decreases as consumption
per unit of time increases between 0 and X.
Thus, the slope of the total utility curve
becomes progressively less until it is zero
when quantity OX is consumed, and it is
negative beyond that point.

In the lower section of Figure 10.3 a
marginal utility curve is plotted on the or-
dinate axis. Since the slope of the total
utility curve is decreasing as consumption
level OX is approached and reaches zero
at that level, the marginal utility curve
slopes downward and passes through the
horizontal axis when OX units are con-
sumed. The curve MU represents the mar-
ginal utility for all levels of consumption
per unit of time; including those that yield
diminishing total satisfaction. This func-
tion is significant because it subsequently
became the basis for drawing consumer
demand curves.

In addition to the law of satiable wants,
Gossen is also given credit for formulating
a second law that expresses the optimum
allocation of income among alternative
uses. Since separate units of the same good
yield different degrees of satisfaction, each

individual will, in general, derive utility
only from a limited number of such units.
Continued consumption beyond this point
does not, therefore, continue to add to to-
tal satisfaction. From this, Gossen inferred
that each person should distribute money
income among the various goods con-
sumed so that the last unit of income spent
on each commodity yields an equal degree
of satisfaction. His statement of the
equimarginal principle as it applies to con-
sumption has become known as Gossen’s
Second Law.

Gossen must thus be credited with the
statement of the basic principles on which
the marginal utility theory of value is
grounded. Yet, the fact is that he did not
utilize them in connection with the prob-
lem of value and price, perhaps because
his mathematical training was compro-
mised by his education in law and govern-
ment. His work attracted virtually no at-
tention until it was rediscovered by
William Jevons of England in the 1870s.
Nevertheless, Gossen’s 1854 book intro-
duced the principle of diminishing utility
as the basis for value and succeeded in
presenting a mathematical formulation of
what is today known as the maximization
principle, that is, the balancing of mar-
ginal increments. Thus, Gossen’s work ac-
tually introduced a new point of view and
a potentially powerful new analytical tool.
The new point of view concerned the role
of utility in the determination of value; the
new tool was the concept of the additional,
or marginal, increment.

Marginal revolution

The classical theory

It has already been noted that the obser-
vation of the tendency toward diminish-
ing returns on land marked the beginning
of marginal productivity theory, but failed



○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○

Chapter 10 The forerunners of marginalism

215

to develop the concept of marginal cost.
Ricardo, as well as Malthus, understood
that if additional doses of labor and capital
are applied to a given land area, output
will increase at a decreasing rate beyond a
certain point. These observations were
made in connection with the emergence of
rent and the apparent tendency of this
share of income to increase. The unique so-
cial and political implications of the rent
problem undoubtedly helped to obscure
the fact that the principle of diminishing
returns, or productivity, is equally applica-
ble to labor and capital. Thus, the classi-
cists treated the problem of distribution as
the sharing of the social income among the
three main economic classes of society. No
attempt was made to explain income
shares from a functional point of view, that
is, as a problem of valuing the services of
factors in the production process under
conditions of competition or monopoly.

Von Thünen and the marginal product

A brilliant pioneering effort was made by
a little-known German thinker, Johann
Heinrich von Thünen (1783–1850), to ex-
plain factor rewards in terms of the con-
tributions that marginal increments
make to the total product. He made a fun-
damental contribution to economics with
his method of deriving economic proposi-
tions from explicit optimizing models, and
may have been the first to apply differen-
tial calculus to economic problems. His
explanation was developed in conjunction
with his effort to explain the location of
different kinds of agricultural production
in relation to the market. His analysis, as
set forth in his leading work, Der Isolierte
Staat (The Isolated State) in 1826, sup-
poses a city surrounded by uniformly fer-
tile agricultural land, isolated by an im-

penetrable wilderness from the rest of the
world. The problem von Thünen postu-
lates is that of explaining to what use
land will be put as the distance from the
city increases. He reasoned that the fur-
ther a piece of land is removed from the
city, the less intensive production on it
will become. More distant areas will con-
centrate on products that are relatively
non-perishable and yet valuable enough
to bear the cost of transportation to mar-
ket. He represented the different types of
production, which were located with vary-
ing degrees of proximity to a city, by a se-
ries of concentric circles. The lands imme-
diately surrounding the city, represented
by the first circle, are devoted to garden
and dairy products that are highly perish-
able and/or difficult to transport. The next
circle represents forest lands that provide
fuel and building materials. Various
kinds of extensive farming activities, such
as the raising of animal stocks for meat
and hides, are located in areas still far-
ther from the city.

The principle involved in this example
is that production must be guided by the
additional, or marginal, cost incurred by
moving further away from the market. Von
Thünen concluded that the added applica-
tion of a factor should stop when the ad-
ditional cost exactly equals the value of
the added product and that the return to
a factor is determined by the productiv-
ity of the last unit employed. Thus, von
Thünen anticipated the marginal produc-
tivity theory of factor rewards—although
he never used the term—in the process of
developing his location theory. His contri-
butions were, however, largely unnoticed,
and it was not until the 1890s, as will be
seen in Chapter 14, that the marginal pro-
ductivity principle was rediscovered and
the theory of distribution revolutionized.
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Concluding remarks

Two observations are in order concerning
early efforts to develop the marginal con-
cept as an analytical tool. The first is that
while the concept of the margin is obvi-
ously applicable to any magnitude of eco-
nomic significance, such as utility, cost,
revenue, and productivity, not one of the
individuals who pioneered its use under-
stood the possibility of its general applica-
tion. Bernoulli understood the concept of
the margin and applied it to increments of
income. Gossen and Dupuit appreciated
the concept of marginal utility and its re-
lationship to consumer behavior. Cournot
developed the concept of marginal rev-
enue and its relationship to marginal cost
in a profit-maximizing situation. Von
Thünen understood the relationship be-
tween additional applications of a factor
of production and its marginal output,
and used these concepts as a basis for de-
veloping a theory of location and an expla-
nation of factor rewards. All, however, un-
derstood the concept of the margin and its
significance only in relation to a particu-
lar problem. They therefore failed to de-
velop the marginal concept as a general
analytical tool.

A second, and perhaps related, observa-
tion is that their embryonic efforts failed
to bear fruit; indeed, as is often the case,
essential truths had to be rediscovered or
developed anew by others before they
could become incorporated into the body
of economic analysis. Thus, the reconstruc-
tion of the theory of value and distribu-
tion was delayed until the 1870s, when the
marginal concept was reintroduced
through the virtually simultaneous and
independent efforts of William Jevons in
England, Léon Walras in Switzerland, and
Carl Menger in Austria. The contributions
of this trio will be examined in the next
chapter.

Notes

1 Cited by E.Gide and C.Rist, A History of
Economic Doctrine, 2nd English edn (Lon-
don: George G.Harrap, 1948), p. 214. A
Short History of Socialist Economic
Thought, by Gerd Hardach and Dieter
Karras with Ben Fine, translated by James
Weckham (New York: St. Martin’s Press,
1978), includes a most useful first chapter,
‘The critique of capitalism and perspectives
of socialist society before Marx.’

2 Annuals of the Royal Statistical Society,
1834–1934, pp. 31–2.

3 Collected Works of John S.Mill, edited by
J.M. Robson (Toronto: University of To-
ronto Press, 1962), vol. IX, p. 258n.

4 Theory of Political Economy, 1871 (re-
printed London: Macmillan 1911).

5 F.Y.Edgeworth, Mathematical Psychics,
1881, (reprinted New York: Augustus
Kelly), p. 101.

6 It has become conventional to refer to this
‘moment in time’ as logical, as opposed to
‘historical time.’

7 See R.S.Howey, The Rise of the Marginal
Utility School, 1870–1889 (Lawrence Kans:
University of Kansas Press, 1960), p. 2.

8 Some of the more sophisticated aspects of
economic behavior under conditions of risk
have only recently been explored. See, for
example, John von Neumann and Oskar
Morgenstern, The Theory of Games and
Economic Behavior (Princeton, NJ:
Princeton University Press, 1944).

9 Joseph A.Schumpeter, who is remembered
as being among the great modern historians
of economic thought, noted that there were
a number of eighteenth-century Italian and
French thinkers who understood this para-
dox of value and that its existence did not,
as Smith thought, bar the way to a theory of
exchange value based upon value in use.
While these thinkers realized that utility is
more than the prerequisite of value David
Ricardo thought it to be, none of them un-
derstood the significance of scarcity. They
thus continued to be confounded by the
paradox of value. Although they appreciated
the importance of utility, they lacked the
concept of rate of change at the margin. Nei-
ther a utility theory of value nor a concept of
demand that related quantities to prices
was therefore able to germinate from their
efforts. In his History of Economic Analysis,
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Joseph Schumpeter specifically mentions
the Neapolitan Abbé Ferdinando Galiani
(1728–87) and the Frenchman Abbé
Étienne de Condillac (1714–80) in this con-
nection. J.B. Say, the early-nineteenth-cen-
tury French thinker who is best known for
popularizing The Wealth of Nations, also
appreciated the significance of utility as a
value determinant, although he lacked the
concept of the margin.

10 Annales des Ponts et Chaussées (1844).
This article was not available in English
until it appeared in International Eco-
nomic Papers, No. 2 (London and New
York: Macmillan, 1952), pp. 83–110.

11 ‘On the measurement of the utility of pub-
lic works,’ International Economic Papers,
No. 2 (London and New York: Macmillan,
1952), pp. 83–110 (translated from the
1844 original in Annales des Fonts et
Chaussées).

12 Dupuit showed price on the horizontal and
quantity on the vertical axis. These have
been reversed to conform to standard prac-
tice in economics today.

13 Augustin Cournot, Researches into the
Mathematical Principles of the Theory of
Wealth (1838), translated by Nathaniel Ba-
con (New York: Macmillan, 1897).

14

15 Cournot’s formula n/(n+1) times the com-
petitive output is applicable to any number
of sellers. Competitive output is ap-
proached as the number of sellers (n) in-
creases, whereas when the number of sell-
ers decreases, the monopolistic situation is
approached. Monopoly output is half the
competitive output.

Questions for discussion and further
research

1 Cournot, Dupuit, Gossen, and von Thünen
each anticipated modern marginal concepts
and analyses. Identify the specific concerns
and interest of each and summarize their
main legacy to marginal utility and demand
theory and marginal productivity theory.

Glossary of terms and concepts

Bernoulli’s law
In a case of uncertainty about future receipts,
behavior is guided, not only by the mathemati-
cal probability of gain or loss, but also by the
significance of the gains and losses in relation
to the individual’s financial capability.

Cardinal utility
Measurement of satisfaction in terms of cardi-
nal numbers, for example, 1, 2, 3, and so on.

Consumer surplus
If consumers would have been willing to pay
more for a particular good than the price actu-
ally paid, they may be said to be enjoying a
consumer surplus.

Demand curve
A curve that depicts the relationship between
the possible prices at which consumers might
purchase corresponding quantities in a given
market at a point in time. It is a graphic repre-
sentation of a demand schedule such as
Marshall was to use in his Principles (1890).

Diminishing marginal utility
The satisfaction an individual derives from
additional quantities of a particular good di-
minishes as more units are consumed in a
given finite period

Discriminatory pricing
The practice of identifying different groups of
consumers according to differences in the ur-
gency (elasticity) of their respective demands
in order to charge them different rates for
service. Dupuit recognized the potential inher-
ent in this pricing technique for maximizing
monopoly profit.

Dupuit’s tax theorem
Evaluates the relationship between the rev-
enue a tax yields and the loss its collection
imposes on society. In raising the price of a
commodity, a tax generates a revenue. It also
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deprives the consumer of the utility he gives
up at the higher price. The optional tax is one
which best meets the objective of either maxi-
mizing tax collected vs. achieving a given
level of consumer surplus for users.

Gossen’s First Law
From the principle of diminishing utility,
Gossen inferred that if individuals distribute
their income among the various goods they
consume in such a way that the last unit of
each good consumed will satisfy equally, they
will have maximized satisfaction; that is, a re-
allocation of expenditures cannot increase
satisfaction.

Induction
The process of inferring information from his-
torical observation or data to establish possi-
ble future scenarios.

Marginal analysis
An analysis that focuses on infinitely small in-
crements of such economic magnitudes as
utility, cost, output, revenue, and so forth.

Marginal productivity
The additional output Q attributable to an
added input of a factor F, when the input of
other factors with which it is combined are
held constant. Expressed mathematically it is
the first order partial derivative of the produc-
tion function with respect to the input in ques-
tion: . The rate of change of that produc-
tivity, with respect to the associated input, is
the second-order partial derivative,

.

Methodenstreit
A disagreement about the relative merits of

using the method of deducing conclusions
from an underlying set of premises as op-
posed to induction, either on the basis of de-
scriptive historical observations or from fac-
tual data that can be analyzed statistically.
The early participants of the dispute were the
German historical school vis-à-vis members
of the Austrian school.

Ordinal utility
The ranking of preferences. The statement
that A is preferred to B means that a particular
individual prefers A to B. It does not imply that
the extent of the preference is measurable.

Ricardian socialism
Nineteenth-century champions of utilitarian
principles predicated on Ricardian value
theory. The expectation was that the political
reforms of the Fabians could achieve socially
better outcomes by means of changes in in-
come distribution.

Von Thünen’s law
The principle that each factor will tend to re-
ceive a return equivalent to the value added
by the last unit employed.

Von Thünen’s location principle
This variant of the equimarginal principle es-
tablishes the least-cost location for each pro-
ductive activity that serves a central market.
Assuming labor and capital are equally effec-
tive in producing all outputs at all locations,
resources become allocated among alterna-
tive locations to maximize profits. Production
of low valued and/or bulky outputs is near the
point of consumption, while products of
greater value and/or lesser bulk can profitably
be located in more remote locations.
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Introduction

Life and times (1818–83)

Not only is the name Karl Marx inti-
mately associated with the socialist move-
ment, but his ideas have had greater in-
fluence than those of any other socialist
advocate. ‘Scientific’ socialism—that dis-
tinctively Marxian fusion of philosophy,
socialism, and economics, put forward as
a revelation of the ultimate collapse of
capitalism and the inevitable triumph of
socialism—is largely attributable to the
influence of his thinking.

Marx was born in the German
Rhineland, the son of a moderately well-
to-do Jewish lawyer who became a convert
to Lutheranism and raised his children in
that faith. At 17, Marx entered the Uni-
versity of Bonn to study law, but trans-
ferred after a year to the more stimulat-
ing atmosphere of the University of Ber-
lin, where his interests turned to philoso-
phy and history. His religious views now
abandoned like many others of his genera-
tion, he became profoundly affected by the
ideas of the philosopher Georg Hegel
(1770–1831). Hegel’s views of the indi-
vidual, the state, and the mode of histori-
cal change contrasted sharply with the
tenets of rationalism that characterized
the Age of Enlightenment. Initially,
Hegelian ideas led Marx in the direction

of the ‘higher criticism,’ which kept him
from securing a university post. He turned
his attention to journalism and became
editor of the Rheinische Zeitung in Co-
logne, a moderately liberal paper spon-
sored by business interests.

The suspension of the newspaper a year
later caused Marx and his wife to move to
Paris, where he felt people would be more
sympathetic to his liberal views in social
and economic matters. His contacts with
revolutionary socialist and communist
thinkers encouraged him to study history,
politics, and economics. The French social
philosopher, Pierre Proudhon, appears to
have suggested to him the possibility of
interpreting economic phenomena in
terms of ideas drawn from the philosopher
Georg Hegel. This approach appears to
have become the foundation for the
Marxian system, although Marx later de-
nounced Proudhon as an incompetent pro-
ponent of Hegel’s ideas.

His ‘Paris period’ also brought Marx
into close personal contact with Friedrich
Engels, whose friendship with Marx
spanned a lifetime. Engels’s family was in
the textile business in Barmen (now
Wuppertal), Germany, and he later be-
came the prosperous part-owner of a cot-
ton business in England. His intimate
knowledge of economic and social condi-
tions in that country, the basis for his work
on The Condition of the Working Class in

Chapter 11
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England (1844), was invaluable to Marx.
It was also through Engels that Marx
made contact with the English socialists
of the day.

Marx’s sojourn in Paris was brief, last-
ing little more than a year. He was ex-
pelled from France at the request of the
Prussian government, and moved to Bel-
gium. His intellectual system had by then
already taken shape, and he turned his
attention to political activity. He helped
found a German Workers’ Union that
joined with other such groups into an in-
ternational Communist League. Marx and
Engels together drafted a statement of
principles they called the Communist
Manifesto (1848), which became the best-
known of all Marxist writings. A powerful
and brilliant document, now available in
virtually all languages, the Manifesto was
intended to present a theoretical basis for
communism, a critique of Utopian social-
ist movements, and a program of socialist
aims with methods for achieving them.

The year 1848 brought many revolu-
tionary uprisings in Europe. The outbreak
of revolutionary feelings in France forced
the abdication of Louis Philippe and the
proclamation of the Second French Repub-
lic. Although there were efforts to direct
the new government in accordance with
socialist principles, the coup of 1852 estab-
lished Louis Napoleon as Emperor Napo-
leon III. However, in all likelihood, Marx’s
Manifesto had little to do with the revolu-
tion. Nevertheless, he was deported from
Belgium for revolutionary activity, return-
ing first to Paris, then briefly to Germany,
before taking refuge in London. He lived
there for the remainder of his life, sup-
ported largely by gifts and loans from
friends, relatives, and sympathizers
(Engels, in particular), and stipends from
his intermittent journalistic activity. The
most noteworthy of the latter was his work
as foreign correspondent for the New York

Tribune, an association that lasted from
1851 to the 1860s. This was also the pe-
riod during which he utilized the facilities
of the British Museum to gather material
for the first volume of Capital, which ap-
peared in print in 1867. The remaining
two volumes were put together by Engels
from partial drafts and notes. This was the
trilogy that Marx, had he lived, intended
to comprise the reconstruction of the sci-
ence of political economy.

The background for Marxian economic
theory

Socialist thought

Marx’s Capital sets forth his theory of the
development of the capitalistic system.
The book has remarkably little to say
about socialism, the system Marx ex-
pected ultimately to succeed capitalism.
His analysis derives partly from the social
reform movements of the Enlightenment,
which nurtured the idea that human soci-
ety can be rationally reconstructed to pro-
mote the best interests of its members.

There were two broad views as to how
this reconstruction might take place. One
continued the tradition of classical liber-
alism and maintained that society’s best
interests are served by assuring individual
freedom. In seeking their own best inter-
ests, individuals would automatically also
assure the ideal functioning of society as a
whole. Philosophical radicalism was this
sort of reform movement. It stressed the
preservation of private property rights and
individual enterprise with minimal gov-
ernment restriction.

The socialist-anarchist movement was
similar to philosophical radicalism in its
aims but fundamentally different in the
modus operandi it visualized would
achieve them. It was socialistic in its view
that the only rational society is one that
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substitutes collective for private owner-
ship of the means of production as a foun-
dation for an egalitarian distribution of
income. It was anarchistic in its concep-
tion of government as the outgrowth of the
property rights of the wealthy who needed
the coercive influence of the state to sur-
vive and retain economic and political
power.

Like classical liberalism, the socialista-
narchist movement was initially an ideal-
istic one that attracted intellectual, rather
than working-class, support. Its primary
early development was in France during
the early nineteenth century, before it ex-
perienced the Industrial Revolution and
associated labor discontent. The Revolu-
tion destroyed the absolute monarchy of
the ancien regime, and raised the bour-
geoisie to such a high level of economic and
political power that calls for further re-
form emerged. Comte Henri de Saint-
Simon (1760–1825) called for the reorgani-
zation of society on the model of the fac-
tory. The new industrial state was urged
to supplant the church as the supreme
authority for achieving harmony. He main-
tained that all would enjoy the advantages
of an industrial system built on the basis
of capital and science, and also benefit
from the spirit of cooperation that charac-
terizes factory life.1 Saint-Simon favored
drastic reforms in the ownership of land
but did not advocate the abolition of pri-
vate property. On the contrary, he main-
tained that capital as well as labor are le-
gitimately entitled to some form of remu-
neration.

Charles Fourier (1772–1837), another
Frenchman who developed a theory of so-
cialism at about the same time as Saint-
Simon, maintained that a principle akin
to Newton’s physical principles underlies
social relations. He argued that the indus-
trial world ought to be organized on the
principle of mutual attraction and pro-

posed the group as the basic social unit
composed of at least seven persons of simi-
lar tastes who pursue a common art, sci-
ence, or industry. Five or more groups
would constitute a series, and a union of
series would make up a phalanx. Each
phalanx, consisting of approximately 1600
persons, would, in his scheme, occupy
about 500 acres of land, and its members
would live together in a phalanstere or
garden city. Since the organization of the
phalanx is essentially like that of a joint-
stock corporation, Fourier does not, how-
ever, recommend that land be distributed
solely among those who own stock: 5/12
would go to labor, 4/12 to capital, and 3/12
to talent. Thus, the wage system would be
abolished in Fourier’s scheme because
labor would be rewarded by a share in
profits.

Not all of the early French socialists
shared the view of Saint-Simon and
Fourier that it is unnecessary to abolish
private property in order to achieve major
reforms. Proudhon’s contrary view is typi-
cal. ‘Property,’ he said, ‘is theft’; when
there is private property, the state be-
comes the agency required to perpetuate
it. He reasoned that after private property
has been abolished and the people have
renounced acquisition in favor of coopera-
tion for the common good, government can
be abolished because it will have no fur-
ther function to perform.

While Saint-Simon and Fourier ap-
proached reform on an intellectual level,
Robert Owen (1771–1858) attempted to
put some of the principles of a socialist so-
ciety into practice. He bought an impover-
ished textile village at New Lanark, Scot-
land, and approximately 2500 people were
encouraged to participate in a model com-
munity he sought to establish there. He
also purchased a tract of land in the state
of Indiana in the United States, where he
established a settlement known as New
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Harmony. The success of these communi-
ties was, however, shortlived. The experi-
ment is, however, an interesting chapter
in the history of what Karl Marx dubbed
Utopian socialism.

Marx was in substantial agreement
with these early socialists about the aims
of socialism and shared many of their vi-
sions of the future society. But he felt they
were unrealistic in believing that a major
transformation of existing society could be
brought about simply by an appeal to rea-
son. The prosperous upper classes, in par-
ticular, could never be led by reason alone
to accept the reforms proposed by the so-
cialists. Even workers were not yet ready,
in his view, for a radically different soci-
ety. Not until the effects of the Industrial
Revolution became widespread did social-
ism become a mass movement of the work-
ing class. It is perhaps worth noting, in
this regard, that the German Workers’
Union, which Marx helped found while he
was in Belgium, had no workers in it, but
existed primarily to study socialist
thought. Marx maintained that workers
would not be ready for socialism until the
evils of the present system greatly wors-
ened their positions. It became his aim to
demonstrate how the deterioration of the
working class would inevitably come about
and necessarily call forth socialism. This
is the difference between Marx’s scientific
socialism and earlier Utopian movements.
He argued that socialism will be the inevi-
table result of an evolutionary process that
might be hastened by proper strategy and
tactics, and that the approach of the
utopians would, in fact, serve to hinder
rather than serve that ultimate aim. Pre-
cisely why socialism was inevitable, ac-
cording to Marxian thinking, turns upon
the use he made of Hegel’s philosophy of
history.

Hegel’s philosophy of history

Marx’s analytical system appears to have
begun with its general philosophy. He was
still a student at the University of Berlin
when he came under the influence of
Hegel’s philosophy of history and its dia-
lectic. The origin of the dialectic is ancient
Greek philosophy, which refers to the
method by which two persons engaged in
argument or debate, can modify, and
eventually correct, one another’s views
until they arrive at a third view incorpo-
rating elements of both. Thus, there is a
thesis that is confronted with a conflicting
antithesis. The controversy between them
leads to corrective argument and modifi-
cation until a synthesis emerges in which
thesis and antithesis are reconciled. This
is the method used by Plato in his Dia-
logues and, later, this became an impor-
tant intellectual tool of the Scholastics.

Hegel’s adaptation of the dialectic was
little concerned with the opposing ideas of
individual human beings.2 He conceived of
the dialectic as the process by which
change takes place in the universe. There
is, he thought, an inherent pattern accord-
ing to which this development takes place
and about which we can learn from the
study of history. Under his influence, Eu-
ropean scholars came to believe that
knowledge of the past is necessary to fore-
see and influence the future. Conservative
and radical thinkers alike embraced anew
the study of history; and there followed an
age, particularly in Germany but also else-
where in Europe, in which the historical
method became regarded as the only truly
scientific one and was applied to virtually
all fields of inquiry.

Hegel himself undertook to utilize the
dialectic to predict the next stage of Ger-
man history. The next and inevitable step,



○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○

Chapter 11 Karl Marx

224

he maintained, would be the amalgama-
tion of the several German states under a
single monarchy. The new German state
would thus be the apex of history. Hegel’s
political philosophy not only rejected indi-
vidualism on the grounds that it failed to
recognize the intimate relationship be-
tween the individual and society, but also
endowed the state with a spirit all its own.
This is the conception of the state that
characterized German political theory
even into the twentieth century. hostile to
that system in every form on the grounds
that the laboring class is exploited by capi-
talist employers. However, he regarded
Smith and Ricardo’s labor theory of value
as providing an essential foundation for
his labor exploitation hypothesis and the
eventual destruction of the capitalist sys-
tem. Indeed, Marx considered himself to
be, intellectually speaking, a lineal de-
scendant of the great classical tradition.

Ricardian economics

Ricardian economics or, more specifically,
Ricardo’s labor theory of value, was the
third source of inspiration for Marx’s
analysis of the functioning of the capital-
istic system. Ricardo, it will be recalled,
wrote as follows: ‘Possessing utility
[which he discarded both as a cause and
as a measure of value], commodities de-
rive their exchangeable value from two
sources: from their scarcity and from the
quantity of labour required to obtain
them.’3 Scarcity is of primary significance
for a commodity that is not reproducible,
like a rare work of art. Most commodities,
however, are products of labor and can be
supplied ‘almost without any assignable
limit, if we are disposed to bestow the la-
bour necessary to obtain them.’4 Since
Ricardo reasoned that rent, as a differen-
tial surplus, is not a determinant of ex-
change value, and that variations in

wages or profits do not affect value in ex-
change, commodities are exchanged in
proportion to the labor used in their pro-
duction.

Marx’s serious study of economics dates
from his early Paris days, when he became
impressed with the treatment that Smith,
and more particularly Ricardo, gave to
labor as the cause of value. Both were,
however, favorably disposed toward com-
petitive capitalism and laissez-faire policy,
whereas Marx was

The origin, nature, and functioning of
capitalism

The economic interpretation of history

Marx’s objective was ‘to lay bare the eco-
nomic law of motion of modern society.’5
He maintained the prime mover of social
change is to be found in changes in the
mode of production. This premise was a
firm part of his thinking for some consid-
erable time before he published volume I
of Capital. In the preface to A Contribu-
tion to the Critique of Political Economy,
he wrote as follows:

The mode of production in material life de-
termines the general character of the social,
political and spiritual processes of life. It is
not the consciousness of men that deter-
mines their existence, but on the contrary,
their social existence determines their con-
sciousness. At a certain stage of their devel-
opment, the material forces of production in
society come in conflict with the existing re-
lations of production, or what is but a legal
expression for the same thing, with the prop-
erty relations within which they had been
at work before. From forms of development
of the forces of production these relations
turn into their fetters. Then comes the pe-
riod of social revolution. With the change of
the economic foundation the entire immense
superstructure is more or less rapidly trans-
formed.6
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The impetus to social change is thus to be
found in the ‘mode of production.’ The
mode of production of a particular period
reflects the social relationships inherent
in the ownership and use of the material
means of production. As the mode of pro-
duction becomes appropriate to the altered
production process, contradictions develop
between existing social relationships and
the altered mode of production that gener-
ates social change. This is the Hegelian
aspect of Marx’s thinking. However, unlike
Hegel, Marx saw the arena of conflict to
be the material world, with its existing
social system, rather than locating it in the
realm of ideas. Human minds do not origi-
nate conflicting theses and antitheses ac-
cording to Marx, but only perceive the
material world of reality. This is the es-
sence of Marx’s materialism as opposed to
Hegel’s idealism. For Marx, the conflicts
to be resolved are between social classes—
the ruling class of the era versus the ex-
ploited class. Thus, Marx began the Com-
munist Manifesto with the observation
that ‘the history of all hitherto existing
society is the history of class struggles.’

The economic source of class conflict
was also of special interest to the classi-
cists. Class conflict was the basis for
Ricardo’s concern about ‘the distribution
of the produce of the earth.’ For Ricardo,
the basic antagonism between social
classes was that which existed between
the landlords and the industrial capital-
ists. This is the reason why the doctrine of
rent loomed so large in the Ricardian
analysis. Marx, however, regarded the
emphasis on land and rent as inappropri-
ate in a capitalist economy, in which the
antagonistic classes are the bourgeoisie
and the proletariat. It is the relationship
between those two that determines the
nature of the mode of production and
hence the character of the whole society.

In analyzing the relationship between

the bourgeoisie and the proletariat, Marx
relies heavily on the deductive methodol-
ogy so strongly associated with Ricardo
and his followers. Marx’s application is, of
course, different, in that it is oriented to-
wards demonstrating the transitory na-
ture of capitalism. To do this, Marx finds
it necessary to isolate the capital-labor re-
lationship from all other social relation-
ships in order to examine its basic charac-
ter. Reduced to its simplest form, the capi-
tal-labor relationship is one of exchange.
Marx identifies the commodity that is be-
ing bought and sold as labor power. Labor
power is merely one commodity among
many, but it is the only commodity labor
has available for sale. The exchange rela-
tionship that results from the sale of labor
power is also one among many. Thus, Part
I of the first volume of Capital, entitled
‘Commodities,’ analyzes the phenomenon
of exchange. Exchange begins with simple
commodity production, such as that which
takes place when individuals own the
means of production and uses them to sat-
isfy wants that cannot be fulfilled directly
by exchanging their surpluses with others.
This is not what happens under capital-
ism, in which the ownership of all means
of production is in the hands of the bour-
geoisie, while the work is performed by the
members of the proletariat. The means of
production and labor power are thus given
commodity form, and exchange relation-
ships are involved in their purchase and
sale. This is the mode of production that is
typical of capitalism.

It should now be clear that the concept
of the mode of production does not refer to
the technical aspects of production alone.
The mode of production includes, not only
the technology surrounding the physical
means of production, but also the social
relationships deriving from the whole com-
plex of the socioeconomic, political, and
cultural institutions that accompany a
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given stage of development. This super-
structure is a major aspect of the mode of
production and historical process. Thus,
what is so often referred to as the economic
interpretation of history is at least as
much in the realm of sociology as of eco-
nomics.

Use value and exchange value

The manner in which the conflict between
the mode of production and the super-
structure of social organization will make
itself felt, and the reason the capitalistic
system will eventually become untenable,
are questions that Marx’s economic analy-
sis is intended to answer. His focus is on
the value problem and his analysis begins
by noting that every commodity has a use
value and an exchange value. Although
these terms are given their usual mean-
ing, Marx regards the analysis of use
value as outside the sphere of political
economy. Political economy, in Marx’s
view, properly involves only social rela-
tions. The study of use values does not
come within the province of the political
economist because these values involve a
relationship between a person and an ob-
ject. Exchange values between goods, al-
though they seemingly do not involve so-
cial relationships, are the concern of the
political economist because every ex-
change of commodities is also an ex-
change of labor. Marx thus conceives of
the value problem as having a qualitative
aspect as well as a quantitative one. It has
been suggested that the great originality
of Marx’s value theory lies in its attempt
to deal simultaneously with both.7

Marx’s insistence that an object can
have exchange value only if it represents
embodied labor, led him to distinguish be-
tween value and price. An object like un-
cultivated land may command a price but

has no exchange value because there is
no labor congealed in it.8 While Marx
thought all value derives from labor, he
was aware that labor is sometimes more
proficient because of natural ability or
superior training. When a more effective
worker is employed side-by-side with one
who is less productive, their comparative
efficiency is measurable in physical
terms. Once the ratio of their output has
been established, the two kinds of labor
can be reduced to a common denomina-
tor, namely, ‘human labor pure and sim-
ple.’ ‘Skilled labor counts only as simple
labor intensified, or rather, as multiplied
simple labor, a given quantity of skilled
labor being considered equal to a greater
quantity of simple labor.’9 The labor em-
bodied in a commodity is thus measurable
in time units that express the proportion
of the community’s labor force that a com-
modity absorbs. From this, Marx deduces
that there is a correspondence between
the labor-time ratios involved in the pro-
duction of two commodities and their ex-
change ratios.

There is an obvious qualification to this
principle: the fact that more labor time is
lavished on a commodity does not neces-
sarily give it greater value. Unnecessary
or inefficient expenditures of labor time do
not enhance value. Only ‘socially neces-
sary’ labor time contributes to value. ‘The
labor time socially necessary is that re-
quired to produce an article under the nor-
mal conditions of production and with the
average degree of skill and intensity preva-
lent at this time.’10 Thus, commodities are
exchanged for one another at a rate that is
determined by the quantity of socially nec-
essary labor each embodies. When this ra-
tio of exchange prevails in the market be-
tween any pair of commodities, there is no
incentive for the producers of either com-
modity to shift from the production of one
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to the production of the other, and the price
of each will be proportional to the labor
time required to produce it. In other
words, if the forces of supply and demand
have free play, an equilibrium price that
is proportional to labor time will be estab-
lished. Competitive market forces, then,
are the mechanism through which devia-
tions between market prices and real
(labor) values are eliminated. Thus, the
supply and demand explanation of price
determination is really an essential part
of the labor theory, although Marx did not
always express this point clearly.

Marx did not completely overlook the
role of demand in determining exchange
values; he specifically emphasized that use
value is a prerequisite for exchange value
and that, therefore, the social need for a
commodity is the determining factor of the
amount of social labor to be allocated to a
particular type of production. Thus, if too
much of a commodity has been produced
or if more labor has been expended than is
socially necessary, it will be reflected in a
reduced exchange value. Nevertheless, it
is true that Marx did not approach the
value problem from the standpoint of con-
sumer choice, any more than did Smith or
Ricardo. It has been suggested that to have
done so would have been inconsistent with
his objective of investigating the causes of
social change, for consumer wants, except
insofar as they originate in physical re-
quirements, are a reflection of the mode of
production and are therefore passive as
regards the process of change.11

Simple reproduction and extended
reproduction

In common with the Physiocrats and the
classicists, Marx recognized that the proc-
ess of production must be continuous, in the
sense that it constantly converts a part of its
products into means of production; that is, it
reproduces itself. The Physiocrats and the
classicists envisioned a system of produc-
tion in which producers owning means of
production typically exchange their surplus
products for those of others, either by barter
or by using money, to enjoy consumption.
But they were not describing the system of
‘extended reproduction’ that characterizes
an advanced capitalistic system. Under ad-
vanced capitalism, the means of production
are owned by a property-owning, or capital-
ist class (the bourgeoisie), which employs
working class persons (the proletariat) to
produce goods for sale. By employing them,
the capitalist class, in fact, purchases the
use of labor power as a commodity and di-
rects its efforts into the production of com-
modities whose sale yields the capitalists’
revenue. The difference between the ex-
change values of the commodities the capi-
talists buy and those they sell, when the
production process is completed, is surplus
value, which supports accumulation rather
than consumption. Surplus value raises an
issue that goes to the heart of capitalism as
a system. In fact, it is an issue that Smith
left unresolved when he argued that profit
is not just another name for the wages of
management.

Issues and Answers from the Masterworks 11.1
Issue
How does the capitalist manage to create surplus value? Given that he hires his
workers in a competitive market at a wage rate that equals the labor cost of their
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families’ requirement for ‘food and necessaries’ and sells their product at a competi-
tive price equal to their labor cost of production, surplus value seems an impossibility.

Marx’s answer
From Capital, Vol. I, Part 3, Chapter 6.

The general formula for capital
The circulation of commodities is the starting point of capital. The production of commodities,
their circulation, and that more developed form of their circulation called commerce, these form
the historical ground-work from which it rises. The modern history of capital dates from the
creation in the sixteenth century of a world-embracing commerce and a world-embracing mar-
ket. If we abstract from the material substance of the circulation of commodities, that is, from the
exchange of the various use-values, and consider only the economic forms produced by this
process of circulation, we find its final result to be money: this final product of the circulation of
commodities is the first form in which capital appears.

As a matter of history, capital, as opposed to landed property, invariably takes the form at first
of money; it appears as moneyed wealth, as the capital of the merchant and of the usurer. But
we have no need to refer to the origin of capital in order to discover that the first form of appear-
ance of capital is money. We can see it daily under our very eyes. All new capital, to commence
with, comes on the stage, that is, on the market, whether of commodities, labour, or money,
even in our days, in the shape of money that by a definite process has to be transformed into
capital.

The first distinction we notice between money that is money only, and money that is capital,
is nothing more than a difference in their form of circulation. The simplest form of the circulation
of commodities is C-M-C, the transformation of commodities into money, and the change of the
money back again into commodities; or selling in order to buy. But alongside of this form we find
another specifically different form: M-C-M, the transformation of money into commodities, and
the change of commodities back again into money; or buying in order to sell. Money that circu-
lates in the latter manner is thereby transformed into, becomes capital, and is already poten-
tially capital.

Now let us examine the circuit M-C-M a little closer. It consists, like the other, of two antitheti-
cal phases. In the first phase, M-C, or the purchase, the money is changed into a commodity. In
the second phase, C-M, or the sale, the commodity is changed back again into money. The
combination of these two phases constitutes the single movement whereby money is ex-
changed for a commodity, and the same commodity is again exchanged for money; whereby a
commodity is bought in order to be sold, or, neglecting the distinction in form between buying
and selling, whereby a commodity is bought with money, and then money is bought with a
commodity. The result, in which the phases of the process vanish, is the exchange of money for
money, M-M. If I purchase 2,000 lbs. of cotton for £100, and resell the 2,000 lbs. of cotton for
£110, I have, in fact, exchanged £100 for £110, money for money.

Now it is evident that the circuit M-C-M would be absurd and without meaning if the intention
were to exchange by this means two equal sums of money, £100 for £100. The miser’s plan
would be far simpler and surer; he sticks to his £100 instead of exposing it to the dangers of
circulation. And yet, whether the merchant who has paid £100 for his cotton sells it for £110, or
lets it go for £100, or even £50, his money has, at all events, gone through a characteristic and
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original movement, quite different in kind from that which it goes through in the hands of the
peasant who sells corn, and with the money thus set free buys clothes. We have therefore to
examine first the distinguishing characteristics of the forms of the circuits M-C-M and C-M-C,
and in doing this the real difference that underlies the mere difference of form will reveal itself.

Let us see, in the first place, what the two forms have in common. Both circuits are resolvable
into the same two antithetical phases, C-M, a sale, and M-C, a purchase. In each of these
phases the same material elements—a commodity, and money, and the same economic dra-
matis personae, a buyer and a seller—confront one another. Each circuit is the unity of the
same two antithetical phases, and in each case this unity is brought about by the intervention of
three contracting parties, of whom one only sells, another only buys, while the third both buys
and sells.

What, however, first and foremost distinguishes the circuit C-M-C from the circuit M-C-M, is
the inverted order of succession of the two phases. The simple circulation of commodities be-
gins with a sale and ends with a purchase, while the circulation of money as capital begins with
a purchase and ends with a sale. In the one case both the starting-point and the goal are
commodities, in the other they are money. In the first form the movement is brought about by the
intervention of money, in the second by that of a commodity.

In the circulation C-M-C, the money is, in the end, converted into a commodity, that serves as
a use-value; it is spent once and for all. In the inverted form, M-C-M, on the contrary, the buyer
lays out money in order that, as a seller, he may recover money. By the purchase of his com-
modity he throws money into circulation, in order to withdraw it again by the sale of the same
commodity. He lets the money go, but only with the sly intention of getting it back again. The
money, therefore, is not spent, it is merely advanced.

In the circuit C-M-C, the same piece of money changes its place twice. The seller gets it from
the buyer and pays it away to another seller. The complete circulation, which begins with the
receipt, concludes with the payment, of money for commodities. It is the very contrary in the
circuit M-C-M. Here it is not the piece of money that changes its place twice, but the commodity.
The buyer takes it from the hands of the seller and passes it into the hands of another buyer.
Just as in the simple circulation of commodities the double change of place of the same piece of
money effects its passage from one hand into another, so here the double change of place of
the same commodity brings about the reflux of the money to its point of departure.

Such reflux is not dependent on the commodity being sold for more than was paid for it. This
circumstance influences only the amount of the money that comes back. The reflux itself takes
place, as soon as the purchased commodity is resold, in other words, as soon as the circuit M-
C-M is completed. We have here, therefore, a palpable difference between the circulation of
money as capital, and its circulation as mere money.

The circuit C-M-C comes completely to an end, as soon as the money brought in by the sale
of one commodity is abstracted again by the purchase of another… It is otherwise in the circu-
lation M-C-M, which at first sign appears purposeless, because it is tautological. Both extremes
have the same economic form. They are both money, and therefore are not qualitatively differ-
ent use-values; for money is but the converted form of commodities, in which their particular
use-values vanish. To exchange £100 for cotton, and then this same cotton again for £100, is
merely a roundabout way of exchanging money for money, the same for the same, and appears
to be an operation just as purposeless as it is absurd. One sum of money is distinguishable from
another only by its amount. The character and tendency of the process M-C-M, is therefore not
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due to any qualitative difference between its extremes, both being money, but solely to their
quantitative difference. More money is withdrawn from circulation at the finish than was thrown
into it at the start. The cotton that was bought for £100 is perhaps resold for £100+£10, or £110.
The exact form of this process is therefore M-C-M, where M’=M+∆M=the original sum ad-
vanced, plus an increment. This increment or excess over the original value I call ‘surplus-
value.’ The value originally advanced, therefore, not only remains intact while in circulation, but
adds to itself a surplus-value or expands itself. It is this movement that converts it into capital…
The simple circulation of commodities—selling in order to buy—is a means of carrying out a
purpose unconnected with circulation, namely, the appropriation of use-values, the satisfaction
of wants. The circulation of money as capital is, on the contrary, an end in itself, for the expan-
sion of value takes place only within this constantly renewed movement. The circulation of
capital has therefore no limits.

As the conscious representative of this movement, the possessor of money becomes a
capitalist. His person, or rather his pocket, is the point from which the money starts and to which
it returns. The expansion of value, which is the objective basis or main-spring of the circulation
M-C-M, becomes his subjective aim, and it is only in so far as the appropriation of ever more
and more wealth in the abstract becomes the sole motive of his operations, that he functions as
a capitalist, that is, as capital personified and endowed with consciousness and a will. Use-
values must therefore never be looked upon as the real aim of the capitalist; neither must the
profit on any single transaction. The restless never-ending process of profit-making alone is
what he aims at. This boundless greed after riches, this passionate chase after exchange-
value, is common to the capitalist and the miser; but while the miser is merely a capitalist gone
mad, the capitalist is a rational miser. The never-ending augmentation of exchange value, which
the miser strives after, by seeking to save his money from circulation, is attained by the more
acute capitalist, by constantly throwing it afresh into circulation…

Buying in order to sell, or, more accurately, buying in order to sell dearer, M-C-M’, appears
certainly to be a form peculiar to one kind of capital alone, namely, merchants’ capital. But
industrial capital too is money, that is changed into commodities, and by the sale of these
commodities, is reconverted into more money. The events that take place outside the sphere of
circulation, in the interval between the buying and selling, do not affect the form of this move-
ment. Lastly, in the case of interest-bearing capital, the circulation M-C-M’ appears abridged.
We have its result without the intermediate stage, in the form M-M’, ‘en style lapidaire’ so to say,
money that is worth more money, value that is greater than itself. M-C-M’ is therefore in reality
the general formula of capital as it appears prima facie within the sphere of circulation…

The buying and selling of labour-power
The change of value that occurs in the case of money intended to be converted into capital,
cannot take place in the money itself, since in its function of means of purchase and of payment,
it does no more than realise the price of the commodity it buys or pays for; and, as hard cash, it
is value petrified, never varying. Just as little can it originate in the second act of circulation, the
re-sale of the commodity, which does no more than transform the article from its bodily form
back again into its money-form. The change must, therefore, take place in the commodity
bought by the first act, M-C, but not in its value, for equivalents are exchanged, and the com-
modity is paid for at its full value.
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The labour-process and the process of producing surplus-value

Section 1. The labour-process or the production of use-values

The capitalist buys labour-power in order to use it; and labour-power in use is labour itself. The
purchaser of labour-power consumes it by setting the seller of it to work. By working, the latter
becomes actually, what before he only was potentially, labour-power in action, a labourer. In
order that his labour may re-appear in a commodity, he must, before all things, expend it on
something useful, on something capable of satisfying a want of some sort. Hence, what the
capitalist sets the labourer to produce, is a particular use-value, a specified article…

The labour-process, turned into the process by which the capitalist consumes labour-power,
exhibits two characteristic phenomena. First, the labourer works under the control of the capital-
ist to whom his labour belongs; the capitalist taking good care that the work is done in a proper
manner, and that the means of production are used with intelligence, so that there is no unnec-
essary waste of raw material, and no wear and tear of the implements beyond what is necessar-
ily caused by the work.

Secondly, the product is the property of the capitalist and not that of the labourer, its immedi-
ate producer. Suppose that a capitalist pays for a day’s labour-power at its value; then the right
to use that power for a day belongs to him, just as much as the right to use any other commodity,
such as a horse that he has hired for the day. To the purchaser of a commodity belongs its use,
and the seller of labour-power, by giving his labour, does no more, in reality, than part with the
use-value that he has sold. From the instant he steps into the workshop, the use-value of his
labour-power, and therefore also its use, which is labour, belongs to the capitalist. By the pur-
chase of labour-power, the capitalist incorporates labour, as a living ferment, with the lifeless
constituents of the product. From his point of view, the labour-process is nothing more than the
consumption of the commodity purchased, i.e. of labour-power; but this consumption cannot be
effected except by supplying the labour-power with the means of production. The labour-proc-
ess is a process between things that the capitalist has purchased, things that have become his
property. The product of this process belongs, therefore, to him, just as much as does the wine
which is the product of a process of fermentation completed in his cellar.

Section 2. The production of surplus-value

The product appropriated by the capitalist is a use-value, as yarn, for example, or boots. But,
although boots are, in one sense, the basis of all social progress, and our capitalist is a decided
‘progressist,’ yet he does not manufacture boots for their own sake… Our capitalist has two ob-
jects in view: in the first place, he wants to produce a use-value that has a value in exchange, that
is to say, an article destined to be sold, a commodity; and secondly, he desires to produce a
commodity whose value shall be greater than the sum of the values of the commodities used in its
production, that is, of the means of production and the labour-power, that he purchased with his
good money in the open market. His aim is to produce not only a use-value, but a commodity also;
not only use-value, but value; not only value, but at the same time surplus value…

The fact that half a day’s labour is necessary to keep the labourer alive during 24 hours, does
not in any way prevent him from working a whole day. The owner of the money has paid the
value of a day’s labour-power; his, therefore, is the use of it for a day, a day’s labour belongs to
him. The circumstance, that on the one hand the daily sustenance of labour-power costs only
half a day’s labour, while on the other hand the very same labour-power can work during a
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Summing up: Marx’s key points

Marx’s basic concern is to undermine the
perception that abstinence by capitalists
is the source of capital accumulation and
that the profits they earn are their just
return. To refute this classical view, he
begins by noting that, under conditions of
simple reproduction, money served only
as a medium to circulate commodities. In
this stage the process of production and
exchange involved the exchange (sale) of
individuals’ commodity surpluses for
money which, in turn, became used to buy
other commodities. The process whose
purpose is to satisfy wants can be repre-
sented by C-M-C.

A different process is at work when the
possessor of money becomes a capitalist,
for his objective is to make profit by
appropriating surplus value. The
capitalist uses money to buy labor power
as a commodity whose use value is at his
disposal for the entire working day. The
selling price of workers’ products (in which
their labor power is congealed) returns an
amount of revenue to the capitalist that
exceeds the wage cost of the labor power
he purchased. The differential is surplus
value and the process, which Marx calls
extended reproduction, can be represented
as M-C-M’ or ‘buying in order to sell

dearer.’ If the average working day is, let
us say, 12 hours, and the worker can
produce the equivalent of his family’s
subsistence in 6 hours, then 6 hours
remain during which the worker continues
to create new exchange values. The
working day is, therefore, divisible into
two parts, necessary labor and surplus
labor. The value of the output resulting
from necessary work in the form of wages,
but the product of labor power for which
workers are not paid goes to the capitalist
in the form of surplus value. According to
Marx, this is the basis of ongoing
accumulation under capitalism.

Since Marx is concerned with the de-
gree of labor exploitation, he also focuses
on the rate of surplus value, which he des-
ignates as s’. This is the ratio between sur-
plus value (s) and the variable capital out-
lays (v) the capitalist makes. Thus,

Rate of surplus value s’=s/v

The rate at which surplus value can be cre-
ated depends on three factors: (1) the
length of the working day; (2) the produc-
tivity of labor; and (3) the quantity of com-
modities making up the worker’s real wage.
Individually, or in combination, these fac-
tors can be altered by the capitalist to in-
crease surplus value. It is thus obvious that
Marx associated the creation of surplus

whole day, that consequently the value which Its use during one day creates, is double what he
pays for that use, this circumstance is, without doubt, a piece of good luck for the buyer, but by
no means an injury to the seller…

By turning his money into commodities that serve as the material elements of a new product,
and as factors in the labour-process, by incorporating living labour with their dead substance,
the capitalist at the same time converts value, i.e. past, materialised, and dead labour, into
capital, into value big with value, a live monster that is fruitful and multiplies.

Source: Reprinted from the English edition (London: Swan Sonnenschein, Lowry &
Company, 1887), translated from the third German edition. The selection reprinted here

originally appeared as Part 2, Chapters 4, 6, and 7. Footnotes deleted.
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value strictly with labor. That part of the
machinery and tools that is actually used
up, and the materials utilized in the pro-
duction process, are incapable of creating
a surplus, but only transfer an equal value
to the final good. Marx assumes that the
rate of surplus value (i.e. the degree of
labor exploitation) will be 100 percent.

The equalization of rates of profit

In Volume I of Capital, Marx maintains
that the rate of surplus value tends to be-
come equalized among sectors of the
economy because of labor’s tendency to
move from low-wage areas to high-wage ar-
eas while producers utilize productive tech-
niques as efficient as those used by their
competitors. He maintains that the rate of
surplus value will tend to be the same for all
firms within an industry and also among all
the industries in the economy.

In Volume III of Capital, which was ed-
ited by Engels and published after Marx’s
death, it is, however, argued that rates of
profit, rather than rates of surplus value,
tend toward equality. Under competitive
conditions, surplus values are redistrib-
uted among different industries so that
rates of profit are equal among industries.
The rate of profit is the ratio of surplus
value to total capital outlay. Thus, 3

Rate of profit=π’=c+v

The argument that rates of profit (rather
than rates of surplus value) tend to become
equalized is a more realistic perspective:
business owners are not interested in
profit per unit of labor cost, but in profit
per unit of total invested capital. Only if
the rate at which capital depreciates an-
nually and the turnover rate of inventory
are the same in every industry, which they
clearly are not, could rates of surplus value
and rates of profit both be equalized.

But Marx’s argument that it is rates of

profit rather than surplus value that tend
toward equality raises another important
intellectual puzzle: it implies that a com-
modity will sell at its cost of production
rather than at its labor value. Marx’s crit-
ics have thus argued that the problem of
transforming values into prices necessar-
ily determines the entire labor theory of
value.12

Marx himself recognized the problem:
‘It would seem therefore, that here the
theory of value is incompatible with the
actual process, incompatible with the real
phenomena of production, and that for this
reason any attempt to understand these
phenomena should be given up.’13 He did,
however, offer a solution to the problem.
The essence of Marx’s solution is that the
market ‘transforms’ values into prices that
differ individually from labor-determined
values of commodities. Some capitalists
will therefore sell above value and enjoy
more surplus value, and others will sell
below value and enjoy less surplus value.
Capitalists will thus share in the aggre-
gate of surplus value in accordance with
the organic composition of capital in their
industry. The latter term is Marx’s way of
expressing what is today called the capi-
tal intensity of an industry. The higher the
ratio of (c), constant capital, to (c+v), or
total capital, the greater is the industry’s
capital intensity: Thus,

Organic composition of capital K=c/c+v

Marx assumed five industries with organic
compositions of capital like those repre-
sented in Table 11.1. By assumption, the
capital for the economy as a whole is
390c+110v=500; each industry is assumed
to have a capital of 100. Industries 5 and 4
are the most capital-intensive since they
make the smallest variable capital out-
lays; analogously, industries 3 and 2 are
the least capital-intensive.

The numerical example reproduced in
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Table 11.1 became the basis for Marx’s ex-
planation of the transformation of values
into prices. Each industry is assumed to
enjoy a rate of surplus value equal to 100
percent of the variable capital outlay made
in the industry. Thus, the amount of sur-
plus value is highest in industries 3 and 2,
whose organic composition of capital is
least intensive with respect to constant
capital.

A portion of the constant capital will be
used up and thus become congealed in the
commodity in the process of production.
Marx computes the value of the commodi-
ties produced by each industry on the ba-
sis of socially necessary labor time as
c’+v+s, recorded in column 4 of Table 11.2.
If each industry sold its commodities at a

price equal to their values, each would ex-
perience a different rate of profit, as shown
in the last column of Table 11.1.

Different profit rates, however, are in-
compatible with the operation of competi-
tive forces. These forces, Marx maintains,
will tend to redistribute the total amount
(110) of surplus value in such a fashion
that each industry will receive a share of
the aggregate surplus value that will yield
a 22 percent rate of profit to each, as shown
in Table 11.2. Arithmetically, the rate of
profit π=s/c+v or 110/500=0.22.

Economy-wide equalization is brought
about by inter-industry capital movements.
If the rate of profit is above average, as is
the case in industries 1, 2, and 3 in Table
11.1, capital will tend to be attracted from

Table 11.1 The transformation of values into prices

Table 11.2 Deviation of prices from values based on 22 percent profit

* By assumption
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industries 4 and 5, where the rate of profit
is lower than average, until the average
rate of profit is 22 percent for all.

The implications of profit equalization
are twofold. It implies, first of all, that
products will be sold at what Marx calls
their Price of Production or by c’+v+s+d.
Individual commodity prices will therefore
deviate from value. As is shown in Table
11.2, which demonstrates the effects of
equal rates of profit of 22 percent on each
individual capital of 100, individual prices
will deviate from values by the amounts
shown in the last column. It will be noted,
however, that these deviations of prices
from values cancel one another out. These
deviations imply that, while individual
commodity prices differ from their labor
costs, commodity values in the aggregate
are nevertheless, consistent with explain-
ing values in terms of labor cost. This is
the manner in which Marx rescues the
labor theory of value from the abyss into
which it appears to fall as a result of trans-
forming values into prices.

Capital accumulation and the tendency
toward a failing rate of profit

It has already been noted that the rate of
profit is the critical inducement to invest-
ment and is thus more important to the
capitalist than the rate of surplus value.
The tendency for the rate of profit to be-
come equal throughout the economy im-
plies that commodity prices will deviate
from their values in the manner discussed
above, and also that individual capital-
ists, in order to increase their shares of
the aggregate surplus value, will make
additions to constant capital. One of the
ironies of capitalism is that the pricing
system redistributes surplus values
among industries in accordance with
their stocks of constant capital, rather
than with their allocation to variable

capital, which is the source of surplus
value. The question of how capital funds
accumulate is therefore relevant.

Marx’s economic interpretation of his-
tory explains the original source of capital
funds. Primitive accumulation, which oc-
curred in England during the late fifteenth
and early sixteenth centuries, created, for
the first time, the free proletarian (in the
sense of being emancipated from the soil
and therefore free to sell his labor) and the
money-owning capitalist. Describing the
demise of the feudal system and the re-
lated destruction of the agricultural
economy, Marx observes:

The spoliation of the church’s property, the
fraudulent alienation of the state domains,
the robbery of the common lands, the usur-
pation of feudal and clan property, and its
transformation into modern private prop-
erty under circumstances of reckless terror-
ism, were just so many idyllic methods of
primitive accumulation. They conquered
the field for capitalistic agriculture, made
the soil part and parcel of capital, and cre-
ated for the town industries the necessary
supply of a ‘free’ and outlawed proletariat.14

After the era of primitive accumulation
ended, the source of further accumulation
is surplus value. Accumulation is accompa-
nied by increased mechanization in the pro-
duction process. A given amount of labor,
now combined with a greater supply of
more efficient equipment, will be able to
process a greater volume of raw materials
into finished goods. Although labor produc-
tivity is enhanced, the organic composition
of capital is altered as increasing amounts
of constant capital relative to variable capi-
tal are now acquired by the capitalist. Be-
cause only variable capital yields a surplus,
the rate of surplus value, that is,

s/v
will fall. From this, Marx deduced his ‘law
of the falling tendency of the rate of profit.’
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The latter naturally tends to dampen the
enthusiasm for new investment and en-
courages the capitalist to seek ways of
counteracting it.

Since the rate of profit depends on both
the rate of surplus value and the organic
composition of capital, it follows that
measures that tend to raise the rate of sur-
plus value, or reduce the constant capital
component of total capital, will tend to
keep the rate of profit from falling. Marx
notes six possibilities, the most obvious
being the lengthening of the working day,
which operates to increase the amount of
surplus labor. The speed-up has essen-
tially the same effect. The increase in sur-
plus value tends to keep the rate of profit
from falling. The technique of cutting
wages is not one which Marx seriously
entertains, for he assumes that wages, like
prices, are determined in a purely competi-
tive market that is beyond the power of an
individual employer.

Marx saw a tendency for wages to be
depressed as a result of the growing con-
stant capital component rather than an
aggressive employer wage policy. This
growth creates a situation of technologi-
cal unemployment that Marx regards as
the primary factor operating to push
wages toward the subsistence level. He
regarded as a ‘libel on the human race,’ the
population theory by which Malthus and
Ricardo explained the tendency of the
market wage to equal the natural wage.
He emphasized, instead, the development
of a surplus population. The workers who
are set free by machine power constitute
an industrial reserve army that depresses
the rate of wages and thereby tends to
raise the level of surplus value. Unlike the
classicists, Marx did not regard technologi-
cal changes as fortuitous occurrences but
as labor-saving devices necessary for the
continued existence of capitalist produc-
tion. The existence of a reserve army is

necessary for the maintenance of surplus
value. Thus, Marx observed in the Com-
munist Manifesto: The bourgeoisie cannot
exist without constantly revolutionizing
the instruments of production, and
thereby, the relations of production, and
with them the whole relations of society.’
It is in this manner that Marx lays bare
an area of inherent conflict within the
framework of capitalism, from which he
deduces one of the laws of motion of the
capitalistic system.

The human aspect of these observa-
tions is ‘the increasing misery of the pro-
letariat.’ On the one hand, the degree of
worker exploitation is enhanced through
the speed-up and the lengthening of the
working day; and on the other, the value
of the worker’s labor power is depressed
through the reduced labor requirements
of producing labor’s subsistence. It is an-
other of capitalism’s internal contradic-
tions that the increasing productivity of
labor is associated with increasing exploi-
tation and diminished ability to consume
goods.

Capitalist crisis

The classical economists, as has already
been noted, largely assumed away the
problem of economic crisis by their accept-
ance of Say’s law. Marx rejected Say’s law
because he regarded it as applicable only
to a barter economy. In a capitalistic
economy, commodities are exchanged first
for money and then for one another. In the
process, qualitatively different use values
represent quantitatively equal exchange
values. The exchange value of commodi-
ties is transformed into money form and
then back again to commodity form. The
transformation of commodities into
money and back into commodities is not
necessarily synchronized with regard to
time and place. Marx maintains that
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endogenously created crises are inherent
in capitalism for this reason: ‘If the inter-
val in time between two complementary
phases of the complete metamorphosis of
a commodity becomes too great, if the
split between the sale and the purchase
becomes too pronounced, the intimate
connection between them, their oneness,
asserts itself by producing a crisis.’15

Thus, Marx regarded a crisis as being in-
dicative of, and taking the form of, a state
of general overproduction. Crisis is the
process by which equilibrium between the
production and circulation of goods is for-
cibly restored. The actual cause of periods
of general overproduction is among the
problems to which Marx returned again
and again, although he nowhere presents
a systematic and thorough treatment. He
seems more concerned to show, contrary
to the fundamental theorem of Say’s law,
that partial gluts are always possible in a
capitalistic system and that they tend to
culminate in general overproduction in-
stead of being corrected.

Marx offered several hypotheses about
the possible causal mechanisms of crises
that manifest themselves in overproduc-
tion (or underconsumption) and declining
rates of profit. Marxist interpreters and
revisionists have, however, considerably
more to say on the specific causes of crisis
than Marx himself. His followers extended
and embellished hypotheses that Marx
does not develop completely, although he
did introduce them in his works.16

Among the hypotheses suggested by
Marx on the matter of crisis, that which
undertakes to link this phenomenon with
the declining rate of profit is of particular
interest. One interpretation stresses the
fact that the growth of accumulation
stimulates the demand for labor power,
thus raising the level of wages and dimin-
ishing profits. Diminished profits, in turn,
discourage further accumulation and pre-

cipitate a crisis, the immediate cause of
which, in more modern terminology, is
under-investment. In other words, an in-
terruption to the circular flow takes place
as a result of a decline in the rate of profit
below normal. This hypothesis finds its
modern counterpart in the Keynes hypoth-
esis of the declining marginal efficiency of
capital, although the Marxian formulation
is far less well developed, especially re-
garding its failure to take into account the
significance of the interest rate, the money
market, institutional credit arrange-
ments, and the role of expectations. Some
writers, such as Maurice H.Dobb, argue
that Marx regarded the tendency of the
rate of profit to fall as the primary expla-
nation of a crisis.17

Another hypothesis about economic cri-
ses that may be derived from Marx’s frag-
mentary observations is that a crisis is
traceable to the atomistic character of
capitalist production. The essence of this
view is that crises originate because indi-
vidual business owners have, at best, only
partial knowledge of the market and tend
to produce either too much or too little.
These errors call forth adjustments, but
only small errors can be corrected without
general disturbance. Michael Tugan-
Baranowsky, in particular, is associated
with this view.

A third hypothesis about crises, and the
one most clearly stated by Marx himself,
stresses the role of underconsumption. The
capitalist, he maintains, creates surplus
value in the process of production in the
form of commodities. However, in order
that capitalists may realize their surplus
value, they must sell their products. The
consumption of the great mass of the peo-
ple, however, is restricted by low wage rates
and unemployment, with the result that
the capitalist has to sell products at prices
below the cost of production. Labor is not
less exploited, but the capitalist benefits



○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○

Chapter 11 Karl Marx

238

little from this exploitation. Consumption
is further restricted by the tendency to
accumulate and expand capital in order to
introduce labor-saving technological im-
provements. These are undertaken in or-
der to improve the level of profits but the
reduction in variable capital, relative to
constant capital, defeats this goal through
its impact on the labor component, which
is the source of surplus value. The quest
for profit is thus the reason for its falling
rate. Although this tendency is counter-
acted from time to time (the problem of
timing was not specifically dealt with), it
is nevertheless an inexorable tendency
that will grow more pronounced as the
counteracting forces become attenuated.
Thus, crises will become increasingly se-
vere, and each successive occurrence will
increase their threat to capitalism’s future.

Monopoly capitalism

Marx’s entire economic analysis is in-
tended to demonstrate the impossibility
of an indefinite expansion of the capitalis-
tic system and the consequent inevitabil-
ity of a revolution, during which the prole-
tariat will overthrow the existing struc-
ture of production and its associated so-
cial relations, and establish a socialistic
organization of production in its place.
The prelude, in Marx’s thinking, to the ul-
timate overthrow of capitalist production
is the change in the organic composition
of capital. The proportion between con-
stant and variable capital will grow, and
the fixed component of constant capital—
that is, the proportion in buildings, ma-
chinery, and equipment, as opposed to
raw materials—will increase. As a result,
there is an increase in the optimum size of
the production unit. This implies not only
a concentration of capital, but what Marx
called centralization of capital.18

The causes of the centralization of capi-

tal are only briefly sketched by Marx. The
major factor is, of course, the economies
inherent in large-scale production. As the
optimum-size production unit grows
larger, ‘the larger capitals beat the
smaller.’19 In other words, interfirm com-
petition for profits is, in itself, a force of
centralization. In addition, the credit sys-
tem, which Marx conceives to include not
only banks but all financial institutions,
facilitates the development of the large
corporation, which alters the production
structure from one in which there is com-
petition among a large number of produc-
ers to competition among a few. In the
process of this phase of capitalist develop-
ment, there is a divorce between the own-
ership of capital and the entrepreneurial
function.20 The owner of capital becomes a
shareholder, and the actual function of the
entrepreneur is assumed by professional
managers. The ultimate stage in the de-
velopment of the capitalistic system gets
underway when corporations unify in the
form of cartels, trusts, and mergers in or-
der to control production and prices. At the
same time, there is also the tendency, be-
cause of the close relations between the
banks and industry, for capital to be con-
centrated in the stage of monopoly capi-
talism, in which social production is un-
der the virtual control of a single bank or
a small group of banks.

During this phase of capitalist develop-
ment, the contradictions of capitalism be-
come even more acute. Monopoly tends to
increase the rate of accumulation out of
surplus value, since centralization of capi-
tal, in decreasing the number of competi-
tors, tends to increase the portion accru-
ing to each one. Monopolists, however,
tend to invest in the remaining competi-
tive areas of the economy rather than in
their own industry in which the marginal
rate of profit is low, although the average
rate may still be high. This tends to
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strengthen the tendency in those sectors
toward a declining rate of profit. Also, to
the extent that additional monopoly prof-
its are a deduction from labor’s share, the
tendency toward underconsumption is fur-
ther strengthened. The declining rate of
profit further encourages the adoption of
labor-saving technology, with a resultant
expansion in the size of the industrial re-
serve army. Monopoly, therefore, intensi-
fies the contradictions inherent in capital-
ism and strengthens the forces leading to
social revolution. ‘Centralization of the
means of production and socialization of
labor at last reach a point where they be-
come incompatible with their capitalist
integument. The integument is burst
asunder. The knell of capitalist private
property sounds. The expropriators are
expropriated.’21

Thus, the internal contradictions cre-
ated by capitalist production ultimately
make its continuation untenable. Condi-
tions are then ripe for the proletariat to
seize the instruments of production and
establish socialism, which is the first stage
of full communism. This, in Marx’s view,
could not come about without violent revo-
lution. The questions of precisely what the
pattern and tactics of revolution should be
or the nature of the proletariat state, while
interesting, are not only outside the scope
of economic analysis, but are also a mat-
ter to which Marx, himself, gave little ex-
pression.

Concluding remarks

While Marx’s technical apparatus was
built on Ricardian foundations, the politi-
cal implications he derived from the
Hegelian interpretation he gave to the
labor theory of value made his analysis
unacceptable in modern orthodox circles,
whose inquiries were directed by the clas-
sical paradigm. Then, too, Marx adhered

to the tradition of the labor theory of
value at a time when Austrian thinkers
were stressing the importance of utility
and the subjective cost elements inherent
in interest and profit. His theory, there-
fore, met with an attitude of almost com-
plete rejection, except among those who
sympathized politically. His analysis of
capitalism was indicative of an intellec-
tual crisis, but his rejection of the classi-
cal paradigm failed to generate a scien-
tific revolution that would establish an al-
ternative paradigm in economics. How-
ever, Marx’s observations about the func-
tioning of capitalism were later taken
more seriously, when such problems as
monopoly, mass unemployment, excess
production, recurrent crises, and other
phenomena that he had described, be-
came so prevalent that they could no
longer be glossed over.

Marx’s theory of socially necessary
labor as the determinant of value has been
widely criticized. However, the ultimate
use to which he put his theory of value—
namely, as the basis for a model in which
economic breakdown is ascribed to inter-
nal insufficiencies—was a ground-break-
ing conception. Marx’s precapitalist model
of simple commodity production envisages
an economy in which there is no technical
progress and no change in the capital-
labor ratio. Thus, there is no net accumu-
lation of capital. However, his model of a
capitalist economy is one in which there is
capital accumulation and, consequently, a
continuous reduction in the labor require-
ments of production. This is associated
with a declining rate of profit that affects
not only the process and composition of
capital accumulation but the entire struc-
ture of the system. He envisaged constant
capital as increasing more rapidly than
the output of consumer goods, so that the
economic structure becomes increasingly
unbalanced.
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This principle is very suggestive of the
Keynesian conception, in which a declin-
ing marginal efficiency of capital causes a
lack of effective demand. Marx, however,
went even further, for his model implies
that stable economic growth requires a
proportionate expansion of both the con-
sumer and the capital goods industries.
Thus, the law of capitalist motion that
Marx discovered is also surprisingly an-
ticipatory of the principle, recently estab-
lished by modern growth theorists, that a
growing equilibrium requires that the rate
of increase in capacity must equal the rate
of increase in income and that both must
be expanding at a compound interest rate
in order to avoid deflationary tendencies.
The change that is required to update
Marx’s model is, of course, quite substan-
tive, especially insofar as it hinges on the
labor theory of value; but once the philo-
sophical and sociological overtones are re-
moved, the remaining differences are in no
small measure terminological. The rich-
ness of his legacy can best be appreciated
by abstracting the Hegelian elements and
the sociology of revolution that obscure the
contribution of Marx as an economist.
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Glossary of terms and concepts

Capitalistic ‘law of motion’
A Marxist expression referring to the dynamic
tendencies of the capitalistic system that
drive it inevitably toward a zero rate of return
and toward economic crises that threaten the
continued existence of the entire bourgeois
society.

Constant capital (c)
That portion of total capital that is unable to
create surplus values, but only transfers an
equal value to the final good. Specifically, it
consists of machinery, tools, equipment, and
materials used in production.

Dialectic
A process through which the phenomenon of
change has been explained. The conflict be-
tween a thesis (in the real world or in the world
of ideas) and an antithesis results in a synthe-
sis that provides the basis for subsequent
conflicts and further change.

Economic interpretation of history
The hypothesis (principally associated with
Marx) that human history is basically the prod-
uct of economic forces that determine the
character of the other aspects of human expe-
rience.

Extended (versus simple) reproduction
A Marxian concept that relates the process of
reproduction and surplus creation to the accu-
mulation of capital (rather than to consump-
tion) and thus to the growth of the capitalistic
system.

Industrial reserve army
A Marxian term referring to labor that be-
comes unemployed as variable capital is con-
verted into constant capital.

Mode of production
A distinctively Marxian term referring to the
social relationship inherent in ownership and
use of the material means of production.

Monopoly capitalism
The last phase through which the capitalistic
system will pass, according to Marxian theory.
It is characterized by an increase in the opti-
mum size of the production unit, the concen-
tration of capital in the hands of a few large
financial institutions, and a separation be-
tween the ownership of capital and the func-
tion of entrepreneurship.

Organic composition of capital (k)
The ratio of constant capital to variable capi-
tal. A higher proportion of variable capital in an
industry yields a larger surplus value. How-
ever, a higher proportion of constant capital
enables an industry to enjoy a disproportion-
ate share of the economy’s total surplus
value, for this is redistributed as profit rates
become equalized.

Proletariat
A class that is propertyless in the sense that it
owns only its labor power.

Surplus value
A distinctively Marxian term referring to the
difference between the value of the commodi-
ties workers produce in a given period, and
the value of the labor power they sell to the
capitalists hiring them. The surplus value re-
alized by the capitalist is indicative of the de-
gree of labor exploitation. The rate of surplus
value is the ratio s/v.

Transformation problem
Critics of the Marxian theory of value have ar-
gued that the proposition, found in Volume III
of Capital, that rates of profit, s/(c+v), are
equalized as opposed to the equalization of
rates of surplus value, s/v, as is argued in Vol-
ume I, undermines the labor theory of value.
Marx’s own solution to the transformation
problem was that individual commodity prices
might well deviate from their labor costs of
production and that capitalists would not share
equally in surplus value. But these deviations
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would cancel one another out, so commodity
prices would, on average, reflect their labor
content.

Variable capital (v)
That portion of total capital that is used in the
support of labor. It tends to be equal to labor’s
subsistence and creates a surplus, s, be-
cause v is transformed into labor power.

Questions for discussion and further
research

1 What is the chief concern of Marx’s Capital?
How does it relate to Marx’s view that class
conflict is inevitable in all the societies of
history? Who are the antagonists under
capitalism?

2 Marx’s economic interpretation of history
identified the prime mover of social change
to be changes in the mode of production.
What does this phrase refer to?

3 Hegel’s dialectic is an important fundamen-
tal of Marx’s theory. How does Hegel’s
dialectic explain the phenomenon of change
in the universe?

4 The theory of surplus value, and its related
prediction of increasing misery, is an integral
part of Marx’s analysis of capitalism. Explain
the source of surplus value and its relation
to Marx’s theoretical model.

5 What is the industrial reserve army? How
does it relate to the concerns of Capital?

Notes for further reading
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ure trove of entries that relate to Marx and
Marxian economics: Andrew Arato on
Marxism, vol. 3, pp. 387–90; R.P.Bellamy on
Hegelianism, vol. 2, pp. 635–36; Meghnad
Desai on simple and extended reproduction,
vol. 4, pp. 335–37, and on value and price,
vol. 4, pp. 789–91; Roy Edgley on dialectical
materialism, vol. 1, pp. 830–32; S.Foster on

class, vol. 1, pp. 432–34; Ernest Gellner on
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Ernest Mandel on Karl Heinrich Marx, vol.
3, pp. 367–83; N. Okishio on constant and
variable capital, vol. 1, pp. 580–84; Fabio
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51; J.E.Roemer on Marxian value analysis,
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tition: Marxian conceptions, vol. 1, pp. 540–
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2, pp. 249–51, on market value and market
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surplus value, vol. 4, pp. 574–76; and Paul
M.Sweezy on monopoly capitalism, vol. 3,
pp. 341–44.
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The first area of economic theory to be
revolutionized through the rediscovery of
the marginal principle was the theory of
value. Three brilliant men, William
Stanley Jevons (1835–82), Carl Menger
(1840–1925), and Léon Walras (1834–
1910), working, respectively, in England,
Austria, and Switzerland, independently
formulated a theory of exchange value
based on the principle of diminishing util-
ity. Jevons’s work, The Theory of Political
Economy (1871), was preceded by Notice
of a General Mathematical Theory of Po-
litical Economy. Menger’s Grundsätze
der Volkswirtschaftslehre was also pub-
lished in 1871, and Walras’s Elements
d’économie politique pure ou theorie de la
richesse sociale, was published in two
parts in 1874 and 1877.

The principle that unites the efforts of
Jevons, Walras, and Menger is their em-
phasis on the role of marginal utility as
opposed to cost of production as the deter-
minant of exchange value. They estab-
lished the nexus between value in use and
value in exchange that Smith’s paradox of
value obscured and that Ricardo and Marx
failed to recognize. Their analyses thus
mark a clear departure from the cost-of-
production and labor theories of value of
the classical paradigm and Marxian
theory.

Jevons was only 24 years old and a
graduate student at the University of Lon-

don when he incorporated the concept of
marginal utility into his thinking. His pri-
vate correspondence indicates that he ar-
rived at the marginal utility principle as
early as 1860, which is an earlier date
than the initial efforts of either Menger or
Walras. Although his theory of production
and distribution is essentially classical,
his subjective theory of value and its expo-
sition in mathematical terms set it apart
from the classical tradition. However, the
classical school of thought was so domi-
nant in England that Jevons attracted few
followers to build on the ideas he intro-
duced. Jevons, in particular, concerned
himself with arranging commodity prices
and discount rates into tabular form, and
calculating and plotting their mean val-
ues, and identifying seasonal variations.
It is he who developed the technique now
known as moving averages, which trans-
formed the traditional ‘rule of thumb
knowledge’ of the merchant into a tool of
scientific investigation.1

Léon Walras was the most mathemati-
cally inclined of the first generation of
marginal utility economists and lavished
his greatest concern on the formulation of
his general equilibrium equations. This is
his great contribution to economic theory;
in the opinion of Schumpeter, it has earned
him the distinction of being rated as the
greatest of the pure theorists. He built on
the work of Quesnay, Condillac, Say,
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Cournot, and his father Augustin Walras,
who was professor of philosophy and an
economist in his own right. From his fa-
ther, he drew the notion of the general in-
terdependence of all social phenomena;
from Quesnay, the idea of the general equi-
librium of the economic system; and from
Say, the notion that value derives from
utility and scarcity rather than cost of pro-
duction. He hoped to produce separate vol-
umes on price theory, applied theory, and
social economy, but, unfortunately, his
work in the latter two fields did not de-
velop into treatises.

Walras invited a young Italian noble-
man, Vilfredo Pareto, who left his country
because of political disturbances, to suc-
ceed him at Lausanne. Pareto adopted
Walras’s concept of the general equilib-
rium of the static state and developed a
technique, already introduced by Francis
Edgeworth and known as an indifference
curve, as an analytical tool for the purpose
of defining the nature of the economic op-
timum. Since the indifference curve tech-
nique has come into general use only since
the 1930s, particularly in connection with
the theory of rational consumer behavior
and welfare theory, Pareto’s contribution
will be examined in a later chapter, along
with recent developments in micro-eco-
nomic theory.

The Austrian Carl Menger is the first-
generation marginalist whose work had
the greatest immediate impact. A whole
group of able economists, who collectively
became known as the Austrians, followed
in his footsteps. Friedrich von Wieser
(1851–1926) and Eugen Böhm-Bawerk
(1851–1914) directed their considerable
talents toward advancing the cause of
theoretical analysis, as opposed to the his-
torical method, and extended Menger’s
opportunity cost principle to the problem
of valuing goods of a higher order (produc-
tive resources) or what they termed ‘goods’

of a higher order. In addition, both forged
ahead in new directions, Wieser in the
area of utility theory and Böhm-Bawerk
in the area of capital theory. Their joint
efforts were persuasive in diminishing the
intellectual influence of Karl Marx as well
as that of the German historical school.

Their preference for a literary approach
to economics sets the work of the Austri-
ans apart from that of Jevons, who utilized
calculus to express his notion of the final
degree of utility (which is equivalent to
marginal utility), and Walras, who in-
vented general equilibrium equations.
But, in spite of this methodological differ-
ence, their emphasis on individual utility
maximization as the key to the problem of
valuation provides a rationale for group-
ing the work of Jevons, Walras, and
Menger together in a single chapter.

It is, however, Walras who exerted the
chief intellectual influence on economic
theory as it developed on the European
continent at the turn of the century. His
general equilibrium analysis, which fo-
cuses on interdependencies between mar-
kets and maintains that the valuation
process occurs simultaneously in all of
them, today provides the framework for
much of contemporary mainstream theory.
His present-day influence has come to ri-
val that of Alfred Marshall, who founded
the great neoclassical tradition and be-
came the dominant English economist af-
ter Mill. His work will be examined in de-
tail in Part IV.

The economics of William Stanley Jevons
(1835–82)

The subjective aspects of exchange value

Jevons maintained that investigation of the
‘nature and conditions of utility…doubtless
furnishes the true key to the problem
of Economics.’2 Since ‘the whole theory of
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Economics depends upon a correct theory of
consumption,’3 ‘we must necessarily exam-
ine the character of the wants and desires of
men.’4 The influence of Bentham’s felicific
calculus is apparent in Jevons’s definition of
a commodity as ‘any object or, it may be, any
action or service which can afford pleasure
or ward off pain,’ while utility is ‘the ab-
stract quality whereby an object serves our
pur-poses, and becomes entitled to rank as
a commodity.’ Its negative counterpart is
disutility. In the process of gaining utility,

an individual necessarily makes sacrifices,
or incurs disutility.5

While Jevons had considerable insight
into the subjective side of the value prob-
lem, the issue that was of particular con-
cern to him was the matter of exchange
value. For Jevons, the preoccupation of the
classical school with cost of production to
explain value, and their neglect of value
in use, was one reason for their inability
to untangle Smith’s water-diamond puz-
zle. The other is the failure of economists

Issues and Answers from the Masterworks 12.1
Issue
Why does the solution of the water-diamond paradox require the application of differ-
ential calculus to the notions of utility and supply?

Jevons’s answer
From The Theory of Political Economy,

Introduction and Chapter 3.

Theory of political economy

Introduction

The science of Political Economy rests upon a few notions of an apparently simple character-
utility, wealth, value, commodity, capital, are the elements of the subject; and whoever has a
thorough comprehension of their nature must possess or be soon able to acquire a knowledge
of the whole science… Accordingly, I have devoted the following pages to an investigation of the
conditions and relations of the above-named notions.

Repeated reflection and inquiry have led me to the somewhat novel opinion, that value de-
pends entirely upon utility. Prevailing opinions make labour rather than utility the origin of value;
and there are even those who distinctly assert that labour is the cause of value. I show, on the
contrary, that we have only to trace out carefully the natural laws of the variation of utility, as
depending upon the quantity of commodity in our possession, in order to arrive at a satisfactory
theory of exchange, of which the ordinary laws of supply and demand are a necessary conse-
quence. This theory is in harmony with facts; and, whenever there is any apparent reason for
the belief that labour is the cause of value, we obtain an explanation of the reason. Labour is
found often to determine value, but only in an indirect manner, by varying the degree of utility of
the commodity through an increase or limitation of the supply…

It is clear that Economics, if it is to be a science at all, must be a mathematical science. There
exists much prejudice against attempts to introduce the methods and language of mathematics
into any branch of the moral sciences. Many persons seem to think that the physical sciences
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form the proper sphere of mathematical method, and that the moral sciences demand some
other method—I know not what. My theory of Economics, however, is purely mathematical in
character. Nay, believing that the quantities with which we deal must be subject to continuous
variation, I do not hesitate to use the appropriate branch of mathematical science, involving
though it does the fearless consideration of infinitely small quantities. The theory consists in
applying the differential calculus to the familiar notions of wealth, utility, value, demand, supply,
capital, interest, labour, and all the other quantitative notions belonging to the daily operations of
industry. As the complete theory of almost every other science involves the use of that calculus,
so we cannot have a true theory of Economics without its aid.

To me it seems that our science must be mathematical, simply because it deals with quanti-
ties. Wherever the things treated are capable of being greater or less, there the laws and rela-
tions must be mathematical in nature. The ordinary laws of supply and demand treat entirely of
quantities of commodity demanded or supplied, and express the manner in which the quanti-
ties vary in connection with the price. In consequence of this fact, the laws are mathematical.
Economists cannot alter their nature by denying them the name; they might as well try to alter
red light by calling it blue. Whether the mathematical laws of Economics are stated in words, or
in the usual symbols, x, y, z, p, q, etc., is an accident, or a matter of mere convenience. If we
had no regard to trouble and prolixity, the most complicated mathematical problems might be
stated in ordinary language, and their solution might be traced out by words. In fact, some
distinguished mathematicians have shown a liking for getting rid of their symbols, and express-
ing their arguments and results in language as nearly as possible approximating to that in
common use.

The theory of utility

Utility is not an intrinsic quality

To return, however, to work, the theory here given may be described as the mechanics of utility
and self-interest. Oversights may have been committed in tracing out its details, but in its main
features this theory must be the true one. Its method is as sure and demonstrative as that of
kinematics or statics, nay, almost as self-evident as are the elements of Euclid, when the real
meaning of the formulae is fully seized…

Law of variation of utility

Let us imagine the whole quantity of food which a person consumes on an average during
twenty-four hours to be divided into ten equal parts. If his food be reduced by the last part, he will
suffer but little; if a second tenth part be deficient, he will feel the want distinctly; the subtraction
of the third tenth part will be decidedly injurious; with every subsequent subtraction of a tenth
part his sufferings will be more and more serious, until at length he will be upon the verge of
starvation. Now, if we call each of the tenth parts an increment, the meaning of these facts is,
that each increment of food is less necessary, or possesses less utility, than the previous one.
To explain this variation of utility we may make use of space representations, which I have found
convenient in illustrating the laws of economics in my college lectures during fifteen years past
[see Figure 12.1].

Let the line ox be used as a measure of the quantity of food, and let it be divided into ten
equal parts to correspond to the ten portions of food mentioned above. Upon these equal lines
are constructed rectangles and the area of each rectangle may be assumed to represent the
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utility of the increment of food corresponding to its base. Thus, the utility of the last increment is
small, being proportional to the small rectangle on x. As we approach towards o, each incre-
ment bears a larger rectangle, that standing upon III being the largest complete rectangle. The
utility of the next increment, II, is undefined, as also is that of I, since these portions of food
would be indispensable to life, and their utility, therefore, infinitely great.

We can now form a clear notion of the utility of the whole food, or of any part of it, for we have
only to add together the proper rectangles. The utility of the first half of the food will be the sum
of the rectangles standing on the line oa; that of the second half will be represented by the sum
of the smaller rectangles between a and b. The total utility of the food will be the whole sum of
the rectangles, and will be infinitely great.

The comparative utility of the several portions is, however, the most important. Utility may be
treated as a quantity of two dimensions, one dimension consisting in the quantity of the com-
modity, and another in the intensity of the effect produced upon the consumer. Now the quantity
of the commodity is measured on the horizontal line ox, and the intensity of utility will be meas-
ured by the length of the upright lines, or ordinates. The intensity of utility of the third increment
is measured either by pq, or p’q’, and its utility is the product of the units in pp’ multiplied by
those in pq.

But the division of the food into ten equal parts is an arbitrary supposition. If we had taken
twenty or a hundred or more equal parts, the same general principle would hold true, namely,
that each small portion would be less useful and necessary than the last. The law may be
considered to hold true theoretically, however small the increments are made; and in this way
we shall at last reach a figure which is indistinguishable from a continuous curve. The notion of
infinitely small quantities of food may seem absurd as regards the consumption of one indi-
vidual; but when we consider the consumption of a nation as a whole, the consumption may well
be conceived to increase or diminish by quantities which are, practically speaking, infinitely
small compared with the whole consumption. The laws which we are about to trace out are to be
conceived as theoretically true of the individual; they can only be practically verified as regards
the aggregate transactions, productions, and consumptions of a large body of people. But the
laws of the aggregate depend, of course, upon the laws applying to individual cases.

The law of the variation of the degree of utility of food may thus be represented by a
continuous curve pbq, and the perpendicular height of each point at the curve above the line

Figure 12.1 Jevons’s representation of total and diminishing marginal utility
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ox  represents the degree of utility of the commodity when a certain amount has been con-
sumed [see Figure 12.2].

Thus, when the quantity oa has been consumed, the degree of utility corresponds to the
length of the line ab; for if we take a very little more food, aa’, its utility will be the product of aa’
and ab very nearly, and more nearly the less is the magnitude of aa’. The degree of utility is thus
properly measured by the height of a very narrow rectangle corresponding to a very small
quantity of food, which theoretically ought to be infinitely small.

Total utility and degree of utility

We are now in a position to appreciate perfectly the difference between the total utility of any
commodity and the degree of utility of the commodity at any point. These are, in fact, quantities
of altogether different kinds, the first being represented by an area and the second by a line. We
must consider how we may express these notions in appropriate mathematical language.

Let x signify, as is usual in mathematical books, the quantity which varies independently—in
this case the quantity of commodity. Let u denote the whole utility proceeding from the con-
sumption of x. Then u will be, as mathematicians say, a function of x; that is, it will vary in some
continuous and regular, but probably unknown, manner, when x is made to vary. Our great
object at present, however, is to express the degree of utility.

Mathematicians employ the sign prefixed to a sign of quantity, such as x, to signify that a
quantity of the same nature as x, but small in proportion to x, is taken into consideration. Thus,
∆x means a small portion of x, and x+∆x is therefore a quantity a little greater than x. Now when
x is a quantity of commodity, the utility of x+∆x will be more than that of x as a general rule. Let
the whole utility of x+∆x be denoted by u+∆u; then it is obvious that the increment of utility ∆u
belongs to the increment of commodity ∆x; and if, for the sake of argument, we suppose the
degree of utility uniform over the whole of ∆x, which is nearly true, owing to its smallness, we
shall find the corresponding degree of utility by dividing ∆u by x.

We find these considerations fully illustrated by the last figure, in which oa represents x, and
ab is the degree of utility at the point a. Now, if we increase x by the small quantity aa’, or ∆x, the
utility is increased by the small rectangle abb’a’, or ∆u; and since a rectangle is the product of its
sides, we find that the length of the line ab, the degree of utility, is represented by the fraction
∆u/∆x.

Figure 12.2 Jevons’s representation of diminishing utility as a continuous function
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As already explained, however, the utility of a commodity may be considered to vary with
perfect continuity, so that we commit a small error in assuming it to be uniform over the whole
increment ∆x. To avoid this, we must imagine ∆x to be reduced to an infinitely small size, ∆u
decreasing with it. The smaller the quantities are the more nearly we shall have a correct ex-
pression for ab, the degree of utility at the point a. Thus, the limit of this fraction ∆u/∆x, or, as it
is commonly expressed, du/dx, is the degree of utility corresponding to the quantity of commod-
ity x. The degree of utility is, in mathematical language, the differential coefficient of u consid-
ered as a function of x, and will itself be another function of x.

We shall seldom need to consider the degree of utility except as regards the last increment
which has been consumed, or, which comes to the same thing, the next increment which is
about to be consumed. I shall therefore commonly use the expression final degree of utility, as
meaning the degree of utility of the last addition, or the next possible addition of a very small, or
infinitely small, quantity to the existing stock. In ordinary circumstances, too, the final degree of
utility will not be great compared with what it might be. Only in famine or other extreme circum-
stances do we approach the higher degrees of utility. Accordingly, we can often treat the lower
portions of the curves of variation (pbq) which concern ordinary commercial transactions, while
we leave out of sight the portions beyond p or q. It is also evident that we may know the degree
of utility at any point while ignorant of the total utility, that is, the area of the whole curve. To be
able to estimate the total enjoyment of a person would be an interesting thing, but it would not
be really so important as to be able to estimate the additions and subtractions to his enjoyment
which circumstances occasion. In the same way a very wealthy person may be quite unable to
form any accurate statement of his aggregate wealth, but he may nevertheless have exact
accounts of income and expenditure, that is, of additions and subtractions.

Variation of the final degree of utility

The final degree of utility is that function upon which the theory of economics will be found to
turn. Economists, generally speaking, have failed to discriminate between this function and the
total utility, and from this confusion has arisen much perplexity. Many commodities which are
most useful to us are esteemed and desired but little. We cannot live without water, and yet in
ordinary circumstances we set no value on it. Why is this? Simply because we usually have so
much of it that its final degree of utility is reduced nearly to zero. We enjoy every day the almost
infinite utility of water, but then we do not need to consume more than we have. Let the supply
run short by drought, and we begin to feel the higher degrees of utility, of which we think but little
at other times.

The variation of the function expressing the final degree of utility is the all-important point in
economic problems. We may state, as a general law, that the degree of utility varies with the
quantity of commodity, and ultimately decreases as that quantity increases. No commodity can
be named which we continue to desire with the same force, whatever be the quantity already in
use or possession. All our appetites are capable of satisfaction or satiety sooner or later, in fact,
both these words mean, etymologically, that we have had enough, so that more is of no use to
us. It does not follow, indeed, that the degree of utility will always sink to zero. This may be the
case with some things, especially the simple animal requirements, such as food, water, air, etc.
But the more refined and intellectual our needs become, the less are they capable of satiety. To
the desire for articles of taste, science, or curiosity, when once excited, there is hardly a limit.
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to recognize that their science must be
mathematical.

Summing up: Jevons’s key points

Once it is recognized that it is necessary
to view utilities and quantities from a
marginal perspective—that is, from the
perspective of differential calculus—
Smith’s error is resolved. Jevons con-
ceives of the marginal utility of a com-
modity as a diminishing function of the
quantity in a consumer’s possession, for
example, Uw=f(W), Ud=f(D), and so forth.
If W, the quantity of water at a particular
location, exists in large supply relative to
the need for it, then indeed ‘scarce any-
thing can be had in exchange for it,’ pre-
cisely as Smith observed to be the case. In
the case of a diamond, on the other hand,
because it is part of a small supply rela-
tive to the demand for it, ‘a very great
quantity of other goods may frequently be
had in exchange for it.’

Having recognized that the marginal, or
‘final degree,’ of utility acquired by an in-
dividual decreases with each increase in
total supply, Jevons explains that given a
stock of a particular commodity, individu-
als will exchange additional units for units
of someone else’s stock of some other com-
modity if he believes they will also have
utility to him. Exchange will take place
until both individuals maximize their po-
sitions by bartering units from their given
supply in exchange for the commodity they
do not have; exchanges continue until
there is no additional utility for either
trader. His concern therefore is to deduce
the limits of exchange and define the na-
ture of the equilibrium position. Equilib-
rium is achieved when the ratio of ex-
change of any two commodities is the re-
ciprocal of the ratio of the final degrees of
utility of the quantities of the commodity
available for consumption after the ex-
change is completed.6

Disutility and discommodity

A few words will suffice to suggest that as utility corresponds to the production of pleasure, or, at
least, a favorable alteration in the balance of pleasure and pain, so negative utility will consist in
the production of pain, or the unfavorable alteration of the balance. In reality we must be almost
as often concerned with the one as with the other, nevertheless, economists have not employed
any distinct technical terms to express that production of pain which accompanies so many
actions of life. They have fixed their attention on the more agreeable aspect of the matter. It will
be allowable, however, to appropriate the good English word discommodity, to signify any sub-
stance or action which is the opposite of commodity, that is to say, anything which we desire to
get rid of, like ashes or sewage. Discommodity is, indeed, properly an abstract form signifying
inconvenience, or disadvantage; but as the noun commodities has been used in the English
language for four hundred years at least as a concrete term, so we may now convert discom-
modity into a concrete term, and speak of discommodities as substances or things which pos-
sess the quality of causing inconvenience or harm. For the abstract notion, the opposite or
negative of utility, we may invent the term disutility, which will mean something different from
inutility, or the absence of utility. It is obvious that utility passes through inutility before changing
into disutility, these notions being related as +, 0, and -.

Source: Theory of Political Economy, W.S.Jevons (London:
Macmillan and Co. Ltd, 1888).
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The limits of exchange

Jevons’s argument continues with an
example intended to illustrate when
trade between two individuals will end.
Each individual is assumed to have an
initial stock of goods, for example corn
and beef. Following Jevons’s notations, let
a denote a quantity of corn held by one
person, while b denotes a quantity of beef
held by a second. Each person exchanges
successive small increments of the
commodity he owns for successive small
increments of the commodity he does not
have. If the market is purely competitive
and has an established exchange value of
quantity x of corn for y of beef, the ratio of
exchange will be:

After exchange has taken place, one per-
son will have (a-x) of corn and y of beef,
and the second will have x of corn and (b-
y) of beef. Now, if the expressions 
and  represent the marginal utilities
of beef and corn to the first person, while

 and  express the marginal
utilities of corn and beef to the second per-
son, the conditions of maximum satisfac-
tion for each of the two parties in a barter
exchange are expressed by the following
equation:

This equation expresses the principle that
neither party to an exchange of two goods
will be satisfied unless the ratio of the
marginal utilities between them is in-
versely proportional to their ratio of ex-
change.7

While Jevons’s example was intended to
demonstrate the limits of barter exchange,
the equimarginal principle also easily ex-
plains how consumers will allocate their
incomes to maximize their total satisfac-
tion. The rational consumer will allocate a

given income to two or more goods in such
a way that the marginal utility of the last
cent spent on good A is equal to that of the
last cent spent on good B. If this were not
the case, the consumer could add to total
satisfaction by buying more of the com-
modity that offers greater marginal util-
ity per additional expenditure because the
loss of utility associated with giving up a
unit of the second good would be less than
the gain gotten from buying more of the
first. This principle is, of course, applica-
ble to any number of goods a consumer
might buy.

Rational allocation of money income
does not imply that a consumer will spend
the same dollar amount on every commod-
ity. Rather, it means that differences in
expenditures must be balanced by differ-
ences in utility, so if the expenditure on
good A is twice as high as on good B, the
marginal utility associated with good A
will be twice as high as that associated
with good B. Thus, a consumer who makes
a rational allocation of expenditures on
any pair of goods acquires them in propor-
tions to make

which is the same as making

This is a conclusion that is not dependent
on the cardinal measurement of utility.
That is, even if utility cannot be measured
directly in real numbers, the expression
of quantities in terms of a ratio has the
effect of eliminating the unit of measure-
ment. Thus, the principle laid down by
the marginal utility theorists concerning
the maximization of satisfaction is not
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contradicted by later work in demand
theory, which introduced a system of ordi-
nal ranking of consumer preferences (i.e.
good, better, best), instead of assuming
that utility is cardinally measurable (i.e.
one util, two utils, etc), as it is implicitly
assumed to be in the older analysis.

The concept of the trading body

Jevons’s equation of barter exchange is
repeated below to facilitate examination
of his concept of the trading body.

While the equation was designed to illus-
trate equilibrium in the case of an isolated
exchange taking place at fixed prices,
Jevons attempted to make a transition
from the subjective valuations of two trad-
ing partners to exchanges among many
traders and, ultimately, to multiple ex-
change and the formation of market price.

To do this, he employed the concepts of
the trading body and the law of indiffer-
ence. The trading body is composed of the
aggregate of buyers and sellers of a com-
modity in a purely competitive market.
The law of indifference implies that only
one price can prevail between a pair of
commodities at any point in time in a com-
petitive market. Jevons used these con-
cepts to extend his conclusion that the

equilibrium achieved by two traders also
relates to the case of a large number of
traders engaged in multiple exchange.

Jevons’s logic was supplemented by a
graph that is reproduced, with minor
changes, as Figure 12.3. Trading body (A)
with its stock of beef (a) is presumed to
exchange increments from its stock with
trading body (B), which has a stock of corn
(b). Quantities of corn and beef are meas-
ured along the horizontal axis of the
graph. The marginal utilities associated
with increases and decreases in the quan-
tities held by each trading body are repre-
sented by curves MU of corn and MU of
beef, which express increasing or decreas-
ing functions of the changes in the quanti-
ties held. Thus, an increase in the quan-
tity of corn held by A, as represented by
the line segment a’ a, implies a decrease in
the stock of beef and loss of the utility rep-
resented by area afka’. The marginal util-
ity associated with increased quantities of
corn is represented by aeca’, which implies
a net gain from trade of kfec.

Trading party B acquires a comparable
gain equivalent to area hdig when s/he
decreases the stock of corn in order to ac-
quire additional beef. Both parties will
continue their trading activities until
equilibrium is reached at m, which repre-
sents the optimum division of both stocks
between the trading bodies, in the sense

Figure 12.3 Jevons’s consumer equilibrium with fixed stocks
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that further trade would reduce the net
gain of each of the parties.

Jevons’s approach involves some rather
obvious difficulties, the first of which is the
possibility that the relative utilities of the
two commodities to either or both traders
may preclude any exchange. The latter
limitation is recognized in his discussion
of the Failure of the Equations of Ex-
change.8 He is also aware that utility func-
tions may not be continuous. However, for
simplicity, his analysis proceeds on the
premise that marginal utilities vary con-
tinuously with variations in the quantities
held. His logic is that, while a single indi-
vidual may not vary the quantity bought
with every small variation in price, this
will not be true of a large number of indi-
viduals.

The concept of the trading body, which
may represent any combination from a
pair of individuals to the sum total of a
country’s inhabitants, poses other difficul-
ties. It implicitly assumes that the utili-
ties of different individuals are additive,
which Jevons himself recognized is not
possible.9 Even more important is that the
equilibrium rate of exchange is assumed
as given at the outset, and is thus not ex-
plained, so the analysis begs the question
of price determination. What Jevons’s
analysis really amounts to, therefore, is a
definition of consumer equilibrium with
given supplies. It is only in the exceptional
case of given commodity stocks that util-
ity functions do determine exchange ratios
or relative prices.

Jevons himself seemed to sense these
limitations. While he stated categorically
‘that value depends solely on the final de-
gree of utility,’ he amended this principle
by asserting: ‘Cost of production deter-
mines supply; supply determines the final
degree of utility.’10 Thus, it would seem
that, while Jevons emphasized the role of
utility in determining exchange value, he

was groping toward an analysis of price
that would also take the role of supply into
account.

The marginal utility explanation of
market price is only valid when supplies
are given. It demonstrates only that each
consumer with given tastes and income
maximizes his or her utility at given prices
when the marginal utility per dollar ex-
pended is obtained from every product
bought. It omits the whole problem of vari-
ations over time in supply and cost of pro-
duction, and their effects on exchange
value. Just as each consumer maximizes
utility, so each producer maximizes the
profit position within the framework of
factor prices by employing factors in pro-
portions that will yield an equal marginal
value product per dollar of factor outlays.
This is the sort of analysis suggested by
Fleeming Jenkin, and actually under-
taken by Alfred Marshall, who solved the
problem of the determination of particu-
lar prices, without resorting to the fiction
of the trading body, by explaining that the
price of a commodity is determined by the
interaction of the schedule of demand for
it and its schedule of supply.11

Jevons on the supply of labor effort

Jevons’s extension of his theory of utility
to explain the relationship between the
supply of labor effort and the disutility of
work is a particularly perceptive aspect of
his work. He conceived of labor as the
‘painful exertion of mind or body under-
gone partly or wholly with a view to fu-
ture income.’ The worker is envisioned as
trading the disutility of work against the
utility of the real wages labor can com-
mand. Work, in Jevons’s view, entails
disutility as well as utility.

Initially, the pleasure work yields off-
sets the disutility, or pain, inherent in
work. As illustrated in Figure 12.4, which
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assumes the measurability of utility and
disutility along the vertical axis, the ‘de-
gree,’ or marginal utility, of real wages (i.e.
future consumption) declines continually
along a curve such as pq. The utility in-
herent in work, measured on the horizon-
tal axis, initially offsets the disutility of
added exertion. However, the painfulness
of labor in proportion to output, which is
represented by a curve such as abed, over-
comes the utility of work so that ‘net pain’
increases over the range cd of the pain
curve. That is, the net pain of labor is first
a decreasing function of the rate of pro-
duction before it becomes an increasing
function. Thus, the worker will not pro-
duce in excess of om, at which the mar-
ginal utility of the real wage is equal to
the net pain of labor. The logic of Jevons’s
analysis is thus essentially the same as
that which underlies the representation of
a labor supply curve, as sloping upward
until at some point it bends backward to
represent the greater utility derived from

leisure, in comparison with the net gain of
utility from work.

Jevons as an inductive economist

Jevons believed that the science of Politi-
cal Economy ‘might gradually be erected
into an exact science, if only commercial
statistics were far more complete and ac-
curate than they are at present, so that
the formulae could be endowed with exact
meaning by the aid of numerical data.’12

His argument was predicated on his un-
derstanding of the laws of probability,
trusting that the principle of mathemati-
cal odds would, ‘out of a great multitude of
cases lead us most often to the truth.’13

More specifically, what he meant was that
the cause that produces an event is its most
probable cause. For example, his 1863
pamphlet on the value of gold undertook
to measure the extent of its depreciation
during the 1850s. He attributed deprecia-
tion to the discoveries of gold in California

Figure 12.4 Jevons’s illustration of the net pain of work

Source: William S.Jevons, The Theory of Political Economy, 5th (edn) (New York: Kelley and Millman,
1957), p. 173.
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and Australia and not to such other cir-
cumstances as a variation in the produc-
tion of commodities. To establish this hy-
pothesis, Jevons explained that he offered
an ‘inverse or inductive application of the
theory of probability.’ Such an investiga-
tion requires a careful marshaling of the
facts of trade and industry in order to
compute arithmetical and geometric
means and deviations from them, which
he represented by plotting them graphi-
cally as in Figure 12.5. In searching for
the laws governing seasonal and cyclical
laws, he pioneered the use of semi-log
graphs, cycle-time framework, index
numbers, geometric means and moving
averages in time series analysis.14

Jevons went far beyond the tabulations
of weekly, monthly and quarterly informa-
tion that had long been part of business
record keeping. Among the hypotheses he
developed on the basis of his study of com-
mercial fluctuations is that the demand for
manufactured products is high only when
the price of food is low. The latter observa-

tion was based partly on his 1878 study of
the link between solar activity (i.e. ‘sun-
spots’) and agricultural harvests in India,
which Jevons inferred was the determi-
nant of the Indian demand for British ex-
ports. In The Solar Period and the Price of
Corn (1875) Jevons traced commercial cri-
ses to periodic appearances of sunspots,
which generated cycles in harvests and,
thus, agricultural prices, and later to
manufactured goods prices.

While Jevons was at the forefront of
exploring the links between meteorologi-
cal and agricultural and manufacturing
outputs and prices as starting points for
quantitative observations about economic
phenomena, his view that empirical obser-
vation is the way of the future in econom-
ics was not universally shared by other
political economists. There were other
quite prominent political economists,
among them John Elliott Cairnes (1823–
75), who rejected Jevons’s enthusiasm for
empirical observation as the way of the
future in economics.

Figure 12.5 Average price of wheat, 1846–61, as Interpreted by J.Klein, Statistical Visions in Time
(Cambridge, Cambridge University Press, 1997).



○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○

Chapter 12 ‘First-generation’ marginalists

257

Following Senior and J.S.Mill, Cairnes
emphasized the appropriateness of using
the deductive method in economics on the
grounds that the subject is a hypothetical
science whose concern is ‘not what will
take place, but what would or what tends
to take place.’15 In his Essays Towards a
Solution of the Gold Question, Cairnes
undertook to determine the likely course
of trade and prices if an increase in the
supply of gold were to take place on the
basis of classical principles of deduction.
While his and Jevons’s studies produced
remarkably similar findings, Cairnes’s
deductive approach (i.e. reasoning from
certain premises or postulates to conclu-
sions in the classical tradition of Senior
and Mill) was, methodologically speaking,
totally different from Jevons’s inductive
approach.16 The methodological contro-
versy that arose between them remains
relevant because the history of economics
as a science reflects ongoing methodologi-
cal controversy. It became increasingly
heated as political economists became
more sophisticated in their knowledge of
statistical tools and mathematics.

The economics of Léon Walras (1834–
1910)

The subjective aspects of value

Léon Walras’s great achievement with re-
spect to clarifying the subjective aspects
of exchange was to integrate explicitly the
process of individual optimization into
the analysis and representation of the cir-
cular flow. However, unlike Jevons, who
insisted that inquiry into the subjective
value of goods is the necessary foundation
for the theory of exchange value, Walras
introduced his analysis of marginal utility
(rareté) after his inquiry into the theory of
exchange value. He was also, like Jevons,
fully aware that utility is subjective and

that it has no measurable relationship to
time or space. Nevertheless, he proceeded
boldly and suggested:

We need only assume that such a direct and
measurable relationship does exist, and we
shall find ourselves in a position to give an
exact mathematical account of the respec-
tive influences on prices of extensive utility,
intensive utility and the initial stock pos-
sessed…. I shall, therefore, assume the ex-
istence of a standard measure of intensity of
wants or intensive utility, which is applica-
ble not only to similar units of the same
kind of wealth, but also to different units of
wealth.17

This is the basis on which Walras pro-
ceeded to the solution of the two-commod-
ity exchange problem and the derivation
of individual demand curves. He begins
his theory of exchange in essentially the
same way as Jevons, by analyzing the na-
ture of an equilibrium between two goods.
Initially, exchange is, as already noted
above, explained without referring to util-
ity, which is introduced only in the second
stage as the analytical foundation for ex-
change, eventually arriving at the propo-
sition that, in equilibrium, there must be
equilibrium between the marginal utilities
of the quantities. This proposition is the
equivalent of Gossen’s ‘Second Law.’ From
this principle, he subsequently deduced
that in equilibrium the marginal utilities
derived from pairs of commodities must be
proportional to the ratio of their prices.

The derivation of individual demand
curves

Walras’s primary objective was to demon-
strate the establishment of general equi-
librium. Going from two goods he pro-
ceeds to three and ultimately to m com-
modities, and n factors (land, labor, and
capital) are mutually determined.

The first portion of his analysis, however,
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is devoted to the problem of individual de-
mand curves. Whereas Augustin Cournot
had neglected the relationship between
utility and demand and Jevons had inter-
preted demand curves as representing in-
dividual utility curves, Walras was fully
aware of the relationship between utility
and demand, Thus, he introduces the theo-
rem of maximum utility, which, in sub-
stance, holds that an individual maxi-
mizes satisfaction by equating the ratios
of marginal utilities to the ratio of their
prices for all the m commodities acquired
by exchange.

If one among the m commodities is se-
lected as a numéraire (common denomi-
nator) in terms of which all other prices
are expressed, P1=1, an individual maxi-
mizes satisfaction when

It follows directly from this rule that a re-
duction in price will increase the quantity
demanded, while a price increase will de-
crease the quantity demanded. Postulat-
ing a market in which there are only two
goods, and in which the price of one is ex-
pressed in terms of units of the other,
Walras showed how to establish a con-
sumer demand curve for either good.

He followed the standard mathematical
procedure of placing the independent vari-

able on the abscissa, and the quantities
demanded on the ordinate as the depend-
ent variable. The derivation of a consum-
er’s demand curve for a commodity, say A,
begins with the initial equilibrium posi-
tion. The coordinate of the initial price, Pα1,
and the quantity, Qα1, taken at that price
constitutes point Dα on the demand curve
shown in Figure 12.6, which follows the
economist’s practice of placing price on the
ordinate axis.18 The problem is then to es-
tablish other price-quantity relationships
with respect to commodity A.

If the price of A is assumed to increase
to Pα2, a consumer would be left with less
income to spend on commodity B if he or
she buys the same quantity at the higher
price. It would also mean that the marginal
utility per dollar expended on A would have
decreased, whereas the marginal utility of
a dollar’s worth of the now smaller quan-
tity of B at an unchanged price would have
increased. That is:

marginal utility of expenditure on both
commodities—in other words, when

The relationship between the quantity Qα2
and the price Pα2 yields a point upward to
the left of Da on the consumer’s demand

Figure 12.6 Walras’s derivation of a demand curve
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curve. This procedure may then be re-
peated until a whole series of price-quan-
tity relationships for commodity A is ob-
tained. These price-quantity combinations
constitute a demand schedule and may be
presented graphically as D’aDa, as in Fig-
ure 12.6. It should not be inferred, how-
ever, that Walras conceived of an individu-
al’s demand for a given commodity as a
function of its price alone. Cournot (and,
later, Alfred Marshall) defined the demand
curve as D=f (p), a form that continues to
be used in present-day partial equilibrium
analysis. Walras’s demand function is the
relationship between the quantity of a
commodity and all prices.19 Only money
income and tastes are assumed constant,
whereas the Marshallian demand curve
assumes also that all prices other than
that of the commodity in question are held
constant.

General equilibrium analysis

Cournot expressed the rationale for a gen-
eral equilibrium approach to the problem
of price determination when he wrote that
‘for a complete and rigorous solution of
the problems relative to some parts of the
economic system, it is indispensable to
take the entire system into considera-
tion.’20 It was, however, Léon Walras who
constructed a mathematical system to
demonstrate general equilibrium. Instead
of embracing only two commodities to es-
tablish the equilibrium rate of exchange
between them, his analysis is broadened
to include simultaneous equilibria in all
commodity and factor markets.

Like a partial analysis, a general equi-
librium analysis is constructed on the ba-
sis of certain assumptions. In Walras’s sys-
tem, these givens are (1) the quantities of
m finished goods to be consumed in a given
period of time; (2) the supplies of n factors
of production that may be offered for hire

in the factor market or employed directly
by their owners; (3) the technical coeffi-
cients of production, that is, specific com-
binations of land, labor, and capital re-
quired by technical considerations to pro-
duce finished goods; and (4) the marginal
utility, or rareté, functions of individuals
for goods and selfemployed factor services.
These are the data of Walras’s system.

The system seeks to determine four sets
of unknowns: the quantities of n produc-
tive services offered for sale, the quanti-
ties of m finished goods demanded, the
prices of n productive services, and the
prices of m finished goods. In practice, of
course, quantities and prices are deter-
mined in the marketplace through the in-
teraction of demand and supply forces.
However, Walras demonstrated that,
given the necessary data, it is possible to
achieve a solution mathematically. If one
of the commodities whose prices we seek
to establish is chosen as a common de-
nominator in terms of which all prices are
expressed, so that Pa=1, there is one less
price to be established, so there are
(2m+2n–1) unknowns to be determined.
Therefore, (2m+2n–1) independent equa-
tions must be written; thus, the solution
of Walras’s general equilibrium equations
is thus precisely like the solution of a sys-
tem of simultaneous equations.

The achievement of general equilibrium
in all markets is premised on the achieve-
ment of simultaneous individual equilibria.
Assuming that the quantities of productive
resources available to be supplied by each
household are known, once commodity and
factor prices are established, two condi-
tions must be satisfied before each indi-
vidual consumer of finished goods or sup-
plier of resources can be in a state of gen-
eral equilibrium. Both of these conditions
can be expressed in terms of equations. The
first is that the marginal utilities of the fin-
ished goods bought and the productive
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services of self-owned factors retained by
individuals for their own use must be pro-
portional to their prices. If this condition
is not satisfied, maximum satisfaction
from expenditures is not achieved.

The second condition derives from the
fact that every individual is subject to a
budget constraint imposed by the require-
ment that individual expenditures must
equal individual receipts. Individual
budget equations, together with marginal
utility equations, determine the quantity
of each good bought or factor retained by
the household for its own use. These con-
sumer equations express the optimum al-
location of income for each individual
among alternative goods and services
when their prices and the marginal utili-
ties consumers derive from them are
given. By contrast, Jevons’s equation of
the ratio of exchange expressed the condi-
tions of maximum satisfaction for two par-
ties to a barter exchange.

Consumer utility and budget equations
provide part of the information needed to
define the conditions of general equilib-
rium for the economy as a whole. Indi-
vidual demands for each good, expressed
as a function of all commodity and factor
prices, are aggregated into a group of mar-
ket demand equations. There are m such
equations, each of which is a summation
of individual consumer demand equations
for each good. Unlike a particular equilib-
rium analysis in which the demand for
each good is expressed as a function of its
price alone, each of the m equations of de-
mand in the Walrasian general equilib-
rium analysis is expressed as a function of
all commodity and factor prices. Similarly,
individual supply equations for productive
resources, expressed as a function of indi-
vidual commodity and factor prices, are
aggregated to provide a group of equations

of factor supplies. There are n such equa-
tions.

The technical coefficients of production
(which are one part of the data of Walras’s
system) and the demands for finished
goods establish the quantity of each re-
source required to produce each good.
Since Walras assumed full employment, it
is axiomatic that the sum of these require-
ments is equal to the total supply of each
resource. This, too, may be expressed in
terms of a group of equations that are n in
number. A final group of equations ex-
presses equality between the prices of con-
sumer goods and their average costs of
production. Since one of these goods is the
numéraire, or common denominator, there
are m–1 such equations. Summing up,
then, there are 2m+2n–1 independent
equations to solve for the same number of
unknowns, so the system is determinate.

The preceding verbal description of the
Walrasian system may be supplemented
by a symbolic presentation. Let the quan-
tity of finished goods to be consumed be
designated as

Let the supply of factors used to produce
these goods be designated as

Let the technical coefficients, that is, the
quantities of the various factors f1, f2,…, fn
that enter into the production of finished
goods a, b,…m, be represented as

Let the quantities of finished goods de-
manded be represented as
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and let the demands for the services of
owner-employed factors be represented as

The marginal utility, or rareté, functions
of each of the m consumer goods are:

The rareté, functions for n productive serv-
ices retained by owners are:

There are m unknown demand functions
for finished goods as follows:

No equation is required for good a, which
is the numéraire, or common denomina-
tor, in terms of which values are expressed.
There are also n equations representing
the supplies of resources r, labor (l) and
capital (k) whose productive services and
offered at prices (also expressed in terms
of the numéraire as follows:

The summation of m-1 individual demand
equations for finished goods and n factor
supply functions results in two of the four
sets of equations Walras required to define
the conditions of general equilibrium. The

third group of n equations expresses
equality between the quantity of produc-
tive services employed to produce each
good, given the technical coefficients of
production, and the quantity offered:

Finally, the fourth group of equations ex-
presses equality between the prices of n
consumer goods and their average costs of
production. Thus, there are m equations
as follows:

Summing up, there are independent equa-
tions to solve for the same number of un-
knowns. The determinacy of the system
follows from the equality of the number of
independent equations with the number of
unknowns. This demonstration has be-
come the inspiration for all subsequent
work on general equilibrium.

The process of tâtonnement

When the price of the first commodity (or
numéraire) is arbitrarily established as
p1 and all other prices are expressed as
though the numéraire served as money,
the equilibrium (or optimum) condition of
exchange for each commodity requires
their marginal utilities are equal to the
ratio of their prices to the price of the
numéraire. It is possible that sellers find
no buyers at an initial price and, vice
versa, that buyers will not find anyone to
sell (i.e. the price might be ‘false’). It
would then become necessary for a new
set of prices to become established until
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there is some set of mutually agreeable
prices to all trading partners.

Walras described what he called the
tâtonnement process as a sort of ‘groping’
towards equilibrium. He envisions an auc-
tioneer as ‘calling out’ an initial price. If
there is either excess supply or excess de-
mand at this price (at which no actual
trades take place if the price is revealed
as being ‘false’ in the sense that it is incon-
sistent with market clearing), a higher or
lower price is ‘announced.’ The process
continues until there is a simultaneous
equilibrium in all markets. Until such a
price is identified, no actual trades take
place.

It is not difficult to appreciate some of
the problems inherent in the general equi-
librium approach. To establish and solve
such a system of equations is certainly to
perform Herculean labor. Furthermore,
equality between the number of equations
and the number of unknowns does not nec-
essarily mean that there will be a single
positive solution. Sets of simultaneous
equations may have multiple solutions or
may be satisfied by zero or negative prices,
which imply that the good is either a free
good or a nuisance good. Negative prices
for goods are more easily accommodated
in the equations than negative factor
prices, for the latter imply that factors are
paying firms to employ them. Yet, it is ob-
vious that if factor supplies and technical
coefficients of production are fixed, as
Walras assumed them to be, it may not
always be possible to satisfy the market-
clearing equations at positive factor prices.

Walras took his analysis a step beyond
demonstrating the determinacy of a gen-
eral market equilibrium. He tried to show
that the problem for which he gave a theo-
retical explanation is, in practice, solved
in the market by the mechanism of free
competition through a process of
recontracting. People are assumed to come

to the market with certain stocks of com-
modities and certain dispositions to trade,
from which a set of prices will emerge. If
demand and supply are equal at these
prices, there is an immediate equilibrium.
If, on the other hand, demand and supply
are not equal, people will recontract until
none of the parties sees any advantage in
further recontracting. The price ultimately
established by this process is the equilib-
rium price.

The two cardinal points in Walras’s de-
scription of exchange equilibrium are (1)
that the amounts demanded and supplied
by particular individuals depend on the
system of market prices and (2) that there
must be an equilibrium between demand
and supply in particular markets. What
Walras does not make clear in his analy-
sis of exchange equilibrium is whether ex-
changes do or do not take place at the
prices originally proposed if these prices
are not equilibrium prices. If there is no
actual exchange (i.e. ‘false trading’) until
the equilibrium prices are reached by bid-
ding, then it follows that the equilibrium
state is postulated; that is, the system is
in equilibrium before the analysis begins
and can, in fact, never be out of equilib-
rium. The classicists’ distinction between
market and natural prices is therefore
meaningless in the Walrasian general
equilibrium framework. The Walrasian
equilibrium is an instantaneous equilib-
rium that is timeless in the sense that it
does not envision the passing of clock-time
in the process of achieving equilibrium.

There is a further important aspect of
Walras’s general equilibrium to be noted.
General equilibrium is, conceptually, very
different from the classical idea of the sta-
tionary state in which all prices converge to
their natural levels and net savings and
population growth are zero. Classical think-
ers, like Quesnay and Marx, were concerned
chiefly with identifying the conditions
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under which the economic system will be
able to reproduce itself next year. Walrasian
general equilibrium, on the other hand,
poses a different problem, that of identify-
ing the system of prices that is compatible
with market clearing. This notion of equi-
librium is fundamentally different from that
inherent in the classical notion of the sta-
tionary state.

The economics of Carl Menger

Menger on the subjectivity of value and
negative imputation

Carl Menger gave even more detailed at-
tention than Jevons to the subjective as-
pects of value. His most enduring work is
Grundsätze der Volkswertshafts lehre
(1871) (Principles of Social Economics),
whose pioneering inquiry established the
foundation for the so-called Austrian or
Vienna School.21 He notes that there must
be a human want for an object and that it
must have characteristics that will satisfy
this want.22 Further, consumers must be
aware of its want-satisfying power and
have the object at their disposal.
Güterqualität is thus seen as deriving

from human wants in relation to objects
that have the potential for satisfying them.
Because objects having Güterqualität are
generally in smaller supply than the needs
(Bedarf) for them, people will economize in
their use. Individuals will therefore clas-
sify wants in accordance with their impor-
tance, given the circumstances that gov-
ern the particular situation. Menger illus-
trates this hypothesis with an arithmeti-
cal example that presents a hierarchy of
wants from the point of view of an indi-
vidual consumer designated by Roman
numerals from I to X as in Table 12.1.

Arabic numbers listed in each column
represent the satisfaction associated with
a unit increase in the stock of goods ac-
quired to satisfy that want. Declining nu-
merical values were selected to represent
the diminishing want-satisfying power of
additional units of the same good. No addi-
tions are made to any stock when the util-
ity of the marginal increment becomes zero.
This observation was the basis for Menger’s
incisive solution to the water-diamond puz-
zle, to which classical value theory was un-
able to provide an answer. He recognized
that the critical consideration is the rela-
tionship between the quantity needed and

Table 12.1
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the available supply of both diamonds and
water. Drinking water is available in such
copious quantities that humans are unable
to use all that is available under ordinary
cirumstances.23

Menger’s alternative approach to ex-
plaining the value of goods that satisfy con-
sumer needs directly (i.e. goods of a lower
order) led to an alternative way of viewing
the problem of explaining the valuation of
factors of production. Menger thought of
modern-day factors of production as goods
of a higher order whose value is determined

by negative imputation from the antici-
pated value of the goods of a lower order in
whose production they serve. He was the
first economist to consider the problem as
one of imputing the value of higher order
goods from their contributions to the value
of their products. This alternative approach
would correct the classicists’ error of fail-
ing to understand that the values of factors
of production are related to the values of
the goods in whose production they assist,
How to correct this error is the basis of
Menger’s theory of negative imputation.

Issues and Answers from the Masterworks 12.2
Issue
What is the relationship between goods employed in production (i.e. factors) and the
values of the goods themselves? How does this principle alter the conventional view
that the payment of interest reimburses the owner of capital for abstinence?

Menger’s answer
From Principles of Economics (1871), Chapter 3.

The laws governing the value of goods of higher order

The principle determining the value of goods of higher order

Among the most egregious of the fundamental errors that have had the most far-reaching con-
sequences in the previous development of our science is the argument that goods attain value
for us because goods were employed in their production that had value to us. Later, when I
come to the discussion of the prices of goods of higher order, I shall show the specific causes
that were responsible for this error and for its becoming the foundation of the accepted theory of
prices (in a form hedged about with all sorts of special provisions, of course). Here I want to
state, above all, that this argument is so strictly opposed to all experience that it would have to
be rejected even if it provided a formally correct solution to the problem of establishing a princi-
ple explaining the value of goods.

Hence the principle that the value of goods of higher order is governed, not by the value of
corresponding goods of lower order of the present, but rather by the prospective value of the
product, is the universally valid principle of the determination of the value of goods of higher
order… The value of goods of higher order is therefore, in the final analysis, nothing but a
special form of the importance we attribute to our lives and well-being. Thus, as with goods of
first order, the factor that is ultimately responsible for the value of goods of higher order is
merely the importance that we attribute to those satisfactions with respect to which we are
aware of being dependent on the availability of the goods of higher order whose value is under
consideration. But due to the casual connections between goods, the value of goods of higher
order is not measured directly by the expected importance of the final satisfaction, but rather by
the expected value of the corresponding goods of lower order.
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The productivity of capital

The transformation of goods of higher order Into goods of lower order takes place, as does
every other process of change, in time. The times at which men will obtain command of goods
of first order from the goods of higher order in their present possession will be the order of these
goods. While it is true, as we saw earlier, that the more extensive employment of goods of
higher order for the satisfaction of human needs brings about a continuous expansion in the
quantities of available consumption goods, this extension is only possible if the provident activi-
ties of men are extended to ever more distant time periods…but only on condition that they
lengthen the periods of time over which their provident activity is to extend in the same degree
that they progress to goods of higher order.

There is, in this circumstance, an important restraint upon economic progress. The most
anxious care of men is always directed to assuring themselves the consumption goods neces-
sary for the maintenance of their lives and well-being in the present or in the immediate future,
but their anxiety diminishes as the time period over which it is extended becomes longer. This
phenomenon is not accidental but deeply imbedded in human nature. To the extent that the
maintenance of our lives depends on the satisfaction of our needs, guaranteeing the satisfac-
tion of earlier needs must necessarily precede attention to later ones. And even where not our
lives but merely our continuing well-being (above all our health) is dependent on command of a
quantity of goods, the attainment of well-being in a nearer period is, as a rule, a prerequisite of
well-being in a later period. Command of the means for the maintenance of our well-being at
some distant time avails us little if poverty and distress have already undermined our health or
stunted our development in an earlier period. Similar considerations are involved even with
satisfactions having merely the importance of enjoyments. All experience teaches that a
present enjoyment or one in the near future usually appears more important to men than one of
equal intensity at a more remote time in the future…

The circumstance that places a restraint upon the efforts of economizing men to progress in
the employment of goods of higher orders is thus the necessity of first making provision, with
the goods at present available to them, for the satisfaction of their needs in the immediate
future; for only when this has been done can they make provision for more distant time periods.
In other words, the economic gain men can obtain from more extensive employment of goods of
higher orders for the satisfaction of their needs is dependent on the condition that they still have
further quantities of goods available for more distant time periods after they have met their
requirements for the immediate future.

In the early stages and at the beginning of every new phase of cultural development, when a
few individuals (the first discoverers, inventors, and enterprisers) are first making the transition
to the use of goods of the next higher order, the portion of these goods that had existed previ-
ously but which until then had had no application of any sort in human economy, and for which
there were therefore no requirements, naturally have a non-economic character. When a hunt-
ing people is passing over to sedentary agriculture, land and materials that were not previously
used and are now employed for the first time for the satisfaction of human needs (lime, sand,
timber, and stones for building, for example) usually maintain their non-economic character for
some time after the transition has begun. It is therefore not the limited quantities of these goods
that prevents economizing men in the first stages of civilization from making progress in the
employment of goods of higher orders for the satisfaction of their needs.

But there is, as a rule, another portion of the complementary goods of higher order, which
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has already been serving for the satisfaction of human needs in some branch or other of
production before the transition to the employment of a new order of goods, and which there-
fore previously exhibited economic character. The seed grain and labour services needed by
an individual passing from the stage of collecting economy to agriculture are examples of this
kind.

These goods, which the individual making the transition previously used as goods of lower
order, and which he might continue to use as goods of lower order, must now be employed as as
goods of higher order if he wishes to take advantage of the economic gain mentioned earlier. In
other words, for the present or for the near future, for the satisfaction of the needs of a more
distant time period.

Meanwhile, with the continous development of civilization and with progress in the employ-
ment of further quantities of goods of higher order by economizing men, a large part of the other,
previously non-economic, goods of higher order (land, limestone, sand, timber, etc, for exam-
ple) attains economic character. When this occurs, each individual can participate in the eco-
nomic gains connected with employment of goods of higher order in contrast to purely collecting
activity (and, at higher levels of civilization, with the employment of goods of higher order in
contrast to the limitations of means of production of lower order) only if he already has com-
mand of quantities of economic goods of higher order (or quantities of economic goods of any
kind, when a brisk commerce has already developed and goods of all kinds may be exchanged
for one another) in the present for future periods of time—in other words, only if he possesses
capital.

With this proposition, however, we have reached one of the most important truths of our
science, the ‘productivity of capital.’ The proposition must be understood to mean that com-
mand of quantities of economic goods in an earlier period for a later time can contribute any-
thing by itself during this period to the increase of the consumption goods available to men. It
merely means that command of quantities of economic goods for a certain period of time is for
economizing individuals a means to the better and more complete satisfaction of their needs,
and therefore a good—or rather, an economic good, whenever the available quantities of capi-
tal services are smaller than the requirements for them.

The more or less complete satisfaction of our needs is therefore no less dependent on
command of quantities of economic goods for certain periods of time (on capital services) than
it is on command of other economic goods. For this reason, capital services are objects to which
men attribute value, and as we shall see later, they are also objects of commerce.

Some economists represent the payment of interest as a reimbursement for the abstinence
of the owner of capital. Against the doctrine, I must point out that the abstinence of a person
cannot, by itself, attain goods-character and thus value. Moreover, capital by no means always
originates from abstinence, but in many cases as a result of mere seizure (whenever formerly
non-economic goods of higher order attain economic character because of society’s increasing
requirements, for example). Thus the payment of interest must not be regarded as a compensa-
tion of the owner of capital for his abstinence, but as the exchange of one economic good (the
use of capital) for another ( money, for instance).

Source: Carl Menger, Principles of Economics, volume 1, reprint no. 17
(London: London School of Economics, 1870), Chapter3.
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Summing up: Menger’s key points

Menger’s theory of imputation is a radical
departure from the classical approach not
only with respect to explaining the value
of consumer goods (i.e. goods of a lower
order) but also with respect to explaining
the values of goods of a higher order, or
factors of production. The change in per-
spective is especially critical, for it chal-
lenges the classical explanation of income
shares, especially of interest, which goes
to the capitalist as a reward for absti-
nence. Böhm-Bawerk was later to build,
in an important way, on Menger’s rejec-
tion of the idea that capital is the product
of abstinence, but it is to Menger that we
owe the foundation for this ‘Austrian’ per-
spective. Menger thought of capital as a
good of a higher order and that the correct
procedure for imputing the value of goods
of a higher order is to withdraw one unit
of a good of a higher order from produc-
tion and observe the effect on utility re-
sulting from the loss of output. The loss in
the total product is the marginal product
of the variable factor in question, and the
utility of the product forgone establishes
the value of the unit of the good of a
higher order in the production process.
This value may also be conceived as the
alternative opportunity cost, of using the
factor in the production of some other
good. This alternative cost is equal to the
difference in utility that is attributable to
the withdrawal of a unit of the resource in
question.

Within the framework of Menger’s rea-
soning, it is immaterial whether the fac-
tors are used in fixed proportions or vari-
able proportions. In the case of fixed pro-
portions, the withdrawal of a unit of one
resource necessitates the employment of
some portion of cooperating resources else-
where. The total loss of product minus the
product produced by the complementary

factors in their new employment estab-
lishes the loss of utility, and thus the value,
of the variable factor.

Concluding remarks

The threads of the preceding examination
may now be drawn together to see what
positive contribution to economic analysis
was made by the marginal utility theo-
rists and how they differed from their
classical predecessors. While classical
thinkers were chiefly concerned with ex-
plaining how the self-serving behaviors of
individuals and businesses propel the
economy forward toward economic
growth, marginalists focused on indi-
vidual optimizing behaviors. In particu-
lar, they introduced the marginal utility
apparatus to deduce the exchange ratios
that will be established between com-
modities in competitive markets. This ap-
proach enabled them to establish the link
between value in use and value in ex-
change that Smith, Ricardo, and Marx
failed to recognize. Their analyses thus
mark a clear departure from labor and
cost of production theories of value.

While they did not emphasize the weak-
nesses of the labor theory of value as a
basis for advancing their views on mar-
ginal utility, they pointed out that a labor
theory of value is deficient in several re-
spects. They noted, first, that a large ex-
penditure for labor will not necessarily
result in a high commodity value because
future demands may be inaccurately fore-
cast. They also noted that a labor theory
of value lacks generality, for it does not
explain the value of land or objects like
works of art, that exist in permanently
fixed supply.

While their concern with marginal util-
ity and its significance for the determina-
tion of value in exchange is conventionally
regarded as the chief feature of the marginal
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revolution, some less obvious (and conse-
quently often neglected) aspects of their
analysis are also important. First, it is rel-
evant that, in spite of the common element
of marginal utility, if one contrasts what
happened to economic theory in England
with what happened on the Continent, the
specifics are really quite different. In Eng-
land, the rejection of the classical theory of
value and wages by Jevons and a new gen-
eration of thinkers who followed might be
described as a revolution. But the authority
of classical theory did not extend to the Con-
tinent; Menger did not launch an extensive
attack, as Jevons did, on the cost of produc-
tion theories of value, which gave little scope
to utility and the wants of consumers. Nor
did Menger confront a long-entrenched tra-
dition of wages-funds and natural-wage
theories. Thus, the unified approach to the
value of consumer goods and the values of
the factors of production (i.e. higher order
goods), which Menger’s theory of imputation
pioneered and which Wieser and Böhm-
Bawerk further developed, did not encoun-
ter the kind of resistance that prevailed in
England. Although Menger was most disap-
pointed that his ideas were not received with
greater enthusiasm, this was not the result
of the strong entrenchment of an alterna-
tive theory. Rather, it reflects the entrench-
ment of the German historical school, which
had little use for theory of any kind. The
dominance of historismus later became the
basis of the famous Methodenstreit (conflict
over methodologies) that erupted between
Menger and Gustav Schmoller.

Nor were English theories influential in
France during the middle of the nine-
teenth century. Going back to Condillac
and Say, French economic theory had long
emphasized the significance of utility and
scarcity in the determination of value.
Walras began his own work from this tra-
dition, reinforced by the work of Cournot
and his father, A.A.Walras. Unlike Jevons,

Walras did not confront the cost of produc-
tion theory of value or the wage-fund and
natural-wage theories that prevailed in
England, and which Jevons repeatedly
described as ‘Ricardo-Mill Economics.’24

The precipitous collapse in England of
‘credibility and confidence’ in the Ricardo-
Mill theoretical system in the space of rela-
tively few years, in the late 1860s and the
early 1870s, may reasonably be described
as a revolution, although in a negative,
rather than in a positive, sense.25

A second point that is important to em-
phasize is that two separate traditions
emerged on the Continent; specifically, the
Laussane tradition that grew out of
Walras’s general equilibrium analysis and
the Austrian tradition that built on the
work of Menger. These brought with them
essentially different notions of equilibrium
from the classical concept of long-run equi-
librium toward which the system tends as
it moves through historical time.

The Austrian analysis stands apart
from the classical analysis, not only in
terms of its emphasis on utility, and the
unity that its theory of imputation
achieves between commodity values and
factor values, but also because it utilizes
an essentially different concept of capital.
In pioneering this new approach, Carl
Menger laid the foundation for the work
of Friedrich von Wieser and Eugen Böhm-
Bawerk. These second-generation Austri-
ans extended Menger’s interpretation of
the determination of ‘remote,’ or ‘higher
order,’ goods as a reflection of the valua-
tion consumers placed on near goods. In
Menger’s formulation, the imputation
procedure was negative in the sense of
envisioning the loss of utility that would
follow if one unit of a remote good is re-
leased from the production process.

This procedure, in Wieser’s view, would
lead to incorrect results, for the with-
drawal of a unit of any one agent reduces
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the productivity of those that remain. The
reduction in the total product is due not
just to the withdrawal of an individual
unit of the factor in question but also to a
change in proportions. Hence, he proposed
the alternative method of positive impu-
tation, which measures the product gained
by adding a unit of the factor in question.

Wieser assumed that factors are com-
bined in fixed proportions in each indus-
try, though these proportions vary from
one industry to another. By assuming that
the values of the factors are simply reflec-
tions of the marginal utility of consumer
goods, and therefore equal to the value of
the product, he was able to demonstrate
that factor payments just exhaust the fi-
nal product. However, this procedure does
not prove that a factor’s reward is deter-
mined by the value of its marginal product
because the separate productivity of a fac-
tor cannot be imputed at all when factors
are combined in fixed proportions. A factor’s
marginal product can be isolated only if
proportions are variable and substitution
is possible. Otherwise, the concept of mar-
ginal product is without meaning.

In the more usual case of variable fac-
tor proportions, Menger’s analysis implies
that the withdrawal of one unit of a factor
necessitates a rearrangement of comple-
mentary factors. The loss of utility associ-
ated with the reduction of the product de-
termines the value of the withdrawn fac-
tor unit. What is not made clear in
Menger’s analysis is the effect that the
tendency toward diminishing returns ex-
erts on output when the input of one vari-
able resource is altered. Nor does he ex-
amine the problem of whether his method
of valuing the factors will result in pay-
ments that will exactly exhaust the total
product. This question was to become a
major issue of the marginal productivity
theory of distribution. Menger does not
have a theory of capital that distinguishes

between capital goods themselves and the
services they render. However, his work
provides the analytical basis for a whole
school of eminent thinkers, beginning with
Wieser and Eugen Böhm-Bawerk, who are
known as the Austrians.
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Glossary of terms and concepts

Imputation
The process of valuing factors of production
(goods of a ‘higher order’ in Austrian terminol-
ogy) on the basis of their contributions to the
value of production.

Methodenstreit
The conflict over method between the Aus-
trian approach, which was abstract and theo-
retical, and the approach of the historical
school, which looked to comparative historical
studies to lead eventually to generalizations
that are relevant to particular economies at
particular times in their history. One important
feature of their intellectual disagreement re-
lated to the rejection by the historical school of
the premise that it is possible to arrive at eco-
nomic laws that are relevant at all times and
places.

Numéraire
A commodity arbitrarily chosen to serve as a
common denominator of unchanging value,
that is, as constant value money, in terms of
which all other prices are expressed. Thus, all
prices vary relative to Pa where Pa=1.

Opportunity cost
The price a factor of production can command
in its best paying alternative use.

Recontracting
Walras’s notion of hypothetical resales of
commodities as a process for establishing a
true equilibrium. The process is known as
tâtonnement.

Walras’s law of general equilibrium
Demonstration of simultaneous individual
equilibriums in all commodity and factor mar-
kets. A mathematical solution can be found if it
is possible to write as many equations on the
basis of known data as there are unknown
prices to be established.

Questions for discussion and further
research

1 What is Jevons’s equation for identifying the
conditions of maximum satisfaction for two
parties in a barter exchange? Explain in
words what this equation means.

2 Rational allocation of money income does
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not mean that a consumer will spend equal
amounts of money on every commodity.
Using Jevons’s logic, why is this the case?

3 What is the nature of Walras’s general
equilibrium model? What is the chief thing it
purports to show?

4 What is Walras’s notion of rareté? May it be
compared with Jevons’s final degree of
utility?
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It is something of an enigma that the mar-
ginal productivity theory was not clearly
developed alongside the theory of subjec-
tive value. It seems that, once the revolu-
tionary concept of explaining the value of
consumer goods in terms of marginal util-
ity theory was developed, the next logical
step would have been to explain how the
values of the productive services them-
selves are determined. Yet, it was ap-
proximately 20 years later that second-
generation marginalists developed the
marginal productivity theory.

Among the English pioneers of mar-
ginal productivity theory, pride of place
surely must be accorded to Francis Ysidro
Edgeworth (1845–1926), who was elected
to the Drummond Professorship in Politi-
cal Economy at Oxford University in 1890.
During his lifetime, he was, perhaps, sec-
ond only to Alfred Marshall—his contem-
porary at Cambridge—as one of the lead-
ing figures of English political economy. At
the present time, the almost universal use
of mathematics and statistical inference in
economics and econometrics weighs at
least somewhat against Marshall and in
favor of Edgeworth, but in their day it was
quite the reverse. Nevertheless,
Edgeworth is to be remembered as one
among the great toolmakers of our disci-
pline; both the indifference curve and the
box diagram are among his intellectual
legacies.

Philip Wicksteed (1884–1927) is best
remembered for his understanding of what
is known in contemporary theory as the
returns to scale. However, he should per-
haps also be remembered for his 1884 cri-
tique of Marx’s Capital, volume I. By that
date he had become steeped in Jevonsian
theory, although he was also interested in
British socialism and social movements,
and he was a friend of G.B.Shaw, whom
he is said to have led from Marxian think-
ing to Jevons. His most important books
in economics are The Alphabet of Eco-
nomic Science (1888), An Essay on the
Coordination of the Laws of Distribution
(1894), and The Common Sense of Politi-
cal Economy (1910).

As in the case of marginal utility theory,
marginal productivity theory also ap-
peared more or less simultaneously in sev-
eral countries besides England. The Swed-
ish economist Knut Wicksell (1851–1926),
whose principal works are Value, Capital
and Rent (1893), Interest and Prices
(1898), and Lectures on Political Economy
in two volumes (1901 and 1906), was a
thoroughgoing marginalist who integrated
the utility theory of value with the mar-
ginal productivity theory of distribution.1

His special contribution to the theory of
distribution, for which he shares the honor
of discovery with Philip Wicksteed, is the
theorem concerning the exhaustion of the
product.

Chapter 13
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Eugen Böhm-Bawerk (1851–1914) and
Friedrich von Wieser (1851–1926) were
the chief followers of Carl Menger, who
directed their considerable talents toward
advancing the cause of theoretical analy-
ses, as opposed to the historical method,
and to extending Menger’s opportunity
cost principle to the problem of valuing
goods of a higher order. Their joint efforts
were persuasive in diminishing the intel-
lectual influence of Karl Marx and the
German historical school and, at the same
time, reaffirmed the intellectual basis for
the Austrian school. Their great contribu-
tion is to the theory of capital and inter-
est, which laid the foundation for contem-
porary work in the theory of entrepreneur-
ship.

The second generation of marginalists
also includes the first major American
economist, John Bates Clark (1847–1938),
who is remembered as the most distin-
guished American marginalist who con-
tributed to the development of distribution
theory during the period under considera-
tion. He brought to economics a lifelong
interest in philosophy and ethics acquired
in his undergraduate days at Brown Uni-
versity and Amherst College. This philo-
sophic bent led him to the view that the
economic aspects of life cannot be divorced
from questions of morality. This perspec-
tive is evident in each of his three books:
The Philosophy of Wealth (1885), The Dis-
tribution of Wealth (1899), and Essentials
of Economic Theory (1907). His reputation
rests chiefly on The Distribution of
Wealth, in which he developed the hypoth-
esis that the functional distribution of in-
come in the long run is determined in the
long run under static and perfectly com-
petitive conditions, according to the prin-
ciple of factor productivity at the margin.

From 1895 well into the 1920s, Clark
was a professor of economics at Columbia
University. Most of his work aligns him

with the orthodox tradition of English
economists and makes him an intellectual
cousin of his English contemporary, Alfred
Marshall. There is little, especially as re-
gards his mature work, to mark his con-
tribution as distinctively American. The
early Clark, as reflected in his first work,
The Philosophy of Wealth, gave promise
of a departure from English tradition in
its criticism of the assumptions on which
classical economics rested. In it, Clark
undertook to question the premise that
human economic behavior is motivated by
material self-interest and urged the neces-
sity of a more valid psychological basis for
economic inquiry. He also questioned the
inherent desirability of competition as the
regulator of economic life and introduced
into economics the Spencerian conception
that society is an organic whole. While
many of these ideas were novel when
Clark introduced them into economics, the
body of economic analysis that he ulti-
mately perfected and which is given ex-
pression in The Distribution of Wealth
places him, in terms of viewpoint, among
the ranks of the orthodox thinkers who
believed that competitive forces could be
relied upon to work economic justice and
social harmony. Thus, while Clark gave
promise of leading the revolt against the
body of orthodox economics, it was in fact
his student, Thorstein Veblen, who became
the most prominent critic of received doc-
trine.

Irving Fisher (1867–1947) was another
noted American theorist, who was a stat-
istician and mathematician as well as an
economist. From the standpoint of the de-
velopment of distribution theory, Fisher’s
special contribution is in the theory of the
interest rate. His ideas are given their
most fully developed exposition in The
Theory of Interest (1930), a revision of his
earlier volume The Rate of Interest (1907).
The central idea of this book, which is
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dedicated to both Eugen Böhm-Bawerk
and his forerunner, John Rae, is that in-
terest is not a separate form of income but
is an element common to all income shares
that accrue over a period of time.

Fisher’s other work is aimed at advanc-
ing economic theory in relation to math-
ematics and statistics. This objective was
already evident in his first work, Math-
ematical Investigation in the Theory of
Value and Prices (1892), which was his
Ph.D. thesis. He is perhaps best known for
The Purchasing Power of Money (1911), in
which he attempted to measure the ele-
ments in the equation of exchange in or-
der to test the relationship between
changes in the quantity of money and
changes in the general price level.

The theory of production

Edgeworth on the laws of return in the
short run

The chief problem ‘second-generation’
marginalists addressed was that of in-
come sharing; i.e. to explain how the earn-
ings of landowners, workers and capital-
ists are related to their productive contri-
butions at the margin. Their theory of dis-
tribution is therefore necessarily related
to their theory of production; i.e. to the re-
lationship between factor inputs and pro-
duction outputs.

Although the concept of a production
function is implicit in von Thünen’s analy-
sis and in the classical theory of diminish-
ing returns, Léon Walras was the first to
express these relationships in mathemati-
cal form. His initial assumption with re-
spect to the production function was that
the coefficients of production are fixed: i.e.
there is only one possible combination of
inputs that will yield any product. The sig-
nificance of this assumption from the
standpoint of the theory of distribution is

that it makes it impossible to isolate the
productive contribution of any individual
factor. Even though Walras eventually in-
troduced the concept of variable propor-
tions into his theory of production, it is
interesting to note that he never arrived
at a theory that related the distributive
shares to the marginal productivities of
their factors.

It is only in the very short run that the
extreme situation, in which factor substi-
tution is a complete impossibility, is likely
to be encountered. It is more than likely
that at least one input will be variable.
Ricardo’s theory of rent was premised on a
production function of this sort. The pres-
ence of a fixed factor (land) was recognized
as imposing a constraint on the production
process that causes the returns to the vari-
able factor (labor) to increase at a decreas-
ing rate beyond a certain number of in-
puts. The operation of this law accounted
for Ricardo’s explanation of rent as a dif-
ferential surplus on better-than-marginal
land.

Ricardo’s analysis had its shortcomings,
both as a theory of production and as a
theory of distribution. Not only did it fail
to distinguish between diminishing aver-
age and marginal products, but it also im-
plied that the law of diminishing returns
applied only to land and agricultural out-
put. Classical theorists therefore failed to
recognize that it is impossible to general-
ize Ricardo’s theory of rent. That is, the
return to any factor may be conceived ei-
ther as a differential surplus or as the
equivalent of its marginal product, de-
pending upon whether the factor is a fixed
constant or a variable in the production
function.

While the classical theorists stated the
law of diminishing returns, Francis
Edgeworth is credited with making a
clear-cut distinction between the average
and marginal changes in the output that
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an increase in a variable factor can yield.
He also made it plain that if, for any rea-
son, it is not possible to vary all factor in-
puts simultaneously, diminishing returns
are due to the change in the ratio in which
the factors are used.

To demonstrate the distinction between
diminishing average and marginal re-
turns, Edgeworth assumed that successive
small doses of labor and capital are ap-
plied to a given plot of land and that the
total output, marginal output, and aver-
age output behave as recorded in Table
13.1.2 This table provides a clear demon-
stration that there is a difference between

diminishing marginal returns and dimin-
ishing average returns, although the two
were usually confused.3

The behavior of marginal product and
average product when the land-to-labor
ratio is varied may also be shown graphi-
cally. Figure 13.1 plots the labor-to-land
ratios from Table 13.1 on the horizontal
axis, and the average and marginal prod-
uct associated with varying the labor-to-
land ratio on the vertical axis. It is evident
that as long as additional increments of a
variable factor can cause total output to
increase at an increasing rate, both mar-
ginal and average output will increase,

Figure 13.1 Average and marginal product of a variable factor

Table 13.1 Returns from varying amounts of labor and equipment applied (in small doses) to a given
plot of land
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and the marginal physical product of the
variable factor will be greater than its av-
erage product. The marginal product curve
will then lie above the average product
curve.

When additional units of the variable
factor can no longer raise the total prod-
uct at an increasing rate, as in the case in
Edgeworth’s example after the application
of the fifteenth dose of labor and equip-
ment, the marginal product will diminish,
and the marginal product curve will slope
downward. When additional inputs of the
variable factor can no longer raise the av-
erage product beyond the maximum al-
ready reached, the average product of the
variable factor will equal the marginal
product. Beyond that point, additional ap-
plications of the variable factor will cause
the average product to diminish. This
takes place, in Edgeworth’s example, with
the application of the twenty-first dose of
labor and equipment to a given plot of
land. The marginal physical product is
then smaller than the average product.
While Table 13.1 and Figure 13.1 do not
show it, additional applications of the vari-
able factor to a given amount of a fixed
factor will, at some point, be associated
with an absolute decrease in total prod-
uct; the marginal product would then be-
come negative.

Edgeworth’s distinction between dimin-
ishing average productivity and diminish-
ing marginal productivity is fundamental
to understanding the behavior of produc-
tion costs in the short run, which later be-
came fundamental to the neoclassical un-
derstanding of business firms’ demands for
factors of production. Just as a consumer
is conceived to maximize gain by allocat-
ing income among alternative uses until
the ratios of the marginal utilities of the
goods consumed are equal to the ratios of
their prices, so a producer maximizes
gains from factor inputs when the ratios

of the marginal revenue products of the
factors hired are equated to the ratios of
their prices.

Wicksteed on returns to scale: Euler’s
theorem

Philip Wicksteed is credited with being
the first to appreciate that the laws of re-
turn are different when factor inputs are
fixed than when inputs are variable.4 The
output possibilities when all factors are
variable are now commonly described by
the term returns to scale. There are three
possibilities: constant returns, increasing
returns, and decreasing returns.

If an increase in all factor inputs in-
creases output proportionately, the re-
turns to scale are constant. In this special
case, the production function also satisfies
the requirement that the eighteenth-cen-
tury mathematician, Leonhard Euler, laid
down in his theorem concerning linear ho-
mogeneity. A function is linearly homoge-
neous if the multiplication of every vari-
able it contains by a given real number
increases the value of the total function by
the same multiple. Applying this principle
to the relationship between factor inputs
and the resulting product, a production
function is homogeneously linear if a given
increase in all factor inputs increases the
total product in precisely the same propor-
tion. If, however, a proportionate increase
in all factor inputs increases output more
than proportionately, the returns to scale
are increasing. Conversely, if a proportion-
ate increase in all factor inputs increases
output less than proportionately, the re-
turns to scale are decreasing.

Wicksteed was especially concerned
with the relevance of returns to scale with
respect to the problem of coordinating the
laws of distribution.5 He conceived the
latter problem to involve the demonstra-
tion that each of the distributive shares
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is governed by the principle of marginal
productivity, and that the total product
available for distribution is the exact sum
of the shares that that principle assigns to
each of the several factors. He understood
that it is possible to pay each factor the
equivalent of its marginal product and ex-
actly exhaust the total product only if re-
turns are constant. In this case, the mar-
ginal product of the factors is independent
of the absolute amount of the factors em-
ployed, and a proportionate change in the
quantity of all factors does not affect their
marginal product. The increase in total
product resulting from additional quanti-
ties of all factors is precisely equal to the
sum of the marginal products of each of
the separate factors. The problem
Wicksteed posed concerning the exhaus-
tion of the total product thus revealed
what neoclassical thinkers perceived as
the essential link between the theory of
production and the theory of distribution;
i.e. that the production of a factor at the
margin establishes the basis for its wage,
rent or interest payment, and that under
competition the sum of their payments
exhausts the value of the total product.
Profit (loss) is a residual which tends to-
ward zero in the long run.

The marginal productivity theory of
distribution

Clark’s generalization of Ricardo’s theory
on rent

The marginal productivity theory is an al-
ternative hypothesis to the Austrian
theory of imputation for explaining the
functional distribution of income. The in-
dividual most closely associated with
marginal productivity theory is John
Bates Clark, who gave this hypothesis its
fullest exposition in The Distribution of
Wealth (1899). Independently of Jevons,

Menger, and Walras, Clark had already
formulated the hypothesis that the value
of a commodity expresses the utility of the
marginal unit to society as a whole. The
problem of distribution was therefore the
logical sequel to his inquiry into the prob-
lem of value.

The notion that persons should be re-
warded in accordance with the productiv-
ity of their labor and/or other factors that
they own has gained wide currency. Its
association with the widely misunderstood
marginal productivity theory of distribu-
tion suggests the importance of gaining a
clear understanding of what precisely the
theory means and what its limitations are.
The starting point of the marginal produc-
tivity theory of distribution is the demand
for, and the supply of, the factors to indi-
vidual hiring firms. Firms are assumed to
have production functions in which factor
proportions are variable so that it is a tech-
nical possibility to change factor inputs
independently of one another. If the input
of one factor remains fixed, the contribu-
tion of the variable factor to the total prod-
uct increases at a decreasing rate beyond
a certain point. The result is that added
inputs then cause the marginal physical
product curve to be downward sloping. If
the market price for a firm’s product is
competitive so that P=AR=MR, the mar-
ginal physical revenue product curve is
MPP(P)=MRP. This curve is also the firm’s
demand curve for the factor in question
because it identifies the revenue attribut-
able to an additional unit of that factor.

If firms are also assumed to be hiring
factors in a purely competitive market,
their factor supply curves are perfectly
elastic at the ruling market price. If each
firm hires its factors in profit-maximizing
proportions, each variable factor will be
employed until the marginal revenue
product it produces is equal to its price of
hire. Since all factor inputs are variable in
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the long run, all factors will be employed
in proportions that will make the ratio of
their marginal revenue products equal to
the ratio of their prices. Thus, if the vari-
able inputs are labor and capital, each is
employed until MRP1/MRPk=w/r, where w/
r is the ratio between the rate of wages
and the rate of interest. From the point of
view of an individual firm, the marginal
productivity theory is, therefore, a theory
of employment; that is, it explains the de-
mand for a factor, say labor, at a given
wage rate. It is not a theory of wage-rate
determination.

Is a transition possible, conceptually
speaking, from the demand curve of a firm
for a factor to the demand curve of a group
of firms? If the factor is homogeneous, its
market demand curve represents the sum-
mation of the demand curves of individual
firms with the necessary adjustment in the
market price of the commodity being sold.
The commodity price is, of course, no
longer a parameter when the analysis is
extended from the individual firm to the
industry as a whole. Since the market
price of a competitively produced product
will fall as output is increased, the indus-
try demand curve for a factor will fall more
rapidly than the marginal revenue prod-
uct curve of a factor to a firm. Given the
supply of the factor available for employ-
ment, the market price per unit that would
tend to prevail for a homogeneous factor
in a static state would follow from the logic
of productivity theory. According to Clark’s
conception, a static state would exist ‘if
labor and capital were to remain fixed in
quantity, if improvements in the mode of
production were to stop, if the consolida-
tion of capital were to cease and if the
wants of consumers were never to vary.’6
The essential departure from reality of
these static state requirements makes it
abundantly clear that, at best, marginal
productivity theory is useful for under-

standing employment decisions at the
level of the individual firm. However, it
cannot explain the prevailing rate of pay-
ment, that is, the wage rate in a market;
and nor can it explain the share of any fac-
tor in the economy’s total product.

Yet, Clark and Wicksteed were correct
in recognizing that the marginal produc-
tivity theory of distribution is a generali-
zation of Ricardo’s theory of rent.7

Ricardo’s theory viewed rent as the differ-
ential surplus that appears on land as a
result of the difference between the value
of the total product and the value of the
marginal product of labor and capital in
their intramarginal applications. There is
no rent at the margin of cultivation be-
cause the marginal product of capital and
labor is exhausted by wages and interest.
In Ricardo’s case, land is assumed to be
the fixed factor to which variable labor-
capital inputs are applied. The surplus he
called rent arises because the payment to
the variable factor is determined by the
productivity of labor and capital at the
margin.

Wicksteed and Clark demonstrated
that if the input of labor (including that
congealed as capital) is assumed to be
fixed while land is the variable factor, rent
is the marginal product of land, and wages
are the residual surplus. Figure 13.2 rep-
resents the gist of their reasoning graphi-
cally. The right-hand portion of the dia-
gram shows the classical case, in which a
fixed quantity of land is combined with
increasing quantities of a given grade of
labor. The curve DC represents the dimin-
ishing marginal product of labor. Since it
is being assumed that all units of labor are
homogeneous, and therefore perfect sub-
stitutes, the marginal productivity curve
of labor establishes BC as the demand
price per unit. Thus, the rectangle labeled
‘Wages’ represents labor’s share of the to-
tal product on the basis of its productive
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contribution when the total product is
ABCD. The area under the marginal pro-
ductivity curve is, therefore, the return to
land as the fixed factor. Rent is thus a dif-
ferential surplus remaining after the pay-
ment of wages at a rate established by the
marginal productivity of labor. This is sim-
ply a graphic representation of Ricardo’s
rent theory.

The left-hand portion of Figure 13.2 uti-
lizes the same vertical axis (in the middle
of the diagram) to facilitate comparison
when labor is assumed to be the fixed fac-
tor and land is the variable factor. Assum-
ing also the same total product, ABCD, the
productivity curve is now that of land. In
this case, rent is determined by the mar-
ginal productivity of land, while wages are
a residual surplus. From this, Wicksteed
and Clark deduced that all factors can be
rewarded according to their marginal
productivities, and that the total product
will be exhausted if each factor is paid the
equivalent of its marginal product. Proof
of this proposition was, however, not pro-
vided by either Clark or Wicksteed, but by
A.W.Flux in his review of Wicksteed’s
book.8 Flux recognized that the distribu-
tion of factor rewards whose sum will
equal the sum of the marginal products of
the factors is consistent with production
functions that are linearly homogeneous.

Without intending to deny the techni-
cal validity of the Clark-Wicksteed-Flux
contributions, the point must again be

made that, because they are based on the
extremely limiting assumption of perfectly
competitive factors and product markets,
production functions in which factors are
continuously substitutable for one another
and technical change is absent, they offer
only a starting point for understanding the
operation of present-day factor markets.
But it is also relevant that without these
formulations our understanding would be
far less than it is.

Clark’s ethical interpretation of marginal
productivity theory

The laws of income distribution that
Clark undertook to formulate in The Dis-
tribution of Wealth are those that would
operate in a static state from which all
changes have been abstracted. If they
were able to work without friction, these
laws ‘would (naturally) give to every
agent of production the amount of
wealth that agent creates. ’9 Thus,
Clark’s conception of the problem of
functional distribution was, at the very
outset, placed squarely in the realm of
ethics. The position taken was that if all
receive precisely the value of what they
or the resources they own create, there is
no basis for grievance. If, on the other
hand, a factor does not receive its full
product, there is ‘institutional robbery’
and therefore a potentially disruptive con-
dition in the society. Hence, in Clark’s

Figure 13.2 The generalization of Ricardo’s rent theorem
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view, an understanding of the laws of dis-
tribution is basic to providing insight into
the ‘right of society to exist in its present
form, and the probability that it will con-
tinue so to exist.’10

While Clark’s earlier work, The Philoso-
phy of Wealth, questioned the efficiency
and justice of competition in the economic
sphere, a fundamental change of attitude
is evident in The Distribution of Wealth
with respect to the role of competitive
forces as a beneficial influence. In the ear-
lier volume, competition was thought to be
self-destructive, and the immorality of the
marketplace was viewed as incompatible
with economic justice and social harmony.
In the later volume, competition is viewed
in a different light, namely, as the force
that ‘insures to the public the utmost that
the existing power of man can give in the
way of efficient service.’11

The logic by which Clark came ulti-
mately to have faith in competition as a
perfect regulatory mechanism is not diffi-
cult to perceive. Competition forces prod-
uct prices to equal costs of production.
Pure profits are therefore absent because
all the changes associated with entrepre-
neurial risk are absent and the entrepre-
neurial function is reduced to that of a spe-
cial kind of labor. Incomes that accrue in
excess of contractual costs and imputed
wages and interest to the owner, exist only
because they are imperfectly eliminated
by competitive forces or because new
frictions develop. These frictions are the
source of what Frank Knight, writing dur-
ing the 1920s, called ‘uncertainty.’12 In
Knight’s view, it is the entrepreneurs’ un-
certainty about the demand for their prod-
ucts, and therefore the price at which they
can be sold, that causes them to hire pro-
ductive factors, not on the basis of the ac-
tual value of their marginal products, but
on the basis of expected value. Profits or
losses thus materialize if actual product

values diverge from those that are antici-
pated.

Competition also forces all factor re-
wards to be equal to the value of the fac-
tor’s marginal product. The fact that en-
trepreneurial demands for factors are
based on their marginal revenue product
rather than on their marginal value prod-
uct creates no difficulty within Clark’s
framework of perfect competition for, in
this case, the two are equal. Thus, Clark
argued that, in the static state, competi-
tion among workers would keep the wage
rate from rising above the point at which
the value of the marginal product of labor
equals its marginal revenue product, while
competition among employers would pre-
vent it from being less. Competition among
the suppliers of capital funds and those
who demand them would likewise ensure
that the interest rate is neither more nor
less than that at which the value of the
marginal product of capital is equal to its
marginal revenue product.

A further reason for Clark’s laudatory
attitude toward competition stems from
the relationship he perceived to exist be-
tween the natural laws of distribution and
the natural laws of value. Although Clark
does not systematically develop a theory
of value, he accepts as correct the Ricardo-
Mill view that the natural price of a com-
modity is its cost price.13 But whereas the
classicists conceived of prices as being de-
termined by the cost of production in the
long run, Clark conceived of price as re-
flecting the social cost of commodities, i.e.
the pain and sacrifice incurred by factors
in production. These costs are subjectively
identified by individuals, as are the utili-
ties of goods. The market, however, trans-
forms individual costs into social costs and
individual utilities into social utilities.

The universal law of economics is that
costs and benefits are everywhere equal-
ized. The social organism as a whole is



○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○

Chapter 13 ‘Second-generation’ marginalists

282

visualized as capable of rationally weigh-
ing the social marginal utility of goods
against the social marginal cost of acquir-
ing them and maximizing the social wel-
fare by balancing one against the other.
Thus, for Clark, the static state constitutes
the ideal in much the same way that the
natural order was ideal for the thinkers of
the eighteenth century. The major impedi-
ment, in his view, to the attainment of this
static state is the growth of monopoly
power and the consequent necessity for
government regulation to hold its spread
in check.

The marginal productivity theory of
distribution

The marginal productivity theory of dis-
tribution, associated most particularly
with John Bates Clark, is a hypothesis
that relates the per unit price of a homo-
geneous factor of production to the value
of the product it produces in its marginal
application. This theory is premised on
the assumption that factor proportions
are variable and that the return to the
variable factor will increase at a decreas-
ing rate beyond a certain point. It is,
therefore, a generalization of Ricardo’s
theory of rent, in that any factor, not just
land, may be the fixed factor whose return
appears as a differential surplus remain-
ing after the variable factor, is paid at a
rate established by its marginal produc-
tivity.

The marginal productivity theory of in-
come distribution maintained that, in the
long run, under perfect competition, all
factors of production, including entrepre-
neurs, tend to receive a real rate of return
equal to the social value of their marginal
physical product. Since the profits of en-
trepreneurs tend to be no higher than nor-
mal (i.e. they tend to equal the marginal
productivity of that kind of labor), the to-

tal product of society is exactly exhausted
by the payments made to the factors. In
Clark’s interpretation, the payment of fac-
tor rewards, which are determined accord-
ing to the marginal productivity principle,
is consistent with the natural law of in-
come distribution. In his view, every agent
is justly compensated when it receives the
equivalent of its own product; and the pay-
ment of each factor according to the value
of its marginal product will, in the com-
petitive long-run static state, exactly ex-
haust the total product.

Wicksell and the adding-up problem

Some of the most penetrating observa-
tions on the adding-up problem—as the
question of whether the total product is
exactly exhausted by factor rewards equal
to their marginal products has become
known—were made by the Swedish
economist Knut Wicksell. He recognized
that the sum of the marginal products will
equal the total product (a) if the produc-
tion function is homogeneous and linear
or (b) if the presence of pure competition
causes firms to achieve an optimum size
in the long run.14 The entry and exodus of
firms in response to short-run profits or
losses will result in a tendency for firms to
operate at an output level that is consist-
ent with the lowest point of their long-run
average-cost curve. When output is at this
level, it will coincide with that point on
the production function that is linear and
homogeneous. Thus, even if the produc-
tion function as a whole is not linearly ho-
mogeneous, Euler’s theorem applies at
the long-run, least-cost point, for at this
point returns are constant.

If either increasing or decreasing re-
turns to scale prevail, the payment of the
factors in accordance with the value of
their marginal products cannot exactly
exhaust the value of the total product. In
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the case of increasing returns, the mar-
ginal return to outlay is greater than the
average return; while in the case of de-
creasing returns, it is smaller. Thus, in the
case of increasing returns, the value of the
total product is too small to reward all fac-
tors according to the value of their mar-
ginal products; and in the case of decreas-
ing returns, a surplus will remain after the
factors have received rewards equal to the
value of their marginal products.

Wicksell maintained that neither in-
creasing nor decreasing returns to scale
are likely to prevail in the long run under
competition because of the tendency for
firms to achieve optimum size and, there-
fore, to operate under conditions of long-
run constant cost. Instead of conceiving of
increasing returns, decreasing returns,
and constant returns as being mutually
exclusive situations, Wicksell regarded
these conditions as governing different
phases of a firm’s long-run cost curve. In-
creasing returns are likely to prevail in the
initial phases of a firm’s expansion and
decreasing returns will assert themselves
beyond some point. The transitional
phase, in which these forces are balanced,
is the stage of constant returns and costs,
which is the optimum long-run condition
for a firm under pure competition. The
output at which longrun marginal cost
equals long-run marginal revenue is also
the one at which total cost equals total rev-
enue. Therefore, the payment of the fac-
tors according to the value of their mar-
ginal product would exactly exhaust the
value of the total product.

Limitations of the marginal
productivity theory: a recapitulation

The notion that there is a universal ten-
dency toward a system of payment based
on some measure of individual productiv-
ity has a strong overtone of both efficiency

and fairness and has, on this basis, ap-
pealed not only to the proverbial man on
the street, but also to many economists. It
is therefore important to understand pre-
cisely the assumption on which the theory
is based and what the limitations are to
the validity of the marginal productivity
principle as a theory of distribution.

The marginal productivity theory is
premised on the behavior of an individual
firm under perfect competition with re-
spect to the purchase of a single variable
factor when all other factor inputs and
their prices and the states of the arts are
fixed. In this case, a firm is always con-
fronted with a given sales price for its out-
put, so its total revenue is a function of its
output. Its marginal revenue, therefore,
expresses the share of the sales proceeds
of a firm that will be available to pay any
given factor of production.

The marginal productivity theory was
not, however, intended simply as a theory
of the behavior of the individual firm with
respect to the employment of a homogene-
ous factor at the going market price. It was
also intended as a theory of per-unit price
determination, especially in versions of
Clarkian inspiration. There are limita-
tions inherent in its use for this purpose.
Specifically, the marginal productivity
theory neglects completely the influence of
factor supplies in determining the factor
process. The marginal productivity of a
factor explains the demand for a factor, but
a complete theory of factor price determi-
nation must also consider the economic
and social factors that determine factor
supplies. This is precisely why Alfred
Marshall, the foremost English contribu-
tor of the period, shied away from a mar-
ginal productivity theory of distribution in
favor of a theory that recognized the inter-
action of demand and supply forces.

A much more formidable difficulty is
encountered in making the transition from
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the demand for a variable factor by a firm
to the demand by an industry, and from
there, to the demand by the economy. The
marginal revenue product of a factor to a
given firm is calculated on the basis of an
assumed product price. This price is itself
premised on a given product demand
curve, which is drawn up on the assump-
tion that consumer preferences, the prices
of other goods, and the level of income are
given. The latter assumption poses a spe-
cial difficulty for the theory of income de-
termination because every change in the
marginal revenue product of a factor, and
therefore in its compensation, must nec-
essarily affect the product demand curves
of the firms in the economy. This must, in
turn, affect the marginal revenue product
on which the demand for the factor de-
pends. Nevertheless, marginal productiv-
ity theory implicitly ignores the interde-
pendence of factor demand curves and
product demand curves.

This interdependence is the reason why
John Maynard Keynes, writing during the
1930s, objected to wage cuts as a suitable
method for dealing with the problem of
mass unemployment. A wage cut will
cause an individual firm to employ addi-
tional workers until the marginal revenue
product of labor equals the new wage rate,
because the demand for its product is not
likely to be affected. However, if wage
rates everywhere are reduced, product de-
mand curves—and therefore the demand
for labor itself—become altered, so the
derivation of industry and market demand
curves for a factor cannot be accomplished
by the simple process of summing up indi-
vidual firms’ factor demand curves. Mar-
ginal productivity theory has a
microeconomic bias that limits the valid-
ity of the conclusions it can yield when its
application is extended. What the mar-
ginal productivity principle provides is not
an explanation of factor prices but rather

a basis for understanding an employer’s
demand for a particular factor of produc-
tion at a given market price.

The normative implications inherent in
the marginal productivity theory have
been another source of criticism. The
theory implies that if a factor is compen-
sated according to the value of its mar-
ginal product, it is receiving a just pay-
ment. Yet, when a firm hires a factor in a
market that is not purely competitive or
sells its product in a market that is not
purely competitive, the value of its mar-
ginal product (i.e. the marginal physical
product multiplied by the sale price of the
good) is not equal to its marginal revenue
product (i.e. the marginal physical prod-
uct multiplied by the marginal revenue
the sale of a product yields). It follows that
the absence of pure competition, either in
the product market or in the factor mar-
ket, is associated with exploitation in the
sense that the marginal increment of the
factor cannot then receive a compensation
equivalent to the value of its marginal
product.15

The Austrian school

The works of Wieser and Böhm-Bawerk
overlap in time with those of Edgeworth,
Wicksteed, Clark, and Wicksell in much
the same way as Menger’s overlapped
with those of Jevons and Walras. Their
analyses stand apart, not only from that
of the classicists, but from that of their
contemporaries in other countries. For
this reason alone, it is important to give
them their due as constituting a separate
school of thinkers who are not simply sec-
ond-generation marginalists. A useful
starting point for making the Austrian
perspective concrete is to articulate what
may be termed their linear view of pro-
duction. Their model of production is lin-
ear in the sense that it proceeds from
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‘goods of a higher order’ to consumption
goods. In this linear view of the produc-
tion process, capital simply consists of
goods not consumed during the produc-
tion process. Thus, the distinction that
the classicists and Marx made between
circulating and fixed capital is not rel-
evant. Capital is, as Menger made clear in
his Principles, quite simply, intermediate
goods moving steadily towards the final
goal of consumption. What Menger lacked
was a theory that distinguished between
capital goods themselves and the services
they provide. It is this aspect of Menger’s
imputation theory that Böhm-Bawerk
was chiefly interested in extending. His
objective was partly to undermine the ab-
stinence theory of interest, but also to ar-
ticulate a positive rationale for the receipt
of profits.

Böhm-Bawerk’s point of departure was
Menger’s marginal utility theory of value,
to which he added his own solution, differ-
ent from Wieser’s, of the imputation prob-
lem. His theory of capital and interest was
developed within this typically Austrian
conception of the problem of valuation. It
was presented in a three-volume magnum
opus entitled Capital and Interest, whose
first volume. History and Criticism of In-
terest Theories (1884), set the groundwork
for the two subsequent volumes. This vol-
ume presents a detailed review and criti-
cism of all the theories on the subject of
interest previously formulated. It thus
provides the background for Böhm-
Bawerk’s definitive statement of his own
views on capital and interest in his Posi-
tive Theory of Capital (1889), the second
of his three volumes.

The key to the problem of capital as a
means of production and as a source of a
net return is, in Böhm-Bawerk’s view, an
understanding of the nature of the produc-
tion process in which the original factors,
labor and resources, transform matter into

want-satisfying goods. These may be ei-
ther consumer goods or ‘produced means
of production.’ When production proceeds
with the aid of produced means of produc-
tion, the same input of original factors re-
sults in a larger total product than when
direct methods of production are em-
ployed. This observation, which was not
completely original to Böhm-Bawerk, but
which had never been given detailed for-
mulation before, became one of the pillars
of his theory of capital and interest.

Capital goods are, in Böhm-Bawerk’s
view, not original and independent factors
of production, but intermediate products
that yield final goods after a period of wait-
ing. The more capitalistic, or roundabout,
a process of production is, the longer will
be the interval of waiting time to elapse
before the final goods emerge from the pro-
duction process. Any good available in the
present has a greater value than an equal
quantity of the same kind available at
some time in the future. Present goods,
therefore, command an agio, or premium,
over future goods.

There are three separate reasons for the
higher value placed on present goods. The
first two are of a psychological nature and
are relevant to the demand for consumer
loans, namely, the hope that most people
entertain of being better able to provide
for future wants and the human tendency
to underestimate future wants. These fac-
tors reinforce one another and enhance the
value of present goods. The third reason
for the greater value of present goods is
technical rather than psychological.
Böhm-Bawerk illustrates this principle
with an example intended to demonstrate
that the want-satisfying power of any
presently available productive resource,
say 30 days of labor now available, is
greater than that of 30 days of labor to be
used in the same production process that
will become available in a year’s time. By



○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○

Chapter 13 ‘Second-generation’ marginalists

286

the same reasoning, 30 days of labor avail-
able last month are technically superior to
the same quantity that becomes available
only this month. Precisely the same prin-
ciple applies to the utilities produced by
capital goods. Capital goods already on
hand are technically superior to those not
yet available. Hence, their use in time-con-
suming, roundabout methods of produc-
tion yields a product that contains some
surplus value.

If only the third reason for interest were
operative, the greater productivity of the
roundabout method would result in an in-
finitely long period of production. The op-
eration of the first and second reasons,
however, which cause the value of future
goods to be discounted in the present, im-
plies that the period of production cannot
be infinitely long. It is therefore the inter-
action between the first two and the third
of Böhm-Bawerk’s ‘three grounds’ that de-
termine the optimum length of the produc-
tion period in terms of its yield of present
value. Thus, the agio in the exchange of
present goods for future goods derives, on
the one hand, from the fact that future
values are discounted in the present for
psychological reasons and, on the other,
from the fact that the roundabout method
of production yields a greater value prod-
uct.16 It is precisely because the three
grounds for the value, agio, of present
goods over future goods are not equally

operative for all individuals that there is
a market for exchanging present against
future goods. The simplest form of inter-
est is that arising in connection with con-
sumer loans. The preference at the mar-
gin for present, versus future, goods is ob-
jectively expressed in the rate of interest.
This rate is the price phenomenon that
reflects the difference in value between
present and future goods. A borrower must
pay interest to a lender who makes funds
available to acquire present goods. Profit
to entrepreneurs is, however, the princi-
pal form in which interest is received.
Capitalists buy remote goods such as raw
materials, tools, machines, and the use of
land and labor and transform them into
finished goods ready for consumption.
They receive a gain proportional to the
amount of capital invested in their busi-
ness. This gain, which has variously been
called ‘profit,’ ‘surplus value,’ and ‘natural
interest on capital,’ is in addition to the
compensation received for managerial
services. It is, Böhm-Bawerk argues, for
this reason that profit gives the appear-
ance of being simply a tool for worker ex-
ploitation. Marx’s theory of surplus value,
in particular, has had the effect of compro-
mising the receipt of profit and interest as
a just return from the standpoint of both
ethics and the performance of an identifi-
able function. The critical issue for Böhm-
Bawerk is thus the nature of capital.

Issues and Answers from the Masterworks 13.1
Issue
What is the true nature of capital? Why can our understanding of interest and profit
not be separated from our understanding of capital?

Böhm-Bawerk’s answer
From The Positive Theory of Capital (1889), Chapter 3, pp. 24–39, and Chapter 9, pp. 358–64.
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Chapter III

Historical development of the conception

It will be most convenient to open the discussion by a historical survey of the development of the
conception.

Originally the word Capital (Capitale from Caput) was used to signify the Principal of a
money loan (Capitalis pars debit!) in opposition to Interest. This usage, already foreshadowed
in the Greek formation , became firmly established in medival Latin, and appears to
have remained the prevailing one for a very long time, even pretty far down in the new era.
Here, therefore, Capital meant the same thing as ‘an interest-bearing sum of money.’

In the meantime, the disputes which had arisen over the legitimacy or illegitimacy of loan
interest brought about an essential deepening and widening of the conception. It had become
apparent that the interest-bearing power of ‘barren’ money was at bottom a borrowed one–
borrowed from the productive power of things that the money could buy. Money only gave the
exchange form—to a certain extent the outward garb—in which the interest-bearing things
passed from hand to hand. The true ‘stock’ or parent stem which bore interest was not money
but the goods that were acquired for it. In these circumstances the obvious course was to
change the conception that, besides embracing the representative thing, money, it would em-
brace the represented thing, goods.

Thus, Turgot gave the second reading in historical succession to the conception of capital.
It was very soon superseded by a third. For when Turgot designated all saved goods indis-

criminately as Capital, he seemed to have gone too far in broadening the conception. To replace
the word ‘money’ in the definition by the word ‘goods’ only reflected, indeed, the more thorough
grasp, which was now taken of the subject. But to give the name of Capital, without any further
discrimination, to stocks of goods, was to give up, without sufficient reason, the second feature
in the old conception… It was no less a man than Adam Smith who changed and rectified
Turgot’s definition. The ‘saved’ stocks, he said, must be distinguished as containing two parts.
One portion is destined for immediate consumption, and gives off no kind of income; the other
portion is destined to bring in an income to its owner, and this part alone rightly bears the name
of Capital.

With this distinction, however, Adam Smith connected another consideration, that was des-
tined to have very serious consequences on the development of the conception. He remarked
that his use of the term was applicable as well to the case of individuals as to that of a whole
community; only, with this shifting of the standpoint, the group of things embraced by the con-
ception was also somewhat changed. Individuals, that is to say, can make a gain, not only by
the production of goods, but also by lending to other individuals for a consideration goods which
are destined in themselves to immediate consumption, such as houses, masquerade dresses,
furniture, etc. But the community, as a whole, cannot enrich itself otherwise than by the produc-
tion of new goods.

But all the time, in virtue of the old parent conception—that known later as Private Capital—
the term capital remained connected with the phenomenon of interest, which belonged to the
theory of distribution or income. Thus, from that time onward appeared the peculiar phenom-
enon, which was to be the source of so many errors and complications, that two series of
fundamentally different phenomena and fundamentally different problems were treated under
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the same name. Capital, as National Capital, became the central figure of the weightiest prob-
lems of Production; as Private Capital, of the fundamentally distinct problem of Interest…

The principal point is that the followers of Adam Smith not only failed to get rid of the confu-
sion in which he had left the conception of capital, but, on the contrary, positively put their seal
to one of its worst mistakes. They did not notice that, in what Adam Smith and they themselves
called ‘capital,’ there were two fundamentally distinct conceptions; they considered the capital
of which they spoke in the theory of production as identical with the capital which bears interest.
As we know, Adam Smith had already noticed that there was a certain difference in the mean-
ings usually given to the word capital, and that, for instance, rented houses, hired furniture, or
masquerade dresses were capital in one sense and not in another, and his followers had not
failed to loyally transmit the remark. But obviously they attached no importance to it,—what was
the use of making a fuss about a distinction which referred only to a few hired fancy dresses and
such like?—and held fast by their conception of capital, the factor of production being capital,
the source of interest. And now one confusion resulted in another. Before, it was the concep-
tions that were mixed; now, it was the phenomena and the problems. Capital produces, and it
bears interest. What is more natural than to say shortly;—it bears interest because it produces.
And thus, introduced and made possible by the confusion in the conception of capital, origi-
nated that naive and one-sided theory of the Productivity of capital which, from Say’s days to
our own, has held, and still, in some measure, holds economic science under its baneful influ-
ences.

As every one knows he [Marx] sees in interest a profit got by the capitalist at the expense of
the wage-earner. This element of exploitation seems to him so important that he brings it in to
the conception of capital as a constitutive feature of it: he conceives of capital as only those
productive instruments which, in the hand of the capitalists, serve as ‘instruments for the exploi-
tation and enslaving of the labourer.’ The same things in the possession of the labourer, on the
other hand, are not capital.

Chapter IX

Results

We have traced all kinds and methods of acquiring interest to one identical source—the in-
creasing value of future goods as they ripen into present goods. Thus it is with the profit of the
undertakers, who transform labour—the future good which they purchase—into products for
consumption. Thus it is with landlords, property-owners, and owners of durable goods gener-
ally, who allow the later services of the goods they possess to gradually mature, and pluck them
when they have ripened into full value. Thus, finally, it is with the loan. Even here it is not the
case, as one might easily think at first sight, that the enrichment of the capitalist comes from the
creditor receiving more articles than he gives—for at first, indeed, the articles concerned are
less in value—but from the fact that the loaned objects, at first lower in value, gradually increase
in value, and on the moment of fruition enter into their complete higher present value.

What, then, are the capitalists as regards the community?—In a word, they are merchants
who have present goods to sell. They are the fortunate possessors of a stock of goods which
they do not require for the personal needs of the moment. They exchange this stock, therefore,
into future goods of some form or another, and allow these to ripen in their hands again into
present goods possessing full value. Many capitalists make this exchange once for all. One who
builds a house with his capital, or buys a piece of land, or acquires a bond, or gives a loan at



○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○

Chapter 13 ‘Second-generation’ marginalists

289

interest for fifty years, exchanges his present goods, wholly or in part, for goods or services
which belong to a remote period of time, and consequently creates, as it were at a blow, the
opportunity or condition of a permanent increment of value, and an income called interest which
will last over this long period. One, again, who discounts a three months’ bill, or enters on a one
year’s production, must frequently repeat the exchange. In three months or in one year, the
future goods thus acquired become full-valued present goods. With these present goods the
business begins over again; new bills are bought, new raw material, new labour, these in their
turn ripen into present goods, and so on again and again.

In the circumstances, then, it is very easily explained why capital bears an ‘everlasting’ inter-
est. We may dismiss any idea of an inexhaustible ‘productive power’ in capital, assuring it
eternal fruitfulness,—any idea of an eternal ‘Use’ given off, year out year in, to the end of time by
a good perhaps long perished. It is because the stock of present goods is always too low that
the conjuncture for their exchange against future goods is always favourable. And it is because
time always stretches forward that the prudently purchased future commodity steadily becomes
a present commodity, grows accordingly into the full value of the present, and permits its owner
again and again to utilise the always favourable conjuncture.

I do not see that there is anything objectionable in this. For natural reasons, present goods
are certainly more valuable commodities than future goods. If the owner of the more valuable
commodity exchanges it for a greater quantity of the less valuable, there is nothing more objec-
tionable in this than that the owner of wheat should exchange a peck of wheat for more than a
peck of oats or barley, or that a holder of gold should exchange a pound of gold for more than a
pound of iron or copper. For the owner not to realise the higher value of his commodity would be
an act of unselfishness and charity which could not possibly be translated into a general duty,
and as a fact would not be so translated in regard to any other commodity.

It is undeniable that, in this exchange of present commodities against future, the circum-
stances are of such a nature as to threaten the poor with exploitation of monopolists… The
capitalists who have present goods for sale are relatively few; the proletarians who must buy
them are innumerable.

But what is the conclusion from all this? Surely that, owing to accessory circumstances,
interest may be associated with a usurious exploitation and with bad social conditions; not that,
in its innermost essence, it is rotten… [But] before we abolish interest as such, we must first
draw out a balance-sheet to show whether human wellbeing is better promoted in a society
which permits gain from capital and recognises it, or in one which permits only income from
labour.

In making this calculation it will not be overlooked that the institution of interest has its mani-
fold uses; particularly as the prospect of interest induces saving and accumulation of capital,
and thus, by making possible the adoption of more fruitful methods of production, becomes the
cause of a more abundant provision for the whole people. In this connection the much-used and
much-abused expression, ‘Reward of Abstinence,’ is in its proper place. The existence of inter-
est cannot be theoretically explained by it: one cannot hope in using it to say anything about the
essential nature of interest: everyone knows how much interest is simply pocketed without any
‘abstinence’ that deserves reward. But, just as interest sometimes has its injurious accompani-
ments, so in its train it bangs others, fortunately, that are beneficent and useful; and to these it
is due that interest, which has its origin in quite different causes, acts, among other things, as a
wage and as an inducement to save. I know very well that private saving is not the only possible
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Summing up: Böhm-Bawerk’s key points

The propriety of profit and interest and
their relationship to capital has been a
matter of frequent controversy in the his-
tory of economic thought. Turgot brought
some clarification to the matter by distin-
guishing between capital as money and
capital as goods. Further clarification was
provided by Smith, although even he
failed to distinguish the notion of produc-
tive instruments from their ownership as
private capital. This failure obscured the
true nature of interest and profit as deriv-
ing from the difference in value between
present and future commodities.

A borrower must pay interest to the
lender who makes the funds available to
acquire present goods. However, the prin-
cipal form in which interest is received is
entrepreneurial profit. Capitalists buy re-
mote goods—such as raw materials, tools,
machines, and the use of land and labor—
and transform them into finished products
ready for consumption. They receive a gain
proportional to the amount of capital in-
vested in their business. This gain, which
has variously been called profits, surplus
value, and natural interest on capital, is
an addition to the compensation received
for managerial services. It arises, accord-
ing to Böhm-Bawerk, from the fact that
the goods of remote rank that the business
owner transforms are, from an economic
point of view, future commodities. Profit
is therefore a price agio appearing in ex-

change transactions between capitalists,
on the one hand, and workers and land-
lords who own the original means of pro-
duction, on the other.

Differently expressed, profit is a dis-
count from the money value of the future
marginal product of the original means of
production. It follows that, even in a so-
cialist society, the value of labor effort is
only equivalent to the discounted value of
their product rather than the whole prod-
uct, and the same is true of land. That is,
both rent and wages are the monetary ex-
pression of the marginal products of a
given quantity of labor and land dis-
counted to the present. This would, in
Böhm-Bawerk’s view, be equally true in a
socialist society, for labor and land can in
any case receive only the present or dis-
counted value of their future product.17

Wicksell’s theory of capital and interest

Capital accumulation and the
distributive shares

Wicksell’s concern with the theory of capi-
tal and interest grew out of his study of
Böhm-Bawerk’s works. His critical exami-
nation and restatement of Böhm-
Bawerk’s theory is itself a contribution,
particularly as it relates to his introduc-
tion of the concept of the capital structure.
The capital structure reflects the ‘height’
and the ‘width’ of the land and labor in-
puts invested in real capital goods. The

way to the accumulation of capital, and that, even in the Socialist state, capital may be accumu-
lated and added to. But the fact remains that private accumulation of capital is a proved fact,
while socialist accumulation is not,—and there are, besides, some very serious a priori doubts
whether it can be.

Source: Böhm-Bawerk, Positive Theory of Capital
(1889, translated by William Smart, London).
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width of the capital structure is the
number of land and labor input units in-
vested, while its height reflects the length
of time over which such inputs must re-
main invested before the maturation of
their services in production. The economic
value of this structure can be determined
by multiplying the input units by the rel-
evant rate of wages and rent, and then ap-
plying the rate of interest, properly com-
pounded, over the average length of the in-
vestment period. Or, expressed in terms of
Böhm-Bawerk’s agio principle, the value of
a capital structure is equal to the dis-
counted value of the products that the in-
vested inputs yield until they mature.

Wicksell’s capital structure concept was
intended to provide new insight into the
effect of capital accumulation and inven-
tion on national income and the relation-
ship between the distributive shares. He
reasoned that, given a constant supply of
labor and land, net investment initially
expands the capital structure by extend-
ing its width. Subsequent expansion ex-
tends its height; that is, in more modern
terminology, it is ‘capital deepening’ as
opposed to ‘capital widening.’ Expansion
of the capital structure always increases
the national income by the marginal prod-
uct of new investment. But it will affect
the share going to capitalists differently
from that going to workers and landown-
ers. Capital widening (i.e. net investment
that proportionately increases capitals re-
gardless of their maturity) decreases the
marginal productivity of capital so that the
interest rate tends to fall while wages and
rents tend to rise. This was essentially also
the conclusion of the classical economists.
Eventually, however, accumulation in-
creases the height or intensity of capital
as well as the width because the profitabil-
ity of investments of longer maturity be-
comes relatively greater as wages and
rents rise. This effect, Wicksell main-

tained, serves to retard their further in-
crease and slows down the reduction of the
relative share going to capital. It cannot,
however, stop the increase in the share
going to land and labor or prevent the de-
cline in the relative share going to capital.

Wicksell also examined the effect of
technological change on the distributive
shares. He reasoned that, even in the ab-
sence of net investment, technological im-
provements always increase national in-
come if there is perfect competition, be-
cause they increase the average and mar-
ginal productivity of all factors, although
not all are affected equally. Even though
labor may experience hardship because of
displacement by capital and a consequent
fall in wages, it will find employment else-
where. Thus, Wicksell was critical because
Ricardo failed to recognize the possibility
that, at the lower wage rates associated
with unemployment, labor would tend to
be substituted for capital.18 It was on this
basis that Wicksell concluded that inven-
tion does not, in and of itself, reduce labor’s
share of the national income because of its
productivity-enhancing nature. Wicksell’s
conclusion about the potentially adverse
effect of capital accumulation on labor is
thus consistent with Ricardo’s conclusion.
But it is important to recognize that the
basis for this conclusion is essentially dif-
ferent. Ricardo recognized that ‘machinery
and labor are in constant competition but
that the former can frequently not be em-
ployed until labor rises.’19 In other words,
machinery usually cannot be employed
until the wage share in the national prod-
uct rises. Capital is thus perceived by
Ricardo as being complementary to labor
rather than as a potential substitute for
it. It follows that, in Ricardo’s analysis, the
growth rates of labor and capital would
tend to increase in tandem.

Wicksell, on the other hand, perceived
of the possibility of substitution between



○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○

Chapter 13 ‘Second-generation’ marginalists

292

labor and capital, although he concluded
that invention does not in itself seriously
reduce labor’s share of the national income
because of its productivity-enhancing na-
ture. Invention injures labor only if it
serves to make long-term capital abso-
lutely more profitable than before. Net in-
vestment will then result in the relative
deepening of capital. When this occurs, a
smaller quantity of capital will be used in
current production, so that its marginal
productivity will rise both relatively and
absolutely. If the supply of land and labor
is constant, this has the effect of reversing
both the downward trend of the interest
rate and the increase in rent and wages
that normally results when there is net
capital accumulation. Wicksell thus con-
cluded that ‘the capitalist saver is funda-
mentally the friend of labor, though the
technical inventor is not infrequently its
enemy.’20

The Wicksell effect

Wicksell’s analysis of the effect of net ac-
cumulation led him to the conclusion that,
in addition to technical invention, there is
still another factor that tends to halt the
downward trend of the interest rate. The
classicists, it will be recalled, anticipated
that the trend toward a zero rate of inter-
est would accompany the tendency to-
ward a stationary state. Wicksell argued
that a zero rate of interest would not come
about in an economy in which there is
capital growth. Because Wicksell thought
of capital in the Austrian sense, that is, as
‘goods of a higher order,’ these goods even-
tually ‘mature out.’ Their product is con-
tinually being absorbed, Wicksell argued,
by rising wages and rents, so the supply of
capital (i.e. goods of a higher order) never
becomes large enough to reduce its mar-
ginal productivity to zero. This principle,
which has come to be called the Wicksell

effect, in effect challenged the classical
notion of the stationary state.

The relationship between Böhm-
Bawerk’s conception of capital as an inter-
mediate good and Wicksell’s analysis of
the tendency of a uniform rate of return
as a condition of longperiod equilibrium,
is clear. Goods of a higher order eventu-
ally emerge as goods of a lower order, some
are in a ‘free form’ and can thus be rein-
corporated as other higher-order goods or
enjoyed as lower-order (i.e. consumer)
goods. The nature and the direction of
their flow are dependent on profit levels
among different industries. There is a flow
of capital (i.e. goods of higher order) from
low-profit to high-profit industries, until
the distribution of capital goods (i.e. the
height and width in each industry) is com-
patible with long-period prices. In long-
run equilibrium, these values are made
consistent with a uniform rate of profit or
return among industries.

Wicksell utilized the principle of the
partial absorption of the product of capi-
tal by labor and land, in the form of rising
wages and rents, as the basis for his argu-
ment that the marginal productivity prin-
ciple applies in a different way to real capi-
tal than it does to labor and land. Accord-
ing to the marginal productivity principle,
or von Thünen’s law, as Wicksell called it,
every factor will tend to receive the
equivalent of its marginal social product.

The social marginal productivity rate of
real capital is determined by dividing the
increment of output by the increase in real
capital. According to von Thünen’s law, the
rate of interest should tend to be equal to
the social marginal productivity rate of
return of real capital. But this is not the
case, according to Wicksell, because part
of the social marginal productivity of
capital is absorbed by rising wages and
rents. The quantity of capital actually
created is smaller than it would have been
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if part of the net saving had not been
absorbed in this manner. The rate of
interest therefore tends to be equal, not to
the marginal social product of capital, but
to the somewhat smaller marginal product
of the real capital actually created. Thus,
Wicksell concluded, von Thünen’s law
cannot apply to real capital for the
economy as a whole, but can only apply on
a microeconomic level.

The reason why the application of von
Thünen’s law is qualified only in the case
of capital and not in the case of labor and
land is not hard to find. It is the result of
the valuation process. Wicksell conceives
of an index valuation of capital stock that
is determined by its physical size multi-
plied by the rate of wages and rent rel-
evant to the labor and land inputs that
constitute it, discounted to the present.
Thus, given a constant supply of labor and
land, an increase in the index number ex-
pressing the stock of capital alters the
rates of wages and rents and, thus, its own
value.

The indirect mechanism of price change

Wicksell’s greatest contribution was his
pioneering effort to integrate monetary
analysis with real analysis. Monetary
analysis, in Wicksell’s day, was largely
concerned with the behavior of the gen-
eral price level. It proceeded on the im-
plicit assumption that changes in the pur-
chasing power of money are unrelated to
real phenomena such as the level of out-
put and employment. Changes in the
price level and the value of money were
attributed only to changes in the quantity
of money and its velocity. The level of out-
put was thought to depend on the supply
of resources and the state of the arts that
determined the efficiency of their use at
full employment. Acceptance of Say’s Law
led to the conclusion that resources, in-

cluding labor, would always tend to be
fully employed.

Wicksell contended that monetary phe-
nomena and real phenomena are interre-
lated in that changes in the general price
level take place not directly, as implied by
the quantity theories of money, but indi-
rectly as a result of changes in the interest
rate. He argued that any theory of money
worthy of the name must show the interre-
lationship between changes in the quantity
of money, the interest rate, and the price
level.21 To demonstrate these interrelation-
ships, he conceived of a natural rate of in-
terest and a market rate of interest. The
natural rate of interest is the rate at which
the demand for loan capital, which reflects
the demand for capital for investment pur-
poses, is equal to the supply of savings. It is
also the rate that corresponds to the yield
on newly created capital. The market rate
of interest is the money rate charged by
banks. Unlike the natural rate, its level can
be observed. Whether its level coincides
with the natural rate or diverges from it
can, Wicksell believed, be inferred from
the behavior of the price level.

If, for example, there is an increase in
the demand schedule for funds, reflecting
perhaps innovation and an improvement
in the marginal productivity of capital, it
will cause the natural rate of interest to
rise. The market rate of interest will not,
however, rise as long as banks have excess
reserves. The rise in the natural or real
rate above the money rate ‘will provide a
stimulus to trade and production and al-
ter the relation between supply and de-
mand for goods and productive services.’22

The total demand for goods increases as a
result of an increase in investment de-
mand. Its source is the expansion of bank
credit, which enables business owners re-
ceiving credits to bid factors away from the
consumer goods industries. The conse-
quent rise in factor prices increases factor
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income at a time when fewer consumer
goods are available because factors have
been diverted to the capital goods indus-
tries. In turn, rising consumer goods prices
deprive consumers of increased real con-
sumption out of higher incomes; they cre-
ate a situation of ‘forced saving,’ which
may moderate the price rise. In a pure
credit system, the expansion made possi-
ble by the divergence of the natural rate
and the money rate of interest becomes
cumulative and is self-perpetuating. The
rise in prices will continue indefinitely un-
less a shortage of reserves forces the bank
rate up to the market rate. This will even-
tually happen under gold standard condi-
tions because the loss of specie by external
drain as well as internal drain into cur-
rency circulation will ultimately bring
about a shortage of reserves. Such short-
ages will cause banks to raise the market
rate. Their action will bring the expansion
to a halt.23 Needless to say, such an expan-
sion could never have started in a banking
system requiring 100 percent reserves.

Wicksell’s analysis also demonstrated
how a reduction of the natural rate below
the market rate would produce a cumula-
tive contraction. The demand for invest-
ment funds is diminished in this situation.
Falling factor prices and incomes are ac-
companied by reduced employment and
production. The contraction is cumulative
because the deficiency of demand associ-
ated with falling factor incomes offsets the
stimulus arising from falling money costs.
Demand will remain insufficient until ei-
ther investment demand or consumption
increases, and this cannot take place as
long as the banks absorb funds. This re-
quires either that the market rate of in-
terest is reduced to the natural rate or that
the natural rate rises until it is above the
market rate. The implication of Wicksell’s
analysis is, therefore, that if the monetary
authority will act to prevent divergences

between the natural rate of interest and
the market rate, it can prevent cumula-
tive expansion and contraction and
achieve a stable price level. The existence
of a stable price level is indicative of, and
consistent with, a monetary equilibrium in
which money is ‘neutral.’

Concluding remarks

Second-generation marginalists—
Edgeworth, Wicksteed, Clark, Wicksell,
and the Austrians—focused their chief at-
tention on explaining the phenomenon of
income distribution. For Edgeworth and
Wicksteed, an inquiry into the nature of
the production process was an important
first step toward distribution theory. For
Wicksell, as for Böhm-Bawerk—who,
along with Wieser, carried forward
Menger’s tradition—the nature of capital
and its return was of particular interest.

The era of the second generation—the
late nineteenth and early twentieth cen-
turies—was characterized by increasing
reliance on mathematics. Edgeworth’s
work, in particular, anticipated the math-
ematical style that has come to character-
ize the discipline in the present century.

The theory of capital and interest also
came into its own as a result of second-gen-
eration thinkers—Böhm-Bawerk in par-
ticular. As has already been noted, there
was little written about production and its
relation to capital before the middle of the
eighteenth century. The Physiocrats devel-
oped a view of production that recognized
the role of capital as advances, although
without using the term capital.
Physiocratic usage thus began to distin-
guish between capital as goods and capi-
tal as money. Their view, and that of
Smith—that production requires advances
for the maintenance of labor (i.e. the wage
fund)—focused on circulating, rather than
durable, capital. This view later paved the
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way for Ricardo’s machinery question and
its notion of capital goods as stored up
labor, which was a prelude to Marx’s per-
ception that increases in the proportion of
fixed to variable capital are the chief mo-
dality under capitalism for increasing sur-
plus value and, thus, for the exploitation
of labor. Senior’s view, that capitalists
earned profit to reward them for their ‘ab-
stinence,’ was thus a chief target of Marx’s
contempt. Therefore, Böhm-Bawerk’s ex-
plicit attempt to link profit and interest to
the process of production in a new way was
an important departure. Unlike the clas-
sical view that capital goods have value
because they represent past land and labor
services, the Austrians emphasized the
role of capital in the production of future
goods, commanded by present as com-
pared with future goods. Accordingly, the
length of the production process is chosen
to achieve maximum profit, and both profit
and interest are thus viewed as an agio;
that is, the money equivalent of the pre-
mium commanded over future goods.

Although Böhm-Bawerk’s theory of capi-
tal is consistent with the classical view of
production as requiring time and advances
in the form of goods of a higher order, the
Austrian emphasis on the technical superi-
ority of presently available goods as provid-
ing a separate reason for a positive rate
became an issue of controversy. Irving
Fisher, in particular, argued that a positive
rate of interest could not arise from this
reason alone. Fisher’s argument was that
the greater productivity of roundabout
methods of production explains only the
willingness of borrowers to pay a premium.
However, the necessity of paying a pre-
mium derives from Böhm-Bawerk’s first
two reasons, which explain why people dis-
count the future. Thus, Fisher’s conception
of interest is that it is an index of the com-
munity’s preference for a dollar of present
over a dollar of future income.

Fisher’s theory of interest was first ad-
vanced in The Rate of Interest (1907)
which, when revised in 1930 as The
Theory of Interest, was received as ‘the
peak achievement, so far as perfection
within its own frame is concerned, of the
literature of interest.’24 Fisher suggested
that the nature of interest and its deter-
mination can best be understood if inter-
est is conceived in relation to income
rather than capital because ‘capital wealth
is merely the means to the end called in-
come, while capital value is merely the
capitalization of expected income.’25 He
therefore objected to that part of Böhm-
Bawerk’s explanation of interest that re-
lates to the technical superiority of present
goods. He objected to the concept of the
production period and also to the thesis
that the longer the period of production,
the larger the final product will be. But he
considered Böhm-Bawerk’s fatal error to
be the notion that the greater productiv-
ity of lengthier processes over shorter
ones, which makes present goods techni-
cally superior to future goods, is an inde-
pendent cause of interest.26

Fisher did not deny the technical superi-
ority of present goods in Böhm-Bawerk’s
sense of the term, but maintained that this
is not an independent cause of interest but
one that operates through its effect on
wants and the provision for them in the
present and in the future. The fact that
capital is productive will not, in and of it-
self, cause people to prefer income today in
preference to income tomorrow. However,
the productivity of capital will affect the
relative abundance of present and future
goods, and therefore the willingness of peo-
ple to pay a premium for income available
today instead of in the future. Thus, Fisher
sees the interest rate as being determined
by the actions of people to alter the time
flow of their income receipts. There is any
number of possible combinations of real
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present and future income with which the
individual might be equally well satisfied.
Whether an individual will alter the time
flow of his other income depends on his or
her degree of impatience, investment op-
portunities, and the interest rate to which
he or she must adjust. Individuals will
optimize the stream of present and future
income by (1) saving and lending an
amount of present income to acquire a
claim on additional income and/or (2) in-
vesting an amount of present income that
will yield an expected rate of return equal
to the rate of interest. These activities ad-
just this year’s income until its present
value is equal to the interest rate. Fisher’s
approach thus shifted thinking away from
the ‘advances’ view of capital. Thus, capital
has come to be viewed as a homogeneous
mass of wealth, created by savings deci-
sions and measured in money that can be
invested in any industry. This is essentially
the concept of capital that has found its way
into the contemporary textbook tradition.27
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Questions for discussion and further
research

1 How did Clark generalize Ricardo’s theory of
rent?

2 What is the adding-up problem? What is its
significance for distribution theory?

3 What is the marginal productivity theory of
distribution? Does J.B.Clark come close to
committing to it? What limitations need to be
recognized before this theory can be given
real-world application?

4 What is Wicksell’s hypothesis for explaining
changes in the general price level? How
does it compare with Fisher’s quantity
theory hypothesis?

5 How did Böhm-Bawerk use Menger’s
imputation theory to explain the capitalist’s
receipt of profit and interest?

6 In the view of Joseph Schumpeter, the
essential rebuttal to Marx was delivered by
Böhm-Bawerk. How, in the context of the
Austrian theory of imputation, did Böhm-
Bawerk develop his theory of the agio to
negate Marx’s interpretation of the relation-
ship between surplus value and exploitation?

Glossary of terms and concepts

Adding-up problem
The question of whether the total product is
equal to the sum of the marginal products. If it
is, then each factor can be paid the equivalent
of its marginal product and the sum of their
shares will exactly exhaust the total product.

Agio
The premium commanded by present goods
over future goods.

Deepening of capital
The process in which the structure of capital is
altered in such a manner that investment in
capital of longer maturity is increased.

Euler’s theorem
A mathematical theorem concerning the prop-
erties of linearly homogeneous equations. An
equation is linearly homogeneous if a change
in any of the variables on one side of the
equation proportionately changes the other
side. Applied to a production function, this
means that a given increase in all factor out-
puts will increase the total product in precisely
the same proportion.

Fisher’s concept of capital
Any asset that yields a stream of income
over time. Thus, assets that yield rent (i.e.
land), as opposed to interest, are merely dif-
ferent forms of capital. Contemporary theo-
rists (e.g. Gary Becker and T.W.Schultz)
have extended Fisher’s concept also to in-
clude human capital.

Generalization of Ricardian rent
The principle that the returns of any factor that
exists in fixed supply (not just labor) may be
viewed as rent.

Imputation
The process of valuing factors of production
(goods of a higher order, in Austrian terminol-
ogy) on the basis of their contributions to the
value of production.
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Indirect mechanism of price change
Wicksell’s hypothesis that the general price
level does not change directly, as implied by
the quantity theories of money, but indirectly
as a result of changes brought about by diver-
gences between the natural and money rates
of interest.

Inferior goods
Goods of a kind purchased less often as in-
come increases.

Marginal productivity theory of
distribution
The theory that, in the long run, under compe-
tition, all factors would tend to receive a real
rate of return equal to the value of their mar-
ginal physical products.

Opportunity cost
The price a factor of production can command
in its best paying alternative use.

Production function
A mathematical expression concerning the re-
lationship between the output. O, of good a
and the factors required to produce it. For ex-
ample 

Returns to scale
An expression describing the behavior of the
production function in the long run when all
inputs are variable. If an increase in inputs,
say, x, y, z increases the output of a propor-
tionately, the returns to scale are said to be
constant. This means the production function
has the property of linear homogeneity. If re-
turns increase proportionately more than in-
puts, returns to scale are increasing. Con-
versely, if output increases proportionately
less, returns are decreasing.

Notes for further reading

The New Palgrave Dictionary offers the
most accessible contemporary survey and
evaluation of the topics and contributors in-
cluded in this chapter. The most readable

among these are the following:
K.H.Henning on capital as a factor of pro-
duction, vol. 1, pp. 327–33; on Eugen von
Böhm-Bawerk, vol. 1, pp. 254–59; Donald
Dewey on John Bates Clark, vol. 1, pp. 428–
31; Peter Newman on Francis Ysidro
Edgeworth. vol. 2, pp. 84–98; and Carl
G.Uhr on Johan Gustav Knut Wicksell, vol.
4, pp. 901–8; Massimo Pivetti on Wicksell’s
theory of capital, vol. 4, pp. 912–15; Ian
Steedman on Philip Henry Wicksteed, vol.
4, pp. 915–19; E.Streissler on Friedrich
Freiherr von Wieser, vol. 4, pp. 921–22; and
Israel M.Kirzner on the Austrian School of
Economics, vol. 1, pp. 145–51.
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Part IV

The Neoclassical Tradition,
1890–1945



Key dates

1890 Alfred Marshall Principles of Economics
1891 John Neville Keynes The Scope and Method of Political

Economy
1913 Ralph Hawtrey Good Trade and Band Trade
1919 Alfred Marshall Industry and Trade
1920 Arthur C.Pigou Wealth and Welfare
1921 Frank Knight Risk, Uncertainty, and Profit
1923 Alfred Marshall Money, Credit, and Commerce
1926 Piero Sraffa The Laws of Return under Competitive

Conditions
1932 Gustav Cassel Theory of Social Economy
1933 Edward Chamberlin The Theory of Monopolistic Competition
1933 Joan Robinson The Economics of Imperfect Competition
1934 Joseph Schumpeter The Theory of Economic Development
1939 John R.Hicks Value and Capital
1939 F.A.Hayek Profits, Interest, and Investment
1939 Bertil Ohlin Studies in the Theory of Money and

Capital
1939 Gunner Myrdal Monetary Equilibrium
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An overview of neoclassicism

When Alfred Marshall published his
Principles of Economics in 1890, with the
intention of completing and generalizing
Mill’s exposition of Ricardo’s theory of
value and distribution, he, in fact, pro-
vided a fully integrated theory of com-
modity and factor pricing. This body of
principles is thought of as neoclassical in
the sense that it incorporates the new
insights of the marginal utility theorists,
while also retaining the classical empha-
sis on the relevance of cost of production
in the determination of value in ex-
change. Economics is still conceived as a
moral science with a concern for deriving
economic laws as a basis for mounting so-
cial policy, but hedonic calculation and
interpersonal comparisons of utility be-
came recognized as impractical. As a re-
sult, nineteenth-century British econo-
mists disassociated themselves from the
notion that utility is measurable, and
that Edgeworth’s ‘hedonometer’ could be-
come a means to evaluate social utility.
Marshall preferred deductive logic (as
did Ricardo, Senior, J.S. Mill and
Cairnes) to statistical methods for dis-
cerning cause-effect relationships and,
except for his development of the tech-
nique of a chain index to calculate
changes in the general price level, relied
on deductive representation rather than
logic as a basis for inductive methods of
statistics and the graphic plots generated
from time series data.

The analytical tradition of neoclassi-
cism after Alfred Marshall’s Principles,
and the laissez-faire policy conclusions
that most interpreters inferred from it,
dominated economic thought for at least
the first three decades of the twentieth
century. It was continued by several able
theorists who undertook to extend the oral
and written tradition inherited from

Marshall. Marshall’s work was continued
by Arthur Cecil Pigou (1877–1959), who
was among Marshall’s most brilliant stu-
dents and his successor at Cambridge.
Much of Pigou’s work places him firmly in
the mainstream of neoclassicism. His in-
quiry into the conditions required for
maximizing welfare and his argument con-
cerning the need for special concern about
social costs and benefits generated a
heated controversy with Frank H.Knight
(1885–1972), of the University of Chicago,
who founded a more conservative tradition
than Marshall’s.

An important extension of Marshall’s
work was accomplished by Professor John
R. Hicks (1904–89). Hicks’s objective was
to identify the conditions under which the
divergent interests of consumers seeking
to maximize their satisfaction can be rec-
onciled with those of profit-maximizing
producers by the operation of the competi-
tive price mechanism. His work is a major
contribution to the theory of consumer
choice and is the basis for a theoretical
development known as the new welfare
theory.

The development of the new welfare
economics a decade after Marshall’s death
in 1924 reflects Hicks’s concern with so-
cial objectives within the framework of a
value free analytical model. William Nas-
sau Senior had already urged that the
proper scope of economics is to concern it-
self with what is, not what ought to be.

This view was echoed by Marshall’s con-
temporary, John Neville Keynes (John
Maynard’s father) in The Scope and
Method of Political Economy (1891). It also
became the uncompromising position of
Lionel Robbins in his Essay on the Nature
and Significance of Economic Science
(1932). Robbins maintained that proposi-
tions with ethical content are not appro-
priate to positive economics. The designa-
tion of economics as a science requires that
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it limit itself to two types of generaliza-
tions: tautologies, or generalizations de-
rived by logical deduction from one or
more premises, and therefore acceptable
a priori (i.e. without proof), and generali-
zations that are empirically verifiable.
This was consistent with the objective of a
philosophical movement known as logical
positivism, which maintains that the ideal
of all science is to be neutral among alter-
native ends.

Neville Keynes’s description of political
economy as ‘standing neutral between
competing social sciences’1 is assuredly
implicit in Marshall’s effort to construct
what he called his engine of analysis. This
body of positive economics is a system of
abstract analysis based on logical infer-
ence from simple postulates. Unlike Léon
Walras’s, his general equilibrium analysis,
Marshall’s partial equilibrium analysis
undertook to explain price determination
under the convenient assumption of per-
fect competition. This assumption implies
that the individual firm can sell as much
as it chooses without having an impact on
market price. It also implies that there is
freedom for new firms to enter if they are
attracted by the profits that can be earned,
with the result that long-run competitive
prices tend to be equal to long-run aver-
age costs of production, and profits are no
higher than what is normal. There is also
a tendency for all resources to become
optimally allocated (i.e. each resource will
tend to earn an equal rate of return in all
its uses) and yield the maximum possible
output. Thus, Marshall’s assumption of
perfect competition, in fact, had consider-
able normative bias, even though its
analysis was intended to be value free. But
it was possible for Hicks and other propo-
nents of the new welfare analysis to main-
tain that their approach (which introduced
indifference curves as an analytical tool to
avoid Marshall’s notion of consumer sur-

plus) also avoided the possibility of read-
ing normative implications into the analy-
ses.

While Marshall’s analysis assumed
purely competitive markets as the norm
(and their opposite, pure monopoly, as an
exception), he was not unaware of the pos-
sibility that the prices and outputs of indi-
vidual firms that produced similar com-
modities might be interdependent rather
than independent, as is required by the
assumption of pure competition. But he
did not examine the case of markets ex-
hibiting a mixture of competitive and mo-
nopolistic characteristics. Thus, when the
theories of imperfect and monopolistic
competition were developed during the
1930s, they were, essentially, refinements
of Marshall’s work. Marshall lavished al-
most all of his concern on firms that pro-
duced their products under conditions of
free competition, even though he noted, in
his Industry and Trade, that competition
and monopoly are ‘interlaced.’ Nowhere,
however, did he examine the nature of this
interlacing or its significance for price de-
termination. Not until the 1920s and early
1930s did there emerge a growing concern
with the gaps in Marshall’s work, particu-
larly with respect to pricing situations that
were intermediate between competition
and monopoly.

While the initial breakthrough for this
work was made by Piero Sraffa (1899–
1983), the two definitive works of this pe-
riod are The Theory of Imperfect Compe-
tition (1933), by Joan Robinson, and The
Theory of Monopolistic Competition, by
Edward H.Chamberlin (1933). Both writ-
ers examined the optimizing problem from
the standpoint of the individual firm, with
special reference to markets that are nei-
ther purely competitive nor purely mo-
nopolistic. Although their analyses dif-
fered in important ways from Marshall’s
theory of price determination, their price
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theories are essentially Marshallian.
Their emphasis on the imperfectly com-
petitive character of typical market situa-
tions is a departure from orthodox theory
that was readily accommodated by neo-
classical theorists simply by extending
their conception of market types to in-
clude the gray area of markets that are
neither purely competitive nor purely mo-
nopolistic.

Late in his career, Marshall established
the oral tradition of monetary theory,
which had the long-term effect of chang-
ing the focus of the quantity theory of
money, which dated back to the pre-
Ricardian era in which attention had al-
ways been on ‘quantity doctrines.’
Marshall was to go beyond the naive quan-
tity theory, focusing not only on the rapid-
ity with which money circulates but, more
important, on the importance of money as
a ‘store of value’ that generates a demand
for cash balances.

Traditional monetary theory conceived
of money as neutral in the sense that
changes in monetary variables were
thought to affect only the value of money
itself (i.e. the price level) but not the level
of output or employment. However, a dif-
ferent perspective was adopted by those
who studied the work of Knut Wicksell. As
has already been noted, Wicksell’s analy-
sis is a major innovation in several re-
spects. First, it demonstrates that the
price level changes, not directly, as is im-
plied by the quantity theory of money, but
indirectly as a result of changes in the rate
of interest. Second, by relating changes in
investment to changes in the interest rate,
and therefore factor and commodity prices,
it provides an explanation of the process
of income determination. Wicksell’s analy-
sis became the foundation for various mon-
etary theories of the business cycle.

The implication of Wicksell’s analysis is,
therefore, that if the monetary authority

will act to prevent divergences between
the natural rate of interest and the mar-
ket rate, it can prevent cumulative expan-
sion and contraction and achieve a stable
price level. This type of theorizing and its
associated policy view became associated
with several of Marshall’s followers,
among them Arthur Pigou and Ralph
Hawtrey. Their analyses reflected a belief
that the economy has an internal self-ad-
justing mechanism that is capable, after a
period of depression, of restoring a full-
employment equilibrium.

The influence of Wicksell’s monetary
theory is also evident in the work of Joseph
A. Schumpeter (1883–1950); who also
went beyond the problem of economic fluc-
tuation to the larger question of economic
growth and development. Schumpeter’s
hypothesis, which linked economic devel-
opment in a capitalistic economy to entre-
preneurship and innovation, reflects a con-
cern with the kinds of secular changes that
so greatly interested the classical school.
Since World War II, there has been a re-
surgence of interest in growth theory. But
modern growth theory (i.e. growth theory
in the post-World War II period) assumes
that population growth and the state of the
art, which were the concerns of the classi-
cists and Schumpeter, are exogenously
determined data outside the mechanism
of the model. With respect to theorizing
about economic fluctuation and growth,
the close of World War II (1945) thus
marks the end of an intellectual era.

Refinement of the microeconomic as-
pects of Marshall’s work were also sub-
stantially complete by that time. The sec-
ond edition of John R.Hicks’s persuasive
Value and Capital was published in 1946.
Chamberlin’s The Theory of Monopolistic
Competition, which first appeared in 1933,
the same year as Robinson’s Theory of Im-
perfect Competition, added only one new
feature in the 1948 revision, specifically,
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the application of the theory of monopolis-
tic competition to the determination of fac-
tor shares. Thus, the neoclassical para-
digm (that is, the body of thought the pro-
fession uses as the basis for its own re-
search and that it passes on to the next
generation in the textbooks it writes) was

fullblown by the end of World War II,
which is thus an appropriate closing date
for the inquiry of this Part.

Note
1 J.N.Keynes, Scope and Method of Political

Economy (London: Macmillan, 1891), p. 95.
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Introduction

Life and times (1842–1924)

Alfred Marshall described his Principles
of Economics (1890) as ‘an attempt to
present a modern version of old doctrines
with the aid of new work, and with refer-
ence to the new problems of our age.’ This
description was, in many ways, an unfor-
tunate introduction to that great work,
which became the fountain-head for the
tradition of Neoclassicism. It was unfortu-
nate because it obscured the time se-
quence of his own intellectual develop-
ment. His work on the theory of value and
distribution was practically completed in
the years 1867–70, when he translated
Mill’s version of Ricardo’s doctrines into
mathematics. In a letter written to
J.B.Clark in 1908 Marshall noted: ‘Be-
tween 1870 and 1874 I developed the de-
tails of my theoretical position and I am
not conscious of any perceptible change
since the time Böhm-Bawerk and Wieser
were still lads at school.’1 But the long de-
lay before the publication of the Princi-
ples virtually denied Marshall’s claim to
priority in the discovery of many eco-
nomic truths associated with him.2 It was
also unfortunate for a second reason: it
reflected Marshall’s dissatisfaction with a
book that was already the product of 20

years’ labor. He spent much of the next 30
years making relatively minor changes
and refinements in a work that went
through eight editions during his lifetime,
but which was essentially the same work
he had laid out mentally no later than the
1870s and, certainly, no later than the
publication of Jevons’s work.

Marshall had originally planned to be-
come a minister in the Church of England.
But his wide range of intellectual inter-
ests, which included mathematics, history,
Utilitarian and Hegelian philosophy, and
social Darwinism, led him to the study of
John Stuart Mill’s work on political
economy. He was particularly concerned
about the problem of poverty and was at-
tracted into economics by the prospect of
addressing problems of human improve-
ment. These he approached with a Utili-
tarian spirit inherited from Mill and an
analytical approach firmly anchored in
Ricardianism.

Marshall came into economics at a time
when the influence of the classical tradi-
tion was on the wane. The twist that Marx
gave to Ricardian doctrines, coupled with
the attack of the German historical school
and the challenge of Jevons’s marginal util-
ity economics, contributed to its eclipse.
While Marshall believed in the essential
validity of Ricardo’s principles, he main-
tained that utility must be accorded a
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greater role in the determination of value
and that the evolutionary approach de-
rived from Darwin’s thesis could be uti-
lized to revitalize Ricardian economics. He
thus founded a new tradition, later known
as Neoclassicism, which became the source
from which much of modern economic
thought and analysis springs. Even those
who later reacted against the tradition he
founded, employ concepts and analytical
tools that are Marshallian in origin.

His greatest theoretical work, and the
source of most of this chapter, is his Prin-
ciples of Economics, published in 1890.
The success of this treatise was so great
that it almost totally eclipsed works of
lesser stature for many decades after. In
England, as well as the United States, the
study of economics became, perforce, the
study of Marshall’s Principles. It is gener-
ally agreed that it was unfortunate that
he devoted so much time to its original for-
mulation that publication was delayed
until 1890, and that he labored over seven
revisions, none of them substantive, in-
stead of turning his attention to other
work. His other publications are Industry
and Trade (1919), which is a historical
study of the development of industry, and
has little analysis; Money, Credit and
Commerce (1923); and a brief book he co-
authored before the Principles with his
wife, Mary Paley Marshall, in addition to
numerous occasional papers and lectures.3

Principles of economics

Objectives

Marshall begins the Principles of Eco-
nomics with the observation that ‘political
economy or economics is the study of man-
kind in the ordinary business of life; it ex-
amines that part of individual and social
action which is most closely connected

with the attainment and use of the mate-
rial requisites of well-being.’4 Unlike Nas-
sau Senior, therefore, he intends to study
economics as a science of human behavior
rather than as a science of wealth.

He is concerned, above all, that his
analysis be scientific; that is, that it bring
to light such regularities or patterns of
orderliness as are inherent in economic
phenomena. These regularities can then
be expressed as generalizations or laws
that describe the economic forces that
have been examined. The primary aim of
the Principles is, therefore, to study the
economic aspects of human behavior in
order to derive the laws governing the
functioning of the economic system.

Although the primary aim of the Prin-
ciples is the analysis of the functioning of
the economic system, Marshall believed
that the system he was analyzing reflected
the progress of Western civilization, not
only in terms of material achievement, but
also in the improvement of human char-
acter. In his eyes, the present system is the
product of a gradual but progressive ex-
tension of individual independence, free-
dom, and competitiveness. Although fully
aware that competition can have negative
results both from a social and from an in-
dividual standpoint, Marshall regarded
the rivalry of men against one another as
having a wholesome effect on individual
character and behavior, in addition to pro-
viding economic gain. He believed that in-
dividuals become more rational in their
goals and decision making, more sports-
man-like and socially conscious of their
behavior as they gain freedom, so that in
seeking their own success, they also pro-
mote the common good. The study of eco-
nomics can contribute to this progress be-
cause the laws it discovers reveal more than
knowledge for its own sake; they also con-
tribute to the solution of social problems.
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Humanitarian motives thus pervade all
Marshall’s inquiries. He is interested not
only in what is, but equally in what ought
to be. His pure analysis of the economy’s
functioning is therefore frequently inter-
spersed with what Schumpeter has called
Marshall’s Victorian moralizing.

Methodology

Marshall recognizes that the complexity
of the economic system he is studying is so
great and the motives of human behavior
so diverse that it is necessary to devise
techniques for their systematic study.
This requires reducing the number of
variables to manageable proportions and
finding a method to measure them. In
common with the Utiliarians and Jevons,
he was concerned with the problem of
measuring the motives for human behav-
iour, especially those that relate to ‘man’s
conduct in the business part of his life.’ He
inferred that the effects of these (though
not the motives themselves) ‘can be ap-
proximately measured by a sum of money
which we will just give up to secure a de-
sired satisfaction…’5.

Marshall introduces the method of ab-
straction to single out one variable or sec-
tor of the economy at a time, on the as-
sumption that its behavior is incapable of
exerting any appreciable influence on the
rest of the economy. This does not neces-
sarily imply that the rest of the economy
remains unchanged, but rather that if the
small sector being analyzed is subjected to
an external change, it adjusts itself with-
out producing more than a negligible ef-
fect on the rest of the economy. This is
Marshall’s principle of the negligibility of
indirect effects. By invoking this principle,
all of the effects and counter-effects tak-
ing place in the real world between a sec-
tor and the rest of the economy are im-

pounded by the assumption ceteris pari-
bus; that is, ‘other things remaining equal.’

Marshall’s famous Book 5 of the Princi-
ples has become the classic example of the
use of the technique of abstraction to in-
vestigate the interaction of demand and
supply forces to explain the emergence of
an equilibrium price. His premise is that
the individual industry is so small relative
to the rest of the economy that he can draw
up industry demand and supply curves
that are completely independent of one
another. It is assumed that indirect effects
are so negligible that changes in the quan-
tity of output produced by the industry do
not have a sufficient impact on the in-
comes earned in that industry to shift even
the demand curve for its product, much
less the aggregate demand for output as a
whole.

The assumption of an industry that is a
minuscule part of the whole implies that
the market is ‘perfect’; the industry sup-
ply curve is composed of the outputs of a
large number of small firms. These out-
puts are perfectly homogeneous, or identi-
cal, from the point of view of the buyers,
so the industry faces a definite market
demand curve that, when set against the
supply curve, will result in a single, com-
petitive market price for all buyers. The
use of the term competition in connection
with Marshall’s Principles can be confus-
ing to modern students of economics who
are already familiar with the more precise
terms of pure competition and perfect com-
petition. He himself thought that the term
competition is not well suited to describe
the special characteristics of industrial life
in the modern age.6 He suggested freedom
of industry and enterprise or, more briefly,
economic freedom, because these terms
have no moral implication. It would be con-
venient if Marshall had been precise about
the assumptions on which he constructed
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his analytical model of the industry. But
his assumptions are nowhere precisely set
forth; on the contrary, he avoided their
specification, believing that each real
problem investigated would require modi-
fications in the model. Marshall’s follow-
ers, rather than Marshall himself, have
supplied us with such rigorous concepts as
pure and perfect competition.

The concept of pure competition, as it is
used in modern economics, is rather pre-
cise with respect to both the demand side
and the supply side of the market. It re-
quires, on the demand side, that the com-
modity be one that absorbs only a small
portion of the consumer’s income and on
which total expenditures constitute only a
small part of the nation’s income. It re-
quires, on the supply side, a sufficiently
large number of small selling units offer-
ing a homogeneous product, so that only
one selling price can emerge as a result of
the interaction of demand and supply
forces. The concept of perfect competition
is even more rigorous, requiring, in addi-
tion, perfect knowledge on the part of mar-
ket participants and perfect mobility of
buyers and resources. It represents an
ideal set of circumstances that, if they ex-
isted, would facilitate the perfect function-
ing of the economy. The precise results
that would be obtained under these condi-
tions were subsequently to be detailed by
the modern welfare school.7

Marshall’s concept of economic freedom
was considerably less refined than these
more modern concepts. However, he con-
ceived of an economy functioning within
the framework of enough of the elements
of what is conceived as pure competition
to make the typical firm an insignificant
part of the whole industry. Each individual
firm produces such a small portion of the
total market output that output variations
cannot affect either the total supply of the
product or the price that emerges.

The passage of time complicates the ex-
planation of prices because the strength
and the relative importance of the forces
operating both on the side of demand and
on the side of supply may change.
Marshall’s appreciation of the impact of
change was too keen to ignore these possi-
bilities by reasoning from unchanging
static assumptions. On the other hand, his
commitment was to uncover regularities,
that is, to explain the normal behavior of
prices. The method he chooses is therefore
a compromise that does not eliminate
change but reduces it to manageable pro-
portions by introducing the assumptions
of a stationary state.

In Marshall’s stationary state, con-
sumer tastes and production techniques
remain unchanged. However, unlike the
classical stationary state, population and
capital are allowed to increase slowly and
at the same rate. Business enterprises
therefore grow and decline; change is not
entirely absent. But always there will be
certain firms regarded as being repre-
sentative of the others in an industry.
Change has been abstracted sufficiently to
show how prices would be adjusted in the
long run if the conditions under which they
are determined are stable enough to allow
these forces the opportunity to work them-
selves out.

There are times when Marshall seems
to imply that the long-run results he de-
scribes actually occur in the real world.
However, except for occasional lapses, he
reminds his reader that his concept of the
stationary state is an analytical construct
designed to cope with the many variables
operating in the real world. For while
Marshall aimed at realism, his method
was to start with simplifying assumptions.
He singled out variables, specifically con-
sumer tastes, incomes, the prices of other
goods, and the value of money, which he
treated as data to arrive at conclusions
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that represented tendencies or first ap-
proximations. Marshall’s sense of history
kept him from inferring that the generali-
zations economists arrive at are universal
and permanent. ‘That part of economic
doctrine which alone can claim universal-
ity has no dogmas. It is not a body of con-
crete truth, but an engine for the discov-
ery of concrete truth.’8 He never lost sight
of the complexity and changeability of the
universe within which economic forces op-
erate and of the consequent difficulty of
arriving at valid generalizations. His re-
luctance to claim universality for economic
propositions is evident in his paper ‘The
old generation of economists and the new,’
in which he maintains that qualitative
analysis, by which he meant deductive
analyses, ‘will not show the resultant drift
of forces… The achievement of quantita-
tive analysis stands over for the 20th cen-
tury.’9

These observations appear to suggest
that, in Marshall’s view, pure theory has
been carried as far as it fruitfully can be for
the present, besides being unable to yield
universal or permanent laws. In fact, he fre-
quently depreciated even the present signifi-
cance of pure analysis; for example, he hesi-
tated to publish his diagrammatic analyses,
fearing that ‘if separated from all concrete
study of actual conditions they might seem
to claim a more direct bearing on real prob-
lems than they in fact had.’10 He regarded
theory as essential, but he warned against
regarding it as economics proper. Neverthe-
less, much of modern microeconomic analy-
sis has developed out of Marshall’s theory of
value and distribution.

The theory of demand

Utility and demand

While Marshall’s theory of value is fully
developed in Book 5, which treats the

‘General relations of demand, supply and
value,’ the analysis presented there builds
on the two books that precede it. Book 3,
‘On wants and their satisfaction,’ begins
with the observation that insufficient at-
tention has been paid to demand and con-
sumption until just recently. He was al-
luding here, in particular, to Jevons, who
‘did excellent service by calling attention
to it [the demand side of the theory of
value] and developing it.’11

While Marshall regarded consumer
wants and their satisfaction as an impor-
tant part of the theory of value, and was
an important contributor to the develop-
ment of demand theory himself, he be-
lieved that marginal utility is not the
dominant factor in the determination of
value. Ricardo, he agreed, tended to slight
the role of demand; but he did not, as
Jevons maintained, think of value as be-
ing governed by cost of production with-
out reference to demand. Thus, for
Marshall, the Ricardian emphasis on cost
of production remained the fundamental
basis for explaining long run normal val-
ues, and the theory of utility and demand
merely supplemented and rounded out the
classical analysis. Marshall’s analysis was
therefore designed to demonstrate the in-
teraction of demand and supply forces. As
a result, he has frequently been thought
of as a synthesizer of the Ricardian cost-
oriented type of analysis with the newer
approach of the marginal utility theorists.
Marshall himself was, however, irritated
at being cast in the role of an eclectic, al-
though his failure to publish earlier his
own work on utility and demand makes
such an interpretation understandable,
even though incorrect.12

Demand schedules and curves

Marshall’s analysis of demand begins by
translating the law of diminishing utility
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into terms of price. He reasons that the
larger the quantity of a commodity a per-
son has, the smaller (other things being
equal) will be the price that person will
pay for a little more of it. Impounded in
the phrase ‘other things being equal’ is
the assumption that the amount of money
the individual has available, and its pur-
chasing power, remain constant. Marshall
assumes a constant marginal utility of
money, and thereby rules out any income
effects resulting from price changes. On
this basis, the curve representing the
marginal utility of a commodity to a con-
sumer is converted into a demand sched-
ule and then into a demand curve.

Any individual demand for certain com-
modities may be discontinuous; that is, it
may not vary continuously for every small
change in price. The aggregate demands
of many persons will, however, vary in re-
sponse to price changes; thus, the quan-
tity to be taken at alternative possible
prices causes the demand curve to take on
a characteristic downward slope to the
right.13 It is also the basis for the generali-
zation known as the law of demand: The
amount demanded increases with a fall in
price and diminishes with a rise in price.’14

Thus, there will be a movement along a
given demand curve as a result of a change
in the price of the commodity itself if none
of the other factors which can influence the
demand for it—for example, taste or the
prices of other goods—have changed.

Only if the factors which have been held
constant in defining a given demand situ-
ation become altered does the position,
and perhaps shape, of the demand curve
itself change. In a schedule sense, this
means that buyers will be willing to buy
either more or less of the commodity per
unit of time at every possible price. This
will shift the entire demand schedule from
its original position, either upward to the
right or downward to the left.

Price elasticity of demand

While the law of demand expresses the
inverse relationship between the demand
for a commodity and its price, it does not
indicate how sensitive the demand for a
commodity is to a change in price. The
concept of the price elasticity of demand is
needed to supply this sort of information.
The simplest way to determine whether
the demand for a particular commodity is
elastic or not is to observe the behavior of
total expenditures when the price of the
good in question is changed. If total
expenditures are greater at a lower price
than at a higher price, the demand is
elastic. Conversely, if total expenditure is
smaller at a lower price, the demand for
the good is inelastic. The limitation of
this method is that it cannot indicate
the degree of demand elasticity or
inelasticity.15

Because the measurement of elasticity
by the slope of the curve is crude, Marshall
defined price elasticity as the percentage
change in quantity demanded divided by
the percentage change in the price when
both changes are infinitely small.16 In
symbols, then:  

The resulting number (coefficient) is inde-
pendent of the units in terms of which
prices and quantities are measured be-
cause it is derived by dividing one percent-
age by another. The coefficient denoting
elasticity will always be negative since
price change and quantity change take
place in opposite directions and therefore
have different signs. In speaking of de-
mand elasticity, however, it is customary
to ignore signs and refer to the numerical
values of elasticity magnitudes simply as
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equal to 1, greater than 1, or smaller than
1. When elasticity equals 1, it is referred
to as unitary elasticity. When elasticity is
greater than 1, demand is said to be elas-
tic, and when it is less than 1, it is said to
be inelastic.

The Marshallian formula is now a
standard analytical tool for calculating the
degree of sensitivity of the demand for a
commodity to a change in its price. It lends
itself to measuring elasticity either at any
point on a given demand curve or between
two points on a demand curve. The latter
measurement involves the computation of
what is known as arc elasticity. The for-
mula for computing elasticity between two
points on a demand curve will result in two
different elasticity coefficients, depending
on the direction in which the change is
measured.17 The farther apart these points
are, the greater will be the discrepancy
between the resulting elasticity coeffi-
cients.18 If price-quantity data are suffi-
ciently continuous to result in any two
points, A and B, that are very close to-
gether on the curve, greater precision can
be achieved in measurement. This is pre-
cisely why Marshall’s elasticity formula is
intended to measure infinitely small
changes in price and quantity.

A change in the price measurement unit
thus distorts the ratio that purports to
measure the slope of the demand curve. A
similar distortion would result from alter-
ing the unit in terms of which quantities
are measured; for example, a shift from
pounds to bushels.

The theory of production

The theory of production, the central topic
of Marshall’s Book 4, is the foundation for
his analysis of costs and supplies of goods.
It is also fundamental to explaining the
pricing of the factors, their allocation
among alternative uses in the economy,

and the distribution of the economy’s
product among the various claimants.
Thus, Marshall’s discussions of the agents
of production, and the laws of return un-
der which they operate, precede the
analysis of price determination, which is
the subject matter in Book 5. His analysis
of income distribution is in Book 6.

The laws of return are significant in the
short run and in the long run, but not in
the market period. Since the time of
Marshall, the market period is conceived
as a situation in which the available out-
put has already been produced. Physical
supply is on hand in this period and can-
not be increased, while a decrease results
only from sale or destruction, not changes
in output.

Output changes can be accomplished
during the short run by altering some,
though not all, of the factor inputs re-
quired to produce output. The long run is
a period during which the supply of a prod-
uct can be varied by altering all of the fac-
tor inputs. Only those changes in output
associated with economic growth or de-
cline are absent.

The laws of return in the short run

Since a production unit is always con-
fronted with one or more fixed factors and
a given state of technology in the short
run, its production function is governed
by the law of diminishing returns.
Marshall, like his classical predecessors,
examined this tendency with respect to
agricultural production and concluded
that, when land is a fixed constant in the
production function, ‘the application of in-
creased capital and labor to land will add
a less than proportionate amount to the
produce raised, unless there be mean-
while an increase in the skill of the indi-
vidual cultivator.’19 His treatment re-
stricted the operation of diminishing
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returns to agriculture. However, he un-
doubtedly understood that any variable
factor of production will yield diminishing
marginal returns when it is combined in
production with a given quantity of a
fixed factor.20 This is implied by his princi-
ple of substitution, according to which the
desire to maximize profits causes the
business owner to substitute less expen-
sive factors for more expensive ones. It is
precisely because one factor is not a per-
fect substitute for another that diminish-
ing returns occur. If the ratio of a variable
factor, A, to a fixed factor, B, is progres-
sively increased, A becomes a less effec-
tive substitute for B, and returns to the
variable factor increase at a decreasing
rate.

According to the principle of substitu-
tion, a firm will alter the proportions in
which it uses its variable inputs to achieve
the least-cost combination. It will experi-
ment with different combinations of its
variable factors until it achieves the great-
est revenue product for a given expendi-
ture. This principle is analogous to that
previously examined with respect to the
maximization of consumer satisfaction.
The consumer maximizes satisfaction by
distributing income among different goods
so as to equate the marginal utility of each
dollar’s worth of goods purchased. A firm
achieves its objective of maximizing its
product (minimizing its cost) by distribut-
ing its expenditures so as to equate the
marginal revenue product of each dollar’s
worth of variable resources it purchases.

The value of a factor’s marginal prod-
uct underlies the demand for it (i.e. the
extent to which it will be given employ-
ment) at the prevailing factor price. A
firm’s demand curve for a factor is there-
fore related to its marginal productivity in
much the same way as a consumer de-
mand curve is related to marginal utility.
The best combination of variable resources

depends on the respective marginal physi-
cal products of these resources, the cost at
which they can be employed, and the price
at which the product they produce can be
sold. The marginal productivity principle
therefore serves to integrate Marshall’s
theory of value with his theory of income
distribution. It enters into the neoclassi-
cal theory of value through its effect on the
cost and supply of commodity outputs, and
it enters into its theory of distribution
through the effect on factor demands. It
is, however, important to emphasize that
Marshall’s use of the marginal productiv-
ity principle for examining the demand for
factors did not lead him to a marginal pro-
ductivity theory for explaining the dis-
tributive shares.

The laws of return in the long run

Marshall’s concern with the laws of re-
turn in the long run was to establish a ba-
sis for depicting the long-run supply curve
of an industry. He identified three possi-
ble output behavior patterns that might
result when an industry expands in the
long run. In the case of constant return,
output will increase proportionately with
an increase in factor input; in the case of
increasing return, the increase in output
will be proportionally greater than the in-
crease in factor input; in the case of di-
minishing return, it will be proportion-
ately smaller. Marshall thought of in-
creasing and diminishing returns as
forces that ‘press constantly against one
another.’21 He observed that ‘the part
which nature plays in production shows a
tendency to diminishing return, the part
which man plays shows a tendency to in-
creasing return.’22 When the two forces
are balanced, there is a tendency toward
constant returns.23

The concepts of external and internal
economies are central to Marshall’s analyses
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of the laws of return. Their role is that they
facilitate the production of a proportion-
ately larger output with a given increase
in expenditures. External economies are
those that result from ‘the general
progress of the industrial environment’
and enable the firms of an expanding in-
dustry to experience decreasing costs; the
development of better transportation and
marketing facilities, and improvements
in resource-furnishing industries, are
possible sources of such economies which
Marshall specifically mentions.24 Internal
economies are those that a firm gains as
it enlarges its size to achieve greater ad-
vantages of large-scale production and or-
ganization.25 Marshall observed that ‘an
increase of labor and capital leads gener-
ally to improved organization, which in-
creases the efficiency of the work of labor
and capital.’

It is not clear from the preceding state-
ments whether Marshall conceived of the
laws of return in the long run as relating
strictly to the results accomplished by
changing all factor inputs (i.e. to changes
in scale). Only in the case of increasing
returns resulting from internal economies
is it clear that a change in the scale of pro-
duction is involved. Increasing returns re-
sulting from external economies, that is,
‘the general progress of the industrial en-
vironment,’ does not necessarily involve a
change in scale in Marshall’s analysis.
This part of his analysis is thus the source
of considerable confusion and has been
criticized for its inconsistency. Diminish-
ing returns is a short-run phenomenon. In
the short run, as has already been noted,
a change in scale is not possible. The im-
possibility of varying all factor inputs re-
sults in a production function that is gov-
erned by the law of diminishing returns
beyond some point. It is therefore not pos-
sible for the tendency toward diminishing
returns and increasing returns to ‘press

against one another’ in the manner con-
ceived by Marshall, as these tendencies
are operative in different time periods.26

Marshall’s distinction between internal
and external economies as the source of
longrun increasing returns has important
implications for the competitive tenden-
cies of the economy. He recognized that a
condition of increasing returns is incom-
patible with competition. ‘Insofar as the
economies of production on a large scale
are ‘internal,’ i.e. belonging to the internal
organization of individual firms, the
weaker firms must speedily be driven out
of existence by the stronger.’ However, he
did not think it possible for such economies
to continue indefinitely. ‘The continued
existence of weaker firms is evidence that
a strong firm cannot indefinitely increase
its output. This is partly because of the
difficulty of extending its market and
partly because the strength of a firm is not
permanent.’27 The reason, Marshall sug-
gested, is that the growth of individual
enterprises is likely to be limited by the
probably inferior business talents of the
descendants of present business leaders.28

He also anticipated increased difficulties
of marketing as limiting the possibilities
for securing advantages of large-scale pro-
duction.29 Increasing long-run returns
were therefore attributed by Marshall to
the presence of external rather than inter-
nal economies. The basis for subsequent
disagreement with this conclusion is dis-
cussed in Chapter 16.

Costs of production and supply

Real costs and money costs

Examination of Marshall’s inquiry into
production costs is a logical extension
of his theory of production. Except in
the very short run (market period),
when the supply of a good has already
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been produced, costs of production under-
lie the supply schedules of firms and in-
dustries. While these costs are necessar-
ily monetary, Marshall is also concerned
with the real costs imposed by the
disutilities of labor and the ‘abstinences
or rather the waitings required for saving
the capital’ required to produce capital
goods.30 All factors of production except
land, which is a free gift of nature requir-
ing neither abstinence nor labor effort,
impose a real cost when they are used in
production. In Marshall’s view, the money
costs of production are the prices that
must be paid ‘in order to call forth an ad-
equate supply of the efforts and waitings
that are required for making it; or, in
other words, they are its [a commodity’s]
supply price.’31

Marshall’s emphasis on the subjective
or psychological aspects of cost reflects a
continuation of the Utilitarian philosophy
of the British classicists. Insofar as they
explained money costs, they referred them
back to the discomforts of work and sav-
ing. Marshall followed this tradition, to
which he added the subjective costs inher-
ent in effort and waiting on the part of
enterprise.32 Some normal rate of profit is
therefore included by Marshall as part of
the cost of producing a commodity.

The money costs of production consist
of prime costs and supplementary costs. In
the terminology of the present day these
are identified as fixed and variable costs.
Prime costs, or operating expenses, vary
directly with output, whereas supplemen-
tary costs are standing charges that do not
vary with output. In the short run, the in-
puts represented by supplementary costs
are fixed. Only variable inputs, and there-
fore prime costs, are subject to change. In
the long run, all inputs, and therefore all
costs, are variable.

Diminishing returns and short-run cost
behavior

Although Marshall’s discussion of dimin-
ishing returns implies that it is a land
law, he is aware that when increasing
quantities of any variable input are em-
ployed, together with a fixed factor, there
will be diminishing returns beyond some
level of output. Production of the profit-
maximizing (loss-minimizing) output (i.e.
MC=MR) will therefore cause the firm to
be producing on the rising portion of its
marginal cost curve. The segment of the
marginal cost curve lying above average
variable (or prime) costs is its short-run
supply curve which will be rising from the
point which corresponds to diminishing
marginal product.

While Marshall did not make cost cal-
culations of the sort that have now become
standard in most texts on economic prin-
ciples, or draw the cost curves these calcu-
lations describe, such calculations are im-
plicit in his distinction between prime and
supplementary costs. They are also use-
ful in understanding why Marshall drew
upward-sloping industry supply curves
for the short run. Since the industry sup-
ply curve is a summation of individual
firms’ supply curves, it must be upward-
sloping in the short run. This is not nec-
essarily the case in the long run. How-
ever, in the short run, the fixed factors in
the firm’s production function cause ris-
ing marginal costs because of the ten-
dency toward diminishing marginal re-
turns to the variable factors. Individual
firms and the industry as a whole will
therefore offer larger quantities only at
higher prices. The typical upward slope of
the supply schedule of a purely competi-
tive industry in the short run reflects this
relationship.
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Long-run cost and supply curves

There is no reason to assume that the cost
curves of individual firms are identical in
the short run, even if all firms purchase
factors in the same purely competitive
market. Some firms may enjoy lower costs
because of superior capital equipment,
more favorable location, or better manage-
ment. These advantages yield what
Marshall terms quasi-rents in the short
run. These incomes accrue in the short run
from using factors that are fixed in supply
and are akin to the economic rent of land.

In the long run, quasi-rents tend to be
eliminated, either through an increase in
the supply of a reproducible factor or, in
the case of one that is not reproducible,
through a price rise that results from com-
petitive bidding for its use. In the long run
under competition, therefore, each firm
will tend to produce along identical cost
curves that include the quasi-rents of the
short run. These costs may be explicit or
imputed, depending on whether the firm
hires the factor in the market or owns it.

Marshall himself did not examine the
longrun cost curves of the individual firm,
but dealt only with the long-run supply
curve of the entire industry.33 He conceived
of the shape of the industry supply curve
in the long run as depending on whether
it is one of constant returns (constant cost),
decreasing returns (increasing cost), or
increasing returns (decreasing cost). The
predominant tendency in each industry
will manifest itself in the experience of
what Marshall terms the representative
firm. The representative firm ‘has had a
fairly long life, and fair success, which is
managed with normal ability and which
has normal access to the economies, exter-
nal and internal, which belong to that ag-
gregate volume of production; account be-
ing taken of the class of goods produced,
the conditions of marketing them and the

economic environment.’34 This firm is not
an actual firm, but rather an analytical
tool that Marshall conceived of for the pur-
pose of identifying the cost of production,
and therefore the supply schedule of a
commodity, in the long run. ‘[The] normal
supply price of any amount of that com-
modity may be taken to be its normal ex-
penses of production (including gross earn-
ings of management) by that firm.’35 Thus,
Marshall examines the long-run supply
curve of the industry with reference to the
costs of the representative firm.

Marshall presents his concept of the
representative firm within the framework
of a biological analogy. The life cycles of
business firms are compared to those of
trees in a forest, which first grow to matu-
rity and then decay. During its growth
phase, a firm will enjoy internal economies
of scale; in its declining phase, these econo-
mies will be offset by diseconomies that
limit its growth potential and its ability to
experience decreasing costs as a result of
internal economies. A firm therefore can-
not, in Marshall’s view, expand its size to
an extent that will enable it to dominate
an industry. Competition remains pure,
and an increase in the output of the indus-
try in the long run results from an increase
in the number of firms rather than from
an increase in the size of firms.

Given pure competition, the long-run
supply curve of an industry may be con-
stant, upward sloping, or downward slop-
ing as the industry expands in size to ac-
commodate an increase in demand. The
case of constant cost implies that the in-
ternal and external economies of produc-
tion are canceled out by internal and ex-
ternal diseconomies. Increasing quantities
of the product can therefore be supplied at
a constant long-run average cost.

The long-run supply curve may also be
upward sloping. This will be the case, for
example, if the expansion of the industry
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raises the average cost curve of each firm,
because the increasing scarcity of a non-
reproducible factor increases the cost of
using it. The quasi-rents that accrued as a
producer’s surplus in the short run are
capitalized in the long run and become em-
bodied in the long-run cost curves and sup-
ply curves when the supply of factors that
gave rise to them is less than infinitely
elastic. Increasing quantities of the prod-
uct can then be supplied only at increas-
ing long-run average costs, and the indus-
try supply curve will be upward sloping.

Marshall believed that the long-run
supply curve in a competitive industry
could also be downward sloping. Perceiv-
ing that this kind of supply curve might
be incompatible with pure competition, he
attributed its existence to the possibility
that firms might enjoy external economies
that enable them to experience falling av-
erage costs as the industry expands in size.
External economies derive from having
input or output advantages that are avail-
able to all the firms in the industry. The
implication is that they are attributable
to changes in the state of the arts so that
they cannot be charged for by any factor.
They thus have the effect of reducing costs
rather than creating rents. Their presence
makes it possible to supply at decreasing
long-run costs.

Decreasing costs, which are the result
of external economies, must not be con-
fused with decreasing costs that result from
internal economies. Internal economies
are under the control of the firm and can
be achieved by enlarging the scale of its
plant. External economies, as Marshall
defined them, are those that firms some-
times enjoy if there are improvements,
outside of the control of individual firms,
which all firms can share, but for which
no factor of production can charge a price.
Writers who came after Marshall ques-
tioned that the kind of external economies
he had in mind could be identified. As will
he examined in Chapter 16, this was part
of their reason for eventually rejecting
Marshall’s explanation of decreasing long-
run cost.

The theory of price determination

The analyses of Books 3 and 4, with their
detailed examinations of utility and of de-
mand and cost of production and supply,
provide the basis for Marshall’s theory of
price determination, which is the subject
matter of his Book 5. This lengthy prelude
to price determination was Marshall’s ap-
proach to resolving the critical issue that
Jevons’s insistence on the role of utility
brought to the fore.

Issues and Answers from the Masterworks 14.1
Issue
Is it cost of production or utility that governs value?

Marshall’s answer
From Principles of Economics (1890), 8th edn (1920), Book 5, Chapter 3.

Equilibrium of normal demand and supply
§5. To give definiteness to our ideas let us take an illustration from the woollen trade. Let us
suppose that a person well acquainted with the woollen trade sets himself to inquire what would
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be the normal supply price of a certain number of millions of yards annually of a particular kind
of cloth. He would have to reckon (i) the price of the wool, coal, and other materials which would
he used up in making it, (ii) wear-and-tear and depreciation of the buildings, machinery and
other fixed capital, (iii) interest and insurance on all the capital, (iv) the wages of those who work
in the factories, and (v) the gross earnings of management (including insurance against loss), of
those who undertake the risks, who engineer and superintend the working. He would of course
estimate the supply prices of all these different factors of production of the cloth with reference
to the amounts of each of them that would be wanted, and on the supposition that the conditions
of supply would be normal; and he would add them all together to find the supply price of the
cloth.

Let us suppose a list of supply prices (or a supply schedule) made on a similar plan to that of
our list of demand prices: the supply price of each amount of the commodity in a year, or any
other unit of time, being written against that amount. As the flow, or (annual) amount of the
commodity increases, the supply price may either increase or diminish; or it may even alter-
nately increase and diminish. For if nature is offering a sturdy resistance to man’s efforts to
wring from her a larger supply of raw material, while at that particular stage there is no great
room for introducing important new economies into the manufacture, the supply price will rise;
but if the volume of production were greater, it would perhaps be profitable to substitute largely
machine work for hand work and steam power for muscular force; and the increase in the
volume of production would have diminished the expenses of production of the commodity of
our representative firm. But those cases in which the supply price falls as the amount increases
involve special difficulties of their own; and they are postponed to chapter XII of this Book.

§6. When therefore the amount produced (in a unit of time) is such that the demand price is
greater than the supply price, then sellers receive more than is sufficient to make it worth their
while to bring goods to market to that amount; and there is at work an active force tending to
increase the amount brought forward for sale. On the other hand, when the amount produced is
such that the demand price is less than the supply price, sellers receive less than is sufficient to
make it worth their while to bring goods to market on that scale; so that those who were just on
the margin of doubt as to whether to go on producing are decided not to do so, and there is an
active force at work tending to diminish the amount brought forward for sale. When the demand
price is equal to the supply price, the amount produced has no tendency either to be increased
or to be diminished; it is in equilibrium.

When demand and supply are in equilibrium, the amount of the commodity which is being
produced in a unit of time may be called the equilibrium-amount, and the price at which it is
being sold may be called the equilibrium-price.

Such an equilibrium is stable; that is, the price, if displaced a little from it, will tend to return,
as a pendulum oscillates about its lowest point; and it will be found to be a characteristic of
stable equilibria that in them the demand price is greater than the supply price for amounts just
less than the equilibrium amount, and vice versa. For when the demand price is greater than the
supply price, the amount produced tends to increase. Therefore, if the demand price is greater
than the supply price for amounts just less than an equilibrium amount; then, if the scale of
production is temporarily diminished somewhat below that equilibrium amount, it will tend to
return; thus the equilibrium is stable for displacements in that direction. If the demand price is
greater than the supply price for amounts just less than the equilibrium amount, it is sure to be
less than the supply price for amounts just greater: and therefore, if the scale of production is
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Figure 14.1 Marshall’s representation of demand and supply

somewhat increased beyond the equilibrium position, it will tend to return; and the equilibrium
will be stable for displacements in that direction also.

When demand and supply are in stable equilibrium, if any accident should move the scale of
production from its equilibrium position, there will be instantly brought into play forces tending to
push it back to that position; just as, if a stone hanging by a string is displaced from its equilib-
rium position, the force of gravity will at once tend to bring it back to its equilibrium position. The
movements of the scale of production about its position of equilibrium will be of a somewhat
similar kind.

To represent the equilibrium of demand and supply geometrically we may draw the demand
and supply curves together as in the accompanying figure. If then OR represents the rate at
which production is being actually carried on, and Rd the demand price is greater than Rs the
supply price, the production is exceptionally profitable, and will be increased. R, the amount-
index, as we may call it, will move to the right. On the other hand, if Rd is less than Rs, R will
move to the left. If Rd is equal to Rs, that is, if R is vertically under a point of intersection of the
curves, demand and supply are in equilibrium.

This may be taken as the typical diagram for stable equilibrium for a commodity that obeys
the law of diminishing return. But if we had made SS’ a horizontal straight line, we should have
represented the case of ‘constant return,’ in which the supply price is the same for all amounts
of the commodity. And if we had made SS’ inclined negatively, but less steeply than DO’ (the
necessity for this condition will appear more fully later on), we should have got a case of stable
equilibrium for a commodity which obeys the law of increasing return. In either case the above
reasoning remains unchanged without the alteration of a word or a letter; but the last case
introduces difficulties which we have arranged to postpone.
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But in real life such oscillations are seldom as rhythmical as those of a stone hanging
freely from a string; the comparison would be more exact if the string were supposed to hang
in the troubled waters of a mill-race, whose stream was at one time allowed to flow freely, and
at another partially cut off. Nor are these complexities sufficient to illustrate all the distur-
bances with which the economist and the merchant alike are forced to concern themselves. If
the person holding the string swings his hand with movements partly rhythmical and partly
arbitrary, the illustration will not outrun the difficulties of some very real and practical problems
of value.

For, indeed, the demand and supply schedules do not in practice remain unchanged for a
long time together, but are constantly being changed; and every change in them alters the
equilibrium amount and the equilibrium price, and thus gives new positions to the centres about
which the amount and the price tend to oscillate.

These considerations point to the great importance of the element of time in relation to
demand and supply, to the study of which we now proceed. We shall gradually discover a great
many different limitations of the doctrine that the price at which a thing can be produced repre-
sents its real cost of production, that is, the efforts and sacrifices which have been directly and
indirectly devoted to its production. For, in an age of rapid change such as this, the equilibrium
of normal demand and supply does not thus correspond to any distinct relation of a certain
aggregate of pleasures got from the consumption of the commodity and an aggregate of efforts
and sacrifices involved in producing it: the correspondence would not be exact, even if normal
earnings and interest were exact measures of the efforts and sacrifices for which they are the
money payments. This is the real drift of that much quoted, and much-misunderstood doctrine
of Adam Smith and other economists that the normal, or ‘natural,’ value of a commodity is that
which economic forces tend to bring about in the long run. It is the average value which eco-
nomic forces would bring about if the general conditions of life were stationary for a run of time
long enough to enable them all to work out their full effect.

But we cannot foresee the future perfectly. The unexpected may happen; and the existing
tendencies may be modified before they have had time to accomplish what appears now to be
their full and complete work. The fact that the general conditions of life are not stationary is the
source of many of the difficulties that are met with in applying economic doctrines to practical
problems.

Of course Normal does not mean Competitive. Market prices and Normal prices alike are
brought about by a multitude of influences, of which some rest on a moral basis and some on a
physical; of which some are competitive and some are not. It is to the persistence of the influ-
ences considered, and the time allowed for them to work out their effects that we refer when
contrasting Market and Normal price, and again when contrasting the narrower and the broader
use of the term Normal price.

§7. The remainder of the present volume will be chiefly occupied with interpreting and limit-
ing this doctrine that the value of a thing tends in the long run to correspond to its cost of
production. In particular, the notion of equilibrium, which has been treated rather slightly in this
chapter, will be studied more carefully in chapters V and XII of this Book: and some account of
the controversy whether ‘cost of production’ or ‘utility’ governs value will be given in Appendix I.
But it may be well to say a word or two here on this last point.

We might as reasonably dispute whether it is the upper or the under blade of a pair of
scissors that cuts a piece of paper, as whether value is governed by utility or cost of production.



○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○

Chapter 14 Alfred Marshall

321

It is true that when one blade is held still, and the cutting is effected by moving the other, we may
say with careless brevity that the cutting is done by the second; but the statement is not strictly
accurate, and is to be excused only so long as it claims to be merely a popular and not a strictly
scientific account of what happens.

In the same way, when a thing already made has to be sold, the price which people will be
willing to pay for it will be governed by their desire to have it, together with the amount they can
afford to spend on it. Their desire to have it depends partly on the chance that, if they do not buy
it, they will be able to get another thing like it at as low a price: this depends on the causes that
govern the supply of it, and this again upon cost of production. But it may so happen that the
stock to be sold is practically fixed. This, for instance, is the case with a fish market, in which the
value of fish for the day is governed almost exclusively by the stock on the slabs in relation to
cost of production, then he may be excused for the demand: and if a person chooses to take the
stock for granted, and say that the price is governed by demand, his brevity may perhaps be
excused so long as he does not claim strict accuracy. So again it may be pardonable, but it is
not strictly accurate to say that the varying prices which the same rare book fetches, when sold
and resold at Christie’s auction room, are governed exclusively by demand.

Taking a case at the opposite extreme, we find some commodities which conform pretty
closely to the law of constant return; that is to say, their average cost of production will be very
nearly the same whether they are produced in small quantities or in large. In such a case the
normal level about which the market price fluctuates will be this definite and fixed (money) cost
of production. If the demand happens to be great, the market price will rise for a time above the
level; but, as a result, production will increase and the market price will fall: and conversely if the
demand falls for a time below its ordinary level.

In such a case, if a person chooses to neglect market fluctuations, and to take it for granted
that there will anyhow be enough demand for the commodity to insure that some of it, more or
less, will find purchasers at a price equal to this cost of production, then he may be excused for
ignoring the influence of demand, and speaking of (normal) price as governed by cost of pro-
duction—provided only he does not claim scientific accuracy for the wording of his doctrine, and
explains the influence of demand in its right place.

Thus we may conclude that, as a general rule, the shorter the period which we are consider-
ing, the greater must be the share of our attention which is given to the influence of demand on
value; and the longer the period, the more important will be the influence of cost of production
on value. For the influence of changes in cost of production takes as a rule a longer time to
work itself out than does the influence of changes in demand. The actual value at any time,
the market value as it is often called, is often more influenced by passing events and by
causes whose action is fitful and short lived, than by those which work persistently. But in long
periods these fitful and irregular causes in large measure efface one another’s influence; so
that in the long run persistent causes dominate value completely. Even the most persistent
causes are however liable to change. For the whole structure of production is modified, and
the relative costs of production of different things are permanently altered, from one genera-
tion to another.

Source: Principles of Economics, 8th edition, Alfred Marshall (London:
Macmillan, 1920) Chapter 3 (some footnotes deleted).
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Summing up: Marshall’s key points

In Marshall’s view, price is governed nei-
ther by cost of production alone nor by
marginal utility alone, but by the inter-
action of these forces as they express
themselves in the demand for, and the
supply of, a good. Normally, the price of a
commodity will tend to be equal to its
long-run cost of production. The longer
the relevant period of time, the more ac-
curately it is possible to adjust supply to
changes in demand. The mechanism for
this adjustment is the exodus of unprofit-
able firms or the entry of new firms when
short supply causes higher than normal
profit.

Marshall himself illustrates this princi-
ple in the figure reproduced on page 326 of
Principles. The industry demand curve DD
is the summation of consumer demand
curves, and the cost-experience of the rep-
resentative firm underlies the supply curve
SS’. (Contemporary practice is to identify
an industry demand curve as the sum of
the segments of the firms’ marginal cost
curves that lie above their average variable
costs.) The interaction of industry demand
and supply forces establishes the equilib-
rium amount of industry output and its cor-
responding equilibrium price. The longer
the period over which output can become
adapted to changes in demand, the greater
will be the influence of cost of production
on price. The precise behavior of cost of pro-
duction depends on whether the commod-
ity obeys the law of diminishing returns,
constant returns, or increasing returns. Al-
though Marshall often used biological
analogies to describe the forces of change
he believed to be operative (recall, for ex-
ample, his analogy to the life cycle of a for-
est in his concept of the representative
firm), the analysis of Book 5, Chapter 3, is
an example of Marshall’s reliance on a me-
chanical analogy drawn from physics to

explain the pricing process and the ten-
dency toward an industry competitive equi-
librium in which price equals long-run av-
erage cost of production.

While this part of Marshall’s inquiry
emphasizes the dominant role of cost of
production in the determination of com-
modity prices, there are three cases in
which the price of a product will reflect its
demand rather than its cost of production.
One of these, namely, the case of competi-
tive price determination in the market
period, requires little elaboration. When
the supply of a commodity has already
been produced, the force of demand will
necessarily be relatively more important
than supply in determining price, so there
is no necessary tendency for price to ap-
proximate the cost of production. However,
Marshall’s explanation of the reason why
long-run price bears no necessary relation-
ship to cost of production in the cases of
true joint supply or monopoly warrants
separate examination.

Prices that deviate from cost of production

Joint production and cost

Marshall reformulated Mill’s principle
that the prices of joint products produced
in fixed proportions cannot be governed
by the cost of producing them because
their individual costs cannot be deter-
mined. If two or more products are pro-
duced in fixed proportions (e.g. cotton
and cotton silk, beef and hides, wheat
and straw), the marginal cost of one
product cannot be identified. We can
speak only of the marginal cost of a com-
bined unit of production (i.e. the mar-
ginal cost of a bushel of wheat and so
many pounds of straw), but we cannot
separate the cost of the wheat from the
cost of the straw. Thus, Marshall con-
cluded that the price of a particular joint
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product will be governed, even in the
long run, by the relative intensity of the
market demand, rather than by its cost
of production. Further, whenever a
change in the demand for one joint prod-
uct induces a change in the joint supply,
their prices will vary inversely with each
other.

For example, Marshall showed that if
there is an increase in the demand for
wool, the supply of both wool and mutton
will increase as the high price of wool
stimulates the production of sheep. The
increased cost of output is as attributable
to the extra output of mutton as it is to the
extra output of wool, but since there is no
change in the demand for mutton, its price
must fall. Uniform prices for two jointly
produced products would result only in
those accidental cases in which the de-
mand schedules for both jointly produced
products are exactly alike. Only the case
of joint cost with variable proportions
presents no unusual value problem be-
cause it is possible to assign a separate
supply price to each of the products.36

Monopoly prices

Marshall likewise noted that cost of
production is no guide to the price that
will be charged in a monopoly situation.
The prima facie interest of the owner of a
monopoly is clearly to adjust the supply to
the demand not in such a way that the
price at which he can sell his commodity
shall just cover its expenses of production,
but in such a way as to afford him the
greatest possible total net revenue.’37 The
price a monopolist will charge, given the
demand schedule for his product, may be
determined, Marshall tells us, by
calculating the monopoly revenue
associated with the production and sale of
various quantities of output.

To calculate what portion of the total

revenue will be the monopoly net revenue
at every level of output, it is necessary to
draw up a supply schedule that represents
the normal expenses of production of each
of the several amounts supplied, includ-
ing interest on capital and managerial
salaries. For small outputs, the supply
price, or average cost, will be high, so the
supply curve will be above the demand
curve; for larger outputs, average cost of
production will diminish, and the supply
curve will therefore lie below the demand
curve before it ultimately rises again. If
the supply price of each quantity of output
is subtracted from the corresponding de-
mand price, the differential remaining is
monopoly net revenue. The object of a
monopolist is to select the volume of out-
put that, given the demand for the prod-
uct, will make the aggregate net revenue
the greatest.

Marshall’s method of finding the price-
quantity combination at which monopoly
net revenue is at a maximum, yields the
same results as Cournot’s method of equat-
ing the first derivative of total cost with
the first derivative of total revenue.38 Net
revenue is at a maximum when marginal
revenue and marginal cost are equal. That
is, we can measure monopoly profit as the
difference between average cost and aver-
age revenue multiplied by output. Or, al-
ternatively, we can measure monopoly
profit as the difference between the area
lying under the marginal revenue curve
(aggregate revenue) and the area lying
under the marginal cost curve (aggregate
cost). Thus, in Figure 14.2, monopoly profit
is equal to the area YXZ and to the area
P’PCC’ when output OA is produced at an
average cost of AC.

Long-run competitive price determination

In the absence of monopoly and produc-
tion under joint supply, the long-run price
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(or normal price as Marshall calls it), will
be equal to the cost of production, includ-
ing the normal earnings of management,
of the representative firm. This is the
competitive equilibrium towards which
the industries in the economy are always
moving. His emphasis on the predomi-
nant influence of cost of production in the
determination of value in the long run led
him to conclude ‘that the foundations of
the theory as they were left by Ricardo re-
main intact; that much has been added to
them, and that very much has been built
upon them, but that little has been taken
from them.’39 This is as much of a conces-
sion as he was willing to make to the mar-
ginal utility theory of value. He accorded
utility a role, but by no means the domi-
nant one, in the determination of competi-
tive price. The longer the period of time
under consideration, the greater the in-
fluence of cost of production on price. In
the long run, when all the forces of adjust-
ment have had time to work themselves
out, price will be equal to the cost of pro-
ducing the supply needed to satisfy the
demand for the product.

The long-run cost tendencies that pre-
vail, coupled with the demand for an in-
dustry’s products, determine whether the
long-run price will be higher, lower, or the
same as an industry expands or contracts
in response to changes in demand. A
change in demand will cause output to ex-
pand or contract in the long run in a con-
stant cost industry, but the long-run equi-
librium price will be neither higher nor
lower than that which prevailed in the
short run.

If, on the other hand, the firms in an
industry experience diseconomies as they
expand their factor inputs, the industry’s
long-run supply curve will slope upward,
and it will produce a larger output at a
higher cost than previously if increases in
demand cause it to expand. Conversely, if
external economies cause the cost curves
of an industry to decrease as its scale is
increased, an increase in demand will en-
able the industry to produce a larger out-
put than previously at a lower price.
Marshall regarded these cases as consti-
tuting a possible basis for interfering with
the free operation of the price mechanism
through a system of taxes and subsidies.

Marshall’s analysis of the effect of im-
posing a tax or granting a subsidy in dif-
ferent industries clearly demonstrates
that he did not share the position of the
classical and utility schools that welfare
is always maximized under free competi-
tion. When production takes place under
long-run increasing cost or long-run de-
creasing cost, there will be a loss in eco-
nomic welfare under laissez-faire condi-
tions. These cases lend themselves best,
Marshall believed, to the partial type of
analysis in which it is possible to concen-
trate on net changes in economic welfare
as a result of given changes in particular
sectors of the economy, the rest of the sys-
tem being assumed constant. Marshall
measures these changes in terms of the

Figure 14.2 Maximizing monopoly net revenue
(profit)



○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○

Chapter 14 Alfred Marshall

325

effect that altered opportunities to buy or
sell a particular commodity have on the
surpluses consumers are able to reap.

Consumer surplus

While the concept of consumer’s surplus
originated with Dupuit, it was Marshall
who named the idea and used it in a con-
text that led to its subsequent importance
in what later became known as welfare
economics. Marshall used the concept in
more than one sense. He first defined it as
the monetary value of the utility a con-
sumer gains when the price at which a
good can be purchased is lower than the
price an individual would pay rather than
go without it. If, as in Figure 14.3, the mar-
ket price of the commodity is p, those buy-
ers who would be willing to pay more than
this price enjoy a consumer surplus. Add-
ing individual surpluses together,
Marshall represents consumers’ surplus as
the shaded area DA’p1 under the demand
curve. At a lower price, say p0, consumers’
surplus is the area DB’p0. The change in
consumer surplus is measured in terms of
a sum of money that will offset the gain or
loss resulting from price changes brought
about by the imposition of a tax or the
granting of a subsidy in industries operat-
ing with different laws of return.

The chief difficulties that arise when
the consumers’ surplus is conceived as
above are, first, that it assumes individual
utilities are additive and, second, that it
assumes the marginal utility of money is
constant. An obvious way around the
additivity problem is to relate the concept
to a single consumer; that is, to conceive
of a particular consumer’s surplus, rather
than consumers’ surplus as a whole. How-
ever, the problem of a change in the mar-
ginal utility of the monetary unit in which
prices are expressed (say, shillings, dol-
lars, francs, and so forth) remains. A fall

in price from p1 to p0 is equivalent to an
increase in real income, and, assuming that
money is valued like other normal goods,
the utility of an additional increment of in-
come falls as income rises. Thus, unless the
utility of money remains constant, there is
no common denominator in terms of which
to measure the utility that consumer’s sur-
plus is intended to represent.

Marshall was aware of this problem and
attempted to circumvent it by assuming
that the marginal utility of money income
remains approximately constant, if there
is a change in the price of an unimportant
commodity. A commodity such as tea
(Marshall’s own example) represents such
a small proportion of a household’s ex-
penditure that a small change in its price
would not produce a significant real in-
come effect (i.e. it would not change the
utility of money income). Later, many
modern economists avoided both the con-
cept of marginal utility and consumer sur-
plus by utilizing the indifference curve
technique of Francis Edgeworth and
Vilfredo Pareto.40

Marshall developed the concept of con-
sumer’s surplus to examine the larger
question of increasing consumer welfare

Figure 14.3 Consumers’ surplus
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by taxing or subsidizing certain industries.
In this application, he preferred to focus
on the change in consumer surplus when
price changes from one level to another. If,
for example, it is possible to introduce a
subsidy that reduces the price of a com-
modity from p1 to p0 as in Figure 14.3 then
(again assuming a constant marginal util-
ity of money) the change in consumer sur-
plus is represented by the triangle A’B’C.
This application of the concept of con-
sumer surplus is examined somewhat fur-
ther in connection with the price and out-
put results of increasing and decreasing
cost industries.

Welfare effects of taxes or subsidies

The effects a tax or subsidy will have are
most easily demonstrated in a constant-
cost industry. Assume the imposition of a
tax raises the long-run supply curve from
SS’ to ss’ as in Figure 14.4. The demand
curve DD will then cut the new supply
curve at W and output will be contracted
from OB to OA. Consumer surplus will be
reduced from DYS before the tax to DWs
after the tax. The loss in consumer sur-
plus due to the tax is therefore sWYS,
while tax receipts are sWXS. Thus, the

loss of consumer surplus is greater than
the tax receipts by the amount WXY. This
triangle on the graph represents the net
loss to the community.

The effect of a subsidy given to the same
commodity can be demonstrated by simi-
lar logic. Assume ss’ is the original supply
curve and SS’ is the new supply curve that
results when a subsidy of sZYS facilitates
an expansion of output from OA to OB. In
this case, the gain in consumer surplus is
smaller than the subsidy spent to acquire
it, and the triangle WYZ represents the
net loss to the community. Marshall con-
cludes, therefore, that the imposition of a
tax or the granting of a subsidy to a con-
stant-cost industry can make no positive
contribution to the economic well-being of
consumers.

It may be desirable, however, to tax an
industry operating under diminishing re-
turns and subsidize one operating under
increasing returns. A tax will be beneficial
in an industry subject to sharply dimin-
ishing returns because, in this case, a
small reduction in output is associated
with a substantial reduction in cost, so the
receipts from the tax will be greater than
the loss in consumer surplus. Conversely,
a subsidy will increase welfare in an in-
dustry operating under increasing returns
if a small increase in output is associated
with a considerable reduction in cost, for
here the gain in consumer surplus will be
greater than the amount spent on the sub-
sidy. Thus, Marshall concludes that it
might be ‘for the advantage of the commu-
nity that the government should levy taxes
on commodities which obey the laws of di-
minishing returns, and devote part of the
proceeds to bounties on commodities
which obey the law of increasing returns.’41

He warns, however, that his analysis does
not, in and of itself, ‘afford a valid ground
for government interference.’

Figure 14.4 No net gain from a tax or subsidy
under constant returns
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The pricing of productive factors

Distribution theory in relation to value
theory

Marshall’s theory of distribution, as al-
ready observed, is an application of his
theory of value to the pricing of the factors
of production. Factor prices are explained
as being determined through the interac-
tion of demand and supply forces pre-
cisely as are commodity prices. The prices
that rule in the factor markets are, at one
and the same time, costs of production to
the business owners who employ and pay
out incomes to the factors. Since, under
free competition, long-run commodity
prices are equal to production costs, they
are also equal, in the aggregate, to long run
factor incomes. Thus, Marshall established
an interdependence or complementarity
between value theory and distribution
theory that was absent in the thinking of
his classical predecessors. He also in-
cluded organization, or enterprise, in his
classification of the factors of production
along with land, labor, and capital. The
incomes of these factors, which, in the ag-
gregate, constitute the national dividend,
are rent, wages, interest, and profit. Each
of these shares, with the exception of the
profit residuum, is a market-determined
price that needs to be explained in terms
of the demand and supply conditions op-
erative in the long run as well as in
shorter periods.

Marginal productivity and factor
demand

Marshall emphasized that the demand for
a factor of production by a firm or indus-
try is a derived demand, which depends
on the value of its services in the produc-
tion of output. Since the employment of
increasing quantities of a variable re-

source combined with one or more fixed
resources will result in diminishing mar-
ginal returns to that resource beyond
some point, it follows that the marginal
revenue, which the sale of its output
yields, will also diminish beyond some
point. A firm’s demand curve for a vari-
able resource like labor will therefore be
downward sloping.

All firms using a given variable factor
will experience diminishing returns be-
yond some point as they employ greater
quantities of it. In addition, the increased
product of a variable factor employed by
all the firms in an industry is likely to de-
press the sale price of the product and,
hence, the marginal revenue product of the
variable factor. A market-demand curve
for a factor cannot, therefore, be drawn on
the basis of an assumed product price, as
is done for a single firm.

While the marginal revenue product of
a factor governs the demand for it, it does
not, in Marshall’s view, explain the price
it will command any more than utility gov-
erns the price of a commodity. To explain
distributive shares therefore requires an
examination of the influences on the sup-
plies of all productive agents, because fac-
tor prices are governed by the interaction
of demand and supply forces, for the latter
govern factor prices as well as commodity
prices. The nominal value of everything,
whether it be a particular kind of labor or
capital or anything else, rests, like the key-
stone of an arch, balanced in equilibrium
between the contending pressures of its
two opposing sides; the forces of demand
press on the one side, and those of supply
on the other.’42

The supply of productive factors

Time is relevant to the examination of the
supply of productive factors, just as it is
for the supply of commodities. Marshall
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maintained that while the short-run sup-
ply of the factors is, for all practical pur-
poses, fixed, the long-run supply of repro-
ducible factors exhibits the reflex influ-
ence of remuneration.43 Thus, the supply
of labor in the aggregate and of each
grade, including that of enterprise and or-
ganization, is viewed as a positive func-
tion of the wage rate, and the supply of
savings and capital are seen as respond-
ing positively to the interest rate.

Turning specifically to the supply of
labor, Marshall recognizes that there are
complex sociological influences at work,
which he examines with great insight. But
he maintains that, in the long run, the sup-
ply of various kinds of labor responds to
economic factors. Unusually high wages in
the short run in specific occupations in-
crease the supply of that type of labor in
the long run. His emphasis on the func-
tional relationship between the remunera-
tion of labor and its supply is somewhat
reminiscent of Malthus’s position. Unlike
Malthus, however, he conceived of the
growth of the labor supply as including,
not merely increased numbers, but also
the greater quality of labor that accompa-
nies a rising standard of life when there is
increased efficiency.

Marshall’s explanation of the motives
for saving and the supply of capital also
emphasizes the reflex influence of remu-
neration on supply. Thus, he states that ‘a
rise in the rate of interest offered for capi-
tal… tends to increase the volume of sav-
ings… It is a nearly universal rule that a
rise in the rate increases the desire to save;
and it often increases the power to save.’44

Although it is recognized that the motives
for saving are very complex and that the
rate of interest frequently has little effect
on individual savings, the long-run aggre-
gate supply of savings is seen as being re-
sponsive to a rise in the demand price for
it. Only land and other gifts of nature are

unique in that their supply in a settled
country is fixed, even in the long run, so
that earnings have no influence on their
supply.

The pricing of productive factors

Because the rewards of reproducible fac-
tors are similar to those of land (whose
supplies are relatively fixed in the short
run), it is convenient to examine land rent
first and then proceed to the incomes of the
other factors. Because the supply of land is
fixed in a settled country, Marshall hy-
pothesizes that the parcels comprising the
total supply are transferred from one use
to another as changes in the demands, sup-
plies, and prices of various crops alter
profit opportunities. The active factor that
determines the uses to which land is put is
the relative demand for the various crops it
can produce. ‘Each crop strives against
others for the possession of the land; and if
any one crop shows signs of being more re-
munerative than before relatively to oth-
ers, the cultivators will devote more of
their land and resources to it.’45 Thus, the
rent secured from any one use must equal
that possible from any other use in an
equilibrium situation. Therefore, from the
point of view of the individual landowner,
land is not notably different from capital,
for free capital can be invested either in
land or in industrial equipment. In either
case, the income is a rate of return on an
investment whose value is established by
capitalizing the income it yields.

When land is leased to a tenant, the
payment made for its use is obviously re-
lated to the return the owner could earn
by cultivating it himself. The rent paid is
therefore one of the costs that must be cov-
ered by the market price of the product.
This conclusion differs from the Ricardian
view that rent is price-determined rather
than price-determining. Marshall makes
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it clear that it is only within the frame-
work of the implicit Ricardian hypoth-
esis—that land has no use alternative to
producing the raw products of labor’s sub-
sistence—that rent is not a cost of produc-
tion. Since the long-run price of any agri-
cultural commodity must cover the cost of
the marginal application of the labor and
capital required to produce it, all units of
land on which labor and capital are not
marginal yield a surplus that is rent in the
Ricardian sense. Conceived in this way,
Marshall agreed, rent is not a cost of pro-
duction and exerts no influence on price.
But when rent is looked at from a private
point of view, it is not a surplus but a com-
petitive price that must be paid in order to
bid land away from an alternative use.

The difference between Ricardo’s treat-
ment of rent and Marshall’s stems largely
from the problems with which they dealt.
Ricardo, it will be recalled, was primarily
concerned with explaining the incomes of
various social classes, particularly as they
were affected by the Corn Laws. He con-
ceived of rent as making its appearance
when population growth required less fer-
tile or less well-situated land to be taken
out of idleness and used in the production
of raw produce. Ricardo’s concern was not
with the rent paid by particular agricul-
tural producers for particular fields, but
with the rent yields to agricultural land-
owners as a whole. Competing uses of land
for different kinds of raw products, or for
non-agricultural uses, were not considered
because Ricardo’s concern was chiefly to
determine the laws that regulate the dis-
tribution of the produce of the earth among
the three social classes under the names
of rent, profit, and wages.

Thus, it is the difference in the hypoth-
eses from which Marshall and Ricardo
started that is at the root of the issue of
whether rent is a cause or an effect of
price. Marshall’s own conclusion was that

‘it is wisest not to say that ‘Rent does not
enter into the cost of production because
that will confuse many people.’ But it is
wicked to say that ‘Rent does enter into
the cost of production,’ because that is sure
to be applied in such a way as to lead to
the denial of subtle truths.’46

In the short run, the rewards of labor
and capital are governed by essentially the
same principles as the rent of land. Since
their supply is relatively fixed, the de-
mand for them is the primary factor gov-
erning their remuneration. Their mar-
ginal productivity rules the demand for
them, and the application of each factor
up to its profitable margin of use causes
the marginal increment of each factor to
earn a reward equivalent to its addition to
the value of the total product. Competition
among homogeneous units of the same fac-
tor will operate to secure the same reward
for each increment of a factor as the mar-
ginal one, since all units are interchange-
able. Shortrun factor rewards are there-
fore adjusted by the current market situa-
tion without reference to the cost of pro-
ducing the factor. They may thus exceed
the cost of bringing the factors to market,
and thus, a surplus in the form of quasi-
rent is contained in their prices.

The tendency of short-run factor re-
wards to equal the contribution of the fac-
tor at its margin of employment is not,
however, in Marshall’s view, a theory of
distribution. It merely serves to ‘throw
into a clear light the action of one of the
causes’ that govern factor rewards. This
cause operates on the demand side. How-
ever, supply forces must also be taken into
account. Thus, Marshall’s theory of distri-
bution is not a marginal productivity
theory of distribution, but one that holds
that we must look to the margin to dis-
cover the forces governing the determina-
tion of factor rewards. Supply forces as
well as those of demand are operative.
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Unlike land, labor and capital are re-
producible. While the reflex action will be
slow, their supply will tend to increase
with their remuneration. With respect to
labor, the marginal productivity of each
grade will govern the demand for it, so
wages will tend to equal the marginal rev-
enue product of labor. At the same time,
however, wages also bear an indirect and
complex relationship to the cost of rearing
and training labor, and therefore to its
supply and quality. Thus, unlike the clas-
sicists, Marshall does not see the real wage
of labor as a constant determined in the
long run by the cost of producing raw pro-
duce at the margin. Resorting once more
to static assumptions, he concludes that if
the economic conditions of a country re-
main stable for a sufficiently long period
of time, the adjustment of the supply of
labor to the demand for it will cause hu-
man beings to earn an amount that corre-
sponds fairly well to their cost of rearing
and training.47 It follows that there is a
separate rate of wages for each grade of
labor that depends, in the long run, on the
amount of that grade demanded and sup-
plied.

Demand and supply forces are similarly
at work in the determination of the income
of capital. Such capital may be free capital
available for new investment, or capital
already invested in concrete appliances.
The present rate of interest reflects the
temporary equilibration of the current de-
mand for, and supply of, funds. Because
the supply of capital is relatively fixed, its
short-run earnings are not necessarily
equal to the present rate of interest. Its
earnings reflect the market values of its
products and are comparable to the earn-
ing of land. Such earnings are properly
conceived as quasi-rents rather than inter-
est, although they can be expressed as a
percent by capitalizing them at the current
rate of interest.

The long-run earnings of capital reflect
the influence of altered supplies of indus-
trial equipment over time. Types of capi-
tal yielding high returns will tend to be
augmented in the long run, while those
that yield relatively lower earnings will
be decreased in supply. As a result, all
types of capital will tend to yield a normal
rate of return in the long run that corre-
sponds to the additional amount of value
product created by the capital applied at
the margin.

Marshall’s theory of profits involves
much the same reasoning as his inquiry
into wages and interest. Each industry will
tend to develop the type of organization
that provides the greatest opportunity for
profit at the margin of advantage. That
portion of profit representing the ‘wages
of management’ is governed by the same
principle that governs the determination
of wages. These are the normal profits that
are part of the normal costs of production
and that, therefore, enter into the long-run
supply prices of goods. Pure profits exist
under competitive conditions only as a
short-run phenomenon. Like other quasi-
rents, they tend to be eliminated, so in the
long run there remains only the normal
rate of profit required to attract the ap-
propriate type of entrepreneurial ability
into each industry. Thus, we see that
Marshall’s theory of distribution is an in-
tegral part of ‘a continuous thread running
through and connecting the applications
of the general theory of the equilibrium of
demand and supply to different periods of
time.’48

Concluding remarks

While Marshall intended to complete and
generalize Mill’s exposition of Ricardo’s
theory of value and distribution with the
aid of mathematical techniques, he actu-
ally produced, as our presentation has
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shown, a more comprehensive transfor-
mation than he himself originally antici-
pated. The main features of this transfor-
mation consist of (1) the assumption that
the effects of human motives as they re-
late to behavior in the marketplace are
uniquely measurable in terms of sums of
money that would be given up to gain par-
ticular satisfactions; this is in contrast
with human motives in a social environ-
ment, such as neighborly and charitable
acts; (2) the explicit introduction of de-
mand equations in the explanation of
commodity values; (3) recognition that
the technical coefficients of production
are not fixed but vary with the costs of fac-
tor substitution at the margin and that
this will affect the marginal cost of pro-
ducing a commodity in the short run; (4)
an inquiry into the laws of return that
govern the cost of production in the long
run: (5) recognition that the real wage of
labor is not a constant that depends on
the cost of producing raw produce at the
margin, and that there is a separate wage
rate for each grade of labor that depends
in the long run on the amount of that
grade demanded and the amount sup-
plied; (6) recognition that the return to
capital is distinct from that of organiza-
tion; and (6) recognition that factor prices
and commodity prices are interrelated,
and that the theories of value and distri-
bution are therefore different aspects of a
single problem.

While Marshall chose to conduct his
analysis with the aid of the partial equi-
librium technique, he also developed con-
cepts that led outside its confines. The con-
cept of demand elasticity, particularly in
such modern developments as cross-elas-
ticity and income elasticity, and the prin-
ciple of substitution and consumer surplus
all lead toward the exploration of interre-
lationships. So do his concepts of joint de-
mand, joint supply, composite demand,

and composite supply. His treatment of
these cases in his Note 21 leads him to the
formulation of equations of the Walrasian
type and the conclusion that ‘however com-
plex the problem may become, we can see
that it is theoretically determinate, be-
cause the number of unknowns is always
exactly equal to the number of equations
which we obtain.’ Marshall himself saw the
general equilibrium analysis of the
Walrasian type as the logical complement
of his partial analysis. But even within the
framework of his partial analysis, the prin-
ciple of substitution at the margin—involv-
ing as it does the balancing of small incre-
ments of payments and satisfaction, costs
and receipts, effort and income, by consum-
ers, producers, and factors—provides the
connecting link among all sectors of the
economy. Thus, the principle of interde-
pendence and mutual determination per-
vades every aspect of Marshall’s analysis,
even though the technique of abstraction is
employed to reduce the number of variables
to manageable proportions.

Marshall also went beyond Ricardo and
Mill in emphasizing the efforts and sacri-
fices that constitute the real costs of pro-
duction and the satisfactions of consump-
tion. Ricardo and Mill consistently
thought of costs in objective, rather than
subjective, terms. But Marshall empha-
sized the psychological factors underlying
behavior in the marketplace and consid-
ered them measurable in terms of money.
Although the first edition of the Principles
equated optimizing behavior with the he-
donistic pleasure-maximizing, pain-mini-
mizing choices of Utilitarian ethics, sub-
sequent editions tried to avoid Bentham’s
terminology, as well as its reformist spirit.

While Marshall examined the nature
and sources of monopoly power, most of his
analysis was conducted on the assumption
of ‘freedom of industry and enterprise’—not
perfect competition but pure competition
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of the atomistic variety in which there are
a sufficiently large number of small eco-
nomic units to prevent any one of them
from exerting a dominant force in the mar-
ket. He believed in the power of competi-
tive forces to overcome the forces leading
to monopoly. He also valued competition
as a stimulus to individual initiative and
achievement, and believed it would lead
to social progress more surely than any
form of socialism. He was not, however,
opposed to reform measures so long as
they did not tend to stultify individual op-
portunities for growth.

The main departure modern theory has
made from the Principles has been in the
realm of macroeconomics. Whereas
Marshall regarded money as a passive fac-
tor with respect to the level of economic
activity and accepted the conclusions in-
herent in Say’s law, modern macroeco-
nomic theorists explain the determination
of output on non-Sayian assumptions.
Their concern is, therefore, to explain the
level of resource use (i.e. employment and
income levels) rather than the allocation
of resources. Even though many
Marshallian concepts and tools are indis-
pensable to their analysis, much of the in-
spiration for modern macroeconomic
analysis derives from contributions to the
theory of economic crisis and business fluc-
tuation made by persons not associated
with the neoclassical tradition. Neoclassi-
cal theorists literally assumed away the
whole problem of explaining economic
fluctuations as a result of their acceptance
of Say’s law, and in their preoccupation
with real phenomena, they also failed to
appreciate the role of monetary phenom-
ena in the determination of real
magnitudes. It is not until the Keynesian
revolution that the role of money and in-
terest rates with respect to the level of
employment and income began to be un-
derstood. But once this understanding was

gained, its practical significance became
so great that microeconomic analysis was
almost shunted aside as macroeconomic
analysis came to dominate contemporary
economic theory.

The earliest criticisms leveled against
the neoclassical tradition, however, were
directed at its microeconomic aspects. The
notion of consumer sovereignty and the
reliability of the price mechanism with
respect to maximizing welfare were pri-
mary issues in the revolt against neoclas-
sicism that began to gather momentum
during the 1920s. The chapter that follows
examines this aspect of the challenge
against the Marshallian tradition and how
it became amended in consequence of com-
petitive analysis.
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Glossary of terms and concepts

Ceteris paribus
A Latin phrase meaning ‘other things remain-
ing equal.’ In microeconomic analysis, it is
customary to assume that tastes, incomes,
the price level, and the level of technology re-
main unchanged.

Demand (supply) schedule
A list of the quantities of a given good buyers
(sellers) would be willing to purchase (offer) at
a corresponding schedule of prices.

External economies
Economies associated by Marshall with ‘the
general progress of the industrial environ-
ment.’ Because they are equally available to
all firms, they do not tend to reduce competi-
tion. (Both Marshall’s conception of external
economies and his estimate of their impact on
competition were later challenged.)

Internal economies
Economies achieved by individual firms as
they expand their scale of production and or-
ganization. Because they are not equally
available, their effect is to reduce competition.

Joint supply
An output situation in which two or more prod-
ucts are simultaneously produced (e.g.
cottonseed and fiber) and, thus, individual
costs are not separable. Individual costs can
be identified only if proportions are variable.

Law of demand and supply
The price of a commodity varies directly with
the quantity demanded and inversely with the
quantity supplied.

Neoclassical economics
The integration, principally associated with

Marshall, of the utility theory of values with the
cost of production theory of the classicists. Its
main concern is to explain commodity and
factor prices and the allocation of resources
with the aid of marginal analysis.

Partial equilibrium analysis
An analysis that focuses on the determination
of individual commodity or factor prices, unlike
a general equilibrium analysis in which all
prices are determined simultaneously.

Perfect competition
A market characterized by perfect information
on the part of participants and perfect re-
source mobility, in addition to the require-
ments associated with pure competition.

Price elasticity of demand
The percentage change in the quantity of a
good demanded divided by the percentage
change in price when both changes are infi-
nitely small.

Pure competition
A market characterized by a large number of
suppliers of a homogeneous commodity on
which a large number of buyers spend only a
small part of their income with the result that
only one selling price emerges from the inter-
action of supply and demand forces.

Quasi-rents
Returns to factors that are temporarily in ex-
cess of the value of their marginal products.

Representative firm
A hypothetical firm with average access to re-
sources, information, and markets, which is,
in this sense, typical of the experience of the
industry as a whole.
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Questions for discussion and further
research

1 How did Marshall’s Book V reconcile the
classical cost of production theory of value
with that of the utility theorists, in particular,
of Jevons? How does time relate to the
relative importance of demand and supply?

2 Marshall was at great pains to maintain that
the marginal productivity principle is not a
theory of distribution. Why is this the case?
How does it apply in particular markets, say
the labor market?

3 Explain (a) the conditions under which rent
is a price-determined form of income, not a
cost of production, and the conditions under
which rent is a cost of production and, as
such, a factor in determining prices, and (b)
the nature of quasi-rents and how, in the
long run, they are either eliminated or
absorbed in long run costs of production.

4 On the basis of Marshall’s discussion,
explain the following, (a) The nature of and
distinction between internal and external
economies or returns, and whether such
economies or returns are phenomena of the
short run or the long run. (b) Explain the
meaning of changes in scale as used in the
phrase ‘returns to scale,’ and which of the
foregoing economies require changes of
scale to occur, (c) Explain why marginal cost
in excess of minimum prime cost (or, which
comes to the same, marginal cost in excess
of minimum variable average cost) is the
firm’s supply schedule or supply curve of
output.

Notes for further reading
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Introduction

Marshall focused chiefly on the determi-
nation of commodity and factor prices in
markets characterized by freedom of in-
dustry and enterprise because large num-
bers of buyers and sellers of homogeneous
commodities and services were trading in
them. He had a well-developed model of
monopoly, although he accorded the prob-
lem of pricing in this type of market much
less attention than he lavished on the
behavior of competitive markets. Further-
more, he hardly perceived the possibility
that some markets might have character-
istics that enabled sellers to exert indi-
vidual control over their prices even
though they were not monopolists. Yet, it
is precisely this gray area of pricing in
markets, which are neither purely com-
petitive nor purely monopolistic, that be-
came a major area of investigation during
the 1930s.

Marshall himself pointed in this direc-
tion when he noted that ‘when we are con-
sidering the individual producer, we must
couple his supply curve—not with the gen-
eral demand curve for his commodity in
the wide market—but with the particular
demand curve of his own special market.’1
Though he did not pursue this kind of
analysis himself, there were writers in the
1930s who did, specifically, Piero Sraffa
(1898–1983), an Italian scholar working at

Cambridge University in England, Joan
Robinson (1903–83), also at Cambridge,
and Edward H.Chamberlin (1899–1967),
an American doctoral candidate and later
a professor at Harvard University.

Development of economic analysis

Although Marshall provides hints about
the possible direction future work might
take, one cannot help but speculate
whether the more rigorous treatment of
imperfectly competitive market struc-
tures by contemporary theorists was trig-
gered by concern with the problem of big
business. It is certainly true that, in the
United States at least, there was renewed
public concern over the concentration of
economic power during the 1920s and
1930s and many institutional studies of
the problem appeared at that time.2 Still,
no one could have been more concerned
with the problem of monopoly than
Marshall or John Bates Clark, although
both conducted their theoretical analyses
on the premise that most markets ap-
proximate free competition. While the
problem of big business and its regulation
may indeed have been more pressing in
the 1930s than it had been 50 or so years
earlier, there is no evidence that the new
theoretical developments in the area of
price theory were in any way a response to
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the challenge created by this aspect of the
institutional environment.

If any environmental influences were at
work in stimulating the development of
price theory, they derived from the intel-
lectual, rather than the institutional, en-
vironment. In particular, greater interest
in mathematical economics focused atten-
tion on the work of Cournot, whose Re-
searches into the Mathematical Principles
of the Theory of Wealth (1838) was then
nearing its 100th anniversary. Cournot’s
theory of monopoly and his conclusion that
monopolists will maximize profit when
they equate the first derivative of total
revenue (i.e. marginal revenue) to the first
derivative of total cost (i.e. marginal cost)
were the first major achievements of
mathematical economics. Unfortunately,
Cournot’s work was not widely studied
until the late 1870s. Thus, the more rigor-
ous classification of market structures
along the lines he suggested, along with
greater terminological precision and de-
velopment of new analytical concepts, is a
twentieth century development. Cur-
rently, it is the problem of oligopoly, or
competition among a few sellers, that has
been of greatest interest in the area of
price theory. The paragraphs that follow
will provide acquaintance with the names
of, and brief biographical information
about, the main contributors to price
theory since Marshall.

Contributors to modern price theory

With respect to the theory of monopoly,
the improvement since Cournot has been
mainly in terms of exposition. The main
substantive contributions have been the
theory of monopoly price discrimination
and the development of the case of monop-
sony, or buyer monopoly, to parallel the
traditional case of seller monopoly. With
respect to the theory of monopoly price

discrimination, the most substantial con-
tributions have come from Arthur C.Pigou
(1877–1959) and Joan Robinson (1903–
83). Pigou’s examination of the nature
and results of monopoly pricing was con-
ducted within the framework of the wel-
fare analysis of his Economics of Welfare,
which has already been discussed.

Other than Pigou’s, the most substan-
tive contribution to the theory of monopoly
pricing is to be found in Robinson’s Eco-
nomics of Imperfect Competition (1933),
which is also concerned with the analysis
of pricing situations that lie in the gray
area between pure monopoly and pure
competition. Robinson, of Cambridge Uni-
versity, is the most famous among the
women who have achieved recognition as
economic theorists. She rediscovered
Cournot’s first derivative of total revenue
and christened it marginal revenue, and
her simple yet elegant geometry popular-
ized the use of marginal cost and marginal
revenue curves in price analysis. She also
made the most substantial contribution of
any contemporary writer since Pigou to
the theory of monopoly price discrimina-
tion, as well as developing the case of
monopsony, or buyer monopoly, to parallel
the traditional case of seller monopoly. Her
contributions are not, however, limited to
the field of price theory. She was equally
accomplished in the area of macroeco-
nomic theory and had a particular inter-
est in the theory of capital and secular
growth. She was professionally active vir-
tually to the end of her life and left behind
a major legacy of contributions, some of
which will be noted elsewhere.

Pierro Sraffa (1898–1983) pointed out
the vulnerability of Marshall’s ‘external
economies’ as a device for reconciling in-
creasing returns with the assumption of
pure competition in his now classic 1926
article on the laws of return.3 Sraffa, who
came from Italy to study, and later teach,
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at Cambridge, is also remembered for his
edition of Ricardo’s Collected Works and
for his monograph The Production of Com-
modities by means of Commodities (1960).
But he is equally well known for his pro-
vocative 1926 article on the laws of return,
which focused analytical attention on the
main dark spots in the Marshallian theory
of value and urged its reconstruction. Even
though he did not participate further in
bringing about this reconstruction, the
keenness of his observations on the tech-
nical shortcoming of Marshall’s long-run
supply curve alone are sufficient to secure
him a place among contemporary con-
tributors to value theory.

Sraffa’s 1926 article on the laws of re-
turn had already appeared when Edward
Chamberlin (1899–1967), still a graduate
student at Harvard in 1927, submitted a
doctoral dissertation in which he undertook
to examine the determination of prices in
markets in which monopolistic and com-
petitive elements are blended. This disser-
tation, The Theory of Monopolistic Compe-
tition (1933), appeared so nearly at the
same time as Joan Robinson’s Economics
of Imperfect Competition in England, that
both writers are equally recognized as pio-
neers in the theory of pricing situations
that are intermediate between pure com-
petition and pure monopoly. Unlike
Robinson, Chamberlin, who was a profes-
sor of economics at Harvard, devoted his
professional efforts almost exclusively to
exploring the various ramifications of his
original thesis, including the implications
of the theory of monopolistic competition for
the theory of distribution.

While the leading contributions to con-
temporary literature on price theory are
those of Chamberlin and Robinson,
Henrich von Stackelberg (1905–46) pub-
lished his Marktform und Gleichgewicht
(Market structures and equilibrium),
which is especially concerned with duopoly

and oligopoly, in 1934.4 This work ap-
peared in the period during which the Na-
tional Socialist party was achieving full
power in the Third Reich. It is interesting
to note that von Stackelberg’s conclusions
with respect to the proper role of the state
in oligopolistic markets is compatible with
the policies of the Nazi party, although von
Stackelberg supported his conclusions by
economic analysis.

Original contributions to the literature
of price theory have been scant since the
leading works of the 1930s. A notable con-
tribution was made at the close of the dec-
ade by Robert Triffin (1911–), in Monopo-
listic Competition and General Equilib-
rium Theory (1940), which provides an
analytical comparison of the works of
Chamberlin, Robinson, von Stackelberg,
and others, and suggests that the theory
of monopolistic competition may provide
the bridge needed to reconcile the particu-
lar equilibrium approach of Marshall with
the general equilibrium approach of
Walras.

J.R.Hicks (1904–89), who closed his pro-
fessional career at Oxford University, was
affiliated with the London School of Eco-
nomics during the time when he wrote his
first theoretical article, ‘Edgeworth,
Marshall and the indeterminateness of
wages’ (1930). It was followed by his book
The Theory of Wages (1932), and indicated
his strong interest in the pricing aspects
of the labor market, and reflected the then
predominant dichotomy between real and
monetary economics. His interest in mon-
etary theory came only later as he came to
be influenced by the Austrians—in par-
ticular Friedrich Hayek’s 1928 work trans-
lated in 1931 as Prices and Production and
Gunnar Myrdal’s Monetary Equilibrium
(1933)—and his ideas on money began to
develop. These ideas attracted the atten-
tion of Cambridge economists Dennis
Robert son and J.M.Keynes, with whom he
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eventually affiliated himself between the
years of 1935 and 1938, before taking up
the post of Stanley Jevons Professor of
Political Economy where he remained un-
til 1946.5

Thus, his contributions to value theory,
including ‘A revision of demand theory’
(1934) and The Theory of Wages (1932),
reflect the first part of his contributions to
economics. These are the contributions
which will be reviewed in this chapter and
the next, leaving his contributions to mac-
roeconomics to a subsequent chapter. They
belong to that part of his professional life
during which his work was in the neoclas-
sical tradition, earning him a knighthood
from Queen Elizabeth in 1964 and the
Nobel Prize in Economics for 1972.6

Some dark spots in neoclassical value
theory

Assumptions concerning the firm’s demand
curve

While Marshall’s theory of value is un-
questionably superior to its predecessors,
it nevertheless has certain shortcomings
that made themselves increasingly appar-
ent as time went on. One of these is the
implicit assumption that most firms pro-
duce and sell their products under condi-
tions of free competition, that is, in mar-
kets in which they must accept a price de-
termined by the interaction of forces out-
side their individual control. The indi-
vidual firm was conceived to have an infi-
nitely elastic demand for its product at
the going market price. Unless a firm was
a monopolist, there was therefore no need
to single it out for separate examination
because its experience was essentially
that of every other firm in its industry.
Thus, Marshall solved the problem of de-
termining the equilibrium price of a com-
modity in terms of the industry as a whole

by setting an industry supply curve,
which was conceived of as a simple sum-
mation of the supply curves of a large
number of firms producing an essentially
homogeneous commodity, against an in-
dustry demand curve, constructed by the
summation of individual demand curves
for a given product.

The shortcoming of Marshall’s proce-
dure is its lack of analytical concern about
the pricing effects that occur if buyers are
not indifferent about the particular com-
modity of individual sellers of similar
goods. The causes for their preferences are
very diverse, and may range from long cus-
tom, personal acquaintance, confidence in
the quality of the product, proximity,
knowledge of particular requirements, and
the possibility of obtaining credit, to the
reputation of a trademark or sign, or a
name with high traditions, or to such spe-
cial features of modeling or design in the
product. This is without constituting it as
a distinct commodity intended for the sat-
isfaction of particular needs, having as the
principal purpose that of distinguishing it
from the products of other firms.7

Joan Robinson, in The Economics of Im-
perfect Competition, made essentially the
same observations about the causes of
buyer preferences and viewed their exist-
ence as the source of ‘imperfect’ competi-
tion.8 Edward Chamberlin likewise cites
essentially the same factors as creating
what he terms product differentiation,
which significantly distinguishes the
goods of one seller from those of his or her
rivals and creates a market in which there
is ‘monopolistic competition.’9

Regardless of the particular method a
seller uses to attract and hold customers,
the effect of such techniques is always to
make the demand (or sales) curve for the
product less than perfectly elastic. This
effect was succinctly expressed by Sraffa
in his observation that
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the peculiarity of the case of the firm which
does not possess an actual monopoly but
merely has a particular market is that, in
the demand schedule for the goods pro-
duced by it, the possible buyers are entered
in descending order according to the price
which each of them is prepared to pay, not
rather than go entirely without, but rather
than not buy it from that particular pro-
ducer instead of elsewhere.10

 
That product differentiation will cause the
demand (or sales) curves of an individual
seller to diverge from the horizontal posi-
tion they would have if no seller had any
individual control over price, was similarly
pointed out by Chamberlin and
Robinson.11

Product differentiation also has the ef-
fect of making a firm’s demand curve and
its cost curves interdependent, for the
firm’s demand curve then depends partly
on the expenditure it makes to attract cus-
tomers. Chamberlin, in particular, has dis-
tinguished between selling costs and pro-
duction costs, and has pointed out that the
existence of selling expenditures is prima
facie evidence that the market is not one
in which there is pure competition.12 If a
seller conducts a successful selling effort,
‘this means a shift of the demand curve for
his product upward and to the right.’13 The
position and slope of an individual seller’s
demand curve depends not only on the
product but also on the extent to which
firms can, by their selling expenses, build
up preferences for their particular output
as opposed to that of rivals. It follows that
when there is product differentiation, the
sales and cost curves, and therefore the
profits of rival firms, are interdependent
in various degrees. Thus, there arises
what Chamberlin has chosen to call the
group problem. His Theory of Monopolis-
tic Competition lavishes great attention on

defining the nature of group equilibrium
and examining the mode of its establish-
ment. Robinson’s Economics of Imperfect
Competition, though it parallels in many
ways Chamberlin’s work, is not concerned
directly with the group problem at all, al-
though it describes the phenomenon of
product differentiation in almost the same
language as Chamberlin.

Assumptions regarding the laws of
return

An equally troublesome feature of the
Marshallian analysis, along with his as-
sumptions regarding the demand curve
confronting the typical firm, is his treat-
ment of the long-run laws of return and
their effect on the industry supply curve.
Marshall, it will be recalled, conceived of
the possibility of long-run constant, de-
creasing, and increasing returns. He rec-
ognized that if it were possible for an indi-
vidual firm, as distinct from an industry
as a whole, to experience economies that
would give it increasing returns to scale
in the long run, free competition would be
destroyed. But he rejected as unlikely the
premise that economies that are sources
of increasing returns are exclusively
available to any one firm. He thought in-
creasing returns are, in fact, likely to be
the result of external economies equally
available to all firms and therefore com-
patible with the continuation of competi-
tion. This conclusion was, in Sraffa’s view,
such a vulnerable part of Marshall’s
analysis of the long-run supply curve that
he was led to make the following observa-
tion in his 1926 article:

In the tranquil view which the modern
theory of value presents us there is one dark
spot which disturbs the harmony of the
whole. This is represented by the supply
curve, based upon the laws of increasing
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and diminishing returns. That its founda-
tions are less solid than those of the other
portions of the structure is generally recog-
nized. That they are so weak as to be unable
to support the weight imposed on them is a
doubt which slumbers beneath the con-
sciousness of many, but which most succeed
in silently suppressing.14

The crucial question with respect to the
long-run supply curve of a particular in-
dustry was, as Sraffa viewed the matter,
the compatibility of Marshall’s explana-
tion of the tendency toward long-run in-
creasing returns and decreasing supply
price with his insistence on a particular
equilibrium analysis. A particular equilib-
rium methodology requires that variations
in output or demand in one industry have
neither a direct nor an indirect effect on
any other industry. Such long-run inde-
pendence is unlikely, Sraffa contended, in
industries subject to either diminishing or
increasing returns because, in these cases,
changes in the output of the commodity in
question have an effect on the cost of us-
ing factors that also enter into the produc-
tion of other commodities. The require-
ments of a particular equilibrium method-
ology are thus violated.

He objected, for the same reason, to
Marshall’s reliance on external economies
resulting from the general progress of the
industrial environment as a means of ex-
plaining why some industries are able to
enjoy long-run increasing returns. Such
economies are compatible with the con-
tinuation of competitive conditions be-
cause they are equally available to all the
firms in an industry. This was precisely
the source of their appeal to Marshall, but,
maintained Sraffa, a particular equilib-
rium analysis requires that the economies
from which long-run decreasing costs de-
rive be internal to the industry, even

though they are external to the individual
firms.
 

The only economies which could be taken
into consideration would be such as occupy
an intermediate position between these two
extremes; but it is just in the middle that
nothing, or almost nothing, is to be found.
Those economies which are external from
the point of view of the individual firm but
internal as regards the industry in its ag-
gregate, constitute precisely the class which
is most seldom met with.15

 
Sraffa therefore advised that we abandon
the path of free competition and turn in
the opposite direction, namely towards
monopoly.16

While few undertakings fit the case of
pure monopoly, Sraffa believed that the
theory of monopoly could provide a guide
to the relationship between price and the
quantity that can be sold when competi-
tion is absent for other reasons. The theory
of monopoly is, therefore, useful to us in
studying those cases in the real world (and
they are in majority) that do not fit either
the case of pure competition or pure mo-
nopoly but are ‘scattered along the inter-
mediate zone.’17 He also suggested that the
task of reconstructing the theory of value
could be immediately begun, for an ana-
lytical tool equal to the task was already
at hand in Marshall’s concept of monopoly
net revenue. Joan Robinson was among
those who responded to Sraffa’s urging
that the time had come to reconstruct the
theory of value to recognize that real-
world markets do not fit the black/white
model of monopoly or pure competition.
But, she maintained, in order to do so, it is
necessary first to identify a proper analyti-
cal tool.
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Issues and Answers from the Masterworks 15.1
Issue
What is the most appropriate analytical tool for explaining the pricing and output deci-
sions of a seller who is not offering its product to a perfectly competitive market?

Robinson’s answer
From The Economics of Imperfect Competition, Introduction, pp. 3–6.

In the older text-books it was customary to set out upon the analysis of value from the point of
view of perfect competition. The whole scheme appeared almost homogeneous and it had
some aesthetic charm. But somewhere, in an isolated chapter, the analysis of monopoly had to
be introduced. This presented a hard, indigestible lump which the competitive analysis could
never swallow. To quote Mr. Sraffa’s comment:18 ‘Of course, when we are supplied with theories
in respect to the two extreme cases of monopoly and competition as part of the equipment
required in order to undertake the study of the actual conditions in the different industries, we
are warned that these generally do not fit exactly one or other of the categories, but will be found
scattered along the intermediate zone, and that the nature of an industry will approximate more
closely to the monopolist or the competitive system according to its particular circumstances.’
But the books never contained any very clear guidance as to how these intermediate cases
should be treated; as a picture of the real world the theory was unconvincing, and as a pure
analytical construction it had a somewhat uncomfortable air.

Moreover, the relations between the real world and the competitive analysis of value were
marred by frequent misunderstandings. The economists, misled by the logical priority of perfect
competition in their scheme, were somehow trapped into assumptions of perfect competition,
they were inclined to look for some complicated explanation of it, before the simple explanation
occurred to them that the real world did not fulfil the assumptions of perfect competition. Or they
were tempted to introduce into the theoretical scheme elements which, at a superficial glance,
appeared to account for the phenomena of the real world, but which completely destroyed the
logical self-consistency of the theoretical scheme.

It was at such a moment of confusion that Mr. Sraffa declared: ‘It is necessary, therefore, to
abandon the path of free competition and turn in the opposite direction, namely, towards mo-
nopoly.’19 No sooner had Mr. Sraffa released the analysis of monopoly from its uncomfortable
pen in a chapter in the middle of the book than it immediately swallowed up the competitive
analysis without the smallest effort. The whole scheme of analysis, composed of just the same
elements as before, could now be arranged in a perfectly uniform manner, with no awkward
cleavage in the middle of the book. Two simple examples will show this process at work.

First consider the problem of defining a monopoly. It was tempting, under the old scheme, to
arrange actual cases in a series of which pure monopoly would be the limit at one end and pure
competition at the other, but a definition of pure monopoly which would correspond to the defi-
nition of pure competition was extremely hard to find. At first sight it seems easy enough to say
that competition exists when the demand for a commodity in a certain market is met by a
number of producers, and that monopoly exists when it is met by only one. But what is a com-
modity? Must we group together as a single commodity all articles which compete against each
other to satisfy a single demand? In that case, since every article must have some rivals, and
since in the last resort every article represents a use of money which is rival to every other, we



○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○

Chapter 15 Price theorists

344

should be compelled to say that no such thing as complete monopoly exists at all. Or must we
define as a single commodity only a group of articles which is perfectly homogeneous? Then
the slightest degree of difference, from the point of view of their customers, between rival pro-
ducers even of one sufficiently homogeneous commodity, must be taken as a sign that we are
dealing not with one commodity but with several. For if the individual buyer has any reason to
prefer one producer to another, the articles which they sell are not perfectly interchangeable
from the point of view of the buyer, and we are reduced to regarding the output of each producer
as a separate commodity. Thus any attempt at a logical definition of a monopolist drives either
monopoly or competition quite out of the field. It is easy enough to find the limiting case at the
competitive end of the scale. The limiting case occurs when the demand for the product of an
individual producer is perfectly elastic. But what is the limiting case at the other end? The case
in which the demand for the product of the individual is the same as the total demand for the
commodity? Then we are back at the original problem of how to define a commodity. We know
what we mean by ‘selling in a perfect market’, but what is a perfectly imperfect market?

Now as soon as we abandon the attempt to confine monopoly in a pen by itself the whole of
this difficulty disappears. Every individual producer has the monopoly of his own output—that is
sufficiently obvious—and if a large number of them are selling in a perfect market the state of
affairs exists which we are accustomed to describe as perfect competition. We have only to take
the word monopoly in its literal sense, a single seller, and the analysis of monopoly immediately
swallows up the analysis of competition.

The reader may object that there is clearly some sense in which Messrs. Coats have got a
monopoly of sewing cotton, and in which a Bedfordshire market gardener has not got a mo-
nopoly of brussels-sprouts. But this objection is easily answered. All that ‘monopoly’ means, in
this old-fashioned sense, is that the output of the individual producer happens to be bounded on
all sides by a marked gap in the chain of substitutes. Such a gap in nature provides us with a
rough-and-ready definition of a single commodity—sewing cotton or brussels-sprouts—which is
congenial to common sense and causes no trouble. When a single producer controls the whole
output of such a commodity the plain man’s notion of a monopolist and the logical definition of
a monopolist as a single seller coincide, and the difficulty disappears.

A second example of the manner in which monopoly analysis engulfs competitive analysis
can be illustrated from the technique of analysis itself. When Mr. Sraffa declared that the time
had come to re-write the theory of value, starting from the conception of the firm as a
monopolist, he suggested that the familiar tool, ‘maximum monopoly net revenue’, was ready to
hand and that the job could begin at once. But that tool is at best a clumsy one and is inappro-
priate to many of the operations which are required of it. In its place the ‘marginal’ technique
must be borrowed from the competitive chapters of the old textbooks, and adapted to new
purposes.

Whilst many pieces of technical apparatus have no intrinsic merit, and are used merely for
convenience, the use of marginal curves for the analysis of monopoly output contains within
itself the heart of the whole matter. The single assumption which it is necessary to make in order
to set that piece of apparatus at work is the assumption that the individual firm will always
arrange its affairs in such a way as to make the largest profits that can be made in the particular
situation in which it finds itself. Now it is this assumption that makes the analysis of value possi-
ble. If individuals act in an erratic way only statistical methods will serve to discover the laws of
economics, and if individuals act in a predictable way, but from a large number of complicated
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Summing up: Robinson’s chief point s

Robinson addressed the problem of deci-
sion making about price and output deter-
mination by introducing the concept of
marginal revenue. Under free competi-
tion, a firm maximizes profits or mini-
mizes losses by equating its marginal cost
to price. But since price (average revenue)
is equal to marginal revenue, in this case,
the firm also equates marginal cost and
marginal revenue. A monopolist will do
precisely the same thing, although this
behavior is not apparent when expressed
in terms of monopoly net revenue. It mat-
ters not in the least whether we say, as did
Marshall, that a monopolist maximizes
profit by maximizing net revenue or
whether we say, as did Cournot, that a
monopolist will maximize profit when a
price is set that will equate the first de-
rivative of total revenue (marginal rev-
enue) with the first derivative of total cost
(marginal cost). The latter expression,
however, has the advantage of being a
principle equally applicable to competi-
tion and monopoly or to any market struc-
ture combining elements of both.
Marshall’s tool of monopoly net revenue is
unsatisfactory because ‘it introduces an
artificial cleavage between monopoly and
competition.20

Robinson’s discovery of the marginal
revenue curve has greatly facilitated both

the verbal and the graphical exposition of
the behavior of a firm to maximize profits
or minimize losses. It is much simpler to
say that a firm equates marginal revenue
and marginal cost than that it equates the
first derivative of total revenue with the
first derivative of total cost. In addition,
the intersection of the marginal cost and
marginal revenue curves as the determi-
nant of a firm’s output facilitates a much
clearer graphic representation of the
behavior of a firm than one that proceeds
by means of average revenue and average
cost. Chamberlin’s diagrams in The
Theory of Monopolistic Competition depict
the behavior of firms with the help of av-
erage curves only. His diagrammatic tech-
nique is cumbersome in comparison with
Robinson’s, which employs marginal
curves. Her terminology and her geometry
have become standard for the profession.

Robinson herself demonstrated the ver-
satility of her tool in her examination of
the relationship between the average and
marginal revenue curves of a monopoly
firm as opposed to a purely competitive
firm. Their difference derives, she ex-
plained, from the fact that under condi-
tions of pure competition, the individual
firm does not depress market price by of-
fering additional units for sale, with the
result that its demand curve is infinitely
elastic. Since there is no change in aver-
age revenue regardless of the volume of

motives, the economist must resign his task to the psychologist. It is the assumption that any
individual, in his economic life, will never undertake an action that adds more to his losses than
to his gains, and will always undertake an action which adds more to his gains than to his
losses, which makes the analysis of value possible. And it is this assumption that underlies the
device of drawing marginal curves. With bricks of this one simple pattern the whole structure of
analysis is built up.

Source: Reprinted from The Economics of Imperfect Competition by Joan Robinson
(London: Macmillan, 1933) Introduction, pp. 3–6.
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sales, marginal revenue does not change
either. It is, therefore, graphically a hori-
zontal line, identical with average rev-
enue.

A monopolist, on the other hand, is sup-
plying the total market, and this demand
curve has the same characteristics as the
industry demand curve for a purely com-
petitive market. It is the summation of the
demand curves of individual consumers
and is therefore downward sloping. The
price a monopolist can get for an addi-
tional unit of output is always less than
can be got for a smaller volume. Average
revenue declines as output increases, so
marginal revenue will be less than aver-
age revenue. Graphically, therefore, the
marginal revenue curve will lie below the
average revenue curve.21

The equilibrium of the firm, as distinct
from the equilibrium of the group, is
Robinson’s main concern and her main
contribution to the extension of the neo-
classical theory of value. It is therefore
relevant to examine further what contem-
porary theorists have accomplished with
respect to eliminating the so-called dark
spots in neoclassical value theory under
two headings: the first is ‘Equilibrium of
the firm,’ which focuses on the individual
seller of commodities in isolation from any
rivals it may have. The second is ‘Equilib-
rium of the group,’ which examines the
impact rival sellers and buyers have on
one another’s behavior.

Equilibrium of the firm

The conditions of stable equilibrium

Chamberlin and Robinson reflect the
Marshallian origins of their studies on
price in theory, in their concern with the
establishment of equilibrium. Marshall’s
analysis was conducted almost entirely in
terms of the industry, the notable excep-

tion being the case of monopoly, in which
the firm is the industry. Contemporary
theorists, on the other hand, having dis-
carded the notion that the firms of an in-
dustry have infinitely elastic demand
curves, are concerned with the individual
firm as a separate entity. Robinson, fol-
lowing Sraffa’s suggestion, proceeds by al-
lowing the theory of monopoly to swallow
up the analysis of competition. It is, how-
ever, not the behavior of the pure
monopolist that Robinson is concerned
with, but rather the behavior of a firm
that is a monopolist of its own particular
product. The equilibrium position of such
a firm is necessarily affected by the na-
ture of the reaction that its price-output
decisions have on its competitors. Some
method must therefore be devised to deal
with the problem of interdependence.

In the latter respect, there is a striking
difference between Robinson’s approach
and Chamberlin’s. Whereas Chamberlin is
concerned with analyzing the nature of
interdependence and the effect that the
price-output decisions of one firm will have
on those of its rivals, and therefore on the
equilibrium of the group, Robinson makes
the implicit assumption that every firm in
the group, but one, is in equilibrium. It is
thus possible for her to study in isolation
the movement of that firm toward an equi-
librium position, guided by the objective
of maximizing its monetary profits. For
this reason, her analysis leaves the im-
pression of being concerned with simple
monopoly.

Since the individual firm is thought to
move toward its equilibrium position
guided by the objective of maximizing its
monetary profits, the first condition which
must be satisfied is that its marginal rev-
enue must equal marginal cost. Satisfac-
tion of this condition will not, however,
assure a stable equilibrium. Obviously, if
the production of a larger output than the
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one at which MC=MR adds more to total
revenue than to total cost, it will pay a firm
to expand. Robinson has therefore shown
that equality between marginal cost and
marginal revenue is only a first-order con-
dition. The stability of monopoly equilib-
rium depends also on the relationship be-
tween the marginal revenue and marginal
cost curves of a firm. A stable monopoly
equilibrium requires, as its second condi-
tion, that the production of a larger out-
put than that at which MC=MR adds more
to total cost than to total revenue, so that
a further expansion of output is unprofit-
able. This is illustrated in Part A of Figure
15.1, in which MC cuts MR from below.

Since the marginal revenue curve of a
firm is downward sloping, unless it is a
pure competitor, the second-order condi-
tion specified by Robinson for a stable
equilibrium of a firm is satisfied if mar-
ginal cost is increasing or, at least, de-
creasing less rapidly than marginal rev-
enue. In either case, the MC curve cuts the
MR curve from below, as in Part A and Part
B of Figure 15.1. If MC cuts MR from
above, as in Part C of Figure 15.1, so that
MC lies below MR for outputs larger than
that at which MC=MR, the second-order
condition is not satisfied; that is, the maxi-
mum profit is indeterminate, and there is
no stable equilibrium price or output.

Equilibrium when monopoly price
discrimination is possible

Monopoly price discrimination, or the
practice of charging different prices to dif-
ferent buyers of a product or service, is
the ultimate technique for profit
maximization. It is possible only if a seller
who is in a position to control the selling
price has the additional power of distin-
guishing among customers on the basis of
differences in their demand elasticities.
Customers having different demand
elasticities for a particular product or serv-
ice, as, for example, is the case with respect
to most users of a public utility service, en-
able a seller to group buyers according to
their demand elasticities and to charge a
different price to each. The essential re-
quirement for discrimination is the effec-
tive segregation of the various parts of the
total market. Pigou has shown that this
depends on the non-transferability of
various units of output and demand from
one market to another.22

During the 1920s, Pigou was greatly
interested in the special price problems of
railroads and showed that the factor of
non-transferability is significant in ex-
plaining why a discriminatory price struc-
ture prevails in this field. A shipper who
buys a transportation service generally

Figure 15.1 Robinson’s ‘second order’ condition for firm equilibrium
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cannot resell a part of the service to some
other shipper to whom the railroad has
quoted a higher rate.23 The same factor
explains discriminatory rate patterns in
the sale of public utility services generally.
For example, gas or electric power is sold
to industrial users at a lower rate than to
residential users, but they cannot redis-
tribute it, at least not without considerable
expense, to residential users. Thus, the
ability of a utility to maintain a policy of
price discrimination derives from the fact
that ready transference of service from
customer to customer is impossible. If
units of a product or service were trans-
ferable from one market to another, a
monopolist would, for all practical pur-
poses, be forced to adhere to a single-price
system.

A monopolist who can effectively segre-
gate markets and who is not subject to
public regulation can maximize returns by
charging high prices to those customers
whose demands are relatively inelastic,
while at the same time cultivating sales to
other buyers, whose demands are more
elastic, through the offer of low prices.24

Robinson demonstrated that profits will be
at a maximum when marginal revenue in
each submarket is equal to the marginal
cost of the whole product. That is, the to-
tal output of a discriminating monopolist
is determined by the intersection of the
marginal cost curve and the aggregate
marginal revenue curve.

Profit maximization by a discriminat-
ing monopolist is represented in Figure
15.2, in which MR1 is the marginal rev-
enue curve in the market having a less
elastic demand and MR2 is the marginal
revenue curve in the market having a
more elastic demand. They are derived
from their respective demand curves, D1
and D2, and their lateral summation re-
sults in the aggregate demand curve, AD.
The aggregate marginal revenue curve,

AMR, is obtained by summing MR1 and
MR2. The total output is therefore OC,
which is determined by the intersection of
the aggregate marginal revenue curve with
the marginal cost curve. It is composed of
output OA, sold at price P2 to those whose
demands are relatively more elastic, and
OB, sold at P1 to those whose demands are
relatively less elastic. This is the output
that maximizes profit for the discriminat-
ing monopolist since marginal revenue in
each market is equal to the marginal cost
of the whole output. Monopoly net revenue
for output OC is the area under the aggre-
gate marginal revenue curve (total rev-
enue) minus the area under the marginal
cost curve (total costs).25

The chief argument against monopoly
is that it affects welfare adversely because
it restricts output. Robinson, however,
demonstrates that if production takes
place under conditions of decreasing aver-
age cost, it contributes to the welfare of
consumers instead of being detrimental to
their interests because it may result in the

Figure 15.2 Robinson: monopoly price
discrimination



○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○

Chapter 15 Price theorists

349

offer of a larger output. If a monopolist is
able to segregate consumers into distinct
market groups to which he or she charges
different prices, the output may be either
equal to, greater than, or smaller than, it
would be if a single monopoly price were
charged.

Output will be larger as a result of price
discrimination if the more elastic demand
curve is concave while the less elastic
curve is convex or linear. In this case, the
expansion in output sold in the first mar-
ket at a price lower than the single mo-
nopoly price will be greater than the re-
duction in output sold in the second mar-
ket at a price higher than the single mo-
nopoly price. This is so because discrimi-
nation results in an aggregate marginal
revenue curve that is above the simple
monopoly marginal revenue curve.26 If de-
mand curves in both markets are linear,
however, the aggregate marginal revenue
curve will equal the simple monopoly mar-
ginal revenue curve, and output will be no
larger than it would be under a single
monopoly price. The only difference will be
in the way in which output is allocated
between the two markets and the price
that is charged in each.

Equilibrium of the group

Chamberlin’s concept of small and large
groups

The duopoly models of Augustin Cournot
and Joseph Bertrand, which were dis-
cussed in Chapter 11, are a convenient be-
ginning to further inquiry into the so-
called group problem. Their models are
based on the highly artificial assumption
of a conjectural variation of zero with re-
spect to the behavior of competing
duopolists. This assumption means that a
duopolist is depicted as behaving as
though his behavior is independent of that

of his rivals. Cournot hypothesized two
sellers of a costless homogeneous commod-
ity, each of whom tries to maximize net
revenue on the assumption that competi-
tors will not alter the quantity they offer
for sale. Bertrand created a different
model as part of his criticism of Cournot’s
solution to the duopoly problem, in which
the competitors behaved on the assump-
tion that, regardless of the rival’s action,
the other would keep the price unchanged.

The oligopoly case is an extension of the
duopoly problem in which there are more
than two sellers, but the number is suffi-
ciently small so that each seller realizes
that his or her own behavior will influence
not only the price at which he or she can
sell but also rival price policies. The solu-
tion to the small group or oligopoly prob-
lem depends on the assumptions the par-
ticular model makes with respect to the
behavior of the various participants.
Edward Chamberlin’s is the first among
the several models we shall examine.

Chamberlin simplified the problem of
analyzing the behavior of the group by as-
suming that all the firms have identical
cost and demand functions. The group can
then be described in terms of a single firm
that is representative of all firms. The es-
sential difference between the small group
and the large group is to be found in the
reaction pattern that any individual firm
will stimulate among its competitors when
it alters either its price, its product, or its
selling expenses.27

Chamberlin pictures this reaction pat-
tern in terms of the elasticity and move-
ment of the sales or demand curve confront-
ing the individual firm. The demand curve
confronting the representative firm de-
pends on whether its sales are a function
solely of its own price, or also the prices
charged by its competitors. The curve dd in
Figure 15.3 shows how much the representa-
tive firm thinks it can sell at all possible
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prices, provided other firms keep their
prices fixed instead of responding to price
changes it might initiate. This kind of curve
is associated only with a large group be-
cause, in a case like this, the impact of price
change by one firm on its competitors is
likely to be negligible. The large group is,
in this sense, akin to pure competition.
However, it is also akin to monopoly, in that
each seller has a negatively sloped demand
curve for particular products. There are
many sellers in the market, but their prod-
ucts are heterogeneous rather than homo-
geneous because of advertising and other
techniques of product differentiation. The
absence of homogeneous commodities ena-
bles each seller to determine the profit-
maximizing price, which may be quite dif-
ferent from that of other competitive sell-
ers.28 Chamberlin therefore introduced the
term monopolistic competition to describe
it. He reasoned that if there is monopolistic
competition, a price cut will significantly in-
crease the sales of the firm that introduces
it because the cut draws away customers
from rivals. But the effect of the price cut is

spread over so many competitors that the
volume of sales it draws away from any one
firm is too small to cause any such firm to
alter its policy. The DD curve in Figure
15.3, on the other hand, shows how much
the representative firm thinks it can sell at
all possible prices if its competitors always
charge the same price it charges. This curve
is drawn on the assumption that if a par-
ticular firm alters its price, say from OP, an
identical change is made by every other
firm in the group. The result, Chamberlin
suggests, is a sales curve that is less elastic
than the dd curve the firm would face if it
were able to alter its price and not call forth
a similar price change by its competitors. If
the market had only one firm, DD and dd
would be the same curve. However, if there
is more than one firm, the DD curve repre-
sents the actual market share the repre-
sentative firm will enjoy at every possible
price it might charge if competing firms
charge exactly the same price.29 This will
be the case only if the group is small.

Figure 15.3 also sheds some light on the
tendency for oligopoly prices to remain
rigid once they have been determined. Paul
M. Sweezy suggested that, in an oligopoly
situation, a seller is not confronted with the
entire length of DD but with a ‘kinked’ de-
mand curve like dP’D.30 If an oligopolist can
raise the price above OP without rivals fol-
lowing suit, but finds that the sales curve
confronting him at prices above this level
is a highly elastic curve like dP’, a price in-
crease cannot provide a larger share of the
market. If, on the other hand, the price is
reduced below OP’ and rivals do the same,
a price cut will not increase the oligopo-
list’s share of the market.

Thus, a firm that confronts a demand
curve that is relatively inelastic at prices
below OP and relatively elastic at prices
above OP has little incentive either to raise
or to lower price from OP. Sweezy therefore
reasoned that once an oligopolistic seller

Figure 15.3 Interdependence between firms: the
‘kinked’ demand curve
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has fixed his or her price, it will tend to stay
rigid, as will the prices of rival sellers.

The tendency for oligopoly prices to be
‘sticky’ may thus reflect the presence of a
kinked demand curve for the product.

Chamberlin’s equilibrium analysis

While Chamberlin’s diagrams demon-
strate the profit-maximizing behavior of
the representative firm of the group with
the aid of average revenue and average
cost curves, the same thing can be illus-
trated more conveniently with diagrams
that also show the now standard marginal
cost and marginal revenue curves. Thus,
in Figure 15.4, if DD=AR is the sales
curve of the representative firm in a small
group, and SMC and SAC are its shortrun
cost curves, output OQ will be offered for
sale at a price of OP per unit, assuming
that rivals sell at an identical price.

At a price of OP=OP’, there is a pure
profit equivalent to the area CC’P’P.
Whether pure profit will continue to be
enjoyed depends on the entry of new firms
into the market in response to higher-
than-normal profits. If entry into the

group is free, new-comers will encroach on
the sales of existing sellers until pure
profit has been eliminated. Thus, a long-
run equilibrium with only normal profit is
possible when the group is small. The very
existence of a small group, however, usu-
ally implies that entry is restricted in some
way. Chamberlin therefore conceives of
small-group equilibrium as being compat-
ible with any level of pure profit, even in
the long run.

If, on the other hand, a group is large,
new firms tend to be attracted by the
presence of pure profits, precisely as is the
case when competition is pure. Thus, if
there are pure profits, the group will move
to a position of equilibrium in which pure
profit is eliminated. Chamberlin pictured
this move via the demand curve of the
representative firm. Equilibrium is
achieved when a sufficient number of new
firms have entered to shift DD=AR to a
level at which it is tangent to the average
cost curve, as in Figure 15.5, such that
price equals long-run average cost. Total
cost will then equal revenue; thus, only a
normal profit is made and net revenue is
zero.

Figure 15.4 Short-run pure profit: the monopoly
or oligopoly case

Figure 15.5 Long-run equilibrium in the ‘large
group.’ The case of monopolistic competition
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For the firm and the group both to be in
equilibrium in the long run, it is necessary
that it be unprofitable to alter output from
existing capacity (i.e. neither exit from nor
entry into the group can occur). This con-
dition requires that price equals short-run
and long-run average cost, and that short-
run and long-run marginal costs are in-
creasing and equal to marginal revenue.
This is shown in Figure 15.5, in which the
curve DD=AR is tangent to both the long-
run and the shortrun average cost curves.
Short-run and long-run marginal costs are
equal to marginal revenue at output OQ,
and the price is equal to both long-run and
short-run average cost at OP’. Thus, total
revenue and total cost both are equal to
OQP’P, and net revenue is zero.
Chamberlin conceives of this result as be-
ing possible only if the group is large. If
the group is small, which implies that en-
try is restricted, any level of positive prof-
its can persist even in the long run.

In addition to the insight it provides
into the difference between the behavior
of oligopolistic firms and those that are
monopolistically competitive, the preced-
ing analysis also shows that the equilib-
rium output of firms producing under mo-
nopolistic competition cannot be optimal.
This is because the demand curve will al-
ways be tangent to the average cost curve
somewhere to the left of its lowest point,
as in Figure 15.5. Price equals average
cost but not marginal cost, as is the case
under pure competition. Thus, in com-
parison with pure competition, the firm
under monopolistic competition necessar-
ily produces a smaller output at a higher
average cost.31 Does this mean that there
is a waste of resources in monopolistically
competitive markets? No definite answer
can be given to this question. Product dif-
ferentiation provides consumers with a
variety of similar commodities among
which to choose, and the information ad-

vertising provides facilitates choice
among them. Scarce resources that could
be used in other alternatives are neces-
sarily employed for these purposes, but
the question as to whether consumers
are, on balance, better off is a value judg-
ment.

Robinson’s full equilibrium

Robinson, unlike Chamberlin, draws no dis-
tinction between the large group and the
small group. Yet, her concept of full equilib-
rium, as expressed in the following quota-
tion, coincides with Chamberlin’s tangency
solution for large-group equilibrium:

Full equilibrium…requires the double con-
dition that marginal revenue is equal to
marginal cost and that average revenue is
equal to average cost. The double condition
of full equilibrium can only be fulfilled when
the individual demand curve of the firm is
tangent to its average cost curve.32

While she does not specifically limit the
applicability of the tangency solution by
distinguishing between the large group
and the small one, she indirectly recog-
nizes the effect that the absence of free
entry has on profits. She observes that ‘in
trades into which there is no possibility of
entry…there is no upper limit to profit,
though there must be a lower limit at the
level of profits which is just sufficient to
maintain the existing number of firms in
business.’33

Robinson’s definition of costs provides
another possible way of reconciling her
generalized tangency solution with pure
profits. Her treatment of costs includes not
only normal profits but also entrepre-
neurial and factor rents.34 Chamberlin
also includes factor rents and the wages of
management as costs, but he has a less-
inclusive definition of normal profit than
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she does. Thus, the differences between
Robinson’s exposition and Chamberlin’s of
the requirements of equilibrium in the
firm and industry appear to be mainly ter-
minological, despite the differences be-
tween them in the presentation of the
oligopoly case.35

Imperfect competition and factor rewards

Factor rewards under competition

In general, a factor of production is said to
be exploited if the payment it receives is
less than its marginal physical product
valued at its selling price.36 In light of this
definition, Robinson has investigated the
relationship between factor rewards and
their marginal productivities under con-
ditions of buyer monopoly, or monopsony,
in the factor market.37 The impact of
monopsony is most easily understood by
first examining the relationships that re-
sult in a competitive factor market.

In a purely competitive labor market,
such as is represented in Figure 15.6, the
labor supply curve is perfectly elastic and
is represented as W=AC1=MC1. In a long-
run equilibrium situation, W=AC1=MC1
will be a tangent to the average revenue

product curve at its maximum level. This
tangency is represented by the point W on
the average revenue product curve in Fig-
ure 15.6. The firm maximizes profit from
employing labor as a variable factor when
it equates the marginal cost of its hire with
the marginal revenue product, which can
be got from the sale of its product. It will
therefore hire quantity ON1, for which it
will pay OW=N1W’ per unit. This payment
is equivalent to both the average revenue
product and the marginal revenue prod-
uct of the factor. Thus, the factor receives
the full value of its output.

Monopsony and factor exploitation

Robinson’s analysis of the effect of monop-
sony begins with the observation that the
factor supply curves confronting a monop-
sonistic buyer cannot be infinitely elastic,
any more than the product demand curve
confronting a seller who is not a pure com-
petitor can be infinitely elastic. A firm that
is a monopsonist in the purchase of a factor
is confronted with upward sloping average
and marginal cost curves.38 The upward
slope of these curves is significant because
it alters both the amount of factor employ-
ment in an equilibrium situation and the
size of its reward. When the marginal cost
of hiring a factor lies above its average
cost, as in the case when there is not pure
competition in the factor market, the firm
will employ a smaller quantity of the factor
than it would under pure competition, and
the price it pays for its hire will be less
than the value of its marginal product.39

These relationships are illustrated in
Figure 15.7. In this diagram, which repre-
sents the factor demand and supply curves
of the monopsonistic buyer, the firm faces
an upward-sloping average and marginal
cost curves like AC2 and MC2. Their shape
reflects the inability of a monopsonist to
purchase additional units of the same factor

Figure 15.6 Competitive factor pricing:
W=MVP=MRP
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at an unchanged price as is the case in a
purely competitive factor market. For the
purposes of comparison, the perfectly elas-
tic factor supply curve that characterizes
a purely competitive factor market is re-
produced from Figure 15.6.

Both a purely competitive buyer of a
factor of production and a monopsonist
will seek the most profitable level of a fac-
tor employment. This is the level at which
its marginal cost of employment is equal
to the factor’s marginal revenue product.
A monopsonistic employer following this
principle would, as is illustrated in Figure
15.7, employ only quantity ON of the fac-
tor, as opposed to the larger quantity ON1
that would be bought by a competitive
buyer. It would pay the factor a reward
equal to NP, its average product. The av-
erage revenue product of the factor, how-
ever, is less than NM, its marginal revenue
product. Thus, there will be monopsonis-
tic exploitation to the extent of MP, which
is the amount by which the value of the
marginal revenue product of ON units of
the factor exceeds NP’, its price of employ-
ment. Thus, these observations bear, in an
important way, on the problem of factor
exploitation.

If the factor in question is labor,
Robinson has shown that exploitation can
be reduced or eliminated and employment
increased by introducing a minimum wage
at which the supply of labor will be per-
fectly elastic.40 In a situation such as that
depicted in Figure 15.7 an enforced mini-
mum wage rate of OC will eliminate ex-
ploitation and result in the employment
of ON1 labor units, which is the equiva-
lent of the competitive amount of employ-
ment. A competitive firm, guided by the
equimarginal rule, will employ workers
until the weighted marginal physical prod-
uct of labor is the reciprocal of its marginal
cost or the price of its product. Alterna-
tively it hires labor up to the point at
which the marginal value product of labor
is equal to the money wage rate. In sym-
bols, MPn/w=1/p=1/MC and MPn p=w.

J.R.Hicks and The Theory of Wages

Just as Sraffa’s 1926 article challenged
Marshall’s argument regarding external
economies as the source of falling supply
prices on the part of business firms, so in
1929 Maurice Dobb’s short article ‘A
skeptical view of The Theory of Wages’ at-
tacked the relevance of the marginal
theory of value to the labor market.41 It
attracted the attention of J.R.Hicks of the
London School of Economics, leading him
to write ‘Edgeworth, Marshall and the in-
determinateness of wages’ (1930) which
was followed by his book The Theory of
Wages (1932). Among his critical argu-
ments is his argument that, in practice,
wages are at times higher than the equi-
librium wage either as a result of govern-
ment actions or of trade unions. Also, at
times, there is unemployment precisely
because actual wages are higher than the
equilibrium wage. This outcome, Hicks
observed, reflected the changes that had
come into existence in the post-1930s

Figure 15.7 Monopsony exploitation: less
employment and lower than competitive wages
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world. In particular he noted the monetary
system had become relatively elastic so
that it had become able to accommodate
to wage changes. This flexibility has be-
come even greater since the end of World
War II in the sense that, in an economy
that is no longer on the gold standard
(England and the US departed the gold
standard in 1932 and 1933 respectively),
monetary conditions are no longer dictated
from the outside.42 He suggested that, in-
deed, it is no exaggeration to say that ‘in-
stead of being on a Gold Standard we are
on a Labor Standard.’43 It follows that
wages need to be thought of as determined
by an interplay between social and eco-
nomic factors, instead of being based on
economic factors—and crude economic fac-
tors at that—alone.44

A further important aspect of Hicks’s
Theory of Wages is his argument that
there is an inverse relationship between
real wages and the real rate of profit. A
rise in real wages, he argued, is likely to
penalize savings, which would lead to re-
ductions in investment and output and
thus still lower profits, which encourages
the substitution of more capital-intensive
methods for labor-intensive methods.45

Firms react to falling rates of profits by
seeking out new techniques which have,
at least, the potential for raising profit
rates and eventually savings and capital
accumulation so that a new equilibrium
level of output is achieved. Hicks began
with an examination of the workings of the
labor market that ultimately led him in
the direction of examining the process via
which the economy shifts to a higher level
of investment and income. This is the
problem of the traverse, which Ricardo
addressed when he considered the machin-
ery question. That is, Hicks became inter-
ested in examining how an economy shifts
from one equilibrium level to another.46

Concluding remarks

Modern price theory is, analytically
speaking, largely a refinement of the
work of Cournot and Marshall. These
sources are plainly evident in the static
particular equilibrium framework within
which optimal behavior is investigated in
terms of the relationship between mar-
ginal cost and marginal revenue. This im-
plies that, whenever possible, a firm will
continue to engage in a particular activity
until the net gain at the margin is zero. If
there are several activities, then ideally
they should all be pursued until they yield
the same marginal return.

The application of this analytical tool
for predicting the price-output behavior of
business firms has centered primarily on
market situations that lie intermediate
between pure competition and pure mo-
nopoly (i.e. monopolistic competition and
oligopoly). Most modern theorists conceive
of a monopolistically competitive market
as one in which each firm is in competi-
tion with so many rival producers of close
substitutes that its long-run equilibrium
position approximates that of the pure
competitor, in the sense that none is able
to earn ‘pure’ profit, even though each firm
is a monopolist of its own product.

Chamberlin’s term monopolistic compe-
tition, rather than Robinson’s imperfect com-
petition, has become the preferred terminol-
ogy, but it is Robinson’s marginal revenue
concept, and its coupling with marginal cost,
that has become the standard analytical tool
of modern microanalysis. However, the con-
clusions both reached were precisely the
same when they dealt with the same ques-
tions. Indeed, Robinson commented that she
never regarded the distinction between her
imperfect, and Chamberlin’s monopolistic,
competition as being the relevant distinction
between them.47
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It does, however, seem relevant to note
that Mrs. Robinson has had occasion to
reassess her earlier contribution. Twenty
years after the publication of The Theory
of Imperfect Competition, she remarked,
‘The assumptions which were adequate
are by no means now a suitable basis for
an analysis of the problems of prices, pro-
duction and distribution which present
themselves in reality.’48 In particular, she
notes that the treatment of the entrepre-
neur and profits in Economics of Imper-
fect Competition is ‘extremely primitive.’
It is not only hard to generalize about
profit rates and the ‘normal level of prof-
its’ but, also, the notion of ‘equilibrium size’
with respect to a firm has little applica-
tion to reality. Methodologically speaking,
therefore, by the 1950s, Robinson was dis-
tancing herself from the neoclassical tra-
dition, which her 1934 work helped to re-
fine. Based on her work of the last 25 years
of her life, she became recognized as a
post-Keynesian anxious to move beyond
her neoclassical forbears.49
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Questions for discussion and further
research

1 What are decreasing long-run costs? What
criticism did Piero Sraffa make of Marshall’s
reconciliation between the tendency toward
decreasing long-run costs and pure compe-
tition? What has been the significance of
Sraffa’s criticism for modern price theory as
developed by Joan Robinson and Edward
Chamberlin?

2 Describe Chamberlin’s concept of ‘the
group.’ What is the distinction between ‘the
small group’ and ‘the large group’? Demon-
strate graphically. How does the ‘tangency
solution’ (equilibrium solution) for a large
group differ from that of a small group?

3 The tendency towards price rigidity in an
oligopoly situation has been observed many
times. How does Professor Sweezy think
this phenomenon can be explained?

Glossary of terms and concepts

Kinked demand curve
A demand curve associated with oligopolistic
markets that is relatively elastic in the upper
ranges and relatively inelastic in the lower
ranges. It therefore displays a ‘kink’ at which
the selling price will tend to be rigid. This fol-
lows because it is not profitable to reduce
price within that segment of the demand curve
that is inelastic, and it is not possible to sell at
higher prices within the segments in which
demand is elastic.

Marginal revenue curve
A curve showing the revenue that will be
added from the sale of an additional unit of
output. Under imperfect competition, it will al-
ways be downward sloping (and will be below
the average revenue curve) because addi-
tional output can only be sold at a reduced
price. Mathematically, it is the first derivative
of the total revenue curve.

Monopolistic competition
A market situation characterized by product
differentiation.

Monopoly price discrimination
A technique for maximizing profits that can be
utilized by a monopolist who sells to different
groups of buyers who can be identified on the
basis of their demand elasticities. Buyers
whose demands are relatively elastic will be
offered a lower price than those whose de-
mands are less elastic, provided it is impossi-
ble for the first group to resell to the second.
The monopolist will divide output among vari-
ous markets in such a manner as to equate
marginal revenue in each market to the mar-
ginal cost of producing the output.

Monopsony
Buyer’s monopoly. If a firm is a monopsonist in
its labor market it has the power to exploit
workers by paying wages less than the value
of the workers’ marginal revenue product.
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Oligopoly
A market situation characterized by relatively
few sellers, each of whom produces a large
enough share of the total output to be in a
position to influence market price. Chamberlin
called this the small group case, as opposed
to the large group, in which individual firms
can influence price. An oligopoly situation may
also be characterized by product differentia-
tion.

Product differentiation
Various techniques—among them packaging,
trademarks, brand names, advertising—for
the purpose of creating buyer preference for a
particular seller’s product. If successful, it
gives the seller some degree of freedom with
respect to pricing.

4 How did the German writer Heinrich von
Stackelberg amend the Cournot-Bertrand
example of duopoly to arrive at the conclu-
sion that the usual outcome of duopoly is
disequilibrium rather than equilibrium.

5 Describe the contributions to economic
theory that you particularly associate with
Joan Robinson.

6 What is the basis for the challenge Hicks
offers to the traditional view that labor
markets establish equilibrium wage rates?
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Introduction

Certain areas of Marshall’s theory were
vulnerable, because of their reliance on
questionable assumptions, as is the case
with the long-run supply curve, or be-
cause they gave rise to controversial
policy questions. One such question is
whether a system of taxes and subsidies is
the best way to deal with ‘externalities’
that impose costs on society. Marshall’s
successor, Arthur C.Pigou, became em-
broiled in a controversy about that matter
with the American economist Frank
Knight, who is remembered as the
founder of the Chicago tradition of eco-
nomics. Pigou’s approach to the problem,
articulated in his Economics of Welfare,
built on Marshall’s theory of consumer’s
surplus, which depended on the twin as-
sumptions that the marginal utility of
money is constant to consumers and that
utility, which is subjective, is measurable
in cardinal units (e.g. 1, 2, 3…).

Marshall himself recognized that the
first assumption, in effect, made a consum-
er’s demand for a good independent of in-
come. However, resolution of this difficulty
was not apparent until it was suggested
by J.R.Hicks and R.G.D.Allen that econo-
mists do not require the concept of meas-
urable utility if they proceed from the al-
ternative notion that consumers have pref-
erences that can be ranked (i.e. alterna-

tives are ‘more preferred’ or ‘less pre-
ferred’). This approach to the theory of con-
sumer behavior will avoid the problem of
measurability, and also the problem of
making value judgments. This would sat-
isfy the aim of making economics a
valuefree science, which is the goal of logi-
cal positivism.

The leading participants

Arthur Cecil Pigou (1877–1959) was a
man of broad intellectual concern. Indeed,
he won prizes for his essays ‘The causes
and effects of changes in the relative val-
ues of agricultural produce in the United
Kingdom during the last fifty years’ and
‘Robert Browning as a religious teacher’
(published as Pigou’s first book in 1901).
He was also known for his somewhat ec-
centric behavior and dress.1 More to the
point, however, Pigou represents one of
the most paradoxical figures in the his-
tory of economics. He was, on the one
hand, a pioneer in questioning the social
efficacy of unregulated private capitalism
and, on the other hand, the very epitome
of the neoclassical tradition. He studied
under Marshall and succeeded to his
chair of political economy. It was his work
that J.M.Keynes took, during the 1930s,
as representative of ‘the classics,’ whose
conclusions about the tendencies of the
economy fully to employ its resources he

Chapter 16

The ‘new’ theory of welfare and consumer

○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○

behavior



○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○

Chapter 16 Welfare and consumer behavior

361

refuted in The General Theory of Employ-
ment, Interest, and Money. Pigou’s coun-
terattack was to demonstrate that full
employment is theoretically possible un-
der the neoclassical assumptions of wage-
price flexibility. But in his earlier works,
particularly The Economics of Welfare
(1920), he is among the critics of laissez-
faire capitalism.

Pigou was, however, not a critic who
maintained that the answer to society’s
problems is the replacement of the capi-
talistic system. Where others argued in
favor of abolishing capitalism, whether by
revolutionary or evolutionary means.
Pigou explored the possibility of improv-
ing the existing system. The thrust of his
theoretical arguments and policy recom-
mendations commanded only limited in-
terest at the time. However, it has recently
been observed that ‘now that the
Keynesian Revolution has been digested,
and the political divisions of the thirties
and forties have been reconciled in a sys-
tem of welfare capitalism, economists are
becoming increasingly occupied with
policy problems of the kind with which
Pigou was concerned, and in whose analy-
sis he was a pioneer.’2

Frank Knight (1885–1972) was
skeptical of positive action as a means of
combating social and economic ills. Hark-
ing back to the classical liberalism of
Smith and Hume, he helped mold the eco-
nomic views now associated with the eco-
nomics faculty of the University of Chi-
cago, which he joined in 1927. His mistrust
of reformers never altered and was never
more cogently expressed than in his 1950
presidential address to the American Eco-
nomic Association in which he remarked,
‘when a man or group asks for power to do
good, my impulse is to say, “Oh, yeah, who
ever wanted power for any other reason?”
And what have they done when they got

it? So, I instinctively want to cancel the
last three words, leaving simply “I want
power,”—that is easy to believe.’3

Sir John R.Hicks (1904–89) of Oxford
University, became an especially impor-
tant British participant in the reaffirma-
tion of the neoclassical tradition. The re-
finement of modern utility, demand, and
equilibrium analysis is, in large measure,
attributable to the foundation he laid in
Value and Capital (1939) published while
he was Stanley Jevons Professor of Politi-
cal Economy at the University of Manches-
ter. It is largely due to Hicks that the
Paretian technique of the indifference
curve has become a standard tool of mod-
ern microeconomic analysis. He used this
tool to demonstrate that it is possible to
examine consumer behavior without re-
sorting to the assumption that utility is a
cardinally measurable magnitude. He was
eventually able to join Pareto’s utility
analysis to welfare, general equilibrium
and capital theory, with the unified theo-
retical apparatus set forward in Value and
Capital, for which he was recognized with
the Nobel Prize (jointly with Kenneth Ar-
row) in 1972.

Hicks’s rationale for eliminating utility
as a measurable magnitude (and the value
judgments associated with such measure-
ments) is that it makes it possible to elimi-
nate latent elements of Utilitarianism in
economics. As he put it, ‘If one is a Utili-
tarian in philosophy, one has a perfect
right to be Utilitarian in one’s economics.
But if one is not (and few people are Utili-
tarians nowadays), one also has the right
to an economics free from Utilitarian as-
sumptions.’4 The objective of theoretical
neutrality thus underlies Hicks’s recon-
struction of neoclassical demand theory
and the new welfare economics quite as
much as it underlies the thinking of Frank
Knight and the Chicago tradition.
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Controversy about the price mechanism
and resource allocation

Sidgwick and Pigou on ‘externalities’

From the time of Adam Smith, it was rec-
ognized that there are certain undertak-
ings so necessary to the commonwealth
but so unprofitable for the private busi-
ness owner to undertake that their per-
formance by government is essential. Cer-
tain other activities were also identified as
requiring governmental regulation be-
cause they are of a unique public nature or
are performed under conditions of ‘natural
monopoly.’ Common defense, industries
regulated under common law as public in-
stitutions, and those few activities that in-
dividuals are unable to perform for them-
selves, were viewed as appropriate activi-
ties for government. Apart from recogniz-
ing these exceptional activities as appro-
priate for government to perform, the cor-
ollary of neoclassical analysis was that so-
ciety’s welfare is best served by a govern-
ment that allows the market mechanism
to function without restraint.

Although this sharply circumscribed
role for government was generally ac-
cepted, the English economist Henry
Sidgwick (1838–1900) expressed his res-
ervations even before Marshall. Unlike his
contemporaries, Sidgwick recognized the
possibility of a divergence between the pri-
vate product and the social product.5 He
reasoned that an individual’s claim to
wealth is not, under all circumstances, the
precise equivalent of his net contribution
to society. There may be ‘externalities’ as-
sociated with activities that either impose
costs on others for which the individual is
not charged or yield benefits to others for
which the person is not paid. Sidgwick’s
now classic illustrative example hypoth-
esized a lighthouse erected by an indi-
vidual at his own expense for his own ben-

efit, which simultaneously yields benefits
to others who are free riders in the sense
that they bear no part of its cost. In other
cases, individuals have unreimbursed
monetary or psychological costs imposed
on them as a result of another’s activities.
In either case, the private net product of
an activity is not the equivalent of the so-
cial net product. Thus, Sidgwick inferred
there is a prima facie basis for government
intervention on grounds other than those
traditionally accepted.

Sidgwick’s pioneering inquiry into the
problem of the possibility and significance
of divergences between the private and so-
cial product was raised anew by Marshall
and still later by A.C.Pigou in his Wealth
and Welfare (1920). Pigou considered it to
be a major responsibility of the economist
to identify the presence of externalities that
caused divergences between marginal pri-
vate and social products, and to work out
means to eliminate them.6 For example, he
argued that a railroad ought to be made to
compensate farmers and other property
owners whose crops and woodlands are
damaged by the emission of sparks and
smoke. Society’s output is overestimated if
this type of uncompensated damage is un-
derstated in the absence of a compensatory
liability charge. The addition of such a
charge to private costs makes it possible to
identify the whole cost of an operation and
thus provide a basis for eliminating the di-
vergence between the private and social
product. Regulation is therefore necessary
in industries that do not operate under con-
ditions of constant cost in order to prevent
the misallocation of resources.

Pigou on increasing- and decreasing-
cost industries

Pigou was also concerned to explore further
Marshall’s inquiry into the social signifi-
cance of increasing-and decreasing-cost
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industries and the possibility of using
taxes and subsidies to regulate their out-
puts. Following Marshall, he argued that
increasing-cost industries tend to attract
excessive investment, whereas constant-
and decreasing-cost industries are predis-
posed toward underinvestment. His most
provocative example of the limitations in-
herent in the market mechanism con-
cerned the hypothetical case of highway
traffic on alternative roads between two
cities. One of the two roads is poorly sur-
faced and graded but, being sufficiently
wide to accommodate whatever volume of
traffic is likely to use it, it provides service
under conditions of decreasing cost as the
number of cars using it increases. The sec-
ond road is significantly better with re-
spect to surfacing and grading, but its
narrowness limits its capacity. Service is,
therefore, provided under increasing-cost
conditions. The object of Pigou’s example
was to demonstrate that, under pure com-
petition, traffic will tend to distribute it-
self so that the average cost of travel is
the same on both roads. This balance oc-
curs because the cost advantage of using
the better road is offset as a result of the
externalities associated with increasing
congestion. There tends to be excessive
traffic on the well-surfaced road and too
little on the other because the route each
user chooses is based on the marginal pri-
vate cost of his or her choice.

The costs that users of the better road
impose on others by the additional conges-
tion their traffic causes do not concern
them; they have no reason to include the
social costs they generate in their private-
cost calculations. Under competition, the
volume of traffic on each road will tend to
become distributed so that, in equilibrium,
marginal and average private costs are
equal for both alternatives. The marginal
private cost any particular car must pay
as traffic increases on the better road is,

however, less than the total social cost.
The total social cost is the marginal pri-
vate cost multiplied by the number of cars
using this alternative. The larger the vol-
ume of traffic on the better road, the larger
the discrepancy between marginal private
cost and total social cost as a result of ex-
ternalities. Given the volume of traffic, a
user who is charged the amount at which
the private average cost equals marginal
cost, is paying a price that is necessarily
lower than the true marginal cost of add-
ing an additional vehicle. Because of its
failure to assess social costs, the market
mechanism produces a tendency towards
the misallocation of resources between in-
creasing-cost and decreasing-cost indus-
tries.

The difference in the marginal social
costs of using the better road versus the
poorer road suggests that a pure gain
could be achieved for all traffic by altering
the use pattern that the market mecha-
nism tends to establish. The transfer of
one unit of traffic to the poorer road would
not impose a loss on the user who is
shifted, because the marginal private costs
of service are the same on both routes in
an equilibrium situation. The transfer
would, however, decrease the marginal
social cost of using the better road. Thus,
rerouting traffic can produce a net gain to
society. The question, therefore, arises,
how can a socially optimal distribution of
traffic best be brought about?

Pigou argued that an optimal distribu-
tion of traffic can be accomplished by im-
posing a tax equal to the difference be-
tween the marginal private and the mar-
ginal social cost on each vehicle using the
better road. The route a user chooses to
travel will then, as always, be guided by
an estimate of the cost of traveling over
alternative routes. If a tax is levied to use
the better road, the individual necessarily
includes it in his private estimate of the
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cost of travel. The effect is to reduce traffic
on the better road until the true (i.e. inclu-
sive of social costs) marginal cost of using
it is equal to the marginal cost of using the
inferior road. Since the tax for the use of
the better road is equal to the cost associ-
ated with excessive crowding, its imposi-
tion does not add to total travel costs. How-
ever, by increasing the money cost of us-
ing the better road, it encourages a redis-
tribution of the total volume of traffic and
thus contributes to the total welfare.

Knight’s response to Pigou

Pigou’s argument in favor of using the de-
vice of taxes and subsidies to correct di-
vergences between private and social
marginal products was subjected to criti-
cal examination by Knight in ‘Fallacies in
the interpretation of social cost.’7 In this
essay and subsequent writings, he reas-
serted the traditional neoclassical view
that competition would tend to produce
an efficient allocation of resources.
Pigou’s demonstration of the failure of the
market mechanism is, in fact, urged
Knight, indicative of the failure of govern-
ment to establish and protect private prop-
erty rights.8 The results Pigou anticipates
with respect to highway use follow only if it
is assumed that the owner of the better
road fails to set a toll equivalent to the dif-
ference in value to the user between it and
the wider, but otherwise inferior, road. As a
profit maximizing entrepreneur, the owner
of the better road will charge a toll equiva-
lent to the differential surplus, or rent as-
sociated with the service of the good road.
A toll that recaptures this differential sur-
plus, which is rent in the Ricardian sense
of the term, will be exactly equal to the tax
prescribed by Pigou. Furthermore, it will
cause traffic to adjust itself in such a way
that social interests are not abused by pri-
vate decisions to use alternative transpor-

tation routes. Thus, Knight maintains,
Pigou’s conclusion is not evidence of mar-
ket failure calling for government inter-
ference, but rather evidence of the failure
of government to identify and protect
property rights.9

The Menger heritage of Frank Knight

The microeconomic propositions of mod-
ern Chicagoans build chiefly on the work
of Carl Menger, as interpreted and trans-
mitted by Frank Knight. Their analyses
proceed from the premise that choice is
governed by individual perceptions of the
utility associated with alternative courses
of action. Following Menger, Knight main-
tained that the relevant cost of any eco-
nomic decision is the utility of the alterna-
tives sacrificed. No resource has any value
other than that imputed to it by the con-
sumer, whose objective it is to maximize
the returns yielded by a given supply of re-
sources. Knight credits Menger for estab-
lishing the validity of this principle.10

Modern writers in the Chicago tradition
have built on the Menger-Knight perspec-
tive of the relationship between utility and
cost (i.e. the cost of any choice is the util-
ity lost in choosing one alternative rather
than another) to explore the behavior of
the household in managing its time and
income resources. An impressive range of
topics traditionally examined by sociolo-
gists or psychologists has come within
their scope of analysis. Using the frame-
work provided by economic theory, the new
microeconomics has examined such topics
as the allocation of time to education and
training as investment in human capital,
the rearing of children, criminal behavior
as an alternative to market behavior, and
choice among sex partners.11 These inquir-
ies represent contemporary efforts to ex-
plore Knight’s classic observation: To live,
in the human plane, is to choose.’12 It
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should be noted that the modern
microeconomic interpretation of time as a
scarce allocatable input reflects a concep-
tion different from the Marshallian one
that relates time to on-going processes.

Knight on the methodology of economics
and consumer sovereignty

Frank Knight’s effort to clarify the nature
and role of economic man is fundamental
to his defense of neoclassicism. Knight
recognized that the determinants of hu-
man behavior are multifaceted; all of
these aspects cannot be incorporated and
reflected in the behavioral assumptions
made by economists. Knight maintains
that it is necessary to abstract from real-
ity and focus on only those aspects that
are relevant to explaining economic
behavior. Thus, the reasoning of the
economist is predicated on the assump-
tion that when it comes to the material
aspects of life, individuals make choices
which will maximize their gains, both as
consumers of goods and services and as
producers. In making this abstraction,
the economist is following precisely the
same procedure as the natural scientist
who also excludes the influence of those
variables whose operation is either irrel-
evant or prejudicial to the conclusion the
researcher is seeking to establish.

An ‘economic person’ does not and, in-
deed, cannot approximate the individual
of the real world. But the abstraction is
useful, in Knight’s view, for helping us
understand the purely economic dimen-
sion of human behavior. His premise is
that economic activity is directed toward

maximizing producer and consumer gains
and that it is pecuniary behavior the
economist is trying to explain. The con-
sumer is sovereign and, in an uncertain
world, it is the producer who correctly an-
ticipates what consumers want who will
be rewarded with profit. To Knight profit
is thus the return for bearing uncertainty.
It comes as a residual, after all contrac-
tual obligations have been met, and only
because there is no guarantee that sover-
eign consumers will actually purchase
what has been produced. Thus, Knight’s
contribution to the theory of profit is di-
rectly related to his argument about con-
sumer sovereignty.13

Hicks on demand theory

Indifference curves and optimum allocation
of income

The marginal utility theorists established
the principle that a consumer maximizes
satisfaction from a given income when it
is spent in such manner as to make

The chief difficulty with this formulation
is its implicit assumption that economic
behavior is explainable in terms of pleas-
ure-pain principles and that rational con-
sumers can actually quantify those subjec-
tive satisfactions economists refer to as
utility. Both ideas became an embarrass-
ment to thinkers who, like J.R.Hicks, were
concerned with making economics more
scientific.
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Issues and Answers from the Masterworks 16.1
Issue
Is utility theory, and the assumption that utility is measurable in cardinal terms, the
essential foundation for a theory of demand? Can a demand curve be derived, or the
allocation of income among alternative uses explained, without a theory of utility?

Hicks’s answer
From Value and Capital (1939), Chapter 1.

Utility and preference
1. The pure theory of consumer’s demand, which occupied a good deal of the attention of
Marshall and his contemporaries, has received far less notice in the present century. The third
book of Marshall’s Principles still remains the last word on the subject so far as books written in
English are concerned. Now Marshall’s theory of demand is no doubt admirable, but it is re-
markable that it has remained so long upon such an unquestioned eminence. This would be
explicable if there were really no more to say on the subject, and if every step in Marshall’s
analysis were beyond dispute. But this is clearly not the case; several writers have felt very
uncomfortable about Marshall’s treatment, and that it is actually the first step, on which every-
thing else depends, which is the most dubious.

Let us first remind ourselves of the bare outline of Marshall’s main argument. A consumer
with a given money income is confronted with a market for consumption goods, on which the
prices of those goods are already determined; the question is, How will he divide his expendi-
ture among the different goods? It is supposed, for convenience, that the goods are available in
very small units.

Marshall’s argument therefore proceeds from the notion of, maximizing total utility, by way of
the law of diminishing marginal utility, to the conclusion that the marginal utilities of commodities
bought must be proportional to their prices.

But now what is this ‘utility’ which the consumer maximizes? And what is the exact basis for
the law of diminishing marginal utility? Marshall leaves one uncomfortable on these subjects.
However, Pareto threw further light on them.

2. Pareto’s Manuel d’economie politique (1909) has to be reckoned as the other classical
treatment of the theory of consumer’s demand, from which any modern investigation must be-
gin… For the purpose of studying related goods, Pareto took over from Edgeworth14 a geometri-
cal device—the Indifference Curve. When we are concerned, like Marshall, with one commodity
only, we can draw a total utility curve, measuring amounts of that commodity along one axis,
and total amounts of utility derived from those various amounts of commodity along the other
axis. Just in the same way, when we are interested in two commodities, we can draw a utility
surface. Measuring quantities of the two commodities X and Y along two horizontal axes, we get
a diagram in which any point P represents a collection of given quantities (PM and PN) of the
two commodities. From every such point, we can erect an ordinate in a third dimension whose
length represents the amount of utility derived from that particular collection of quantities. Join-
ing the tops of these ordinates, we get a ‘utility surface’. (Exhibit 1)

In principle, this is simple enough; but three dimensional diagrams are awkward things to
handle. Fortunately, having once visited the third dimension, we need not stay there. The third
dimension can be eliminated, and we can return to two.

Instead of using a three-dimensional model, we can use a map (Exhibit 2). Keeping quantities
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Exhibit 1. Hicks’s three-dimensional representation of utility

of the two commodities X and Y along the two axes, we can mark off on the horizontal diagram
the contour lines of the utility surface (the broken line in Exhibit 1). These are the indifference
curves. They join all those points which correspond to the same height in the third dimension,
that is, to the same total utility…

What will be the shape of these indifference curves? So long as each commodity has a
positive marginal utility, the indifference curves must slope downwards to the right. For if X has
a positive marginal utility, an increase in the quantity of X, unaccompanied by any change in the
quantity of Y (that is to say, a simple movement to the right on the diagram), must increase total
utility and so bring us on to a higher indifference curve. Similarly, a simple movement upwards
must lead on to a higher indifference curve. It is only possible to stay on the same indifference
curve if these movements are compensated—X increased and Y diminished, or X diminished
and Y increased. The curves must therefore slope downwards to the right.

The slope of the curve passing through any point P has indeed a very definite and important
meaning. It is the amount of Y which is needed by the individual in order to compensate him for
the loss of a small unit of X. Now the gain in utility got by gaining such an amount of Y equals
amount of Y gained x marginal utility of Y; the loss in utility got from losing the corresponding
amount of X equals amount of X lost x marginal utility of X (so long as the quantities are small).
Therefore, since the gain equals the loss, the slope of the curve amount of Y gained marginal
utility of X amount of X lost marginal utility of Y

The slope of the curve passing through P measures the ratio of the marginal utility of X to the
marginal utility of Y, when the individual has quantities PM and PN of X and Y respectively.

Have we any further information about the shapes of the curves? There ought, it would
seem, to be some way of translating into terms of this diagram the principle of diminishing
marginal utility. At first sight, it looks as if such a translation were possible. As one moves along
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Exhibit 2. Hicks’s indifference curves

an indifference curve one gets more X and less Y. The increase in X diminishes the marginal
utility of X, the dimunition in Y increases the marginal utility of Y. On both grounds, therefore, the
slope of the curve must diminish. Falling curves, whose slope diminishes as we move to the
right, will be convex to the origin, as they have been drawn in the diagram.

But does this quite necessarily follow? As far as the direct effects just taken into account are
concerned, it must; but there are other indirect effects to take into account too. The increase in
X may affect not only the marginal utility of X, it may also affect the marginal utility of Y. With
such related goods the above argument does not necessarily follow. Suppose that the increase
in X lowers the marginal utility of Y, and the diminution in Y raises the marginal utility of X; and
that these cross-effects are considerable. Then the cross-effects may actually offset the direct
effects, and a movement along the indifference curve to the right may actually increase the
slope of the curve. This is no doubt a very queer case, but it is consistent with diminishing
marginal utility. Diminishing marginal utility and convexity of the indifference curves are not the
same thing.

3. We come now to the really remarkable thing about indifference curves—the discovery
which shunted Pareto’s theory on to a different line from Marshall’s, and opened a way to new
results of wide economic significance.

Suppose that we have a consumer with a given money income, who is spending the whole of
that income upon the two commodities X and Y, no others entering into the picture. Suppose
that the prices of those commodities are given on the market. Then we can read off the amounts
that he will buy directly from his indifference map, without any information about the amounts of
utility he derives from the goods.

Mark off a length OL along the X-axis (Exhibit 3), representing the amount of X which he
could buy if he spent all of his income upon X; and an amount OM on the Y-axis, representing
the amount of Y he could buy if he spent all his income upon Y; and join LM. Then any point on
the line LM represents a pair of quantities of the two commodities that he could buy out of his
income. Starting from L, in order to acquire some Y, he will have to give up X in the proportion
indicated by the ratio of their prices; and the price-ratio is indicated by the slope of the line LM.
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Exhibit 3. Maximizing utility: tangency of a price line to an indifference curve

It is only when the line LM touches an indifference curve that utility will be maximized. For at
a point of tangency, the consumer will get on to a lower indifference curve if he moves in either
direction.

Tangency between the price-line and an indifference curve is the expression, in terms of
indifference curves, of the proportionality between marginal utilities and prices.

4. Thus we can translate the marginal utility theory into terms of indifference curves; but,
having done that, we have accomplished something more remarkable than a mere translation,
we have left behind some of the original data; and yet we have arrived at the desired result all
the same.

In order to determine the quantities of goods which an individual will buy at given prices,
Marshall’s theory implies that we must know his utility surface; Pareto’s theory only assumes
that we must know his indifference map. And that conveys less information than the utility sur-
face. It only tells us that the individual prefers one particular collection of goods to another
particular collection; it does not tell us, as the utility surface purports to do, by how much the first
collection is preferred to the second…

From this point of view, Pareto’s discovery only opens a door, which we can enter or not as
we feel inclined. But from the technical economic point of view there are strong reasons for
supposing that we ought to enter it. The quantitative concept of utility is not necessary in order
to explain market phenomena. Therefore, on the principle of Occam’s razor, it is better to do
without it. For it is not, in practice, a matter of indifference if a theory contains unnecessary
entities. Such entities are irrelevant to the problem in hand, and their presence is likely to ob-
scure the vision. How important this is can only be shown by experience; I shall hope to con-
vince the reader that it is of some considerable importance in this case.

Source: Reprinted from Value and Capital by J.R.Hicks (2nd edn, 1946), Part 1, chapter 1,
pp. 1–6.
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Summing up: Hicks’s key points

Among the contributions of J.R.Hicks’s
Value and Capital, none had greater im-
pact than his demonstration that the
economist’s understanding of demand
(and the allocation of income among alter-
native uses) does not depend either on the
assumption that consumers are rational
or that they are able to measure utility.
Pareto’s indifference curve, which was
also independently generated by Francis
Edgeworth, can be used to study market
behavior as a problem of choice that is
constrained by the income available to be
spent. Specifically, increasingly prefer-
able combinations of two goods, X and Y,
to a hypothetical consumer can be repre-
sented by a family of indifference curves.
Hicks determined that, given the prices of
the two goods in question and the consum-
er’s income, all indifference curves must
slope downward and be convex to the ori-
gin of an indifference map. The reason for
convexity is that the marginal rate of sub-
stitution of X for Y, which is the amount of
Y the consumer is willing to give up for an
extra unit of X, decreases as more of X is
acquired, the ratio between income and
the highest indifference curve.15 Thus,
given the prices of the two goods and
given income, a consumer with an indif-
ference map, such as shown in Exhibit 3 of
Hicks’s Value and Capital, maximizes his
satisfaction when the quantities of goods
X and Y consumed are consistent with
Point P because this combination places
the consumer on the highest possible in-
difference curve. However, unlike the
older marginal utility analysis, satisfac-
tion is not equated with specific measur-
able quantities of utility.

Derivation of a demand curve

Hicks also showed that the concept of di-
minishing marginal utility is not essential
to the construction of consumer demand
curves. The typical downward slope of a
demand curve may be derived with the aid
of a family of indifference curves and vari-
ous assumed budget constraints. For ex-
ample, one point on an individual demand
curve for commodity X may be derived
from the indifference map in the upper
panel of Figure 16.1 (a). Given income level
and the prices of goods X and Y, the quan-
tity of commodity X that a hypothetical
consumer would buy at price p1 is X1. This
price-quantity relationship is therefore
one point on the individual’s demand curve
for X, as shown in Figure 16.1(b).

To demonstrate that more X will be
taken at a lower price, assume that its
price has fallen to px2. More of a good X
can then be purchased. There will be a new
line of attainable combinations drawn
from point I/py, (which represents the ra-
tio between the consumer’s income and the
price of good Y) to point I/px2 (see Figure
16.1) which represents the ratio between
income and the new price of good X. The
new price line is a tangent to the higher
indifference curve III at D, at which quan-
tities OY2 and OX2 represent the optimum
allocation of the consumer’s income be-
tween goods X and Y. The relationship be-
tween the lower price, Px2, and the larger
quantity x2, is now a second point on the
demand curve in Figure 16.1(b). If this
operation is repeated using other assumed
prices of X, other points such as X3 can be
identified from which the demand curve is
generated. This demonstration, which fol-
lows Hicks, shows that downward-sloping
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demand curves can be drawn independ-
ently of the assumption of diminishing
marginal utility and the notion that util-
ity is measurable in cardinal terms.16

Although Hicks maintains that the in-
difference curve approach avoids the no-
tion of measurable utility by using the con-
cepts of the marginal rate of substitution,
his critics argue that the assumption of
measurable utility and diminishing mar-
ginal utility is no less implicit in the new
formulation than it is in the older one.17

They point out that a consumer cannot
know which of several combinations are a
matter of indifference unless the person is
able to evaluate the amount of utility they
represent, and that there is a set of mar-
ginal utility curves underlying every set
of indifference curves. Further, if the
analysis is generalized so that the mar-

ginal rate of substitution expresses the re-
lationship between one good and the best
combination of other goods, this is the
same as establishing the marginal rate of
substitution between that good and money.
The marginal rate of substitution then ex-
presses the utility of that good in terms of
the best combination of other goods or in
dollars.

Separation of income effects and
substitution effects

Even if the indifference-curve approach
does not really avoid the assumption of
measurable utility, it has the advantage
of making it possible to separate the in-
come effect of a price change from the sub-
stitution effect. A conventional demand
curve is only able to show that a good will
be purchased at a lower price, but there is
no way of knowing to what extent the in-
crease is the result of substituting the
lower priced good for other higher priced
goods and to what extent it is due to the
increase in real income resulting from a
fall in the price of a good in the consum-
er’s market basket.

Hicks demonstrated that it is possible
to separate the income effect of a price
change from the substitution effect, by in-
troducing a hypothetical compensating
variation in income that is sufficient to
enable a consumer to reach the same in-
difference curve that is made possible by
an assumed change in the price of the
good. Figure 16.2 identifies indifference
curves I and II which represent more pre-
ferred and less preferred combinations of
(say) goods A and B. At given prices pa and
pb and an income of Y, the consumer’s opti-
mum consumption of both commodities is
identifiable as H on indifference curve I.
This is established by drawing a budget
line from Y/pa on the vertical axis to Y/pb
on the horizontal. Y/pa represents the

Figure 16.1 (a). A family of indifference curves
between goods X and Y; (b) Deriving a demand
curve from a family of indifference curves



○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○

Chapter 16 Welfare and consumer behavior

372

quantity of A which could be purchased at
pa if the whole income were allocated to
that good while Y/pb represents the quan-
tity of B that could be purchased with in-
come Y at price pb.

If the price of good B is now assumed to
fall to pb, the increase in real income ena-
bles our hypothetical consumer to pur-
chase a larger quantity of A. This enables
a move to the higher indifference curve II.
The tangency of the new budget line
drawn from point Y/pa to Y/pb’ is tangent at
J to the higher curve.

The question then, is, what portion of
the increased consumption of both goods
is attributable to the income effect of the
price fall and what portion is due to the
substitution effect? To determine this, a
compensating variation in money income
is drawn parallel and above the original
budget line that will enable the individual
to reach indifference curve II without the
reduction in the price of good B. Its tan-
gency at K means that the increase in the
consumption of B from OA1 to OB2 reflects
the substitution effect, while the difference
between OB2 and OB3 is the result of the
substitution effect. The older marginal
utility approach obscures this difference
between these two effects because it does
not lend itself to separating the income

effect of a price change from the substitu-
tion effect.

The new welfare economics

Logical positivism and the new welfare
economics

As was seen in the preceding section, the
persuasiveness of logical positivism was
instrumental in recasting the problem of
maximizing utility into a problem of con-
strained choice, in which the rational
agent selects the best outcome from
among many possible outcomes. A further
objective of Hicks’s Value and Capital
(1939) was to show that this logic can also
extend to explaining producer behavior,
and can also be envisioned as optimizing
decisions that choose between alternative
factor input combinations or product out-
put combinations, subject to a budget con-
straint. Thus, the new welfare economics
(as distinct from the welfare economics of
Marshall and Pigou) concerned itself only
with the requirements for achieving an
ethically neutral optimum with respect to
production and consumption. It brought
the era of welfare economics that began
with Pigou’s Economic of Welfare to a de-
finitive close. The new welfare theorists
searched for value-free propositions in the
sense that they inquired only into the con-
ditions under which the resources of a pri-
vate ownership economy are best used to
satisfy given wants within the framework
of a given distribution of income.18

The choices made by each participant
are guided by the equimarginal principle,
which operates to ensure that the follow-
ing optimum conditions of consumption
and production will be satisfied, despite
the fact that each participant acts in his
or her own self-interest. This is maximum
welfare in the Paretian sense.19 Their ap-
proach is value free and in this sense is

Figure 16.2 Separating income and substitution-
effects
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compatible with the conception of maxi-
mum welfare as a state in which there is
no alternative distribution of commodities
that can improve the position of anyone
without making someone else worse off.
Nor is there an alternative allocation of
factors that can yield a larger output given
the distribution of income and the supply
of resources.
1. Optimum conditions of exchange. Every
household will purchase each pair of con-
sumer goods it consumes until the mar-
ginal rate of substitution between them is
equal for all households consuming both.
Satisfaction of this condition implies that
households cannot add to their satisfaction
by further exchanges.
2. Optimum conditions of production.
Given the technical conditions of produc-
tion, each output will be produced with the
optimal combination of factors. The mar-
ginal rate of substitution between each
pair of productive factors being used to
produce a particular product must be such
that total output cannot be increased by
factor substitution. Alternatively ex-
pressed, this condition means that factor
substitution cannot reduce the factor cost
of the product.
3. Optimum composition of output. The
production of any product A implies the
loss of an alternative product B. Thus, the
marginal rate of transformation between
A and B must be such that it is not possi-
ble to increase the output of either with-
out reducing that of the other. Together
with the second condition, the satisfaction
of this condition implies that the least cost
has been achieved for every pair of out-
puts. That is, the marginal rate of trans-
formation between pairs of products is
equal to the marginal rate of substitution
between the pairs of factors producing
them. If the first condition is also satis-

fied, the marginal rate of substitution be-
tween pairs of products by each household
will be equal to the marginal rate of sub-
stitution between them in production. The
optimum in the producing sector will then
be reached simultaneously with the opti-
mum in the consuming sector.20 The more
important details of neoclassical optimiza-
tion theory follow.

Optimum conditions in the consumer sector

J.R.Hicks shows that Francis
Edgeworth’s box diagram readily demon-
strates the simultaneous optima required
for general equilibrium. Figure 16.3 is
drawn on the assumption that the quan-
tity of two goods available for exchange
between two consumers is Q0 of good A
and Q1 of good B. Curves I, II, III, and IV
represent successively better combina-
tions of the two goods from the vantage
point of one consumer, while curves I’, II’,
III’, and IV’ show the same thing for a sec-
ond consumer. The second set of indiffer-
ence curves has simply been rotated to be

Figure 16.3 Box diagram illustrating optimum
conditions of consumer exchange
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convex to the origin O’ (concave to O) and
superimposed on the first set in order to
visualize the trading opportunities be-
tween them. There are, of course, numer-
ous other indifference curves not shown in
the diagram.21

Given their incomes and their indiffer-
ence curves, a pair of consumers have
various possible quantities of both goods
that each could acquire by trade. Any
point of intersection or tangency between
two indifference curves represents a pos-
sible distribution of goods A and B be-
tween trading partners by moving toward
some point on the line CC’, which is
known as the contract curve. It is drawn
through the point of tangency between the
two sets of indifference curves. For exam-
ple, if point L represents the distribution
of goods A and B between the two first con-
sumers, one of them is on indifference
curve III, and the other is on the indiffer-
ence curve II’. If point J is established by
trade, the second consumer remains on
indifference curve II’, but the first enjoys
an improvement represented by a move up
to curve IV. Every point on the line CC’.
represents a more preferred position for
each of the two individuals than any point
not on the curve. Any exchange that re-
sults in a movement toward the contract
curve may be construed as an increase in
welfare.

In order to demonstrate which point on
the contract curve becomes relevant as a
result of trade, it is necessary to make
some assumptions concerning the rate of
exchange between commodities A and B.
If the rate of exchange is assumed to be
OY of A or OX of B, a price line or line of
attainable combinations can be drawn,
shown by YX. As we have seen previously,
each consumer will do best by seeking the
point at which the price line is tangent to
the highest indifference curve reachable.
In this case, the preferred point for both

will be K, at which the price line is a tan-
gent, simultaneously, to indifference curve
II for the first consumer, and to curve IV’
for the second. K represents an optimum
for the consuming sector in the sense that
neither individual could move to a higher
indifference surface by trading without
pushing the other party to a lower one.
Figure 16.3 thus demonstrates that con-
sumers will maximize their gains from
exchange by moving to a point on the con-
tract curve that equates the marginal rate
of substitution between goods A and B for
consumer 1 to that for consumer 2, and
that equates both to the prevailing price
ratio.22

Vilfredo Pareto, who followed Walras in
the general equilibrium tradition, gener-
alized this conclusion by defining the opti-
mum as a situation in which it is impossi-
ble to improve anyone’s position by either
exchange or production without diminish-
ing that of someone else. The necessity for
achieving the optimum in the producing
sector as well as the consuming sector is
therefore implicit in Pareto’s formulation,
although complete exposition of the re-
quirements of the general optimum did not
appear until the 1930s, when they were
spelled out by Lerner, Lange, Bergson, and
Hicks.23

Optimum conditions in the producing
sector

The indifference curve technique for
analyzing consumer behavior also led
Hicks to develop substitution curves and
transformation curves to study the
behavior of firms in the rational utiliza-
tion of factor inputs and the production of
outputs. Just as an indifference curve in-
dicates the various combinations of two
commodities that yield equal satisfaction
to a consumer, so a substitution curve, or
isoquant, shows various combinations of
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two factor inputs yielding the same total
quantity of a given product to a firm.

Like an indifference curve, an isoquant
is convex to the origin. Because different
resources are not perfect substitutes for
one another, it will take increasing quan-
tities of resource B to substitute for re-
source A in order to produce the same
quantity of a product. This is the same
thing as saying that the marginal rate of
technical substitution of factor A for factor
B is diminishing. The slope of an isoquant
at any point measures the marginal rate
of substitution of A for B. The marginal
rate of substitution of A for B to produce
some output, Z, may be either positive or
negative. But rational producer behavior
rules out a positive substitution ratio be-
cause it implies that the use of more of A
andB results in the same output. Clearly,
it would be unprofitable for a firm to ap-
ply more than the minimum factor input
required to produce a particular volume of
output.

This is represented in Figure 16.4, in
which ridge lines X and Y are drawn to
mark off the limits of rational factor
employment. Those segments of the

isoquants that lie outside the ridge lines X
and Y, as shown by the broken lines in Fig-
ure 16.4, are uneconomic factor combina-
tions and are therefore not relevant to pro-
duction decisions.

To determine the optimum output that
can be produced with a given factor ex-
penditure, it is necessary to know the
prices at which the factors can be pur-
chased. Given that the elasticity of substi-
tution between labor and capital is ex-
pressed as:

 

where a and b represent the quantities of
labor and capital, pa and pb are their prices,
and measures the effect of a change in
relative factor prices on the factor propor-
tion a/b along the same isoquant. Thus, in
Figure 16.4 a firm can purchase any com-
bination of factors A and B that lies on
papb, which is the outlay, or isocost line.
This line connects the point on the verti-
cal axis, which represents the use of a
given budget to purchase only factor A, to
that point on the horizontal axis that rep-
resents the purchase of only factor B. The
isocost line is therefore analogous to the
price line in indifference curve analysis. A
firm could purchase any factor combina-
tion lying on it, such as H, I, and J. But
the best combination is I, for this combi-
nation enables the firm to achieve a big-
ger output (i.e. to produce on a higher
isoquant) with a given factor input. This
is the combination at which the ratio of the
marginal rates of substitution between A
and B is equal to the ratio of their prices.
It is therefore the optimum factor combi-
nation. Generalizing this conclusion for all
firms using A and B implies that the mar-
ginal rate of technical substitution must be
the same for both factors. If this condition
is not satisfied, it is possible to increase the

Figure 16.4 Choosing an optimum combination
of inputs
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total product by substituting one factor for
another until a further shift will no longer
add anything to the total product.

Maximum efficiency of resource use also
requires that each firm produce an opti-
mum amount of each product it turns out.
The various combinations of two products,
say X and Y, that can be produced with a
given input of factor A, can be represented
by a transformation curve. Unless the two
products are jointly produced in fixed pro-
portions (e.g. hides and meat), outputs of
X must be sacrificed to obtain outputs of
Y, given the input of A. Thus, a product
transformation curve will be concave to
the origin.24 Its slope at any point meas-
ures the marginal rate of transformation
between the two products or, what
amounts to the same thing, the ratio of the
marginal costs of the two products. The
individual firm produces the optimum
combination of two products, say X and Y,
with a given factor input when the mar-
ginal rate of transformation between them
is equal to the ratio of their prices. If this
condition is not satisfied, the firm could
produce more of X and less of Y (or vice
versa) and add to its profits. Generalizing
this conclusion to all firms producing X
and Y, and paying the same price for their
factor inputs, implies that the ratio of their
marginal rates of transformation to the
marginal cost of producing the two goods
must be equal. If this condition is not sat-
isfied, a reallocation of inputs could in-
crease the outputs of either or both prod-
ucts without any change in factor input or
the output of other commodities. This gen-
eral equilibrium approach of the new wel-
fare theorists thus demonstrates that a
competitive equilibrium can exist.

This is essentially the problem posed by
Adam Smith in 1776. The divergent inter-
ests of consumers seeking to maximize
their satisfactions and producers seeking
to maximize their profits can, in principle,

be reconciled by the operation of the com-
petitive price mechanism.25 Modern wel-
fare theory has thus shown that there ex-
ists a set of non-negative prices for each
competitive market that would emerge
and be compatible with consumer and pro-
ducer optimization behavior.26

Technical change and changes in factor
shares

A central problem that Hicks addressed in
The Theory of Wages related to the likely
response of the demand for labor to a
change in wages. He recognized that the
degree of substitutability between labor
and capital is the critical determinant.
Remembering that the elasticity of substi-
tution between labor and capital has been
expressed as:

 

it follows that the size of the wage share
relative to the capital share in aggregate
income is the product of their respective
prices and their level of employment. That
is, the distribution of income between
labor and capital is established by the ra-
tio of their earnings.

Hicks’s representation of the substitut-
ability of factors along a given isoquant
subsequently led to the classification of
inventions as ‘neutral,’ ‘labor saving,’ or
‘capital saving,’ and to understanding the
effects of technical progress on income
shares. Technical progress implies that a
technical change makes it possible for an
economy, with given endowments 0a of
labor and 0b of capital, to produce output
Q with lesser inputs. This can be repre-
sented by shifting the isoquant in Figure
16.5 downward to the left.

Hicks describes as ‘neutral’ the type of
technical progress which improves the
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prod uctivity of labor and capital equally.
Their relative incomes increase equally so
that income distribution remains un-
changed. This would be the case if the
isoquant in Figure 16.5 had originally
been somewhere upward and to the right
of Q before taking on the same shape as
the isoquant passing through Q as a re-
sult of technical progress.

If, on the other hand, technical progress
is ‘labor saving,’ it means that the mar-
ginal product of labor rises proportionately
less than that of capital, so that the new
isoquant is steeper than previously. At con-
stant factor prices, firms will be inclined
to employ less labor and more capital.
Labor saving technical change will thus
alter the distribution of income in favor of
capital. Conversely, if technical progress
is ‘capital saving’ and factor prices remain
constant, producers are induced to employ
more labor but less capital because the
marginal product of labor rises relative to
that of capital. The distribution of income
then changes in favor of labor.

Concluding remarks

This chapter has focused on the theory of
resource allocation and consumer choice
as post-Marshallian developments of neo-

classical economics. Its starting point is
Arthur C. Pigou’s analysis of social wel-
fare. Using Marshall’s concept of consumer
surplus, he demonstrated that a system of
taxes and bounties could be developed to
increase welfare. He showed that the prob-
lem of externalities (i.e. social costs that
individuals generate but do not include in
their decision making) could be addressed
by levying a tax on a socially harmful ac-
tivity to limit its extent.

Frank Knight, who is remembered as
the founder of the present-day Chicago
tradition, disagreed with Pigou’s proposed
solution. All that is necessary, Knight ar-
gued, is for the state to guarantee the right
of private property; the owner of a resource
will then charge a toll or fee for its use
which, under pure competition, will be pre-
cisely equal to the tax Pigou recommends.
Although Knight is surely correct that ex-
ternalities can be addressed via a property
rights approach, Pigou nevertheless
emerges as a scholar who was considerably
ahead of his contemporaries in his concern
about the discrepancies between the neo-
classical theoretical model and the real
world.

Before the publication of his Wealth and
Welfare (1920), no one who commanded
the respect of the academic community,
other than Henry Sidgwick, undertook to
inquire about the social consequences that
private actions for profit might have.
Pigou’s distinction between private costs
and social costs constituted an analytical
breakthrough that he himself extended by
recommending that problems of uncom-
pensated damage, such as air and water
pollution, might be dealt with through a
system of fines and subsidies.

The legacy of Frank Knight’s work is also
much in evidence today. Specifically, his
counter argument—that the misallocation
of resources that Pigou attributed to market
failure is, in fact, related to the failure of

Figure 16.5 ‘Neutral’ technical progress
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government clearly to identify property
rights—laid the groundwork for important
contemporary work in that area. Knight’s
influence is also apparent in both the
analysis and policy recommendations of
the Chicago school, whose most prominent
member, Milton Friedman, was honored
with the Nobel Prize in Economics in 1976.

The influence of Hicks’s work is also
much in evidence in contemporary theory.
The foundations he laid, together with
Wald and von Neumann, clarified the con-
ditions under which a decentralized eco-
nomic system, governed by the independ-
ent choices of consumers and business
firms in the marketplace, can achieve effi-
cient resource allocations. Contemporary
theory is indebted to Hicks for the reintro-
duction of Edgeworth’s indifference curve
and box diagram for showing that the pro-
duction isoquant is the analytical counter-
part of the indifference curve as regards
producer behavior.

Hicks’s Theory of Wages also offered a
format for classifying inventions and tech-
nical progress, and for examining their
relationship to the relative size of factor
shares. While Hicks’s model of technical
change related to the economy as a whole,
individual agents are assumed to base
their decisions on an optimizing calculus.
This is implicitly the idea on which Smith
premised the Wealth of Nations, but in
that the calculus remains implicit,
whereas Hicks makes it explicit. The re-
sult is a linkage between Marshallian and
marginalist optimization analysis and the
focus of classical thinkers on the macroeco-
nomic question of the sharing of income
among the three great social classes.

Before turning (in Chapter 17) to busi-
ness cycle theory as a forerunner of the
macroeconomic theorizing that began with
J.M. Keynes’s General Theory of Employ-
ment, Money, and Interest (1936), it is in-
teresting to note that modern theorists

generally accept the proposition that the
relative wage and capital shares in aggre-
gate income have remained fairly con-
stant. Just prior to the outbreak of World
War II, the great English economist, J.
M.Keynes, observed the ‘the stability of
the proportion of the national dividend
accruing to labor is one of the most sur-
prising yet best established facts in the
whole range of economic statistics.’27 Some
two decades later the constancy of the
wage share relative to the profit share was
identified by American economists Law-
rence Klein and Richard Kosabud as one
of the ‘great ratios of econometrics.’28

These observations suggest that technical
progress may have been consistent with
what Hicks described as ‘neutral.’29
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Glossary of terms and concepts

Box diagram (sometimes called an
Edgeworth box)
A closed diagram that encloses the total quan-
tities of two goods available to be exchanged
and the indifference curve families of a pair of
potential trading partners.

Collective goods
Goods consumed by the population as a
whole, for example, police protection, military
hardware, and so forth.

Constrained choice
The process of consumer or producer maxi-
mizing behavior subject to given budgets and
consumer goods or factor prices that limit (or
constrain) choices. The optimal choice is the
commodity (or factor) bundle represented by
the tangency of the budget line to the highest
possible indifference curve.

Consumer sovereignty
A term describing individual ability and free-
dom to make rational choices among all alter-
native goods so that the marginal gain will
tend to equal the marginal expenditure for
each good.

Contract curve
The curve formed by the locus of all the points
of tangency between the indifference curves
of potential trading partners.

Elasticity of factor substitution
The elasticity of (factor) substitution is the per-
centage change in a factor input ratio to a
given percentage change in the price ratios of
the factors to produce a given output. Given a
and b as factor quantities and pa and pb their
prices, the elasticity of substitution can be
written as

Externalities
Social costs (or benefits) that unintentionally
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accompany private production (or consump-
tion) activities. Because these are not incor-
porated into market prices, it has been pro-
posed that they be corrected via a system of
taxes and bounties. Present concern focuses
particularly on externalities that pollute the
environment. The recipient of an unpaid ben-
efit is sometimes referred to as a free rider.

Income effect
The change in the quantity of a good de-
manded as real income changes. The latter
may be the result of a price change or a
change in money income.

Indifference map
A three-dimensional representation of various
combinations of a pair of goods, among which
a consumer is indifferent. Indifference may
equally well be represented by an indifference
curve that will be convex to the origin and
downward sloping because the rate at which
one of the commodities will have to be substi-
tuted for the other will have to be increased in
order for the individual to continue to be indif-
ferent among the combinations.

Isoquant
A curve illustrating the various combinations
of two factors that can be traded off against
one another to produce a specific quantity of a
good. Each point on an isoquant curve repre-
sents the marginal rate of substitution be-
tween the two factors. Because the rate at
which one factor will have to be substituted for
another in order to keep output constant must
increase, an isoquant, like an indifference
curve, is convex to the origin.

Neutral technical progress
A reduction in input requirements which are
consistent with proportion improvements in
the productivity of both labor and capital, and
which preserves the relative proportions of
their factor shares.

Questions for discussion and further
research

1 Explain the difference or distinction between
Pigouian welfare economics and the new
welfare economics.

2 Explain how Hicks improved on demand
theory with the application of indifference
curve analysis.

3 Explain the difference between cardinal and
ordinal measurements of such matters as
utility.

4 In terms of the new welfare economics
(which draws heavily on Hicks), explain the
optimum conditions in the consumer sector
and the corresponding optimum conditions
in the producing sector.

Notes for further reading
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Introduction

Marshall’s Money, Credit and Commerce
(1923) was published virtually at the end
of his long professional career. There had,
however, developed an oral tradition of
monetary theory based on Marshall’s
teaching that was to be continued chiefly
by Arthur C.Pigou, Ralph Hawtrey,
Dennis Robertson, and John Maynard
Keynes. Keynes, especially, has pointed
out that it was a theoretical break-
through, as far as the treatment of money
is concerned, for Marshall to ‘explain how
each individual decides how much money
to keep in a ready form as the result of a
balance of advantage between this (i.e.
cash) and alternative forms of wealth.’1
This emphasis was, analytically, an im-
portant shift from Irving Fisher’s equa-
tion of exchange formulation of the quan-
tity theory. Under Marshall’s influence, it
led to the Cambridge concern with cash
balances (k) in place of V, the velocity with
which money circulates. Marshall’s k is
conceptually equal to 1/v, which is the re-
ciprocal of V.

Marshall’s analysis did not, however,
extend to inquiring about the possible im-
pact of changes in monetary variables on
changing the level of economic activity.
That is, Marshall assumed that money is
neutral. Changes in its quantity or rate of
turnover affect the price level (i.e. the

value of money) but have no impact on the
level of economic activity.

A quite different type of analytical ap-
proach came from the followers of Knut
Wicksell. Wicksell contended that mon-
etary and real phenomena are interrelated
and, as developed in Chapter 13, he offered
the hypothesis that cumulative expan-
sions and contractions in business are gen-
erated by a divergence between market
rates of interest and real rates.

Wicksell’s thesis was the starting point
for all who identified monetary forces as
playing a central role in generating, or at
least facilitating, cyclical disturbances.
Ralph G.Hawtrey of England was among
the first to put money at the center of his
scheme of causation, with Good Trade and
Bad Trade (1913) which also anticipated
his own later work. The issue of the na-
ture and operation of monetary forces as
the critical source of cyclical disturbance
emerged as a matter of special concern for
many in the economics profession. Besides
Hawtrey, Friedrich von Hayek, Ludwig
von Mises, and Fritz Machlup were among
the Austrians who identified monetary
forces, as they operated within the frame-
work of modern banking systems, as es-
sential to the disequilibrium between
‘lower and higher stages of production’
that they identified as the chief feature of
cyclical disturbance. Members of another
group, among them Gustav Cassel, Arthur
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Spietoff, and Joseph Schumpeter, stress
factors that operate in the sphere of pro-
duction, such as inventions and discover-
ies that provide new investment opportu-
nities, besides identifying monetary forces
as indispensable accompanying factors in
cyclical disturbance.

Wicksell’s conception of a possible diver-
gence between the market and natural
rates of interest may also be thought of in
terms of saving and investment
magnitudes as they come into being ex
ante, as plans or expectations, and as they
are realized ex post. Some of Wicksell’s
Swedish followers, who are sometimes
indentified as members of the Stockholm
school, emphasized the effect of diver-
gences between saving (S) and investment
(I) ex ante and ex post in bringing about
cumulative expansions or contractions.
Bertil Ohlin, Erick Lundberg, and Erick
Lindahl are chief among those who
adopted the ex ante—ex post construct.
Their analyses are based on definitions
of saving and investment compatible
with the possibility that S>I or S <I add
the planning stage. Divergences between
saving and investment are concieved to
generate a process through which, ulti-
mately, S=1. This construct also had ap-
peal for several English writers, among
them Dennis Robertson and J.M.Keynes,
who used it in his Treatise on Money. The
work of all of these writers is neo-
Wicksellian. Their common thread is em-
phasis on money as the active factor in
producing changes in real magnitudes,
and the concern with analyzing the proc-
ess of economic change in response to dif-
ferences between expected and realized
phenomena.

Neoclassical monetary theory

The theory of the general price level

The oral tradition of monetary theory that
developed at Cambridge associated price
level changes with fluctuations in the
supply of gold and bank credit in the
forms of notes that were supported by
gold resereves. In addition, in the United
States, the Gold Standard Act of 1900
established a link between gold stocks
and the supply of money in the form of
bank notes. Since the process of note issue
was linked to the needs of trade, and since
high prices appeared generaly to be
associated with prosperous business
conditions (and conversely, falling prices
contracting money supplies and business
contractions), the issue of changes in the
price level became the early focus of
thinkers seeking to explain economic
fluctuation. The best known hypothesis
about the behavior of the general price
level is Irving Fisher ’s transactions
version of the quantity theory of money,
which emphasized changes in M, the
quantity of money, as the causal factor in
bringing about changes in the general
price level.2 His explanation related the
price level (P) to the quantity of money in
circulation (M), its velocity of circulation
(V), and the volume of trade (T). The
statistical measurement of these
components led him to introduce checking
deposits (M’) and their velocity (V’); thus,
his equation of exchange reads MV+M’V’=
PT. His statistical studies concluded that,
in virtually all cases of substantial price
change, the active variable in the
equation of exchange was M, the quantity
of money in circulation. One basis for this
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conclusion is that P is ‘normally the one
absolutely passive element in the
equation of exchang.’3 In addition, V and
V’, which reflect the spending habits of
the communit, are short-run constants.
Moreover, autonomous variations in M’
cannot take place because there is a
stable relationship between primary
money, bank reserves, and the volume of
checking deposits. Thus, Fisher concluded
that changes in the quantity of money are
the source of changes in the general price
level.

What bearing does a change in the gen-
eral price level have on money rates of in-
terest? Fisher’s inquiry into the interaction
of what he termed ‘the impatience princi-
ple’ and ‘the investment opportunity prin-
ciple’ only explained the phenomenon of the
real rate of interest. If, however, the price
level is changing, this will be reflected in
the behavior of the money rate of interest.
More specifically, the money rate of inter-
est on a risk-free loan will be equal, says
Fisher, to the real rate as determined by
the opportunity to invest, plus or minus the
change in the general price level.4

Marshall’s formulation, unlike Fisher’s,
emphasized changes in the use of money.
The public holds some portion of the an-
nual money value of goods and services in
its cash balances at any moment of time.
Marshall thought the essential reason
why people demand cash, or—in modern
terminology—have a preference for liquid-
ity, is to bridge the time gap between the
receipt of money income and its disburse-
ment. If the demand for money for trans-
action purposes is such that the money
stock turns over, say, at a rate of four times
a year, the equivalent of one quarter of the
annual money value of output will be in
cash balances at any moment of time.
Thus, the demand for cash, which
Marshall represented by the letter k, is
equivalent to the velocity of circulation

which is the reciprocal of V or 1/V. By sub-
stituting k for velocity in the equation
MV=PT and rearranging, Marshall’s equa-
tion of exchange reads M=PTk, where M
is the quantity of money at any instant of
time and PT·k is the average level of
prices, given the volume of trade and the
demand for cash to satisfy transaction
needs.

Marshall’s introduction of cash bal-
ances into the equation of exchange has
the advantage of facilitating the examina-
tion of changes in the price level initiated
by changes in the liquidity preferences of
the public as well as changes initiated by
alterations in the quantity of money itself.
Marshall’s introduction of the k factor did
not, however, lead to different conclusions
from those associated with Fisher’s quan-
tity theory. This is because k in the
Marshallian formulation, like V in the
Fisher formulation, is a stable factor. The
demand for money for transaction pur-
poses is a function of the level of income
and institutional factors such as the fre-
quency of the pay period. It is therefore
not subject to autonomous variations that
will affect the general price level inde-
pendently of the quantity of money.

While Marshall recognized the possibil-
ity that people might have a demand for
money as an asset, he viewed holding cash
as somewhat irrational. He reasoned that
if people find themselves with excess cash
balances, say because of wage and price
reductions associated with unemployment
somewhere in the economy, that they
would simply increase their expenditures
on other goods (perhaps indirectly through
investments in capital goods). This mecha-
nism would maintain the general price
level in the face of reduced rates of money
wages, thereby facilitating the real wage
reductions essential to promoting
reemployment of labor if there were lay-
offs anywhere in the economy. Thus, for
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Marshall, the problem of levels of resource
use was considerably less challenging than
the need to explain individual commodity
and factor prices. It was consequently left
to the proponents of the undercon-
sumption doctrine, such as John A.Hobson
and Thorstein Veblen, and the proponents
of the disproportionate investment doc-
trine, such as Michael Tugan-Baranowsky,
Arthur Spietoff, and Joseph A.Schump-
eter, to challenge Say’s law and give the
problem of crisis its place in the economic
theory of the period between 1870 and
1914.

Marshall also left to others the exami-
nation of the relationship between
changes in the general price level and the
demand for money as an asset. His ap-
proach was to dichotomize the pricing
process; that is, the forces operating in the
money market were seen as operating
separately from those operating in the
commodity markets, as though there were
no relationship between them. This is, of
course, the case if there is no demand for
money as an asset. In effect, this assump-
tion has it that a money economy functions
like a barter economy. The demand for
cash balances is then zero, and the money
market is always in a state of equilibrium.
This implies that the money received from
the sale of commodities is always used to
purchase other commodities, which is to
say, the requirements for Say’s identity are
fulfilled in Marshall’s analysis as they
were in the classical analysis that pre-
ceded his.

While Marshall regarded the holding of
cash in excess of transactions needs as ir-
rational, his introduction of the concept of
a demand for cash balances was subse-
quently to become an important part of the
thinking of John Maynard Keynes, who
emphasized the speculative motive for
holding cash.5 He viewed the demand for
cash as a function of interest rates (bond

prices) and, by showing the relationship
between interest rates and the investment
demand schedule, integrated monetary
theory with the theory of income and out-
put. But until this was done, monetary
theory dwelt largely in a compartment
separate from the theory of income, out-
put, and employment, and its content was
virtually limited to the quantity theory of
money.

Acceptance of Say’s law

Since Marshall’s analysis is almost wholly
microeconomic in character and is little
concerned with the behavior of the
economy as a whole, it seems appropriate
to reflect briefly on the reasons for his ap-
parent lack of interest in what is today
called macroeconomic analysis. Macr-
oeconomic analysis, it will be recalled, be-
gan with the Physiocrats. The Tableau
Economique was concerned, not only with
the allocation of resources, but also with
the size of the net product and the require-
ments for its reproduction. While the
Physiocratic emphasis on the unique pro-
ductivity of land and the prime importance
of consumption in maintaining the circular
flow was subsequently found to be unac-
ceptable, it is nevertheless to the
Physiocrats that we are indebted for a fun-
damental concept of macroeconomic analy-
sis. This is the concept that production cre-
ates incomes that constitute the source
from which the circular flow is maintained.
Say’s law is derived from this basic rela-
tionship, although it was directed against
those aspects of the Physiocratic analysis
that Say regarded as untenable.

The conclusions that Ricardo and Mill
drew from Say’s law effectively limited fur-
ther macroeconomic analysis on the part of
their classical contemporaries and followers
because they used the law as the basis for
their conclusion that overproduction for the
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economy as a whole is an impossibility, and
that there cannot be an overaccumulation
of capital.

Marshall, like his classical forebears,
was much more interested in the normal
equilibrium tendencies of the economy
than in its tendency to generate crises and
cycles. He paid limited attention to the
problem of oscillations in trade in his Prin-
ciples. Say’s law, with respect to the im-
possibility of overproduction for the
economy as a whole, was implicitly ac-
cepted. He also concluded that the labor
resources of the economy would tend to be
fully employed and receive a real wage
equivalent to the value of its marginal
product. Full employment is assured be-
cause the tendency for money wages to fall
if there are unemployed workers is associ-
ated with corresponding reductions in real
wages. Since the latter govern the profit-

ability of hiring, wage-rate reductions
were regarded as a reliable mechanism for
assuring full employment. A fully operat-
ing price mechanism, Marshall believed,
could be relied on to achieve what is today
called full employment. Unfortunately, the
substantial prosperity that England’s in-
dustrial development had brought her be-
came threatened in the last quarter of the
nineteenth century. Germany and the
United States emerged as trade rivals in
the production of manufactured goods, and
agricultural raw materials and food stuffs
were being exported into England from
other Commonwealth countries and Ar-
gentina.6 The worsening in the terms of
trade, accompanied by lower money in-
comes and domestic prices, thus precipi-
tated a theoretical issue that was substan-
tially outside of Marshall’s concerns. The
nature of this issue is examined next.

Issues and Answers from the Masterworks 17.1
Issue
What is the source of alternating periods of good and bad trade?

Hawtrey’s answer
From The monetary theory of the trade cycle and its statistical test,’ Quarterly Journal of
Economics, 41 (1926–1927).

The trade cycle is an empirical discovery. That is to say, experience first showed periodical
fluctuations to occur in the state of trade, and then economists set themselves the task of
finding a deductive explanation of the phenomenon.

The experience was not in the first instance statistical. In 1837, when Jones Loyd (afterwards
Lord Overstone) wrote his often-quoted description of the cycle, very little statistical material
was available. ‘The history,’ Jones Loyd said, ‘of what we are in the habit of calling ‘the state of
trade’ is an instructive lesson. We find it subject to various conditions that are periodically re-
turning; it revolves apparently in an established cycle. First we find it in a state of quiescence-
next, improvement-growing confidence-prosperity-excitement-overtrading-convulsion-pres-
sure-stagnation-distress-ending again in quiescence.’

Jones Loyd was generalizing from the experience since the Napoleonic wars. The climax
had been reached by three successive cycles, in 1818, in 1825, and in 1836. Since his day an
ever-increasing wealth of statistical evidence has enabled us to describe the characteristics of
the cycle with growing fullness and precision.

Theories of the trade cycle have, one and all, been invented to fit the statistical evidence.
That in itself makes a statistical test to discriminate among them difficult. All those theories
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which palpably conflict with the known statistics have already been rejected or ought to have
been. If a crucial test as between any two of those which survive is to be found, either it must be
some fact not taken into account by the holders of the theory which it disproves, or there must
be a flaw in the deductive argument by which they reconciled their theory with the fact. In fact,
the application of a statistical test is not a purely inductive process; there is nearly always room
for doubt as to the validity of some part of the deductive argument by which it is shown what
statistical results ought or ought not to follow from the doctrine to be tested.

The monetary theory of the trade cycle includes two principal theses: (1) that certain mon-
etary or credit movements are necessary and sufficient conditions of the observed phenomena
of the trade cycle, and (2) that the periodicity of these phenomena can be explained by purely
monetary tendencies, which cause the movements to take place in succession and to be
spread over a considerable period of years…

The essential characteristic of the trade cycle is that maximum productive activity synchro-
nizes with the maximum price level, and minimum productive activity with the minimum price
level. That is itself a monetary phenomenon. If the consumers’ income and the consumers’ outlay
(the aggregate income and expenditure of the community reckoned in monetary units) remained
unchanged, the price level would rise when production falls and fall when production rises. The
changes in the consumers’ income and the consumers’ outlay are nonetheless a monetary phe-
nomenon, even if they are accompanied with no corresponding changes either in the unspent
margin (the total stock of means of payment, whether money or credit), or in credit conditions.

These monetary movements are a necessary condition of the trade cycle as we know it. That
is a mere matter of arithmetic. But according to the monetary theory of the trade cycle they are
not merely a necessary but a sufficient condition.

This proposition depends upon monetary theory. It cannot be regarded as universally true
without qualification. All that we can show is that, in general, the train of causes which bring
about a contraction of the consumers’ outlay will be accompanied by reduced production, and
the train of causes which bring about an expansion of the consumers’ outlay will be accompa-
nied by a stimulus to production. The stimulus to production will evoke an actual increase in
productive activity if industry is not already employed up to capacity…

The statistical records of the trade cycle are themselves a striking verification of the relation
between consumers’ outlay and production. They are amply confirmed by the experience of
monetary changes occurring outside the trade cycle. Countries with unstable paper currencies
have repeatedly found, both before the World War and since, that every fresh rise in prices is
accompanied by active production, every reaction to lower prices, unless it be very fleeting, by
depression. In fact, if the ‘catastrophe boom’ and the ‘deflation crisis’ have become familiar to
men of affairs at the present day, that is on empirical rather than theoretical grounds. Experi-
ence has of itself afforded the materials for a generalization which is hardly disputed. Theory
has arrived at the same generalization deductively and independently…

If there is to be a statistical test of the monetary theory of the trade cycle, the main function of
the test will be to distinguish between that theory and any other which claims to account for the
periodicity of the fluctuation in productive activity.

Our first step must be to state the deductive basis of the monetary theory itself. What ground
have we for expecting a periodical movement in the amount of the consumers’ income and the
consumers’ outlay extending over intervals of from 7 to 11 years?

It may be admitted at once that there is no way of arriving at the number of years in the period
by a priori reasoning. All we can hope to do is to show that processes are at work at a rate of
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progress not Inconsistent with attaining their turning point after an interval approximating to that
ascertained.

The period for the observation of the trade cycle is the century that separated the Great War
from Waterloo. It was a period of international metallic standards (bimetallic till 1872, and there-
after gold). The regulation of credit was in the hands of a limited circle of Central Banks and
discount markets, the leadership coming more and more into the hands of the Bank of England.
Specie was largely used in active circulation, and in the latter part of the period, when it was
replaced in many countries by convertible paper money, the note issue required—by law or
practice—a proportional gold backing.

The reserves of the Central Banks were therefore always being drawn upon to meet the
needs of active circulation. Gold passed from one country to another and back, and credit policy
was directed in large measure to checking such international movements. But the reserve posi-
tion of all gold standard countries together depended upon the demands for active circulation.
So long as some countries had redundant gold, they could supply the needs of those which ran
short. If all were approaching the limits of safety, there was no resource left (consistently with
the maintenance of the gold standard and the reserve law in which it was embodied) but to
check the passage of currency into circulation.

The periodical development of this position is the foundation of the monetary theory of the
trade cycle. Under the conditions described, the absorption of currency into active circulation
was a very gradual process. If at any time there was a surplus of gold in reserve, the banks
would be induced, for the sake of profit, to increase their lending. But any country that expanded
credit faster than its neighbours, would lose gold and have to slow down again. The countries
that received the gold would then have the opportunity of expansion till they in turn went a little
too fast. Thus those countries that were slowest in expanding credit retarded the others, and
had to be driven by heavy imports of redundant gold to join in the general movement…

A bare statistical compilation would be of little value in a subject of such complexity. It should
be combined at every step with a record of the principal economic and political factors affecting
credit, such as international movements of capital, crop conditions, wars and diplomatic crises,
etc.

The general result to which, according to the monetary theory, it ought to lead would be on
the following lines. Each period of depression should be found to start with high discount rates,
accompanied by an increase in gold reserves and a contraction (or relative contraction) of
active circulation. As gold reserves increase and rise above requirements, there should super-
vene a regime of low discount rates. This regime of cheap credit should persist for a consider-
able time (probably several years) while the gold reserves remain adequate.

Meanwhile an improvement in employment and a rise in commodity prices should be accom-
panied by a decline in the surplus gold reserves, which ought to be traceable to increased
circulation of coin or notes in some (or even in all) gold-using countries…

The statistics ought to show a culmination of the price level, followed after an interval by a
decline in employment and the reductions of wages. After the decline in employment and the
reductions of wages have set in, currency ought to begin to come back from circulation and
relieve the reserve situation. Thereupon a new period of cheap money should set in, while gold
reserves for a time increase and become excessive. In due course the gold reserves should
begin to decline, and then should reach a level at which they are no longer redundant, and so a
new cycle takes its course.
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An investigation of pre-war statistics may go far to verify the monetary theory of the trade
cycle (and also both to elucidate and to modify it), but we still have to consider how far a statis-
tical test can discriminate between it and rival theories. It is commonly supposed that the theo-
ries of the trade cycle are very numerous. Nevertheless it is not easy to find more than two or
three theories which put forward a plausible claim to account for the entire phenomenon. And
here it will suffice to examine two: one which traces the cycle to variations in the demand for
instrumental or capital goods; the other which finds the explanation in the psychology of the
trader…

The psychological theory of the trade cycle is especially identified with Professor Pigou.
Professor Pigou attributes the cycle to the mutual generation of errors of optimism and errors of
pessimism. If people are led to increase output by excessive expectations of a favorable mar-
ket, they will eventually be disappointed, and will have to reduce output as much below normal
as they previously increased it. If output is curtailed through excessive expectations of an ad-
verse market, there will be a shortage, and output must be increased to meet it.

It must be admitted that it is not easy to find a statistical test of this theory. We cannot
measure people’s states of mind. Moreover there is much ground common to it and the mon-
etary theory. Credit expansions and credit contractions are worked through the mental states of
borrowers, who have to be induced to increase or decrease their borrowings. It is ‘optimism’ that
stimulates them to borrow, ‘pessimism’ that deters them. Nor does the psychological theory
exclude the cumulative intensification of optimism and pessimism through the consequent
creation or curtailment of credit…

The difference between the two theories lies mainly in the explanations they respectively
give to the periodicity of the cycle. The transition from activity to depression is caused, accord-
ing to the monetary theory, by the credit expansion being brought to an end through a shortage
of gold reserves and giving place to a credit contraction which curtails demand. According to the
psychological theory, the transition is caused by the disappointment of expectations.

Professor Pigou7 argues that a wave of optimism will lead people to embark on a variety of
enterprises, some of which will consist of no more than supplying current demands, while others
will take several years to complete. The optimism, he implies, will not be completely dispelled till
the more distant results have materialized and those who undertook them have been con-
fronted with disappointment. It is not very clear why the optimism is not dispelled or at any rate
sensibly diminished by those disappointments which come earliest. The explanation might be
found in the monetary accompaniments of the optimism. Credit is created and demand stimu-
lated. But if disappointment is to be staved off by the inflation of demand in the early stages, will
it not be equally avoided in the later stages, so long as credit expands? To make optimism and
pessimism dependent upon credit expansion and credit contraction is to concede the whole
case of the monetary theory.

Statistical investigations do not seem likely to throw much light on this part of the subject. To
support the psychological theory, it would be necessary to show that optimism or pessimism can
not only be originated but sustained independently of the position in regard to gold reserves and
credit; that productive activity can be brought to an end by the disappointment of expectations
while reserves are still adequate and banks willing to expand credit: that pessimism and depres-
sion can come to an end in the face of inadequate gold reserves and a restrictive credit policy.

Source: Adapted from Quarterly Journal of Economics, 41 (1926–1927), pp. 471–86.
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Summing Up: Hawtrey’s key points

Ralph Hawtrey built on Marshall’s oral
tradition and Wicksell’s analysis of credit
expansion and contraction. According to
his analysis, changes in bank credit dis-
turb equilibrium by altering the effective
demand for commodities, which is sup-
ported by the money outlay of consumers.
In equilibrium, consumption equals pro-
duction and consumers’ outlay equals con-
sumers’ income. Consumers and traders
are neither increasing nor decreasing
their cash balances; banks are not chang-
ing the volume of bank credit; and there is
no net export or import of gold. This equi-
librium—an extremely delicate balance,
which is readily disturbed—will give way
to cumulative disequilibrium.

The least likely source of disturbance in
Hawtrey’s view, anticipating Keynes’s em-
phasis on the stability of the consumption
function, is increased spending by consum-
ers out of their balances. Improvements in
expectations cause traders to release cash
and seek increases in bank credit to in-
crease their working capital. Hawtrey con-
ceived of traders to be extremely sensitive
to changes in interest rates, which he
thought to be a principal expense associ-
ated with working capital. But he rejected
Pigou’s psychological theory of the cycle
because it requires a monetary mechanism
to bring about expansions and contractions.
Gold inflows are essential to increase re-
serves and cause banks to lower their dis-
count rates in order to stimulate loans.

If banks release cash as a result of in-
creasing loans, the aggregate money in-
come of the community is increased. Given
conventional attitudes toward cash bal-
ances, Hawtrey assumes the increased in-
come will largely be spent, thus stimulat-
ing excess demand. This result sets up a
cumulative process of expansion in which
additional cash is released by traders and

banks, which adds to consumer income
and outlay. Traders’ stocks are subse-
quently reduced, which encourages them
to use idle balances and seek additional
bank loans, which will be available as long
as there are excess bank reserves; this
process further increases consumer in-
come and outlay. Profits increase because
of the relative shortrun rigidity of wages
and interest rates. Further borrowing is
stimulated because consumers will want
more cash. The cash drain, which may be
exacerbated by an increase in imports and
a flow of gold abroad, inevitably depletes
bank reserves, which forces interest rates
higher, which halts the expansion. This dis-
courages traders from investing in com-
modity stocks or inventory and leads, via
layoffs, to a contraction in consumer in-
come. Eventually, consumer outlay and ef-
fective demand also contract; subsequently,
output and the volume of credit required
for financing it decline. This sequence cul-
minates in crisis and depression.

Hawtrey continues with identifying the
forces that will eventually halt the decline;
these get underway during the contraction
phase of the cycle. One such force is the
easing of the reserve position of banks as
depression continues to reduce cash needs
and improve reserve ratios. Banks then
assume more liberal attitudes about lend-
ing. Revival is facilitated by low interest
coupled with falling stocks of goods. In
short, variations in bank credit that result
from changes in the state of reserves is, in
Hawtrey’s view, the sole cause of cyclical
variations. Most writers of the period would
agree with Hawtrey that bank credit plays
a critical role in the cycle; but, as is elabo-
rated in the next several sections, they gen-
erally do not hypothesize a purely mon-
etary theory of the cycle. Most other early
twentieth-century business-cycle theorists
did not join Hawtrey in hypothesizing a
purely monetary theory of the cycle.
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Yet, monetary disturbances are so
widely viewed as central to explaining eco-
nomic conditions in the aggregate
economy that Hawtrey’s issue of credit
fluctuations as the source of good trade
and bad was surely seminal for subse-
quent inquiries into what is now known
as macroeconomics. Equally important,
Hawtrey’s early use of statistical analysis
anticipates the empirical revolution made
possible by the modern computer.

Hayek’s monetary overinvestment theory

Friedrich von Hayek is among those theo-
rists who argued that monetary forces
alone are not sufficient to explain the phe-
nomenon of the business cycle. The insta-
bility of bank credit is the ultimate cause
of cycles, but its impact is on the structure
of production rather than on variations in
the consumer’s outlay.8

In Hayek’s view, the chief problem of
business-cycle theory is to explain the ex-
traordinary variation in the production of
capital goods, as compared with consumer
goods. The allocation of resources between
the consumer and capital goods industries
of the economy corresponds to the savings
habits of the community and determines
what the Austrians termed the structure
of production. Increased savings reduce
the interest rate and encourage increased
‘round-aboutness,’ or ‘lengthening,’ of the
production process. Conversely, a decrease
in saving raises interest rates and tends
to shorten the process of production. Given
the stability of spending habits, however,
violent changes in the structure of produc-
tion are unlikely, in Hayek’s view, in the
absence of an elastic money supply.

If the market rate of interest falls be-
low the natural rate, the volume of bank
credit demanded by borrowers increases.
Their loans are used to expand the com-
mitment of resources to the capital goods

industries. The shortages of consumer
goods then raise prices and bring about so-
called forced savings. The real capital re-
quired for more roundabout processes of
production is thus extorted via rising
prices from consumers, who have not in-
tentionally changed their consumption
patterns.

Consumers can be kept from reverting
to their original spending patterns as long
as the market rate of interest is below the
natural rate, namely, as long as banks
have excess reserves. Thus, the process of
transferring resources out of relatively
shorter production processes (i.e. the con-
sumer goods industries) into the capital
goods industries continues until banks are
forced to halt the lending process by rais-
ing interest rates.

The structure of production cannot be
restored to compatibility with the level of
voluntary savings, in Hayek’s view, with-
out economic crisis and depression. The
crisis that precedes depression reflects a
shortage of real voluntary savings relative
to the volume of investment that has taken
place. There is overinvestment in the capi-
tal goods industries, which, in effect, wipes
out or, at a minimum, severely reduces the
value of investments in capital-intensive
industries. Thus, workers and other re-
sources are released from longer processes
more rapidly than they can be reabsorbed
into shorter processes. The result is large-
scale unemployment and general defla-
tion. Hayek thus agrees with Hawtrey
that repeated episodes of prosperity and
depression can be avoided only by exercis-
ing proper control over the size of the
money supply. However, whereas Hawtrey
interprets cyclical disturbance as a strictly
monetary phenomenon, Hayek interprets
cyclical variations as reflecting changes in
the structure of production that are incom-
patible with the voluntary savings choices
of the community.
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Both hypotheses are in the tradition of
Wicksell in the sense that they represent
a definitive break with the simplistic
quantity theory view of the relationship
between the quantity of money and the
price level. Both maintain, on the contrary,
that changes in the money supply affect
the real magnitudes of the system. Money
plays a decisive role in bringing about the
cycle and periodically causing real malad-
justments; but in Hayek’s theory, unlike
Hawtrey’s, the business cycle is not inter-
preted as a purely monetary phenomenon.

Other considerations

While there are fundamental differences
between Hawtrey’s view that monetary
movements are sufficient to explain cycli-
cal phenomena and Hayek’s theory that
stresses the role of forced saving brought
about by monetary forces, a common fea-
ture of both theories is their presumption
that business owners are uniquely sensi-
tive to small changes in the bank rate of
interest. Their responsiveness to these
changes is central to the mechanism pur-
ported to trigger cumulative upswings
and downswings.

This hypothesis about the mechanism
of change is at odds with contrary evidence
that business is not much influenced by
changes in the rate of interest, which are
generally too small or too delayed to be
very consequential. Long-term changes in
capital production may be related to
changes in interest rates, but short-term
variations of the cyclical variety are more
likely to be induced by spurts of invention
and innovation and changes in the poten-
tial for making a profit.9 There are a
number of writers whose theories identify
the unique role of real factors in produc-
ing cyclical disturbance, although they do
not negate the contributory role of fluctua-

tions in credit in exacerbating the influ-
ence of more fundamental real causes.
Joseph Schumpeter’s theory of innovation
is among the more highly regarded real
theories of the cycle. Although it is Aus-
trian, rather than Marshallian in inspira-
tion, Schumpeter’s view is neoclassical in
its premise that the economy has strong
tendencies toward recovery from a depres-
sion phase of the cycle that will return it
to a full-employment equilibrium.

Theories of innovation

Schumpeter’s theory of innovation

Invention, innovation, and technological
changes are among the most characteris-
tic aspects of a competitive capitalistic
economy. Joseph Schumpeter viewed
their impact as being so pervasive that he
interpreted the cyclical fluctuations and
development experience of dynamic
economies as having their origin in the
changes they initiate.10 According to his
view of the process, innovational changes
are spearheaded by the unique few entre-
preneurs who, by virtue of their vision
and daring, assume a position of economic
leadership. As their entrepreneurial ex-
pectations are enhanced, they generate a
demand for new productive equipment to
take advantage of the innovated opportu-
nities. If these arise at a time when the
economic system is in a state of equilib-
rium, with all factors fully employed and
entrepreneurs making zero profits (i.e.
there is a static state), the equilibrium is
disturbed. Innovation interrupts the cir-
cular flow because it is facilitated by bank
credit, which enables innovators to bid re-
sources away from other sectors of the
economy.

As long as the banking system is able to
provide credit, the system expands on a
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wave of innovation to a new level of pros-
perity because the profits of successful in-
novators are great and attract imitators
whose investments carry the expansion
into a full-blown prosperity. Innovation
does more than alter the technical aspects
of production and promote a prosperous
business environment. Because of their
inconsistency with existing economic rela-
tionships, innovations induce reorganizat-
ions in the sociological superstructure. The
logic of Schumpeter’s analysis of the far-
reaching effects of innovation on the struc-
ture of society is analytically reminiscent
of Marx’s examination of the impact of
changes in the mode of production.11 The
imitators who follow on the heels of the
captains of industry are less able than the
original innovators, and they arrive at a
less propitious time. Their miscalcula-
tions, coupled with the tightening of credit
which accompanies the expansion of bank
loans, tend to force marginal firms into
bankruptcy. These failures are the harbin-
gers of depression, for they reflect the need
to correct the errors made in the process
of expansion. Error correction is the pain-
ful process of weeding out inefficiencies.
This process is, to Schumpeter, the essence
of depression.

However, for all its destructiveness, de-
pression is also creative in Schumpeter’s
view, for the gains of innovation are truly
assimilated by the economy only during
depression. Depression also stimulates
and encourages the next surge of innova-
tion which will propel the economy to a
new level of economic achievement. Thus,
Schumpeter views the process of capital-
ist development as being inherently unsta-
ble because it is always accompanied by
the turbulence of cyclical expansion and
contraction. Depression is part of the
growth process because it is during this
phase of the cycle that the fruits of earlier
innovation are assimilated. Depression

also causes a more active search for meth-
ods to reduce costs, which is the chief im-
pulse to innovation. The reduction of in-
terest rates, which is characteristic of de-
pression, makes it profitable to exploit new
inventions which are able to initiate a new
phase of expansion.

Innovation and capitalist development

There is still another aspect of Schump-
eter’s theory of capitalist development
which is relevant, especially in relation to
the views of Karl Marx and J.M.Keynes,
with whom he subsequently found him-
self locked in fundamental disagreement.
In Capitalism, Socialism, and Democracy,
Schumpeter expressed the view that the
process of capitalist development will not
continue indefinitely. The system main-
tained its vitality as long as the rugged
individualism of early capitalism pre-
dominated. But with the emerging domi-
nant role of the corporation, control of in-
dustry passed into the hands of hired
managers. As a result, the position of the
bourgeoisie has degenerated relative to
that of a stockholder; thus, instead of
leading the capitalist process, capitalists
merely participate indirectly. As a result,
Schumpeter, like Marx, believed capital-
ism will eventually destroy itself, but for
fundamentally different reasons.

Schumpeter thought capitalism was des-
tined to lose its vitality not as a result of
the increasing misery of the exploited pro-
letariat, but rather because the bourgeoi-
sie loses control of the entrepreneurial proc-
ess. The productive system becomes, not
less efficient as capitalist development ad-
vances, but rather more so; however, in
spite of its technical superiority, the system
will cease to command popular support be-
cause so few persons have the opportunity
for individual action in a bureaucratic soci-
ety. Capitalism, Schumpeter believed, will
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tend to become sociologically untenable.
This is one reason why he rejected so vio-
lently Keynes’s political economy with its
prescriptions for reforming the capitalistic
system. Quite apart from his belief that pre-
scription has no place in scientific econom-
ics, Schumpeter was of the opinion that the
measures proposed by Keynes would has-
ten capitalism’s decline because they are
inherently anti-capitalistic.

Cassel’s theory of innovation and crisis due
to undersaving

The Swedish economist Gustav Cassel
was among those who, like Schumpeter,
identified the force of progress as the chief
cause of the cycle. But whereas
Schumpeter traces the crisis that always
follows expansion to price dislocations
that occur when the gestation period is
completed and the results of innovation
are ready for the market, Cassel at-
tributes the end of the expansion to in-
vestment that is excessive relative to the
supply of saving. According to Cassel, cy-
cles, or conjunctures, as he preferred to call
them, are essentially the result of
progress.12 These forces include not only
technical progress, which is the chief force,
but also population growth and the open-
ing of new countries and new resources. All
innovations and discoveries generate op-
portunities to use fixed capital profitably
on a large scale. A new, high conjuncture
develops when progress has lowered the
cost of exploiting these opportunities rela-
tive to the existing rate of interest.

At the beginning of a period of high con-
juncture interest rates are relatively low,
which encourages investment plans. When
profits are high, as they are in the begin-
ning of a boom, saving and capital forma-
tion are at their highest. Much of this sav-
ing comes from profit makers, who tend to
have high rates of savings.

Expansions commonly end abruptly;
that is, crises occur. These crises, in
Cassel’s view, are indicative of miscalcu-
lation about the community’s capacity to
save. But the miscalculation does not re-
late either to the needs of the community
for fixed capital or to consumer demands.
What has been miscalculated is the com-
munity’s capacity to save. A period of ‘high
conjuncture’ is dependent on the commu-
nity’s willingness to supply the savings to
facilitate the flow of resources into invest-
ment.13 The process of expansion sharply
limits the growth of savings; the scarcity
of labor that characterizes the prosperity
phase raises wages at the expense of prof-
its; and, as this occurs, the level of saving
becomes inadequate relative to the needs
of investors.

The capital shortage evidences itself in
rising interest rates that make it difficult
for businesses to complete previously
planned undertakings. The ability of the
banking system to expand credit can off-
set these difficulties only temporarily, for,
as the prices of capital goods fall and en-
terprises are abandoned, the real scarcity
of capital will become apparent. Cassel
therefore viewed the essential cause to be
an undersupply of savings relative to the
volume of fixed-capital production under-
taken to exploit the opportunities gener-
ated by innovation. Like Hayek, Cassel
associates crises with an insufficiency of
saving. However, whereas Hayek blames
the banking system for facilitating more
roundabout production processes that
force additional saving via higher con-
sumer prices, Cassel associates cyclical in-
stability with the forces of progress and in-
novation that characterize the capitalis-
tic system. Whereas a monetary theorist
like Hawtrey would control fluctuations
by proper control of the money supply,
Cassel (like Schumpeter) sees no way of
overcoming cyclical instability except at
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the expense of curbing the progress and
innovational activities of the capitalistic
system.

The savings-investment controversy

Another possible approach to explaining
expansions and contractions in economic
activity is to examine more specifically
the savings-investment process. While
the concepts of saving and investment,
and the differences between them, have
arisen numerous times in the preceding
discussion, neither of these terms has
been given a precise definition. This is be-
cause the writers who used them thought
that they could rely on their everyday
meaning. Subsequent inquiry by the
Swedish or ‘Stockholm School,’ which
built on Wicksell’s work, and by Dennis
Robertson and J.M.Keynes, made it ap-
parent that it was important to define
‘saving’ and ‘investment’ when using them
as part of an analytical inquiry.

In the overinvestment theories re-
viewed above, the equality of S and I is
associated with an equilibrium state. If I
exceeds S (i.e. I>S) within this framework,
the result is inflation; an excess of S over I
(i.e. S>I) produces deflation. These con-
cepts lent themselves well to expressing
what was generally inferred to be happen-
ing during periods of prosperity and de-
pression. There remains, however, the
matter of how saving and investment
should be defined if one is to be consistent
in speaking about the differences between
them.

Keynes’s treatise on money

Keynes’s Treatise on Money popularized
the concepts of an ‘excess of saving over
investment’ and an ‘excess of investment
over saving’ in English economic litera-
ture. Its novelty in the mid-1930s is at-

tested to by the reference made to it as
‘the new-fangled view, sponsored by Mr.
Keynes in his Treatise, that the volume of
saving may be unequal to the volume of
investment.’14

In the Treatise, Keynes defined invest-
ment as the ‘value of unconsumed output’;
savings was defined as ‘income minus con-
sumption.’ The implication is that an ex-
cess of saving over investment is a state in
which the economy experiences losses;
analogously, by definition, an excess of in-
vestment over savings implies that the
economy is experiencing profit. Profits and
losses are defined in the Treatise as the
amount by which actual entrepreneurial
income exceeds or falls short of the level
that induces entrepreneurs to alter aggre-
gate output and employment.

The main theme of the Treatise is the
problem of price level stability, whereas
the short-run problem of changes in out-
put, employment, and income is the chief
focus of The General Theory of Employ-
ment Interest and Money (1936). Accord-
ing to the schematic of the Treatise, out-
put is divided into what Keynes called
available and non-available output. These
categories correspond to consumption and
capital goods output. Wage costs are the
primary costs of production/or both types
of output. In order for the price level to be
stable over time, wage earners, together
with profit receivers, must save enough of
their income to equal the value of the non-
available output (i.e. investment) pro-
duced. In other words, if the price level is
to be stable, saving (S) must equal invest-
ment (I). If this condition is not met (i.e. if
S<I or S>I), the price level will change.
This will create windfall gains or losses
that will cause the balance between sav-
ing and investment to be restored. For ex-
ample, if there are windfalls, more re-
sources will be utilized in the investment
sector. The accompanying increase in the
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price level increases profits while at the
same time reducing real wages (i.e. there
is a transfer of income to capitalists). Their
higher savings propensities generate an
increase in total savings until their level
is equal to the new level of investment.

The definitions of saving and invest-
ment that Keynes found useful in the Trea-
tise for explaining price-level changes
were discarded in his subsequent, and
more famous, General Theory of Employ-
ment, Money and Interest (1936). What is
important here is to recognize that he fash-
ioned definitions of saving and investment
in the Treatise that were compatible with
his emphasis on the critical role of entre-
preneurial decisions about investment as
the chief determinant of the system. Fur-
thermore, he emphasized that investment
decisions do not automatically match de-
cisions to save out of income. This point
was to become as central to Keynes’s later
intellectual dispute with Classicism as his
repudiation of the quantity theory of
money.15 Thus, there is a common thread
running between the Treatise and The
General Theory, in which his focus shifts
from the problem of explaining price-level
stability to the problem of explaining the
phenomenon of less-than-full employ-
ment.

The ex ante-ex post construct of the
Stockholm School

A group of Swedish writers, among them
Erick Lundberg,16 Bertil Ohlin,17 and
Gunnar Myrdal,18 developed an alterna-
tive set of definitions to those Keynes pro-
posed in The Treatise on Money. Their
scheme distinguished between ‘plans’ or
‘expectations’ and the income, savings,
and investment amounts that are actu-
ally ‘realized.’ Magnitudes that are associ-
ated with plans are ex ante manifesta-
tions. Thus, households and businesses

formulate plans to save based on the in-
comes they expect. Entrepreneurs expect
certain demands, interest rates, costs of
production, and prices, and they formu-
late their investment plans on the basis of
these expectations. Ex ante magnitudes
for the economy as a whole represent the
summing up of these expectations.

There is no reason, according to this
school, for planned saving and planned
investment to be equal ex ante. But they
will be equal ex post. How does this equal-
ity come about? An inequality between
saving and investment ex ante sets into
motion a process that causes realized in-
come to be different from expected income,
realized saving to be different from
planned saving, and actual new invest-
ment to differ from what was planned.19

Unexpected income, unexpected new in-
vestment, and unintentional new savings
materialize. An excess of investment ex
ante over savings has a stimulating effect
and is characteristic of the prosperity
phase of the cycle. Conversely, if savings
exceed investment ex ante, retailers find
themselves with greater stocks than they
expected (unintentional investment) or
lower receipts (unintentional dissavings).
This generates a contraction (or, alterna-
tively, expansion if ex ante I > S), which
brings about equality between saving and
investment ex post. No more can be saved
than is compatible with realized income;
the latter depends on entrepreneurial de-
cisions about investment.

In general, then, and in spite of differ-
ent definitions of saving and investment,
Keynes and the Stockholm School are in
agreement that (1) saving and investment
reflect decisions made by two different
groups who are motivated by different cri-
teria; and (2) entrepreneurial decisions
about investment are the dominant factor
in generating change. Both would agree
that forced saving is not an appropriate
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term to apply to the increase in savings
that accompanies an increase in income.
Even though the increase is unexpected
and unplanned, it is unintentional rather
than forced in the Hayekian sense of the
term. The terms ex ante and ex post seem
more descriptive of the process by which
income changes are generated than is
Keynes’s own terminology. They are now
quite standard terminology for referring
to plans and the results that actually ma-
terialize.20

Concluding remarks

Business-cycle theory progressed very
rapidly during the 1920s and 1930s; in-
deed, it became a major concern of writers
who, unlike Marx and other socialist cri-
sis theorists, were respectably orthodox
politically and in their theories of value
and distribution. Much of the inspiration
came from the work of Knut Wicksell,
whose theory of the relationship between
interest rates, the allocation of resources,
the process of price change, and changes
in the quantity of money was a fundamen-
tal departure from the simplistic quantity
theory of money.

Hawtrey, in particular, identified the
link between credit supply changes, inter-
est rates, and periods of good and bad
trade. Hayek, Cassel, Schumpeter, and a
host of others also focused on the central
role of elastic credit systems in generating
the phases of the trade cycle. Although
there are important differences among
them, in common with Hawtrey they im-
plicate money, as generated by the credit
system, as the active factor in determin-
ing the real magnitudes of the economy.

Hayek, Schumpeter, and Cassel con-
ceive of the prosperity phase as being as-
sociated with the lengthening of the pro-
duction process. They thus also follow in
the tradition of the Austrians—such as

Menger, Wieser, and Böhm-Bawerk.
Hayek blames the phenomenon of the cy-
cle on the elasticity of credit, while
Schumpeter and Cassel, emphasizing the
positive effect of innovations and their ef-
fect on entrepreneurial expectations, see
the role of the banking system as being
accommodating rather than initiating.

The notion of saving and investment as
unrelated phenomena is evident in the
writings of the overinvestment and inno-
vation theorists. However, an analytical
construct, designed to focus more precisely
on differences between savings and invest-
ment magnitudes and on the impact of
such differences, awaited the writing of
J.M.Keynes, Robertson, and the Stock-
holm School. The critical feature of their
analyses is their focus on the key role of
entrepreneurial investment decisions in
bringing about the changes in income lev-
els at which savings and investment are
equal ex post. These analyses pointed in
the direction of future thinking, especially
as it became crystallized in J.M.Keynes’s
General Theory of Employment, Money
and Interest.

Although it includes ‘Notes on the trade
cycle,’ Keynes’s General Theory is not a
theory of the business cycle. As such, it sig-
nals an important shift of emphasis that
distinguishes it from the analyses exam-
ined in this chapter. The hypothesis formu-
lated by cycle theorists conceived of full
employment as an equilibrium condition
towards which the economy tended to re-
turn via the adjustment mechanism the
theory purported to explain. The forces that
generated revival from a depression were
conceived to carry along the seeds of their
own destruction. Ultimately, crisis would
cut short the prosperity phase and produce
the cumulative decline from which it would
eventually recover as forces of revival op-
erated to restore a new equilibrium. This
representation of alternating phases of
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prosperity and depression brought about
by the economy’s internal mechanism of
self-adjustment reflects an essentially dif-
ferent conception of its functioning from
that presented by Keynes in The General
Theory. His preconception, in this work, is
not that of an economy possessing strong
tendencies toward restoring the full em-
ployment of its labor resources, but one that
exhibits tendencies toward equilibrium at
less-than-full employment. Keynes’s criti-
cism of the neoclassical theory maintain-
ing the economy’s tendency toward full
employment on the basis of Say’s law and
Marshall’s law of factor substitution be-
came the basis for what is sometimes called
the Keynesian Revolution. Despite his
Marshallian background, Keynes was to
launch the single most powerful attack on
the neoclassical tradition.
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Glossary of terms and concepts

Business cycles
Recurrent but non-periodic fluctuations in
general economic conditions. Each phase is
believed to carry the seeds that bring about
the succeeding phase. Thus, prosperity—
which is characterized by high employment,
income, and prices, including interest rates—
is interrupted by a crisis that generates reces-
sion that degenerates into depression, which
continues until expansionary forces promote
revival, which eventually culminates in a new
prosperity.

Cambridge equation
M=PTk, where M is the quantity of money and
PTk is the average level of prices given the
volume of trade and the transactions for cash.
The latter is written as 1/V, which is reciprocal
of V, the velocity of circulation in the Fisherine
equation PT=MV.

Ex ante and ex post phenomena
The plans and expectations of households
and business firms with respect to consump-
tion, saving, income, and investment are ex
ante phenomena. If the plans households and
business firms make with respect to saving
and investment diverge from each other, it
sets a process in motion that causes them to
be equal as realized, or ex post, magnitudes.

Innovation
Schumpeter’s term for changes in production
and/or marketing processes introduced by
uniquely talented entrepreneurs. They antici-
pate opportunities for making profits that are
so fundamental that they induce
reorganizations in the sociological superstruc-
ture while promoting the revival of the
economy during the depression phase of the
cycle.

Overinvestment theories and the cycle
Theories that identify the cause of cyclical dis-
turbance with excessive investment. Mon-

etary theorists typically associate excessive
investment with excessive credit expansion.

Underconsumption theories and the cycle
Theories that identify the cause of cyclical dis-
turbance with purchasing power insufficien-
cies. Some, like the A plus B theorem, at-
tribute the deficiency to the presence of
interbusiness payments which, unlike pay-
ments to individuals, do not finance the pur-
chase of consumer goods. Others attribute
purchasing power insufficiency to excessive
saving by capitalists and high-income groups.
Depending on their special emphasis,
underconsumption theories are akin to
oversaving theories

Questions for discussion and further
research

1 A critical feature of business-cycle analysis
is the necessity for providing an explanation
of the turning points of a cycle. Explain why
the matter of turning points is so central to
business-cycle theorizing. What are the
phases of the business cycle and what are
the characteristics of each phase?

2 Ralph Hawtrey’s theory of the business
cycle is among the important monetary
theories of the cycle that were offered
during the 1920s. Explain the key features
of Hawtrey’s theory, especially as regards its
monetary character. How is his theoretical
hypothesis related to empirical findings
about cyclical phenomena?

3 Joseph Schumpeter has argued that
innovation is among the most characteristic
features of competitive capitalistic econo-
mies. What is the nature of an innovation
and how is the process related to the role of
the entrepreneur as the personification of
economic leadership. How does innovation
set into motion the forces that are necessary
to generate an economic revival whose
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cumulative effect is the prosperity phase of
the cycle?

4 Why does a prosperity period typically come
to an end? In what sense does Schumpeter
argue that the depression phase of the cycle
is the one during which the economy
consolidates the gains from the preceding
prosperity?

5 Schumpeter’s theory of economic develop-
ment considered the possibility that the
capitalistic system will eventually become
socially untenable. Why? How does his
analysis of the possible end of capitalism
differ from that of Karl Marx?

6 How has the Stockholm school used the
concept of savings and investment ex ante
and ex post to distinguish between eco-
nomic plans and outcomes as an analytical
tool to explain what happens over the
course of a business cycle?

7 How is the Cambridge equation useful for
explaining changes in the price level? How
is it different (or similar) from Irving Fisher’s
equation PT=MV?
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PartV

The Dissent from Neoclassicism,
1890–1945



Key dates

1898 Thorstein Veblen ‘Why is economics not an
evolutionary science?’

1899 Thorstein Veblen Theory of the Leisure Class
1913 Wesley Clair Mitchell Business Cycles
1922 Thorstein Veblen The Engineers and the Price System
1922 John A.Hobson Economics of Unemployment
1923 John Maurice Clark Studies in the Economics of

Overhead Cost
1923 J.M.Keynes Tract on Monetary Reform
1930 J.M.Keynes The Treatise on Money
1933 H.D.Dickinson Price Formation in a Socialist

Community
1935 Enrico Barone The Ministry of Production in a

Socialist State
1935 Ludwig von Mises Economic Calculation in a Socialist

Commonwealth
1935 G.D.H.Cole Principles of Economic Planning
1936 J.M.Keynes The General Theory of Employment,

Interest and Money
1938 F.M.Taylor The Guidance of Production in a

Socialist State
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An overview of the dissent from
neoclassicism

The dissent from orthodox thinking in
economics after 1890 and into the twenti-
eth century is essentially a critique of the
written and oral tradition of neoclassi-
cism that Alfred Marshall originated at
Cambridge University. The dissent from
this tradition was the product of multiple
forces, the most obvious of which was the
transformation of the capitalistic system
itself. The system’s institution of private
property, under which market forces di-
rect production, exchange, and distribu-
tion, held firm, as did the right of inherit-
ance and enforceability of contracts to use
property to earn profit. But important
changes were under way. Specifically,
both England and America experienced a
decline in the number of small business
enterprises. Capitalist owners partici-
pated less actively as business became in-
stitutionalized under the aegis of large
corporations owned by stockholders and
run by a professional managerial class.

The emergence of the corporation as the
dominant form of economic organization
changed consumer behavior and the proc-
ess of saving and investment in ways that
traditional theory did not appear to take
into account. These institutional changes
sparked a literature that was critical of the
neoclassical paradigm to which most
thinkers adhered. Later, there was an ef-
fort to develop alternative theories in-
tended to replace the neoclassical para-
digm.

The criticisms directed at neoclassical
economics can be conveniently classified
under several major headings.
 
1 The continuing controversy about the use

of the deductive method to establish gen-
eral laws about the behavior of the eco-
nomic system and those who participate in

the economic process. Members of the his-
torical school continued to raise the issue of
method, and their arguments were echoed
by those who became associated with the
American Institutionalist school.

2 The appropriateness of the concept of equi-
librium, which the economist borrowed
from the science of physics, to describe the
behavior of the economic system was re-ex-
amined.

3 The validity of the assumption that sover-
eign consumers and producers behave ra-
tionally to maximize the outcome of their
choices became a hotly debated issue. The
relevance of marginal utility in guiding
consumer choice was a related matter of
controversy.

4 The possibility of achieving an efficient al-
location of resources in a socialist state, in
which a planning board, rather than the
price system, directs production and distri-
bution, was presented as an alternative to
capitalism.

5 The possible occurrence of involuntary un-
employment in a capitalistic economy was
examined on the premise that, because this
system is typically characterized by a high
propensity to save, it may be incapable of
generating sufficient aggregate demand to
employ its labor resources fully.

 
Understandably, those who dissented from
neoclassicism did not all focus on precisely
the same challenges or pursue the same
intellectual alternatives. American schol-
ars were critical of both the deductive
method of Neoclassicism and the assump-
tions on which its laws were based. But,
their chief objective was to pursue institu-
tionally oriented studies of people func-
tioning as social groups, in corporations,
unions, schools, churches, and other or-
ganizations, rather than as atomistic in-
dividuals.

Many American scholars had studied at
German universities, where they came
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under the influence of the historical
school. Not only did they appreciate his-
toricism as an alternative to deductive
analysis as a method of study, they also
became influenced by German
sozialpolitik and its concern with social
reform. Many were also receptive to
Herbert Spencer’s philosophy of social evo-
lution, which rejects the view that the uni-
verse functions in accordance with a pre-
ordained natural order. Human beings
and their institutions are increasingly in-
terpreted as subject to Darwinian change;
both must adapt to suit newly emerging
conditions. Spencer’s goal, therefore, was
to apply the methods of the emerging life
sciences, biology in particular, to the study
of social phenomena.

While Spencer’s system postulated that
social institutions are inherently benefi-
cent, the evolutionary approach of social
Darwinism raises the intellectual possibil-
ity of challenging the orthodox conclusion
of social harmony. John Dewey, the phi-
losopher, thus argued that the process of
change poses questions and problems that
require pragmatic solutions. He empha-
sized the necessity for developing an ana-
lytical, or instrumentalist, framework
within which pragmatic or problem-solv-
ing answers can be derived. The intellec-
tual influences of Spencer and Dewey are
reflected in the evolutionary approach
adopted by the Institutionalists for under-
standing the functioning of the economic
process. These influences also led them in
the direction of developing a theory of ‘so-
cial value’ and to propose various social
engineering measures to serve the com-
mon interest.

The dissent from the neoclassical para-
digm, which builds on the Spencer-Dewey
evolutionary approach, is presented in
Chapter 18, which examines the contribu-
tion of the Institutionalist school. Its focus
is on the work of four of its most repre-

sentative proponents: Thorstein Veblen,
who is the founder of the Institutionalist
tradition; Wesley Clair Mitchell, founder
of the National Bureau of Economic Re-
search, who built his empirical approach
to economics on the Institutionalist credo;
John Maurice Clark, who is remembered
chiefly for his theory of overhead cost; and
Clarence E.Ayres. Ayres was the leading
American institutional economist of the
post-World War II era. However, he was a
leading critic of economic orthodoxy well
before 1945. The essentials of his criticism
are therefore addressed in Chapter 18,
while his theory of economic progress and
his related efforts to develop a theory of
social value are part of his post-1945 con-
tribution. These topics are thus postponed
until Chapter 22, which examines the
work of several contemporary iconoclasts.

A different kind of dissent from the neo-
classical paradigm came from thinkers
who undertook to answer the question: is
a rational allocation of resources possible
under socialism? Some, like Oskar Lange
of the Austrian school and Frederick
M.Taylor, a past president of the Ameri-
can Economic Association, approached the
question as a scientific problem to be an-
swered on its own merits. Others were
Fabian socialists whose interest in the
question was part of the broader goal of
achieving socialism without resorting ei-
ther to Marxian theory or the revolution-
ary methods that Marxian socialists re-
garded as necessary. Their dissent from
economic orthodoxy is examined in Chap-
ter 19, which also addresses the Fabians’
analysis of the phenomenon of economic
depression.

The Fabian concern about analyzing the
causes of economic depression was shared
by others, among whom John Maynard
Keynes became most influential. Keynes
questioned the capability of private-enter-
prise economies to restore full employment
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through the operation of market forces.
Thus, he interpreted persistent unemploy-
ment as a phenomenon that the prevail-
ing paradigm could not explain. His Gen-
eral Theory of Employment, Money and
Interest (1936) challenged the validity of
the neoclassical conclusion that an
economy characterized by flexible wages
and prices will have strong equilibrium
tendencies. Chapter 20 examines this ar-

gument and Keynes’s theory of aggregate
effective demand, which he developed as
an alternative to the prevailing neoclassi-
cal paradigm. His message was hailed as
a major analytical breakthrough and was
widely interpreted as an intellectual revo-
lution from which we would all emerge as
Keynesians. The provocative question of
whether we are, indeed, all Keynesians
now, is left to our concluding Part Six.
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Economic thought, circa 1890, on the
American side of the Atlantic Ocean was
different in a number of ways from what
developed in England and on the Conti-
nent. The seemingly boundless supply of
resources in an economy that was on the
verge of full-blown industrial revolution
seemed to promise everlasting prosperity
for the nation and for hard-working,
thrifty individuals. This philosophical
perspective is consistent with what is
sometimes called clerical economics.
Clerical economics maintained that there
is a divine link between ethical behavior
and favorable economic outcomes; capi-
talism is the natural system for guiding
production, exchange, and distribution
activities to achieve optimal results. In-
terference with the free operation of mar-
ket forces is not only inefficient, it is im-
moral in the sense that it interferes with
natural law. The virtue of hard work pro-
motes production and saving without
which there will be poverty for at least
some members of society. In America,
clerical economics was thus the counter-
part of Victorian moralizing in England.

Although the predominant economic
philosophy in America, as in England, was
conservative, it is relevant that the reac-
tion against conservative thinking and
policy in America had different roots from
England’s. During the very short span of
years from the Civil War to the end of the

century, America experienced the turbu-
lence of several important movements that
reflected economic and political unrest.1

There was the labor movement, which cul-
minated in the American Federation of
Labor; the Greenback and Populist move-
ments, which promoted cheap paper and
silver currency; the Granger movement,
which aimed to raise farm prices; the an-
titrust movement that culminated in the
passage of the Sherman Anti-Trust Act
(1890) and The Interstate Commerce Act
(1887); and the Progressive movement,
spearheaded by the General Federation of
Women’s Clubs, whose aim was to achieve
legislative changes to reform the system.

The dissenting spirit of the thinkers
who are grouped under the umbrella term
Institutionalism is best understood, not
only as a reaction against clerical econom-
ics, but also against the background of the
changing scene of American business and
society and the growing influence of
Dewey’s pragmatic philosophy. Pragma-
tism begins with the observations of cur-
rent experience, followed by hypothesis
formulation and, finally, the testing of
those hypotheses. This is an essentially
different methodology from that used to
establish classical (and neoclassical) gen-
eralizations or laws. These are derived by
deductive logic from a group of postulates
or premises (recall, for example, Senior’s
four postulates). Whereas Senior’s postu-
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lates and the reluctance of the logical posi-
tivists to make value judgments precluded
policy prescriptions by economists, the
philosophy of pragmatism provides the
basis for proposing action. It leads directly
to the view that the concern of a social sci-
entist is, quite properly, social engineer-
ing; that is, the achievement of social ob-
jectives.

A whole group of American thinkers
reached intellectual maturity during the
turbulent period between the Civil War
and America’s entry into World War I. To
list them without identifying their contri-
butions would be to offer a useless parade
of names; to present enough detail to make
individual contributions stand out goes
beyond our objective of focusing chiefly on
the development of analytical economics.
We will, therefore, focus our attention on
four institutionalist luminaries: Thorstein
Veblen, Wesley Clair Mitchell, John
Maurice Clark, and Clarence Ayres. To-
gether, they were the leaders of a distinc-
tively American school, which still flour-
ishes today. Individually, each made a
unique contribution that laid the founda-
tion for further work in a still-flourishing
tradition.2

The Veblenian Challenge

Introduction

Thorstein Veblen (1857–1929) grew up in
a predominantly Norwegian farming com-
munity of rural Wisconsin. In this some-
what isolated setting, he learned first-
hand the problems of farming as a way of
life, which he left behind when he entered
Carleton College at age 17. His life-long
predilection for unorthodox attitudes and
viewpoints was already much in evidence
during his undergraduate days. The vigor
and originality of Veblen’s antiestablish-
ment behavior, on a personal as well as a

professional level, have left an un-
matched legacy of anecdotes and stories,
many relating to his prowess as a ‘ladies’
man.’3

At Carleton, Veblen was introduced to
economics by John Bates Clark, whose
marginal productivity theory of factor
prices earned him his reputation as Ameri-
ca’s foremost neoclassicist. Graduation
from Carleton took Veblen briefly to Johns
Hopkins where he studied philosophy and
political economy. His sojourn at Johns
Hopkins, where he was a classmate of
John Dewey, was significant in the devel-
opment of Veblen’s later thinking and writ-
ing. His transfer to Yale a year later, where
he earned his Ph.D. degree, opened no aca-
demic doors for him, the recommendation
of John Bates Clark notwithstanding. He
spent the next seven years reading on his
own before becoming a student once more,
this time at Cornell University, where he
studied anthropology, sociology, and eco-
nomics under still another proponent of
neoclassicism, J.L.Laughlin. It was in this
environment that Veblen’s long years of
study in multiple disciplines came to frui-
tion in his first published work, The
Theory of the Leisure Class (1899). Al-
though this was followed by many other
works, those Veblenesque expressions re-
membered best, such as ‘conspicuous con-
sumption’ and ‘captains of industry,’ were
introduced in The Theory of the Leisure
Class. His unique knack for descriptive
phrases, his sharp antiestablishment wit,
and unorthodox appearance and behavior
are even better remembered than the
ideas, which his disciples perpetuated and
elaborated into a school of thought that
became known as Institutionalism.4

Veblen maintained that the chief fail-
ing of the neoclassicists and marginal
utility theorists is their failure to compre-
hend the innate drives of human beings
and the basis of their often irrational
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behavior. These are not captured by the
neutral logic of Marshall’s mechanical
laws of human beings nor is the cultural
environment reflected within which hu-
mans live and work, and which changes
over time. As long as economists regard
the physical sciences as the prototype of

their discipline, they will fall short in
coming to grips with economic issues.
Thus, Veblen exhorted economists to seek
their prototype in the humanities and the
social sciences, for these offer the basis
for developing economics as an evolution-
ary science.

Issues and Answers from the Masterworks 18.1
Issue
Why are biology and anthropology better prototypes than the natural order classical
model for the development of economics as a science?

Veblen’s answer
From ‘Why is economics not an evolutionary science?’ (1898).

M.G.de Lapouge recently said, ‘Anthropology is destined to revolutionise the political and the
social sciences as radically as bacteriology has revolutionised the science of medicine.’ In so
far as he speaks of economics, the eminent anthropologist is not alone in his conviction that the
science stands in need of rehabilitation. His words convey a rebuke and an admonition, and in
both respects he speaks the sense of many scientists in his own and related lines of inquiry. It
may be taken as the consensus of those men who are doing the serious work of modern anthro-
pology, ethnology, and psychology, as well as of those in the biological sciences proper, that
economics is helplessly behind the times, and unable to handle its subject-matter in a way to
entitle it to standing as a modern science. The other political and social sciences come in for
their share of this obloquy, and perhaps on equally cogent grounds. Nor are the economists
themselves buoyantly indifferent to the rebuke. Probably no economist today has either the
hardihood or the inclination to say that the science has now reached a definitive formulation,
either in the detail of results’ or as regards the fundamental features of theory. The nearest
recent approach to such a position on the part of an economist of accredited standing is per-
haps to be found in Professor Marshall’s Cambridge address of a year and a half ago. But these
utterances are so far from the jaunty confidence shown by the classical economists of half a
century ago that what most forcibly strikes the reader of Professor Marshall’s address is the
exceeding modesty and the uncalled-for humility of the spokesman for the ‘old generation.’ With
the economists who are most attentively looked to for guidance, uncertainty as to the definitive
value of what has been and is being done, and as to what we may, with effect, take to next, is so
common as to suggest that indecision is a meritorious work. Even the Historical School, who
made their innovation with so much home-grown applause some time back, have been unable
to settle down contentedly to the pace which they set themselves.

The men of the sciences that are proud to own themselves ‘modern’ find fault with the econo-
mists for being still content to occupy themselves with repairing a structure and doctrines and
maxims resting on natural rights, utilitarianism, and administrative expediency. This aspersion is
not altogether merited, but is near enough to the mark to carry a sting. These modern sciences
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are evolutionary sciences, and their adepts contemplate that characteristic of their work with
some complacency. Economics is not an evolutionary science—by the confession of its
spokesmen; and the economists turn their eyes with something of envy and some sense of
baffled emulation to these rivals that make broad their phylacteries with the legend, ‘Up to date.’

Precisely wherein the social and political sciences, including economics, fall short of being
evolutionary sciences, is not so plain. At least, it has not been satisfactorily pointed out by their
critics. Their successful rivals in this matter—the sciences that deal with human nature among
the rest—claim as their substantial distinction that they are realistic: they deal with facts. But
economics, too, is realistic in this sense: it deals with facts, often in the most painstaking way,
and latterly with an increasingly strenuous insistence on the sole efficacy of data. But this ‘real-
ism’ does not make economics an evolutionary science. The insistence on data could scarcely
be carried to a higher pitch than it was carried by the first generation of the Historical School;
and yet no economics is farther from being an evolutionary science than the received econom-
ics of the Historical School. The whole broad range of erudition and research that engaged the
energies of that school commonly falls short of being science, in that, when consistent, they
have contented themselves with an enumeration of data and a narrative account of industrial
development, and have not presumed to offer a theory of anything or to elaborate their results
into a consistent body of knowledge.

Any evolutionary science, on the other hand, is a close-knit body of theory. It is a theory of a
process, of an unfolding sequence. But here, again, economics seems to meet the test in a fair
measure, without satisfying its critics that its credentials are good. It must be admitted, e.g. that
J.S.Mill’s doctrines of production, distribution, and exchange, are a theory of certain economic
processes, and that he deals in a consistent and effective fashion with the sequences of fact
that make up his subject-matter. So, also, Cairnes’s discussion of normal value, of the rate of
wages, and of international trade, are excellent instances of a theoretical handling of economic
processes of sequence and the orderly unfolding development of fact. But an attempt to cite Mill
and Cairnes as exponents of an evolutionary economics will produce no better effect than per-
plexity, and not a great deal of that. Very much of monetary theory might be cited to the same
purpose and with the like effect. Something similar is true even of late writers who have avowed
some penchant for the evolutionary point of view; as, e.g. Professor Hadley—to cite a work of
unquestioned merit and unusual reach. Measurably, he keeps the word of promise to the ear;
but any one who may cite his Economics as having brought political economy into line as an
evolutionary science will convince neither himself nor his interlocutor. Something to the like
effect may fairly be said of the published work of that later English strain of economists repre-
sented by Professors Cunningham and Ashley, and Mr. Cannan, to name but a few of the more
eminent figures in the group.

Of the achievements of the classical economists, recent and living, the science may justly be
proud; but they fall short of the evolutionist’s standard of adequacy, not in failing to offer a theory
of a process or of a developmental relation, but through conceiving their theory in terms alien to
the evolutionist’s habits of thought. The difference between the evolutionary and the pre-evolu-
tionary sciences lies not in the insistence on facts. There was a great and fruitful activity in the
natural sciences in collecting and collating facts before these sciences took on the character
that marks them as evolutionary. Nor does the difference lie in the absence of efforts to formu-
late and explain schemes of process, sequence, growth, and development in the
preevolutionary days. Efforts of this kind abounded, in number and diversity; and many
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schemes of development, of great subtlety and beauty, gained a vogue both as theories of
organic and inorganic development and as schemes of the life history of nations and societies.
It will not even hold true that our elders overlooked the presence of cause and effect in formulat-
ing their theories and reducing their data to a body of knowledge. But the terms which were
accepted as the definitive terms of knowledge were in some degree different in the early days
from what they are now. The terms of thought in which the investigators of some two or three
generations back definitively formulated their knowledge of facts, in their last analyses, were
different in kind from the terms in which the modern evolutionist is content to formulate his
results. The analysis does not run back to the same ground, or appeal to the same standard of
finality or adequacy, in the one case as in the other.

The difference is a difference of spiritual attitude or point of view in the two contrasted gen-
erations of scientists. To put the matter in other words, it is a difference in the basis of valuation
of the facts for the scientific purpose, or in the interest from which the facts are appreciated.
With the earlier as with the later generation, the basis of valuation of the facts handled is, in
matters of detail, the causal relation that is apprehended to subsist between them. This is true
to the greatest extent for the natural sciences. But in their handling of the more comprehen-
sive schemes of sequence and relation—in their definitive formulation of the results—the two
generations differ. The modern scientist is unwilling to depart from the test of causal relation
or quantitative sequence. When he asks the question, Why? He insists on an answer in terms
of cause and effect. He wants to reduce his solution of all problems to terms of the conserva-
tion of energy or the persistence of quantity. This is his last recourse. And this last recourse
has in our time been made available for the handling of schemes of development and theories
of a comprehensive process by the notion of a cumulative causation. The great deserts of the
evolutionist leaders—if they have great deserts as leaders—lie, on the one hand, in their re-
fusal to go back to the colorless sequence of phenomena and seek higher ground for their
ultimate syntheses, and, on the other hand, in their having shown how this colorless impersonal
sequence of cause and effect can be made use of for theory proper, by virtue of its cumulative
character.

For the earlier natural scientists, as for the classical economists, this ground of cause and
effect is not definitive. Their sense of truth and substantiality is not satisfied with a formulation of
mechanical sequence. The ultimate term in their systematisation of knowledge is a ‘natural law.’
This natural law is felt to exercise some sort of a coercive surveillance over the sequence of
events, and to give a spiritual stability and consistence to the causal relation at any given junc-
ture. To meet the high classical requirement, a sequence—and a developmental process espe-
cially—must be apprehended in terms of a consistent propensity tending to some spiritually
legitimate end. When facts and events have been reduced to these terms of fundamental truth
and have been made to square with the requirements of definitive normality, the investigator
rests his case. Any causal sequence which is apprehended to traverse the imputed propensity
in events is a ‘disturbing factor.’ Logical congruity with the apprehended propensity is, in this
view, adequate ground of procedure in building up a scheme of knowledge or of development.
The objective point of the efforts of the scientists working under the guidance of this classical
tradition, is to formulate knowledge in terms of absolute truth; and this absolute truth is a spir-
itual fact. It means a coincidence of facts with the deliverances of an enlightened and deliberate
common sense.

The development and the attenuation of this preconception of normality or of a propensity in
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events might be traced in detail from primitive animism down through the elaborate discipline of
faith and metaphysics, overruling Providence, order of nature, natural rights, natural law, under-
lying principles. But all that may be necessary here is to point out that, by descent and by
psychological content, this constraining normality is of a spiritual kind. It is for the scientific
purpose an imputation of spiritual coherence to the facts dealt with. The question of interest is
how this preconception of normality has fared at the hands of modern science, and how it has
come to be superseded in the intellectual primacy by the latter-day preconception of a non-
spiritual sequence. This question is of interest because its answer may throw light on the ques-
tion as to what chance there is for the indefinite persistence of this archaic habit of thought in the
methods of economic science… The economists of the classical trend have made no serious
attempt to depart from the standpoint of taxonomy and make their science a genetic account of
the economic life process. As has just been said, much the same is true for the Historical
School. The latter have attempted an account of developmental sequence, but they have fol-
lowed the lines of pre-Darwinian speculations on development rather than lines which modern
science would recognise as evolutionary. They have given a narrative survey of phenomena,
not a genetic account of an unfolding process. In this work they have, no doubt, achieved
results of permanent value; but the results achieved are scarcely to be classed as economic
theory. On the other hand, the Austrians and their precursors and their coadjutors in the value
discussion have taken up a detached portion of economic theory, and have inquired with great
nicety into the process by which the phenomena within their limited field are worked out. The
entire discussion of marginal utility and subjective value as the outcome of a valuation process
must be taken as a genetic study of this range of facts. But here, again, nothing further has
come of the inquiry, so far as regards a rehabilitation of economic theory as a whole. Accepting
Menger as their spokesman on this head, it must be said that the Austrians have on the whole
showed themselves unable to break with the classical tradition that economics is a taxonomic
science.

The reason for the Austrian failure seems to lie in a faulty conception of human nature, faulty
for the present purpose, however adequate it may be for any other. In all the received formula-
tions of economic theory, whether at the hands of English economists or those of the Continent,
the human material with which the inquiry is concerned is conceived in hedonistic terms; that is
to say, in terms of a passive and substantially inert and immutably given human nature. The
psychological and anthropological preconceptions of the economists have been those which
were accepted by the psychological and social sciences some generations ago. The hedonistic
conception of man is that of a lightning calculator of pleasures and pains, who oscillates like a
homogeneous globule of desire of happiness under the impulse of stimuli that shift him about
the area, but leave him intact… The later psychology, reenforced by modern anthropological
research, gives a different conception of human nature. According to this conception, it is the
characteristic of man to do something, not simply to suffer pleasures and pains through the
impact of suitable forces. He is not simply a bundle of desires that are to be saturated by being
placed in the path of the forces of the environment, but rather a coherent structure of propensi-
ties and habits which seeks realisation and expression in an unfolding activity. According to this
view, human activity, and economic activity among the rest, is not apprehended as something
incidental to the process of saturating given desires. The activity is itself the substantial fact of
the process, and the desires under whose guidance the action takes place are circumstances of
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temperament which determine the specific direction in which the activity will unfold itself in the
given case… From what has been said it appears that an evolutionary economics must be the
theory of a process of cultural growth as determined by the economic interest, a theory of a
cumulative sequence of economic institutions stated in terms of the process itself. Except for
the want of space to do here what should be done in some detail if it is done at all, many efforts
by the later economists in this direction might be cited to show the trend of economic discussion
in this direction. There is not a little evidence to this effect, and much of the work done must be
rated as effective work for this purpose. Much of the work of the Historical School, for instance,
and that of its later exponents especially, is too noteworthy to be passed over in silence, even
with all due regard to the limitations of space.

We are now ready to return to the question of why economics is not an evolutionary science.
It is necessarily the aim of such an economics to trace the cumulative working-out of the eco-
nomic interest in the cultural sequence. It must be a theory of the economic life process of the
race or the community. The economists have accepted the hedonistic preconceptions concern-
ing human nature and human action, and the conception of the economic interest which a
hedonistic psychology gives does not afford material for a theory of the development of human
nature. Under hedonism the economic interest is not conceived in terms of action. It is therefore
not readily apprehended or appreciated in terms of a cumulative growth of habits of thought,
and does not provoke, even if it did lend itself to, treatment by the evolutionary method. At the
same time the anthropological preconceptions current in that common-sense apprehension of
human nature to which economists have habitually turned has not enforced the formulation of
human nature in terms of a cumulative growth of habits of life. These received anthropological
preconceptions are such as have made possible the normalized conjectural accounts of primi-
tive barter with which all economic readers are familiar, and the no less normalized conventional
derivation of landed property and its rent, or the sociological-philosophical discussions of the
‘function’ of this or that class in the life of society or of the nation.

The premises and the point of view required for an evolutionary economics have been want-
ing. The economists have not had the materials for such a science ready to their hand, and the
provocation to strike out in such a direction has been absent. Even if it has been possible at any
time to turn to the evolutionary line of speculation in economics, the possibility of a departure is
not enough to bring it about. So long as the habitual view taken of a given range of facts is of the
taxonomic kind and the material lends itself to treatment by that method, the taxonomic method
is the easiest, gives the most gratifying immediate results, and best fits into the accepted body
of knowledge of the range of facts in question. This has been the situation in economics. Pro-
vided the practical exigencies of modern industrial life continue of the same character as they
now are, and so continue to enforce the impersonal method of knowledge, it is only a question
of time when that (substantially animistic) habit of mind which proceeds on the notion of a
definitive normality shall be displaced in the field of economic inquiry by that (substantially
materialistic) habit of mind which seeks a comprehension of facts in terms of a cumulative
sequence.

The later method of apprehending and assimilating facts and handling them for the purposes
of knowledge may be better or worse, more or less worthy or adequate, than the earlier; it may
be of greater or less ceremonial or aesthetic effect; we may be moved to regret the incursion of
underbred habits of thought into the scholar’s domain. But all that is beside the present point.
Under the stress of modern technological exigencies, men’s everyday habits of thought are
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Summing up: Veblen’s key points

Veblen questioned the hedonistic concep-
tion of human behavior that envisions
people as having an inherent ability to
calculate the gains and losses inherent in
choosing among available alternatives.
This conception of behavior totally ne-
glects the cultural setting within which
economic activity takes place. Behavior is
dictated by institutions such as the fam-
ily, the church, the school system, and the
corporation. While institutions are rela-
tively static in the short run, they invari-
ably evolve over time. Veblen’s own stud-
ies of anthropology and the influence of
Darwin’s theory of evolution, as set forth
in his Origin of Species, led Veblen to re-
ject both reliance on the deductive method
and the concept of equilibrium that econo-
mists imported into their discipline from
physics. His contention was that the
study of economics must reflect the dy-
namic or life-process aspects of the cul-
ture. These can be studied only within a
framework derived from an evolutionary
discipline like biology, which Veblen re-
garded as an inherently better prototype
for studying economic behavior than
physics. Although Veblen worked under
Clark and Laughlin, two of the most re-
spected neoclassical scholars of his day,
his studies of human behavior within the
broader framework of anthropology and
biology became his basis for rejecting the
assumption (fundamental to neoclassical
economics) that behavior in the economic
sphere is rationally directed.

Economics as an evolutionary science

Veblen sees the chief dynamic influences
on human behavior as deriving from
changes in technology, that is, changes in
the methods of dealing with the material
means of life. Technological activities re-
flect the inherently human ‘instinct for
workmanship,’ ‘idle curiosity,’ and ‘paren-
tal bent.’ It is the latter instinct that,
Veblen maintains, inclines people to di-
rect their efforts toward improvement.
These dynamic influences on human
behavior conflict with those that derive
from social institutions. The latter are
‘ceremonial’ and ‘taboo determined’ and
change only slowly, if at all, from genera-
tion to generation. The individual’s con-
duct is hedged about and directed by ha-
bitual relations to other individuals in the
group. This is particularly evident in con-
sumption patterns that are less the result
of rational calculation of marginal gains
and losses than of habit, and the con-
sumption patterns of others in the society
that encourage ‘emulative display’ and
‘conspicuous consumption.’ All classes in
society seek to emulate the standards for
consumer behavior set by a wealthy lei-
sure class by acquiring commodities
sometimes called ‘Veblen goods.’ The lat-
ter are goods whose utilities are derived
both from the ‘conspicuous consumption’
implicit in the high price paid for it as
from the actual use of the good.5

But these standards do not satisfy basic
human needs—derived from the ‘instinct
for workmanship’—to engage in useful,

falling into the lines that in the sciences constitute the evolutionary method; and knowledge
which proceeds on a higher, more archaic plane is becoming alien and meaningless to them.
The social and political sciences must follow the drift, for they are already caught in it.

Source: Adapted from Thorstein Veblen, ‘Why is economics not an evolutionary science?’
Quarterly Journal of Economics, 12 (July, 1898), pp. 373–426.
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welfare-serving activities. Human techno-
logical bent is thus perverted by a culture
that is oriented toward wasteful, ostenta-
tious consumption. The effect of conspicu-
ous waste upon the serious activities of men
is therefore to direct them with great sin-
gleness of purpose to the largest possible
acquisition of wealth, and to discounte-
nance work that brings no pecuniary gain.’6
Thus, Veblen saw an essential dichotomy,
or contradiction, in human behavior be-
cause, on the one hand, it is reacting to the
impact of a dynamic technology while also
being influenced, on the other, by unchang-
ing ceremonial patterns derived from pre-
vailing institutions.

An important implication of Veblen’s ob-
servations is that a policy of laissez-faire
does not automatically maximize consumer
welfare. The functioning of the price sys-
tem cannot, in his view, be equated with
human well-being when the instinct for
workmanship is perverted by patterns of
consumption that emulate a wealthy lei-
sure class. Thus, he suggested that the
state might do well to mitigate these unde-
sirable influences by taxing items intended
for conspicuous consumption to compensate
persons who experience psychological
losses in consequence of their display.

Veblen’s subsequent attack on the mar-
ket system went even further. In The
Theory of Business Enterprise, he distin-
guished between making goods and mak-
ing money as a basis for the observation
that the monetary returns from invest-
ments are often directly proportionate to
their negative effect on the life process of
the society. The community is abused via
the ‘advised idleness’ of industrial plants
and the ‘capitalization of inefficiency,’
which reduced output in order to maintain
prices. Waste from this source is com-
pounded by advertising directed at the
sale of fashionable goods, which contrib-
ute to ‘the making of money’ for business

enterprise rather than ‘the making of
goods’ for consumer satisfaction.

The pervasiveness of institutional influ-
ences notwithstanding, Veblen saw their
predominant role shaping contemporary
life as temporary. Eventually, their influ-
ence will be destroyed by the machine
process. His expectation was that indi-
viduals reared in the precise, orderly en-
vironment of a technocratic culture would
eventually discard the ceremonies, taboos,
and superstitions of yesteryear. Engineers
and technologists, who make up the indis-
pensable general staff of the industrial
system, will develop a ‘class consciousness’
and take countermeasures against the
wastes and inefficiencies of the present
system. Financial managers and absentee
owners will then be rendered powerless
through a ‘soviet of technicians,’ even if
this group constitutes only a small frac-
tion of the population.7 If the technologi-
cal specialists engage in a general strike,
a collapse of the old order will follow.

Veblenian observations about the con-
flicting influence on human behavior of
ceremonial institutions and the machine
process and his expectation that the ma-
chine process would eventually come to
dominate, has implications for economic
science. It implies that human experiences
in the economic sphere, as elsewhere, are
best thought of as an ongoing process.
These observations are the basis for the
Institutionalist view that economic science
should be recast in a Darwinian frame-
work, to accommodate the essentially evo-
lutionary character of human behavior
and experience.8

Wesley Mitchell’s institutionalism

Mitchell’s critique of orthodox theory

Wesley Clair Mitchell (1874–1948),
Veblen’s pupil, also registered his dissent
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from orthodox economics by criticizing the
method of deductive logic to arrive at con-
clusions derived from greatly simplified
assumptions about the real world. In par-
ticular, Mitchell riled against the inability
of orthodox theorists to verify their laws
and propositions empirically, while attrib-
uting their failures to ‘disturbing causes,’
in order not to discredit their theories.

Mitchell’s criticism of deductive analy-
sis became the basis for a lifetime of em-
pirical work, highlighted by the founding
of the National Bureau of Economic Re-
search (NBER), which pioneered the de-
velopment of statistical business-cycle in-
dicators. These indicators are currently
maintained by the US Department of
Commerce, and the NBER has consider-
ably broadened its research concerns from
what they were in Mitchell’s day.

The initial link between Mitchell’s em-
piricism and his dissent from orthodox
theory was his investigation of data relat-
ing to the statistical verification of the
quantity theory of money. The version of
the quantity theory that Mitchell tested
was the straightforward proposition that
the general price level is determined by
the relationship between the supply of
money and the work to be done by money
to serve the needs of trade. His statistical
data showed that, between 1860 and 1891,
the amount of currency (greenbacks) in cir-
culation (his definition of the money sup-
ply) had increased in excess of the needs
of trade (in modern terms, the transac-
tions demand for cash). On this basis, the
quantity theory would have predicted that
prices would rise; but the price level, in
fact, fell—from which Mitchell concluded
that the quantity theory was empirically
invalid, chiefly because it was an exces-
sively simplistic hypothesis to begin with.

Conceivably, Mitchell could have pro-
ceeded to construct a more complex theory
of price change. For example, he could

have developed a theory that includes
changes in the velocity with which the cur-
rency supply circulates, which could ac-
count for the experience of falling prices
in the presence of a rising supply of money.
However, this would have been to follow
in the footsteps of the deductive theorists
of whom he was so critical. Mitchell’s goal
was to establish empirical theories.9

Mitchell as an empirical theorist

The terms theoretical and empirical are of-
ten used to distinguish between two alter-
native methods of investigation. The term
theory is typically used in reference to gen-
eralizations about relationships that are
arrived at by making logical inferences
from premises to conclusions (and from
causes to consequences). The role of em-
piricism, then, is to verify the proposition
(or, according to certain contemporary phi-
losophers, to examine whether a proposi-
tion of pure theory is falsifiable).10 Wesley
Mitchell, however, was a pioneer in trying
to establish empirical theories. The term
theory in this connection means inductive
generalization.

The role of empiricism is quite different
when its object is inductive generalization
rather than verification. It then seeks to
use factual data to discover empirical cor-
relations that can then serve in the con-
struction of theories that will be able to
serve as a basis for prediction. Mitchell’s
work thus involved the search for the em-
pirical relationships inherent in the data
he studied so that the facts of experience
are able to serve as a basis for inductive
generalization or empirical theorizing.

Mitchell’s business indicators: measurement
without theory?

Together with Arthur F.Burns, Mitchell
undertook to identify the behavior of a
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large number of business indicators,
which they tracked over time for the
purpose of measuring sequential changes
in aggregate economic activity. They were
able, on the basis of these indicators, to
identify reference cycles from which they
established the duration of business
cycles from peak to peak (i.e. from one
prosperity to the next) or trough to trough
(i.e. from one depression to the next).

They were also able, on the basis of the
speed with which certain leading indica-
tors responded to changing conditions, to
establish turning points, that is, the criti-
cal change in aggregate activity that sig-
nalled an upturn from depression or a
downturn or crisis that precipitated a re-
cession. Thus, Burns and Mitchell estab-
lished empirically that there are continu-
ous and sequential changes in aggregate
activity in modern economies because they
organize production mainly under the di-
rection of business enterprises. According
to the Burns-Mitchell definition:

A cycle consists of expansions occurring at
about the same time in many economic ac-
tivities, followed by similarly general reces-
sions, contractions and revivals which
merge into the expansion phase of the next
cycle; this sequence of change is recurrent,
but not periodic; in duration business cycles
vary from more than one year to ten or
twelve years; they are not divisible into
shorter cycles with amplitudes approximat-
ing their own.11

Clearly, the Burns-Mitchell system of in-
dicators does not offer a business cycle
theory analogous to those considered in
Chapter 17. The theories examined there
hypothesized the presence of a uniquely
critical factor that has an impact on a sen-
sitive sector of a highly interdependent
sector of the economy, from which the dis-
turbance is transmitted to all other sec-

tors. Thus, the Burns-Mitchell approach
does not hypothesize causality in the
usual sense, which has provoked the com-
ment that their work constitutes ‘meas-
urement without theory.’12

One response to this charge may be ex-
pressed as a question: can a single hypoth-
esis explain all cycles? If the answer to this
question is negative, then Mitchell’s ap-
proach to business cycle analysis is not a
rejection of theory per se. Rather, it is a
rejection of the monocausal analyses of
mainstream theorists, who view the cycle
as a disturbance of economic equilibrium
rather than as the outcome of an ongoing
process. A contemporary student of
Mitchell’s work maintains that ‘far from
constituting measurement without theory,’
Mitchell’s work corroborates the possibil-
ity of understanding the real economy ‘with
an adequately complex theory rather than
the simplified abstractions so dear to the
hearts of mainstream theorists.’13 This
comprehensive perspective led him to study
and collect data on wholesale and retail
prices, wages, profits, interest rates, curren-
cies and gold movements. All were recorded
as part of a statistical series later included
in his Business Cycles, a huge tome in ex-
cess of 600 pages, published in 1913.

The ‘social control economics’ of John
Maurice Clark

Introduction

John Maurice Clark (1884–1963) was the
son of John Bates Clark, the American
counterpart of Alfred Marshall. He spent
his undergraduate days at Amherst, in his
native Massachusetts, before going on to
Columbia University to study the social
sciences, specializing in economics. Al-
though he was steeped in the static laws
propounded by his father, he became per-
suaded by many of the ideas put forward
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by Veblen and Mitchell. He became espe-
cially dubious about marginal utility
theory as a basis for explaining consumer
behavior and also questioned the profit-
maximizing assumption on which the
theory of business behavior was predi-
cated. Completion of his graduate studies
in 1908 led to a teaching post at Colorado
College. The World War I years were spent
in Chicago, which was soon to become em-
broiled in a clothing workers strike. His
observations during this period convinced
him of the potential gains to be achieved
by social cooperation. By 1926, he had re-
turned to Columbia University to take up
the chair vacated by his father. However,
his Chicago experience—during which he
witnessed the major strike by workers in
the men’s clothing industry that gave rise
to the Amalgamated Clothing Workers
Union, and also provided the opportunity
to study first hand the operation of big
business—influenced his professional
thinking throughout his life. This experi-
ence no doubt strengthened Clark’s urge
to achieve social improvements, and to
push out the borders of economic inquiry
in order to provide a theoretical frame-
work for social control. Clark’s ethical
strain, no doubt, reflects the influence of
his father, John Bates Clark. While the
elder Clark created a static analysis of
competitive equilibrium, complete in and
of itself, there was, nevertheless, the im-
plicit premise of social purpose and the
expectation that a future generation of
economists would take up the work of de-
veloping dynamic economics. The younger
Clark’s theory of social control is anchored
in this intellectual framework.

Clark’s rejection of marginal utility theory

Like Veblen, John Maurice Clark was con-
cerned with emphasizing the shortcoming
of the psychology implicit in neoclassical

theory. Clark maintained that much hu-
man behavior reflects impulse and ‘mon-
etary interests’ rather than rational esti-
mates of increments of marginal satisfac-
tion. The human mind is subjected to a
myriad of outside influences and is read-
ily influenced, particularly by advertis-
ing, largely geared to generating wants.
Clark interprets this response as provid-
ing evidence that ‘what every man brings
into the world of markets and trading is
not merely the raw material out of which
economic wants for particular objects are
manufactured.’14

Clark further criticizes marginal utility
theory for its implicit assumption that the
choice process is psychologically costless.
Following the psychologist William James,
Clark maintained that the process of deci-
sion making involves so much effort that
people tend to limit the extent to which
they exercise their freedom to choose. They
tend to rely on habitual modes of behavior
in order to avoid the psychological cost of
choice. Behavior is thus less the result of
continuous rational calculation, in the
manner perceived by orthodox theorists,
than it is circumscribed by habit and rou-
tine. Thus, Clark argues that it is neces-
sary for economists to extend their inquir-
ies beyond the satisfaction of existing
wants. The theory of production ought to
be developed to explain how businesses
create human wants and the reasons why
individual and social utilities are not al-
ways maximized.15 This analysis underlies
Clark’s argument in favor of a new type of
economics, which he designates as social
economics.

The concern of social economics is to
examine the efficiency of the whole eco-
nomic system in relation to achieving the
economic aims of society rather than the
efficiency of the individual entrepreneur
in relation to maximizing business prof-
its. Instead of proceeding in the traditional
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mode of neoclassical economics, which as-
sumes that individual efficiency leads in-
evitably to collective efficiency, Clark
maintained that ‘narrow commercial effi-
ciency does not promote economic effi-
ciency in the large.’16

Clark’s economics of overhead costs

J.M.Clark’s concern with social economics
also led him to pursue the question of the
efficiency of the price mechanism in allo-
cating resources from a different perspec-
tive. He argued that a basic reason for the
dichotomy between efficiency at the level
of the firm and efficiency at the level of
the economy in the aggregate derives
from the unique and largely unrecognized
role of overhead or fixed costs in a modern
industrial economy. He maintained that
the prevailing view of cost of production
dates back to the domestic system and is
not really relevant for any later stage of
industrial development. J.S.Mill, Robert
Torrens, and William Nassau Senior gave
some attention to the theory of fixed cost.
However, the general body of classical
thought focused chiefly on the variable
expenses of labor and raw material asso-
ciated with specific units of output. Over-
head costs, which are chargeable to out-
put as a whole, were not of great conse-
quence to classical thinkers.

The growth of the railroad and other
public-utility industries that experienced
great variations in demand focused Clark’s
attention on the importance of overhead
expenses. The business-cycle investiga-
tions of Wesley Mitchell, who was Clark’s
close associate, provided detailed data
about the ebb and flow of business activ-
ity from one phase of the business cycle to
the next. These data supported Clark’s
contention that the nineteenth-century
view of the economy’s productive activity
was totally outmoded. Productive capac-

ity does not consist of a highly elastic capi-
tal fund easily reallocated from one eco-
nomic activity to another. It is highly spe-
cific to particular industries and even the
most efficient firms find themselves un-
able to use all their producing capacity
during depression periods. Their problems
are exacerbated because of the peculiar
response of the durable goods industries
to changes in consumer demand. This was
the beginning of Clark’s concern with
‘magnified demand’ or what present-day
economists term ‘the acceleration princi-
ple.’17

The demand for capital goods is derived
from increases in the demand for con-
sumer goods. Sometimes production turns
up without waiting for a change in con-
sumer demand. Producers expand their
production of capital equipment in re-
sponse to rising prices. If, subsequently,
the rate of growth in the demand for con-
sumer goods declines, it is accompanied by
a larger percentage decline in the demand
for new capital equipment. Thus, the prin-
ciple of acceleration intensifies the expan-
sion of investment in fixed capital during
the upturn of the cycle. It similarly inten-
sifies its contraction during the downturn,
thus increasing the size of the capital stock
that becomes idle overhead during the pe-
riod of depression.

The concept of overhead cost is, in
Clark’s view, as applicable to labor and
raw material as it is to industrial equip-
ment. Even though business owners hire
labor by the day or week when they adjust
their labor supplies to the demands of out-
put, it does not follow that labor is not an
overhead cost to society. The true nature
of labor as an overhead cost is obscured by
contracts that make workers responsible
for their own maintenance. The business
owners’ efforts to preserve profit margins
and reduce output and jobs during a de-
pression is evidence of the conflict between
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private and social welfare. This is a time
when the social interest requires that pro-
duction and jobs be preserved. The main-
tenance of labor income during a depres-
sion is a collective social or overhead cost,
which business owners have passed on to
the community when they lay off workers.

The phenomenon of unemployment
raises questions relating to social value.18

Clark recognizes that ‘the search for
standards of social value in the economics
realm is a baffling task…for we shall pre-
sumably never discover a definite yard-
stick of social value comparable to the dol-
lar yardstick of exchange values; but we
may find standards by which those of the
market may be revised or in some in-
stances replaced.’ Clark thus shares
Veblen’s doubts about the ability of the
price mechanism to ensure the well-being
of society as a whole. This is the basis for
his urging that economists devise ways to
achieve the social control of business.19

Clarence Ayres’s critique of orthodox
economics

Clarence Ayres (1891–1972) is remem-
bered as the leading institutional econo-
mist of the post-World War II period. His
long intellectual life, which began as an
undergraduate at Brown University, coin-
cided with the heady era of Dewey’s prag-
matism, Freudian psychology, and
Veblenian ideas about cultural relativ-
ism. With a major in philosophy and mi-
nor in economics, Ayres moved briefly to
Harvard University and then on to the
University of Chicago, where Dewey’s
Chicago school of philosophy set an intel-
lectual tone in which new modes of
thought were eagerly explored. Like Chi-
cago’s philosophy department, its eco-
nomics department had taken on a simi-
larly heterodox character during the
1920s, having attracted such non-ortho-

dox thinkers as Thorstein Veblen, Robert
Hoxie, Wesley Mitchell, Walton Hamilton,
and J.M.Clark.20 It is perhaps relevant to
mention, in passing, that Frank Knight,
then a young instructor in economics, was
also part of Chicago’s intellectual scene.21

Although Knight’s antipragmatic ap-
proach was the basis of an intellectual
conflict between them, Ayres and Knight
enjoyed a personal relationship that
lasted a lifetime. All of these associations
were a prelude to a teaching career that
began at Amherst and culminated in the
intellectually congenial environment of
the University of Texas at Austin. What is
sometimes referred to as the Texas School
of Institutionalist Economics derived its
inspiration from the intellectual legacy
Ayres left there through his writing and
research.

Ayres’s critique of orthodox economics
was launched with his attack on the neo-
classical concept of equilibrium and the
related notion that strong market forces
drive prices to equilibrium levels that are
consistent with moral justice.22 At issue
here is the whole traditional theory of a
market-oriented economy.

On a more fundamental level, and in
anticipation of his subsequent inquiry into
technological progress, Ayres maintained
that orthodox theory of capital and savings
is central to the error and confusion he
detected in neoclassical thinking. He ar-
gues that orthodox thinkers have the mis-
taken view that capital is created via sav-
ings, thereby imputing a creative function
to savers and financial institutions that
mobilize resources through the agency of
money. In fact, Ayres maintained, it is the
physical production that originates in the
economy’s factories that underlies eco-
nomic progress. Progress is a technologi-
cal, not a financial, phenomenon. Capital
accumulation and real capital growth are
essentially different processes that may
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occur separately from one another. Ayres’s
critique thus challenges the idea, based on
Böhm-Bawerk’s theory of the roundabout
nature of production, that it is necessary
to accumulate wage goods to make ‘ad-
vances’ in order to sustain capital goods
workers until the gestation period is over
and capital goods are able to yield their
products. In this view, the sacrifice of
present goods (i.e. consumption) is essen-
tial to the process of capital accumulation.

Ayres’s counter-argument was that Aus-
trian capital theory is contradicted by the
facts of economic growth. Not only has the
quantity of consumer and producer goods
increased simultaneously, but the process
of investment does not require resources
to be directed away from the consumption
goods industries—as is envisioned by the
Austrian lengthening concept in relation
to the production period.23 Instead of be-
ing roundabout, industrial production is
prodigiously direct; no more than a few
days are required to convert iron ore into
an automobile.24 Real capital results not
from abstinence or sacrificing time prefer-
ence but from invention, discovery, sci-
ence, and technology.

Ayres’s critique of neoclassical capital
theory led him to the conclusion that in-
stead of aiding economic growth, the insti-
tutions of capitalism are, in fact, impedi-
ments to the accumulation of real capital.
His theory of underconsumption, which,
like Hobson, he linked to the inequitable
distribution of income, maintains that sav-
ings accumulate simply because some peo-
ple are richer than others. Anticipating
Keynes’s critique of Say’s law, Ayres ar-
gued that savings tend to accumulate in
idle balances because a sufficient number
of investment outlets do not exist.25 The
basic problem of the capitalistic system is
the inability of consumers, who are, in the
main, wage-workers, to purchase the vast
output that technology has made it possi-

ble to produce. The income distributed to
workers, as distinct from the incomes of
property owners, is (in Ayres’s view) deter-
mined by institutional factors, and
changes in that division depend on
changes in the economy’s growth rate.
Ayres is thus among the critics of the mar-
ginal productivity theory of distribution
and also anticipated the contemporary
post-Keynesian view of the distribution
process.26

Concluding remarks

The objective of this chapter has been to
investigate the heterodoxy of Veblen,
Mitchell, J.M.Clark, and Ayres. It was
Veblen who focused on the critical issue:
why is it necessary for economists to
adopt an evolutionary approach if eco-
nomics is to become a science? The insti-
tutionalist approach, which he and his fol-
lowers pioneered, is now carried forward
by The Association for Evolutionary Eco-
nomics, and its publication, The Journal
of Economic Issues. Veblenian nuances
are also evident in the writings of such
social critics as John Kenneth Galbraith.
However, the specifics of Veblen’s legacy
fall short of his objective to reconstruct
economic science. As a compromise, many
modern Institutionalists have followed
Wesley Mitchell and rely on quantitative
empirical work.27 They have also recog-
nized the complementarity of their em-
pirical work and pure theory. It is ac-
knowledged that a successful empiricist
needs to be able to formulate economic
concepts and give precise expression to
economic relationships. Thus, quantita-
tive economics follows Mitchell in work-
ing toward generalizations comparable to
those that neoclassicists arrived at by de-
ductive analysis. This objective is not, of
course, shared by all modern Institution-
alists, some of whom are working chiefly
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in the tradition of Clark and Ayres in their
efforts to pursue the goal of developing a
theory of social value.28 A few even look
toward a system of economic sociology,
such as was visualized by Veblen or Max
Weber.29
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value,’ preface to Social Economics, p. 44.

19 For a sympathetic but well-balanced de-
scription of Clark’s social cost-keeping and
social-liberal planning, see Allan Gruchy,
Modern Economic Thought (Englewood
Cliffs, NJ: Prentice-Hall, 1947), Chapter 5.

20 Further details about Ayres’s life are avail-
able in the chapter entitled ‘Clarence
Edwin Ayres: an intellectual portrait,’ by
William Breit and William Patton
Culbertson, Jr. in their book on Ayres’s in-
stitutional economics, Science and Cer-
emony (Austin: University of Texas Press,
1976).

21 See Chapter 15 for Knight’s contributions.
22 C.E.Ayres ‘Moral confusion in economics,’ In-

ternational Journal of Ethics, 45 (1943–45),
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pp. 170–99. Promptly forthcoming was a re-
buttal by Frank Knight, ‘Intellectual confu-
sion of morals and economics,’ International
Journal of Ethics, 46, pp. 200–20.

23 See Chapter 17. The notion of the length-
ening of the production period is an inte-
gral part of Austrian business-cycle theory.

24 This apt recollection of Ayres’s point is at-
tributable to Donald A.Walker’s paper
‘Clarence Ayres’ critique of orthodox eco-
nomic theory,’ Journal of Economic Issues,
9 (3) (September, 1980), pp. 649–80.

25 See Chapter 20.
26 Clarence Ayres, ‘Capitalism in retrospect,’

Southern Economic Journal, 9 (April,
1943), pp. 649–80, and ‘Twilight of the
price system,’ Antioch Review, 3 (Summer,
1943).

27 Wesley Mitchell, ‘Quantitative analysis in
economic theory,’ reprinted in The Back-
ward Art of Spending Money (New York:
Augustus Kelley, 1937), pp. 22–36.

28 See, for example, Philip Klein, ‘Economics:
allocation or valuation,’ Journal of Eco-
nomic Issues, no. 4 (December, 1974), and
Marc R. Tool, ‘A social value theory,’ Jour-
nal of Economic Issues, no. 5 (March,
1977).

29 Karl Mannheim has attempted to establish
the sociology of knowledge as an integrated
system of analysis in his Ideology and Uto-
pia (New York: Harcourt Brace Jovanovich,
1936).

Questions for discussion and further
research

1 What were the chief issues of dissent
against the tradition associated with
neoclassical economics that emerged
during the first part of the twentieth century?
Identify who the participants of dispute were
and explain what was the issue (or issues)
with which they concerned themselves.

2 Select any participant from among those
writers you identified above and summarize
their contribution. In what way does their
contribution reflect their dissent (or criticism)
of mainstream thinking?

Glossary of terms and concepts

Acceleration principle (principle of
magnified demand)
Changes in the demand for consumer goods
generate proportionately greater changes in
the demand for capital goods, including inven-
tories. A decline in the demand for a consumer
good causes excess capacity and therefore
reduces the demand for new capital equip-
ment to zero.

Conspicuous consumption
A term introduced by Veblen to describe the
kind of consumption behavior associated with
a wealthy leisure class.

Empirical theorizing
Inductive generalization; (a posteriori) theo-
rizing.

Institutionalism
A distinctively American school of economics,
largely inspired by the work of Veblen, that
emphasizes the necessity of studying eco-
nomics as an evolutionary discipline.

Overhead cost
The fixed costs of equipment and other capital
that are associated with output as a whole.

Social economics
This tradition has matured on the basis of the
work of J.M.Clark and Clarence Ayres. It is
concerned with examining the efficiency of the
economic system with a view to its capability
of achieving social welfare in terms of human
well-being that may be quite unrelated to the
profit maximizing goals of private entrepre-
neurs.

Notes for further reading

From The New Palgrave

Geoffrey H.Moore on Arthur Frank Burns,
vol. 1, p. 300, and on Wesley Clair Mitchell,
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vol. 3, pp. 481–82; Warren J.Samuels on
Clarence Edwin Ayres, vol. 1, p. 165, and on
John Maurice Clark, vol. 1, pp. 431–32;
Thomas Sowell on Thorstein Veblen, vol. 4.
pp. 799–800; E.Stankovic on conspicuous
consumption, vol. 1, pp. 579–80; Basil S.
Yamey on overhead costs, vol. 3. pp. 764–66.

Selected references and suggestions for
further reading

Burns, A.F. and Mitchell, W. Measuring Busi-
ness Cycles (National Bureau of Economic
Research Studies in Business Cycles, 1946).

Dorfman, Joseph. Thorstein Veblen and His
America (New York: The Viking Press, 1934).

Edgell, S. and Tilman, R. ‘The intellectual
ante-cedents of Thorstein Veblen: a reap-
praisal.’ Journal of Economic Issues, 23 (De-
cember, 1989), pp. 1003–26.

Gruchy, Allen. Modern Economic Thought
(New York: Prentice-Hall, 1947).

Hirsh, Abraham. ‘Mitchell, Laughlin and the
quantity theory of money.’ The Journal of
Political Economy, 75 (February-December,
1975), pp. 813–22.

Hodgson, G. ‘Thorstein Veblen and post-Dar-
winian economics.’ Cambridge Journal of
Economics, 16 (September, 1992).

Jones, L.B. ‘The institutionalists on the Origin
of Species: a case of mistaken identity.’
Southern Economic Journal, 52 (April,
1986), pp. 1043–55.

Mitchell, Wesley C. ‘The German historical

school: Gustav von Schmoller.’ In Types of
Economic Theory, II (New York: Kelley,
1969).

Mitchell, Wesley C. ‘Quantitative analysis in
economic theory’ Reprinted in The Back-
ward Art of Spending Money (New York:
Augustus Kelley, 1937), pp. 22–36.

Mitchell, Wesley C. What Veblen Taught: Se-
lected Writings of Thorstein Veblen (New
York: A.M. Kelley, 1964).

Raines, J.P. and Leathers, C.G. ‘Evolving fi-
nancial institutions in Veblen’s business en-
terprise system,’ Journal of the History of
Economic Thought, 15 (1993), pp. 249–64.

Rutherford, Malcolm. Institutes in Economics:
The Old and New Institutionalists (London:
Cambridge University Press, 1994).

Tugwell, R.G. The Trend of Economics (New
York: A.A.Knopf, 1924).

Veblen, Thorstein. ‘Why is economics not an
evolutionary science?’ Quarterly Journal of
Economics, 12 (July, 1898), pp. 373–426;
vol. 14 (February, 1900), pp. 240–69.

Veblen, Thorstein. ‘The preconceptions of eco-
nomic science.’ Quarterly Journal of Eco-
nomics (January 1899), pp. 121–50, (July,
1899), pp. 396–426; vol. 14 (February,
1900), pp. 240–69.

Veblen, Thorstein. The Theory of the Leisure
Class (New York: Modern Library, 1934
[1899]).

Veblen, Thorstein. The Vested Interests and
the Common Man (New York: Capricorn
Books, 1919).

Veblen, Thorstein. The Engineers and the
Price System (New York: Viking, 1921).



427

Introduction

Marx’s Capital was concerned with identi-
fying the laws of motion that brought the
capitalistic system into existence and that
he expected would, in time, bring about
its ultimate destruction by revolution.
The question of the nature of the socialist
society that would come into being after
the revolution was not addressed by
Marx. These considerations were thought
premature, and anticipation of planning
for the new socialist society was viewed as
an exercise in utopianism. Nevertheless,
Marx clearly understood that resource al-
location would be a basic problem under
socialism.1 Resource allocation, as has al-
ready been examined in Chapter 16, is
precisely the problem that welfare theory
undertook to address. There is, therefore,
an important parallel in the development
of welfare theory and the economics of so-
cialism. Specifically, welfare theorists
used neoclassical price theory to identify
the criteria for an optimum allocation of
resources and to demonstrate that such
an allocation would, in fact, tend to be re-
alized through the operation of the com-
petitive price system. Since the pure
theory of welfare economics is unrelated
to any particular institutionalist struc-
ture of society, it is equally applicable to
any type of economic system. It is pre-
cisely this aspect of the theory of resource

allocation that led to its adoption as a ba-
sis for examining the possibility of ra-
tional planning under socialism.

Although the works of Jevons and the
Austrians were available during Marx’s
lifetime, he was apparently unaware of the
marginalist method of analysis. He was,
however, convinced that recurring capital-
ist crises provide evidence that, under
capitalism, the price system does not
achieve an effective allocation of re-
sources. Thus, it never occurred to him
that marginal analysis might hold the key
to precisely the problem that he had failed
to address; namely, the problem of re-
source allocation. It is, therefore, some-
thing of an intellectual irony that
Jevonian and Austrian subjectivism be-
came the wellspring for the theory of ra-
tional planning under socialism.

The participants

The first economist to examine the condi-
tions necessary for achieving an optimum
allocation of resources under socialism
was Enrico Barone, an Italian follower of
Vilfredo Pareto.2 His inquiry is the first to
identify the parallel between socialism
and the conditions that lead to maximum
welfare in a capitalistic system operating
with a competitive market. The logic of
his arguments was pitted against the
counter-argument by Ludwig von Mises
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(1881–1973) who, over his long lifetime,
established himself as a leading propo-
nent of the efficiency of the free market
and its compatibility with political
laissez-faire.

The argument that social planning is
incompatible with political freedom was
challenged by thinkers on both sides of the
ocean; the list includes American
Frederick M. Taylor, President of the
American Economic Association in 1928,
his co-author Oskar Lange and Abba
Lerner who arrived in England from Rus-
sia before coming to the USA, and ‘New
Deal’ economists interested in planning. In
the UK it includes the group of thinkers
who, in 1884, organized The Fabian Soci-
ety with the objective of addressing social
problems through legislative reforms,
such as gradual nationalization of key in-
dustries. They called themselves after
Fabus, the ancient Roman general, who
struck down Hannibal by waiting pa-
tiently for the right moment. The Fabians,
who counted among their membership
such luminaries as Sidney and Beatrice
Webb (founders of the London School of
Economics), as well as authors H.G.Wells
and George Bernard Shaw, were also pre-
pared to wait for socialism to be achieved
without revolution. Their most effective
spokespersons among economists were
Hugh Gaitskell, Hugh Dalton, G.D.H.
Cole, H.D.Dickson, and Evan Durban. Fol-
lowing the period during which
marginalism developed in England, they
were among the extremely intelligent and
articulate group of thinkers who became
committed to the principle that hope for
society lay in the destruction of capitalism.
They were socialists from a political per-
spective as well as from the standpoint of
economic theory. However, they rejected
Marx’s view that revolution—bloody, if
necessary—is the only way to achieve this
goal: it was their belief that social prob-

lems are best addressed by peaceful
means.

Abba Lerner, who grew up in London’s
East End where he was able to study at
the London School, eventually became a
founder and editor of the Review of Eco-
nomic Studies. However, unlike the Fabi-
ans, he was a ‘socialist of the chair,’ i.e. he
was not involved in politics.3 He made his
entrée into the American economics pro-
fession by earning a Harvard fellowship
in 1934–35. After a sojourn at the London
School, in 1937 he returned to the US,
holding teaching positions at Columbia,
Johns Hopkins, The New School for Social
Research, Michigan State and several oth-
ers. He produced numerous articles fur-
thering the themes of his most important
book The Economics of Control (1944)
based on his Ph.D. dissertation at the Lon-
don School, and extending and refining the
details of his concept of ‘functional fi-
nance.’ The latter idea became the basis
for leading intellectual roles in promoting
Keynesian fiscal policy. Mention must also
be made of the work of John Hobson and,
the Americans, Major Paul Douglas, and
Foster and Catchings. They are less well
known than others included in this chap-
ter, but are nevertheless effective critics
of the efficiency of the price system.

Barone’s seminal work on collective planning

The little-known Italian economist Enrico
Barone built a model of a collective sys-
tem in which all resources (other than
labor) are socially owned and directed by
a Ministry of Production. His conclusion
is that if the Ministry plans for producing
output so that all costs reach their
minima and then sets product prices
equal to these minimum costs of produc-
tion, these directives will achieve an opti-
mum allocation of resources and, in that
sense, will achieve maximum welfare.
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Thus, on a technical level, Barone suc-
cessfully identified the problem of re-
source allocation that confronts planners
in the absence of a price system, and dem-
onstrated that it is mathematically solv-
able. That is, in principle, the planning
board can substitute its authority for the
marketplace and achieve economic effi-
ciency.

Yet, this demonstration did not put the
matter to rest. Several respected econo-
mists argued that, in spite of Barone’s
mathematical demonstration, if resources
are not directed by a freely operating price
mechanism they cannot be used efficiently.
A particularly vehement statement of this
position was presented by the Austrian
thinker Ludwig von Mises.

Issues and Answers from the Masterworks 19.1
Issue
Why is it that a rational allocation of resources cannot be accomplished under social-
ism?

Mises’s answer
From ‘Economic calculation in a socialist commonwealth’ (translated from the German ver-
sion for inclusion in Collectivist Economic Planning, edited by F.A.Hayek, 1935).

Introduction
There are many socialists who have never come to grips in any way with the problems of eco-
nomics, and who have made no attempt at all to form for themselves any clear conception of the
conditions which determine the character of human society. There are others, who have probed
deeply into the economic history of the past and present, and striven, on this basis, to construct
a theory of economics of the ‘bourgeois’ society. They have criticized freely enough the eco-
nomic structure of ‘free’ society, but have consistently neglected to apply to the economics of
the disputed socialist state the same caustic acumen, which they have revealed elsewhere, not
always with success. Economics, as such, figures all too sparsely in the glamorous pictures
painted by the Utopians. They invariably explain how, in the cloud-cuckoo lands of their fancy,
roast pigeons will in some way fly into the mouths of the comrades, but they omit to show how
this miracle is to take place. Wherever they do in fact commence to be more explicit in the
domain of economics, they soon find themselves at a loss—one remembers, for instance,
Proudhon’s fantastic dreams of an ‘exchange-bank’—so that it is not difficult to point out their
logical fallacies. When Marxism solemnly forbids its adherents to concern themselves with eco-
nomic problems beyond the expropriation of the expropriators, it adopts no new principle, since
the Utopians throughout their descriptions have also neglected all economic considerations,
and concentrated attention solely upon painting lurid pictures of existing conditions and glowing
pictures of that golden age which is the natural consequence of the New Dispensation.

Whether one regards the coming of socialism as an unavoidable result of human evolution,
or considers the socialization of the means of production as the greatest blessing or the worst
disaster that can befall mankind, one must at least concede, that investigation into the condi-
tions of society organized upon a socialist basis is of value as something more than ‘a good
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mental exercise, and a means of promoting political clearness and consistency of thought.’4 In
an age in which we are approaching nearer and nearer to socialism, and even, in a certain
sense, are dominated by it, research into the problems of the socialist state acquires added
significance for the explanation of what is going on around us. Previous analyses of the ex-
change economy no longer suffice for a proper understanding of social phenomena in Germany
and its eastern neighbours today. Our task in this connection is to embrace within a fairly wide
range the elements of socialistic society. Attempts to achieve clarity on this subject need no
further justification.

1: The distribution of consumption-goods in the socialist commonwealth
Under socialism, all the means of production are the property of the community. It is the commu-
nity alone which can dispose of them and which determines their use in production. It goes
without saying that the community will only be in a position to employ its powers of disposal
through the setting up of a special body for the purpose. The structure of this body and the
question of how it will articulate and represent the communal will is for us of subsidiary impor-
tance. One may assume that this last will depend upon the choice of personnel, and in cases
where the power is not vested in a dictatorship, upon the majority vote of the members of the
corporation.

The owner of production-goods, who has manufactured consumption-goods and thus be-
comes their owner, now has the choice of either consuming them himself or of having them
consumed by others. But where the community becomes the owner of consumption-goods,
which it has acquired in production, such a choice will no longer obtain. It cannot itself consume;
it has perforce to allow others to do so. Who is to do the consuming and what is to be consumed
by each is the crux of the problem of socialist distribution.

It is characteristic of socialism that the distribution of consumption-goods must be independ-
ent of the question of production and of its economic conditions… Moreover, just because no
production-good will ever become the object of exchange, it will be impossible to determine its
monetary value. Money could never fill in a socialist state the role it fills in a competitive society
in determining the value of production goods. Calculation in terms of money will here be impos-
sible… Only under simple conditions can economics dispense with monetary calculation.
Within the narrow confines of household economy, for instance, where the father can supervise
the entire economic management, it is possible to determine the significance of changes in the
processes of production, without such aids to the mind, and yet with more or less of accuracy. In
such a case, the process develops under a relatively limited use of capital. Few of the capitalis-
tic roundabout processes of production are here introduced: what is manufactured is, as a rule,
consumption-goods or at least such goods of a higher order as stand very near to consumption-
goods. The division of labour is in its rudimentary stages: one and the same labourer controls
the labour of what is in effect, a complete process of production of goods ready for consump-
tion, from beginning to end.

Without economic calculation there can be no economy. Hence, in a socialist state wherein
the pursuit of economic calculation is impossible, there can be—in our sense of the term—no
economy whatsoever. In trivial and secondary matters rational conduct might still be possible,
but in general it would be impossible to speak of rational production any more. There would be
no means of determining what was rational, and hence it is obvious that production could never
be directed by economic considerations. What this means is clear enough, apart from its effects
on the supply of commodities. Rational conduct would be divorced from the very ground which
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Summing up: Mises’s key point

Mises argued that rational economic deci-
sions are impossible in the absence of a
price directed system. The key role played
by factor markets is critical to his argu-
ment. Specifically, Mises argued that the
prices that prevail in factor markets are
the basis for the decisions producers make
concerning the proportion in which factors
will be employed to produce various prod-
ucts consumers wish to purchase. Since a
socialist economy owns all of its factors
communally (except, of course, for labor),
there is no objective evaluation of their val-
ues, such as is established by the price
mechanism. Therefore, according to Mises,
rational decision making about resource
allocation is a logical impossibility in spite
of Barone’s proof that, in principle, the
problem of rational resource allocation can
be solved. Thus, the debate about resource
allocation without the intervention of a
free-price mechanism was effectively ini-
tiated as a result of Mises’s charge.

The debate continues

Mises’s argument was eventually chal-
lenged by Frederick M.Taylor when he
addressed the American Economic Asso-
ciation as its president in 1928.5 His argu-
ment was, essentially, a restatement of

Barone’s. He begins from the premise that
the state can distribute income according
to whatever objectives society deems ap-
propriate, and permit households to
spend in any way they choose. Production
would be planned by state-owned firms
with a view to clearing all markets of the
goods produced. This would, of course, re-
quire a planning board to set both com-
modity and resource prices. Resource
prices would first be imputed from con-
sumer demands to guide output and
would then be reflected forward as com-
modity prices to guide consumer choices.
These prices would, of course, only be
shadow prices rather than market prices,
but from the consumers’ perspective, they
would serve exactly the same purpose of
allocating or rationing goods. Mistakes
would, of course, be made, just as is often
the case with market-set prices (i.e. there
might be shortages of some goods and
gluts of others). Trial-and-error proce-
dures could be used to grope toward a sys-
tem of prices that would effectively clear
markets of already produced goods and
also serve as a basis for guiding future
production.

The next phase of the debate proceeded
along somewhat different lines and in-
volved two other personalities, F.A.Hayek,
also a follower of the Austrian tradition
who became a Nobel Prize laureate in 1974

is its proper domain… But then we have the spectacle of a socialist economic order floundering
in the ocean of possible and conceivable economic combinations without the compass of eco-
nomic calculation.

Thus, in the socialist commonwealth every economic change becomes an undertaking
whose success can be neither appraised in advance nor later retrospectively determined.
There is only groping in the dark. Socialism is the abolition of rational economy.

Source: Collectivist Economic Planning, edited by F.A.Hayek (London: Routledge, 1935).
[This article appeared originally under the title ‘Die Wirtschaftsrechnung im sozialistischen

Gemeinwesen’ in the Archiv für Sozialewissenschaften, vol. 47 (1920)—Ed.]
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(jointly with Gunnar Myrdal), and Lionel
Robbins, of England. The issue now be-
came whether it is a practical possibility,
first, for a planning board to collect the
astronomical quantity of data needed for
decision making and, second, whether it
is possible to establish a mathematical
equation for each of the vast number of
commodities demanded by households and
supplied by state-directed producers, as a
basis for determining the set of mutually
compatible prices that will simultaneously
solve the system of equations.6

Oskar Lange and F.M.Taylor brought
an effective end to their debate with their
response in On the Economic Theory of
Socialism (1966) to Mises’s original argu-
ment as well as to those of Hayek,
Robbins, and Lerner. The essence of their
counter-argument was, first, that rational
resource allocation only requires the ex-
istence of prices; it matters not in the
least whether these are free-market
prices or shadow prices set by state plan-
ners. Trial-and-error processes are fully
capable of identifying what set of prices is
compatible with market clearing. As
Lerner put it, all that is necessary is that
the planning board require producers to
follow two rules; the first is that they ex-
pand output to achieve the lowest possible
average cost, and second, that they choose
that scale of output at which average cost
equals marginal cost.7

Consumer goods prices would be set
freely by consumer preferences, which
would thereby serve as a basis for imput-
ing factor values by a trial-and-error proc-
ess such as had already been suggested by
Lange and Taylor. Thus, the problems of
massive equation solutions, against which
Hayek and Mises warned, were intended
to be circumvented by the Lange-Taylor
solution to the pricing problem. They ef-
fectively laid to rest the problem that
Mises’s argument raised about the impos-

sibility of rational resource allocation un-
der socialism. The profession was virtually
unanimous about accepting his conclusion;
rational use of resources is fully possible
without a free-price mechanism. Whatever
the problems of socialism as a system, they
do not lie in the impossibility of making
rational production decisions.

One well-known scholar has argued
that the chief problem of socialism is likely
to be the bureaucracy inherent in the re-
quirement for a large number of adminis-
trators. None other than Joseph
Schumpeter inferred that socialism has
the potential for being superior to big-busi-
ness capitalism precisely because much of
the capitalists’ requirements to respond on
an ongoing basis to the uncertainties of
economic rivalry will be eliminated by eco-
nomic planning.8 Yet the events of the so-
called ‘Velvet Revolution’ of 1989, which—
without military action—brought down
the Soviet Union, causing former satellites
including the former East Germany, to
unify with the West to pursue market
driven economies, suggest a new signifi-
cance for Mises’s original argument.

Rent in Fabian economics

Fabian studies also undertook the collec-
tion of factual data, especially as it re-
lated to the extreme disparities in per-
sonal income distribution. Studies of this
sort paved the way for Sidney Webb’s book
Capital and Land (1888), which argued
that capital is essentially like land in its
capability to yield rent as an unearned in-
crement. Sidney Webb argued that modern
capitalism is chiefly characterized by the
Ricardian law that conceives of rent as a
differential surplus. This surplus emerges
not only on agricultural land, according to
Webb, but also in industrial establish-
ments. Economic growth and social devel-
opment yield an unearned increment to
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capitalists that is in no way attributable
to their efforts or services as capitalists.
The source of these differential rents is
community effort and it is to the commu-
nity that these rents should be returned
through the relatively simple reform of
transferring ownership of all land to local
councils. Industries should be similarly
owned, Webb argued, while natural mo-
nopolies like railroads, bridges, and canals
should be owned by the state. The objective
of these recommendations was that, what-
ever surplus is earned by the means of pro-
duction, should benefit society as a whole,
rather than individual owners.

There are some obvious problems that
would arise in implementing Webb’s recom-
mendation. First, there is the problem of
identifying the unearned rental component
from that portion of the resource cost that
is earned. Is there a distinction between
earnings on property that is purchased
rather than inherited? Hugh Gaitskell criti-
cized Webb and other early Fabians, who
argued that all surpluses be interpreted as
technically ‘unearned’, as presenting a
weak argument for socialism.9

By the early 1920s, E.Hugh Dalton, a
Cambridge-educated Fabian, who became
an assistant lecturer at the London School
of Economics, undertook to use marginal
analysis to examine income inequality. He
wrote two books, Some Economic Aspects
of the Inequality of Incomes in Modern
Communities (1920) and Principles of
Public Finance (1922). The first was the
more ambitious and scholarly and aimed
chiefly at presenting evidence about the
distribution of personal income. It criti-
cized neoclassical distribution theory be-
cause it ignored the role of inheritance and
the influence of opportunity, custom, and
property in determining income shares.
The goals that democratic socialists hoped
to achieve on the basis of Dalton’s work
were greater income equality through im-

proved access to education by the working
class and tax reforms to limit inherited
wealth. Nationalization of industry contin-
ued to be a socialist goal, but it was no
longer viewed as the sole method of ad-
vance toward greater equality.

The New Fabian Research Bureau (NFRB)

The New Fabian Research Bureau
(NFRB) was organized in 1935 by
G.D.H.Cole to explore the theory and
practice of socialism. Besides Cole and
Gaitskell, two other important partici-
pants in the work of the Fabians were
Evan Durban and H.D.Dickinson, from
the University of Leeds—the latter ’s
name was mentioned above in connection
with the problem of the possibility of ra-
tional resource allocation under social-
ism. Dickinson’s paper ‘Price formation in
a socialist community,’ has been credited
with introducing the principle that pric-
ing on the basis of marginal cost is the in-
strument through which a socialist
economy can duplicate the efficiency of a
price-directed competitive economy.10 The
same logic also led him to the conclusion
that decreasing-cost industries should be
subsidized while increasing-cost indus-
tries should be taxed. The timing of this
exchange, which preceded Hayek’s impor-
tant book Collectivist Economic Planning
(1935) by just a year, thus became part of
the larger intellectual controversy about
the competitive solution to the economic
problem of socialist states. The conclusion
is that a planned economy is not only ca-
pable of replicating the efficiency of the
price system in the production of goods by
adopting the marginal cost pricing rule,
but it has the potential for even greater
efficiency because planning avoids the
economic and social losses inherent in the
breakdown of competition. In short, plan-
ning under democratic socialism is held to
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be capable of an even more rational per-
formance than laissez-faire.

The problem of unemployment

The microeconomic problem of the ra-
tional allocation of resources under social-
ism was by no means the only theoretical
concern of the Fabians. They were also
concerned with the macroeconomic prob-
lem of unemployed resources, labor in par-
ticular. An important analytical contribu-
tion towards understanding this problem
came from John A.Hobson (1858–1940).
Hobson had a rather undistinguished
teaching career, but wrote more than 50
books, all of which not only expressed his
concern with the ethical aspects of busi-
ness behavior but also recorded his dissent
from neoclassical economic theory and
laissez-faire policy. His economic heresy
not only gave him much in common with
American institutionalists, but also
earned him plaudits from none other than
John Maynard Keynes, who described
Hobson’s first book as one ‘which marks in
a sense, an epoch in economic thought.’11

Hobson’s underconsumption theory

Hobson and his co-author, A.F.Mummary,
began their underconsumptionist argu-
ment with a challenge to the conventional
and generally accepted premise, from the
time of Adam Smith, that production im-
balances are not possible. But there was a
new twist to his argument: Smith, and
those who followed him, maintained that
this balance is assured because the mar-
ket directs savings into investment, so
that purchasing power cannot be de-
stroyed. Hobson argued that investment,
and therefore the production of consumer
goods in excess of the capacity of consum-
ers in the aggregate to purchase them, is a
potential source of imbalance.

Specifically, Hobson argued that the
amounts paid out in wages, rent, profit,
and interest are generally sufficient to buy
back the product of industry. However, in
economies characterized by great inequali-
ties in the distribution of income, many per-
sons are so wealthy they are unable to
spend their incomes. The lag of wages be-
hind prices during prosperity limits the
expenditures of workers as a class and
transfers disproportionate amounts of in-
come to non-wage earners. The additional
flow of savings supports new investment,
which eventually adds to the volume of out-
put available for sale. Overproduction is
thus inevitable in the sense that the in-
creased stream of consumer goods, which
is produced as increased saving supports
new investment, cannot be absorbed at
prices that are profitable for producers. The
cure, in Hobson’s view, is to be found in
greater equality of income.12 This proposal
is certainly in accord with the arguments
of Dalton and Gaitskell about the relevance
for the economic well-being of society of
placing stringent limits on inherited wealth
and for expanding the opportunities for
employment by the lower classes.

The concern of the Fabians about the
problem of unemployment became the ba-
sis of the intellectual empathy that they
shared with John Maynard Keynes. Keynes
regarded the so-called Treasury view,
which undertook to alleviate England’s
1920s depression with monetary measures,
as untenable policy. He argued for public
works and budget deficits along with cheap
money to encourage domestic expansion. It
was not, however, until 1936 that the theo-
retical basis for these policy suggestions
was systematically developed by Keynes.

Keynes’s ideas about how to manage
aggregate economic activity were intro-
duced into socialist economic policy by a
new generation of Fabian socialists.13

Colin Clark, Evan Durban, and James
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Meade were among those who introduced
Keynes’s principles of macroeconomic
management into socialist planning rec-
ommendations.14 G.D.H.Cole also ap-
plauded Keynes’s General Theory as be-
ing sympathetic to underconsumptionist
views about the need to increase the
spending power of the masses to alleviate
unemployment. However, he also warned
that while ‘the Keynesian revolution in
economic thought is to be welcomed and
accepted by Socialists up to a point, it can-
not be taken as a substitute for Socialism,
or for a socialist economic theory which
goes a long way beyond it.’15 Nevertheless,
the revolutionary system of thought that
Keynes introduced to the world in his Gen-
eral Theory of Employment, Interest and
Money (1936) also left its mark on think-
ers who were committed to achieving a
non-violent transition to a planned
economy. Keynes’s message provided an
analytical basis for many socialist objec-
tives. Specifically, Keynes’s theory pro-
vided a rationale for the socialist objective
of large-scale income redistribution while
also indicating ways in which full employ-
ment might be achieved without large-
scale nationalization. Given their prag-
matic perspective that full socialism was,
in all likelihood, a long way off for Great
Britain, the Fabians embraced Keynes’s
analysis as providing a workable interim
answer to the problem of capitalist col-
lapse that was so greatly worsened in Eng-
land by the worldwide depression of the
1930s. The policy imperatives confronting
Great Britain at this critical time were not
without impact on Keynes’s formulation of
his message and on the Western world,
which took it to mind and heart.

A+B theorem

There are various versions of the A+B
theorem which differ in detail, but share

the common feature of attributing crises
and depressions to the inability of
consumers to buy industry’s products at
prices that will cover their production
costs. One popular version is the A+B
theorem, offered by another English
writer, Major C.H.Douglas, to explain the
source of purchasing-power insufficiency.16

According to Douglas’s explanation, the
payments made by businesses consist of:
 

A payments made to individuals in the
form of wages, salaries, and dividends.

B payments made into reserves for depre-
ciation and payments to other busi-
nesses for raw material and equipment
and interest on bank loans.

 
A payments provide a flow of purchasing
power while B payments do not. Yet both
A and B payments become part of the
price. Thus, there is a deficiency of pur-
chasing power equal to B, which must be
replaced in some way if production is not
to be interrupted. This logic provides the
basis for various schemes for sharing the
wealth.

Social welfare

The Lerner argument

The Lerner argument about the conduct
of rational planning was straightforward:
the planning board uses the price mecha-
nism by establishing a set of ‘shadow
prices’ and then instructs its managers to
follow simple rules. The first is to confront
all individuals with exactly the same
price for each good, thereby avoiding price
discrimination among them. This rule
would achieve the first set of maximizing
conditions. Analogously, the planning
board establishes factor prices for all es-
tablishments and instructs managers to
minimize production costs. Given those
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instructions, the second set of maximizing
conditions stipulates that prices must
equal marginal costs. Managers are fur-
ther instructed to expand output if mar-
ket prices are higher than marginal costs
and, conversely, to contract output if mar-
ginal cost exceeds market price. Thus,
Lerner’s plan for rational economic con-
trol is designed to eliminate the devia-
tions from perfect competition that free
enterprise might generate. The role of au-
thority (i.e. the planning board) in a So-
cialist state is to act in the manner of the
Walrasian auctioneer, which Walras him-
self never demonstrated but only implied.

In Economics of Control (1944) Lerner
went beyond the three sets of optimality
criteria established by Hicks to include full
employment among the basic welfare re-
quirements. This led him to his important
concept of ‘functional finance’ or the use of
fiscal policies to ‘steer’ the economy by ap-
propriate programs of taxing and spend-
ing, borrowing, or lending by the Treasury.
The latter programs subsequently became
the centerpiece for Keynesian fiscal policy.

Another important contribution to wel-
fare economics came from Abram Bergson
who, continuing the Barone tradition, re-
stated the planning problem as being one
of maximizing a social welfare function.17

A social welfare function envisions an ag-
gregation of the individual welfares of dif-
ferent individuals.

What is the best method for aggregat-
ing individual choices? The problem of ag-
gregating individual preferences in order
to arrive at a summation of all individual
choices stems from the old argument go-
ing back to Robbins (1932) that individual
utilities are strictly subjective so that they
can neither be compared nor aggregated.
As was shown in Chapter 16, it is precisely
this argument that led to the Pareto ordi-
nal ranking system along with the crite-
ria that a given social change can be re-

garded as an improvement in welfare as
long as it enables at least one person to be
better off; i.e. able to achieve a higher in-
difference curve without anyone else be-
ing pushed to a lower one.

The Pareto principle, in itself, does not
go very far towards designing policies to
accomplish improvements in human wel-
fare. One attempt at achieving a forward
step proceeded from the incontrovertible
point that there are some ‘winners’ from
any proposed change in policy and some
prospective ‘losers.’ This truism suggested
the possibility of the compensation princi-
ple to Nicholas Kaldor.18 The essentials of
his proposed approach was to introduce
hypothetical compensation payments by
the winners to the losers.

A conceptually different approach was
undertaken by Abram Bergson who tried
to establish a theoretical basis for circum-
venting the inherent non-additivity of in-
dividual preferences by proceeding in
terms of individual utility functions that
are inferred on the basis of an ethical be-
lief that the preference orderings of indi-
viduals are consistent with alternative so-
cial states, such that it is possible to iden-
tify at least one social state that is ‘equally
good’ for all members of society. Beginning
from a profile of individual preference or-
derings, if it can be ethically shown that it
is not inconsistent with their preferences,
then ordinal utility ranking can serve as a
basis for transforming them into a numeri-
cal representation of individual utility
functions. These, in the aggregate, repre-
sent the social utility function.

As a practical matter, the identification
of a social welfare function to be associ-
ated with alternative prospective policies
is a Herculean task, as Kenneth Arrow’s
Impossibility Principle has shown. His
important book Social Choice and Indi-
vidual Values (1951) relied on the math-
ematics of set theory rather than calculus
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to enable him to reach his conclusions. His
argument proceeded from the premise that
the problem of choice involves the selec-
tion of one from among three possible
projects, identified as A, B, and C. The one
which is chosen is to represent the vote of
the majority. The problem of identifying
the majority choice is not as clear cut as it
may seem. Consider the following: say that
a three-person selection committee must
choose amongst projects A, B, and C. The
vote of member 1 is that A is preferred to
B which is also preferred to C; the vote of
member number 2 ranks B as preferred to
C which is preferred to A; the third mem-
ber votes C is preferred to A which is pre-
ferred to B. Thus, the third vote ranks C
better than A. In short, there is a voting
paradox that implies that the choice is
necessarily arbitrary in the sense of re-
quiring a dictator to choose among alter-
natives, causing the paradox to be referred
to as Arrow’s ‘impossibility theorem.’ De-
spite this negative finding, Arrow—to-
gether with Gerard Debreu (born 1921) a
French mathematical economist—was
able to prove mathematically that a com-
petitive equilibrium can be shown to exist
within the framework of a Walrasian equi-
librium model. Debreu received the Nobel
Prize in Economics for this finding—an
award that Arrow had already received in
1972 jointly with J.R.Hicks.

Concluding remarks

The dilemma inherent in Marx’s dialectic
relating to the inevitability of social revo-
lution produced two quite differently
grounded rebuttals. One was inspired by
Pareto’s welfare analysis, as revitalized
and reinterpreted by J.R.Hicks and sub-
sequently given mathematical proof by
Samuelson and Debreu. They undertook
to establish the ‘existence’ of a welfare
maximizing equilibrium in a competitive

price directed economy. The alternative
intellectual approach was taken by sev-
eral thinkers from many different coun-
tries. The list includes, among others, the
Italian Enrico Barone, a whole group of
Fabian Socialists, Abba Lerner, and sev-
eral ‘New Deal’ economists. Their ener-
gies were directed at demonstrating the
practical possibilities of achieving socially
desired outcomes, ranging from marginal
cost pricing to full employment by means
of planning. Theirs was intended to be the
intellectual rebuttal to the argument de-
riving largely from the Austrian tradition
that it is not possible for a planning board,
given the responsibility for choosing the
outputs to be produced and the methods
by which they will be produced by deploy-
ing factors of production, to accomplish a
rational outcome because they do not
have market prices to guide them. The re-
buttal variously articulated by a whole
spectrum of ‘theoretical’ socialists was
that, with the assignment of ‘shadow’
prices, it is possible by a process of trial
and error (which is much like the fluctua-
tions in the day-to-day prices generated
by the price system) to accomplish the
best of all possible worlds. This includes
achievement of the competitive ideal of
optimum output and, with the aid of func-
tional finance, ‘full’ employment when
market conditions are unable to generate
these socially desired outcomes. Thus, the
theoretical and practical concerns the
proponents of planning offer, provide a
perception and mind-set that leads to the
less than full employment analysis of
J.M.Keynes, which is the subject matter
of Chapter 20.
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Questions for discussion and further
research

1 Why is the question about rational economic
decision making so central to the contro-
versy about socialism as an effective
alternative to capitalism?

2 What was the essence of Barone’s argu-
ment (in Collective Economic Planning) that
rational decisions are possible under
socialism even though there are no market
prices?

3 What are ‘shadow prices’? How would they
facilitate rational decision making under
socialism?

4 What relevance does the rule of marginal
cost pricing have for a socialist economy?

Notes for further reading

From The New Palgrave

M.Anyadike-Danes on Hugh Todd Naylor
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Glossary of terms and concepts

A+B theorem
A principle suggested by C.H.Douglas for ex-
plaining purchasing power insufficiencies. It
attributes the deficiency to the presence of
interbusiness payments, which, unlike pay-
ments to individuals, are not used for the pur-
chase of consumer goods.

Arrow’s impossibility principle
Maintains that there is a paradox inherent in
attempting to establish the choice of the ma-
jority, which is arbitrary. Subsequently, he and
Gerard Debreu established mathematically
that a competitive equilibrium can be shown to
exist in a Walrasian equilibrium model.

Fabian socialism
An English movement, organized by Sidney
and Beatrice Webb in 1884, which aimed to
achieve socialism by legislative means rather
than by revolution.

Functional finance
Abba Lerner’s tool to ‘steer’ the economy to-
wards full employment by using governmental
taxing, spending, borrowing and lending ac-
tivities to ‘manage’ aggregate demand.

Impossibility theorem (Austrian)
As part of their objections to collectivist plan-
ning, the Austrians, in particular von Mises,
maintained that rational allocation of re-
sources is impossible in the absence of the
price system.

Shadow prices
Prices set by a planning board in a socialist
economy for the purpose of guiding consumer
purchases. These can, at least theoretically,
serve as a basis for imputing factor prices,
which can then be used to allocate labor and
other resources. The possibility of rational al-
location without a price system was also main-
tained by the Italian, Enrico Barone, and
E.M.Taylor, an American.

Social welfare function
The aggregation of individual welfares. The
inherent problem stems from the Robbins’s
argument that the subjectivity of individual
utilities implies that they cannot be measured
or aggregated. The argument led to Pareto’s
system of ordinal ranking (Chapter 15). Ac-
cordingly, a change in social welfare can be
interpreted as an improvement in social wel-
fare if it enables at least one person to
achieve a higher indifference curve.

Underconsumption (oversaving) theories
of the cycle
Theories based on the premise that ‘workers
cannot buy their own product.’ The insuffi-
ciency of purchasing power is usually attrib-
uted to inequalities in the distribution of in-
come. The excessive savings of capitalists
and landowners are viewed by undercons-
umption theorists as the cause of cyclical dis-
turbances.
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George Douglas Howard Cole, vol. 1, p. 473.
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Introduction

Life and times (1883–1946)

The impact of The General Theory of Em-
ployment, Interest and Money on the pro-
fession and in the realm of public policy
has exceeded that which could reasonably
have been expected from even such a dis-
tinguished and influential thinker as
John Maynard Keynes. The reason for its
sweeping success, in the face of received
doctrine and a generally negative recep-
tion in non-academic circles at the time of
its publication in 1936, is that it had
something for everyone. One would have
to go back to Adam Smith to find a compa-
rable degree of persuasiveness with re-
spect to public policy, to David Ricardo for
the kind of rigorous analysis that inspires
the deductive thinker, and to Karl Marx
for someone who attracted sufficiently
zealous and able followers to carry his
message to the world.

Keynes appears to have been destined,
by family circumstance and great natural
ability, to make a distinguished contribu-
tion to the world.1 His father was John
Neville Keynes, registrar of the University
of Cambridge, whose Scope and Method of
Political Economy (1891) is not only a clas-
sic in its field, but remains an eminently
useful treatise on the subject of methodol-
ogy to this day. His mother served as

mayor of Cambridge as recently as 1932.
The Keyneses educated their son at Eton
and King’s College, where he excelled in
mathematics, besides studying the clas-
sics, philosophy, and economics—the lat-
ter under Henry Sidgwick and Alfred
Marshall.

In 1906, having passed the civil service
examination, he went into the India Of-
fice for two years before returning once
more to King’s College, where he special-
ized in teaching Marshall’s Principles of
Economics. The academic life—broadened,
especially through his marriage to Rus-
sian ballerina Lydia Lopokova, to include
the arts as well as business interests,
which provided a handsome additional in-
come—suited him well.

However, Keynes was always involved
in public affairs in one capacity or another,
particularly with respect to matters of
trade and finance. This aspect of his ca-
reer was in perfect keeping with his pre-
dominantly pragmatic approach; econom-
ics as a pure science interested him far less
than economics in the service of policy. In-
deed, Keynes’s contribution to the theory
and practice of political economy must be
seen in perspective against the war and
interwar years in order to be fully under-
stood and appreciated. These years were
marked by the breakdown of trade rela-
tions and the gold standard during World
War I, followed first by inflation, exchange
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rate instability, balance-of-payments dis-
equilibria, and later by deflation and mass
unemployment on an international scale.
Theoretical examination of these cata-
strophic phenomena and, more important
from Keynes’s point of view, practical so-
lutions to the problems they created, were
therefore the order of the day.

With the outbreak of World War II,
Keynes devoted himself to questions con-
cerning war finance and the ultimate re-
establishment of international trade and
stable currencies. His ideas on these mat-
ters were offered in a pamphlet, How to
Pay for the War (1940), and in the Keynes
plan for the establishment of an interna-
tional monetary authority, which he pro-
posed in 1943. Although Keynes’s plan was
rejected, the proposal that was adopted at
the 1944 Bretton Woods Conference,
which Keynes attended as the leading
British delegate, clearly reflected the in-
fluence of his thinking.

At the time of his death, early in 1946,
shortly after working out the American
loan agreement, he was the leading econo-
mist not only of England but also of the
world. He was a brilliant theorist, but he
valued theory primarily as a guide to
policy. Thus, Keynes, perhaps more than
any other individual, is responsible for the
return to what once was known as ‘politi-
cal economy.’

The evolution of The General Theory

The Marshallian background: Say’s Law

Because Keynes was schooled in the
Marshallian tradition, and it was this
background that underlay his ‘long strug-
gle to escape,’ it is here one must begin to
understand the origins of the paradigm
shift which many think of as the
Keynesian revolution. Marshall’s analy-
sis was almost wholly microeconomic in

character and was little concerned with
the behavior of the economy as a whole.
This focus stemmed largely from the
Ricardo-Mill legacy of Say’s Law, from
which they derived their conclusion that
overproduction for the economy as a
whole is an impossibility as is an over-ac-
cumulation of capital. Marshall also con-
cluded, at least implicitly, that the labor
resources of the economy would tend to be
fully employed and receive a real wage
equivalent to the value of its marginal
product. Full employment is assured be-
cause, under competition, money wages
tend to fall when there are unemployed
workers, which brings about correspond-
ing reductions in real wages. Neoclassical
thinkers regarded wage rate reductions
as a reliable mechanism for assuring full
employment because they believed that
money and real wages would decline to-
gether. The relationship envisioned be-
tween the behavior of money and real
wages is closely related to their concep-
tion of the behavior of the general price
level, which is examined next.

The Marshallian background: the quantity
theory

The best known hypothesis about the
behavior of the general price level is
Irving Fisher’s transactions version of
the quantity theory of money, which em-
phasized changes in M, the quantity of
money, as the causal factor in bringing
about changes in the general price level.2

Unlike Fisher’s, Marshall’s formulation
emphasized changes in the use of money.
The public holds some portion of the an-
nual money value of goods and services
in its cash balances at any moment of
time.

Marshall thought the essential reason
why people demand cash or, in modern ter-
minology, have a preference for liquidity,



○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○

Chapter 20 Keynes’s critique of the mainstream tradition

443

is to bridge the time gap between the re-
ceipt of money income and its disburse-
ment. If the demand for money for trans-
actions purposes (i.e. as a medium of ex-
change) is such that the money stock turns
over, say, at a rate of four times a year, the
equivalent of one quarter of the annual
money value of output will be in cash bal-
ances at any moment of time. Thus the
demand for cash, which Marshall repre-
sented by the letter k, is equivalent to 1/V,
which is the reciprocal of V, the velocity of
circulation. By substituting k for 1/V ve-
locity in the equation MV=PT and rear-
ranging, Marshall’s equation of exchange
becomes M=PTk, where M is the quantity
of money at any instant of time and PTk is
the average level of prices, given the vol-
ume of trade and the demand for cash to
satisfy transaction needs.

Marshall’s introduction of cash bal-
ances into the equation of exchange facili-
tated examination of changes in the price
level initiated by changes in the speed
with which the public uses the stock of
money, as well as changes in the quantity
of money itself. Marshall’s introduction of
k (to represent the demand for money) did
not lead to different conclusions than those
associated with Fisher’s quantity theory.
Because k in the Marshallian formulation,
like V in the Fisher formulation, is a sta-
ble factor that reflects such institutionally
determined influences as the frequency
with which people are paid, the demand
for money for transaction purposes is a
stable function of the level of income, and
is not subject to autonomous variations
that will affect the general price level in-
dependently of the quantity of money.

Marshall recognized that, besides want-
ing money as a medium of exchange, peo-
ple might have a demand for money as an
asset, but he regarded the holding of cash
as irrational behavior. His logic was that
if people find themselves with excess cash

balances, perhaps because of wage and
price reductions resulting from unemploy-
ment somewhere in the economy, they
would simply increase their expenditures
on other goods (perhaps indirectly through
investments in capital goods). This would
maintain the constancy of the general
price level even if there are reductions in
money-wage rates. A stable price level
with falling money wages would reduce
wages and promote the reemployment of
labor if there were layoffs anywhere in the
economy. Thus, for Marshall, the problem
of explaining levels of unemployment and
reductions in levels of resource use was
considerably less challenging than the
problem of explaining individual commod-
ity and factor prices.3

Marshall also left to others the exami-
nation of the relationship between
changes in the general price level and the
demand for money as an asset. His ap-
proach was to dichotomize the pricing
process, meaning that the forces operat-
ing in the money market were seen as op-
erating separately from those operating in
the commodity markets, as though there
were no relationship between them. This
is, of course, the case if there is no demand
for money as an asset. In effect, this as-
sumption has it that a money economy
functions like a barter economy. The de-
mand for cash balances is then zero, and
the money market is always in a state of
equilibrium. This implies that the money
received from the sale of commodities is
always used to purchase other commodi-
ties, which is to say, the requirements for
Say’s identity are fulfilled in Marshall’s
analysis as they were in the classical
analysis which preceded his. It also al-
lowed Marshall to compartmentalize mon-
etary theory from the theory of income,
output, and employment, and substan-
tially limit its content to the quantity
theory.
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Early writings

Alhough Keynes was schooled in the tra-
ditional theories of Say’s Law and the
‘Quantity of Money-Price Level’ link, his
examination of the relationship between
depression and monetary deflation after
World War I led him to question whether
price-directed economies tend to operate
automatically at full-employment levels.
The train of thought that ultimately de-
veloped out of this question later became
the essence of Keynes’s message.4 His first
publication, Indian Currency and Finance
(1913), which is regarded as an outstand-
ing examination of the functioning of the
gold exchange standard, already antici-
pated his later view on the need for wise
monetary policy to achieve economic sta-
bility. This message first emerged clearly
in The Economic Consequences of the
Peace (1919), which won him interna-
tional fame. In it, he presented, in addi-
tion to his vigorous polemic against repa-
rations payments, a vivid examination of
the breakdown of what he called ‘that ex-
traordinary episode of laissez-faire capi-
talism.’ The picture he sketched was of a
system made economically moribund by
the passing of the conditions necessary to
entrepreneurial success: a rapidly grow-
ing population and plentiful investment
opportunities born of innovation and sci-
entific progress. Thus, Keynes’s
Weltanschauung in the period after World
War I was that the system was plagued by
tendencies toward economic stagnation.
The theoretical schema of The General
Theory, which was to be published more
than a decade later during the worldwide
depression of the 1930s, had not yet
emerged. But there are few better exam-
ples in the history of economic thought of
the relationship between the germination
of an economic analysis and its crystalli-
zation into theoretical propositions than

we find in The Economic Consequences of
the Peace and The General Theory of Em-
ployment, Interest and Money.

Keynes’s Tract on Monetary Reform
(1923) was another stepping stone to The
General Theory. In it, he advocated that
the volume of note issue be controlled by
the central bank independently of the gold
reserve as a means of achieving economic
stabilization via price-level stabilization.
Two aspects of this work are significant as
regards the ultimate development of
Keynes’s thinking: the first is its unmis-
takably prescriptive nature; the second is
its conception of money as an active agent
in the economic process. Both are impor-
tant signposts along the way to The Gen-
eral Theory.

The economics-as-a-guide-for-policy
character of Keynes’s work is somewhat
obscured in his Treatise on Money (1930).
But that work contributed at least one
other important principle, which ulti-
mately became embodied in The General
Theory. This is the principle that decisions
to save and decisions to invest are unre-
lated to one another. Their separateness
was, however, glossed over—or better still,
lost sight of—by those who conceived of the
interest rate as a device to equilibrate sav-
ings and investment. It was in order to
emphasize the separateness of these deci-
sions and the idea that private thrift is not
a virtue when investment opportunities
are lacking, that Keynes adopted defini-
tions of saving and investment in the Trea-
tise that recognized the possibility of their
diverging from each other. Gunnar
Myrdal, who followed the teachings of
Wicksell, had essentially the same distinc-
tion in mind when he identified savings
and investment in terms of ex ante and ex
post magnitudes.5 Thus if S>I (or, in
Myrdal’s terminology, saving ex ante ex-
ceeds investment ex ante), there will be a
cumulative contraction, while I>S will
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bring about a cumulative expansion. This
formulation was intended not only as a
tool for monetary theory, but also as a
guide for monetary policy, the obvious goal
of which is to keep S=I, without destruc-
tive fluctuations in income levels.6 It
proved to be one of the more successful of
Keynes’s many terminological innova-
tions, though the Treatise as a whole was
received with less applause than any
among his previous works. While the defi-
nitions of savings and investment intro-
duced in the Treatise were abandoned in
The General Theory, the idea of savings
and investment as separate phenomena
and as magnitudes that are not equated
by the interest rate is another of the foun-
dation stones of The General Theory.

The completion of The General Theory,
only five years after the Treatise, repre-
sents Keynes’s crowning achievement. It
is his magnum opus, not only as a cumula-
tion of his previous efforts, but also as his
last major publication. It brought him so
enthusiastic a following that there
emerged a whole school that adopted and
proliferated his ideas. Among those who
carried Keynes’s message to the world are
a remarkable number who are notable,
and possibly even outstanding, thinkers in
their own right. Roy F.Harrod, Joan
Robinson, and Richard F.Kahn were
among the leading English economists
whose thinking appeared to be progress-
ing in the same general direction as
Keynes’s when The General Theory ap-
peared. Alvin Hansen and Abba P.Lerner
were among the leading Keynesians in the
United States.7 Together with Paul
A.Samuelson, now Professor emeritus at
the Massachusetts Institute of Technology,
all have the distinction of having added in
an original way to the body of theory that

Keynes presented in The General Theory
of Employment, Interest and Money.

The revival of macroeconomic analysis

With the publication of The General
Theory, macroeconomic analysis once
more claimed center stage. It was not the
allocation of resources among alternative
uses, but rather whether resources
would be employed at all that became the
primary question for economic theory to
answer. This is the question to which
Keynes addressed himself and that he
made the basis for his disagreement with
the classics. Keynes thoughtfully pro-
vides us with a footnote explaining his
use of that term to include ‘the followers
of Ricardo, those, that is to say, who
adopted and perfected the theory of the
Ricardian economics, including (for exam-
ple) J.S.Mill, Marshall, Edgeworth and
Pigou.’8

Neoclassical theorists, that is, those
who follow in the Marshallian tradition,
were mainly concerned with pricing prob-
lems and their relation to the maximizing
activities of individuals and firms. The
general view that the economic problem is
one of scarcity persisted into the depres-
sion. Only prolonged unemployment on a
mass scale such as England experienced
in the late 1920s and 1930s eventually
made it apparent that scarcity is not the
only dimension of the economic problem.9

The rational allocation of resources is the
economy’s sole problem only when all the
resources seeking employment can be ab-
sorbed into the production process. Thus,
the persistence of unemployment, espe-
cially in the face of downward pressure to
reduce money-wage rates and policy to re-
duce interest rates, led Keynes to focus on
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the issue of the ability of modern capital-
istic economies to restore the equilibrium
at which their workers are ‘fully em-
ployed,’ that is, they are able to find jobs
at prevailing money wage rates if they
wish to have them. If they are able to do

so, the only kinds of unemployment to
which workers will be subject are those of
a frictional and voluntary nature, which
are not serious. The central issue of
Keynes’s General Theory is, precisely, to
address this matter.

Issues and Answers from the Masterworks 20.1
Issue
Is there a third category of unemployment, specifically involuntary unemployment, of which
classical theory does not admit and that is serious because it cannot be remedied by means of
the operation of the price mechanism?

Keynes’s answer
From The General Theory (1936), Chapter 2.

The postulates of the classical economics
Most treatises on the theory of Value and Production are primarily concerned with the distribu-
tion of a given volume of employed resources between different uses and with the conditions
which, assuming the employment of this quantity of resources, determine their relative rewards
and the relative values of their products.10

The question, also, of the volume of the available resources, in the sense of the size of the
employable population, the extent of natural wealth and the accumulated capital equipment,
has often been treated descriptively. However, the pure theory of what determines the actual
employment of the available resources has seldom been examined in great detail. To say that it
has not been examined at all would, of course, be absurd, for every discussion concerning
fluctuations of employment, of which there have been many, has been concerned with it. I
mean, not that the topic has been overlooked, but that the fundamental theory underlying it has
been deemed so simple and obvious that it has received, at the most, a bare mention.11

I
The classical theory of employment—supposedly simple and obvious—has been based, I think,
on two fundamental postulates, though practically without discussion, namely:

I. The wage is equal to the marginal product of labour.

That is to say, the wage of an employed person is equal to the value which would be lost if
employment were to be reduced by one unit (after deducting any other costs which this reduc-
tion of output would avoid); subject, however, to the qualification that the equality may be dis-
turbed, in accordance with certain principles, if competition and markets are imperfect.

II. The utility of the wage when a given volume of labour is employed is equal to the marginal
disutility of that amount of employment.

That is to say, the real wage of an employed person is that which is just sufficient (in the estima-
tion of the employed persons themselves) to induce the volume of labour actually employed to
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be forthcoming; subject to the qualification that the equality for each individual unit of labour
may be disturbed by combination between employable units analogous to the imperfections of
competition which qualify the first postulate. Disutility must be here understood to cover every
kind of reason which might lead a man, or a body of men, to withhold their labour rather than
accept a wage which had to them a utility below a certain minimum.

This postulate is compatible with what may be called ‘frictional’ unemployment. For a realis-
tic interpretation of it legitimately allows for various inexactnesses of adjustment which stand in
the way of continuous full employment: for example, unemployment due to a temporary want of
balance between the relative quantities of specialised resources as a result of miscalculation or
intermittent demand; or to time-lags consequent on unforeseen changes; or to the fact that the
change-over from one employment to another cannot be effected without a certain delay, so
that there will always exist in a non-static society a proportion of resources unemployed ‘be-
tween jobs.’ In addition to ‘frictional’ unemployment, the postulate is also compatible with ‘volun-
tary’ unemployment due to the refusal or inability of a unit of labour, as a result of legislation or
social practices or of a combination for collective bargaining or of a slow response to change or
of mere human obstinacy, to accept a reward corresponding to the value of the product attribut-
able to its marginal productivity. But these two categories of ‘frictional’ unemployment and ‘vol-
untary’ unemployment are comprehensive. The classical postulates do not admit of the possibil-
ity of the third category, which I shall define below as ‘involuntary’ unemployment.

Subject to these qualifications, the volume of employed resources is duly determined, ac-
cording to the classical theory, by the two postulates. The first gives us the demand schedule for
employment, the second gives us the supply schedule; and the amount of employment is fixed
at the point where the utility of the marginal product balances the disutility of the marginal
employment.

It would follow from this that there are only four possible means of increasing employment:
 

(a) an improvement of organisation or in foresight which diminishes ‘frictional’ unemployment;
(b) a decrease in the marginal disutility of labour, as expressed by the real wage for which

additional labour is available, so as to diminish ‘voluntary” unemployment;
(c) an increase in the marginal physical productivity of labour in the wage-goods industries

(to use Professor Pigou’s convenient term for goods upon the price of which the utility of
the money-wage depends);

or (d) an increase in the price of non-wage-goods compared with the price of wage-goods,
associated with a shift in the expenditure of non-wage-earners from wage-goods to non-
wage-goods.

 
This, to the best of my understanding, is the substance of Professor Pigou’s Theory of Unem-
ployment—the only detailed account of the classical theory of employment which exists. …

III
Though the struggle over money-wages between individuals and groups is often believed to
determine the general level of real wages, it is, in fact, concerned with a different object. Since
there is imperfect mobility of labour, and wages do not tend to an exact equality of net advan-
tage in different occupations, any individual or group of individuals, who consent to a reduction
of money-wages relatively to others, will suffer a relative reduction in real wages, which is a
sufficient justification for them to resist it. On the other hand it would be impracticable to resist
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every reduction of real wages, due to a change in the purchasing-power of money which affects
all workers alike; and in fact reductions of real wages arising in this way are not, as a rule,
resisted unless they proceed to an extreme degree. Moreover, a resistance to reductions in
money-wages applying to particular industries does not raise the same insuperable bar to an
increase in aggregate employment which would result from a similar resistance to every reduc-
tion in real wages.

In other words, the struggle about money-wages primarily affects the distribution of the ag-
gregate real wage between different labour-groups, and not its average amount per unit of
employment, which depends, as we shall see, on a different set of forces. The effect of combi-
nation on the part of a group of workers is to protect their relative real wage. The general level
of real wages depends on the other forces of the economic system.

Thus it is fortunate that the workers, though unconsciously, are instinctively more reasonable
economists than the classical school, inasmuch as they resist reductions of money-wages,
which are seldom or never of an all-round character, even though the existing real equivalent of
these wages exceeds the marginal disutility of the existing employment; whereas they do not
resist reductions of real wages, which are associated with increases in aggregate employment
and leave relative money-wages unchanged, unless the reduction proceeds so far as to
threaten a reduction of the real wage below the marginal disutility of the existing volume of
employment. Every trade union will put up some resistance to a cut in money-wages, however
small. But since no trade union would dream of striking on every occasion of a rise in the cost of
living, they do not raise the obstacle to any increase in aggregate employment which is attrib-
uted to them by the classical school.

IV
We must now define the third category of unemployment, namely ‘involuntary’ unemployment in
the strict sense, the possibility of which the classical theory does not admit.

Clearly we do not mean by ‘involuntary’ unemployment the mere existence of an
unexhausted capacity to work. An eight-hour day does not constitute unemployment because it
is not beyond human capacity to work ten hours. Nor should we regard as ‘involuntary’ unem-
ployment the withdrawal of their labour by a body of workers because they do not choose to
work for less than a certain real reward. Furthermore, it will be convenient to exclude ‘frictional’
unemployment from our definition of ‘involuntary’ unemployment. My definition is, therefore, as
follows: Men are involuntarily unemployed if, in the event of a small rise in the price of wage-
goods relatively to the money-wage, both the aggregate supply of labour willing to work for the
current money-wage and the aggregate demand for it at that wage would be greater than the
existing volume of employment… It follows from this definition that the equality of the real wage
to the marginal disutility of employment presupposed by the second postulate, realistically inter-
preted, corresponds to the absence of ‘involuntary’ unemployment. This state of affairs we shall
describe in the general level of money-wages will be accompanied, at any rate in the short
period and subject only to minor qualifications, by some, though not always a proportionate,
reduction in real wages.

Now the assumption that the general level of real wages depends on the money-wage bar-
gains between the employers and the workers is not obviously true. Indeed it is strange that so
little attempt should have been made to prove or to refute it. For it is far from being consistent
with the general tenor of the classical theory, which has taught us to believe that prices are
governed by marginal prime cost in terms of money and that money-wages largely govern
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Summing up: Keynes’s key points

Keynes’s criticism of the neoclassical
theory is its central premise that an
economy with flexible wages and prices
tends automatically to generate full em-
ployment. This theory was implicit rather
than explicit in neoclassical thinking,
which was concerned primarily with the

problem of value and distribution and the
allocation of resources among alternative
uses. Its microeconomic bias is particu-
larly evident in the postulates on which
its wage theory is based. These postulates
are (1) that the marginal product of labor
tends to fall as employment increases, (2)
that the real wage of labor tends to equal
its marginal product and to reflect the

marginal prime cost. Thus if money-wages change, one would have expected the classical
school to argue that prices would change in almost the same proportion, leaving the real wage
and the level of unemployment practically the same as before, any small gain or loss to labour
being at the expense or profit of other elements of marginal cost which have been left unal-
tered.12 They seem, however, to have been diverted from this line of thought, partly by the
settled conviction that labor is in a position to determine its own real wage and partly, perhaps,
by preoccupation with the idea that prices depend on the quantity of money. And the belief in the
proposition that labour is always in a position to determine its own real wage, once adopted, has
been maintained by its being confused with the proposition that labour is always in a position to
determine what real wage shall correspond to full employment, i.e. the maximum quantity of
employment which is compatible with a given real wage.

To sum up: there are two objections to the second postulate of the classical theory. The first
relates to the actual behaviour of labour. A fall in real wages due to a rise in prices, with money-
wages unaltered, does not, as a rule, cause the supply of available labour on offer at the current
wage to fall below the amount actually employed prior to the rise of prices. To suppose that it
does is to suppose that all those who are now unemployed though willing to work at the current
wage will withdraw the offer of their labour in the event of even a small rise in the cost of living.
Yet this strange supposition apparently underlies Professor Pigou’s Theory of Unemployment,
and it is what all members of the orthodox school are tacitly assuming.

But the other, more fundamental, objection, which we shall develop in the ensuing chapters,
flows from our disputing the assumption that the general level of real wages is directly deter-
mined by the character of the wage bargain. In assuming that the wage bargain determines the
real wage the classical school have slipped in an illicit assumption, for there may be no method
available to labour as a whole whereby it can bring the wage-goods equivalent of the general
level of money-wages into conformity with the marginal disutility of the current volume of em-
ployment. There may exist no expedient by which labour as a whole can reduce its real wage to
a given figure by making revised money bargains with the entrepreneurs. This will be our con-
tention. We shall endeavour to show that, primarily, it is certain other forces which determine the
general level of real wages. The attempt to elucidate this problem will be one of our main
themes. We shall argue that there has been a fundamental misunderstanding of how in this
respect the economy in which we live actually works.

Source: Reprinted from J.M.Keynes, The General Theory of Employment, Interest, and
Money (New York: Harcourt Brace Jovanovich, 1936) chapter 2.
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psychic disutility of employment at the
margin, and (3) that the money-wage bar-
gains made by workers and their employ-
ers also determine the level of real
wages. Neoclassical thinkers concluded,
on the basis of these postulates, that if
there is unemployment, it must be due to
workers’ unwillingness to accept a real
wage that corresponds to their marginal
productivity. It follows that an increase
in employment can be brought about
only by reducing money wages until they
are equal, in real terms, to labor’s mar-
ginal product.

Keynes, however, rejected this conclu-
sion. Money wages are generally bargained
or, at least, set by cultural and perhaps le-
gal forces. But given the state of the art,
the level of employment and output deter-
mine the marginal product of labor and,
therefore, the level of real wages. Thus, the
level of real wages is not determined inde-
pendently of the level of employment.
Moreover, the level of real wages cannot be
reduced simply by reducing the level of
money wages. Money-wage cuts are not an
effective way to reduce real-wage rates be-
cause the total demand for consumer goods
is dependent mainly on labor income. The
wage bargain determines only money-wage
rates and not real-wage rates. There may
exist no expedient by which labor as a
whole can reduce its real wage to a given
figure by making revised money bargains
with entrepreneurs.’13

This brings to the foreground the pos-
tulate concerning the response of workers
to wage cuts. Neoclassical theorists main-
tained that money wages tend to equal
real wages and that the latter reflect the
psychic disutility of employment at the
margin. Workers reject offers of additional
employment at lower money wages. Neo-
classical thinkers regard their unemploy-
ment as voluntary, in the sense that work-

ers are presumed to reject job offers at re-
duced money wages.

The mechanism by which mainstream
thinkers thought real-wage levels ad-
justed to make them compatible with full
employment is important because em-
ployer incentive to expand employment
requires a reduction in real wages. Com-
petition among workers for jobs tends to
depress money-wage rates. In certain sec-
tors of the economy, in which production
costs become lower along with wages,
prices may also decline. The expectation,
however, is that the general price level,
which was thought to be determined by
the relationship between the quantity of
money and the volume of transactions,
would not change. Therefore, reductions
in money-wage rates in response to un-
employment were regarded as a reliable
(though admittedly painful) mechanism
for reducing real wages and stimulating
offers of employment. Neoclassical
economists thus interpreted persistent
unemployment (as distinct from the fric-
tional unemployment experienced by
workers who are between jobs) as being
voluntary.

Keynes rejected the notion that work-
ers who are unemployed and unwilling to
accept reduced money wages are voluntar-
ily unemployed. He agreed that workers
generally are reluctant to accept cuts in
their money wages. They will, however,
not refuse to work at current money-wage
rates, if real wages are reduced as a result
of an increase in the general price level.
Keynes therefore maintained that work-
ers are voluntarily unemployed only if
they refuse to work in consequence of a
rise in consumer prices (i.e. a cut in real
wages). Worker unwillingness to accept a
cut in money wages was not regarded as a
major impediment to increasing employ-
ment because he thought it is generally
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not possible to decrease workers’ real
wages via money-wage reductions.

Real wages and employment: Keynes vs the
Classics

The difference between the classical analy-
sis and Keynes’s of the relationship be-
tween real wages and employment is dem-
onstrated in Figure 20.1. Keynes accepted
the neoclassicists’ principle that the de-
mand for labor is a function of the real
wage which is the ratio between the money
wage and price level. The supply of labor is
also a function of real wages. In Keynes’s
view, the supply of labor is perfectly elastic
at the prevailing level of real wages up to
full employment. Thus, in Figure 20.1 at a
real wage of W the relevant labor supply
curve is WqS’=f(W/P) when the demand
curve for labor is DD=f(W/P), and the level
of employment is ON.

The difference between Keynes’s view
of the functioning of the labor market, and
that of the classics, hinges on their per-
ceptions about the ability of markets to
restore full employment subsequent to
economy-wide reductions in the demand

for labor. Figure 20.1 represents a reduc-
tion in the demand for labor by the dis-
placement of the demand curve from its
original position to D’D’. The effect on em-
ployment depends on the behavior of real
wages, i.e. it is necessary for money-wages
to fall while prices remain constant.

If the level of real wages remains at W
instead of being pushed downward, the
level of employment will be reduced to ON.
The traditional view, which Keynes re-
jected, is that the downward pressure that
unemployment puts on money wage rates
also causes real wages to fall, say to W, so
that employment can be restored to, say,
ON’. The implicit premise of the tradi-
tional argument is that real wages can be
reduced by simply allowing the labor mar-
ket to establish a lower rate of money
wages. Keynes disagreed with this analy-
sis on two grounds: First, workers resist
money-wage cuts; second, even if they are
willing to accept reduced money wages,
these reductions are not a mechanism for
achieving a cut in real wages.

Experience, Keynes observed, shows
that workers reject money-wage reduc-
tions even in the face of unemployment.
They are, however, likely to continue to
supply labor at prevailing money wages
even if rising commodity prices reduce
their real wages. This kind of worker
behavior is sometimes identified as react-
ing to money illusion.

Money illusion is said to exist whenever
people respond to a monetary magnitude,
such as money wages, rather than its
equivalent in real, or purchasing power,
terms. This behavior is not the result of
labor’s lack of sophistication; on the con-
trary, workers are quite well informed
about the wage rates of other wage earn-
ing households but know that they have
no control over the prices of the goods they
purchase. By resisting cuts in their own
money wage rates, workers preserve their

Figure 20.1 Involuntary unemployment: money
wage cuts do not cut real wages
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relative position with respect to other
wage-earning households. The amount of
labor workers offer to supply at wage rate
W therefore remains at ON; it does not de-
cline to ON’, as the classical analysis as-
sumes it will. Since the number of workers
seeking employment is represented by the
horizontal distance Wq while the effective
demand for labor at wage rate W is only for
ON, the horizontal distance between ON
and ON represents involuntary unemploy-
ment.

Involuntary unemployment, according
to Keynes’s analysis, is the consequence of
what Keynes termed ‘insufficient aggre-
gate demand.’14 Forcing workers to accept
‘across-the-board’ wage cuts impairs their
spending and so becomes self-defeating (in
the sense that they further reduce aggre-
gate demand). Moreover, in a competitive
economy, wage cuts tend to be followed by
price cuts. If this occurs the real wage ef-
fect of cutting money wages is eliminated.
Thus, Keynes argued against cutting
wages in the hope of stimulating aggregate
demand.

The only circumstances under which
Keynes agreed that falling money wages
and prices might have favorable effects on
employment would be if they helped to
push interest rates downward. The prob-
able mechanism of this favorable effect,
which has since become known as the
Keynes effect, is that the transactions de-
mand for money would fall along with
money wages and prices. If the monetary
authority keeps the total money stock un-
changed, the smaller cash requirement for
transactions needs will free cash balances
for the purchase of securities. This will
raise security prices and reduce interest
rates. Given the schedule of the marginal
efficiency of capital, additional invest-
ments will then be profitable; thus, the
level of aggregate demand may increase
until full employment is reached.

While this favorable scenario is a theo-
retical possibility, Keynes hardly regarded
it as a likely occurrence because, in a se-
vere depression, the prices of long-term fi-
nancial assets are likely to be low relative
to money-wage rates. Keynes was inclined
to interpret a downturn in activity as in-
dicating that asset values are too low,
rather than that wage rates are too high.
This aspect of his diagnosis is clearly evi-
denced by his policy recommendation that,
in the event of unemployment, the central
bank should operate to force asset prices
back up to a level at which investment
would be large enough to generate full
employment at going wage rates. In other
words, it is long-term interest rates, rather
than wage rates, that should be brought
down.

The theory of the interest rate

Classical and neoclassical thinkers recog-
nized that any economy can experience
gluts and lapses from full employment as
a result of cyclical fluctuation. However,
they argued, flexible commodity prices,
wage rates, and interest rates that assure
that any income that is saved will be auto-
matically invested to prevent long run
overproduction and unemployment.

Neoclassical thinkers thought of the in-
terest rate as determined by the intersec-
tion of a positively sloped schedule of the
supply of loanable funds and a negatively
sloped schedule of the demand for funds,
as shown in Figure 20.2. Assuming that
people prefer spending to saving, the nor-
mal shape of the supply curve is upward
sloping. Analogously, a downward sloping
demand schedule may be deduced from the
declining marginal productivity of capital.
If, now, competition exists on both sides of
the market, so that the interest rate is free
to fluctuate, it will settle at a level that
equilibrates savings and investment.
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Challenging this received explanation of
interest rate determination, Keynes main-
tained that the interest rate does not auto-
matically channel savings into investment.

The main reason why the interest rate
does not function in the manner that clas-
sical theory assumes, is that individuals
have an asset demand for money as well
as a transactions demand. People demand
money for its liquidity rather than as an
exchange medium because it satisfies the
psychological need to hedge uncertainty.
It is the hazard inherent in predicting the
future that leads people to hold cash bal-
ances. Thus, Keynes maintained interest
is the price for parting with liquidity (cash)
rather than a reward for abstinence. In-
terest can reward abstinence only in a
fullemployment economy, for this is the
only circumstance in which additional in-
vestment necessarily curtails consump-
tion. Accordingly, he regarded the neoclas-
sical conception of interest as inappropri-
ate to any but a fullemployment economy.

Keynes further attacked the neoclassi-
cal theory of interest on the ground that
the rate is indeterminate. The represen-
tation in Figure 20.2, Keynes maintained,

makes it clear that it is impossible to es-
tablish the savings schedule until the level
of income is known. There is a different
savings schedule associated with every
level of income. Yet, we cannot know the
income level without first knowing the
level of investment; the latter depends on
the marginal efficiency of new capital at
the margin and the rate of interest.
Changes in the investment-demand sched-
ule and the savings-supply schedule are
therefore interdependent so that the inter-
est rate is indeterminate within the neo-
classical framework. What is needed,
Keynes maintained, is a new approach
that explains interest as a monetary phe-
nomenon and to integrate monetary
theory into the general theory of income,
output, and employment. His theory of
aggregate effective demand, which is ex-
amined in the following chapter, was in-
tended to provide such an approach.

Concluding comments

John Maynard Keynes wrote to George
Bernard Shaw in 1935 that the book he
was writing on economic theory would
revolutionize the way the world thinks
about economic problems. His prophecy
has been amply fulfilled, for The General
Theory has changed our conception of the
essential nature of the economic problem.
From the time of the classics, the economic
problem had been thought of in terms of
the unending struggle between scarcity
and unlimited human wants. In the era of
Malthus and Ricardo, this struggle was
given expression in the controversy over
the Corn Laws. John Stuart Mill wrote
that the Corn Laws were no longer at is-
sue, but his vision of the stationary state
was nevertheless premised on the solu-
tion of the scarcity problem via the inter-
cession of human wisdom, especially as it
relates to population growth. Marshall

Figure 20.2 The interdependency of savings
supply curves and Investment demand curves
renders the interest rate indeterminate
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and the marginalists changed the focus of
the problem to the level of the individual
economic entity, that is, the consumer, the
employer, and the industry; but they did
not change the conception of the economic
problem as being inherently one of scar-
city. Their concern was with the allocation
of resources among alternative uses, and
continued the classical conception of the
economic problem as having its origin in
the scarcity of resources.

The awareness that the economic prob-
lem had another aspect, namely ‘poverty
in the midst of plenty,’ came to Keynes af-
ter World War I. But it was not until 1936
and The General Theory that he formal-
ized his criticism of the Marshallian tra-
dition. Unlike the business-cycle theorists
who believed that the economy tends to-
ward a full-employment equilibrium
through an internal mechanism that ena-
bles it to adjust even to strong exogenous
shocks, Keynes emphasized the possibil-
ity of endogenous instability. It is his per-
spective about the possibility of systematic
instability that manifests itself in invol-
untary unemployment and, thus, in a less-
than-full-employment equilibrium that
sets his analysis apart from the neoclassi-
cal view that the unfettered functioning of
labor and capital markets imparts strong
tendencies toward market clearing.

Keynes’s emphasis on the inability of the
system to make automatic adjustments be-
cause of imbalances between consumption
and production is reminiscent of the
Marxian analysis. Marx, too, emphasized
the inherent instability of the capitalistic
system and, like Keynes, found investment
to be the crucial factor. Marx attributed the
declining rate of profit to the inability of
capitalists to realize surplus value from in-
vestment. This, in turn, meant that the
ability to accumulate capital inhibited in-
vestment and therefore delayed revival.
Keynes, on the other hand, saw the prob-

lem as being rooted, not in impediments to
accumulation, but in impediments to in-
vestment, which then underlay an insuffi-
ciency of aggregate demand.

Notes

1 Biographical details are readily available
in the London Times, ‘Obituary,’ April 22,
1946; and in the biography by Roy
E.Harrod, The Life of John Maynard
Keynes (New York: Harcourt Brace
Jovanovich, 1952). A bibliography of
Keynes’s extensive writings is appended to
The New Economics, edited by Seymour
Harris (New York: Alfred Knopf, 1947).

2 Irving Fisher, The Purchasing Power of
Money (New York: Macmillan, 1911, re-
vised 1922).

3 It was consequently left to the proponents
of the under-consumption doctrine, such as
John A.Hobson and Thorstein Veblen, and
the proponents of the disproportionate in-
vestment doctrine, such as Michael Tugan-
Baranowsky, Arthur Spietoff, and Joseph
A.Schumpeter, to challenge Say’s law and
give the problem of crisis its place in the
economic theory of the period between
1870 and 1914.

4 Don Patinkin has given a most lucid ac-
count of its gradual unfolding in ‘John
Maynard Keynes, 1883–1946,’ The New
Palgrave Dictionary, vol. 3, pp. 19–41.

5 The possibility of a divergence between sav-
ing and investment was also given early con-
sideration by Dennis Robertson, Banking
Policy and the Price Level (1926), revised edi-
tion (New York: Augustus Kelley, 1949).

6 A still useful examination of the nature
and usefulness of the savings and invest-
ment terminology of the Treatise on Money
is Frederick A.Lutz, ‘The outcome of the
savings-investment discussion,’ Quarterly
Journal of Economics, 52 (August, 1938),
pp. 588–614; reprinted in American Eco-
nomic Association, Readings in Business
Cycle Theory (Philadelphia: The Blakiston
Company, 1944).

7 It is important to note, however, that there
are major differences between the economics
of Keynes and what is generally perceived of
as ‘Keynesian economics.’ These differences
are examined in depth in Chapter 23.

8 John Maynard Keynes, The General Theory
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of Employment, Interest and Money (New
York: Harcourt Brace Jovanovich, 1936),
p. 3.

9 John A.Hobson deserves recognition as be-
ing one among only a few writers who, even
before Keynes wrote, recognized the failure
to address the possibility of mass unem-
ployment as a major failure of neoclassical
economics. His critique of neoclassical eco-
nomics is eloquently set forth in J.A.Hobson,
Confessions of an Economic Heretic (Lon-
don: Allen & Unwin, 1938).

10 This is in the Ricardian tradition. For
Ricardo expressly repudiated any interest
in the amount of the national dividend, as
distinct from its distribution. In this he was
assessing correctly the character of his own
theory. But his successors, less clear-
sighted, have used the classical theory in
discussions concerning the causes of wealth.
Vide Ricardo’s letter to Malthus of October
9, 1820: ‘Political Economy you think is an
enquiry into the nature and causes of
wealth—I think it should be called an en-
quiry into the laws which determine the di-
vision of the produce of industry amongst
the classes who concur in its formation. No
law can be laid down respecting quantity,
but a tolerably correct one can be laid down
respecting proportions. Every day I am
more satisfied that the former enquiry is
vain and delusive, and the latter only the
true objects of the science.’

11 For example, Prof. Pigou in the Economics
of Welfare (4th edn, p. 127) writes (my ital-
ics): Throughout this discussion, except
when the contrary is expressly stated, the
fact that some resources are generally un-
employed against the will of the owners is
ignored. This does not affect the substance
of the argument, while it simplifies its expo-
sition.’ Thus, whilst Ricardo expressly dis-
claimed any attempt to deal with the
amount of the national dividend as a whole,
Pigou, in a book which is specifically di-
rected to the problem of the national divi-
dend, maintains that the same theory holds
good when there is some involuntary unem-
ployment as in the case of full employment.

12 This argument would, indeed, contain, to
my thinking, a large element of truth,
though the complete results of a change in
money-wages are more complex…

13 Keynes, The General Theory, p. 13.
14 Keynes, The General Theory, Chapter 2, p. 16

Glossary of terms and concepts

Frictional unemployment
The type of joblessness that reflects the im-
perfect mobility of workers and jobs and the
imperfect knowledge about job vacancies for
workers and the availability of desired types of
workers by employers.

Interest payment
A reward for giving up liquidity; this contrasts
with the classical view of interest as a reward
for abstinence.

Involuntary unemployment
Joblessness over which workers are without
control because they are unable to lower the
level of real wages which determine the profit-
ability of hiring them. Unemployment that ex-
ists despite worker willingness to accept a
lower real wage. Real wages reflect the rela-
tionship between money wages and the gen-
eral price level. Many wage rate levels are re-
duced by inflation.

Postulates of the ‘classical’ theory of
unemployment
Keynes identified the two postulates of classi-
cal theory as: (1) that the wage of workers will
tend to be determined by and equal to the
value of the workers’ marginal product, and
(2) that the utility of wages that workers re-
ceive at a given level of employment is equal
to the marginal disutility of that amount of em-
ployment. Together they imply that the level of
employment that tends to come into existence
is the most profitable to employers while also
offering workers the best balance between
work and leisure.

Questions for discussion and further
research

1 While Marshall’s analysis was almost wholly
concerned with price theory, there are
macroeconomic implications that derive
from his acceptance of Say’s Law and the
quantity theory of money. Explain how each
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of these relates to the neoclassical conclu-
sion that commodity factor markets tend
towards outcomes in which there are no
outputs that go unsold or workers who
cannot find employment at prevailing wage
rates.

2 What is meant by the expression ‘holding
money as an asset’? Why did Marshall
consider this use of money (as opposed to
using it as a medium of exchange) as
generally irrational? How does Marshall’s
view on this ‘compartmentalize’ monetary
theory from the theory of income, output and
employment?

3 In his Treatise on Money (1930) Keynes
adopted definitions of saving and invest-
ment which recognized the possibility of
their divergence. Why is this formulation
analytically important in Keynes’s objective
of separating himself from ‘the classics,’ i.e.
the Marshallian tradition? How does it relate
to his concern about monetary policy, i.e.
using interest rate changes as a tool to
guide the economy?

4 What did Keynes mean by involuntary
unemployment? How does it differ from
‘frictional’ and voluntary unemployment?

5 What, according to Keynes, are the ‘postu-
lates’ of classical theory? Why does Keynes
argue they are incompatible with involuntary
unemployment? With what sort of unem-
ployment are they compatible?

6 Why are ‘across the board’ wage cuts
generally ineffective in promoting substantial
increases in employment during a deep
depression? Why, according to Keynes, can
this measure not increase aggregate
effective demand?

7 What is the classical theory of interest rate
determination and on what basis did Keynes
reject it? Why does Keynes maintain that
the interest rate is ‘indeterminate’ according
to classical theory?

Notes for further reading

From The New Palgrave

Edward J.Amadeo on multiplier analysis,
vol. 3, pp. 566–68; Marro Baranzini on
distribution theories: Keynesian, vol. 1, pp.
876–78; P. Bridal on saving equals
investment, vol. 4, pp. 246–48: Michael
R.Darby on consumption function, vol. 1,
pp. 614–16; Paul Davidson on aggregate
supply function, vol. 1, pp. 50–52; John
Eatwell on Keynesianism, vol. 3, pp. 46–47,
and on marginal efficiency of capital, vol. 3,
pp. 318–19; Murray Milgate on Keynes’s
General Theory, vol. 3. pp. 42–46; Carlo
Panico on liquidity preference, vol. 3, pp.
213–16; Don Patinkin on John Maynard
Keynes, vol. 3, pp. 19–39; H.Sonnenschein
on aggregate demand theory, vol. 1, pp. 47–
50; L.Tarshis on Keynesian Revolution, vol.
3, pp. 47–50; John B.Taylor on involuntary
unemployment, vol. 2, pp. 999–1001.
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In The General Theory of Employment,
Interest and Money, Keynes introduced a
radically new theoretical structure ac-
companied by an essentially new vocabu-
lary to accomplish his ‘struggle of escape
from habitual modes of thought and ex-
pression.’ His vocabulary has become in-
corporated even into introductory eco-
nomics texts in spite of early difficulties.
His theoretical structure, however, is sig-
nificantly different from the income-ex-
penditure models popularly thought of as
Keynesian economics, particularly in
America. These are not Keynes’s models
but rather are the product of several
highly successful efforts at populariza-
tion.1 There are important differences be-
tween Keynes’s original work and the
body of thought generally identified as
Keynesian. This suggests the usefulness
of presenting Keynes’s theory of employ-
ment, output, and income by returning to
The General Theory itself.

The principle of aggregate effective
demand

Macroeconomic analysis, it will be re-
called, began with the Physiocrats. The
Tableau Économique was concerned not
only with the allocation of resources but
also with the size of the net product.
While the Physiocratic theory of the
unique productivity of land and the prime

importance of consumption in maintain-
ing the circular flow was subsequently
found unacceptable, it is nevertheless to
the Physiocrats that we are indebted for a
fundamental concept of macroeconomic
analysis. This is the concept that produc-
tion creates incomes which constitute the
source from which the circular flow is
maintained, while expenditure streams
are the mechanism through which the ag-
gregate demand for output and resources
is maintained.

Keynes notes that one of the main prob-
lems encountered in presenting an aggre-
gate analysis is the choice of units. That
is, aggregate analysis requires a way of
expressing both physical magnitudes (e.g.
output and employment) and monetary
magnitudes (e.g. income). To simplify his
analysis, Keynes restricted it to the short
run in which organization, technique, and
equipment can be assumed as given.
Changes in output and employment will
then closely parallel each other. Accord-
ingly, he chose to express the physical as-
pects of changes in the level of economic
activity in terms of labor units of employ-
ment. He expressed the monetary aspects
of change in the level of economic activity
in terms of a constant wage unit and con-
ducted his analysis in money, rather than
in real, terms.2 His analytical reliance on
a constant wage unit is consistent with his
view that changes in the average rate of
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money wages alter the price level propor-
tionately and in the same direction as
money wages.3

Keynes taught that the economy’s level
of the economic activity is determined by
the interaction of aggregate demand and
supply schedules and that this level will
not necessarily coincide with an employ-
ment level that provides jobs for all who
are seeking them. He did not undertake to
draw aggregate demand and supply sched-
ules, but his discussion indicates that, had
he done so, his aggregate demand sched-
ule would have related expected sales pro-
ceeds from consumption and investment
spending to the employment levels associ-
ated with the production of varying
amounts of output. The aggregate supply
schedule, which Keynes called the Z func-
tion, is a schedule of the proceeds required
to cover factor costs, including normal
profit. It is a function of N, the level of
employment and is given in the short run.
Thus Z=ϕ(N ). Normally, the aggregate
supply function is expected to rise to the
right and, at some point does so at an in-
creasing rate as does OZ in Figure 21.1.
This shape reflects the increasing signifi-
cance of diminishing returns in individual
production functions as employ ment in-

creases while capital stock remains un-
changed. Because diminishing returns in-
crease marginal costs and, therefore, the
revenue required to make increased em-
ployment profitable, the upward slope of
OZ implies that prices rise with employ-
ment. Every point on the aggregate-sup-
ply function reflects the relationship be-
tween employment and money outlays,
and thus has an implicit price level. That
is, the Z function is represented in money
terms rather than real terms to capture
Keynes’s unique view of the role of money.4

This view will be examined in more detail
below, but it is relevant to note at this
point that Keynes did not consider money
to be merely one commodity among many
that happens to serve as a numéraire. (Re-
call that this is the function of money in a
general equilibrium system.)5 As will be
explained shortly, in a modern credit
economy, money is generated in the fi-
nance process and is an active factor in
determining the level of income and em-
ployment through its impact on the inter-
est rate.6

Aggregate demand is generated by the
spending units of the domestic economy
(households, business firms, and govern-
ment) and, in a global economy, by the for-
eign expenditure on domestic goods and
services. Thus, the sales proceeds that
businesses can expect to realize depend on
the level of consumption and investment,
including net foreign expenditures.

The aggregate (money)-demand func-
tion in Figure 21.1 shows the expenditures
expected from consumption and invest-
ment (i.e. C+I ) as the level of employment
increases. The intersection of the aggre-
gate demand-and-supply functions at D=Z
determines the equilibrium level of em-
ployment ON, but it is not necessarily a
full employment equilibrium that clears
the labor market of all who wish to work
at current wages.7

Figure 21.1 Keynes’s aggregate demand and
supply schedules



○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○

Chapter 21 Keynes’s theory of employment

460

Paul Samuelson in The simple math-
ematics of income determination’ inter-
preted the interaction or ‘Keynesian cross’
as providing a guide for fiscal policy, i.e.
the use of government power to tax and
spend, to borrow, and to retire portions of
the federal debt for the purpose of manag-
ing the level of aggregate effective demand
to achieve desired levels of employment
and prices.8 It is possible, within limits, to
stimulate an economy that is not fully
employing its resources via lower taxes
and increased government spending, fi-
nanced, if necessary, by borrowing. Con-
versely, within limits, it is possible to cool
down inflationary pressures by reduced
spending by government, higher tax col-
lections, and repaying of some portion of
the national debt. It is worth noting that
Keynes would have regarded failure to re-
duce deficits during periods of prosperity
as fiscal irresponsibility.

The determination of consumption
expenditures

Keynes’s focus on the level of aggregate
demand requires examination of the
behavior of its component parts (i.e. con-
sumption expenditures and investment
expenditures). He undoubtedly gained
some appreciation of consumption
behavior from Alfred Marshall, who rec-
ognized that saving is related to income.
J.M.Clark may have had some pre-
Keynesian insight when he presented the
idea of a ‘tendency toward saving a pro-
gressively larger proportion of our income
as our income itself gets larger.’9 But it
remained for Keynes to hypothesize that
consumption is a stable function of real
income.10

Keynes formulated his hypothesis
about consumption behavior in terms of a
relationship between consumption and
real income (i.e. money income corrected

by a constant wage unit). His hypothesis
is that, other things being equal, expendi-
tures vary with real income. This gener-
alization is offered as an a priori, rather
than as an empirical proposition. People
accustom themselves to certain living
standards, and practices that govern the
frequency of wage, receipts and dividend,
and other payments. These factors change
so gradually that the slope and position of
the consumption function are likely to be
quite stable. The expectation is that other
factors that might affect consumption ex-
penditures are exogenous and remain un-
changed. Windfall gains or losses that oc-
cur in a stockmarket boom or crash, major
changes in expectation about the availabil-
ity and prices of goods such as are experi-
enced in wartime and changes in fiscal and
monetary policies are among the objective
factors that are unlikely to change rapidly.
Thus, Keynes maintained that, in the ab-
sence of unusual events, the propensity to
consume out of a given income is a highly
stable function of income because the sub-
jective, or endogenous, factors that deter-
mine consumer behavior change only very
slowly.

Changes in consumption expenditures
are thus normally represented as move-
ments along a consumption function
rather than as shifts either upward or
downward. This is the basis for Keynes’s
formulation of a ‘fundamental psychologi-
cal law’ with respect to determining the
normal slope of the consumption function.
This law is that ‘as a rule, and on the aver-
age, consumption will increase as income
increases but not by as much as the in-
crease in income.’11 Thus the value of the
marginal propensity to consume, ∆C/∆Y,
which is the slope of the consumption
curve, is less than unity. The consumption
function will therefore cut through a 45-
degree line at which C=Y, as in Figure
21.2.
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The consumption function has a posi-
tive intercept (that is, the function starts
above zero on the vertical axis) as a in Fig-
ure 21.2 because, at low levels of national
income, consumption expenditures typi-
cally exceed income (i.e. C>Yd). At income
levels above some culturally set minimum,
each dollar increase in disposable income,
Yd (i.e. personal income after income tax
liability) causes an increase in consump-
tion expenditures that can be represented
by the equation:

C=a+by (21.1)

in which a is the level at which society
would consume, even if income were zero,
and b is the marginal propensity to con-
sume that is represented by the slope of the
consumption function. Consumption expen-
ditures are thus an increasing function of
income, but increase more slowly than in-
come, that is, ∆C<∆Y. The implication is
that, as the income level of an economy
rises, consumption expenditures become a
smaller component of aggregate demand.

This far-reaching hypothesis has
invited all manner of empirical testing.
When properly interpreted, Keynes’s
proposition has stood up remarkably well.
US Department of Commerce data show
that, for the economy as a whole, excluding

abnormal periods such as the war and
early postwar years, the marginal
propensity to consume is empirically less
than one, just as Keynes maintained.12

However, there eventually developed a
considerable controversy about the nature
of the long-run consumption function.

The marginal propensity to consume and the
multiplier

Richard F.Kahn, one of Keynes’s col-
leagues, has the distinction of having fa-
thered the concept of the multiplier.13

Kahn formulated the principle that an in-
crease in investment has an expansionary
effect greater than the increase in invest-
ment itself. Keynes subsequently recast
the principle from its original form as a
tool for analyzing the employment effects
of public investment into a tool for
analyzing the income effect of investment.

The importance of increments of new
investment to generate new income had,
of course, already been stressed by busi-
ness-cycle theorists such as Wicksell,
Hayek, Cassel, and Ohlin. But it was the
formulation of the multiplier principle
that revealed two fundamentals concern-
ing the relationship between investment
and income that were not clearly under-
stood before. The first is that the expendi-
ture of new money can have an expansion-
ary effect on an economy with unemployed
resources that is larger than the size of the
expenditure itself. The second is that any
expansionary process is necessarily lim-
ited and loses vitality because of leakages
from the expenditure stream, i.e. new in-
crements of income are not fully spent.
Some proportions are saved or ‘leaked.’
Both of these insights raised intensely
practical issues during the Great Depres-
sion of the 1930s, when there was consid-
erable interest in proposals to stimulate
economic activity by the introduction of

Figure 21.2 Keynes’s consumption function
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scrip money. Thus, the theory of the mul-
tiplier made a very timely appearance.

Keynes reasoned that an increment of
investment can initiate an expansionary
process because it increases income and
also consumption expenditures (unless the
marginal propensity to consume is zero).
This, in turn, eventually increases the de-
mands for the factors of production and
their incomes. Since a zero marginal pro-
pensity to consume is most unlikely,
Keynes thought that an increment of in-
vestment would be certain to raise the in-
come level by more than its own amount.
Precisely how great the leverage will be
depends on the marginal propensity to
save. Any portion of an increment of new
investment that leaks away from the cur-
rent expenditure stream cannot generate
additional new income. Since the value of
the marginal propensity to consume (i.e.
consumption expenditures out of an addi-
tional dollar of income) is somewhere be-
tween zero and 100 percent, the marginal
propensity to save is the unspent margin
of income, i.e.

S=Y–C (21.2)

Thus, the multiplier is the reciprocal of the
marginal propensity to save, and necessar-
ily takes on a value that lies between 1 and
infinity.14 The mulitiplier is usually repre-

sented as a constant k, and may be derived
as follows:wher b represents the slope of
the consumption function.

The increase in income associated with
the operation of the multiplier principle
can obviously only take place with a time
lag. Thus, the operational significance of
the multiplier is that, other things being
equal, an expansion in national income is
likely to follow from any income-creating
expenditure in consequence of its effect on
consumption.

Keynes chose not to emphasize the dy-
namic aspects of the multiplier and
worked within a framework of a static con-
ception. Thus, the new equilibrium income
level is conceived as occurring without a
time lag and is determined by the incre-
ment of new investment times a multiplier
derived from some normal marginal pro-
pensity to consume.

Investment expenditures: the role of
expectations and uncertainty

Since increases in consumption expendi-
tures are, in general, dependent on prior
increases in income, Keynes emphasized
the volume of investment as the crucial
economic magnitude. In so doing, he fol-
lowed in the tradition of business-cycle
theorists who pointed to investment as
the key variable in the economy. Keynes’s
central question was: what determines
the willingness of entrepreneurs to pur-
chase new capital goods? His answer to
this question is that it depends on the re-
lationship among three elements: the cost
of the capital goods, the expected dollar
yield, and the market rate of interest.

The inducement to invest in a capital
asset will be strong if the prospective yield
a purchaser expects it to produce compares
favorably with its supply price. The pro-
spective yield of a capital good is a series of
annuities, R1, R2,…Rn, which are expected

(21.3)
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after deducting expenses from the revenue
the sale of its output is expected to yield.
Its supply price is its replacement cost,
which is the price that would just induce a
manufacturer to produce an additional
unit of such assets. Thus, the marginal ef-
ficiency of a particular type of capital is
the relationship between the prospective
added income from one more unit of that
type of capital and the cost of producing it.
More specifically, Keynes defines the mar-
ginal efficiency of capital as ‘the rate of
discount which will make the present
value of the series of annuities given by
the returns expected from the capital as-
set during its life just equal to its supply
price.’15 If SP represents the supply price
of a particular type of capital good that is
expected to yield return R over n years,
the marginal efficiency of capital can be
calculated by solving for r in the equation

(21.4)

Each successive return in the series will be
received by the prospective purchaser only
after the time between the beginning of the
production process and the final sale of the
product elapses. Returns must, therefore, be
discounted over a period of time; the mar-
ginal efficiency of capital is the internal rate
of return that equates the expected income
stream and the supply price of the asset.16

It is important to note that while the
marginal efficiency of capital is a rate, it
is not the same thing as the rate of inter-
est on money.17 It is the relationship be-
tween r, the marginal efficiency of capital,
and i, the rate of interest at which money
can be borrowed, that determines whether
a particular investment will be made or
not. An investment will be made if r >i; the
inducement to invest comes to an end
when r=i, as it eventually will, because of
the tendency for the marginal efficiency of
capital to fall.

Once a new capital asset has been pro-
duced its value (apart from its value as
scrap) reflects its ability to yield an income
flow. The income from capital is depend-
ent on the scarcity, rather than on the pro-
ductivity, of capital assets.18 Thus, Keynes
lays much stress on the role of expecta-
tions in governing the investment-demand
schedule.

Expectations that a particular asset
will continue to yield the same net return
are revised downward as the physical
quantity of a particular capital asset in-
creases because the price at which output
can be sold will be reduced. Then, too, a
capital good with a long service life may
eventually have to compete with equip-
ment whose costs are lower per unit of
product, or that can be satisfied with a
lower rate of return if the money rate of
interest has become lower. Thus,
anticipations play a major role in deter-
mining the inducement to invest.

It is not only the expected current yield
of an asset that a prospective purchaser of
new capital will take into account, but also
the future yield, which confronts an even
greater degree of uncertainty and risk.
The effect these factors have on the state
of long-term expectations is vividly de-
scribed in Chapter 12 of The General
Theory, which observes that the ability of
entrepreneurs to estimate prospective
yields is especially precarious because
they are usually influenced by the expec-
tations of those who deal in the stock mar-
ket, no less than they are guided by the
expectations of entrepreneurs them-
selves.19

A change in expectations will make it-
self fully felt on the level of employment
only over a period of time. Thus, Keynes
speaks of ‘long period employment,’ which
corresponds to a state of expectations that
has prevailed for a sufficient length of time
for its effect on employment to have



○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○

Chapter 21 Keynes’s theory of employment

464

worked itself out completely. The state of
expectations is subject to constant change;
new expectations crystallize even before
previous changes have fully worked them-
selves out. The actually realized results of
the production and sale of output will only
be relevant to employment insofar as they
cause a modification of subsequent expec-
tations.’20 The latter ‘may change so fre-
quently that the actual level of employ-
ment’ will not coincide with the full em-
ployment. Keynes’s theory is, clearly, a
less-than-fullemployment theory of em-
ployment and output, He is viewing
changes in expectations and unrealized
expectations as generating a response

process in which employment and output
adjustments do not necessarily produce
full employment and its corresponding full
employment output. Even more to the
point, Keynes maintains that it is impos-
sible to predict with much accuracy the
outcome that will be forthcoming. This is
because the future is uncertain and uncer-
tainty is not amenable to the calculus of
probability. In making this observation,
Keynes articulated the issue of uncer-
tainty. It has ongoing central importance,
particularly as it relates to the ability of
entrepreneurs to plan investment and the
ability of econometricians to make useful
forecasts about economic activity.

Issues and Answers from the Masterworks 21.1
Issue
What is the meaning of uncertainty with respect to knowledge of the future, especially
as it relates to business matters, and how do rational individuals confront it?

Keynes’s answer
From ‘The General Theory of Employment’ (1937).

It is generally recognized that the Ricardian analysis was concerned with what we now call long-
period equilibrium. Marshall’s contribution mainly consisted in grafting on to this the marginal
principle and the principle of substitution, together with some discussion of the passage from
one position of long-period equilibrium to another. But he assumed, as Ricardo did, that the
amounts of the factors of production in use were given and that the problem was to determine
the way in which they would be used and their relative rewards. Edgeworth and Professor Pigou
and other later and contemporary writers have embroidered and improved this theory by con-
sidering how different peculiarities in the shapes of the supply functions of the factors of produc-
tion would affect matters, what will happen in conditions of monopoly and imperfect competition,
how far social and individual advantage coincide, what are the special problems of exchange in
an open system and the like. But these more recent writers like their predecessors were still
dealing with a system in which the amount of the factors employed was given and the other
relevant facts were known more or less for certain. This does not mean that they were dealing
with a system in which change was ruled out, or even one in which the disappointment of
expectation was ruled out. But at any given time facts and expectations were assumed to be
given in a definite and calculable form; and risks, of which, tho admitted, not much notice was
taken, were supposed to be capable of an exact actuarial computation. The calculus of prob-
ability, tho mention of it was kept in the background, was supposed to be capable of reducing
uncertainty to the same calculable status as that of certainty itself; just as in the Benthamite
calculus of pains and pleasures or of advantage and disadvantage, by which the Benthamite
philosophy assumed men to be influenced in their general ethical behavior.
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Actually, however, we have, as a rule, only the vaguest idea of any but the most direct
consequences of our acts. Sometimes we are not much concerned with their remoter conse-
quences, even tho time and chance may make much of them. But sometimes we are intensely
concerned with them, more so, occasionally, than with the immediate consequences. Now of all
human activities which are affected by this remoter preoccupation, it happens that one of the
most important is economic in character, namely, Wealth. The whole object of the accumulation
of Wealth is to produce results, or potential results, at a comparatively distant, and sometimes at
an indefinitely distant, date. Thus the fact that our knowledge of the future is fluctuating, vague
and uncertain, renders Wealth a peculiarly unsuitable subject for the methods of the classical
economic theory. This theory might work very well in a world in which economic goods were
necessarily consumed within a short interval of their being produced. But it requires, I suggest,
considerable amendment if it is to be applied to a world in which the accumulation of wealth for
an indefinitely postponed future is an important factor; and the greater the proportionate part
played by such wealth-accumulation the more essential does such amendment become.

By ‘uncertain’ knowledge, let me explain, I do not mean merely to distinguish what is known
for certain from what is only probable. The game of roulette is not subject, in this sense, to
uncertainty; nor is the prospect of a Victory bond being drawn. Or, again, the expectation of life
is only slightly uncertain. Even the weather is only moderately uncertain. The sense in which I
am using the term is that in which the prospect of a European war is uncertain, or the price of
copper and the rate of interest twenty years hence, or the obsolescence of a new invention, or
the position of private wealth-owners in the social system in 1970. About these matters there is
no scientific basis on which to form any calculable probability whatever. We simply do not know.
Nevertheless, the necessity for action and for decision compels us as practical men to do our
best to overlook this awkward fact and to behave exactly as we should if we had behind us a
good Benthamite calculation of a series of prospective advantages and disadvantages, each
multiplied by its appropriate probability, waiting to be summed.

How do we manage in such circumstances to behave in a manner which saves our faces as
rational economic men? We have devised for the purpose a variety of techniques, of which
much the most important are the three following:  

(1) We assume that the present is a much more serviceable guide to the future than a candid
examination of past experience would show it to have been hitherto. In other words we
largely ignore the prospect of future changes about the actual character of which we know
nothing.

(2) We assume that the existing state of opinion as expressed in prices and the character of
existing output is based on a correct summing up of future prospects, so that we can accept
it as such unless and until something new and relevant comes into the picture.

(3) Knowing that our own individual judgment is worthless, we endeavor to fall back on the
judgment of the rest of the world, which is perhaps better informed. That is, we endeavor to
conform with the behavior of the majority or the average. The psychology of a society of
individuals each of whom is endeavoring to copy the others leads to what we may strictly
term a conventional judgment.

Now a practical theory of the future based on these three principles has certain marked charac-
teristics. In particular, being based on so flimsy a foundation, it is subject to sudden and violent
changes. The practice of calmness and immobility, of certainty and security, suddenly breaks
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down. New fears and hopes will, without warning, take charge of human conduct. The forces of
disillusion may suddenly impose a new conventional basis of valuation. All these pretty polite
techniques, made for a well-panelled Board Room and a nicely regulated market, are liable to
collapse. At all times the vague panic fears and equally vague and unreasoned hopes are not
really lulled, and lie but a little way below the surface.

Perhaps the reader feels that this general, philosophical disquisition on the behavior of man-
kind is somewhat remote from the economic theory under discussion. But I think not. Tho this is
how we behave in the market place, the theory we devise in the study of how we behave in the
market place should not itself submit to marketplace idols. I accuse the classical economic
theory of being itself one of these pretty, polite techniques which tries to deal with the present by
abstracting from the fact that we know very little about the future. I daresay that a classical
economist would readily admit this. But, even so, I think he has overlooked the precise nature of
the difference which his abstraction makes between theory and practice, and the character of
the fallacies into which he is likely to be led.

This is particularly the case in his treatment of Money and Interest. And our first step must be
to elucidate more clearly the functions of Money.

Money, it is well known, serves two principal purposes. By acting as a money of account it
facilitates exchanges without it being necessary that it should ever itself come into the picture as
a substantive object. In this respect it is a convenience which is devoid of significance or real
influence. In the second place, it is a store of wealth. So we are told, without a smile on the face.
But in the world of the classical economy, what an insane use to which to put it! For it is a
recognized characteristic of money as a store of wealth that it is barren; whereas practically
every other form of storing wealth yields some interest or profit. Why should anyone outside a
lunatic asylum wish to use money as a store of wealth?

Because, partly on reasonable and partly on instinctive grounds, our desire to hold Money as
a store of wealth is a barometer of the degree of our distrust of our own calculations and con-
ventions concerning the future. Even tho this feeling about Money is itself conventional or in-
stinctive, it operates, so to speak, at a deeper level of our motivation. It takes charge at the
moments when the higher, more precarious conventions have weakened. The possession of
actual money lulls our disquietude; and the premium which we require to make us part with
money is the measure of the degree of our disquietude.

The significance of this characteristic of money has usually been overlooked; and in so far as
it has been noticed, the essential nature of the phenomenon has been misdescribed. For what
has attracted attention has been the quantity of money which has been hoarded; and impor-
tance has been attached to this because it has been supposed to have a direct proportionate
effect on the price-level through affecting the velocity of circulation. But the quantity of hoards
can only be altered either if the total quantity of money is changed or if the quantity of current
money-income (I speak broadly) is changed; whereas fluctuations in the degree of confidence
are capable of having quite a different effect, namely, in modifying not the amount that is actu-
ally hoarded, but the amount of the premium which has to be offered to induce people not to
hoard. And changes in the propensity to hoard, or in the state of liquidity-preference as I have
called it, primarily affect, not prices, but the rate of interest; any effect on prices being produced
by repercussion as an ultimate consequence of a change in the rate of interest.

This, expressed in a very general way, is my theory of the rate of interest. The rate of interest
obviously measures—just as the books on arithmetic say it does—the premium which has to be
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Summing up: Keynes’s key points about the
uncertainty and decision making

In many ways, Keynes’s vision of the real
world in which decision making is una-
voidably made under conditions of uncer-
tainty is among his central points of depar-
ture from the classics and the mainstream
view that builds on their teaching. What
Keynes meant to convey is that the future
is not simply unknown—it is unknowable
in the sense that it cannot be inferred by
using the calculus of probability as can be
done when addressing problems of risk.
From the standpoint of economic behavior,
uncertainty regarding the future affects
not only the marginal efficiency of capital
and investment but also our willingness to
part with our cash resources. To hold cash,
says Keynes, ‘lulls our disquietude,’ and
the rate of interest we demand for parting
with liquid assets in exchange for earning
assets measures the ‘degree of our disqui-
etude.’ He therefore regarded interest as
compensation for illiquidity and the deter-
mination of its rate as a monetary phenom-
enon arising out of the store-of-value func-
tion of money.21

Keynes’s emphasis on the desire to hold
money as a store of wealth represents a
sharp break with his predecessors, who
assumed that the only demand for money

is for transactions purposes. Keynes main-
tains that money is demanded to satisfy
three motives: the transactions motive,
the precautionary motive, and the specu-
lative motive. The amount of cash needed
to carry on personal and business transac-
tions and the additional amount desired
to meet possible future contingencies vary
directly with the economy’s level of output.
Since expenditures normally increase as
business activity expands, the transac-
tions demand for money increases with
national output and income. The precau-
tionary demand for money also increases
as the volume of business activity expands
and is therefore functionally related to
output. The amount of cash wanted for
transactions and precautionary reasons is
generally interest inelastic, although con-
ceivably there may be some motivation for
economizing the cash balances held for
these purposes if interest rates become
very high. The aggregate demand for
money to satisfy the speculative motive,
however, usually shows a continuous re-
sponse to gradual changes in the rate of
interest; that is, there is a continuous
curve relating changes in the demand for
money to satisfy the speculative motive
and changes in the rate of interest re-
flected in changes in the prices of bonds
and debts of different maturities.22

offered to induce people to hold their wealth in some form other than hoarded money. The
quantity of money and the amount of it required in the active circulation for the transaction of
current business (mainly depending on the level of money-income) determine how much is
available for inactive balances, i.e. for hoards. The rate of interest is the factor which adjusts at
the margin the demand for hoards to the supply of hoards.

Source: Adapted from John Maynard Keynes ‘The general theory of employment,’ Quarterly
Journal of Economics, 1937, pp. 212–23. Keynes intended this article to clarify some key

points of his 1935 book published under the same title.
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Keynes’s monetary theory

The money supply: its origin in the finance
process

Keynes’s monetary theory—that is, his
conception of the origin of the money sup-
ply, the demand for it and the structure of
interest rates—is the logical counterpart
of his view of the relationship between the
pricing of capital assets and the flow of
investment output. Money ‘comes into ex-
istence along with debts, which are con-
tracts for deferred payment.’23 The pros-
pect of financial gain induces foreign and
domestic business firms (and individuals)
to enter into debt contracts. A consider-
able part of this financing takes place
through the banking system, which inter-
poses its guarantee between depositors
who lend it money and borrowing custom-
ers to whom it loans money to finance the
purchase of real assets.24 Government
may also initiate the demand process,
which generates an endogenous increase
in the money supply. Thus, Keynes’s per-
ception of a modern capitalistic economy
characterized by a sophisticated banking
system, which functions on the basis of
fractional reserves, conceives of the
money supply as originating in the fi-
nance process. This contrasts with the
mainstream view that the money supply
is an exogenous magnitude established by
the monetary authority.

Keynes’ contrary view is that the money
supply will increase as long as investors
expect the marginal efficiency of capital
(relative to the interest rate) to keep the
purchase of new capital goods profitable,
and banks are willing to finance their
debts. The resulting change in the money
supply affects the level of interest rates
rather than the level of prices. The latter
is the impact that would be expected on
the basis of the quantity theory of money,
which Keynes, in contrast with traditional

theorists, rejected as an explanation of the
general price level.

Liquidity preference: the demand for
money

Keynes’s explanation of the demand for
money as a store of value under uncer-
tainty is easily understood in terms of the
behavior of bond yields. Where there is an
organized market, fixed-income bonds are
not greatly inferior to money itself as
highly liquid assets even though, techni-
cally, they are not exchange mediums.
They do, however, have the risk of price
change, which is a disadvantage because
it correspondingly alters their yield. If the
market price of a bond rises, the ratio of
its fixed dollar income to the bond price
falls. Its yield, which is the income to be
earned by illiquidity, is therefore falling.
Low interest rates and bond yields may be
less attractive to a wealth holder than
cash itself, even though the latter earns
no income at all. This is so because when
bonds are bought at a relatively high price
(low yield), a subsequent small drop in
price may be sufficient to wipe out the in-
come earned from illiquidity. Cash is then
a relatively more attractive asset than a
bond. Thus, the preference for liquidity
for speculative purposes is virtually un-
limited if the market is convinced that
bond prices cannot rise further.

The relationship between various pos-
sible interest rates and the demand for
money (i.e. liquidity) at a given level of
income may be represented as

L=f(i, Y) (21.5)

graphically by the L curve in Part A of Fig-
ure 21.3. Since some cash balances will be
required at every income level, irrespec-
tive of the interest rate, the segment of the
curve representing the sum of the trans-
actions and precautionary demands is
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shown in Part A of Figure 21.3 as interest-
inelastic at rates above i5. The speculative
demand for cash, however, is sensitive to

small changes in the interest rate and ap-
proaches perfect elasticity when the rate
is very low, for example, at a level corre-
sponding to i1 in Part A of Figure 21.3.
Thus, the total demand for money, as rep-
resented by the L curve, is the sum of the
transactions, precautionary, and specula-
tive demands and is a function of the in-
come level and the rate of interest, as fol-
lows:

(21.6)

According to Keynes’s liquidity preference
theory, the interest rate is a monetary phe-
nomenon that results from the interaction
of the total demand for money and its sup-
ply. The supply of money depends prima-
rily on the actions of the monetary author-
ity and the commercial banks in response
to the demand of individuals, businesses,
and government. Thus, if the money sup-
ply is OM1, as in Part A of Figure 21.3, the
interest rate is i2; OM1 is the proportion of
the money supply held for transactions
and precautionary purposes, while M1M2
satisfies the speculative motive.

Part A of Figure 21.3 makes it apparent
that, in Keynes’s analysis, the interest rate
equates the demand for, and the supply of,
money. It does not, as in the neoclassical
analysis, equate savings and investment.
Rather, it is the interest rate which, to-
gether with the schedule of the marginal
efficiency of capital, determines the level
of investment, as shown in Part B of Fig-
ure 21.3.

The marginal efficiency of capital is the
schedule relating the demand for new
capital goods to the expected rate of re-
turn. For simplicity, the curve has been
assumed to be linear (although it is not
possible, a priori, to know what its shape
is). Its slope is necessarily negative be-
cause the net income stream that can be
expected from additional units of a given

Figure 21.3 Liquidity preference and investment
demand schedules
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capital good is certain to fall and its sup-
ply price is likely to increase. As long as
the expected return from investment is
higher than the rate of interest it will be
profitable to invest. Thus, when the inter-
est rate is at i2 and the investment-de-
mand curve is as given in Part B of Figure
21.3, the volume of investment will be OI.

The central bank is generally able to
exert pressure on interest rates because it
can usually buy or sell bonds by bidding
their prices up or down. This induces the
public to hold either more or less cash,
which causes an inverse change in interest
rates. There is, however, a floor below
which the interest rate is not likely to fall
even when the monetary authority is seek-
ing a policy of extreme monetary ease. Li-
quidity preference may become ‘virtually
absolute in the sense that almost everybody
prefers cash to holding a debt which yields
so low a rate of interest’ that the earnings
from illiquidity do not offset the risk of loss
on capital account.25 It is evident from Part
A of Figure 21.3 that an enlarged money
supply could not reduce the rate of interest
below i1. The additional stock would sim-
ply be absorbed into hoards. This ‘liquidity
trap’ presents the main impediment to the
effective use of monetary policy as an anti-
depression device. From an analytical
point of view, it is the basis of Keynes’s
rejection of Say’s identity.

It is evident that, in Keynes’s analysis,
money is far from being the passive me-
dium of exchange and unit of account that
classical and neoclassical thinkers as-
sumed it to be. It is an active determinant
of the level of income, output, and employ-
ment because its relationship to the mar-
ginal efficiency of capital determines the
worthwhileness of investment. Given the
schedule of the marginal efficiency of capi-
tal, it is the rate of interest that deter-
mines the volume of real investment.
Given the level of income and the quan-

tity of money decided upon by the mon-
etary authority, wealth owners determine
whether they will profit most from hold-
ing money or from holding bonds or other
assets. The relative advantage of each al-
ternative becomes equal at the margin
because wealth holders will shift from one
alternative to another whenever one ap-
pears to offer a superior opportunity for
gain. Thus, the state of expectations, the
preference for liquidity, the rate of inter-
est, and the prospective yield on capital
assets are all interrelated.26

The relationship between value theory and
monetary theory

Keynes lamented what he called the ‘false
division’ between the theory of value and
distribution on the one hand, and the theory
of the general level of prices, on the other.
The dichotomy, already evident in the crud-
est statements of the quantity theory dating
back to the preclassical economists, was
perpetuated even in the refined presenta-
tions of Marshall and Fisher. Money was
regarded as determining only the absolute
level of prices, whereas relative prices were
thought to be determined by a set of equa-
tions that were independent of the absolute
level of prices. One of Keynes’s objectives
was ‘to bring the theory of prices as a whole
back to close contact with the theory of
value.’27 He conceived of his theory of em-
ployment and output as providing the nec-
essary link between them.

In pursuit of his objective of linking the
theory of employment and output to that
of the general price level, Keynes begins
with some brief observations about price
determination in single industries and
then proceeds to the industry as a whole
and the general price level. He reminds us
that commodity prices reflect the marginal
cost of producing output. In the short run,
when the stock of capital is fixed, so that
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labor is the only variable input in the pro-
duction process, the marginal cost of pro-
ducing output, which the competitive price
must cover, is set by the wage cost. This
part of Keynes’s analysis has already been
utilized above to derive the aggregate sup-
ply schedule (Keynes’s Z function) from the
supply curves of the individual firms.28 A
firm’s supply curve indicates the output it
is willing to sell at each price; thus, its sup-
ply curve is that portion of its marginal
cost curve that lies above average variable
cost. The short-run supply curve of an in-
dustry is derived by the lateral summa-
tion of the marginal cost curves of its firms
in order to relate industry output with ex-
pected market prices. Since employment
is correlated with output, an aggregate-
supply function for the economy as a whole
(i.e. a function relating employment with
required sales revenues) can be built up
by aggregating the required revenue-em-
ployment functions for all industries. As
has already been shown in Figure 21.1, the
aggregate supply function slopes upward
and does so at an increasing rate as dimin-
ishing returns assert themselves.

An alternative way of explaining the
shape of the aggregate supply (or Z) func-
tion is to say that it relates each level of
employment to the money proceeds (i.e.
GNP) level required to support it. Keynes’s
insights about the analytical route for
bringing ‘the theory of prices as a whole
back to close contact with the theory of
value’ thus anticipate the link between his
theory of employment and output (macr-
oeconomics) and the theory of
microeconomic behavior (i.e. of business
firms and households).29

The dynamic aspects of Keynes’s
analysis

Keynes’s model, relating as it did to the
short run, assumed the stock of capital to

be a constant magnitude. His concern
with the investment process concentrated
on whether savings would, in fact, become
invested to create new income (and em-
ployment). It did not consider that there
would also be a capital-creating effect of
investment or ask: what is the require-
ment for the growth of demand if the new
capital resulting from the investment of
savings is to be utilized? Will additions to
the capital stock be utilized in production,
or will they simply pose the problem of
excess capacity?

Roy F.Harrod’s ‘Essay in dynamic
theory’ emphasized that investment which
results in a net addition to the stock of
capital makes it necessary for the economy
either to grow at an increasing or geo-
metrical rate or confront the problem of
unemployed capital resources. Accord-
ingly, he outlined a dynamic theory based
on the marriage of the acceleration princi-
ple and the multiplier.30 Whereas Keynes’s
static approach concerns itself with an in-
stantaneous or timeless examination of
economic variables, a dynamic analysis is
concerned with their rate of change. The
essential characteristic of a dynamic proc-
ess (or system) is that it is self-generating
over time, much like a servomechanism.
Its motion through time is the result of its
‘built-in’ response to an initial internal
condition or its response to changing ex-
ternal conditions.31

The American economist Evsey Domar
also formulated a growth equation which
expressed the principle that the very ex-
istence of a growth problem derives from
the stability of the saving function and a
fixed capital coefficient.32 If a reduction in
investment tends to be automatically off-
set by an increase in consumption, the
problem of maintaining the necessary rate
of growth to give full employment to a
growing capital stock would not exist.
Similarly, if investment were accompanied
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by technological changes associated with
the deepening of capital, productive capac-
ity would grow less rapidly than if the
capital coefficient remained constant or
reflected technological changes of a capi-
tal-saving variety. Steady growth requires
that the relationship between the savings
and capital ratios be such that there will
be continuous full employment of an accu-
mulating stock of capital. This condition
is automatically assured when a constant
proportion of income is added to capital
every year and capital bears a constant
ratio to income, for income will then ex-
pand continuously at a constant propor-
tional rate. Domar has the distinction of
having formulated this principle in spe-
cific terms, and of recognizing productive
capacity as a key element in the growth
problem, even though he was anticipated
in its perception by Harrod.

Harrod’s ‘Essay’ proceeded from the ob-
servation that ‘once the mind is accus-
tomed to thinking in terms of trends of in-
crease, the old static formulation of prob-
lems seems stale, flat and unprofitable.’33

He reasoned that the necessary growth
rate of income required in order fully to
employ a growing capital stock depends on
the longrun savings function and the pro-
ductivity of the additional increments of
capital which result from net investment.
The larger the volume of investment and
the more each additional dollar of invest-
ment adds to productive capacity, the
greater the rate at which income and in-
vestment will have to increase in order to
give full employment to the growing capi-
tal stock. Specifically, the required rate of
growth is the product of the marginal pro-
pensity to save, or the saving ratio, and
the productivity ratio. Therefore, with a
constant marginal propensity to save and
a given productivity ratio, and full employ-
ment in year t, in order that full employ-
ment continues to occur in year t+1, in-

vestment and income will have to grow at
an exponential or compound interest rate.
That is, they will have to grow at a rate
that is the product of the productivity ra-
tio and the savings ratio.

Harrod’s warranted rate of growth and its
perpetuation

The most important concept in Harrod’s
analysis is the ‘warranted rate of growth.’
It is defined as ‘that rate of growth which,
if it occurs will leave all parties satisfied
that they have produced neither more nor
less than the right amount. Or, to state
the matter otherwise, it will put them into
a frame of mind which will cause them to
give such orders as will maintain the
same rate of growth.’34 The concept is also
expressed symbolically as Gw=s/v, where
Gw is the warranted growth rate, or ∆Y/Y;
s is the long-run constant average and
marginal savings ratio; and v=∆K/∆Y is
the desired ratio between an increment of
induced investment and new output (in-
come). This formulation reveals that
Harrod’s theory of growth is essentially a
capital stock adjustment theory, i.e. the
growth process is viewed as one that
manifests itself in addition to capital
stock, which in turn increases income. Its
Keynesian origins are plainly in evidence,
paralleling the equilibrium requirement
that desired savings must equal desired
investment in the static Keynesian
model; therefore, in Harrod’s growth form
of the model, the equilibrium requirement
is that the desired ratio be maintained
between the capital stock and the rate of
output. If, now, the propensity to save is
given, and the relationship between capi-
tal and output is a technological constant,
it follows that the capacity to produce out-
put will grow at a constant percentage
rate determined by the productivity of ad-
ditions to capital stock and the proportion
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of the increase in output devoted to the
creation of new capital. It is plain, there-
fore, that Harrod’s Gw is an exponential
growth rate. Harrod has given us, in addi-
tion, however, a hypothesis concerning
the origin of the forces which propel the
economy along its steady upward path of
growth and of the manner in which diver-
gences may take place from the equilib-
rium path. This hypothesis is essentially
a theory of entrepreneurial investment
behavior in which the key role is played
by the effect of expectations and hence de-
sires on induced investment.

Harrod, like many other business-cycle
theorists, reasons that the psychology of
human behavior suggests that, in the ab-
sence of evidence to the contrary, the busi-
ness community expects economic condi-
tions in the foreseeable future to be simi-
lar to those of the immediate past. Busi-
ness people generally assume that they
can safely project current economic events
into the future. Thus, Harrod’s conception
of the warranted rate of growth implies
that the rate of growth of income in period
t will be followed by an equal rate of
growth in period t+1, i.e. Gt=Gt+1. The for-
mula implicitly assumes that the
anticipations of period Gt were, in fact, re-
alized so that in projecting satisfactory
output and investment decisions into the
following period, business firms expect a
similar rate of growth in the following pe-
riod. This outcome, in turn, tends to per-
petuate itself precisely because business-
men behave in such a way that expecta-
tions are realized.

It is worth noting that Harrod’s theory
envisions businessmen as repeating in pe-
riod t+1 not the amount of output and capi-
tal outlays of period t, but their rate of
growth. This is essential to the whole con-
cept of the warranted rate of growth, for
the latter is the growth rate which ensures
the full utilization of the productive capac-

ity represented by the new capital stock of
the period.

In addition to the warranted growth
rate there is another growth rate which
Harrod identifies as ‘the natural growth
rate,’ or Gn. When the economy is growing
at its natural rate, the ratio of an incre-
ment of induced investment to output is
the maximum consistent with the full em-
ployment of is resources and the rate of
technological progress. Contrary to what
one might expect, there is no inherent ten-
dency for this rate to be realized. The war-
ranted growth rate may coincide with the
natural growth rate; the desired ratio of
induced investment to new output. ∆K/∆Y
is then equal to the actual ratio ∆K*/∆Y*,
and the warranted growth rate coincides
with the natural growth rate. However,
the warranted growth rate may diverge
from the natural growth rate; according to
Harrod’s theory, divergences are the
source of cyclical fluctuations.

If Gw exceeds Gn, the desired ratio of in-
duced investment to new output, AK/AY,
will exceed AK*/AY*, the actual ratio. The
economy will experience a tendency to-
ward stagnation because the growth rate
of savings and investment, and thus the
capital stock, is greater than that associ-
ated with the full employment of labor re-
sources. Excess capacity will therefore ap-
pear and dampen business expectations.
Investment will decline further, so that the
actual growth rate will be still further be-
low the warranted growth rate. Only more
investment could have avoided this de-
cline. Thus, we are confronted with a
seemingly paradoxical situation in which
the only way the capacity resulting from
some previous level of investment can be
fully utilized is by investing even more. If
Gn>Gw, the actual ratio, ∆K*/∆Y*, will ex-
ceed ∆K/∆Y, the desired ratio, and the
economy will experience a state of secular
exhilaration; actual investment is less
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than acceleration-induced planned invest-
ment. Existing capital stocks will be uti-
lized intensively and provide high rates of
return, so that there is a continuous stimu-
lus to new investment. Harrod’s war-
ranted rate of growth is thus seen as be-
ing inherently unstable. Divergences from
Gw are not associated with the develop-
ment of corrective counterbalancing
forces. On the contrary, any divergence
from Gw leads to an even greater diver-
gence.

The unstable character of Harrod’s war-
ranted rate of growth derives from the as-
sumption that there is no lag between the
receipt and the spending of income. The
absence of an investment lag is evident in
its formulation as Gw=s/v. With respect to
the volume of induced investment, this
means that changes in income are instan-
taneously followed by investment outlays.
Because the model does not assume an in-
vestment lag, induced investment is
treated as a function of the current income,
of which it is itself a component. Thus, if
income increases between period t and t1
acceleration-induced investment will take
place which increases income and induces
still more investment, and thus income.
The change thus perpetuates itself in the
same period. Conversely, a reduction in
income is instantaneously reflected in a
self-perpetuating reduction of the income
level. Harrod’s system is, therefore, one
which will either ‘explode’ and produce an
astronomically large income or else break
down. It is thus a disequilibrium model
which is conceptually consistent with
Keynes’s static equilibrium model.

Concluding remarks

Awareness that the economic problem
had another aspect besides scarcity,
namely ‘poverty in the midst of plenty,’
came to Keynes after World War I. But it

was not until 1936 and The General
Theory that he offered his formal argu-
ment that the level of employment de-
pends on the level of aggregate demand.
He showed that even an economy with
flexible wages, prices, and interest rates
may not be restored automatically to full
employment. A full-employment equilib-
rium is only one of many possible
equilibria.

Keynes considered the theory of aggre-
gate effective demand as an anchor for his
policy recommendations to England dur-
ing the 1930s. There is no question that
The General Theory contributed in a sig-
nificant way to the acceptance by modern
governments of the responsibility for
maintaining the level of employment at
satisfactory levels. Fiscal policy has come
into its own since the time of The General
Theory.35 There is also no doubt that the
popularity of The General Theory in the
pre-World War II period derived in no
small measure from the fact that it took
a positive approach to the problems of
its day.

That is not to say, however, that The
General Theory cannot be divorced from
the specific problems of the 1930s. The
principle of aggregate effective demand,
which is the core of Keynes’s theory, is in-
dependent of this particular institutional
setting and is neutral as far as policy is con-
cerned. The introduction of the principle of
aggregate effective demand in The General
Theory marks a milestone in the history of
economic analysis because it is the culmi-
nation of a number of earlier efforts to de-
velop an alternative to the quantity-theory
approach to aggregate demand.

The difference between the quantity-
theory approach and Keynes’s approach is
that the latter conceives of aggregate de-
mand as the sum of consumption and invest-
ment expenditures rather than as the
money stock times its velocity of circulation.
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The expenditure stream is separated in or-
der to take account of the factors affecting
these two independently determined
magnitudes. The quantity-theory ap-
proach, by way of contrast, makes no ana-
lytical distinction between consumer de-
mand and investment demand but simply
assumes that income not used for con-
sumer goods purchases will be used for
capital goods purchases as long as the in-
terest rate is flexible. The proportions in
which consumer goods and capital goods
are bought may become altered as their
relative prices and utilities change, but all
will find a market at some price. In short,
the theory of aggregate demand implicit
in the quantity theory is precisely the
same as that in Say’s law. Thus, Keynes
avoids the neoclassical conclusion that
sales proceeds will necessarily cover the
cost of producing the full-employment out-
put because the money value of that out-
put is associated with the creation of an
equivalent money income. The notion that
money is demanded as an asset to offset
the uncertainty of the future and the view
that the supply of money is an exogenous
variable that responds, via the lending
activities of financial institutions, to the
‘animal spirits’ that determine investor
behavior, are companion ideas to the prin-
ciple of aggregate demand. The invest-
ment expenditures of business owners and
the consumption expenditures of house-
holds are the chief components of aggre-
gate demand in a closed economy.

Finally, there is the view that aggregate
demand and employment cannot be raised
by a reduction in money wages. Workers
cannot reduce their real wages by simply
accepting reduced money wages. If unem-
ployment is accompanied by an asset de-
mand for money, because interest rates are
low, there may be no mechanism for recov-
ery from an unemployment disequilib-
rium.

In the years that followed the publica-
tion of The General Theory, concern with
the macroeconomic behavior of the
economy almost eclipsed the economists’
earlier concern with the allocation of re-
sources. The accumulation of data to quan-
tify aggregates like employment, GNP, and
various related income categories, con-
sumer spending, savings and investment,
combined with the development of econo-
metric techniques made it possible to test
Keynes’s macroeconomic relationships
empirically. Not only did the terminology
of the General Theory become incorpo-
rated into the general language of the pro-
fession, but the policy implications of his
analysis were widely adopted to provide
the tax, expenditure, and debt manage-
ment agendas of most Western economies.
Thus, it could truly be said that, as the
post-World War II era began, we had, in a
sense, all become Keynesians.

Yet, the years that followed the publi-
cation of the General Theory also brought
an intellectual counterrevolution. Many of
the ideas and analytical tools that Keynes
initiated were challenged or reinterpreted
in such a fundamental way that they ap-
pear to have lost much of their original
intent. Interest in growth theory that was
sparked by Roy Harrod was shifted to fo-
cus on the problems of stable or steady
state growth. The emergence of
econometrics as the sister discipline of eco-
nomics has, as will be examined in Chap-
ter 22, become central to the intellectual
counterrevolution which some scholars
interpret as substantially undermining
the message of Keynes’s General Theory.
Their rebuttal has been joined (though fre-
quently on other grounds) by other critics
of mainstream economics. The vigor of
their theoretical and methodological argu-
ments is the reason why contemporary
economics is a discipline that is character-
ized by competing paradigms rather than
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by a single paradigm, as is the case in the
natural sciences. Thus, the task of Part VI
is to examine the theoretical and methodo-
logical contributions that have been made
since approximately 1945.
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5 It is relevant to note that had Keynes pre-
ferred to present his analysis in real terms,
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rather than commodity prices.

6 For further treatment of this topic, see the
section entitled ‘Keynes’s Monetary
Theory,’ later in this chapter.
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ern Economic Thought edited by Sidney
Weintraub (Philadelphia: University of
Pennsylvania Press, 1976).
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nal, 41 (June, 1931), pp. 173–98.

14 For example, if one third of a new invest-
ment of $100,000 is saved rather than
spent to finance new consumption, only
$66,666.66 generates new income in the
next period. If the propensity to save
causes one third of this amount to again be
drained into cash balances in the next pe-
riod, national income will increase by an
additional $44,444.44. Each successive
round of expenditures will add an addi-
tional amount to national income. Given a
marginal propensity to save of 0.33 (i.e. a
marginal propensity to consume of two
thirds), a new investment of $100,000 will
eventually, other things being equal, raise
national income by three times the original
amount, or $300,000.

15 Keynes, The General Theory, p. 133.
16 Keynes himself pointed out that his mar-

ginal efficiency of capital is the same con-
cept as Irving Fisher’s ‘rate of return over
cost’ (The General Theory, p. 140).

17 Keynes, The General Theory, p. 165.
18 Keynes, The General Theory, p. 213.
19 Keynes regarded the relationship between

the stock market and investment decisions
as one of the least-desirable features of
laissez-faire capitalism. He remarks,
‘When the capital development of a country
becomes the by-product of the activities of
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a casino, the job is likely to be ill-done’ (The
General Theory, p. 159).

20 Keynes, The General Theory, p. 47.
21 Keynes, The General Theory, pp. 166–72.
22 Keynes, The General Theory, p. 197.
23 J.M.Keynes, Treatise on Money (London:

Macmillan, 1930), vol. 1, p. 3.
24 J.M.Keynes, ‘Essays in persuasion.’ Col-

lected Writing of John Maynard Keynes
(London and New York: Macmillan and St.
Martin’s Press for the Royal Economic So-
ciety, 1972), vol. 9, p. 151.

25 Keynes, The General Theory, p. 207.
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theory,’ Quarterly Journal of Economics, 51
(February, 1937), pp. 212–23, than in The
General Theory (excerpted above) itself.

27 Keynes, The General Theory, p. 29.
28 Sidney Weintraub, Classical Keynesianism,

Monetary Theory and the Price Level
(Philadelphia: Chilton, 1961) pp. 41–64.

29 Keynes, The General Theory, Preface, vi.
30 A multiplier-accelerator model envisions a

sequence of the behavior of income over
time which is constructed on the basis of
the values of the multiplier (1/∆S/∆Y) and
the acceleration coefficient ∆K/∆Y. See
Paul A.Samuelson, ‘Dynamic process
analysis,’ in A Survey of Contemporary
Economics, vol. 1, edited by Howard Ellis
(Philadelphia: Blakiston, 1949).

31 The pattern which a particular process will
generate over successive periods depends
on the numerical value of its determining
variables. If this value is a positive number
greater than one, the process is one that
increases at a geometric rate. The com-
pound-interest problem is a classic eco-
nomic illustration of the operation of this
type of process. The value of a principal in-
vested at a certain rate of interest in-
creases at a geometric rate. Its value at the
end of period t is determined according to
the formula

(21.7)

where X
0
 is the principal initially invested

and r is the interest rate. This formula may
be rewritten in a simpler form as

(21.8)

where a=(1+r). Any dynamic process that is
characterized by growth, whether or not it

is in the realm of economics, will behave
according to the same principle as a sum of
money invested at compound interest.
That is, X(t) will increase exponentially as i
increases and will, when shown graphi-
cally, result in a curve that is sloping up-
ward at an increasing rate. If the product of
an initial magnitude, X0, and the exponen-
tial value of the variables which determine
its value in time, t, is a positive number
greater than one, the process is one of
growth. If, for example, X0=3 and a=2 the
numerical values of the process are 3, 6, 12,
24, 48,…for t=0, 1, 2, 3, 4, which produce
the upward sloping curve associated with
the growth process.

32 See Evsey Domar, ‘Capital expansion, rate
of growth and employment,’ Essays in the
Theory of Economic Growth (New York:
Oxford University Press, 1957).

33 Harrod, ‘An essay in dynamic theory,’
Economic Journal, vol. 49 (March, 1939),
p. 14.

34 Harrod, ‘An essay in dynamic theory,’ p. 16.
35 What does seem strange, however, is that

The General Theory has so frequently been
interpreted as being a polemic against
monetary policy. To anyone familiar with
Keynes as a monetary theorist, the
importance of monetary policy is implicit in
The General Theory.

Questions for discussion and further
research

1 Define and/or explain:

(a) frictional unemployment,
(b) involuntary unemployment.

2 The traditional or classical ‘cure’ for
unemployment is to allow the market to
drive the wage rate down until employers
find it profitable to increase the level of
employment. Keynes argued that the
widespread unemployment that character-
izes a depression cannot be cured by
across the board wage cuts. Explain
carefully why not.

3 According to Keynes, the level of aggregate
demand is the most critical factor in



○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○

Chapter 21 Keynes’s theory of employment

478

Glossary of terms and concepts

Aggregate demand function
The relationship between the proceeds em-
ployers expect from consumption and invest-
ment expenditures (or the sale of output) to
different levels of employment. Keynes repre-
sented this function as D=f(N) where N is em-
ployment.

Aggregate effective demand
The total demand for output based on con-
sumption and investment expenditures.

Aggregate supply schedule
The relationship between the proceeds em-
ployers consider necessary to earn from the
sale of the outputs produced at different levels
of employment in order to make it profitable to
provide each level, that is, 

Capital stock adjustment growth models
Dynamic models inspired by The General
Theory (but not created by Keynes himself) in
which the growth process is visualized as con-
sisting of additions to capital stock which, in
turn, increase income and employment levels.
Harrod’s growth equation specifies that to
avoid excess capacity (and unemployed
labor) the stock of capital must increase at a
rate which is the product of the savings ratio
and the productivity ratio.

Consumption function
Relates consumption expenditures to real in-
come. Conceptually, this implies that consum-
ers are not subject to money illusion.

Demand for money
People wish to hold cash (currency) in order to
facilitate purchases; i.e. they have a ‘transac-
tions’ demand for money. Keynes recognized
they may also have a ‘precautionary’ demand
which encourages them to hold higher bal-
ances depending upon their incomes to meet
unexpected needs. While Marshall did not
think in terms of a ‘speculative’ demand for
money which causes people to hold money as
an asset in order potentially to profit from un-

expected opportunities, Keynes regarded this
as the most important reason for money de-
mand. Larger amounts are held at lower rates
of interest because the ‘price’ of liquidity is
lower.

Demand insufficiency
A level of consumption and investment expen-
ditures that is inadequate for full employment.
Government expenditures, and/ or net im-
ports, may fill the gap.

Interest payment
A reward for giving up liquidity; this contrasts
with the classical view of interest as a reward
for abstinence.

Keynesian cross
The intersection of the aggregate demand
and supply functions, which some thinkers in-
terpreted as providing a guide to fiscal policy.
The ‘inflationary gap’ can, in principle, be off-
set by increased tax collection and less gov-
ernment spending while a ‘deflationary gap’
may be offset by lower tax collections and in-
creased government expenditures.

Keynes effect
The possible stimulative effect of a wage-
price reduction on employment that operates
if interest rates fall relative to the marginal effi-
ciency of capital, in response to a reduced
transactions demand for money at a lower in-
come level.

Keynes’s equilibrium
A balance between aggregate demand and
aggregate supply which is not necessarily
market clearing but only represents a ‘state of
rest’ from which forces of change may be ab-
sent. This unique concept of equilibrium is
central to Keynes’s view that forces restoring
full employment do not automatically come
into play.

Keynes’s fundamental psychological law
Keynes suggested that ‘as a rule, and on the
average, consumption expenditures will
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increase as income increases but not by as
much as the increase in income.’ It follows that
the marginal propensity to consume, ∆C/∆Y<1.

Liquidity trap
An accumulation of idle balances at very low
rates of interest. It is represented graphically
by an infinitely elastic liquidity preference
curve.

Marginal efficiency of capital
The rate of discount at which an expected se-
ries of earnings from a capital good is equal to
its supply price.

Money illusion
The response of persons to nominal
magnitudes, like money wages, rather than to
their real or ‘purchasing power’ value, which
requires taking account of the price level.

Multiplier effect
The expansion in national income that may be
expected from an increase in consumption ex-
penditures. Mathematically, the multiplier is
the reciprocal of the marginal propensity to
save, or

k=1/(1–∆C/∆Y).

Savings equal investment
In Keynes’s system S=1 in the sense that both
saving and investment are defined as the por-
tion of total output that is ‘unconsumed.’ S=I is

also an equilibrium relationship that results
from income adjustments that cause the level
of savings to come into equality with the level
of investment. This contrasts with the neo-
classical perception, which views the interest
rate as the equilibrating mechanism between
quantities of savings and investment.

Static versus dynamic analysis
The static approach concerns itself with an in-
stantaneous or timeless examination of eco-
nomic variables. A dynamic analysis is con-
cerned with the rate of change in economic
variables. The motion of a dynamic process
through time results from its ‘built-in’ response
to an initial internal condition.

Static state growth
The rate of growth at which the total output
of the economy and its stock of capital grow
together at a constant proportionate rate
which reflects the rate of increase of the
population and the rate of increase in output
per man.

Warranted rate of growth
That rate of growth which maintains the same
rate of growth as was previously achieved.
This rate is to be distinguished from the natu-
ral rate, which is the maximum rate of growth
consistent with the full employment of all re-
sources and the rate of technological
progress.

3 According to Keynes, the level of aggregate
demand is the most critical factor in determin-
ing the level of employment in the short run.

 
(a) What determines the aggregate de-

mand schedule?
(b) Why, according to Weintraub’s inter-

pretation, is the Z function not properly
shown as a 45° line?

(c) Show aggregate demand and supply
on a graph. Label carefully. Is there a
price level implicit in the diagram?

(d) In what way can it be said that
Keynes’s concept of equilibrium is
‘unique’? How is it related to Keynes’s
perception of the General Theory as ‘a
struggle to escape’ from traditional
thinking?
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4 (a) What is the nature of Keynes’s con-
sumption function? What are its impli-
cations with respect to the problem of
maintaining the economy at full em-
ployment levels?

(b) The hypothesis has been advanced
that the true long-run relationship be-
tween consumption and income is a
proportional one. If this is the case,
would it invalidate, alter or modify the
conclusions which derive from
Keynes’s original formulation of the
consumption function? How?

 
5 Discuss Keynes’s contribution to the theory

of the interest rate. To what extent does the
interest rate play a fundamentally different
role in the Keynesian system than in the
classical analysis? How does Keynes
integrate monetary theory into the theory of
employment and output?

6 How did Harrod’s equation of economic
growth go beyond Keynes’s central ques-
tion: will saving be invested?

7 What are the requirements for achieving the
warrented rate of growth?

8 Has the emphasis which contemporary
growth theorists put on the concept of the
‘stable’ or ‘equilibrium’ rate of growth,
changed the focus of the question Harrod
was undertaking to answer?

Notes for further reading

From The New Palgrave

Edward J.Amadeo on multiplier analysis,
vol. 3, pp. 566–68; Marro Baranzini on
distribution theories: Keynesian, vol. 1, pp.
876–78; P.Bridal on saving equals
investment, vol. 4, pp. 246–48; Michael
R.Darby on consumption function, vol. 1, pp.
614–16; Paul Davidson on aggregate supply

function, vol. 1, pp. 50–52; John Eatwell on
Keynesianism, vol. 3, pp. 46–47, and on
marginal efficiency of capital, vol. 3, pp. 318–
19; Murray Milgate on Keynes’s General
Theory, vol. 3. pp. 42–46; Carlo Panico on
liquidity preference, vol. 3, pp. 213–16; Don
Patinkin on John Maynard Keynes, vol. 3,
pp. 19–39; H.Sonnenschein on aggregate
demand theory, vol. 1, pp. 47–50; L.Tarshis
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50; John B.Taylor on involuntary
unemployment, vol. 2, pp. 999–1001.
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Part VI

Beyond High Theory
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Analysis and the Principle of
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1942 Joseph A.Schumpeter Capitalism, Socialism, and

Democracy
1944 T.Haavelmo The Probability Approach in

Econometrics
1947 Paul Samuelson Foundations of Economic Analysis
1948 F.A.Hayek Individualism and Economic Order
1949 Ludwig V.Mises Human Action: A Treatise on

Economics
1949 Friedrich A.Hayek Individualism and Economic Order
1950 L.R.Klein Economic Fluctuations in the

United States
1951 Kenneth Arrow Social Choice and Individual Values
1953 Alvin Hansen A Guide to Keynes
1956 Milton Friedman Studies in the Quality Theory of

Money
1958 John Kenneth Galbraith The Affluent Society



1960 Piero Sraffa The Production of Commodities By
Means of Commodities

1961 Clarence Ayres Toward a Reasonable Society: The
Values of Industrial Civilization

1961 Sidney Weintraub Classical Keynesianism, Monetary
Theory and the Price Level

1962 Harry Johnson Money, Trade, and Economic Growth
1962 Milton Friedman Capitalism and Freedom
1963 Joan Robinson Essays in the Theory of Economic

Growth
1963 Milton Friedman and A Monetary History of the United

Anna Schwartz States 1867–1960
1964 John Kenneth Galbraith The Affluent Society
1965 Don Patinkin Money Interest and Prices, 2nd edn.
1966 Axel Leijonhufvud On Economics and the Economics

of Keynes
1967 John Kenneth Galbraith The New Industrial State
1967 George L.S.Shackle The Years of High Theory
1968 Gunnar Myrdal Asian Drama: An Inquiry into the

Poverty of Nations
1970 Amartya K.Sen Collective Choice and Social Welfare
1971 Gary S.Becker The Economics of Discrimination
1971 George J.Stigler The Theory of Economic Regulation
1972 David M.Gordon Theories of Poverty and

Underemployment
1972 George L.S.Shackle Epistemics and Economics: A Critique

of Economic Doctrines
1975 Hyman Minsky John Maynard Keynes
1975 Piero Sraffa The Production of Commodities by

Means of Commodities
1976 Gary S.Becker The Economic Approach to Human

Behavior
1980 Amartya K.Sen Poverty and Famines: An Essay on

Entitlement and Deprivation
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Overview of contemporary theoretical
economics

The era of contemporary theoretical eco-
nomics was ushered in during the period
George L.S.Shackle has so eloquently
called ‘the years of high theory.’ Writing in
the mid-1960s, and looking back, he tells
us that ‘there began in the mid-1920’s an
immense creative spasm which com-
pletely altered the orientation and char-
acter of economics.’1 The most substantial
among the major innovations of theoreti-
cal economics was J.M.Keynes’s General
Theory, which was clearly intended to re-
flect Keynes’s rejection of the critical ‘sec-
ond postulate’ of neoclassical theory with
its implicit conclusion that labor markets
tend to achieve full employment equilib-
rium. When Keynes wrote to George
Bernard Shaw that he expected his Gen-
eral Theory of Employment, Interest and
Money to change the way people think
about economics he was, in effect, ex-
pressing the view that his work would lay
the foundation for a new paradigm in the
discipline. To qualify as a paradigm, a
particular scientific achievement must at-
tract an enduring group of adherents
away from competing modes of scientific
activity.2 It must also be sufficiently open-
ended to leave all sorts of problems for the
redefined group of practitioners to re-
solve. There are many examples of para-
digmatic breakthroughs in the natural
sciences. The works of Ptolemy, Newton,
and Lavoisier brought about whole new
modes of thought in their respective fields
of astronomy, physics, and chemistry.

To some extent the field of economics
underwent such a paradigmatic shift with
the development of the marginal utility
theory of value in the closing decade of the
nineteenth century and, somewhat later,
the marginal productivity theory of distri-
bution. The almost simultaneous but com-

pletely independent discovery of the prin-
ciple of diminishing marginal utility in the
1870s by Jevons, Menger, and Walras,
which was examined in Chapter 13, is of-
ten referred to as constituting a margina-
list revolution in economics in the sense of
providing the building block for the new
kind of static microeconomics that ma-
tured into the neoclassical paradigm. As
we have seen, this paradigm was fully an-
ticipated by Alfred Marshall and his
American counterpart John Bates Clark,
both of whom used the marginal principle
to fashion a theory of value and distribu-
tion. Marshall’s efforts were the more suc-
cessful in the sense that he attracted and
trained a school of followers among whom,
in Chapters 15 and 16, we singled out
Pigou, Robinson, and J.R. Hicks as those
who undertook to refine and extend
Marshall’s work. J.M.Keynes was, of
course, also Marshallian until the break
he undertook in The General Theory.

Before we examine whether Keynes’s
efforts to disassociate himself from the
neoclassical mainstream have, indeed,
brought about a paradigmatic shift that
has caused his fellow economists to disas-
sociate themselves from a previously ac-
cepted theory that has now been found in-
adequate for ‘puzzle solving,’ it is relevant
to recognize that intellectual revolutions
in economics appear to be different from
those that characterize the natural sci-
ences. The works of Jevons, Menger,
Walras, Wicksell, and John Bates Clark
were anticipated, in varying degrees, by
Gossen, von Thünen, Cournot, Dupuit,
and even Ricardo. Similarly, Marshall al-
ways maintained that the essential ele-
ments of classical analysis were, in no re-
spect, affected by his analysis, which he
viewed as harmonizing the work of
Ricardo with the newer marginal utility
analysis. The critical change wrought by
the Marshallian synthesis was to bring
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about a redefinition of the economic prob-
lem. Whereas the classicists were con-
cerned with analyzing the causes of the
increase in a nation’s wealth and the dis-
tribution of this wealth among landown-
ers, laborers, and capitalists, the
marginalist or neoclassical approach made
pricing and the allocation of a fixed sup-
ply of resources the economic problem. In
brief, the accepted mode of reasoning be-
came ‘constrained maximization,’ which is
an approach that leaves aside all ques-
tions relating to changes in the quantity
and quality of resources through time. Yet,
the Marshallian system preserved the es-
sential insights of the classical cost-of-pro-
duction theorists. These examples suggest
that, in economics, unlike the natural sci-
ences, intellectual revolution apparently
does not sweep away prevailing modes of
thought so that a new paradigm can take
over as a basis for guiding future work.

The reinterpretation of the economics of
John Maynard Keynes in terms of the
Marshallian and Walrasian paradigms
represented, in effect, a counter-revolution
against Keynesian principles. Equally im-
portant from the standpoint of under-
standing the development of contempo-
rary theory is recognizing that the coun-
ter-revolution coincided with a technical
revolution that launched econometrics as
a sister discipline to economics.3 The long-
term legacy of high theory for economics
can only be fully understood in relation to
the computer revolution and the emer-
gence of econometrics. Both substantially
affected the way in which the analytical
tools and concepts that originated during
the years of high theory would become
harnessed into service in the task of model
building. Thus, the task of Chapter 22,
‘The emergence of econometrics as the sis-
ter discipline of economics,’ is to provide
an account of these developments, several

of which were subsequently recognized
with Nobel Prizes in Economics.

Table VI.1 summarizes the complete list
of awards, the first of which was conferred
jointly on Ragnar Frisch and Jan
Tinbergen in 1969, both of whom were rec-
ognized for statistical/quantitative contri-
butions to economics. It is relevant to note
that, with few exceptions, the awards have
gone to thinkers who are working in
econometrics or are mathematical and
mainstream oriented, Friedrich Hayek,
Gunnar Myrdal, and Douglass North are
among the relatively few exceptions.
Hayek (1890–1990) focused on ‘coordina-
tion’ failures as part of ongoing market
processes. Working in the Austrian tradi-
tion, his interpretation of price theory,
capital theory, and monetary theory inte-
grated nineteenth and twentieth century
economic phenomena as reflecting in-
stances of spontaneous order in the frame-
work of a price system.

Gunnar Myrdal (1898–1987) wrote in
the Swedish tradition of Wicksell,
Heckscher, and Cassel. He is remembered
for facilitating a transition in economics
from static to dynamic analysis. By intro-
ducing the role of expectations using the
concepts of the ex ante and ex post to dis-
tinguish between intentions and actual
outcomes in key aggregates like savings
and investment, he was able to clarify the
effects of unexpected price changes. He
was also a political economist par excel-
lence focusing on the need for value
premises (justice, liberty and equality of
economic opportunity) to purge conven-
tional economic theory of biases, especially
when applied to underdeveloped coun-
tries. For his monumental Asian Drama
(1968) he was awarded the Nobel Prize in
1974. Hayek was honored the same year
for his contribution.

Chapter 23 examines the efforts of some
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Table VI.1 Nobel Laureates in economics

1969 Ragnar Frisch, Oslo University
Jan Tinbergen, The Netherlands School of Economics

1970 Paul Samuelson, Massachusetts Institute of Technology
1971 Simon Kuznets, Harvard University
1972 John R.Hicks, Oxford University

Kenneth Arrow, Harvard University
1973 Wassily Leontieff, Harvard University
1974 Gunnar Myrdal, University of Stockholm

Friedrich A.Hayek, University of Freiburg
1975 Leonid Kantorovich, Moscow Academy of Sciences

Tjalling Koopmans, Yale University
1976 Milton Friedman, University of Chicago
1977 Bertil Ohlin, Stockholm School of Economics

James E.Meade, Cambridge University
1978 Herbert A.Simon, Carnegie-Mellon University
1979 Theodore W.Schultz, University of Chicago

W.Arthur Lewis, Princeton University
1980 Lawrence Klein, University of Pennsylvania
1981 James Tobin, Yale University
1982 George J.Stigler, University of Chicago
1983 Gerard Debreu, University of California, Berkeley
1984 J.Richard Stone, Cambridge University
1985 Franco Modigliani, Massachusetts Institute of Technology
1986 James M.Buchanan, George Mason University
1987 Robert Solow, Massachusetts Institute of Technology
1988 Maurice Allais, Ecole Nationale des Mines de Paris
1989 Trygve Hamvelmo, Oslo University
1990 Harry Markowitz, City University of New York

Merton H.Miller, University of Chicago
William F.Sharpe, Stanford University

1991 Ronald Coase, University of Chicago
1992 Gary S.Becker, University of Chicago
1993 Robert W.Fogel, University of Chicago

Douglass C.North, Washington University
1994 John C.Harsinyi, University of California

John F.Nash, Princeton University
Reinhard Selten, Reinische Friedrich-Wilhelms University, Bonn

1995 Robert E.Lucas, University of Chicago
1996 James A.Mirrlees, Cambridge University

William Vickrey, Columbia University
1997 Robert C.Merton, Harvard University

Myron S.Scholes, Stanford University
1998 Amartya K.Sen, Trinity College, Cambridge University
1999 Robert Mundell, Columbia University



○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○

Part VI Beyond high theory

488

of the profession’s most highly regarded
members, John R.Hicks among them, to
fashion a body of macroeconomic princi-
ples by marrying the economics of
J.M.Keynes to Marshallian and Walrasian
paradigms. It is premature to identify any
of these reinterpretations as masterworks
in the same sense as those that were iden-
tified in Parts I through V. Economics at
the present time, as was suggested in the
introduction to Part I, has become a quite
controversial discipline, especially as it
relates to the several contemporary inter-
pretations of Keynes’s work. It would thus
be inappropriate to tout a particular con-
temporary selection as more seminal than
another, with respect to its anticipated ef-
fect on future economic thought. This con-
cluding part of the book will therefore opt
not to choose which among the very large
number of post-World War II contributions
to economic thought is likely to survive
into the next century as a masterwork.
The most prudent course is to identify the
leading contenders while directing the in-
terested reader to specific sources in the
references and endnotes.

The most persuasive reinterpretation of
Keynesian principles, to the majority of
the profession, has become identified as
monetarism. Led by 1976 Nobel Prize win-
ner Milton Friedman of the University of
Chicago, monetarists have focused chiefly
on explaining the difficulties of achieving
the dual goals of full employment and
price level stability. The perceived trade-
off between unemployment and inflation,
as implied by the Phillips curve appara-
tus, is a matter of special concern and is
the basis for the monetary policy recom-
mendations of Friedman and his associ-
ates. Much of this analysis is predicated
on what has come to be known as a ra-
tional expectations view of individual de-
cision making. The essence of this view of
behavior is that individuals behave in ac-

cordance with their expectations about
economic outcomes, especially in relation
to changes in wage and interest rates and
price level changes. This view of the
behavior of market participants has
guided much of the econometric research
and policy analysis of economic thinkers,
who are collectively known as new
classicals.

The microeconomic aspects of the work
of Chicago School economists have also
been of major importance in shaping the
research and teaching of the majority of the
economics profession. As is examined in
Chapter 24, this work is rooted in the Aus-
trian tradition of Menger and was intellec-
tually transported to Chicago under the
leadership of Frank Knight. These efforts
extended the theory of individual choice to
study households as ‘production’ units that
seek to maximize utility, much as firms
seek to maximize profits. They have also
pioneered in promoting law and economics
as the chief interdisciplinary fields of the
social sciences by studying the effects of the
assignment of property rights.

Chicago school interests have been fur-
ther extended toward the analysis of
growth in underdeveloped economies via
the agency of the market mechanism.
Economists adhering to the libertarian phi-
losophy of the efficiency of the market
mechanism regard economic freedom as the
most effective way of allocating resources
in developing economies as well as in al-
ready advanced economies. Mainstream
academic economists have considerable
faith in the positive role of the market
mechanism and the limited need for gov-
ernment intervention. This policy view ap-
pears to be as widely accepted by the Ameri-
can electorate as it has been by British vot-
ers. The latter supported the Conservative
Government, led by Margaret Thatcher,
which reversed the nationalization of in-
dustry undertaken by the previous Labour
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Government. Although the Labour Gov-
ernment of Tony Blair has now displaced
Mrs. Thatcher, many elements of laissez-
faire policy remain in place. It is thus clear,
whether viewed in terms of prevailing eco-
nomic policy or the underlying theoretical
structure, that we are not all Keynesians
now. Contemporary mainstream econom-
ics is more neoclassical, neo-Walrasian
and neo-Austrian than it is a refinement
and extension of the economics of
J.M.Keynes’s General Theory.

However, criticisms of mainstream eco-
nomics, and the related efforts to develop
alternatives to the mainstream paradigm,
are by no means dead. Thus, the focus of
Chapter 25 is on the ideas of the leading
critics, some of whom—like John Kenneth
Galbraith—are extremely persuasive. The
writers of the New Left also command a
following. Their criticisms are sounding a
note of discord on the contemporary scene
that cannot be neglected in assessing the
present state of economics as a discipline.
Whether or not the magnitude of the dis-
cord is such that it can be judged as in-
dicative of intellectual crisis, it is a cer-
tainty that this dissent will leave its mark
on future economic thought.

The critics of orthodox economics also
include Keynes’s contemporary followers,
among them American post-Keynesians
originally led by Sidney Weintraub. Their
English counterparts include Joan
Robinson and Nicholas Kaldor (both now
deceased). Both had strong classical asso-
ciations derived from the late Piero
Sraffa’s reinterpretation of Ricardo’s eco-
nomics.

Finally, the modern Austrian School has
emerged as an intellectual group that, al-
though it has its roots in the Austrian tra-
dition of Menger and his followers, is today
intellectually distinct in the criticism it lev-
els against mainstream theories of market
behavior and price determination. As will
be explained below, they have articulated
an anti-equilibrium perspective that has
something in common with that of the post-
Keynesians, with whom they share reser-
vations about the place of econometrics as
the sister discipline of economics. Since that
development has been so central to contem-
porary economic theorizing, the chapter
that follows presents a brief examination
of the origins of econometrics and how it
came to its present primacy as the sister
discipline of economics.

Notes

1 G.L.S.Shackle, The Years of High Theory
(Cambridge: Cambridge University Press,
1967), p. 5.

2 Thomas Kuhn, The Structure of Scientific
Revolutions (Princeton, NJ: Princeton Uni-
versity Press, 1970).

3 Hans Brems has recently likened the set-
ting of the period between the end of World
War II and the great inflation as coinciding
with the ‘third industrial revolution,’ which
was set in motion by the advent of nuclear
fission and the microchip. See Hans Brems,
Pioneering Economic Theory 1630–1980
(Baltimore and London: The Johns
Hopkins Press, 1986) pp. 225–27. The
former breakthrough launched the nuclear
power industry with its multiplicity of mili-
tary and civilian applications; the second is
the foundation of high-speed electronic
computation.
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The ‘second stage’ in the development of
numeracy in economics, which hales from
the founding in 1883 of the Statistical
Section (F) of the British Association for
the Advancement of Science and the Sta-
tistical Society of London, focused on data
collection and statistics for the purpose of
establishing ‘correct views’ about the
moral sciences and their relationship to
the physical sciences. Some thinkers,
William Stanley Jevons among them, be-
lieved that the science of Political
Economy ‘might gradually be erected into
an exact science.’ He became an avid stu-
dent of commercial fluctuations in search
of laws that governed seasonal and cycli-
cal variations by linking them to meteoro-
logical changes, but his enthusiasms were
not widely shared. This was partly be-
cause the construction of an hedonic bal-
ance sheet for the guidance of policy mak-
ers was recognized as insoluble, so that
British economists disassociated them-
selves from the notion of utility as a meas-
urable magnitude. As was noted in Chap-
ter 12, Jevons’ views on the prospective
role of inductive research in economics
failed to dominate, because many contem-
poraries, among them John Elliot
Cairnes, were of the opinion that, as a
moral science, economics is inherently de-
ductive. This was, of course, also
Marshall’s view.

By the mid-1920s, the deductive

method had long since become the ac-
cepted mode of inquiry for discovering
laws relating to the behavior of market
phenomena. There was little concern
about reinforcing deductive analysis with
empiricism beyond the casual sort that
used actual (or conjectural) data for pur-
poses of example and illustration. Wesley
Mitchell’s work at Columbia University,
and at the National Bureau of Economic
Research, on business cycles, along with
Irving Fisher’s development at Yale of in-
dex numbers to measure price level
changes, were exceptions to the preference
in the United States toward deductive eco-
nomics. Marshall’s Principles and his
strong reservations about the application
of mathematical methods to economics in-
fluenced most economists to teach deduc-
tive analysis to their students and relied
on it for their own work. Thus, mathemat-
ics and statistics existed as disciplines that
remained quite separate from economics.

The creative spasm of theoretical inno-
vation known as ‘high theory,’ which dates
from the mid-1920s, also encouraged new
methods for studying the behavior of the
economy, although these were not prima-
rily mathematical or statistical. Concern
about cyclical phenomena and the useful-
ness of the ex ante-ex post construct of the
Stockholm School are among the intellec-
tual breakthroughs of the period. Unlike
the neoclassical concept of equilibrium,

Chapter 22

The emergence of econometrics as the
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which focused on the requisites for an
economy’s return to stability, the ex ante-
ex post construct offered a way of conceiv-
ing of an economy in the process of chang-
ing from one phase of the business cycle to
another.1 Once suggested, this idea im-
plied the need to invent a method to evalu-
ate the relative merits of one plausible cy-
cle theory as opposed to another equally
plausible theory. The challenge was taken
up by the League of Nations, which com-
missioned Jan Tinbergen, a Dutch scholar,
to evaluate their relative merits empiri-
cally. Jointly, with the Norwegian Ragnar
Frisch, he became the 1969 recipient of the
Nobel prize in economics. Tinbergen’s
1939 statistical verification of alternative
business cycle theories, which pioneered
the method of least squares and regression
analysis, marks the beginning of
econometrics as the sister discipline of eco-
nomics. It also marks the beginning of the
third and present stage of numeracy, in
which economics has emerged as a predic-
tive rather than as a moral science.

Econometrics is the branch of econom-
ics that is concerned with establishing
empirical content into economic relations.
The term, which is a combination of the
words economics and metrics (from the
Greek metron, which means ‘measure-
ment’) was apparently coined by Ragnar
Frisch, one of the founders of the
Econometrics Society in 1930.2 More pre-
cisely, econometrics is concerned with ‘the
quantitative analysis of actual economic
phenomena based on the concurrent devel-
opment of theory and observation, related
by appropriate methods of inference.’3

Modern-day quantitative analysis is
clearly dependent on computer technology.
The information storage and processing
capability of the microchip is truly awe-
some. A computer chip can now execute
more than one million instructions per sec-
ond, which is more than 200 times faster

than the capability of the first high-speed
electronic computer installed at the Uni-
versity of Pennsylvania in 1946. Early
practitioners must have been considerably
handicapped by having to rely on manual
calculators. The computer technology ad-
vances since the 1950s are thus among the
reasons why econometrics has not only
flourished as a separate discipline, but has
in fact become ‘the existing methodology
of economics, tailored for the subject, and
taught as such to graduate students al-
most everywhere.’4

While the lack of technology for process-
ing large quantities of data was a central
reason why econometrics as a separate
field dates only from the 1950s, there are
other reasons, especially in view of the fact
that many nineteenth- and early twenti-
eth-century contributors to economics
were in command of the mathematical and
statistical tools that are an integral part
of econometrics. They understood prob-
ability distributions, least squares, simul-
taneous equations, and matrix algebra.
Yet they were fearful that the very preci-
sion of mathematics and statistics would
give the impression of exactness to eco-
nomic conclusions, which they regarded as
unwarranted. Alfred Marshall more than
anyone, although he was anxious to estab-
lish economics as a science, argued that
the results of economic forces are not
quantifiable.5 Doubt concerning the rel-
evance of the laws of statistical probabil-
ity to economics were also expressed by
J.M.Keynes, among others, when he re-
viewed Jan Tinbergen’s empirical work on
business cycles.6 Thus, the early develop-
ment of econometric techniques that will
be reviewed in this chapter was very
largely inspired by European scholars and
transplanted to the United States and
England during the late 1930s and early
1940s. It is also relevant to note that this
development became a central influence in
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shifting the dominance of the economics
profession from English universities, prin-
cipally Cambridge and Oxford, to such
leading American centers of learning as
the University of Chicago, Yale, the Mas-
sachusetts Institute of Technology, and
Harvard, among others. Previously, many
American scholars were lured to the great
centers for economic research and teach-
ing at Cambridge, Vienna, and several cit-
ies in Germany and France.

European influences

The anticipations of Ragnar Frisch

Ragnar Frisch (1895–1973) came into eco-
nomics via the University of Oslo where
he earned a degree in mathematical sta-
tistics in 1926. Accordingly, his particular
interest became the quantification of eco-
nomics; the years that followed the Great
Depression encouraged his interest in so-
cial planning and economic dynamics.
The latter interests led him to propose
that economists use the terms static and
dynamic to describe the relationships
among variables; specifically, he de-
scribed a relation as static if the variables
it includes relate to a single point in time.
Analogously, a relation whose variables
relate to different points in time is dy-
namic.7

This set of interests led Frisch to exam-
ine the acceleration principle (already pio-
neered by J.B.Clark). He concluded that,
in and of itself, the acceleration principle
is unable to explain the turning points of
business cycles and demonstrated that, by
including a replacement demand for in-
vestment goods into the relation, it is pos-
sible to develop a fully determined model.
What he found is that the interaction of
consumption and investment magnitudes
could simulate various ‘paths’ for the
economy: monotonic oscillatory, damped or

explosive. Thus, he inferred that the phe-
nomenon of the business cycles requires
an exogenous impulse mechanism to put
it into motion and sustain it. The impulse
might derive from technological and entre-
preneurial innovations such as those
Schumpeter envisioned as entering the sys-
tem, and perpetuate business fluctuations
that would die out in their absence. The
economy thus appeared to Frisch as re-
sponding to exogenous factors that gener-
ate endogenous swings within the economy
that eventually become damped until an-
other exogenous stimulus comes along.8

Ragnar Frisch’s formulation of math-
ematical laws of the economy’s cyclical
behavior represents something of a ‘bridge’
between the second and third stages of the
development of measurement and quanti-
fication techniques in economics. It stands
apart from the business cycle theories,
which are described in Chapter 17, as well
as Wesley Mitchell’s collection of statisti-
cal data to establish reference cycles and
to arrive at an inductively established gen-
eralization about business cycle causality.
Frisch thus envisioned the possibility of
establishing economics as a predictive sci-
ence, thereby anticipating the subsequent
marriage of regression analysis and gen-
eral equilibrium theory as the essential
building blocks for the present stage of
econometric model building and math-
ematical formalism.

Tinbergen’s business-cycle research

The statistical evaluation of business-cy-
cle theories undertaken by Jan Tinbergen
under the sponsorship of the League of
Nations has already been noted.
Tinbergen’s first volume, published in
1939 under the title A Method and Its Ap-
plication to Investment Activity, was a
harbinger of future technique in its for-
mulation of a multi-equation system
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defined by constant coefficients, lags, and
shocks that obey the laws of probability.
The essentials of his approach are cap-
tured in a summary paper that outlined a
scheme for representing the logical struc-
ture of the business cycle mechanism to
explain how a change in variable A at mo-
ment t acts on other variables B, C,…X at
moments ,…9 This scheme, rep-
resented in Figure 22.1, identifies a list of
phenomena A, B, C…(variables) in verti-
cal columns. Horizontal rows display
‘dots’ A1, A2, A3 to represent the consecu-
tive time intervals of separate phenom-
ena. Tinbergen represented these hypo-
thetical impacts over time by arrows that
mapped out relationships.

These relationships may also be repre-
sented as a system of equations in which
each equation expresses how changes in
one variable cause changes in other vari-
ables. In its complete form a system of
equations contains both constant coeffi-
cients and lags to represent the structure
of the model. As many equations will be
written as there are unknown variables,
and there will be additional unsystematic
terms to represent accidental causes, or

shocks, which may be unexpected and sud-
den but, nevertheless, obey the laws of
probability. Tinbergen maintained that it
is possible, in principle, to predict changes
in the system on the basis of the equations
that describe its logical structure. He also
claimed that his method is sufficiently
flexible to test virtually any theory that
relates to the behavior of interdependent
variables.

Keynes on the laws of probability and
Tinbergen’s study

J.M.Keynes’s reservations about
Tinbergen’s efforts at empiricism merit
further consideration, especially because
they also relate to contemporary contro-
versy about the role of econometrics. Long
before he was asked to review Tinbergen’s
statistical analysis of business cycles,
Keynes had already studied the useful-
ness of mathematical probabilities for ad-
dressing questions arising in the socalled
moral sciences, economics and psychology
among them. Even before he published
his Treatise on Money (1930) and The

Figure 22.1 The logical structure of the business cycle
Source: Jan Tinbergen ‘Econometric business cycle research’, The Review of Economic Studies, 7
(1940), Chart I.
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General Theory (1936), Keynes had
reached the conclusion that

where our experience is incomplete, we can-
not hope to derive from it judgments of
probability without the aid of intuition or of
some further a priori principle. Experience,
as opposed to intuition, cannot possibly af-
ford us a criterion by which to judge
whether on given evidence the probabilities
of two propositions are or are not equal.10

Keynes had thus taken the position that
prediction of human behavior and events
cannot be successfully addressed by means
of the principles of probability. This per-
spective bears directly on his later evalua-
tion of Tinbergen’s work and his under-
standing of the conceptual difficulties in-
herent in the econometric method and
thus its usefulness as an adjunct to eco-
nomic theory.11

The issue that Keynes was addressing
resurfaced in another form when the pos-
sibility of predicting business crises and
revivals became a research agenda.
Among those who also addressed the prob-
lem of business-cycle prediction, no one
came closer than Oskar Morgenstern to
sharing Keynes’s view. His 1928 book
Wertsschaftsprognose, written at his Vi-
enna Institute as part of his business-cy-
cle research, specifically addressed the
problem of predicting the behavior of eco-
nomic variables that derives from the in-
terdependence among market partici-
pants. He recognized that economics is
concerned with live variables rather than
with dead variables such as are encoun-
tered in nature. He argued that prediction
is only possible when ‘dead’ variables are
involved. When live variables are in op-
eration, the matter is conceptually differ-
ent, because these represent the wills of
other persons that may impact on anoth-
er’s behavior and thereby influence pre-
dicted events. His famous ‘Sherlock

Holmes-Moriarity’ example (inspired by
the exploits of Conan Doyle’s fictional de-
tective and his equally clever, but crimi-
nal, arch rival) illustrated why the
premise that either man would outthink
the other is untenable and made it clear
that the problem posed when human be-
ings interact is, necessarily, one of strat-
egy. That is, a new action by either party
not only changes the outcome, but also the
scenario for future actions. Morgenstern
was, therefore, doubtful about the possi-
bility for successful forecasting. He argued
(1) that the use of economic theory and sta-
tistics for the purpose of forecasting is im-
possible in principle and (2) that even if a
technique for forecasting can be developed,
it would not be applicable in actual situa-
tions (i.e. the forecast would itself alter the
outcome).

John von Neumann and game theory

Morgenstern’s perception of the mathemati-
cal problem inherent in prediction as a re-
sult of behavioral interdepend-encies per-
sisted despite his awareness, as a partici-
pant of Menger’s famed Vienna Circle, of
John von Neumann’s 1921 paper on the
theory of games.12 That paper identified, in
principle, the possibility that interacting
parties can achieve mutually compatible
maxima (or minima). The winner-take-all
outcome of a two-person game is not the
only outcome if the possibilities envisioned
are allowed to be more complex than the
either/or outcome of ‘Holmes arrests
Moriarity’ or ‘Moriarity escapes.’ Such
games as ‘Treasure Hunt’ or ‘Bridge’ read-
ily envision outcomes in which the skill
(and luck) of the participants result in a
‘saddle point,’ or a division of treasure or
tricks; that is, a minimax (least loss) or a
maximin (least gain) outcome. Von
Neumann’s approach was thus the key to
solving the puzzle of the indeterminate
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two-person game and led to the later col-
laboration on The Theory of Games and
Economic Behavior (1944).

Keynes’s early reservations about the
relevance of mathematical probability to
economic phenomena were also shared by
Chicago’s Frank Knight. Knight’s opposi-
tion to empiricism in economics reflected
both his philosophical aversion to quanti-
fication in the social sciences and his fear
about its use as a basis for policy.13 Joseph
Schumpeter, on the other hand, saw no rea-
son to be opposed to quantification, and was
quite willing to confront and evaluate theo-
retical hypotheses (specifically, theories of
the business cycle) with descriptive and his-
torical tests. However, he did maintain that
statistical concepts and their associated
techniques are considered as appropriate
for use in testing procedures only if mean-
ing, in the sense of distinct corresponding
phenomena, can be established.14

The Haavelmo contribution: stochastic
models

Although systems of equations can be used
to express interdependencies among vari-
ables, identification of causal relationships
is complicated by the fact that while cer-
tain elements are constant throughout the
period of observation, others are changing.
The changing element reflects the influ-
ence of unknown variables whose precise
effect is, as Morgenstern and Keynes both
argued, unpredictable. Trygve Haavelmo,
who was Tinbergen’s colleague in Oslo dur-
ing the 1930s, countered this argument by
suggesting that it is possible to make an
empirically significant statement about
how a random variable will affect an out-
come by adopting probability theory. In his
view, a theoretical model ‘will have an eco-
nomic meaning only when associated with
a design of an actual experiment that de-
scribes and indicates how to measure a

system of true variables (or objects) x1,
x2…xn that are to be identified with the cor-
responding variables in the theory.’15 His
argument was that the gap between the
exactness of a theory and the necessarily
compromised accuracy of observational
fact can be bridged by evaluating measure-
ment errors in terms of probability laws.
By properly specifying a stochastic (or
probabilistic) model, the admissible set of
values can be identified and weighted.
This technique, known as the maximum
likelihood method of parameter estima-
tion, makes it possible to simultaneously
maximize a joint likelihood function with
respect to all parameters. In essence, what
Haavelmo proposed is thus the statistical
counterpart of simultaneous equations of
the Walras-Pareto type.16 His method, for
which he was honored as a Nobel laureate
in economics in 1989, lent itself to becom-
ing incorporated into the empirical re-
search that the computer revolution made
possible. As will be elaborated next, the re-
search institution known as the Cowles
Commission, more than any other re-
search institution in America, adopted the
method he recommended and thus played
a major role in encouraging the economics
profession’s reliance on mathematics and
econometrics that has characterized the
discipline for the last three decades.

The Cowles Commission

Alfred Cowles founded the research insti-
tution bearing his name in 1932 after the
stock market crash of 1929 and the de-
pression that followed called attention to
the information gap as it relates to stock
prices. Shortly afterward, the Cowles
Commission became associated with the
Econometric Society, which was organ-
ized in 1930 by a small group of academ-
ics—among them Irving Fisher, who was
the Society’s first president, Ragnar
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Frisch and Charles Roos, then research
director of the National Recovery Admin-
istration (NRA) of the United States gov-
ernment. Roos became the Commission’s
first director of research and, simultane-
ously, professor of econometrics at Colo-
rado College. Summer conferences, held
at Colorado Springs, and which attracted
a virtual who’s who among statisticians,
mathematicians, and economists oriented
toward mathematical and statistical ap-
proaches, were among the highlights of
the Commission’s activities. The interna-
tional character of these meetings, which
Trygve Haavelmo, from the University of
Oslo, and Abraham Wald attended be-
tween 1937 and 1939, and the quality of
their research work, established a base
for a ‘university in exile’ as refugee schol-
ars fled the Nazis.17

After Cowles moved his business head-
quarters to Chicago in 1939, the Commis-
sion sought a new affiliation, ultimately
with the University of Chicago. The move
to Chicago marked the beginning of finan-
cial support by the Rockefeller Founda-
tion, the National Bureau of Economic
Research, the Social Science Research
Committee of the University of Chicago,
and various sponsors in Canada and Eu-
rope. In 1949, it entered into a contract with
the Rand Corporation to conduct research
relating to the theory of allocation; two
years later the US Office of Naval Research
contracted it to conduct a project identified
as ‘Decision making under uncertainty.’
Thus, the stage was set for the Cowles Com-
mission to undertake a leading role in the
American knowledge industry.18

Activity analysis (linear programming)

The theory and practice of resource allo-
cation became an important research fo-
cus of the Cowles Commission during the
war years. A major part of this effort re-

flects the direction of Tjallings Koopmans,
a physicist who was also a former
Tinbergen student, who had worked with
the British-American Combined Shipping
Adjustment Board, studying merchant
shipping problems during World War II.
This work provided the foundation for the
subsequent development of activity
analysis, or linear programming, after he
joined the Cowles Commission in 1944.
Economists had long been concerned with
the optimizing behaviors of individuals
and business firms, which they addressed
in terms of equating marginal (or infi-
nitely small) magnitudes. Differential
calculus was the only mathematical tool
needed. However, the problem Koopmans
was called upon to solve was far more
complicated. The question of how to con-
duct ocean shipping with a minimum
number of empty ship miles was not one
that could be solved with differential cal-
culus. The solution to this problem in-
volves the formulation of a program in
which vessels are (hypothetically) re-
routed among (a limited number) of ports
at different (hypothetical) prices until an
overall optimum is reached. This is the
basic idea that was subsequently devel-
oped as the Simplex algorithm.19

There was remarkable similarity be-
tween the formal structure of Koopman’s
model and the Air Force procurement and
deployment models. Its insights, which
were derived from the von Neumann-
Morgenstern theory of games, led to the
recognition that a two-person zero-sum
game is the mathematical equivalent of a
linear programming problem, which solves
input-output models that relate to alter-
native production processes (activities).
This work was a prelude to the Cowles
Commission’s Monograph 13, edited by
Koopmans and published under the title
Activity Analysis of Production and Allo-
cation (1951). Work along these lines,



○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○

Chapter 22 The emergence of econometrics

497

which also became known as operations
research or program management, was
not a large part of the work of the Cowles
Commission, but it became the expanding
applied field of management science. In
economics, these linear models also be-
came useful in the solution of planning and
welfare problems. On the other hand, work
that built on the Walrasian general equi-
librium model assumed increasing impor-
tance as the dominant Cowles research
concern.

With the appointment of Jacob
Marshak as research director, and of
Haavelmo, in 1943, and Lawrence Klein,
in 1944, as research associates, a substan-
tial reorientation in the Cowles Commis-
sion research program was undertaken.
Its agenda is sketched in the following pas-
sage from the Annual Report for 1943:

The method of the studies planned…is con-
ditioned by the following four characteris-
tics of economic data and economic theory:
a) the theory is a system of simultaneous
equations, not a single equation; b) some or
all of these equations include ‘random’
terms…; c) many data are given in the form
of time series…; d) many published data re-
fer to aggregates… To develop and improve
suitable methods seems, at the present
state of our knowledge, at least as impor-
tant as to obtain immediate results. Accord-
ingly, the Commission has planned the pub-
lication of studies on the general theory of
economic measurements… It is planned to
continue these methodological studies sys-
tematically.20

This credo makes it clear that the general
equilibrium approach to problem percep-
tion and the probability approach to prob-
lem solution were to become dominant in
the Commission’s future research. The
proposed method is the statistical counter-
part of the Walras-Pareto simultaneous
equation approach.21

The alternative approach of the National
Bureau

The orientation of the Cowles Commis-
sion associated with the multi-equation
probability methodology for doing macr-
oeconomic research proved highly contro-
versial and pitted the commission against
other quantitative researchers at the Uni-
versity of Chicago and The National Bu-
reau of Economic Research. It also pro-
voked a more philosophically grounded
disagreement with the Chicagoans,
Frank Knight in particular. The contro-
versy with the National Bureau over the
method was provoked by the empirical
work of Arthur Burns and Wesley
Mitchell in their 1946 book Measuring
Business Cycles. The latter became the
prototype for the Bureau’s research pro-
gram of collecting statistical data and de-
veloping statistical techniques. It was
profoundly influenced by Mitchell’s insti-
tutionalist perspective, which looked to
empirical research to provide the basis for
economic theory. Together with Arthur
Burns, he undertook to identify the
behavior of a large number of business in-
dicators, which they tracked over time for
the purpose of measuring sequential
changes in aggregate economic activity.
They were able, on the basis of these indi-
cators, to identify reference cycles from
which they established the duration and
turning points of cycles. The role of em-
piricism in their work was thus to provide
a basis for generalizations that had been
arrived at inductively rather than by the
Cowles method of seeking statistical veri-
fication for generalizations arrived at de-
ductively. The Bureau’s approach, which
was very different philosophically as well
as technically from that of the Cowles
Commission, led Koopmans, writing un-
der the provocative title ‘Measurement
without theory’ (1947), to argue that
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Burns and Mitchell cannot know what
variables to study and, further, that in the
absence of theory, relevant policy conclu-
sions cannot be drawn.22

Without defending the particular meth-
odological procedure of the National Bu-
reau, Rutledge Vining in 1949 suggested
that the methodological controversy be-
tween the two sides related less to the ‘ex-
istence or absence of a hypothetical frame-
work than the nature of the entity the
behavior of which is to be accounted for.’23

Implicitly, Koopmans’ argument was
predicated on the formal economic theory
of aggregating a dual maximizing decision,
which Vining (and other institutionalists)
rejected. Vining regarded the Cowles Com-
mission’s ‘Walrasian conception …[as]…a
pretty skinny fellow of untested capacity
on which to load the burden of a general
theory accounting for the events in space
and time.’ Economic research, in Vining’s
view, is still at the ‘Kepler stage’ of seek-
ing hypotheses and is not yet ready for the
‘Newton stage’ of testing and the applica-
tions that follow from the methodology
Koopmans proposed.24

The second area of controversy in which
the Cowles Commission found itself in-
volved was the Chicago School’s philo-
sophical opposition to the premise that
prediction of human behavior and events
is possible; Knight, in particular, was op-
posed to empiricism in the social sciences,
economics included, at least partly be-
cause of his fear that it might serve as the
basis for policy. It is perhaps relevant to
recall that Adam Smith rejected Petty’s
Political Arithmetick on essentially the
same grounds. Theodore Shultz (depart-
ment chair from 1946 to 1961), Milton
Friedman, and Fredrich Hayek, all Nobel
Prize winners, were also among
Chicagoans critical of the Cowles ap-
proach.25 The outcome of the rift was that
the Cowles Commission relocated from the

University of Chicago to Yale University
in 1953. While its research methodology
was seriously questioned by economics
department colleagues at Chicago, its re-
ception elsewhere was positive to a degree
that its general equilibrium-probability
methodology became the accepted method
for doing macroeconometric research.
That is, the profession largely came to ac-
cept the view that theoretical models re-
quire empirical support that is derived
from a properly specified stochastic model
from which a set of values can be identi-
fied. Clearly, both the availability of com-
puters and the necessity for solving large
numbers of equations largely account for
the emergence of econometrics as the sis-
ter discipline of economics.

Concluding comments

Empirical work relating to the consump-
tion function, the multiplier, the invest-
ment demand function, and the liquidity
preference function is obviously of
Keynesian inspiration. In spite of
Keynes’s reservations about Tinbergen’s
work and, more generally, about the rel-
evance of probability theory for interpret-
ing economic reality, shortly before World
War II Keynes became associated with
the ‘Cambridge Research Scheme’ of the
National Institute of Social and Economic
Research. He also accepted the invitation
of Alfred Cowles to become the first presi-
dent of the Econometric Association.
Thus, the inference may be made that
Keynes did not reject per se all economet-
ric work.26

Keynes’s General Theory itself gave sub-
stantial impetus to multi-equation macro
models—of the sort pioneered by the
Cowles Commission—for prediction pur-
poses and to serve as a basis for policy for-
mulation. There are now many simultane-
ous-equation models that have undertaken
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to represent the economy as a whole. The
relatively small 1955 Klein-Goldberger
model of the United States, which con-
tained 15 stochastic and 15 non-stochastic
equations with 20 endogenous and 18 ex-
ogenous variables, has been replaced by
the Wharton group of models, whose origi-
nal version consisted of 118 variables. The
Data Resources Inc. (DRI) model of the
United States had 718 endogenous and
170 exogenous variables in its original ver-
sion.27 These models have chiefly been
used for short-term forecasts that relate
to the likely state of the economy in the
next year or so. They have also been used
for simulations that undertake to evalu-
ate the likely effects of different policy sce-
narios.

The macroeconometric modeling that
derived from Keynes’s General Theory
substantially coincided with the theoreti-
cal developments that are the subject mat-
ter of Chapter 23 which follows. They
were, however, greatly enhanced and per-
haps even redirected by the advent of the
computer revolution that extended from
the late 1930s to 1960, the period that
overlapped World War II and the so-called
‘Cold War’ that followed. This was a pe-
riod during which the government and
that part of the American industrial com-
plex that was concerned with the produc-
tion and development of military hard-
ware were confronted with the political
agenda of ‘winning the war’ and, after-
ward, ‘winning the peace.’ Accordingly,
there was a massive inflow of financial
support from governmental sources to the
military and government contractors to
develop tools for strategic decision mak-
ing. While the private sector did not re-
gard the prospects of producing and mar-
keting computers as promising profits,
military problems required new computa-
tional equipment and new techniques for
defining and solving problems relating to

ballistics, defense systems, flight training,
code breaking, and rocket launches.
Clearly, the perceived needs of the mili-
tary-industrial complex were the driving
force in the problem selection and resource
allocation to develop computational
equipments and techniques for their effec-
tive use.28 This perspective is clearly en-
capsulated in the following brief quote
taken from a recent historical account of
computing in the twentieth century.

in historical honesty we have to realize that
it was dedication to the struggle against
Hitlerism, and later to other problems of
national defense, that provided the main
driving force behind the development of the
computer in the 1940s. It is absolutely
impossible to understand it except in that
context.29

This driving force required astronomical
funding to harness the talent of physicists,
engineers, mathematicians and econo-
mists working at a variety of ‘think tanks,’
among them the Rand Corporation, the
Cowles Foundation, the Hudson Institute
and the Radio Corporation of America, sev-
eral of which interfaced with such leading
universities as the University of Pennsyl-
vania, Massachusetts Institute of Technol-
ogy, Princeton University, California Insti-
tute of Technology and the University of
Illinois. Academicians thus participated in
the exploration of potential business ap-
plications for electronic equipment and
software that ‘ranged from planning crop
rotation to planning large scale military
actions, from the routing of ships between
harbors to the assessment of the flow of
commodities between industries of the
economy.’30 As these applications became
case studies, linear programming became
incorporated into the core of graduate eco-
nomics education because it offers an ap-
proach to studying optimizing behavior
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that is considerably more sophisticated
than that reachable with differential cal-
culus.31
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Questions for discussion and further
research

1 What was the basis for Keynes’s criticism of
Tinbergen’s empirical studies of the
business cycle?

2 The Cowles Commission and the National
Bureau of Economic Research are leaders
in empirical research. However they reflect
very different approaches toward empiri-
cism. In what way are they different? What
are some of their most important studies
and why is there ongoing controversy about
their methods?

3 How did the game theory approach of von
Neumann and Morgenstern contribute to the
probabilistic methodology of the Cowles
Commission?

Glossary of terms and concepts

Activity analysis (linear programming)
A technique for choosing among alternative
production processes (activities), in order to
identify an optimal product mix, given the con-
straint of available resources.

Econometrics
The application of mathematical and statisti-
cal methods to the analysis of economic data.

Game theory
The interactive behavior of decision makers
(players) whose decisions affect one another.
The major applications of game theory are to
economic decisions but the technique applies
equally to non-human players (i.e. strategies,
military decisions, interfirm competition for
markets).

Probability theory
A tool for deciding what to do when confronted
with the need to predict the relative frequency
with which possible outcomes will occur.

Notes for further reading

From The New Palgrave

M.Hashem Pesaran on econometrics, vol. 2,
pp. 8–22; H.M.Polemarchakis on decision
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Danzig on Linear Programming, vol. 3, pp.
203–6. Martin Shubik on Oskar
Morgenstern, vol. 3, pp. 556–57; Gerald
R.Thompson on John von Neumann, vol. 4,
pp. 818–22.
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The ‘economics of Keynes,’ as distinct
from ‘Keynesian economics,’ has passed
into history.1 The Treatise on Money and
The General Theory have become classics
and share the common fate of being
known largely through secondary
sources. The 50 years that have elapsed
since publication of The General Theory
have witnessed a phenomenal amount of
empirical and theoretical work built on
Keynesian foundations. The main thrust
of the empirical work has been to try to
verify Keynes’s theoretical constructs.2

The most important of these early empiri-
cal findings concerned the consumption
function.3

Important work has also estimated the
numerical value of the multiplier and the
responsiveness of investment demand to
interest rates. Empirical research also at-
tempted to establish the demand for
money to test Keynes’s concept of liquid-
ity preference and its related liquidity trap
hypothesis. More recently, macroeconomic
models of the economy as a whole have
been developed, the best known among
them being the St. Louis Model of the Fed-
eral Reserve Bank of St. Louis and the
larger Wharton Model of the University of
Pennsylvania’s Wharton School under the
direction of Lawrence Klein.

While these efforts at empirical re-
search have yielded important results, our
interests here are more specifically fo-

cused on the developments in theoretical
economics that came after The General
Theory. Several are of particular interest
because they reflect a counter-revolution
against Keynes’s economics. The
‘Keynesian cross’ and the ISLM (invest-
ment, savings, liquidity-preference,
money) apparatus, which have become
mainstays of contemporary macroeconom-
ics even at the textbook level, are products
of the counter-revolution. In conjunction
with the ‘real-balance effect,’ the ISLM
apparatus has been used to demonstrate
the possibility of a general equilibrium
among commodity, money, and labor mar-
kets. A major concern of this chapter is to
explain these developments as reflecting
a return to the neoclassical tradition
Keynes rejected, despite the frequent ob-
servation that ‘we are all Keynesians now.’

A second concern of this chapter is to
examine the body of doctrine and policy
prescriptions that have come to be known
as Monetarism. The third is to examine
the hypothesis that there is a trade-off be-
tween inflation and unemployment that is
associated with an apparatus known as
the Phillips curve. The Phillips curve
trade-off has been interpreted to represent
the policy choice that, according to some
economists, must inevitably be made be-
tween lower rates of unemployment and
low inflationary pressure. The ideal of low
rates of unemployment and low rates of

Chapter 23

Keynesians, neo-Walrasians, and

○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○

monetarists



○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○

Chapter 23 Keynesians, neo-Walrasians, and monetarists

504

inflation is an unattainable combination,
when viewed from this perspective.

Keynesian economics

Keynesian economics, as distinct from the
economics of Keynes, began its develop-
ment scarcely a year after the publication
of The General Theory. In 1937,
J.R.Hicks, of the London School of Eco-
nomics, undertook a neoclassical reinter-
pretation of Keynes’s message in his arti-
cle ‘Mr. Keynes and the classics, a sug-
gested reinterpretation.’4 Its impact was
delayed temporarily by a general equilib-
rium interpretation of Keynes’s system

that MIT’s Paul Samuelson has dubbed
the ‘Keynesian cross.’ Its textbook popu-
larity was enhanced by its use of a geo-
metric representation (as in Part A of Fig-
ure 23.1). This Keynesian cross shows
real expenditures on the vertical axis and
output on the horizontal. The aggregate-
supply curve is expressed as a 45° line.
This line represents the C+I=Y output
combinations compatible with the condi-
tion C=Y,S=0.5

Aggregate demand, which is repre-
sented by C+I, represents (real) expendi-
tures on consumption and investment. It
will be recalled from Chapter 21 that is
vertical intercept is positive because

Figure 23.1 (a) The Keynesian cross; (b) The production function
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consumption expenditures exceed dispos-
able income when income is at levels be-
low C=Y. The intersection of aggregate de-
mand with the aggregate-supply curve
determines the equilibrium level of out-
put. Part B of Figure 23.1 displays the pro-
duction function Y=f(N) relating output to
employment. If, as in Figure 23.1 (A), the
equilibrium level of real income estab-
lished by aggregate demand and supply is
Y*, which exceeds the income needed to
support full employment of labor resources
at Nf (as in Part B of Figure 23.1), there
will be an inflationary gap equivalent to
AB. This excess of purchasing power has
been interpreted as providing a reason for
higher tax collections and/or reduced gov-
ernment expenditures to lower aggregate
demand so that it is represented by the
broken line C’+I’. This intersects with ag-
gregate supply at B and generates income
Yf, which is consistent with full employ-
ment Nf.

Conversely, if C+I were to intersect ag-
gregate demand so that equilibrium out-
put is less than the full employment in-
come Yf, a deflationary gap would exist.
This problem might be amenable to expan-
sionary fiscal policy instruments, such as
reduced tax collections and greater gov-
ernment expenditures, which would gen-
erate a multiplier and perhaps even an
acceleration effect.’6

The Hicks-Hansen ISLM apparatus

Despite the attractive simplicity of the
Keynesian cross model, it was eventually
displaced by a new apparatus made up of
two composite curves, IS and LM. The
logic of the ISLM apparatus will be easily
seen in relation to Keynes’s views of the
neoclassical theory of the interest rate. As
noted in Chapter 20, Keynes maintained
that neoclassical theory did not provide a
determinate solution of the interest rate

because the saving-supply schedule,
which together with the investment-de-
mand schedule are supposed to determine
the interest rate, is itself dependent on
the income level.7 Yet the income level is
not known until the volume of investment
is known, and the latter itself depends on
the interest rate. In other words, the in-
terest rate is indeterminate in the neo-
classical framework because the savings-
supply schedule and the investment-de-
mand schedule are interdependent.

Hicks countered that Keynes’s criticism
of indeterminacy is equally applicable to
his own theory of the interest rate. The
liquidity-preference schedule and the
supply schedule of money also do not yield
a determinate rate of interest because
there is a different liquidity-preference
schedule for every level of income. Even
though the schedule of liquidity preference
for speculative purposes is independent of
the level of income, it is necessary to know
the income level in order to know what the
transactions and precautionary demands
for money will be. Thus, the criticism of
indeterminancy of interest rate
determination that Keynes leveled against
the neoclassical theory was held by Hicks
to be equally applicable to his own.

Hicks’s suggested reinterpretation dem-
onstrated that, by joining Keynes’s theory
and the neoclassical theory, it is possible
to establish a determinate solution be-
cause together they include all of the vari-
ables of the interest rate problem.8 These
variables are (1) the savings function, (2)
the investment-demand function, (3) the
liquidity-preference function, and (4) the
quantity of money. They can be combined
to construct two new curves, the IS curve
and LM curve.

The IS curve is derived from the rela-
tionship between the investment-demand
curve and a family of curves showing sav-
ings as a function of both income and the
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interest rate. Figure 23.2 shows a differ-
ent savings schedule or every possible
combination of interest rate and income
levels. Thus, when income is Y1, the sav-
ings schedule is S1Y1 and, given the invest-
ment demand curve, savings will equal
investment at interest rate i1. Similarly,
when income is Y2, savings will equal in-
vestment at i2. The locus of all the points
at which savings and investment are equal
yields what Hansen and Hicks have called
the IS schedule. The IS function expresses
interest as a function of three variables:
savings, investment, and the income level.
It is the IS function that, together with a
curve that has become known as the LM
function, determines the rate of interest,
as shown in Figure 23.3.

The LM curve is derived from the rela-
tionship between a family of liquidity-pref-
erence curves and the schedule of the
money supply. There is a different liquid-
ity-preference schedule at every income
level. These curves, together with M, the
money supply made available by the mon-
etary authority, show the various combi-
nations of income levels and interest rates
consistent with the willingness of the pub-
lic to hold the money supply in its bal-

ances. The upward slope and increasing
inelasticity of the LM curve show that,
with a given quantity of money (say M, as
in Figure 23.3), a greater preference for
liquidity will result in a higher interest
rate rather than additional hoarding. It
should also be observed that higher in-
come levels are associated with higher in-
terest rates because the transactions and
precautionary demands for money in-
crease at higher income levels so that,
given the money stock, there is less left to
satisfy the speculative motive. This puts
an upward pressure on the interest rate
and accounts for the increasing inelastic-
ity of the LM curve.

Figure 23.4 shows the IS curve, derived
from Figure 23.2, and the LM curve, de-
rived from Figure 23.3, on the same graph.
The interest rate may then be thought of
as determined by the intersection of LM
and IS curves, which bring together the
four variables of the problem. The inter-
section of the two curves was interpreted
by Hicks as representing a stable mon-
etary equilibrium in the sense that (a) re-
alized savings and investment are equal
to planned savings and investment and (b)
the amount of money people wish to hold

Figure 23.2 Deriving an IS curve

Figure 23.3 Deriving an LM curve
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is equal to the actual money stock. If this
representation is indeed relevant to the
real world, as Hicks and Hansen main-
tained it is, the implication is that mar-
kets do tend to come to equilibria consist-
ent with market clearing.

The real-balance effect and general
equilibrium

Keynes rejected the notion of the simulta-
neous clearing of markets on the grounds
that there is no mechanism for achieving
a general equilibrium among the com-
modity, labor, and financial markets, and
that labor markets have special difficul-
ties that often result in involuntary un-
employment. The rebuttal to his view rep-
resents an anti-Keynes counter-revolu-
tion that proceeded under the leadership
of Cambridge’s A.C.Pigou, J.R. Hicks,
then of the London School of Economics,
and University of Chicago-trained Don
Patinkin. Their complete model conceives
of the economy as consisting of four aggre-
gate markets that tend, in a way reminis-
cent of Walras’s general equilibrium
model, to achieve a simultaneous clear-

ing. They argued that Keynes did not ad-
equately recognize the impact and signifi-
cance of price changes on the real value of
money balances and wealth as a mecha-
nism for restoring equilibrium.9 The real-
balance effect reflects the effect of the real
value of money balances (i.e. of M/P,
where M represents stock of money and P
is the price level) on expenditures for con-
sumption and investment. Patinkin ar-
gued that, in principle, flexible prices and
wage rates can restore commodity, bond,
and labor markets to equilibria consistent
with full employment.

The relationships Patinkin believes ex-
ist may be illustrated in terms of the dia-
grams in Figure 23.5. In Part A, aggregate
demand is represented by the IS1 curve
(which is equivalent to C+I  in Figure
23.1). Given M, the stock of money, LM
represents the demand for cash balances
at different interest rates and income lev-
els. LM and IS1 establish that the commod-
ity market is willing to absorb Yf, that
firms desire to produce at the real wage
rate W/P. As shown in Figure 23.5(B), W/P
is consistent with employment for ONf
workers, when Ns=f(W/P) and Nd =f(W/P,K)
are the supply and demand curves for
labor at various real-wage rates, and K,
the stock of capital, is constant.

What is the nature of the forces that
operate if aggregate demand falls to IS2?
Recall Keynes’s argument that a defi-
ciency of aggregate demand results in in-
voluntary unemployment that is not auto-
matically corrected even if the wage-price
structure is flexible downward. Thus, he
would not expect the aggregate demand-
curve to be restored to the IS1 level.
Patinkin, however, argues that Keynes’s
view ‘overlooks the direct influence of the
real balance effect on aggregate demand.
Similarly it overlooks the supply side of
the commodity market which, by its excess
demand, generates this effect.’10 Patinkin

Figure 23.4 The IS-LM model of simultaneous
determination of the interest rate and income
level
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reasoned that a decrease in commodity-
demand will create an excess supply of
commodities, in the sense that supply ex-
ceeds what the market is willing to absorb
at a given price. As commodity prices are
bid down there is a repercussion in the
labor market because it raises real wage
levels. This causes a reduction in the de-
mand for labor, say, to ON0). Patinkin thus
describes employment ON0, which is rep-
resented by point x in Figure 23.5(B), as
reflecting the ‘involuntary departure of
firms from their labor demand curves.’11

He sees it as the counterpart, from the
employers’ point of view, of involuntary
unemployment from labor’s point of view.

However Patinkin’s analysis suggests
that the economy will not languish indefi-
nitely in a disequilibrium state. The de-
crease in commodity demand results in a
price fall that sets a dynamic process into
motion. This process will first increase the
value of net liquid assets, which stimu-
lates consumption expenditures in the
same way as an increase in income.12 The
rise in consumption expenditures,
Patinkin argues, acts to restore the IS

curve back to IS1 from IS2. The commodity
market is then again willing to purchase
the full employment output Yf.

Concurrently, the demand for labor is
pulled up to a level appropriate to the un-
changed real-wage rate. When firms are
again able to sell the full employment level
of output, Yf, they will be able to return to
their labor-demand curves and hire ONf
workers as before. This equilibrium posi-
tion differs from the original only in hav-
ing lower nominal levels (i.e. in money
terms) of wages, prices, and interest rates.
Patinkin contends that even if wages and
prices do not initially fall in the same pro-
portion, this does not change the equili-
brating process although there may be a
‘prolongation of the dynamic process into
which the economy is thrown by an initial
decrease in demand.’13

In what way does this analysis narrow
the analytical distance which Keynes tried
to identify between himself and the clas-
sics? Patinkin agrees with Keynes that the
source of involuntary unemployment or its
persistence is not to be found in worker
unwillingness to accept money-wage cuts.

Figure 23.5 (a) Commodity and money markets, (b) The labor market
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His reasoning reinforces Keynes’s conten-
tion that involuntary unemployment is the
result of inadequate aggregate demand in
the commodity market and need not, as
the classicists contended, have its origin
in wage rigidities. Patinkin identifies the
‘offending rigidities’ as ‘the rigidities of
sovereign consumers and investors unwill-
ing to modify their expenditure habits on
short notice.’14 Thus, the wealth effect may
not be immediately operative in the equili-
brating process. Patinkin’s essential con-
clusion, therefore, is that involuntary un-
employment is a phenomenon of economic
dynamics: ‘granted full flexibility of prices,
it is still highly possible that a deflation-
ary process will not work, due to the dy-
namic factors involved.’15 As interpreted by
Patinkin, ‘the Keynesian position [as dis-
tinct from that of Keynes]…states that even
with uncertainty full employment would
eventually be generated by a policy of price
flexibility; but the length of time that might
be necessary for the adjustment makes the
policy impractical.’16 Nevertheless,
Patinkin’s analysis, as well as that of
J.R.Hicks, adapted the logic of Walras’s
general equilibrium model, which they
grafted onto a neoclassical demand and
supply analysis. Thus, these economists
were led back to the pre-Keynes conclusion
that the labor and money markets of the
economy have essentially the same equili-
brating tendencies that Alfred Marshall
taught us to expect in commodity markets.

Keynesianism and the Phillips curve

One of the limitations of the ISLM appara-
tus is that it does not link real output (or
GDP) and employment to the monetary
magnitudes of price and wage levels. The
necessity for establishing this link became
evident as the difficulties of achieving the
dual goals of full-employment and price
level stability without wage and price con-

trols became apparent.17 It is in this con-
nection that Keynesian economists
pressed into service the results of a 1958
study by A.W. Phillips that employed Brit-
ish data to relate the rate of wage in-
creases to the percentage of unemploy-
ment of the civilian labor force.

The convex, downward-sloping curve
plotted by Phillips for Great Britain, for
the period 1861 to 1913, is reproduced in
Figure 23.6 from the original study.18 This
study shows a fairly close relationship be-
tween the percentage change in wage rates
and the percentage of the unemployed ci-
vilian labor force studied, for each of three
periods, 1861 to 1913, 1913 to 1948, and
1948 to 1957. Omitting the years largely
associated with wars, during which import
prices rose rapidly enough to generate a
wage-price spiral, and assuming a produc-
tivity increase of 2 percent per year,
Phillips’s conclusion for the United King-
dom was that the money-wage level could
become stabilized with a 5.5 percent rate
of unemployment. An alternative interpre-
tation is that the rate of increase of money
wages could be held down to the 2 to 3 per-
cent consistent with the historical increase
in productivity rates with about 2.5 per-
cent of the labor force unemployed.

It is important to note that the relation-
ships between money-wage rate changes
and unemployment exhibited by the
Phillips curve do not, in and of themselves,
support any hypothesis about the cause of
inflation. The Phillips curve tells us only
that the tighter the labor market, the
greater the upward pressure on wage rates.

However, the correlation between wage
changes ∆w/w and U, the rate of unem-
ployment, has been interpreted as provid-
ing a basis for inferences about increases
in the general price level by linking them
to changes in money wage rates.19 That is,
money-wage rate changes have been taken
as a proxy for price-level changes on the
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premise that market prices reflect a fairly
stable mark-up over wage costs.

A convenient way of representing this
relationship is in terms of a mark-up price
equation that has been found useful in
econometric research:  

P=kw/A,
in which P is the price level, k is the aver-
age price mark-up over unit labor costs, w
is average wages and salaries in money
terms, and A is the average productivity of
labor. The price mark-up equation implies
that wage increases that exceed produc-
tivity increases tend to become associated
with inflationary price increases and
higher unemployment.20 If the relation-

ship between average prices and the mark-
up on unit labor costs is reliable, then, ac-
cording to the Phillips curve, the tighter
the labor market at given productivity lev-
els, the greater the upward pressure on
wage rates and prices. Conversely, lower
rates of inflation tend to accompany higher
rates of unemployment. The trade-off be-
tween rates of unemployment and rates of
inflation is reflected in the convex shape
of the Phillips curve.

The Phillips curve relationship is the
basis for the belief, which has persisted up
to the recent past, that policy makers can
choose among alternative combinations of
rates of unemployment and rates of infla-
tion. Thus, it was thought possible to

Figure 23.6 Rate of change of money wage rates, percent per year

Source: A.W Phillips, ‘The relation between unemployment and the rate of change in money wage
rates in the United Kingdom, 1862–1957,’ Economica, 25 (1958), p. 285.
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reduce the rate of inflation, but then
higher rates of unemployment will have
to be tolerated, even in a generally pros-
perous economy. However, the notion that
there is a trade-off between inflation and
unemployment was shaken by the puzzle
of the simultaneous increases in unem-
ployment and rates of inflation that ex-
isted during the 1970s and early 1980s.
This puzzle eventually led a group of
thinkers, who have become known as New
Classicals, to the notion that the Phillips
curve might be vertical at a rate of unem-
ployment which they thought of as natu-
ral. Their rational expectations hypothesis
is the basis for their argument that there
is a level of unemployment that is natural
in the sense that it tends to persist in spite
of monetary or fiscal policies to reduce un-
employment to a lower level.

The New Classical Economics: rational
expectations

The thinking that underlies the concept of
a vertical Phillips curve is attributable
chiefly to Milton Friedman who provided
the essential foundation for what is today
identified as the New Classical Econom-
ics. Its starting point, as it relates to the
behavior of the labor market, is that
workers (and employers) respond to ex-
pected (rather than current) real wages.
The premise is that workers have ‘ra-
tional expectations’ about what wage and
price levels are likely to be. While indi-
vidual workers are likely to err in their
expectations about rising or falling future
price levels, these errors are likely to can-
cel out; it can thus be assumed that work-
ers in the aggregate are able to anticipate
inflation or deflation. Within this frame-
work of inquiry, the phenomenon of unem-
ployment (i.e. joblessness among persons
who want to work at prevailing real wage
levels) is attributable to the failure of the

unemployed to forecast the rate of infla-
tion correctly, which leads them to refuse
jobs they would normally accept.

The scenario is the following: assume
that, in response to a level of unemploy-
ment that is considered excessive, mon-
etary and/or fiscal policy (e.g. interest rate
and/or tax reductions) are used to encour-
age employers to increase their demand
for workers. Without a sufficient number
of unemployed workers with suitable job
skills, employers will have to offer higher
nominal (or money) wages. New Classical
theory argues that workers will interpret
higher wage offers as representing higher
real wages, not having a reason to antici-
pate a rise in commodity prices over the
period of their wage contracts. Yet, em-
ployers will pass the costs of rising wages
along to consumers as higher commodity
prices so that, in fact, workers are not re-
ceiving higher real wages. Nor will they
be ‘fooled’ into thinking they are better off.

For some, the work-leisure trade-off is
reassessed in favor of leisure. The
unemployment level thus tends to return
to the ‘natural rate’ as workers voluntarily
choose leisure. However, the price level
remains at the level that stimulative policy
brought into being. The short-run trade-off
between unemployment rates and inflation
rates that is reflected in the convex Phillips
curve is thus not the long-run experience.

Economists who accept the notion that
advanced economies such as the United
States are inherently prone to some natu-
ral rate of unemployment, represent the
long-run experience by a vertical Phillips
curve, such as is represented in Figure
23.7, on which inflation rates (i.e. price lev-
els) are represented on the vertical axis,
and the rate of unemployment on the hori-
zontal. Let us assume that the prevailing
‘trade-off ’ between inflation and unemploy-
ment is represented by Phillips curve SPC1,
and that the amount of unemployment



○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○

Chapter 23 Keynesians, neo-Walrasians, and monetarists

512

coincides with Un, which is the ‘natural rate’
in the sense that any attempt to reduce the
unemployment rate (say by means of mon-
etary or fiscal policy) will tend to be ‘offset’
by workers themselves as soon as they re-
alize that the higher money wages they
earn when unemployment is reduced are
offset by rising prices (i.e. higher rates of
inflation). Thus in Figure 23.7 workers are
initially at point A, the original price level-
unemployment combination. Policy to re-
duce the unemployment rate provides
funding to increase the demand for labor
and therefore worker wages. Thus, work-
ers move along the Phillips curve from
point A to point B, at which the unemploy-
ment rate has been reduced to Ut. But they
soon realize that their higher wages have
been followed by higher commodity prices:
2 percent inflation has risen to 4 percent.
Since real wages are now no higher than
previously (only nominal wages have
risen), workers now alter the work-leisure
‘trade-off ’ that they make. This is repre-
sented on Figure 23.7 by their movement
to point C on the higher short-run Phillips
curve SPC2, which passes through the
long-run Phillips curve, LPC2, that is con-

sistent with the natural rate of unemploy-
ment Un.

Proponents of the natural rate hypoth-
esis believe that the Phillips curve is re-
sistant to policy measures to reduce the
unemployment rate, except in the short
run. Such measures are viewed as self-de-
feating, because they are anticipated by
workers and by the public generally, which
acts to circumvent policy outcomes. The
view that the Phillips curve is vertical in
the long-run pertains to thinkers who
favor laissez-faire free market outcomes.

Monetarism

Reaffirmation of the importance of
money

The Keynesian cross model and the ISLM
model are both presented in real terms; i.e.
they do not include an explicit price level.
This characteristic made them suspect as
analytical tools for analyzing the phe-
nomenon of inflation. This lack gave impe-
tus to a modern version of the quantity
theory as an alternative analytical and
policy tool. The essence of monetarist

Figure 23.7 Long-run and short-run Phillips curves
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views, which can be dated back to David
Hume, is that changes in the price level
are attributable to changes in the quan-
tity of money. Following Irving Fisher,
modern theorists discounted the likeli-
hood of autonomous changes in v, the ve-
locity of circulation, except during transi-
tion periods, because of the unchanging
nature of spending habits and the institu-
tional factors governing them.

The concern of modern economists with
the role of money and the potential of mon-
etary policy to achieve employment and
price level goals has changed over time. It
was accorded little interest during the
1930s and 1940s. Thus, the publication of
Milton Friedman’s Studies in the Quantity
Theory of Money in 1956 reflects a reas-
sessment that has been in progress in
more recent decades about the role of
money and the place of monetary policy.21

The essence of its message, and of the re-
search it stimulated, is that ‘money mat-
ters.’ Unlike the Keynesians, whose ISLM
apparatus reduces money to a numéraire
(common denominator) in a general equi-
librium-model, the monetarists, led by
Milton Friedman, focused on the impor-
tance of specifically analyzing the demand
for money and formulating a ‘positive
theory’ for the guidance of policy.22

The modern quantity theory

The fundamental question that the theory
of the demand for money seeks to answer
is: why do people hold money that is not
an income-earning asset, rather than pro-
ductive goods or interest-bearing securi-
ties? In Friedman’s view, the demand for
money by the wealth-owners of society
can be examined within the framework of
the theory of consumer choice.23 Thus, the
demand for money depends on (a) the to-
tal wealth to be held in various forms
(which is analogous to the budget con-

straint); (b) the price of, and the return
on, this (and alternative) forms of wealth;
and (c) the tastes and preferences of
wealth-owning units.

Total wealth includes all sources of
what Friedman terms permanent
income.24 It includes (a) money identified
as claims that are acceptable for making
payments at a fixed nominal value, (b)
bonds, (c) equities, (d) physical goods, and
(e) human capital. Wealth owners are
conceived to convert one form of wealth
into another in order to maximize utility.

There is utility in holding part of one’s
wealth in the form of money; thus, the
holder of money alters his money holdings
‘until the value to him of the addition to
the total flow of services produced by add-
ing a dollar to his money stock is equal to
the reduction in the flow of services pro-
duced by subtracting a dollar from each of
the other forms in which he holds assets.’25

As in all demand analyses predicated on
maximizing a utility function, the demand
for money is independent of the nominal
unit used to measure money variables.
Thus, the demand for money is a demand
for real balances as a function of real vari-
ables.

Quantity theorists maintain that the
demand for money (in real terms) is highly
stable and are satisfied that there is em-
pirical evidence to verify this hypothesis.
Philip Cagan’s study, in particular, identi-
fied the stability of the real demand for
money with his finding that changes in the
rate of change of prices affect the nominal
quantity of money demanded.26 The higher
the rate of change of prices, the lower will
be the nominal quantity of money held
because it makes alternative forms of hold-
ing wealth more attractive. Friedman re-
gards the stability of the money-demand
function (in terms of real balances) to be
one of the few constants that economists
have been able to identify.
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Friedman’s permanent income
hypothesis

Keynes thought it a reasonable proposition
that, as a general rule, consumption will in-
crease less than proportionally to an in-
crease in income. There was much debate
about this view after his work was pub-
lished. Three sets of facts have been utilized
by various investigators to test this proposi-
tion empirically. There are data on aggre-
gate savings and income for the period 1869
to 1958 collected by the 1971 Nobel Prize
winner in economics, the late Professor
Simon Kuznets; budget studies for 1935–36
and 1941–42 by the National Resources
Committee and the US Bureau of Labor
Statistics; and, finally, Department of Com-
merce data showing decade by decade that,
in the US, there has been a long-run con-
stant ratio between consumption and in-
come of about 88 percent. These data do not
show any tendency for the proportion of in-
come saved to rise with income.

Budget studies, however, suggest that
the savings ratio increases with income.
Department of Commerce data support
the thesis that the ratio of savings to in-
come varies over the trade cycle. Of course,
such evidence does not necessarily mean
that the long-run relationship between
consumption and income may not be a pro-
portional one. Friedman is among those
advancing the hypothesis that the true
long-run relationship between consump-
tion and income is proportional.27

Friedman’s view that consumption
behavior depends on permanent income—
that is, on the resources an individual ex-
pects to have over a lifetime—is closely
related to his finding that the demand for
real-money balances is stable. His theory
seeks to extend Keynes’s initial inquiry to
consumption behavior.

His approach is to distinguish between
the permanent and transitory components

of income and consumption. Thus, income
includes a permanent component, Yp, and
a transitory component, Yt. Similarly, for
consumption there is a permanent compo-
nent, Cp, and a component that is transi-
tory, Ct. Permanent income, in the Fried-
man sense, is determined by two factors:
the wealth of the consumer unit expressed
as the present value of a stream of ex-
pected future receipts, and the rate at
which the receipts are discounted.

The ratio (k) between permanent in-
come (Yp) and permanent consumption (Cp)
depends on the rate of interest (r), the ra-
tio of non-human wealth to income (w),
and a composite variable (u) whose value
reflects the propensity to consume of con-
suming units that are different with re-
spect to age and taste. The ratio k is, how-
ever, independent of permanent income,
and Friedman asserts that transitory con-
sumption (Ct) is unrelated to transitory
income (Yt). The measured consumption
established from cross-section data as the
sum of permanent and transitory con-
sumption depends on permanent income
rather than measured income. That is,
consuming units are considered as deter-
mining their consumption on the basis of
the returns from resources they expect to
receive over a lifetime. Their expenditures
are a constant proportion (k) of their per-
manent-income level. The various transi-
tory factors, such as unexpected bills or
income losses, that produce deviations be-
tween observed income and expenditures
and their permanent levels are random
factors. Symbolically:

While the difficulty of measuring perma-
nent income and consumption makes the
permanent-income hypothesis difficult to
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test, Friedman has established some em-
pirical support for it. Using time-series
aggregates, he has established that (1) af-
ter allowances are made for transitory
components of consumption and income,
the ratio k of permanent consumption to
permanent income seems to have been
constant since 1897, and (2) the income
elasticity of consumption rises as the pe-
riod of observation to which a consump-
tion function is fitted increases, which sug-
gests that transitory components become
less important over a longer time period.
Thus, the theory predicts a long-run con-
sumption function in which consumer ex-
penditures are a constant proportion of
income. This relationship is the basis for
the expectation that the demand for real-
cash balances to facilitate consumption
expenditures is going to be stable.

Arthur Smithies also supports the view
that the long-run relationship between
consumption and income is a proportional
one. His explanation emphasizes the ten-
dency toward upward drift of the con-
sumption function. He has suggested sev-
eral reasons why such an upward secular
shift of the consumption function—that is,
an increase in consumption relative to in-
come and essentially independent of its
growth—has taken place in the United
States. One is that population has become
increasingly urbanized. Since a rural
population typically saves more and
spends less than an urban one, the shift of
population to cities is probably a factor
that has contributed to the upward drift
of the consumption function. The constant
stream of new consumer goods that have
become available, along with the emer-
gence of various financial institutions ca-
tering to satisfying demands for consumer
credit, is also a factor. So too is the change
in the age composition of the population.
With the increase in the size of the retired,
a larger percentage of the population are

consumers without being current income
earners.28

The perverse effect of monetary expansion
on interest rates

In Friedman’s view, the stability of the
demand for cash balances, in real terms,
underlies the perverse effects that mon-
etarists believe changes in the quantity of
money have on long-term interest rates.
The growth of the money supply is ex-
pected to stimulate spending and raise in-
come. This will tend to raise the liquidity-
preference schedule and the demand for
loans.29 It may also raise prices, which
will have the effect of reducing the real
quantity of money. These effects, Fried-
man maintains, tend to reverse the initial
downward pressure that money expan-
sion has on interest rates and return
them to their previous level. The initial
impact of increasing the quantity of
money at a faster rate is to make interest
rates lower for a time than they would
otherwise have been. But this is only the
beginning of the process, not the end.’30

Indeed, monetarists argue that a higher
rate of monetary expansion will ulti-
mately correspond to a higher, not lower,
level of interest rates than would other-
wise have prevailed, because it will gener-
ate the expectation of further increases in
the price level. Since the demand for real
balances is stable, the nominal demand
for money increases, which increases,
rather than decreases, the rate of inter-
est. Thus, Friedman argues, in practice,
interest rates cannot be pegged.31

Nor is it possible for the monetary au-
thority to adopt a target for unemploy-
ment. Their belief is, generally, that at any
moment there is a level of unemployment
that is consistent with the structure of real
wage rates. Real wage rates are tending,
on average, to increase at a normal secular
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rate that is compatible with the rate of
capital formation and technological im-
provements, and there is a natural rate of
unemployment consistent with them. It is
the relationship between real-wage and
money-wage changes that explains why the
trade-off postulated by the Phillips curve
between money-wage changes and the un-
employment rate is a short-run trade-off.32

Thus, Friedman argues that the Phillips
curve is vertical in the long run. The trade-
off between inflation and unemployment is
the temporary result of unanticipated (i.e.
a rising rate of) inflation.

Friedman’s recommendations for monetary
policy

Friedman’s recommendations for control-
ling the money supply are predicated on
his identification of what monetary policy
can and cannot accomplish. The monetary
authority can control the nominal quan-
tity of money (i.e. its own liabilities) and
thereby control nominal magnitudes such
as the price level, exchange rates, and the
nominal level of national income. But it
cannot use control over nominal quanti-
ties to peg real quantities such as the rate
of unemployment, the real rate of inter-
est, the real quantity of money, or the
level of real national income.33

The chief objective of monetary policy
should, in Friedman’s view, be to prevent
money itself from becoming a source of ma-
jor disturbance. What is required is to pro-
vide a ‘stable environment’ within which
consumers, producers, employees, and em-
ployers are reasonably assured that the av-
erage level of prices will behave in a known
(preferably stable) way in the future.

This is a function which, in an earlier
era, was performed by the gold standard.
There are persuasive reasons for the de-
mise of the gold standard but, according
to Friedman, the monetary authority

could operate as a surrogate for the gold
standard. To this end he recommends that
the monetary authority adopt a policy of
increasing the money supply (however de-
fined) at some specified and unchanging
rate. If the money supply is defined as con-
sisting of currency and commercial bank
deposits, the rate of increase that he has
estimated would be suitable is between 3
to 5 percent per year.34 A publicly stated
policy of a steady rate of monetary growth
is, he believes, the most important contri-
bution the monetary authority can provide
to facilitate economic stability.

Keynes versus the monetarists

What separates modern monetarists from
the Keynes of The General Theory (and
contemporary followers of Keynes)?
Clearly, it cannot be said that the view
that ‘money matters’ is attributable to the
monetarists and not to Keynes. Keynes’s
particular concern with the nature and
role of money has been emphasized at sev-
eral junctures. It is incorrect, in view of
this emphasis, to construe his limited
faith in monetary policy during severe de-
pression to mean that he thought money
did not matter.

What separates Keynes from the mon-
etarists thus turns, in simplest terms, on
the question of whether the key endogenous
variable of the system is the quantity of
money or money-wage rates. In viewing
money as an asset that is demanded to cir-
cumvent uncertainty, and which comes
into existence as a result of the debt-cre-
ating activities of commercial banks,
Keynes identified money as being
endogenously generated within the system
(and explainable in terms of the econo-
mist’s tools). Money wages, on the other
hand, are the outcome of institutional ar-
rangements, and are therefore exogenous
to the system. According to Keynes’s view,
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the collective bargaining activities of un-
ions, legal wage minima, and wage customs
of various kinds impinge on demand and
supply forces to a degree that makes it im-
possible to explain wage behavior in terms
of the market mechanism.

Monetarists and Keynesians, however,
conceive of the quantity of money as being
generated by policy and is therefore exog-
enous to the system, while real wages are
established endogenously via the opera-
tion of the price mechanism. These differ-
ences, as will be seen in Chapter 25, are
also fundamental to the counter counter-
revolution that contemporary followers of
Keynes are now conducting against mon-
etarists, Keynesians and new classicals
whose work has been reviewed in this
chapter.

Neoclassical growth models

The reaffirmation of the neoclassical tra-
dition in the period of counter-revolution
that followed the publication of The Gen-
eral Theory manifested itself in a variety
of ways. Chief among these are the devel-
opment of the ISLM apparatus examined
above and the general-equilibrium ap-
proach it implies, together with the re-
statement of the quantity-theory and its
related view of monetary policy and posi-
tive economics. A further aspect of the on-
going influence of neoclassical concep-
tions is concerned with the problem of eco-
nomic growth.

Roy Harrod’s contribution, described in
Chapter 21, not only revitalized concern
with the problem of growth, but served to
focus attention on the question of stabil-
ity. A model in which growth is conceived
to proceed at a constant rate is one which
has a ‘steady-state’ growth. Analytically
speaking, steady-state growth is the coun-
terpart of long-period equilibrium in static
theory.

An economy may be identified as exhib-
iting stable growth if a divergence from the
equilibrium or steady-state path causes
reactions that tend to bring the system
back to equilibrium. In Harrod’s model,
movement along the steady-state path is
possible only if warranted growth Gw is
equal to Gn, the natural rate of growth, i.e.
the highest rate of growth that can be
achieved, given the parameters of the sys-
tem. Harrod concluded that equality be-
tween Gw and Gn is possible only in the
special case in which all business expecta-
tions are fulfilled. Any divergence between
Gw and Gn, instead of resulting in self-cor-
rection, only serves to accentuate the de-
parture from the steady-state path.
Harrod concluded, therefore, that full-em-
ployment steady-state growth is, in gen-
eral, not possible. Harrod’s model is thus
in the tradition of Keynes’s economics of
less than full employment.

Writers who construct growth-models
that depict an economy in which steady-
state growth is possible reject the assump-
tions on which Harrod’s model is based.
The critical assumptions of his model are
that the propensity to save is constant, and
that production-functions are character-
ized by fixed coefficients, so that substitu-
tion between labor and capital is not pos-
sible. Writers of neoclassical persuasion,
whose work is discussed in the next section,
developed models in which these assump-
tions have been relaxed. For example,
Harrod’s assumption of fixed factor coeffi-
cients may be relaxed to allow substitut-
ability between labor and capital in the pro-
duction function. Another way is to con-
struct a model in which the savings-income
ratio is assumed to be flexible. A third way
is to introduce economically induced
changes in the rate of population-growth
instead of assuming that population and
the labor force are determined by the op-
eration of non-economic demographic



○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○

Chapter 23 Keynesians, neo-Walrasians, and monetarists

518

forces. Making one or the other of these
changes in the original Harrod model af-
fects either the warranted-rate growth or
the natural rate of growth and serves to
bring them into equality with each other.
These approaches, which are examined
below, are neoclassical in the sense that
divergences of the system from equilib-
rium cause factor-price changes that bring
the system back to the steady-state path.

Neoclassical models

The variable capital-output ratio model

Models in which the capital-output ratio
is variable rather than fixed in response
to changes in factor-prices occupy an im-
portant place in the most recent literature
on growth-theory. Robert Solow of
Harvard and Paul T. Samuelson of Massa-
chusetts Institute of Technology are
among the US economists who are closely
associated with the construction of such
neoclassical models, as are the English-
men, T.W.Swan and James E.Meade.
Solow has characterized the Harrod
model as ‘balanced on the knife-edge of
equilibrium-growth.’ This balance de-
pends on the assumption that production
takes place under conditions of fixed pro-
portions. ‘If this assumption is aban-
doned, the knife-edge notion of unstable
balance seems to go with it.’35

The model developed by Robert Solow
is designed to demonstrate this proposi-
tion. It is predicated on the assumption
that output consists of a single composite
commodity produced by labor and capital.
It assumes that the labor force increases
as a result of population growth, which
reflects the operation of non-economic ex-
ogenous factors. It assumes technological
change to be absent, so that the rate of in-
crease in the labor force is, in effect,
equivalent to Harrod’s natural rate of

growth. The problem, then, is to determine
whether there is a rate of increase in the
stock of capital which is consistent with
the rate of growth of the labor force. If
there is, the warranted rate is equal to the
natural rate; i.e. the knife-edge conditions
of the Harrod model are satisfied. How-
ever, even if these two rates are not ini-
tially equal, Solow demonstrates that the
inherent instability of the Harrod model
is not inevitable.

Models of the Solow variety are neoclas-
sical in that the rate of growth is deter-
mined by decisions made in response to
price adjustments on the supply side.
Their crucial difference from the Harrod
model is that they are characterized by a
production-function which has alternative
capital-labor and, therefore, capital-out-
put ratios. The Harrod problem of diver-
gence between the natural rate and the
warranted rate is avoided by the choice of
a production method with a capital-inten-
sity which checks any tendency for capital
stock to grow at a rate different from the
rate of population growth.

For example, if the savings associated
with full employment are in excess of what
is required to enable the capital stock to
grow at the same rate as the labor force,
the warranted rate of growth will be above
the natural rate. The real rate of interest
will tend to fall in this situation. As a re-
sult, a deepening of capital, which in-
creases the capital-labor ratio and there-
fore the capital-output ratio, tends to take
place. This serves to reduce the warranted
rate of growth as well as the savings ratio.
The deepening process continues as long
as the warranted rate is above the natural
rate. When the warranted rate has fallen
to the level of the natural rate, growth
takes place along the steady-state path.
Saving will then have been reduced to a
level at which the capital stock grows at
the same rate as the labor force.
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Conversely, if the size of the initial capi-
tal stock is such that the warranted rate
is below the natural rate, capital and out-
put will grow at a faster rate than the
labor force until the warranted rate of
growth is equal to the natural rate. In
short, the model shows that the natural
rate of growth and the warranted rate of
growth are not inherently divergent from
each other if a method of production is cho-
sen in which the capital intensity is ap-
propriate to the size of the capital stock. If
the interest rate is flexible, the neoclassi-
cal model envisions growth occurring at
the longrun natural rate, by virtue of the
variability of the equilibrium or warranted
rate of growth. An important implication
of this model, in contrast with the Harrod
model, is that it downgrades the signifi-
cance of savings and capital accumulation
as the ‘engine’ of economic growth.36

The variable population growth model

The adjustment needed to bring about
equality between the natural and war-
ranted rates of growth may, theoretically,
take place via a change in the natural rate
instead of through a change in the war-
ranted rate. It will be recalled that the
natural rate is the maximum growth-rate
consistent with the full employment of re-
sources and the rate of technological
progress. Given the labor requirements
per unit of output, the natural rate of
growth cannot be greater than the rate of
growth of the labor supply.

A model in which the warranted
growth-rate and the natural growth-rate
are brought to equality via a change in the
natural rate can be constructed by drop-
ping the assumption that the rate of popu-
lation growth is determined by non-eco-
nomic forces. Growth-models typically as-
sume the rate of growth of the labor sup-
ply is an exogenous constant. In principle,

however, economically induced changes in
the rate of growth of population, as has
been demonstrated by the late Simon
Kuznets, can be incorporated into growth-
models.37

There are various ways of doing this.
But all are Malthusian in inspiration in
the sense that they conceive of birth and
death rates as resulting from the opera-
tion of economic forces. The Malthusian
hypothesis has it that the supply of labor
is perfectly elastic at a real wage that cor-
responds to subsistence. Given a fixed sup-
ply of land and no technical progress, the
growth of population and hence total out-
put is presumed to depend on the capital-
ists’ propensity to save out of profits. That
is, a relationship between income (output)
and population and between population
and the real wage is postulated. A high real
wage is presumed to induce a high rate of
population growth and output. Increases
in population, in turn, reduce the capital-
to-labor ratio, which adversely affects in-
come and real wages. If the rate of growth
of population responds to real wages, the
natural growth rate may be envisioned as
being reduced until it coincides with the
warranted rate.

The technological change

While there are growth models of Malthu-
sian inspiration, there is only limited in-
terest in models incorporating changes in
the rate of growth of the labor supply. De-
mography, which is the study of population
behavior, remains a specialized area of in-
quiry in spite of pioneering efforts to exam-
ine population behavior in response to eco-
nomic stimuli. There has been relatively
greater interest among economists in
those aspects of growth that are associated
with changes in technique and technologi-
cal progress.38 Neoclassical models have
been constructed in which investment is
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associated with capital of different ‘vin-
tages,’ which are associated with tech-
nologies that prevailed at various points
of time. The nature and role of ‘human
capital’ as distinct from physical capital
has also challenged the interest of neo-
classical economists. Part of this interest
was originally sparked by the growth
problem and evidenced by an effort to es-
timate the proportion of growth associ-
ated with the quality of the labor force as
distinct from its size.39 On a more theo-
retical level, Kenneth Arrow has worked
out a growth model in which ‘experience,’
i.e. improvements in human capital that
are the product of learning, is the engine
of progress.40 Experience is seen as facili-
tating improvements in the design of new
machines, which serve to reduce the labor
requirements per unit of output. Invest-
ment does not increase the productivity of
labor employed on existing machines, but
it does increase the productivity of labor
working on machines subsequently de-
signed and built.41

While the growth phenomenon is
closely related to the quality of the labor
force, the economists’ interest in invest-
ment in human capital is only peripher-
ally related to problems of growth. The
most important theoretical and empirical
work has taken place within the context
of decision-making by the household. As
such, human capital analysis is of limited
importance in connection with the macr-
oeconomic topics explored in this chapter.

Concluding remarks

This chapter began in the context of the
distinction between Keynesian economics
and the economics of Keynes. Keynes’s
revolution was hardly underway before it
was countered by J.R.Hicks’s suggested
neo-Walrasian reinterpretation. While
Hicks’s ISLM apparatus is an analytical

tool, it also reflects a different perception
of reality than does the economics of
Keynes. It conceives of an economic sys-
tem in which commodity, factor, and fi-
nancial markets tend toward a general
equilibrium via the functioning of the
price mechanism. From an analytical per-
spective, these thinkers have mounted a
counter-revolution against Keynes’s own
argument that advanced capitalistic
economies, like the United Kingdom, the
United States, and those of Western Eu-
rope, have an inherent tendency toward
less-than-full-employment equilibria.
Both Pigou and Patinkin maintained that
in principle, the real-balance effect can
bring about cuts in real wages and inter-
est rates that are compatible with simul-
taneous equilibriums in the commodity,
labor, and financial markets. The counter-
revolution represented by their ideas is
thus neo-Walrasian quite as much as it is
neoclassical.

The ISLM apparatus, originally devel-
oped by J.R.Hicks and Alvin Hansen, has
become the conventional way of represent-
ing the behavior of the macroeconomy, al-
though the Keynesian cross remains popu-
lar, particularly in introductory textbooks.
The ISLM apparatus is, however, at a par-
ticular disadvantage when focus shifts to
examining the behavior of money
magnitudes, because the price level is ab-
stracted from the ISLM model. The role of
money in this general equilibrium model
is to serve as a numéraire—one commod-
ity among many that serves as an ex-
change medium. Thus, the Phillips curve
that relates changes in unemployment
rates and wage rates—the latter serving
as a proxy for changes in the general price
level—has been pressed into service in or-
der to explain the relationship between
unemployment and prices.

To confront the problem of explaining
simultaneous increases in the price level
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and unemployment rates, monetarists
have focused on the relationship between
changes in the money supply, the nominal
income level, and the price level. The mon-
etarist position is that inflation cannot
take place without the acquiesence of the
monetary authority. They interpret the
demand for money by households as a
highly stable demand for real balances.
Changes in the quantity of money can
therefore affect interest rates perversely;
increases in the quantity of money initially
reduce interest rates and stimulate the
economy. However, as rising prices reduce
the real quantity of money, interest rates
become higher because of unanticipated
changes in either interest rates or the
money supply. In practice, central bank-
ers in the United States and elsewhere
have taken a more active role in altering
interest rates and money supplies. This is
the monetarist interpretation of
Keynesian principles. It provides the ba-
sis for Milton Friedman’s policy recom-
mendation that the Federal Reserve Sys-
tem ought to provide a stable monetary
environment within which consumers,
producers, workers, and employers can
make choices without the persistent threat
that their expectations are likely to be dis-
appointed because of unanticipated mon-
etary disturbances.
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1 The distinction between Keynesian eco-
nomics and the economics of Keynes was
made by Axel Leijonhufvud in On Econom-
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C+I=Y (23.5)
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29 Milton Friedman, ‘The role of monetary
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31 Friedman, ‘The role of monetary policy,’ p. 7.
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structing a model that will not ‘explode’ in
the Harrodian manner is to introduce lags
in consumption and investment. See John
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41 N.Kaldor and J.Mirrlee in ‘A new model of
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Questions for discussion and further
research

1 J.R.Hicks and Alvin Hansen have demon-
strated that Keynes’s liquidity preference
theory and neoclassical interest rate theory
can together provide a determinate solution
of both the interest rate
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Glossary of terms and concepts

General equilibrium system
A representation of the economy by equations
relating to commodity, labor, and financial
markets that tend toward simultaneous clear-
ing through the functioning of the price
mechanism. These relationships have also
been shown graphically with the aid of the
Hicks-Hansen ISLM apparatus.

Modern quantity theory
Modern quantity theorists (e.g. Milton Fried-
man) maintain that the demand for cash bal-
ances is stable in real terms. The process of
increasing the nominal quantity of money at a
faster rate reduces interest rates only tempo-
rarily. The exception of further increases in the
price level reduces the real value of the bal-
ances held. Since the demand for real bal-
ances is stable, the nominal demand for
money increases, which increases rather than
decreases the rate of interest. Because this
adversely affects the level of income and em-
ployment, the monetarist position is to advo-
cate a policy of increasing the money supply
at a steady, unchanging rate.

Permanent income
Friedman’s term for the resources an indi-

vidual expects to have over a lifetime. His in-
terpretation of long-run consumption behavior
is that expenditures are proportional to ex-
pected lifetime income. This interpretation is
consistent with Kuznets’s empirical evidence
that there is a long-run constant ratio between
consumption and income of about 88 percent.

Real-balance effect
An increase in the real value of cash balances
that might operate to increase the volume of
real spending and shift the consumption func-
tion upward.

Vertical Phillips curve
A graphic representation of the natural rate
of unemployment consistent with a zero ex-
pectation of price change. It has been hy-
pothesized (by Friedman and his followers)
that the trade-off between employment and
wage increases is observable only in the
short run. Policy measures to reduce unem-
ployment below the natural rate raise wage
rates and generate inflationary expecta-
tions. Short-run Phillips curves therefore shift
upward and restore unemployment to its
natural level. This logic is associated with the
accelerationist view of unemployment and in-
flation.

and the level of income, because they
include all the variables of the interest rate
problem. What are these? How are they
the basis for generating IS and LM
curves? Show these graphically and
explain in what sense they reflect a
reconciliation of Keynesian and neoclassi-
cal approaches to explaining interest rate
determination.

2 What is the Phillips curve apparatus? How
has it been used to explain the phenomenon
of inflation and the perceived ‘trade off’
between levels of unemployment and the

price level? What, in the view of the ‘new
classicals,’ is the role of rational expecta-
tions in causing the level of unemployment
to converge toward what they term a ‘natural
rate,’ which they represent by a vertical
Phillips curve?

3 Studies of consumption behavior support
Keynes’s interpretation that the slope of the
consumption function is less than one only
in the short run. In the long run the evidence
is that the relationship between consump-
tion and income is proportional. How does
Keynes’s data indirectly support this
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interpretation? Others, specifically Friedman
and Duesenberry, have also argued the
case for proportionality. What theoretical
argument have they offered?

4 Monetarists agree with Keynes’s argument
in The General Theory that ‘money matters.’
Yet, there is deep disagreement about the
proper role of monetary policy. Explain their
differing views and how they are rooted in
their differing interpretations about the
money supply as an exogenous or endog-
enous variable.

Notes for further reading
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Stanley Fisher on New Classical macroeco-
nomics, vol. 3, pp. 647–50; Thomas
I.Sargent on rational expectations, vol. 4,
pp. 76–79; Milton Friedman on quantity
theory of money, vol. 4, pp. 3–19; Don
Patinkin on real balances, vol. 4, pp. 99–
101; Stanley Fischer on New Classical Mac-
roeconomics, vol. 3, pp. 647–51.
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Introduction

The premise that individuals are capable
of maximizing behavior in the markets in
which they operate, whether as consum-
ers, producers, savers, investors, workers,
and/or employers, is the leitmotif of the
tradition that has become associated with
the Chicago School of economics. Mem-
bers of this group of academic economists,
who have taught or studied at the Univer-
sity of Chicago or other institutions
(among them The University of California
at Berkeley, Stanford, and MIT) where
they have come under the energizing in-
fluence of the Chicago view, share an
identifiable intellectual bond. Although
their professional association is very loose
and they disagree about many specifics,
they are, nevertheless, relatively homoge-
neous with respect to their methodology,
philosophy, and policy preferences. Chi-
cago economists are, first and foremost,
advocates of an individualistic market
economy. Indeed, they are sometimes re-
ferred to as ‘the Chicago school of libertar-
ian economists.’1 It is the degree of this
advocacy that sets the Chicagoans apart
from other economists, who may also pre-
fer a predominantly market-oriented
economy, but who do not necessarily be-
lieve that individual liberty (political as
well as economic) cannot exist outside a
free enterprise system, or that a free-en-

terprise system is more productive than
any other.2

A related difference between
Chicagoans and many other economists is
their belief that the market economy is
characterized by commodity prices and
wage rates that are, by and large, flexible.
This view, as was pointed out in the pre-
ceding chapter, with particular reference to
the concept of the natural rate of unemploy-
ment, is an integral part of monetarist mac-
roeconomic analysis. Chicago economists
tend to be less concerned with, and give less
weight than others to, the implications of
oligopoly and labor unions largely because
they maintain that these do not signifi-
cantly alter the essentially competitive na-
ture of the economy. Their concern with
questions relating to the distribution of
income and wealth is similarly limited.

On the positive side, Chicagoans are
committed to the usefulness and relevance
of a theory of individual choice based on
the assumption that sovereign consumers
are capable of engaging in ‘maximizing
behavior’ in their economic activity. With
the aid of empirical tests, they have
brought an impressive range of problems
within the purview of the economist.
Among those, particular mention may be
made of the economics of education, of
crime, marriage contracts, birth rates, and
the behavior of voters, which have tradi-
tionally been viewed as lying outside the
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scope of economics. There are thus sub-
stantial differences in focus among indi-
vidual Chicagoans.3

Milton Friedman and others concerned
chiefly with the price level and monetary
economics should be identified separately
from Gary Becker, Jacob Mincer, Ronald
Coase, and others who are chiefly con-
cerned with problems of allocative effi-
ciency. The latter are chiefly responsible
for the development of the new
microeconomics. Since the monetarist con-
cerns of Friedman and others were exam-
ined in the preceding chapter, this chap-
ter will focus chiefly on the concerns of
Becker, Mincer, Coase, et al. That is, (1)
the problem of allocative efficiency with
respect to using the time and income re-
sources of the individual household, (2)
allocative efficiency in market activities
that involve common property, (3) the role
of the market mechanism in promoting
economic growth in less developed coun-
tries and (4) the nature and role of prop-
erty rights. The interests of Chicagoans
are thus very diverse. But there is a leit-
motif that will become apparent as the
highlights of their concerns are examined.
Their common intellectual debt to Frank
Knight and the Austrians is a useful start-
ing point.

The Menger-Knight heritage

The utility principle

The microeconomic propositions formu-
lated and subjected to empirical testing
by modern Chicagoans build chiefly on
the work of Carl Menger as interpreted
and transmitted by Frank Knight. Their
analyses proceed from the premise that
choice is governed by individual percep-
tions of the utility associated with alter-
native courses of action. Following
Menger, Knight maintained that the rel-

evant cost of any economic decision is the
utility of the alternatives sacrificed. No
resource has any value other than that
imputed to it by the consumer, who seeks
to maximize the returns a given supply of
resources can yield. Knight credits
Menger for establishing this principle as
the basis of human behavior:

It is to the everlasting credit and renown of
Menger…that he not only grasped the util-
ity principle but extended and applied it in
two directions: in the field of complemen-
tary goods and in that of indirect goods. He
reiterated… the principle that costs are
simply the values of cost goods, which val-
ues are derived from or reflect the value of
some final consumption good, and that this
value, in turn, is that of the ‘need satisfac-
tion’ dependent upon a small portion or in-
crement (Teilquatität) of the final good in
question. This is perhaps as accurate a
statement as can be put into words…of the
general principle that explains, as far as it
goes, all valuation.4

Knight’s commitment to Menger’s utility
principle became the basis for his defense
of the concept of ‘economic man’ which, in
turn, became fundamental to his defense
of neoclassicism. Both concepts brought
him into intellectual conflict with the in-
stitutionalist interpretation of human
behavior espoused by Clarence Ayres on
the basis of Veblen’s teachings.

Knight on consumer sovereignty and the
methodology of economics

It will be recalled, from Chapter 18, that
Veblen’s rejection of the concept and
modus operandi of economic man was ba-
sic to his disassociation from the neoclas-
sical tradition. Frank Knight’s effort to
clarify the nature and role of economic
man may thus be viewed as fundamental
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to his defense of neoclassicism. Knight
agreed with Veblen that the determinants
of human behavior are multifaceted.
However, instead of insisting that all
these aspects be incorporated and re-
flected in the behavioral assumptions
made by the economist, Knight main-
tained that it is not only proper but neces-
sary to abstract from reality and focus on
those aspects that are relevant to explain-
ing economic behavior. Its assumption is
that the material aspects of an individual’s
life conditions behavior so as to maximize
gains, both as a consumer of goods and
services and as a producer. In making this
abstraction, the economist is following pre-
cisely the same procedure as the natural
scientist who also excludes the influence of
those variables whose operation is either
irrelevant or prejudicial to the conclusion
he or she is seeking to establish.

The ‘economic’ individual does not and,
indeed, cannot approximate the person of
the real world. Nevertheless, the abstrac-
tion is useful for helping us understand the
purely economic dimension of behavior.
What the economist is seeking to explain
is pecuniary behavior. Knight therefore
questions the distinctions Veblen makes
between industrial and pecuniary employ-
ment and between ‘conspicuous’ consump-
tion and that which is not conspicuous. He
reasons that economic activity is simply a
matter of maximizing producer and con-
sumer gains. Technological efficiency sup-
ports rather than thwarts pecuniary gain,
and all consumption, beyond that essen-
tial to mere subsistence, is emulative in
some degree. Knight therefore rejected
Veblen’s argument that consumer sover-
eignty is destroyed because people are con-
ditioned to imitate the consumption pat-
terns of the financially well-to-do, and saw
it simply as an expression of Veblen’s per-
sonal disapproval of certain types of con-
sumer behavior.

Not only is the consumer sovereign, but,
according to Knight, the producer who, in
an uncertain world, correctly anticipates
what forms of production are most likely to
find favor with consumers will be rewarded
with profits that arise as a residual after
contractual obligations have been met.
Profit is the return for bearing uncertainty:
there is no assurance that sovereign con-
sumers will actually purchase what has
been produced. Thus, Knight’s contribution
to the theory of profits is directly related to
his rebuttal against Veblen’s attack on con-
sumer sovereignty.5

Modern writers in the Chicago tradition
have built on this Menger-Knight perspec-
tive of the relationship between utility and
cost (i.e. the cost of any choice is the utility
lost in choosing one alternative rather than
another) to explore the behavior of the
household in managing its time and income
resources. An impressive range of topics
traditionally examined by sociologists or
psychologists has come within their scope
of analysis. Using the framework provided
by economic theory, the ‘new microecono-
mics’ has examined such topics as the allo-
cation of time to education and training as
investment in human capital, the rearing
of children, criminal behavior as an alter-
native to market behavior, and choice
among sexual partners.6 These inquiries
represent contemporary efforts to explore
Knight’s classic observation: ‘To live, in the
human plane, is to choose.’7 The modern
microeconomists’ emphasis on time as a
scarce allocable input reflects, it should be
noted, a different conception of time than
the Marshallian one that relates to proc-
esses maturing through time.

Courtship and marriage

Studies of the family and the relation-
ships among its members are generally
considered to lie in the intellectual domain
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of sociologists and social psychologists.
Chicagoans have chosen to ignore this tra-
ditional division of intellectual labor and
made the family unit the focal point of
analysis. Viewed in this light, the family is
a producing unit. It is, in effect, a firm,
which utilizes time and other resources at
its disposal to produce the utilities desired
by family members.8 Within this analytical
framework, marriage is identified as a con-
tract in which the parties have made com-
mitments with respect to the time each
will allocate to market and non-market ac-
tivity, including housework, further
schooling and training, leisure, and the
bearing and rearing of children. Thus,
Becker conceives of dating and engage-
ment as providing opportunities for cou-
ples to work out ‘the rules of the game’ and
arrive at the contractual arrangement un-
der which they will live their life together.9

According to this line of reasoning, the
search for a marriage partner is extended
until the expected marginal benefit is
equal to the marginal cost. Courtship is, in
this sense, an investment process expected
to eventuate into the flow of returns associ-
ated with marriage. It produces a flow of
returns or benefits in the form of goods and
services that the family desires and that
‘mature out’ over the expected life of the
marriage contract. Some economists in-
clude children among these goods.

The net benefit of the marriage relation-
ship reflects the difference between the
flow of the benefits it yields and the costs
it imposes. Improved efficiency in the pro-
duction of wanted goods and services as a
result of specialization and division of
labor in the household and trade among
family members is a major benefit. A chief
cost, which is among several that must be
evaluated in order to assess the net return
from a family relationship, is that associ-
ated with joint decision making. In gen-
eral, it is more costly to make a decision

when the preferences of both parties need
to be taken into account. From this,
Chicagoans infer that agreements be-
tween the partners about the part of the
relationship in which each has autonomy
(e.g. wives typically assume the responsi-
bility for meal planning), minimize the
costs of decision making. These costs tend
to increase directly with the number of
family members (i.e. older children) and
the extent of their participation in the
process of decision making and production.
Family arrangements requiring members
to assume a share of responsibility for the
performance of household tasks is, in ef-
fect, akin to a tax imposed to pay for a col-
lective good that is not necessarily shared
equally.

The analytical framework of the family
unit has also been used to examine the al-
location of time by family members be-
tween work in the home and work in the
market. One of its implications is that the
traditional female role of homemaking and
caring for children is not wholly dictated
by socially determined values. These do
play a role, but the chief determinant is the
relative value of the labor time of men and
women in the market place.10 The cost of a
woman’s time in the performance of house-
hold and child-care duties is the wage she
loses by remaining outside the market.
Since men typically command higher wages
than their partners (either because they are
more productive or they experience less dis-
crimination), having men engage in mar-
ket activity while women work in the home
minimizes the household’s cost of produc-
ing the goods it wants.

Child production

Essentially the same analytical appara-
tus used to study female labor force par-
ticipation has been extended to examine
the decision-making process with respect
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to the production of children. These in-
quiries reflect a renewed interest by
economists in population problems, which
were very much in the purview of classical
economists but were subsequently ne-
glected by their modern counterparts. Ex-
tensive work by Gary Becker, and others
at the National Bureau of Economic Re-
search, has contributed significantly to-
ward reaffirming the economists’ interest
in demographic questions.11 Becker has
undertaken to examine questions relating
to population behavior using conventional
tools of microeconomic analysis. Thus, he
has suggested that, from the standpoint of
economics, children might be considered
as consumer goods that, in common with
other commodities, yield satisfactions but
can be acquired only at a price. The price
of children consists of the time and goods
sacrificed in bearing and rearing them.
There are direct costs congealed in the
prices of goods and services associated
with their birth and nurture, and the ad-
ditional indirect cost of the time parents
spend with their children.

Assuming that the care of children falls
largely on the mother, the price of the
mother’s time is a major component of the
overall price of children. From this, it may
be inferred that an increase in female
wage rates or fringe benefits raises the
price of children and thus potentially re-
duces the demand for them. By the same
reasoning, and assuming that children are
not inferior goods, the demand for them
is, presumably, positively related to in-
come.12 This logic has provided a basis for
the hypothesis that each level of satisfac-
tion a household can achieve, given its in-
come, is compatible with various combina-
tions of children and other goods among
which the household is indifferent.

Attitudes about having children are so
traditional that the very suggestion of a
trade-off between children and goods is

unfamiliar and perhaps even repugnant.
However, it is precisely the objective of the
new microeconomics to demonstrate that
the usual assumption of rationality with
respect to household decision making ap-
plies to all aspects of household behavior,
including family planning. It is the view
of the new microeconomists that the ra-
tionality assumption implies nothing more
than that children may be viewed as
sources of satisfaction (or psychic income)
and that the household responds to eco-
nomic variables (i.e. prices and incomes)
in making its choices.

R.A.Easterlin has extended this logic in
an attempt to explain the reversal of the
long-run trend of declining fertility rates
after 1940.13 He offered the hypothesis
that, after 1940, couples planning their
families were typically earning average
real incomes that exceeded those of their
parents at a comparable stage in their
lives. The increase in their incomes, rela-
tive to that of their parents, encouraged
them to enjoy higher standards of con-
sumption—including more children.

By 1957, rates of population growth be-
gan to decline in spite of continued high
income levels. According to Easterlin, this
can be explained by much the same logic
as the earlier period of increasing rates.
Couples planning their families in the
1960s had grown up as dependent mem-
bers of households in which the average
income was above that which they were
then achieving for themselves. Thus, their
actual income was low relative to their
desired income, based on their parents’
earnings. The decline in fertility rates that
became apparent in 1957 is interpreted by
Easterlin as reflecting the decline in the
ratio of actual to desired income during
this period. His hypothesis is consistent
with the work of those associated with the
Chicago school and is of particular inter-
est to us because it exemplifies the effort
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to extend the economists’ conventional
range.14

The Chicago view of developing
economies

The perspective

Chicago economists have also had a par-
ticular interest in the economics of under-
developed countries. A major influence in
shaping their perspective was the recog-
nition that economic growth cannot be
wholly explained in terms of additions to
an economy’s stock of physical capital and
number of workers.15 The residual, which
is the name given to that portion of
growth not accounted for by increases in
the stock of physical capital and increases
in the labor force, has been attributed in
part to technical progress and in part to
improvements in human capital.

Chicagoans, as already noted, have had
a particular interest in the process and sig-
nificance of investment in human capital
which they have examined in many differ-
ent connections, one of which is the mat-
ter of economic development. A major
study undertaken by Theodore W.Schultz
focused on identifying the portion of in-
vestment in human capital represented by
education.16 Numerous studies examine
the requisites for labor development in
particular countries with a view also to
identifying alternative strategies for de-
veloping human resources.17

Complementing their concern with the
role of human capital in the development
process is the Chicago school’s view of hu-
man nature as being universally respon-
sive to market incentives.18 Many econo-
mists take the position that market-ori-
ented behavior is limited to capitalistic
economies in which work habits and en-
trepreneurial activity have traditionally
experienced the spur of monetary rewards.

Chicagoans, however, maintain that while
people in underdeveloped countries are
often viewed as strangers to the idea of
maximizing gains, there is evidence that
the supply of effort is responsive to the in-
centive of improved rates of remuneration
and that wants are elastic through time in
large parts of the underdeveloped world.19

Their belief that this behavior pattern
prevails is the basis for the Chicago view
that the market mechanism can stimulate
efficiency and growth in an underdeveloped
economy more effectively than the alterna-
tive policy of governmental planning as an
instrument of economic development.20

‘What is required in underdeveloped coun-
tries is the release of the energies of mil-
lions of able, active, and vigorous
people…an atmosphere of freedom, of
maximum opportunity for people to experi-
ment, and of incentive for them to do so in
an environment in which there are objec-
tive tests of success and failure—in short a
vigorous, free capitalistic market.’21

The necessity for encouraging the emer-
gence of ‘entrepreneurial personalities’ in
underdeveloped countries is a matter of
special concern to Chicagoans. Assuming
the distribution of entrepreneurially tal-
ented people is approximately the same in
developed and in underdeveloped coun-
tries, they emphasize the need for under-
developed countries to provide a social en-
vironment that does not militate against
development and contributes in a positive
way to its realization. Thus, they urge gov-
ernment to facilitate private investment
by supplying information and data not
generally available to individual entrepre-
neurs. Education, free elections, and na-
tionwide communication services are re-
garded as especially useful for opening up
an otherwise closed society.22 These meas-
ures are expected to contribute to a social
environment of economic opportunity that
encourages the mobility and adaptability
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of economic agents. This is the kind of en-
vironment in which economic development
requires minimal administration and very
little policing other than the provision of a
legal system for the enforcement of con-
tracts.

It is recognized that there are objections
to relying on the market mechanism as an
instrument of growth. The late Harry
Johnson specifically noted that the pattern
of income distribution produced by the
market may be unjust and socially unde-
sirable. But in his view, it is ‘unwise for a
country anxious to enjoy rapid growth to
invest too strongly in policies aimed at
ensuring economic equality and a just in-
come distribution.’23

A second objection to relying on the
market mechanism as the instrument of
growth is that it may not produce as high
a rate of growth as is desirable because it
may not sufficiently stimulate saving and
investment. The counter-argument offered
by the Chicago school is that it is prefer-
able to stimulate saving by offering high
market rates of interest and to stimulate
investment by tax concessions, subsidies,
and cheap credit. As they see matters, it is
dangerous to have government underwrite
investment because it contributes to the
creation of vested industrial interests that
hinder further development, especially by
resisting technical change.

Trade versus inflation as an instrument of
development

Most underdeveloped countries have a
strong orientation to foreign trade. Typi-
cally, they are characterized by a high ra-
tio of export production to total output in
the cash sector of the economy, a high pro-
portion of foreign owned enterprises, and
an inflow of long-term capital. In the early
stages of development, the foreign trade
sector tends to grow faster than the rest of

the economy.24 Economists concerned with
studying developing countries have,
therefore, examined their problems
within the context of their external envi-
ronment.

Trade doctrine as developed by Ricardo
and Mill asserted that comparative differ-
ences in labor costs determine in what
products nations will specialize and, con-
sequently, what they will export and im-
port. Since factors of production are typi-
cally not mobile internationally, trade it-
self becomes the alternative to factor
movements as a mechanism for adapting
productive activity to natural and popula-
tion resources. The expectation is that fac-
tor prices and incomes will tend toward
equality as a result of international trade.

Contrary to the prediction of the theory
of international trade, the interplay of
market forces has not resulted in equaliz-
ing tendencies among countries. In the
underdeveloped countries of the Third
World, international trade has stimulated
the production of primary products that
employ mostly unskilled labor. The de-
mand for these products is often inelastic,
with the result that technological improve-
ment in their production tends to transfer
the advantages of cheapening production
to the importing countries. The question
of what is appropriate policy in the face of
the worsening of the terms of trade expe-
rienced by underdeveloped countries is a
matter of considerable controversy. Chi-
cago economists continue to put their faith
in the positive contribution that free trade
will make to growth and urge the neces-
sity of working towards the elimination of
trade impediments.

The counter-argument is that it is nec-
essary for the underdeveloped countries to
cut themselves off from those that are
more developed and mobilize the capital
resources they require for industrializa-
tion via the route of the forced saving that
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accompanies inflation and other policy
measures.25 Inflation in Third World coun-
tries is expected to promote development
in two ways: first, it redistributes income
from workers and peasants, who typically
have a low propensity to save, to capital-
ist entrepreneurs, who have a high pro-
pensity to save and invest. Second, it is
expected to promote investment by rais-
ing the nominal rate of return from invest-
ment relative to the rate of interest. Both
arguments are rejected by members of the
Chicago school.

The basis for Harry Johnson’s rejection
of the ‘forced savings’ argument is that all
income groups tend to adjust to inflation-
ary expectations as the process becomes
sustained. As a result, the effect of infla-
tion is not to redistribute income from
workers and savers to capitalist entrepre-
neurs, but to redistribute it from holders
of money balances to the monetary author-
ity. The real value of the money the cen-
tral bank issues will steadily depreciate.
That is, there is an ‘inflationary tax’ on the
money balances the public holds, which it
tries to evade by reallocating resources to
consumption. Thus, the reduction of sav-
ing may outweigh the positive contribu-
tion inflation makes to development and
growth.26 In short, Chicagoans argue that
inflation may well discourage rather than
encourage saving. In their view, inflation
has a further adverse effect because it en-
courages the allocation of resources into
forecasting and searching for alternatives
that hedge against uncertainty. This dis-
torts the allocation of resources and en-
courages the waste of inflation-gathered
resources on consumption because it en-
courages policies of protectionism and ex-
change control. The Chicago position is,
thus, to urge against economic national-
ism and in favor of free international
trade. They consider it the responsibility
of the more advanced nations to facilitate

the development process by reducing bar-
riers to trade that handicap their less de-
veloped neighbors.27

Law and economics: the property rights
approach to pricing

The Chicago school’s concern with
allocational efficiency has still another di-
mension. It is among its concerns to
analyze how the assignment of property
rights affects the choices of decision mak-
ers and, through them, the allocation of
society’s resources. Property rights are
the legally sanctioned relations among
persons (and businesses) that arise from
the existence and utilization of scarce re-
sources. Knight’s disagreement with
Pigou about the usefulness of using taxes
and subsidies to correct divergences be-
tween private and social marginal prod-
ucts turned on the alternative of a proper
identification of property rights in order
to achieve the social welfare idea Pigou
sought.

Frank Knight’s paper ‘Fallacies in the
interpretation of social cost’ asserted that
Pigou’s demonstration of the failure of the
market mechanism is, in fact, indicative
of the failure of government to establish
and protect private property rights.28 The
results Pigou anticipates with respect to the
example of highway use, described earlier,
follow only if it is assumed that the owner
of the narrow road fails to set a toll equiva-
lent to the difference in value to the user
between it and the wider, but otherwise in-
ferior, road. As a profit-maximizing entre-
preneur, the owner of the better road will
charge a toll equivalent to the differential
surplus or rent associated with the service
of the good road. A toll that recaptures this
differential surplus, which is rent in the
Ricardian sense of the term, will be ex-
actly equal to the tax prescribed by Pigou.
Furthermore, it will cause traffic to adjust
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itself in such a way that social interests
are not abused by private decisions to use
alternative transportation routes. Thus,
Knight maintains, Pigou’s conclusion is
not evidence of market failure calling for
government interference, but rather evi-
dence of the failure of government to iden-
tify and protect property rights.29

A leading modern proponent of the
property rights approach conceives of eco-
nomics as ‘the study of property rights over
scarce resources. The question of econom-
ics, or of how prices should be determined,
is the question of how property rights
should be defined and exchanged, and on
what terms.’30 Chicagoans thus promote
law and economics as the leading interdis-
ciplinary field of the social sciences.
R.H.Coase’s now classic article, The prob-
lem of social costs,’ has given this interdis-
ciplinary effort direction, and The Journal
of Law and Economics, which is published
at the University of Chicago, provides a
forum for research emanating from
Coase’s article.

The Coase theorem

The problem of externalities, which was
addressed by the Pigou-Knight contro-
versy, has been a matter of continuing
concern to economists. It will be recalled
that externalities arise in production or
consumption when the activities of one
party generate costs (or benefits) for a sec-
ond party for which the first party is not
compensated (or for which there is no pay-
ment). The problem involved is readily
apparent if the impact of externalities—
unpriced costs and benefits—is explored
in terms of production and/or consump-
tion functions. Virtually every firm that
produces goods utilizes not only the in-
puts that it purchases or leases at a mar-
ket price but also some inputs for which it
pays nothing at all. Consider, for example,

a production function such as q=f(x1…xn;
y1…yn) in which q represents output (or
consumption if the function is an indi-
vidual welfare function), the xs represent
the priced inputs, and the ys the unpriced
inputs. Since y inputs have a zero price,
their allocation among alternative uses is
not price directed.

The service provided by the assimilative
capacity of the environment is a major cat-
egory of unpriced inputs. In a free market,
producers use the waste receptor capabili-
ties of water, air, and land resources with-
out charge. Pigou would have argued that
in the absence of regulation (e.g. waste
emission standards, or pollution charges)
there will be no incentive for either pro-
ducers or consumers to limit their utiliza-
tion of what appears to them to be a free
good or service, although it is obviously not
free when viewed from the standpoint of
society as a whole.

Coase examined the possibility that in-
dividual action, as opposed to authority,
might suffice as an instrument for dealing
with externalities in a context that differs
from the Pigou-Knight inquiry. He notes
that the courts have been called on many
times to determine what is an appropriate
action in particular cases in which dam-
ages have been inflicted as a result of what
the economists call externalities. In
Coase’s view, their findings have an impli-
cation for the economists’ concept of fac-
tors of production.

Productive factors are generally
thought of as physical entities. Coase sug-
gested that the concept might usefully be
given a legal definition; that is, factors of
production may be thought of as property
rights to engage in certain physical acts.
Thus, the concept of land as a factor of pro-
duction implies that the owner of land has
the ‘right to carry out a circumscribed list
of actions. The rights of the landowner are
not unlimited… For example, some people
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may have the right to cross his land. Fur-
thermore, it may or may not be possible to
erect certain types of buildings or to grow
certain crops or to use particular drainage
systems on the land.’31 If factors of produc-
tion are thought of as property rights, then
the ‘cost of exercising a right (to use a fac-
tor of production) is always the loss suffered
elsewhere in consequence of that right—the
inability to cross land, to park a car, to build
a house, to enjoy a view, to have peace and
quiet, or to breathe clean air.’32 In short,
when property rights are assigned, there is
necessarily a reciprocal denial.

The reciprocal relationship inherent in
the assignment of property rights is inter-
preted by Coase as providing insight into
the way in which parties engaged in con-
flicting activities can resolve their differ-
ences without outside intervention. There
are several arrangements by which exter-
nalities can be ‘internalized.’ For example,
the parties might make an agreement ac-
cording to which the damaged party (A)
pays the party inflicting the damage (B)
to modify its activities. Or, if B has a legal
right against A, A might pay B for putting
up with an optimal amount of the loss it is
causing B to experience. Thus, the Coase
theorem proceeds from the rational two-
party bargain, which is shown as capable
of capturing economic efficiency without
social interference.33

Coase recognizes that the market has
its limits because the transactions costs of
setting matters right may be prohibitively
high. If this is the case, the legal system
may be called on to decide the proper allo-
cation of resources.34 If the costs of allow-
ing the market to function are in excess of
the costs of allocating the resources by
means of a legal decision, it is the function
of the court to apply the test of ‘which par-
ty’s interest has the greatest market
value.’35 That is, in cases in which the func-
tioning of the market is precluded because

of transactions’ costs, Chicagoans identify
the function of the courts to make the cor-
rect decision based on the principle of op-
portunity cost. The premise is that re-
sources tend always to gravitate toward
their highest valued uses in a free mar-
ket. Legal decisions that affect the use of
resources will thus be consistent with eco-
nomic principle if the courts invoke the
principle of opportunity price in their de-
cisions.36

The Chicago view of public utility
regulation

In the light of their inquiries into the rela-
tionship between law and economics, it is
not surprising that members of the Chi-
cago school also have a special interest in
the institution of public regulation and its
effects. Early members of the Chicago
school, among them Henry Simons and
Frank Knight, were opposed to social con-
trol of monopoly through regulation and
recommended public ownership of such
natural monopolies as railroads and
power industries. This was the dominant
Chicago view throughout the 1930s and
1940s, which was a period during which
public regulation was greatly extended in
the United States.

The stance of the Chicago school on pub-
lic regulation underwent a drastic change
in the late 1950s and early 1960s, when
Stigler, Friedman, Coase, and others re-
examined the economic effects of regula-
tion and proposed a new solution to the
natural monopoly problem. The essence of
this solution was that private monopoly
can result in a competitive level of profits
without regulation. Friedman expressed
the view that ‘the conditions making for
technical monopoly frequently change and
I suspect that both public regulation and
public monopoly are likely to be less re-
sponsive to such changes in conditions, to
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be less readily capable of elimination than
private monopoly.’37 The present Chicago
view is that private monopoly is superior
to government regulation and public own-
ership is attributable, in some measure at
least, to the support it has had from Milton
Friedman, although the theoretical basis
for this position is more specifically asso-
ciated with Harold Demsetz’s competitive
bidding principle.

How can private monopoly be reconciled
with a competitive level of profits in the
absence of direct price-earning regulation?
Demsetz has argued that a competitive
level of profits can be achieved indirectly
via an auctioning process.38 Government
can award a franchise or operating license
to the highest bidder who offers to serve
consumers at the lowest price. Competi-
tion among bidders for a franchise award
would force earnings down to the level a
competitive market would generate. The
competitive auctioning process has been
particularly urged in connection with the
development of off-shore gas and oil devel-
opment as an alternative to the existing
system of discretionary licenses.39 The aim
of competitive bidding for royalties is to
reconcile natural monopoly with competi-
tive profit levels without resort to govern-
ment regulation.

In recent years, the Chicago school has
extended its arguments against direct gov-
ernmental control to support its view that
the free market offers solutions to the en-
ergy crisis. The essence of their position is
that demand and supply forces are capa-
ble of establishing a proper balance be-
tween lower and higher valued uses of en-
ergy. For example, if the OPEC cartel of
oil producers again restricts its supply,
A.A.Alchian recommends the use of the
bidding process to bring down their mo-
nopoly price.40 He argues that this tech-
nique for promoting a market solution
under oligopoly will promote access to the

US market and thereby limit the economic
rents the cartel can enjoy. This recommen-
dation reflects the Chicago school’s present
preference for market solutions even in the
case of natural monopoly, which, histori-
cally, they would have subjected to public
ownership.

Public choice

Modern public choice economics consists
of the application of the maximizing
propositions and analytical tools to prob-
lems that are thought of as belonging to
the field of political science. Its concern is
with the allocation of public monies to
provide public goods, i.e. goods to which
everyone has equal access at the same
price (which may be zero) and whose sup-
ply is not (in general) lessened when, like
a public beach, park or museum, it is
made available for public use.

While the study of public choice is on
the periphery of economics, its concern
with voters and the voting process is of
some interest, for it relates to the kind of
social choice problems considered by
Kenneth Arrow, although with the differ-
ence that it relates to voter behavior with
respect to supporting particular causes or
the politicians likely to support them. The
public is linked to politicians and policy
outcomes by the voting process. Recogniz-
ing that voters are generally poorly in-
formed, although they know what is in
their best interests, there is likely to be
some conflict between their interests and
the views that officials have about how the
interests of the public are likely to be best
served.

While the writers who are concerned
with the above and related issues are not
part of the so-called Chicago tradition,
they share the mindset of the underlying
importance of public decision making that
approximates as close as possible the
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wishes of the individuals involved. James
Buchanan and Gordon Tulloch, who are
the foremost writers in this area, have ar-
gued quite persuasively in the Calculus of
Consent (1962) that a simple majority vote
in legislative bodies is unlikely to be in
accord with the preferences of the common
man. They have argued the case for bicam-
eral legislatures as a way of circumvent-
ing the skewed outcomes that may be in-
herent in simple majority voting.

One efficiency type argument that has
been put into practice with greater fre-
quency in recent years is the argument
that certain government activities be ‘con-
tracted out’ to the private sector so that
they are brought under the decision rules
of the price system. A private profit mak-
ing firm can produce a public good or serv-
ices and exclude anyone who is unwilling
to pay for access to them. This is, of course,
not possible with a pure public good which
may be over-produced. What is required is
a way of determining how much of a pub-
lic good should be produced and how the
cost is to be defrayed in the form of taxes.
This is precisely the problem which Jules
Dupuit addressed (Chapter 11 above)
when he drew up demand curves for pub-
lic goods in order to choose the ‘socially
best’ quantity of a public good (e.g. a tax
road) to produce and how best to establish
the tax rate required to pay for it. Contem-
porary writers have demonstrated that the
‘price’ of the public good, i.e. the tax levied
to pay for it, will tend to equal the mar-
ginal utility of the good to each voter who
expects to consume the good in question. A
possible problem, of course, is that of the
‘free rider’ who may find a way to enjoy a
public good without contributing to the
taxes out of which it is funded, as might
be the case when out-of-towners visit a
public museum on a ‘free day.’41 This type
of analysis may be thought of as the ‘new’
political economy in the sense that it is

using the concept of individual trade-offs
of marginal utilities and marginal costs as
a basis for explaining how rational indi-
vidual choice governs the decision to pro-
duce public goods. This ‘new political
economy’ thus utilizes standard
microeconomic principles to explain deci-
sions to produce public goods.

There is also an emerging area of pub-
lic choice research relating to various as-
pects of the political process. Among these
is the possibility that political manipula-
tion might thwart publicly desired out-
comes in ways that could redistribute so-
ciety’s surplus among groups that may be
inconsistent with individual preferences.42

While this literature is important in its
own right, its concern is the political proc-
ess, and is thus tangential to our concerns,
except to recognize that it represents an
extension of the economic principles of
maximizing behavior to the realm of the
political process.43

Concluding remarks

Considering the extraordinarily wide
range of the intellectual concerns of Chi-
cago economists, it seems useful to return
to the question posed at the beginning of
this chapter: to wit, is there a group of
economists associated with the Univer-
sity of Chicago whose work has been rela-
tively homogeneous with respect to their
methodology, philosophy, and policy pref-
erences, and who are in a position to reach
and persuade a sufficiently sizable seg-
ment of the economics profession to en-
sure the extension and further prolifera-
tion of their ideas? The diversity of their
interests would, at the very outset, be ad-
verse to identifying a unifying theme. Be-
sides the Monetarism (and the various
macroeconomic concerns it implies) of
Friedman and his associates, various as-
pects of family life have become the focus
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of a number of writers, among whom
Becker and Mincer are the most prolific,
in terms of both their own writing and re-
search and the number of doctoral stu-
dents they have trained. Their work has
helped to close the gap between econom-
ics, sociology, and psychology. Another
identifiable group has undertaken to ex-
plore the relationship between economics
and the law, with Coase as a leading fig-
ure. The work of the late Harry Johnson
and Peter T Bauer is devoted to develop-
ment economics and various aspects of in-
ternational trade.

The common thread linking these di-
verse inquiries is that they have built on
the work of Frank Knight as an economic
theorist, as a methodologist, and as a so-
cial philosopher. These ‘three hats’ of Frank
Knight are scarcely separable from each
other, and they are similarly blended into
the work of most of his followers. From the
standpoint of economic principle, the start-
ing point of Knight’s analysis, which is
clearly reflected in the present Chicago tra-
dition, is his commitment to the principle
that sovereign consumers are capable of
maximizing behavior. Given freedom, each
individual uses the available means to
achieve his or her own ends and each trans-
action reflects a choice among alternatives.
Expressed in the language of the economist,
the choices of the autonomous individual
are thought of as governed by the univer-
sal principle of opportunity cost. Thus, the
objective of the economist is to arrive at a
body of scientific (i.e. value-free) truths
predicated on individual freedom to choose
among alternatives.

Most of Knight’s teaching as a theorist
and as a methodologist reflects his com-
mitment as a philosopher to the dictum
that ‘to live on the human plane is to
choose.’ The essence of freedom is possibil-
ity, as distinct from coercion, which implies
denial of possibility. For Knight, economic

freedom is the essential freedom, because
he saw it as underlying all other forms of
freedom—religious, political, and intellec-
tual.44 The perfect market, which is the
embodiment of complete freedom, is iden-
tified as ideal in the sense that human ca-
pability for maximizing behavior is most
completely realized under these condi-
tions. Efficient resource allocation thus
became inextricably interwoven with the
perfect market in Knight’s thinking and
teaching.

The 30 years that Knight spent at Chi-
cago, from 1927 to 1957, were dedicated to
articulating the utility principle and ex-
tolling economic laissez-faire, although he
was not blind to the necessity for ‘exten-
sive legislation to prevent intolerable di-
vergences from free market conditions.’45

His commitment is very much in evidence
in the Journal of Political Economy dur-
ing the years when he shared its
editorship with Jacob Viner. Approxi-
mately three quarters of the articles pub-
lished by that journal from 1930 to 1946
were the product of the Chicago faculty or
former students.46 In more recent years,
this journal, together with The Journal of
Law and Economics, continued the tradi-
tion that crystallized during the tenure of
Knight, Viner, and Henry Simons.47 Their
work reflects an ongoing search to iden-
tify the operation of the market system of
rewards and penalties.48 Their concerns
are reflected in the doctoral dissertations
of their graduate students, which are
largely empirical and heavily concentrated
in the fields of land economics, labor eco-
nomics (a classification that includes the
economics of the household), and mon-
etary economics.49 Within these areas, the
Chicago approach is characterized by ef-
forts to reaffirm (typically with the aid of
empirical work) the efficacy of the indi-
vidualistic market economy. This is accom-
panied by a fear of power aggregates,
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whether these are concentrated in the
hands of big business or big government,
and a preference for a competitive market
structure.

It is precisely at this juncture that the
Chicago school invites the most rousing
criticism. Critics argue that Chicagoans
(especially the present generation) are
prone to blur the distinction between the
actual market and the ideal market rep-
resented by perfect competition. This
presents a strong contrast with Chicag-
oans who strongly favored laissez-faire but
did not hesitate to advocate the
socialization of industries in which the
market performed poorly.50

Modern Chicagoans, as already noted,
fear government interference as the
greater evil and look to the market to re-
strain monopoly. Many others in the pro-
fession are skeptical of this policy stance.
Large segments of the profession, unlike
members of the Chicago School, identify the
discrepancy between actual market condi-
tions and perfect competition as being sig-
nificantly greater than Chicagoans believe
it to be. Nor do they have the faith most
Chicagoans seem to have in the ability of
competitive capitalism to separate eco-
nomic and political power to a degree that
will enable them to offset one another. They
emphasize that the market system has, in
fact, produced large inequities in the dis-
tribution of income. Chicagoans are wont
to interpret these inequalities as reflect-
ing the free choices of rich and poor alike.

Against this view, many non-Chicag-
oans interpret income inequalities as re-
flecting the failure of competition, which
they charge Chicagoans with failing to
identify because they neglect the specifics
of the institutional environment of mod-
ern capitalism. This critique is an essen-
tial part of the ongoing controversy be-
tween traditional economists and those
who have rejected mainstream views

about economic theory and its methods.
Just as Marx, Veblen, Roscher, and their
followers dissented from the traditional
economics of their day, so modern writ-
ers—among them John Kenneth
Galbraith and other Neo-Institutionalists,
New Radicals, American post-Keynesians,
along with those associated with Cam-
bridge (UK) University and Neo-Austri-
ans—are re-examining the tenets of con-
temporary macro- and microeconomics
that were developed in this chapter and
the one that preceded it. The problems of
contemporary society—especially the co-
nundrum of inflation and unemployment,
but also the unhappy results of numerous
programs of social reform—have become
so pressing that the critics of mainstream
economics are being heard even in the aca-
demic circles of professional societies. It
therefore seems increasingly appropriate
to bring our inquiry into the development
of economic analysis to a close with a brief
survey in our concluding chapter of the
main thrust of contemporary criticism and
the nature of competing paradigms.
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departure of Jacob Viner and the passing of
Henry Simons marks a ‘dividing line’ be-
tween the pre-war school and the post-war
school. The pre-war school, which included
Knight, Viner, and Simons, exhibited more
concern about the price level and was less
concerned about the money supply than
the post-war school. It also had more con-
cern about economic freedom and
allocative efficiency.’

48 See, for example, R.Kessel, ‘Price discrimi-
nation in medicine,’ Journal of Law and
Economics, 1 (October 1958), pp. 20–53,
and S.Rot-tenberg, ‘The baseball players
labor market,’ Journal of Political
Economy, 64 (June, 1956), pp. 242–58.

49 This is in significant contrast with the
greater concern at Harvard and Columbia
Universities with economic history and de-
velopment, public finance, fiscal policy, in-
ternational economics, and industrial or-
ganization. See the report for the year
1959–60 in American Economic Review, 50
(September, 1960), pp. 864–91.

50 See Henry Simons, ‘A positive program for
laissez-faire: some proposals for a liberal
economic policy,’ reprinted in Economic
Policies toward Less Developed Countries,
pp. 40–77.

Questions for discussion and further
research

1 Are there distinctive attributes or a common
set of beliefs on the basis of which it is
meaningful to maintain that the economists
affiliated with the University of Chicago are
identifiable as representing a ‘school’ of
thought? Identify such specific contributors
and the topics about which they write to
substantiate your interpretation.

2 What are the essentials of Gary Becker’s
theory of household choice? How does it
build on the Menger-Knight heritage? What
are some of the aspects of human behavior,
which that are not usually conceived to be
topics, that are investigated by economists
that  Becker’s approach has encouraged
economists to investigate?

Glossary of terms and concepts

Coase theorem
Economic efficiency can be achieved without
resorting to legal action by various arrange-
ments that internalize externalities; for exam-
ple, there is an optimal amount a damaged
party may pay the party inflicting damage to
modify its activities. Legal intervention is avail-
able unless transactions costs are so high that
the costs of allocating resources via the mar-
ket mechanism exceed those of legal determi-
nation.

Human capital investment
The allocation of resources for education,
training, and moving for the purpose of in-
creasing the expected future income stream.
Chicagoans explain these allocations in terms
of the principle of rational household behavior.

Property rights
Relations established by law among persons
(and businesses) that involve the use of
scarce resources.

3 How has Richard Easterlin extended the
theory of household choice to explain longrun
trends in population growth?

4 Frank Knight and A.C.Pigou disagreed
fundamentally about the reasons why market
outcomes might reflect market failure. How
does Pigou’s explanation and suggested
policy approach reflect his Marshallian
origins? Knight’s argument, on the other
hand was that divergences between private
and social welfare reflect an improper
identification of property rights. Explain
Knight’s argument and show why its policy
orientation is different from Pigou’s.

5 What is the ‘Coase theorem’? How can a
market be created in property rights? How
does such a market help solve the Knight-
Pigou problem?

6 How has the Chicago view manifested itself
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in explaining and making policy toward third
world economies?

7 What is the focus of contemporary ‘public
choice’ literature? How does it enlighten us
about the role of political processes in
relation to economic outcomes?

Notes for further reading

From The New Palgrave

M.W.Reder on the Chicago School, vol. 1,
pp. 413–17; Robert D.Cooter on the Coase
theorem, vol. 1, pp. 457–59; Stanley Reiter
on efficient allocation, vol. 2, pp. 107–18;
George Stigler on Frank Knight, vol. 3, pp.
55–59; Sherwin Rosen on human capital,
vol. 2, pp. 681–89; Richard A.Berk on house-
hold production, vol. 2, pp. 675–77; Gary S.
Becker on family, vol. 2, pp. 281–85;
R.Gronau on value of time, vol. 4, pp. 796–
97; Arman A.Alchian on property rights,
vol. 3, pp. 1031–34.
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Reflections about the history of economics
and its method

The first chapter of this book suggested
that human minds undoubtedly enter-
tained thoughts and ideas about the ma-
terial aspects of life from the beginning of
mankind. However, it was not until the
eighteenth century that speculation
about economic phenomena developed as
economic analysis rather than economic
thought. In previous centuries ideas relat-
ing to the material aspects of human life
were simply incorporated into religious,
philosophical, ethical, political and legal
thought forms to which economic ques-
tions, while certainly not irrelevant, were
nevertheless peripheral. The kinds of ac-
tivities and events which gave individuals
control over the material aspects of their
lives were so limited that there was nei-
ther a basis or a need for systematic ex-
planation. It was not until the latter part
of the seventeenth century that the then
rising merchant class was able to gain
sufficient economic and political power to
wrest away a portion of the economy’s in-
creasing surplus (or rent) from the Tudor
kings and their fellow aristocrats. It was
only then that individuals were able to
engage in activities which reflected what
John Locke expressed as ‘the right to life,
liberty and property.’

The tracts and pamphlets written by
merchants during the seventeenth century
are the source of interesting and even im-
portant ideas on production, wealth, trade,
rent, interest and money. Yet, analytical
economics extends no further back in time
than Richard Cantillon’s Essai (1755) and
the writings of Quesnay and his fellow
French reformist intellectuals who called
themselves les economists. Although
Physiocratic writings were voluminous,
and James Steuart published the first sys-
tematic treatise on the Principles of Politi-
cal Economy in 1767, their subject matter
failed to emerge as a separate discipline
until Adam Smith’s Wealth of Nations was
published in 1776. Even so, Wealth of Na-
tions failed to stir up substantial intellec-
tual energy in the pursuit of analytical
economics. Smith was a professor of moral
philosophy; in retrospect Wealth of Na-
tions is a great contribution because he
was a master at synthesizing (though
without attribution) the insights and posi-
tive knowledge derived from the scholas-
tics, the mercantilists and many of the
Physiocrats. His great insight was that the
force of competition that Smith saw as
implicit in the laws of nature directs an
economy’s resources into employments
which maximize social welfare, even
though individuals are seeking out their
own selfish interests. Smith thus helped
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lay the foundation for the body of princi-
ples now known as ‘mainstream’ econom-
ics. The writings of J.B.Say, Robert
Malthus, David Ricardo, John Stuart Mill
and other less well known nineteenth cen-
tury classicals were essentially engaged in
refining, extending and elaborating the
themes set forth in Wealth of Nations.
Philosophy, history, and jurisprudence
continued to provide the essential intellec-
tual background for their thinking. How-
ever, the usefulness of political arithmetic
for establishing empirical arguments had
not been forgotten, despite Adam Smith’s
negative assessment of its possible abuse
because of overconfidence in the quality of
data, especially as a basis for formulating
policy.

While Smith had reservations about the
quantitative reasoning of political arith-
meticians such as Sir William Petty, John
Graunt and William King, he was, never-
theless, concerned with policy quite as
much as he was with analysis. It was the
appropriateness of policy concerns that
became a point of difference between clas-
sicists like Smith, Malthus, Ricardo and
J.S.Mill and people such as William Nas-
sau Senior who took the position that, if
economics is to be a science, it must re-
strict itself to analyzing the functioning of
the economy and not intrude into policy
making, where value judgments are a sig-
nificant consideration. Thus, nineteenth
century thinkers were chiefly concerned
with articulating the ‘laws’ of classical eco-
nomics, i.e. laws which operate as imper-
sonally as physical laws to direct the
economy’s human and physical resources
among alternative uses and propel it along
its growth path. While nineteenth century
contributors, unlike Adam Smith, were
generally political economists rather than
moral philosophers, the number of indi-
vidual scholars who identified themselves
with this field remained very small when

compared with the number of profession-
als in other intellectual fields such as the-
ology, medicine and law.

The establishment of The Statistical
Section of the British Association for the
Advancement of Science (later Section F)
in 1833 and the Statistical Society of Lon-
don (later the Royal Statistical Society) in
1834, mark the beginning of the collection
and classification of data relating to all
branches of knowledge. Richard Jones
identified the object of the Statistical Sec-
tion to be the accumulation of all ‘classes
of facts relating to communities of men
which promise when sufficiently multi-
plied to indicate general laws.’1 While
there was no unanimity at first that ‘the
moral, political and metaphysical, as well
as the physical portions of knowledge’ were
equally deserving of inclusion, statistics
and economics were the first non-physical
subjects accorded recognition as belonging
to science.2

Once data became available they pro-
vided a basis for challenging the tradi-
tional deductive method of classical eco-
nomics. Bentham, Mill and Jevons were
among nineteenth century British think-
ers who understood that the classification
of branches of knowledge lays the founda-
tion for arriving at scientific truths. They
particularly anticipated that data collec-
tion and classification would be useful for
the hedonic analysis in which they were
interested. The work they undertook in
this direction marks the beginning of the
‘second stage’ in the development of nu-
meracy in economics.

When hedonic analysis ultimately
proved impractical, the techniques of
graphs, rate charts, averages and, later, an
understanding of calculus as a tool for rigor-
ous thought and expression, paved the way
for marginalism, not only in the UK, but also
in Austria, France, Sweden, America and
Italy. By the end of the nineteenth century
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a rising proportion of intellectual talent
was being devoted to economics. Indeed,
there was substantial, although isolated,
progress on the Continent in the writings
of Gossen, Thünen, Cournot, Dupuit and
Menger. Except for Menger, these think-
ers were pioneers in the use of mathemat-
ics as a tool for establishing rigorous
analysis that developed into contemporary
microeconomics. Marshall also had math-
ematical training, although he almost dis-
dained its use in furthering the largely
oral tradition of neoclassicism that flour-
ished in Cambridge. That tradition neatly
incorporated the diminishing marginal
utility principle which Jevons had hoped
would constitute the basis for a marginal
revolution into its analysis of demand. Yet,
the introduction of diminishing marginal
utility failed to produce a paradigm shift,
since Marshall’s eclecticism effectively
preserved the Ricardo-Mill attribution of
exchange value to cost of production. It
did, however, facilitate a renaming of the
discipline from its earlier ‘political
economy’ to ‘economics,’ although
Marshall’s first edition defined the terms
synonymously as a ‘study of mankind in
the ordinary business of life; it examines
that part of individual and social action
which is most closely connected with the
attainment and use of the material requi-
sites of well-being’3

The theories of monopolistic and imper-
fect competition articulated by Edward
Chamberlin and Joan Robinson during the
years of ‘high theory’ were clear extensions
of Marshall’s particular equilibrium
analysis. However, Keynes’s principle of
aggregate demand was without question
a paradigmatic challenge to Marshall’s
particular equilibrium analysis. Its repu-
diation of Say’s Law and the quantity
theory of money, along with its perception
that economic outcomes are inherently
uncertain, negates the mainstream view,

which implies that commodity, labor, and
money markets have strong equilibrium
tendencies. Yet, Keynes’s message has
since been compromised by neo-
Walrasian, Monetarist, and new classical
principles that have convinced a very large
segment of the economics profession that
the economy is, indeed, characterized by
equilibrium tendencies in the short run
and by ‘steady state growth’ in the long
run. This body of macroeconomic princi-
ples is complemented by the body of
microeconomic principles that explain the
‘allocative efficiency’ of the maximizing
behaviors of households and business
firms. These have been extended to incor-
porate a property rights approach to cir-
cumvent possible ‘market failure.’ To-
gether these macro-and microeconomic
principles comprise what has been termed
‘normal science,’ i.e. the core of ideas which
‘prepare[s] the student for membership in
the particular scientific community with
which he will later practice.’4 For many,
given the sophistication of its empirical
tools, econometrics has become the ‘sister
discipline’ of economics. Its development
has also been accompanied by a
professionalization of economics that has
been accompanied by a level of mathemati-
cal competence that rivals that of natural
scientists; in particular, physicists. Never-
theless, mainstream thinkers are con-
fronting challenges that relate both to
their micro- and macroeconomic analyses
and their heavy reliance on mathematics
and econometrics.

Four clear cut alternative paradigms
have been articulated by mainstream crit-
ics. These are: Neo-Institutionalism, Radi-
cal or ‘New Left’ Economics, Modern Aus-
trian Economics, and Post-Keynesian Eco-
nomics in which the American post-
Keynesian approach identifies itself as
separate from the Cambridge tradition.
Clearly, in economics, intellectual crises
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that signal a deep inconsistency or misfit
between the puzzle solving capabilities of
practitioners within the framework of the
paradigm do not result in scientific revo-
lutions which bring about the replacement
of the existing paradigm, as is the case in
the natural sciences. Every science has its
dissenters who engage in what Thomas
Kuhn describes as extraordinary research
directed against traditional tenets and
beliefs. Except for Marx, Veblen and
Keynes, the critics of the mainstream are
accorded little space in textbooks on the
history of economics. Yet, dissent now re-
flects such a substantial volume of contem-
porary writing in economics that it seems
appropriate to conclude this volume with
a sufficiently detailed survey of writings
directed against mainstream theorizing
and its methodology to provide an appre-
ciation of the possible future direction of
economics.

The Neo-Institutionalist challenge

Clarence Ayres: towards a theory of social
value

Clarence Ayres, until his death in 1972,
was the leading academic proponent of
the Dewey-Veblen tradition and contrib-
uted to the positive development of
Institutionalism by addressing the prob-
lem of social value.

While the pioneers of Institutionalism,
especially J.M.Clark, had an appreciation
of the link between the social-engineering
proposals and the development of a theory
of social value, it was Clarence Ayres who
made progress towards identifying a cri-
terion to provide guidance for relating
means to ends. His starting point was an
attack on the neoclassical premise that
price (i.e. value in exchange) is a suitable
surrogate for, and measure of, utility (i.e.
value in use). His argument was that mar-

ket phenomena are not a basis for evalu-
ating social value.

By utilizing Dewey’s instrumental logic
and Veblen’s evolutionary view of the eco-
nomic process, Ayres advanced the argu-
ment that social values and the criteria ac-
cording to which they are evaluated are
themselves an aspect of the social process
or, more particularly, the ‘technological con-
tinuum’ of that process. The continuity of
society provides the basis for an objective
definition or standard for social value and
welfare. ‘When we judge a theory to be good
or bad, or an action to be right or wrong,
what we mean is that, in our opinion the
thing or act in question will, or will not,
serve to advance the life process insofar as
we can envision it.’5 Thus, for Ayres, the
essential criterion of social value is the fur-
therance of the life process of humanity.

When this process is impeded by ‘cer-
emonial’ behavior (to use Veblen’s term),
which tends to ‘distort’ the production and
distribution of real income, the principle
of social value is violated. The clear re-
quirement, then, is for social engineering
to alter the institutions from which ad-
verse ceremonial behavior patterns derive.
He chides Western social scientists for
having accepted the view that, ‘we must
trust the conduct of our affairs to the op-
eration of the market, cheerfully accept-
ing whatever anomalies of wealth and pov-
erty may then ensue, because no other so-
cial instrumentality is equal to the task of
allocating resources.’6 Ayres maintained
that prices are not the only data about
which rational decisions can be made and,
influenced in considerable measure by
Keynes’s analysis, emphasized the rel-
evance of the macroeconomic objective of
full employment. He thus tried to incorpo-
rate macroeconomic analysis into institu-
tionalist economics. ‘Macroeconomics is
Veblenian precisely in the sense that it
turns away from the sterilities of price
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equilibrium theory to the realities of the
community’s efforts to feed and clothe and
house itself.’7 Thus, Ayres advocated the
redistribution of income in order to in-
crease consumption until the full employ-
ment output made possible by modern
technology can be absorbed. He believed
this policy would eliminate recessions and
provide the basis for a new age of economic
progress. He recommended that redistri-
bution be achieved via a sharply progres-
sive system of direct taxation of income
and estates. He thought tax policy, which
he regarded as ‘the perfect instrument’ for
achieving income redistribution, could be
coupled with a guaranteed income pro-
posal whose general outline he had formu-
lated as early as 1952.8

Galbraith’s new industrial state

While Ayres is known to few outside aca-
demic circles, John Kenneth Galbraith,
Professor Emeritus of Harvard Univer-
sity, is very much in the public eye and, no
doubt, commands the largest readership
among those who are currently disassoci-
ating themselves from mainstream eco-
nomics. He has also established himself
as a popular lecturer and TV personality
besides having the distinction of being a
recent past president of The American
Economic Association. In Galbraith’s
1972 address to this national association,
he observed that contemporary theory
has no ‘useful handle for grasping the eco-
nomic problems that now beset…modern
society,’ which leaves a ‘whole galaxy
of…urgent economic issues largely un-
touched.’9

In common with the pioneers of institu-
tional economics, Galbraith recognizes the
dominant role of technology in shaping the
present American economy. But he concep-
tualizes the impact of technology in terms
of the management principle of firm viabil-

ity rather than on the philosophical level
implicit in the Clark-Ayres notion of social
value. Much of his thinking builds on the
requirement of today’s giant corporations
for minimum levels of earnings to assure
their survival, growth, and technical vir-
tuosity. Galbraith sees these needs as ne-
gating the conventional assumption that
firms seek to maximize profits. In the
present industrial state, power is no longer
associated with capitalists and entrepre-
neurs, but resides in a technostructure
that includes salaried managers who
‘must eschew personal profit making.’ In
Galbraith’s view, the assumption that
managers will do for stockholders what
they are forbidden to do for themselves
weakens the tenability of the profit-maxi-
mizing assumption on which mainstream
analysis is predicated.

Galbraith’s observations about the
high-powered advertising and merchan-
dising that characterize most markets
have also raised anew the Veblenian ques-
tion of consumer sovereignty. Firms that
are able to manipulate consumer demand
through advertising and related tech-
niques have an impact on the ability of the
consumer to make rational choices among
alternatives.10 Galbraith, therefore, re-
gards the traditional view that the con-
sumer is sovereign as being untenable in
the affluent society that modern technol-
ogy makes possible. The creation of new
wants is essential to the survival and
growth of the modern corporation because
the productive capacity of today’s
technostructure is so vast.

There has thus emerged what
Galbraith calls the dependence effect; a
higher level of want creation—generated
by advertising and other techniques de-
signed to manipulate consumer demands—
has become essential because of the greater
production potential of the production
technostructure.11 The implications of
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these observations about consumption go
considerably beyond those of the theories
of imperfect competition. They are also dif-
ferent from Veblen’s view of ‘pecuniary
emulation’ as a cultural phenomenon.
Galbraith would, however, agree with
Veblen that the relationship between con-
sumption and production cannot be ex-
plained in neoclassical terms. Orthodox
economics cannot explain either the emer-
gence of the technostructure or how con-
sumer sovereignty became supplanted, via
the dependence effect, by producer sover-
eignty.

In his Economics and the Public Pur-
pose (1973), Galbraith’s argument con-
cerning the dependence effect and the
creation of ‘contrived’ wants is modified
somewhat to make selling efforts compat-
ible with some level of actual want satis-
faction at the consumer level. However, his
more important insight is that producer
efforts at want creation is a safe form of
competition among ostensibly rival pro-
ducers. Instead of competing for larger
shares of each other’s markets, they are
concerned with promoting the growth of
the entire industry. The survival require-
ments of giant corporate enterprises thus
present a different perspective on the phe-
nomena of growth than is inherent in the
mainstream view.

The planning system

Galbraith interprets the development of
giant corporations as organizational enti-
ties as the outcome of extensive planning
at the level of the firm. His inquiry also
explores the relationship between corpo-
rate planning systems and the state. Gov-
ernment, especially the Department of
Defense, is a major customer of business
enterprise. Congress and governmental
and public regulatory agencies typically
have a symbiotic relationship with big

business; their interests are mutually
compatible. Witness the classic phrase,
‘What’s good for General Motors is good
for the country.’ Galbraith’s
institutionalism is thus fully cognizant of
the role of the political process in the gen-
eration of changing institutions, legal and
otherwise, which shape economic
behavior and outcomes.

The goals of organized labor are also
interpreted by Galbraith as being essen-
tially compatible with those of the corpo-
rate structure. In his view the historical
enmity between labor and industry has
become reconciled within the framework
of the technostructure. Labor unions have
shown themselves capable of exerting
what Galbraith termed ‘countervailing
power.’ The extent to which this will con-
tinue in the US now that substantial seg-
ments of manufacturing industry (where
unions have historically been the strong-
est) have declined, remains to be seen. It
is possible, that while consumers are gain-
ing from the availability of cheaper im-
ports, these benefits are offset, in some
degree at least, by job losses. Because gi-
ant corporations may become less able to
pass on wage increases in the form of
higher prices because of increased global
competition, their interests may become
less compatible with those of workers.
Thus, ‘social imbalance’ which Galbraith
recognized as a negative aspect of an af-
fluent society may become exacerbated by
still more pronounced income inequality.
Income inequality ‘distorts’ the use of re-
sources because ‘it diverts them from the
wants of the many to the esoteric desire of
the few…’ While Galbraith’s social criti-
cism has invited its share of adverse com-
ment, many highly respected economists
agree that the questions Galbraith raises
concerning the quality of life, as it is
shaped by the modern technostructure,
are relevant.
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The challenge of radical economics

The radical paradigm

Modern radical economists are consider-
ably to the left of Galbraith in terms of
their politics and their economics. The ra-
pidity with which their ideas have gained
currency since 1969, when a group of
young rebels demanded to be heard at the
convention of the American Economic As-
sociation, is due, at least in part, to the
intellectual sympathy displayed by
Galbraith and other well-established
economists, among them Kenneth
Boulding, the late Martin Bronfenbrenner,
Robert Heilbroner, and Daniel Fusfeld.
During 1971, when Galbraith was presi-
dent of the American Economic Associa-
tion, the radical contingent from Harvard
University was well represented at the
annual convention. Their organization
originated when a group of Harvard
graduate students and faculty tried (un-
successfully at first) to add a course to the
economics curriculum that aimed at ex-
amining and resolving a host of controver-
sial issues, among them poverty, discrimi-
nation, pollution, the Vietnam War, infla-
tion, and unemployment.

The modern radical school—sometimes
referred to as the new left—emerged dur-
ing the 1960s. It owes a considerable in-
tellectual debt to the economics of Karl
Marx, although it is by no means wholly
Marxian. Its Marxist aspect is evident
chiefly in its historical perspective and its
view that society is an integrated system
whose economic, political, and social as-
pects are interrelated and inseparable.
These interrelationships are interpreted
as reflecting the mode of production, which
modern radical economists construe in the
Marxian sense of referring not simply to
the technology embodied in production
processes, but also to the ownership of the

means of production and, therefore, the
social relationships among classes.12 ‘The
most important and most distinctive fea-
ture of the mode of production in capital-
ist societies is its organization of labor by
means of the wage contract.’13 The govern-
ance of labor’s economic status by the wage
contract reflects its propertyless state.
Workers have no alternative but to work
for wages and have their surplus products
appropriated by those owning the means
of production.

Modern radicals have added a number
of new insights of a sociological nature to
their Marxian interpretation of the eco-
nomic relationships among classes. Par-
ticular interest attaches to the problem of
worker alienation and the role of various
institutions, specifically the school and the
family unit, in supporting and perpetuat-
ing the capitalistic system. Those who own
capital and control the work process nur-
ture the development and maintenance of
institutions—in particular public
schools—that are compatible with the
kinds of work habits and attitudes (e.g.
punctuality and regular attendance) that
are supportive of capitalism.

The characteristics of the working class
have become substantially changed in the
system’s present phase of monopoly capi-
talism. Radicals note that when the fac-
tory system first emerged, the handicraft
workers of the preceding age became ob-
solete; the worker thus became alienated
as separate skills and crafts gradually be-
came obliterated by the requirements of
the factory system for ‘labor pure and sim-
ple.’ Raw labor power required only the
most general skills that are quickly
learned on the job.

With the continued technological ad-
vance that characterizes the present phase
of capitalism, the requirement for more
specific work skills emerged again for
many workers. These are typically learned
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via on-the-job training. Since the training
process is expensive, today’s capitalists,
unlike those of past decades, have an in-
terest in retaining the workers they have
trained as ‘quasi-fixed’ factors, and tend
to encourage uninterrupted job tenure.
Their requirements promote what radical
economists refer to as stratified labor
markets.

Depending on their race, sex, and class,
certain workers are identified as likely to
exhibit the kind of stable work habits es-
sential to capitalist production. Minori-
ties—including women, who traditionally
have had unstable work patterns—are
thus shunted into the lower strata of the
labor market. Here they are confronted
with entry jobs that are not only low pay-
ing but provide neither job training nor
benefits. These workers are alienated by
their work experiences and tend to have
high turnover rates. Because employees
have little or nothing invested in their
training, they typically bear the brunt of
the unemployment that accompanies a
decline in aggregate demand. Their unsta-
ble employment experiences, in turn, are
likely to be associated with poverty levels
of living, typically in urban slums.14 Pov-
erty, sexism, and racism are thus inher-
ent, in the view of the radical economists,
in the functioning of capitalism. Even the
political process operates to serve the in-
terests of the capitalist class. The primary
function of the state is to protect private
property; in a mature system like that of
the US or the UK, the degree of state ac-
tion required to preserve the interests of
the capitalists is minimal; capitalists ‘do
not need the state to enhance their posi-
tion, only to assure it.’15

A further aspect of the radical para-
digm, which also reflects its Marxian her-
itage, is its interpretation of the competi-
tive forces of capitalism as functioning ‘in-
evitably [to] spur owners of capital to pro-

tect themselves against their competitors
by producing more goods and accumulat-
ing more and more profit.’16 The drive to-
ward capital accumulation and productive
capacity underlies the great internal con-
tradictions that characterize capitalism.
On the one hand, the necessity for division
of labor creates an interdependence among
people as producers; at the same time,
capitalist production requires ruthless
competition to ensure individual survival.
A further contradiction of capitalism is
that conflict about the sharing of the sur-
plus product persists in spite of the fact
that the system has the productive capa-
bility to provide adequately for all mem-
bers of society.

Can capitalism survive? The radical view

Unlike some of the more moderate critics
of mainstream economics and the capital-
ist system, modern radical economists do
not envision the possibility of correcting
capitalism’s faults. No amount of social
engineering in the form of equal opportu-
nity legislation, desegregated schools,
Head Start, and government sponsored
worker training and retraining programs
can remedy the basic fault of the capital-
istic system. The relationship between
the state and the capitalist class is such
that measures threatening the relative
share of the capitalist class preclude any
really meaningful program to redistribute
income. The only effective cure for the ills
of capitalism is the destruction of the sys-
tem itself.

The challenge of modern Austrian
economics

The tradition of which Menger was the
founding father was, as noted in Chapter
12, transmitted to the University of Chi-
cago largely through the efforts of Frank
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Knight. The emphasis of Chicago scholars
on subjectivism, marginal analysis, op-
portunity cost, and libertarianism became
so fully absorbed into the economics of the
mainstream that some historians of eco-
nomic thought view Austrian economics
as a school whose separate identity came
to an end in the 1930s.17 There are, how-
ever, important differences that set mod-
ern Austrian thinking (as distinct from
the Austrian tradition that continued
chiefly in Vienna into the 1930s) apart
from the mainstream. Thus, the term
Austrian has come to have different
meanings among contemporary practi-
tioners.

One important variant builds on Böhm-
Bawerk’s capital and interest theory. It
will be recalled from Chapter 13 that the
concept of roundabout production and the
time dimension inherent in the production
process was a key feature of Böhm-
Bawerk’s contribution. It became the foun-
dation for Friedrich Hayek’s examination
of information as an overlooked dimension
of the process of producing and pricing
goods.18 Hayek’s argument was that the
discovery and mobilization of information
is the essential characteristic of the pro-
duction process. The competitive market
process is, in essence, a discovery proce-
dure. In place of the neoclassical view of
the mechanistic maximizing individual.
Hayek and other Austrians are concerned
to address the formation of individual
tastes and, above all, knowledge and ex-
pectations about available opportunities.
What drives the market, in their view, is
thus not the somewhat anemic atomistic
individuals whose maximizing behaviors
are a response to given price parameters,
but the interaction of blood-and-guts ri-
vals whose individual plans become coor-
dinated in the market. The role of the mar-
ket is thus to mobilize and transmit
knowledge.

Neo-Austrians therefore have a particu-
lar interest, as did Schumpeter, in the role
of the entrepreneur. Indeed, Schumpeter’s
theory of the innovating entrepreneur as
the key agent in bringing about both cycli-
cal and secular changes is a critical build-
ing block toward furthering this variant
of the neo-Austrian paradigm. Harkening
back to Böhm-Bawerk’s view of the capi-
talist’s agio as a payment for the creation
of ‘near goods,’ modern Austrians view
profits as rewarding entrepreneurs for the
discovery of new knowledge that coordi-
nates markets.

The neo-Austrian concern about the
process of knowledge acquisition has also
led in another important direction, which
has brought about an interesting and in-
tellectually important overlap with the
strand of post-Keynesian thought that
emphasizes uncertainty about the knowl-
edge process. Ludwig von Mises and
J.R.Hicks examined decision making in a
world characterized by events and circum-
stances that mathematical probabilities
cannot render knowable, i.e. by uncer-
tainty.19 A substantial literature has re-
sulted, which includes, in particular, the
work of Murray N.Rothbard and Israel
Kirzner.20 Both criticize the equilibrium-
oriented thinking of the mainstream and
offer an alternative view that repudiates
the focus the mainstream has accorded
econometrics as the sister-discipline of eco-
nomics. Together with the post-
Keynesians, modern Austrians reject the
premise that economic outcomes can be
successfully predicted by assuming that
the variables on which they depend be-
have according to the laws of probability.
The methodological criticisms these econo-
mists direct against the mainstream thus
reflect a considerable consensus, which
will be examined immediately after the
challenge being directed against the main-
stream by post-Keynesian thinkers.
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The challenge of post-Keynesian theory

A very large and diverse ‘after-Keynes’ lit-
erature, which is critical of the main-
stream, has developed and lends itself to
being categorized under four main head-
ings. The first and most influential of
these challenges undertook to counter the
influence of J.R.Hicks’s ‘suggested re-
interpretation’ of Keynes’s work. It was
initiated by the late American economist
Sidney Weintraub (1914–83) with exten-
sive support and substantial original con-
tributions from Joan Robinson (1903–80).
Its impetus was the phenomenon of infla-
tion whose rapid acceleration in the 1960s
and 1970s led them to undertake a major
intellectual battle with the Monetarist
analysis and policy recommendations ex-
amined in Chapter 23.

A second strand of post-Keynesian
analysis explores the tendency that capi-
talist economies exhibit toward endog-
enous instability in consequence of the
uncertain relationship between the pric-
ing of capital assets and the flow of invest-
ment.

The third strand of post Keynesian eco-
nomic analysis pursues the theme of un-
certainty to examine the phenomenon of
change over time. This focus is traceable
to the influence of Roy Harrod’s growth
formula G=s/v in which s is the long-run
average savings ratio and the desired ra-
tio between an increment of induced in-
vestment and new output and income. The
chief concern of this capital stock adjust-
ment model is to explain the erratic expan-
sion path of capitalist economies as being
related to the financing of investment out
of profits in an economy dominated by
large corporate enterprise.

There is also a fourth strand of post-
Keynesian economics that is focused on
challenging the marginal productivity
theory of factor income distribution. It is

associated primarily, though not exclu-
sively, with scholars at Cambridge Univer-
sity, UK, who are engaged in pursuing the
theme that wages and other income shares
are determined chiefly by social and po-
litical institutions. In the sections which
follow each of these will be reviewed in
turn.

Weintraub’s ‘classical’ Keynesianism

An early effort to counter the influence of
Hicks’s ‘suggested reinterpretation’ of
Keynes’s work was initiated by Sidney
Weintraub, who undertook to link the
theory of employment and output with
the theory of value and distribution via
the aggregate-supply function. It will be
recalled that the aggregate-supply sched-
ule (the Z function) was not explicitly
stated in the Keynes system and was
popularly represented simply as a 45°
line. Because this simplification obscures
the cost and productivity conditions of the
economy, Weintraub undertook to show
that the aggregate-supply function can be
derived from the supply curve of the firm.
The firm’s supply curve, it will be recalled,
is the segment of its marginal cost curve
lying above average variable cost. It indi-
cates the output the firm is willing to sell
at each price and is upward sloping be-
cause, for a given stock of capital, addi-
tional inputs of labor eventually yield di-
minishing returns. The industry short-
run supply function, which is the lateral
summation of the marginal cost curves of
the firms, relates industry output to ex-
pected market prices. Since employment
is correlated with output, an employment
function (i.e. a function relating employ-
ment with required sales revenues) can be
generated for each industry. The aggre-
gate supply schedule for the economy as a
whole can then be built up by aggregating
the revenue-employment values required
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as a condition for providing various levels
of employment for the economy as a
whole. An alternative way of expressing
this is to say that the aggregate money-
supply function relates each level of em-
ployment to the GDP level (in current dol-
lars) required to support it.21

The aggregate-supply function thus de-
rived is in money, not real, terms. It is nor-
mally expected to rise to the right at an
increasing rate, as does OZ in Figure 25.1.
This shape reflects the increasing signifi-
cance of diminishing returns in individual
production functions when capital stock
remains unchanged while employment in-
creases. Its upward slope implies that
prices rise with employment because di-
minishing returns increase marginal costs
and, therefore, the revenues required to
make increased employment profitable.
Every point on the aggregate-supply func-
tion reflects the relationship between em-
ployment and money outlays, and has an
implicit price level.22

The aggregate (money) demand func-
tion in Figure 25.1 shows the expenditures
expected from consumption and invest-
ment as the level of employment increases.
Every point on the DD function, therefore,

also has a price level implicit in it that cor-
responds to a point on the aggregate sup-
ply curve. For example, in Figure 25.2, the
price level implicit in Z2 is also implicit in
D2 while the (lower) price level implicit in
Z1 is also implicit in D1. The intersection
of the aggregate-demand and supply func-
tions determines the equilibrium level of
employment ON1, which is consistent with
price level P1.

Post-Keynesian inflation analysis

By presenting aggregate-supply and ag-
gregate-demand functions in money
terms, Weintraub’s apparatus is specifi-
cally designed to treat the problem of in-
flation. Following him, post-Keynesians
reject the theory of inflation inherent in
the Phillips curve linkage of wage-rate
and price-level increases and also its im-
plied trade-off between inflation and un-
employment. His alternative theory fo-
cuses on the relationship between money
wage rate changes and productivity
changes to explain inflation. His reasoning
is that a change in the money wage will
produce a shift in both the aggregate-de-
mand curve, via its influence on consumer

Figure 25.2 The employment-price level
relationship

Figure 25.1  A post-Keynesian view of inflation
and reduced employment
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spending, and the aggregate-supply func-
tion via its effect on industry supply
curves. The aggregate-supply function, Zl,
in Figures 25.1 and 25.2 reflects a given
rate of money wages, w1, and a constant
mark-up, k, over the wage bill. If the aver-
age wage rate in the economy increases to
w2, there will be related changes in both
the aggregate-demand and aggregate-
supply functions to D2 and Z2. Aggregate
demand shifts upward via the effect of the
higher wage on income and consumption;
aggregate supply, Z1, rotates leftward via
higher wages on cost of production, to Z2.

The position of the Z function reflects
the relationship between wage rates and
labor productivity and is critical, accord-
ing to post-Keynesians, for understanding
inflation. If average money wages rise
while labor productivity remains constant,
or rises proportionately less than wages,
the leftward movement of the Z function
from Z1 to Z2 will be greater than the up-
ward shift of aggregate demand from D1
to D2. The result is that the higher aver-
age money wage is associated with the
smaller volume of employment N0 and the
higher price level P2. Weintraub thus hy-
pothesized that, depending on their rela-
tionship to labor productivity, higher
money wages can be associated not only
with less employment but also with a
higher price level. Micro-theory and
macro-theory are joined in a manner
which, in Weintraub’s view, satisfies more
closely Keynes’s own objective of bringing
the theory of prices as a whole into closer
contact with the theory of value.23

Instability, uncertainty, and finance

The arguments of the (neoclassical)
Keynesians, as discussed in Chapter 23,
imply that, in the absence of strong exog-
enous shocks, the economy tends toward
equilibrium. Keynes himself was, how-

ever, more inclined to emphasize the pos-
sibility of the economy’s endogenous in-
stability which he attributed to the uncer-
tain relationship between the pricing of
capital assets and the flow in investment.

The economy’s instability reflects the
uncertainty that characterizes the real
world. The post-Keynesian view, following
in the tradition of J.M.Keynes, is that it is
conceptually inappropriate to ‘transform’
uncertainty into certainty via the calculus
of probability as though there is no distinc-
tion between uncertainty and risk.24

The effect of uncertainty surrounding
the financing decisions of individual firms
is compounded in sophisticated capital-
using economies by the practice of financ-
ing longterm capital assets via ‘speculative
financing,’ that is, via the issuance of new
debt.25 Since the future is unknowable,
such financing takes place amidst environ-
ments of alternating (and unpredictable)
euphoria or despair. A fundamentally un-
stable environment is thus generated. In-
stability with respect to asset values, in-
come, prices, and employment are inher-
ent characteristics of capitalistic econo-
mies. Employment and income disequi-
libria are the consequence of the unstable
investment environment that is generated
by uncertainty.

The Cambridge post-Keynesians

Post-Keynesians who are affiliated with
the modern Cambridge tradition repudi-
ate much of Marshall’s theoretical legacy,
especially as it relates to income distribu-
tion. Whereas mainstream thinkers be-
lieve that the distribution of income is ex-
plainable in terms of the marginal pro-
ductivity of variable factor inputs, Cam-
bridge post-Keynesians contend that the
price system does not determine either
the prices of factor inputs or the distribu-
tive shares. Factor prices and, thus, the
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distributive shares flowing to the income
recipients of the economy, are the outcome
of institutional forces. This view of distri-
bution is a return to the classical Ricardo-
Mill conception. Contrary to neoclassical
theory, which teaches that factor prices
(and thus income shares) are to be under-
stood in terms of essentially the same de-
mand and supply principles that explain
commodity prices, Ricardo maintained:

In different stages of society, the proportions
of the whole produce of the earth which will
be allotted to each of these classes (landown-
ers, capitalists and workers) under the
names of rent, profit, and wages will be es-
sentially different… To determine the laws
which regulate this distribution is the princi-
pal problem in Political Economy.26

Later, John Stuart Mill, reaffirming
Ricardo’s view that the problem of distri-
bution is distinct from the problem of pro-
duction, wrote: The laws or conditions of the
Production of Wealth partake of the char-
acter of physical truths. There is nothing
optional or arbitrary in them… It is not so
with the Distribution of Wealth. This is a
matter of human institution solely.’27

Cambridge post-Keynesian economists
who follow Piero Sraffa’s rendering of
Ricardo’s theory of distribution interpret
these well-known passages from classical
political economy to mean that, on a mac-
roeconomic level, the problem of explain-
ing the distributive shares is independent
of the value problem.

Sraffa’s general equilibrium model,
which he set out in his brief, but extremely
influential, book The Production of Com-
modities by Means of Commodities (1950),
is the basis for much of the post-Keynesian
analysis emanating from Cambridge.
Sraffa’s full-employment general equilib-
rium model has n commodity outputs,
which are known. It also has n-1 unknown

prices to be determined and given expres-
sion in terms of one of the commodities
(possibly gold) that serves as a numéraire
or common denominator of value. Outputs
are assumed to have been produced by a
given number of homogeneous labor units,
which receive an unknown average wage
rate w. Non-labor units receive a rate of
return (or gross profit) r, which is also an
algebraic unknown. Inputs and outputs
are linked by technologically given produc-
tion coefficients so that there are n equa-
tions relating each output to its input(s).
Finally, there is an equation expressing
the sum of the outputs, which is equal to
national income. Assuming the presence
of a competitive market, Sraffa’s system
establishes uniform wage and profit rates
as the equilibrium condition.

Since commodities are both outputs and
means of production, the price of each com-
modity is linked to every other commodity
so that it is necessary to determine their
relative prices simultaneously. If prices
are assumed as given, the rate of profit is
identifiable as a residual distributive vari-
able. Conversely, if the rate of profit is
given, then wages emerge as the distribu-
tive variable. Differently expressed,
Sraffa’s system is intended to demonstrate
that the problem of distribution cannot be
theoretically solved unless the system of
equations, which represent the relation-
ships between output values and the val-
ues of the factor inputs (i.e. r and w), is
somehow closed by means of an institution-
ally established wage determinant. The
observations of the late Joan Robinson are
particularly relevant in making this point.

Technical conditions and the rate of profit
determine the pattern of normal prices, in-
cluding the price of labor time…but what
determines the rate of profit? Marx closes
his system (sometimes following Ricardo)
by postulating a real wage governed by the
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conventional standard of life, and some-
times by taking as given the share of the net
profit in the value of the net output.
Marshall conceals the problem behind the
smoke-screen of moral sentiments. The lat-
ter-day neoclassicals are forever chasing
definitions around a circular argument…
The question of what determines the rate of
profit, when the wage rate is not to be taken
as given is the huge blank in traditional eco-
nomic teaching.28

Joan Robinson’s observations are a clear
indictment of neoclassical distribution
theory, and an implicit recommendation
for the classical view that prevailed before
the marginal revolution. Her intent was
to make the point that it is not possible to
accept Keynes’s macroeconomics and at
the same time maintain a neoclassical ap-
proach to microeconomic theory, especially
as it relates to the theory of distribution.29

Sraffa’s analysis is also concerned with
identifying the conditions which assure the
reproduction of a capitalist economy. His
‘reproducibility approach’ was also the ap-
proach of the Physiocrats who, as will be
recalled from Chapter 4, were concerned
with the maintainability of the ‘net prod-
uct.’ It differs from the so-called ‘scarcity’
approach which interprets prices as reflect-
ing the relative scarcity of goods. Sraffa
thus rejects the ‘circular flow’ perspective
of production and consumption, substitut-
ing for it a ‘one-way’ view that leads from
the factors of production (i.e. land and
labor) to consumption goods. Capital, in
this view, is not an ‘original’ factor of pro-
duction, but the product of one stage of pro-
duction that is on its way to the next stage.

Post-Keynesian growth and dynamics

The dynamic aspects of post-Keynesian
theory can be traced to the influence of
Roy Harrod’s growth formula G=s/v, in

which G is the rate of national income, s is
the average propensity to save, and v is
the capital/output ratio.30 Nicholas
Kaldor’s post-Keynesian models hypoth-
esize a savings-income ratio that depends
on the distribution of income.31 Savings by
wage earners and profit receivers are pos-
tulated to be functionally related to their
incomes, with the propensity to save out
of profit being greater than the propensity
to save out of wages. In the special classi-
cal case in which the propensity to save out
of wages is zero, all saving comes out of
profits. If, as in Kaldor’s model, the capital-
output ratio is assumed given, which im-
plies that the coefficients of production are
fixed, it follows that the equality of saving
and investment is brought about through
changes in the distribution of income
rather than changes in its level, as is the
case of the static Keynesian model de-
scribed in Chapter 21.

The chief objective of post-Keynesian
growth theory is to explain why, in fact,
the expansion path of a free enterprise
economy is so erratic. The analysis con-
ceives the rate of expansion to be related
to the distribution of income. Recalling the
world of the classical economists, income
from wages is presumed to be wholly spent
on consumption. Savings out of wages are
thus zero, while the savings out of the prof-
its of capitalists (i.e. non-wage earners),
who receive profits through their owner-
ship of the means of production, are 100
percent. Profit is therefore the only source
for financing investment, and the expen-
ditures of capitalists control the rate of in-
vestment.

In an economic system dominated by
large corporations, the economy’s propen-
sity to save is equivalent to that of the cor-
porate sector. These savings are the prime
source of the discretionary expenditures
(investment) that are critical to determin-
ing the level of economic activity. This
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analysis suggests that, if the rate of
growth of discretionary expenditures is
not equal to the investments that ‘animal-
spirited’ business owners are willing to
make in an uncertain world, the economy
will move off the growth path necessary to
maintain a steady state.32 The economy
will then experience a cyclical pattern
around the trend line. Thus, Cambridge
post-Keynesians concern themselves
chiefly with the problem of short-period
cyclical movements, while neoclassical
growth theorists, as was explained in
Chapter 21, are chiefly concerned with

the analysis of long-run, steady-state ex-
pansion.

Summing up the post-Keynesian
paradigm

The important differences between the
prevailing neoclassical position and the
challenge that is being leveled against it
by post-Keynesian thinkers is conven-
iently summarized under the headings
presented in Table 25.1. It restates in an
easily read format the differences that
post-Keynesians maintain set their work

Table 25.1 A comparison of neoclassical and post-Keynesian theories

Source: Alfred Eichner and J.A.Kregel, ‘An Essay on Post-Keynesian Theory: A New Paradigm in
Economics,’ Journal of Economic Literature 13 (December 1975), p. 1309.
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apart from orthodox economics. Its em-
phasis on the key role of the megacorp is
consistent with many of Galbraith’s obser-
vations in The New Industrial State; its
emphasis on the institutional aspects of
the income distribution process is consist-
ent with the perception held by modern
radicals, and its emphasis on the critical
role of information under uncertainty is
shared by modern Austrians. The question
of the nature and process of knowledge ac-
quisition has brought about an interesting
and intellectually important overlap be-
tween post-Keynesian and Austrian
thought. Both criticize the equilibrium ori-
ented thinking of the mainstream and re-
pudiate its focus on econometrics as the
sister discipline of economics. Together
with modern Austrians, post-Keynesians
reject the premise that economic outcomes
can be successfully predicted by assuming
that the variables on which they depend
behave according to the laws of probability.

Concluding comments

Speculation about how the issues raised
by paradigmatic controversy are likely to
be addressed is necessarily beyond the
scope of a book about the development of
economic analysis. One thing, however,
appears certain: the political and eco-
nomic restructuring of the world at the
beginning of the twenty-first century is
likely to focus once again the attention of
economic theorists on the grand old ques-
tions of political economy—the wealth of
nations, the sources of their growth, the
distribution of gross domestic product
among income claimants, levels of em-
ployment, and market gluts. These ques-
tions are less relevant to the neoclassical
and new classical theories of self-regulat-
ing markets than they are to the non-mar-
ket clearing, anti-equilibrium theories of
the critics of the mainstream. There are,

as yet, no firm answers; however, the
great masterworks of economics provide
insight into the kinds of questions that
are likely to be confronted in the future
and without which there can be no an-
swers.

Induction versus deduction

What is certain is that the criticisms
aimed at those who espouse the allocative
efficiency and market clearing views of
the mainstream reflect both a methodo-
logical disagreement about how to study
economic questions and philosophical
disagreement about the appropriate role
of authority in delineating individual and
business behaviors. The mainstream posi-
tion represents what is essentially a tri-
umph of individualism, i.e. the economic
problem is seen essentially as the science
of analyzing household and business
choices which are envisioned as culminat-
ing in a general equilibrium type of mar-
ket clearing. Most economists believe that
the development and refinement of the
statistical/ mathematical method enabled
them to join these techniques with gen-
eral equilibrium theory to generate
econometrics as something of a ‘super’
tool, making it possible for economics fi-
nally to achieve status as a science. Their
perception is that contemporary econom-
ics is deductive at the theoretical level, as
it has been historically, while, at the em-
pirical level, econometric techniques uti-
lize data to quantify the values of param-
eters and substantiate or reject the rela-
tionships established deductively. It is
precisely this perspective on which re-
gression-based empirical work has been
established as the counterpart of pure
theory. Their view, as was set out in Chap-
ter 21, is that the probabilistic approach
can circumvent uncertainty by treating it
as if it were a problem of risk.
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Advocates of the use of probabilistic
methods are, broadly speaking, encounter-
ing criticism from two directions. One is
from other empiricists who favor Bayesean
methods of statistical inference.33 Their
arguments are technically focused and
are, in that sense, different from the more
philosophically grounded arguments of
neo-Austrians and post-Keynesians, who
have rejected the premise that the laws of
probability can somehow tame unknown
information about the future to render it
knowable. It is the latter argument that is
of special concern to post-Keynesian and
neo-Austrian economists. Their thinking
draws heavily on the ideas of George
L.S.Shackle.34 The essence of Shackle’s
argument is that economic theory does not
have the power to predict future economic
outcomes.

Looking into the future is analogous to look-
ing through a kaleidoscope—a constantly
altering landscape of shapes and pieces.
Theories which tell us what will happen are
claiming too much: too much independence
from their turbulent surroundings; too
much capacity to remain upright in the gale
of politics, diplomacy and technical choice
and change. Kaleidic theories give insight;
preparedness for what cannot, in its nature,
be known for sure…but which need not
spring from total surprise. Classification is
no second-rate technique. It is the method
of medicine…of the law…of the organiza-
tion of libraries…of astronomy…of botani-
cal and zoological organization… Even the
procedure on finding solutions for differen-
tial equations is a question of groping in a
catalog of possibilities.35

What follows, especially for post-
Keynesians and neo-Austrians, is the con-
clusion that because economic processes
move forward in historical (or calendar)
time, past observations cannot produce
knowledge about current and/or future
events. Economic science must therefore
be explanatory and its efforts to predict

should not depend on probabilistic meth-
ods. The counter-argument of the large
majority (i.e. the ‘mainstream’) is that ‘the
question is not whether probabilities exist
or not, but whether—if we proceed as if
they existed—we are able to make state-
ments about real phenomena that are cor-
rect for practical purposes.’36

To those whose concern is whether the
‘real phenomena’ the mainstream chooses to
study are chiefly those that lend themselves
to being studied with probabilistic regres-
sion techniques applied to the data sets that
are at hand, this is not an appropriate re-
buttal. The very nature of a social science,
addressing as it does human behavior,
renders exact formalization not only impos-
sible but inappropriate for ‘capturing’ the
‘animal spirits’ which Keynes so vividly de-
picted as ruling investors and entrepre-
neurs. Thus econometric techniques are
most appropriate when data samples are
large, which is unfortunately often not the
case; furthermore, the deficiencies of inad-
equate data are generally too expensive to
be remedied by econometricians who are
better trained at using data than collecting
it. Most data sets are produced by govern-
ment as part of the activities of taxing and
regulation and their usability by
econometricians is often fortuitous.

There is the further problem that econo-
mists who have been trained during the
last quarter century, during which
econometrics has become the sister science
of economics, have made such heavy in-
vestments in learning the techniques of
the discipline that they are naturally in-
clined to focus on the kinds of problems
that lend themselves to being studied with
the aid of the tools of which they have be-
come masters. However, when the tech-
niques are no longer suitable to address
the problems, it becomes impossible for
the discipline to progress towards discern-
ing new ‘truths.’ It is relevant that even
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some of the most highly respected math-
ematical economists have strong reserva-
tions about reliance on mathematics and
econometrics as the chief vehicles for re-
search in a social science such as econom-
ics. Oskar Morgenstern, for example,
made it clear that prediction is possible in
nature because the variables are ‘dead.’37

However, the matter is conceptually dif-
ferent when ‘live’ variables are at issue, for
these represent other ‘wills’ that impact on
the behavior of others in ways that cannot
be rendered ‘predictable’ when relying on
probability theory.38

Individualism versus authoritarianism

It is also relevant to note that the grand
old questions posed by the Masterworks
of Economics are, in principle, ideologi-
cally neutral. That is, they are supposed
to lead to a body of self-contained gener-
alizations that are universal in the sense
of being independent of the socio-political
frameworks of alternative economic sys-
tems. Yet, it is a fact that the laws of clas-
sical economics, which are the economics
‘knowledge base’ from which much of the
economic inquiry of the nineteenth and
twentieth centuries proceeded, were ar-
ticulated within the context of a price di-
rected economy conceived to operate un-
der a system of ‘natural liberty.’ In it indi-
viduals rely largely on their own self-in-
terest, and count on the leavening influ-
ence of the ‘invisible hand’ to provide for
the public good. Thus, laissez-faire is the
logical policy derivative of natural law
philosophy that has shaped economic
theory, and has been well nigh insepara-
ble in the history of economics.

In terms of philosophy, the opposing
views about individual capabilities and
responsibilities versus the need for author-
ity are, as has been seen, traceable to the
ancient Greeks and, after them, the Scho-

lastics of the medieval era who incorpo-
rated their thinking into church doctrine
during the Renaissance. However, from
the standpoint of the history of economics,
the opposition of views about the role of
authority first becomes apparent in
Physiocratic thinking. Their ideal was to
achieve the natural order by prevailing on
the King and his ministers to moderate the
harsh restrictions of Colbertism. The
Physiocrats failed politically, as was seen
in Chapter 4, because they were unable to
achieve the reforms needed to revitalize
the agricultural sector while also satisfy-
ing the objectives of the peasant class. The
primary long-term effect of Turgot’s posi-
tion as Finance Minister was that his de-
regulation of the corn trade and his intro-
duction of tax reforms matured as belief
in the ‘invisible hand.’

Smith valued physiocracy as the most
perfect system ever devised. He thought
monopoly harmful and interpreted the
competitive price as the ‘just’ price. Con-
trary to today’s conventional wisdom,
Smith was not a great champion of busi-
nessmen, though he was a great advocate
of free competition. ‘People in the same
trade seldom meet together, even for mer-
riment and diversion, but the conversation
ends in conspiracy against the publick, or
in some contrivance to raise prices’.39 Ac-
cordingly, Smith championed free markets
and maintained that it is the responsibility
of government to erect and maintain ‘those
publick institutions and publick works
which, though they may be in the highest
degree advantageous to a great society, are
however of such a nature that the profit
could never repay the expense to any indi-
vidual or a small number of individuals’.40

The great social consciousness of the
Utilitarians (including Malthus, Mills,
and Jevons) led them to favor policy
measures to maximize ‘the greatest good
for the greatest number.’ Although they
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had important differences, they supported
data collection and the development of sta-
tistical methods, ultimately to achieve a
hedonic calculus, precisely because of its
potential to provide a rationale for policy
measures. Particularly for J.S.Mill, a posi-
tive role for government was balanced by
an equally strong commitment to indi-
vidual liberty. Thus, as was seen in Chap-
ter 8, he rejected socialism as the best sys-
tem for alleviating poverty.

More or less contemporaneously, the
contrary view of the Utopian socialists
held that private property is an unmiti-
gated evil. Together with Marx’s even
stronger argument that private property
rights will inevitably be destroyed by the
contradictions of the capitalistic system,
these nineteenth century negative expres-
sions about the reliability of individual
property rights as opposed to the actions
of government to achieve the public good,
anticipate the twentieth-century views
that are certain to be reprised in the
twenty-first century.

The return to confidence in the effec-
tiveness of competition that characterized
the Marshallian era again came to an end
with the mass unemployment problems of
the 1920s and 1930s and Keynes’s chal-
lenge to the mainstream tradition of his
generation. Like Marx, Keynes empha-
sized the inherent instability of the capi-
talistic system. Marx attributed the de-
clining rate of profit to the inability of capi-
talists to realize surplus value from invest-
ment, which generated breakdowns that
are the prelude to the destruction of capi-
talism. For Keynes, the main factors caus-
ing breakdowns are derived from basic
human propensities. He thus saw a neces-
sity for government intervention to ‘social-
ize’ investment in order to offset the ten-
dency under capitalism for aggregate de-
mand to be inadequate for creating satis-
factory employment levels. But he re-

garded the destruction of capitalism as
being neither desirable nor inevitable. On
the contrary, he felt that the essentials of
the capitalistic system could be preserved
without sacrificing full employment if gov-
ernment exercises the proper controls.
Precisely what the nature of this interven-
tion should be, Keynes did not examine in
detail. However, the social philosophy that
underlies the concluding chapter of The
General Theory is that there are certain
areas that should not be left to individual
initiative. Keynes suggests that:

The state will have to exercise a guiding in-
fluence on the propensity to consume, partly
through its scheme of taxation, partly by fix-
ing the rate of interest, and partly, perhaps,
in other ways. Furthermore, it seems un-
likely that the influence of banking policy on
the rate of interest will be sufficient by itself
to determine the optimum rate of invest-
ment… [But it] is not the ownership of the
instruments of production which it is impor-
tant for the state to assume. If the state is
able to determine the aggregate amount of
resources devoted to augmenting the instru-
ments and the basic rate of reward to those
who own them, it will have accomplished all
that is necessary.41

Thus, what Keynes proposed is essentially
a mixed economy in which investment is
socialized but in which private self-inter-
ests will continue to function in all areas
in which it is compatible with full employ-
ment. He regarded this as ‘the only practi-
cable means of avoiding the destruction of
existing economic firms in their entirety
and as the condition of the successful func-
tioning of individual initiative.’42

After Keynes

The credibility of Keynes’s analysis was
undermined by the advent of the dual
problem of inflation and unemployment.
Commitment to the policy of demand



○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○ ○

Chapter 25 Competing paradigms

564

management to control the level of em-
ployment came to a concomitant end. The
neoclassical synthesis is an amalgam of
Keynesian principles and Walrasian gen-
eral equilibrium, which is accompanied
by the view that the predilection of the
economy to a ‘natural’ rate of unemploy-
ment undermines the usefulness and ne-
cessity for government interventions in
most markets because the public antici-
pates them so that they become counter-
productive.

The microeconomic counterpart of the
macroeconomic paradigm is similarly
predicated on individual choice principles
that are extended to a whole range of ques-
tions that are relatively new to economics
as a discipline: the economics of education,
of crime, of marriage, of public choice. The
role of government within the framework
of this paradigm is chiefly to define prop-
erty rights to facilitate market solutions.
Yet, if history is any guide, the present era
of assigning as many activities as possible
to the private sector is unlikely to rule in-
definitely. The self-same competitive
forces that have caused the leading indus-
trial economies to become ‘post industrial’
are certain again to call forth what
J.K.Galbraith has so eloquently termed
‘countervailing power.’ The documented
decline in real wages during the last dec-
ade is likely to refocus attention on wage
and employment issues, and rekindle an
interest in the study of the institutions
that determine the distribution of income.

Employment issues, in particular, have
moved center stage again, partly in conse-
quence of technological changes which are
not only substituting capital for labor, but
require greater investments in ‘human’
capital to complement new investments in
physical capital.43 The capability of indus-
trial countries, which now include the
‘newly emerged’ industrial economies of
Asia and Eastern Europe, are posing a

world-wide competition for markets. In
short, the phenomenon of potentially defi-
cient aggregate demand, which was of
such great concern to Keynes, has rel-
evance beyond the Western economies and
the era of history to which they were origi-
nally thought to apply.

The globalization of markets, i.e. the
relatively free movement of goods, serv-
ices, financial assets and, to some extent,
the international mobility of labor, espe-
cially skilled labor, implies increasing in-
teraction between Western economies and
the rest of the world. Much of this world
comprises economies with long histories of
state management to which the principles
of capitalist economies do not apply. Yet,
the quest for profitable markets and ris-
ing standards of living is equally relevant
to all. Economists who undertake to ad-
dress these joint problems of their respec-
tive economies will almost necessarily find
themselves drawing not only on neoclassi-
cal principles, but on the several other
paradigms we have examined. What is
likely to emerge is a new multi-
dimensionalism or pluralism in economic
theory which offers a broader range of ana-
lytical tools and a richer perspective than
that of the present tradition. Indeed, there
is, even now, an ongoing evolution within
neoclassical theory that is too recent for
inclusion in a text such as this but, never-
theless, suggests that the next generation
of professionally trained economists will
be able to expand on the traditional mod-
els of current mainstream thought to gen-
erate propositions that relate more clearly
to the questions of a global economy.44

Individuals who have studied the his-
tory of economic thought are likely to have
a far greater appreciation than those who
have not, to understand what kinds of ques-
tions are likely to arise in different circum-
stances, and how the answers given to these
questions are likely to become reflected in
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policy. Thus, we end as we began. We study
the history of economics for its own sake;
but more importantly, we study it to bet-
ter understand and address the economic
questions that arise in our lifetimes and
in those of our children.
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