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Preface

With The Wealth of Ideas (Roncaglia 2005), published more than a decade
ago, my aim was to present my own reconstruction of the history of
economic thought, on the lines drawn by Piero Sraffa in his writings
(i.e. opposing the Classical to the marginalist approach) but with some
significant differences, such as re-evaluation of Adam Smith as compared
to David Ricardo, greater attention to the themes concerning the inter-
pretation of society beyond the theory of value and a reformist view of the
capitalist economy. I have also tried to locate and illustrate similarities
and differences inherent to each approach — classical and marginalist —
and to assess the position of somewhat anomalous authors like Marshall,
Keynes, Schumpeter and Sraffa himself.

The book enjoyed a favourable reception and was also utilized as
a textbook in various languages and countries. However, I became
aware that its proportions stood in the way of both perception of its
main theses and its use as a textbook or an introductory text for non-
economists on a discipline that concerns us all. Hence the decision to
prepare a drastically simplified and shortened version. In particular, apart
from passing over some aspects of lesser importance, I cut out nearly all
references to the secondary literature (which remain available to the
interested reader in the editio maior). The new book also gave me the
opportunity for thorough revision and a number of minor changes and
some rewriting, including extensive revision of the final chapter, with
hints at a new interpretation of recent trends in economics that I plan to
develop fully in my next book.

I hope in this way to provide an introduction to the history of economic
thought that might also help the reader understand the current economics
debate. Underlying the debate there are quite often, hidden from sight
but still very significant, different approaches to economics, and not only
different opinions on policy. What is now considered the mainstream
approach, supported by many as the only truly scientific approach or
even as the only one rout court, is but one, and possibly not the best, of
the various approaches developed in the course of time.

ix
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1 Introduction: The History of Economic
Thought and Its Role

To understand the others: this is the historian’s aim.
It is not easy to have a more difficult task.
It is difficult to have a more interesting one.

(Kula 1958, p. 234)

1.1 Why the History of Economic Thought Is Considered
Useless: The Cumulative View

The history of economic thought (HET) is essential for anyone interested
in understanding how economies work. Thus — I maintain — economists,
precisely as producers and users of economic theories, should study and
practise the history of economic thought. This thesis is opposed to the
now prevailing consensus. Most contemporary economists are convinced
that HET is not necessary for the progress of research, which, rather,
requires work on the theoretical frontier.

This anti-HET attitude relies on a cumulative view of the development
of economic thought, according to which economic analysis displays
a progressive rise to ever higher levels of understanding of economic reality.
The provisional point of arrival of today’s economists — contemporary
economic theory — incorporates all previous contributions.’

The cumulative view is connected to positivism or, more specifically, to
a simplified version of logical positivism, the so-called received view, which
found a considerable following as from the 1920s: scientists work by
applying the methods of logical analysis to the raw material provided by
empirical experience. To evaluate their results, objective criteria for

! An illustrious and indeed radical example of this position is offered by Pantaleoni 1898.
According to him, the history of thought must be ‘history of economic truths’ (ibid., p. 217):
‘its only purpose ... is to relate the origins of true doctrines’ (ibid., p. 234); a clear-cut
criterion for judging the truth or falsehood of economic theories is available: “There has
been a troublesome search for hypotheses that are both clear and in conformiry with
realiry . .. Facts and hypotheses have then been used, and what could be deduced from
them has been deduced. The theorems have also been checked on empirical reality’ (ibid.,
p. 217).
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2 Introduction: The History of Economic Thought and Its Role

acceptance or rejection can be established. Analytic statements, concern-
ing abstract theoretical reasoning, are either tautological, i.e. logically
implied in the assumptions, or self-contradictory, i.e. they contain
logical inconsistencies; in the former case, the analytic statement is
accepted, in the latter rejected. Similarly, synthetic statements, concern-
ing the empirical world, are either confirmed or contradicted by
evidence and hence accepted or rejected for objective reasons. All
other statements for which no analogous criteria of acceptance or
rejection can be found are termed metaphysical and are considered
external to the field of science.

This view has come in for severe criticism, discussed in the following
section. Nevertheless it remains the basis for the cumulative view of
economic science, namely the idea that successive generations of econo-
mists contribute new analytic or synthetic propositions to the common
treasure of economic science, which — as a science — is univocally defined
as the set of ‘true’ propositions concerning economic matters. New
knowledge is thus added to that already available, and in many cases —
whenever some defect is identified in previously accepted accounts — is
substituted for it. Hence, the study of economics must be conducted on
the theoretical frontier, taking into consideration the most up-to-date
version and not the theories of the past. However, the latter may deserve
some attention: as Schumpeter (1954, p. 4) says, studying economists of
the past is pedagogically helpful, may prompt new ideas and affords useful
material on the methods of scientific research in such a complex and
thought-provoking field as economics, on the borderline between natural
and social sciences.

Among adherents of the cumulative view, Viner (1991, pp. 385 and
390) proposes a subtle defence of the history of economic thought,
pointing to the importance of ‘scholarship’, defined as ‘the pursuit of
broad and exact knowledge of the history of the working of the human
mind as revealed in written records’. Scholarship, although considered
inferior to theoretical activity, contributes to the education of researchers,
being ‘a commitment to the pursuit of knowledge and understanding’:
‘once the taste for it has been aroused, it gives a sense of largeness even to
one’s small quests, and a sense of fullness even to the small answers ...
a sense which can never in any other way be attained’. Education in
research thus appears to be a prerequisite for informed application of
analytical tools.> Thus, even if the history of economic thought is

2 Schumpeter (1954, p. 4; italics in the original) says something similar when stating that
the history of economic thought ‘will prevent a sense of lacking direction and meaning from
spreading among the students’.
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1.2 The Competitive View 3

considered to be of little use in learning modern economic theory, an
important role is attributed to it in the education of the researcher.

1.2 The Competitive View

Over the past few decades a number of economists have referred to
Kuhn’s (1962) ‘scientific revolutions’ or Lakatos’s (1978) ‘scientific
research programmes’ in support of the idea that it is impossible to choose
among competing theoretical approaches with the objective criteria
indicated by logical positivism (logical consistency, correspondence of
assumptions to empirical reality).

First of all, some criticisms concern the clear-cut dichotomy between
analytic and synthetic statements. Analytic statements, if interpreted as
purely logical propositions, are devoid of any reference to the real world;
as a consequence, they are empty from the point of view of the interpreta-
tion of real-world phenomena. Synthetic statements, in turn, necessarily
embody a large mass of theoretical elements in the very definition of the
categories used for collecting the empirical data and in the methods by
which these data are treated; as a consequence, the choice of accepting or
rejecting any synthetic statement cannot be clear-cut but is conditioned
by a long series of theoretical hypotheses that cannot, however, be subject
to separate evaluation. Thus, there are no univocal objective criteria for
evaluating analytic and synthetic statements.

Another important critique of the criterion for accepting or rejecting
synthetic statements — their correspondence or non-correspondence to
the real world — is developed by Popper (1934). No matter how many
times a synthetic statement is corroborated by checking it against the real
world, says Popper, we cannot exclude the possibility that a contrary case
will eventually crop up. Thus, for instance, the statement that ‘all swans
are white’ may be contradicted by the discovery of a single new species of
black swans in Australia. The scientist cannot pretend to verify a theory,
that is, to demonstrate it to be true once and for all. The scientist can only
accept a theory provisionally, bearing in mind the possibility that it may
be falsified, or in other words shown to be false by a newfound empirical
event contradicting it. In a subsequent book (1969), Popper maintains
that the best method for scientific research consists precisely in the
formulation of a potentially never-ending series of ‘conjectures and
falsifications’. In other words, the scientist formulates hypotheses and
then, rather than looking for empirical confirmation — which in any case
could not be definitive — seeks out refutations. These, by stimulating and
guiding the search for better hypotheses, contribute to the advancement
of science.
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4 Introduction: The History of Economic Thought and Its Role

The influence of some historians and philosophers of science, such as
Kuhn, Lakatos and Feyerabend, then contributed, in the last decades of
the twentieth century, to abandonment of the positivistic methodology in
the field of economic theory.

According to Kuhn, the development of science is not linear but can be
subdivided into stages, each with its own distinctive characteristics.
In each period of ‘normal science’, a specific point of view (paradigm) is
commonly accepted as the basis for scientific research. On such a basis, an
ever more complex theoretical system is built, capable of explaining an
increasing number of phenomena. This process of growth of normal
science, however, is accompanied by the accumulation of anomalies,
phenomena either that are unexplained or that require for explanation
an increasingly heavy load of ad koc assumptions. The result is a growing
malaise prompting a ‘scientific revolution’, or in other words proposal of
a new paradigm. This marks the beginning of a new stage of normal
science, within which research proceeds without calling into question
the underlying paradigm.

Kuhn does not consider the succession of different paradigms as
a logical sequence characterised by a growing amount of knowledge.
The different paradigms are considered as not commensurable among
themselves; each of them constitutes a different key for interpreting
reality, necessarily based on a specific set of simplifying assumptions,
many of which remain implicit. No paradigm can encompass the whole
universe in all its details. Strictly speaking, it is incorrect to say either that
the earth goes round the sun or that the sun goes round the earth, since
there is no fixed point within the universe. Each of the two hypotheses
requires the choice of a fixed point as reference for the study of the
universe or, better, concentrates on a part of the universe that is in
continuous movement relatively to any other possible fixed point. Since
both the earth and the sun move in space, those of Copernicus and
Ptolemy are but two alternative theoretical approaches that explain in
more or less simple terms a greater or smaller number of phenomena.
We may also recall that a heliocentric view had already been proposed by
Aristarchus of Samos in the third century BCE, nearly five centuries
before Ptolemy: paradigms do not necessarily follow each other in
a linear sequence but can reappear as dominant after even long periods
of eclipse.

Kuhn’s ‘scientific revolutions’ are intended more as description
of the paths followed by the different sciences than as a normative
model of behaviour for scientists. On the other hand, Lakatos adopts
anormative attitude (1978) with his ‘methodology of scientific research
programmes’, consisting in a set of working rules for both critique and
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1.2 The Competitive View 5

construction of theories (negative and positive heuristic), organised
around a ‘hard core’ of hypotheses concerning a specific set of issues
and utilised as foundations for constructing a theoretical system.
The hard core remains unchanged even when anomalies arise, thanks
to a ‘protective belt’ of auxiliary hypotheses; it is abandoned only when
the scientific research programme is clearly recognised as ‘regressive’,
i.e. when going ahead with it appears a waste of time and effort. Thus
Lakatos sees acceptance or rejection of a scientific research programme
as a complex process, not an act of judgement based on well-defined,
univocal, objective criteria.

Thus interpreted, Lakatos’s view is not very different from -
although less radical than — the approach proposed by Feyerabend
(1975) with his ‘anarchistic theory of knowledge’. Feyerabend stres-
ses the need for open-mindedness towards the most disparate
research approaches; at the same time, he guards against unqualified
application of his own motto: ‘Anything can go’. Critique of the idea
that there exist absolute criteria of truth (or better of acceptance and
rejection of theories) coexists with the idea that rational debate
between different, even conflicting, points of view is practicable.
Obviously, when debating the different viewpoints one should not
use the criteria of judgement based on one’s own worldview but
rather try to understand and adopt the rival viewpoint and possibly
to criticise it from inside. We are thus confronted with a procedure
for scientific debate analogous to that commonly followed in legal
proceedings, where prosecutor and defence each bring argumenta-
tions in support of their positions.

Feyerabend’s views were brought into the economic debate by
McCloskey (1985), albeit with some changes. McCloskey speaks of
a ‘rhetorical method of scientific debate’ that rejects neat, mono-
dimensional criteria for the evaluation of theories and stresses, in
contrast, the role of their relative power of persuasion.? This does
not mean denying any value to the theoretical debate: far from it,
the main message is the need for tolerance in the face of different
views of the world and hence of different theoretical approaches.
We may also recall that, thus interpreted, the rhetorical method in
economics can be traced back to Adam Smith’s History of Astronomy
(Smith, 1795).

3 Within the field of the natural sciences, experiments performed in controlled conditions
(that is, keeping ceteris paribus) as a rule constitute decisive proof of the superiority of one
theory over other theories. In the field of the social sciences, however, such experiments
are practically impossible. Hence the greater complexity in this latter field for comparison
between different theories.
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6 Introduction: The History of Economic Thought and Its Role

In the case of Kuhn, Lakatos and Feyerabend alike, economists are
led to recognise the existence of alternative approaches, deduced from
the succession of different paradigms or from the coexistence of
different scientific research programmes. It is here that the history of
economic thought comes into play. Those who accept a competitive
view of the development of economic thought and participate in
a debate between contending approaches are induced to investigate
the history of such a debate, seeking out the points of strength and
weakness that account for the dominance or decline of the different
approaches.

In particular, those who support approaches competing with the
dominant one may find HET very useful. First, analysis of the writings
of economists in the past often helps in clarifying the basic character-
istics of the approach proposed and the differences between it and
the dominant one. Second, HET helps in evaluating theories based
on different approaches, by bringing to light their worldviews, the
concepts and hypotheses on which they are based. Often this helps
in retrieving the notes of caution and the qualifications originally
accompanying the analysis and subsequently forgotten. Third, recal-
ling illustrious cultural roots sometimes serves a tactical purpose,
namely to shake up the inertia that constitutes such a strong advantage
for the prevailing mainstream.

The competitive view implies neither equivalence between competing
approaches nor absence of scientific progress. What the competitive view
specifically rejects is the idea of a mono-dimensional process of scientific
advance. There can be progress both within each approach (where indeed
it is the general rule, in terms of both greater internal consistency
and higher explanatory power) and along the historical sequence of
research paradigms or programmes. In the latter case, however, the idea
of progress is more imprecise and greater caution is required. An undeni-
able element of progress is provided by the increasing number of ever
more sophisticated analytical tools made available by developments
in other fields of research (new mathematical tools, better and more
abundant statistical material, higher computing power with the new
computers). But between successive research paradigms or programmes
there are commonly crucial differences in the underlying worldview.
Some aspects of reality are given greater prominence, others less, so that
there are differences in the set of (explicit or implicit) assumptions on
which theories are built and hence in the domain of applicability of the
theories. Analytical variables or concepts (such as the market, competi-
tion, natural price, profit, rent), although indicated by the same name,
take on different meanings when used within different theories. We thus

Downloaded from https://www.cambridge.org/core. IP address: 120.57.153.48, on 23 Sep 2017 at 09:26:36, subject to the Cambridge Core
terms of use, available at https://www.cambridge.org/core/terms. https://doi.org/10.1017/9781316798416.002


https://www.cambridge.org/core/terms
https://doi.org/10.1017/9781316798416.002
https://www.cambridge.org/core

1.3 The Stages of Economic Theorising 7

need to analyse the conceptual foundations of the different theories, and
the changes in the meaning of the concepts when inserted in different
theoretical frameworks, as part of theoretical research work.

1.3 The Stages of Economic Theorising: Conceptualisation
and Model-building

Schumpeter (1954, pp. 41-2) stresses the importance of analysing the
conceptual foundations by subdividing economic research into three
stages. First, we have the ‘pre-analytic cognitive act’, or ‘vision’, which
consists in locating the problem to be dealt with and suggesting
some working hypotheses with which to start analysis, the aim being to
arrive at, if not a tentative solution, then at least the way to tackle the
problem. Second, we have the stage where the aim is ‘to verbalize
the vision or to conceptualize it in such a way that its elements take
their places, with names attached to them that facilitate recognition, or
manipulation, in a more or less orderly scheme or picture’: what we can
call the stage of conceptualisation. The abstract system of concepts thus
obtained isolates the elements of reality that are considered relevant
to the issue under consideration. Finally, the third stage concerns the
construction of ‘scientific models’.

As we saw in the preceding section, the debate between contending
approaches is above all a matter of choosing the conceptual system to be
used in representing economic reality. HET plays a decisive role in this
respect. It is impossible to provide an exhaustive definition of a concept:
the best way to analyse it is to study its evolution over time, examining the
different shades of meaning it acquires in the writings of different authors
and occasionally in the different writings of the same author. This is the
common experience of all studies in the humanities, from philosophy to
politics.

Furthermore, by utilising HET for analysis of a concept (and of
a conceptual system) we can investigate two basic issues: first, whether
it is possible to adapt the content of concepts to the continuous
changes in the reality to be explained; second, how the mechanism of
interaction between the conceptualisation stage and the stage of
model-building operates. The first point — the interaction between
economic history and economic theory — is a well-known issue.
The second point is rarely considered but is crucial: the difficulties
that arise in the stage of model-building and the analytical solutions to
those difficulties often imply modifications in the conceptual founda-
tions of the theories, and such modifications may imply a flight from
reality into purely utopian worlds.
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8 Introduction: The History of Economic Thought and Its Role

The systems of concepts underlying any theory are thus changing
continuously, which makes it impossible to conceive evaluation of eco-
nomic theories on a mono-dimensional scale. Theoretical advances may
constitute scientific progress under certain aspects but not under others.
Most importantly, the steps forward continuously made in the direction
of a higher logical consistency and a growing use of more advanced
analytical techniques do not necessarily imply a higher explanatory
power: they may call for further restrictions to the meaning of the
variables under consideration, excluding crucial aspects of reality from
the field of applicability of the theory. When we are confronted with this
problem HET, by focusing attention on the shifts in the meaning of the
concepts used in the theory, can help in evaluating the multifaceted path
followed by economic research.*

1.4 Economics and the History of Economic Thought

Economics is an investigation of society, with two main characteristics.
First, it is a scientific investigation, which follows specific methodological
rules (although not necessarily unchangeable or univocal). Second, it
considers society in a particular, but fundamental, aspect: the mechan-
isms of survival and development of a society based on the division of
labour. In such a society each worker is employed in a specific activity,
collaborating in the production of a specific commodity, and has to obtain
from other economic agents, in exchange for (part of) the product, the
commodities required as means of production and subsistence. These
mechanisms consist in institutions, habits, norms, knowledge and pre-
ferences, which constitute constraints and behavioural rules. Economists
investigate the results, both individual and collective, of specific sets of
constraints and behavioural rules.

As investigation of society, political economy is a social science, with
a historical dimension. As a science, it implies adhesion to the methodo-
logical criteria prevailing in the economists’ working environment. Hence
we have a tension between the scientific rules of logical consistency
and the nature of economics as a social science. HET helps to achieve
a positive resolution of the previously mentioned tension, by bringing
to the fore the historical dimension in economic enquiries and, simulta-
neously, by referring to both criteria — logical precision and empirical
relevance — in selecting and evaluating the theories on which to focus
attention and in locating a connecting line of development.

4 For an illustration of the recent debate on the topic, cf. D’Ippoliti and Roncaglia 2016.
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1.4 Economics and the History of Economic Thought 9

A fairly clear answer to the question we started from thus emerges.
HET is useful not only and not simply on the didactic level or to provide
a sense of direction to economic research or material for epistemolo-
gists. It is an essential ingredient both of the theoretical debate between
contending approaches, since it helps to clarify the differences and
modifications in their representations of the world, and of the theore-
tical work within each approach, since it contributes to developing the
conceptual foundations and clarifying the changes intervening in them
in response to theoretical difficulties and evolving realities.

HET also constitutes an education in democracy, in the sense indicated
by Kula, quoted at the beginning of this chapter, by educating to the
exchange of ideas, also thanks to the effort it involves in understanding
the ideas of others, the perception it fosters of the complexities of the
worldviews underlying the different theories and determining their
potentialities and their limits and the links it reveals with other fields of
human knowledge and action.

“There are more things in heaven and earth, Horatio, than are dreamt
of in your philosophy’: HET, with its own various research strategies, is of
great help in keeping economists fully aware of the truth of Hamlet’s
observation. Not least for this reason, it is a field that every economist
should explore.
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2 The Prehistory of Political Economy

2.1 Why We Call It Prehistory

The naissance of political economy was a very complex process that took
place over a long time horizon: at least from the classical Greek period to
the sixteenth and seventeenth centuries.! Only in the nineteenth century,
with the creation of the first economics chairs in universities, was the
economist recognised as an autonomous professional figure.?
References to issues now commonly considered as belonging to
economics already made their appearance in classical antiquity and the
Middle Ages. Authors such as Diodorus Siculus, Xenophon or Plato, for
instance, considered the economic aspects of the division of labour,
maintaining among other things that it favours a better product quality.
However, for a long time — at least up to the seventeenth century — the
approach to economic issues was substantially different from present-day
practice. Indeed, the very economic mechanisms regulating production
and income distribution have since seen radical transformation. Suffice it
to recall just how much sheer violence, authority and tradition weighed in
the economic life of classical antiquity, based on slave labour, and of the
feudal period, based on serf labour, in comparison with economic life in
a market economy. Moreover, given the relatively primitive technology in
use in those historical periods, human life was dominated by natural
phenomena (such as natural calamities, epidemics) as well as wars and
arbitrary exercise of political power. If we add to this a largely super-
stitious religious sensibility, we can understand how repetitive cycles of

! In that period the term political economy began to be used; the first to use it as a title for
a book (the Traité de I’économie politique, 1615) was the Frenchman Antoine de
Montchrétien (a. 1575-1621).

2 To be precise, the first chair in political economy was established in Naples in 1754, for
Antonio Genovesi; in 1769 Milan followed with Cesare Beccaria. Elsewhere (France,
England) things moved more slowly. Alfred Marshall was still fighting for the institution
of a degree course in economics in Cambridge and the professionalisation of economics
between the end of the nineteenth and the beginning of the twentieth century.

10
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2.1 Why We Call It Prehistory 11

work and life, day by day, year by year, were systematically preferred to
innovation and change. We can also understand why the philosophers of
classical antiquity and theologians of the Middle Ages considered it their
task not so much to describe and interpret the way the economy works as,
rather, to provide advice on morally acceptable behaviour in the field of
economic relations.

Actually, political economy was born from the conjunction of two
major issues. On the one hand, we have the moral issue: which rules
of conduct should human beings respect in the domain of economic
activities? On the other hand, we have the scientific issue: how does
a society based on the division of labour function, where each person or
group of persons produces a specific commodity or group of commodities
and needs the products of others, both as subsistence and as means of
production, to keep the production process going?

The two questions are connected, both with respect to the search for
objective grounds for moral evaluation of human behaviour and for the
idea (dominant in the Aristotelian tradition) that ‘good’ is what ‘conforms
to nature’. For a long time, authors writing on economic matters seemed
not to distinguish clearly between the two issues, as shown by the
ambiguities of the notion of ‘natural law’ itself: ambiguities still to be
perceived in protagonists of the classical school such as Adam Smith and
David Ricardo.

Political economy was thus born as a moral science and as a science
of society. At this stage, distinction between the different aspects now
included in the field of economics was in many instances more clear-cut
than the dividing line between economics and the other social sciences.
Thus, for instance, the distance between the study of economic institu-
tions and that of political institutions was minimal. Much larger was the
distance separating the study of institutions from that of the behaviour
of the good parer familias with respect to consumption activities
and supervision of the family budget: for instance, discussion on the
economic tasks of the pater familias generally involved reflections on the
upbringing of children.

An important factor in the progressive separation between the two
fields of research, as we shall see in the next chapter, was a change in
perspective prompted by discoveries taking place in the natural
sciences: from Galileo’s (1564-1642) contributions in the field of
astronomy to the discovery of the circulation of blood announced by
Harvey in 1616; from Newton’s (1642-1727) physics up to the shift,
with Lavoisier (1743-1794), from descriptive chemistry to chemistry
based on quantitative relations. Such discoveries favoured gradual
recognition of the existence of scientific issues, concerning our
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12 The Prehistory of Political Economy

understanding of the physical world, to be tackled independently of
moral issues, with methods of analysis other than those traditionally
applied to the latter. Earlier on, Niccolo Machiavelli (1469-1527) had
taken a turn in the same direction with his distinction between political
science and moral philosophy, between analysis of the behaviour
princes must adopt in pursuit of power and moral judgement on such
behaviour.

The importance of the formative stage of political economy derives
from the fact that it left as inheritance to successive stages a set of
deeply embedded ideas and concepts. Around the seventeenth century,
however, a change took place in the way economic issues were tackled,
connected to the radical changes that had intervened in the organisa-
tion of economic and social life. In particular, we may take the role of
exchanges as an example.

The market, interpreted as exchange of goods against money,
was already in existence in Pericles’ Athens and Caesar’s Rome.
However, exchanges then accounted for a relatively limited share of
the total social production and took place under conditions of extreme
irregularity, due to factors such as the incidence of meteorological
factors on crops, difficulties of transportation and above all widespread
insecurity about property rights arising not only from private
criminality but also, and indeed mainly, from the arbitrary intervention
of the political authorities, exercising a drastic and often unpredictable
re-distributive function.

As far as the former aspect is concerned — the limited share of
exchanges — we may recall that, for instance, in the feudal economy
exchanges through the market mostly concerned the surplus product,
namely that part of the product that is not necessary as a means of
production or of subsistence for the continuance of productive activity.
On the other hand, there was already a network of exchanges involving
luxury products — spices, lace, precious metals — connecting geographi-
cal areas even over great distances; side by side with it, a web of financial
relations gradually developed connecting major commercial centres,
based mainly on letters of exchange. At this stage, self-production —
i.e. production for direct consumption on the part of the producers
themselves — characterised small rural communities. In these small
communities some degree of productive specialisation and payments
in money coexisted with exchanges in kind.

Self-production lost ground to production for the market only as
private ownership extended over land and as artisan manufacturing
production grew. A different system of social relations and a different
technological structure were thus born. With this new system, neither in
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2.1 Why We Call It Prehistory 13

agriculture nor in manufacturing were the workers now owners of
the means of production or the goods they produced, which, in any
case, were usually different from the goods they themselves consumed.
Moreover, artisan manufacturing — and later on industrial plants — were
increasingly characterised by use of specialised means of production,
produced by firms other than those utilising them.

As far as the second aspect is concerned — the irregularity of exchanges —
suffice it to recall the multiplicity and continuous variability of the
standards of measurement for commodities — standards of weight, of
length, of volume — only gradually superseded.’

It is precisely the absence of regularity and uniformity in economic
activity that may possibly account for the generic remarks by writers
of this period about the conditions of demand and supply as
determinants of market prices. In the presence of a marked varia-
bility in demand and supply and in the absence of clear indications
on the factors determining them, such generic remarks cannot be
considered as adding up to a fully fledged theory of prices, let alone
anticipating the marginalist theories that take equilibrium prices
to correspond to the point where demand and supply (defined as
well-specified and stable functions of prices and incomes) of the
given commodity meet.

Indeed, up to the end of the seventeenth century reflection on
economic issues, when not addressing a technical aspect connected,
for instance, with the origins of accountancy (up to the invention of
double-entry bookkeeping, commonly attributed to the Italian Luca
Pacioli, c. 1445—c. 1517), essentially formed part of the study of rules
for the government of society: Plato’s Republic or Aristotle’s Politics, for
example, were fundamental texts. The writings of the philosophers of
classical antiquity or the Middle Ages held ideas or observations of
interest for the development of political economy, but embedded in
a context that failed to constitute systematic analysis of economic
issues.

The acceleration in economic debate from the sixteenth century
onwards was also catalysed by a more general technical factor, namely
the invention of the printing press with moveable type, which led to
a rapid and significant reduction in the cost of books.

3 Standards of measurement were, for a long stretch of human history, the object of harsh
social conflict regulated by local conventions, generally temporary and fairly flexible.
The central authority of the new nation states succeeded in imposing legal standards of
measurement only after great efforts, which came to fruition towards the end of the
eighteenth century. This most interesting story is described in Kula 1970.
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14 The Prehistory of Political Economy

2.2 Classical Antiquity

We can find traces of discussion of economic issues going far back in time.
The Babylonian code of Hammurabi (around 1750 BCE), engraved on
a monolith conserved in the Louvre museum in Paris, provided, among
other things, normative prescriptions for economic relations. The first
written text of the Old Testament, which contains a wealth of considera-
tions on different aspects of economic life, has been traced back to the
twelfth to ninth century BCE. In India Kautilya’s Arthasastra, dealing
entirely with the functioning of the state in its economic aspects, belongs
to the fourth century BCE and is full of references to previous texts.
In China, Guanzi brought together writings dating from the fifth century
BCE and the first century CE dealing with a variety of matters including
economic issues.*

Among the many themes dealt with in the Bible, the most important
from our viewpoint concerns the role of labour in human life. This is
a complex issue, which we will have occasion to come back to more than
once. In Genesis work was seen both as expiation for original sin and,
with a decisively positive connotation, as an element intrinsic to the very
nature of man and means for his fulfilment as part of a divine project.
God himself ‘works’ and on the seventh day rests. Then, with original
sin, work assumes a negative aspect. Work, however, represents not only
a hard necessity for survival: it is also an essential aspect of good
behaviour, conforming to divine law.’

The simultaneous presence of ‘compulsory labour’ and ‘labour
as self-fulfilment’ constitutes a most important contribution of the
biblical tradition to modern culture, and we may note that in this
respect the biblical tradition proved stronger than Greek culture,
which appears rather a typical expression of the dominant classes in
a slave society: work (as distinct from the activity of organising and

4 Cf. Kautilya 1967 and Rickett 1985-98 for the commented text of the Guanzi.

> ‘Six days shalt thou labour, and do all thy work’® (Bible: Exodus 20:9; cf. also
Deuteronomy 5:13). A strong work ethic lay behind Paul’s Epistles in particular.
The idea of work as the source of dignity and a positive value in human life, as the road
to self-fulfilment of man in the world resurfaced repeatedly in the course of the centuries,
in particular among utopian thinkers and currents of the sixteenth and seventeenth
centuries. Some such currents, and in particular those associated with the protestant
reform, set as their objective liberation of the worker from the subjugation to the masters
(and not the liberation of man from the ‘serfdom of labour’, which is truly utopian!).
Among the authors of utopian writings, we may recall Thomas More (1478-1535; Utopia
appears in Latin in 1516), Tommaso Campanella (1568-1639; the Cirza del sole is dated
1602 but was published, in Latin, only in 1623), and Francis Bacon (1561-1626; the New
Atlantis is dated 1626).
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2.2 Classical Antiquity 15

supervising productive activities) was viewed with annoyance, if not
indeed contempt.

In general, in Greek culture economic issues were dealt with either in
the framework of discussion concerning sound management of the
household (in the broad sense of a family group, slaves included) or in
discussion of the political institutions. In the first field — household
economics — we find the Oikonomikos by Xenophon (a.430-a.355
BCE), or the Oikonomikos that an old tradition attributed to Aristotle
and which was probably written somewhere between the third century
BCE and the first century CE. The very term ‘economy’ derives from
otkos, ‘house’, and nomos, ‘norm or law’, thus designating the field of
household management. In the second field, that of economic-political
discussion, we find the Republic by Plato (a.427-a.347 BCE) or the
Politics by Aristotle (384-322 BCE). However, the distinction cannot
be considered clear-cut: there was no contrast between the viewpoint of
the family administrator and the viewpoint of government of the polis.
Efficient management of the means of production (including in parti-
cular the supervision of slave labour) was considered a decisive element
for obtaining a good quality of product, while the possibility of technical
improvements was on the whole overlooked.

In the Oikonomikos attributed to Aristotle we find the oft-quoted
advice: ‘no one, indeed, takes the same care of another’s property as of
his own; so that, as far as it is possible, each man ought to attend to his
affairs in person. We may commend also a pair of sayings, one attributed
to a Persian [... who] on being asked what best conditions a horse,
replied “His master’s eye”.’® In this respect we find significant differ-
ences between the various authors, and in particular between Plato, who
favoured collective ownership of the means of production and
a collectivistic organisation of consumption activities, and Aristotle,
who invoked a realistic view of human nature: ‘Property that is common
to the greatest number of owners receives the least attention; men care
most for their private possessions, and for what they own in common
less, or only so far as it falls to their own individual share.’”

There was a general convergence of ideas on the origins of social
stratification, to be found in the differences in the innate abilities of
different persons and the consequent subdivision of tasks. Such was the
case of the division between peasants, soldiers and philosophers in Plato’s
Republic. Aristotle followed Plato in considering intrinsic to human nature
the foundations of social stratification. This held first of all for the basic

5 (Pseudo)Aristotle 1935, p. 341: Oeconomica, 1, 6.3.
7 Aristotle 1977, p. 77: Politics, 1.3, 1261b.
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16 The Prehistory of Political Economy

difference in the roles of man, woman and slave. Up to this point, how-
ever, a distinction of roles within society rather than a distinction of
working tasks was being discussed. In Aristotle’s opinion, this second
aspect concerned the slaves and not the masters.®

2.3 Patristic Thought

Patristic thought is represented by the most influential Christian thinkers,
in the period spanning from the first century CE up to the eleventh
century.

Originally the Christian religion was a minority sect, oppressed
with persecution, spreading mainly among the lower strata of society.
The search for margins of survival naturally led to acceptance of
the existing social structure and economic system following Christ’s
teaching to ‘render unto Caesar the things which be Caesar’s’.® This
obviously does not mean that the Church Fathers never considered
practical issues. When considering these aspects, we should bear in
mind a distinction crucial in the period between ideals valid for
a small minority of believers and moral precepts applicable to the
whole community of believers.

Thus, on the question of private property an opinion widely held
among the Church Fathers was to see it as a creation of civil, not divine,
law and that the moral ideal is constituted by some form of common
property. John Chrysostom (a.345-407) maintained that God
had assigned earthly goods as common property to all men; the
same opinion was held by Ambrose (a.340-397), who saw the origin
of private property in an act of usurpation, and by Jerome
(a.347-a.419), who argued that a rich man is either an unjust person
or heir to an unjust person. Augustine of Hippo (354-430) considered
private property as a source of wars and social injustice. However, the
advice to completely despoil oneself of all property — as centuries
later Saint Francis of Assisi (1181/2-1226) would in fact do — was
considered a ‘counsel of perfection’, not a precept applicable to all.
The general norm concerning private property as indeed all the other
aspects of social life consisted in respect of existing laws. As a matter of

©

This thesis, quite different from Adam Smith’s views and imbued with authoritarian
connotations, prevailed for a long time. For instance Thomas Aquinas — and after
him the Scholastic tradition — spoke of an equitable distribution of talents between
men assigned by Providence and accepted as just a distribution of incomes and
wealth based on the inequalities of rank, merit, capabilities, craft and condition of
each individual.

° Bible: Matthew 22:21.
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2.4 The Scholastics 17

fact, the role attributed to laws on private property after the Fall,
hence taking into account the limits of human nature, was that of
setting limits to human greed and reducing conflict and social unrest
to a minimum.

Slavery was recognised as a fact, part of the existing social system, and
as such not condemned. The Fathers who discussed it — Augustine and
Lactantius, for example — limited themselves to recalling that before God
all men are equal, regardless of their place in society, and a slave may be
more worthy of Paradise than a rich man. This represented a step forward
from Plato and Aristotle: slavery was no longer considered a natural
institution; insofar as it concerned the right to property, it fell within the
field of human, rather than divine, laws.

The attitude of the Fathers towards labour was positive on the
whole and, in any case, based on its recognition as a social duty, also
useful for keeping men away from sin. The quest for luxury or wealth
was condemned, especially as it diverted men from the pursuit of
eternal salvation. Commerce was considered with distrust, as a likely
source of moral risks, but was not the object of a direct condemnation:
what was important was that it be conducted in an honest way, within
a Christian life.

The theses of the Fathers illustrated above became the official doctrine
of the Church in the following centuries, through the mediation of
Thomas Aquinas (1225-1274). He argued that private property does
not violate natural law and favours socially useful behaviour (a thesis
already proposed by Aristotle), while common property constitutes an
ideal of perfection suited only to the few (for instance, within monastic
orders).'? Similarly, Thomas considered the pursuit of mercantile profits
legitimate in many instances. With Thomas Aquinas we come to the full
bloom of Scholasticism.

2.4 The Scholastics

In the twelfth and thirteenth centuries a new cultural model gradually
came in, based mainly on the intellectual life of the ‘schools’ — hence the
name ‘Scholastics’ — and characterized by systematic reference to some
philosophers from Antiquity (mainly to Boethius in the twelfth and to
Aristotle in the thirteenth century).

10 The standing of the Catholic Church subsequently changed. In the encyclical Quod
apostolici muneris, 1878, and Rerum novarum, 1891, Pope Leo XIII proclaimed that the
right to property conforms to natural law.
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18 The Prehistory of Political Economy

The primary objective, as in all Antiquity and the Middle Ages, was to
find rules of moral conduct. The method, in keeping with the objective,
was based to an extent for us now unacceptable on the principle of
authority, namely on the deduction of rules of conduct from first
principles that amounted to articles of faith. However, theological debate
during the Middle Ages came up with a great many pointers for definition
of the conceptual framework that constitutes the foundation for any
abstract analysis of the economy.

Such was the case of certain eternal commonplaces, including the
view of the social body as an autonomous subject. Thus the Church was
seen as the corpus mysticum (mystic body), as universitas (universality) of
the faithful, namely as a superior reality above the individual Christian
or social bodies of secular origin. From here it was but a short step to the
idea that the state is logically superior to the family and the individual:
the so-called organic doctrine of the state, whose origins date back from
Plato and Aristotle. The Scholastic writers adopted a more moderate
version of the organic doctrine than Aristotle’s original conception, only
stressing that life in society is a natural state of affairs for human beings:
an intermediate position in the face of the clear-cut dichotomy between
methodological individualism and organicism commonly accepted
in the twentieth century, especially by dint of the liberal reaction to
totalitarian regimes.

A parallel with the debate between methodological individualism and
organicism may be located, within medieval philosophy, in discussion of
the problem of universals, as it came to be called, and more precisely in
the counter-position between ‘nominalism’ and ‘realism’.

According to the nominalists, universal terms — those that do not
designate individual entities, for instance ‘horse’ or ‘humanity’ — are
simply names used to designate a set or a class of individual
objects: a mere flatus vocis (utterance), as Roscelin of Compiégne
(a.1050-2a.1120) apparently put it, while individuals alone were
endowed with reality. On the other hand, realists such as William of
Champeaux (a.1070-a.1121) associated the universal term with the
existence of a property common to a set of objects, and hence with
a ‘real essence’ present in identical form in individuals, distinguishable
on the basis of a variety of incidental qualities. A pupil of both Roscelin
and William of Champeaux, Pierre Abélard'! took a position strongly

' One of the greatest medieval logicians, Pierre Abélard (a.1079-1142), professor at Paris
for a number of years and then a monk, is also known for his tragic love entanglement
with a pupil of his, Héloise, and for the letters they exchanged following their forced
separation.
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2.5 Usury and Just Price 19

critical of the more extreme versions of both nominalism and realism.
According to Abélard, the universal term was born to designate (and
communicate) an effective aspect of reality; hence it has a causa commu-
nis (common cause) and cannot be considered a simple flatus vocis
devoid of objective foundations. At the same time, it does not designate
in a precise, univocal way a specific element (be it an individual or
a collective, such as a specific football team) but provides a shadowed
image, focused on some elements while ignoring others (the generic
term ‘football team’ cannot designate the names of the players nor the
colours of the team). Abélard therefore, though critical of the realistic
view, defended the validity of universal terms: an analytical validity, we
might say. In terms of the modern dichotomy between methodological
individualism and organicism, we might say that Abélard would have
rejected the extreme versions of both and would have maintained the
legitimacy of an analysis conducted on the basis of aggregate categories,
which would avoid dispersing attention on the multiform variety of
individual accidents, but without attributing to such categories the
nature of essence, of something logically superior to the individuals,
and in any case with all the caution due to the fact that the universal term
offers a confused image, unlike the precise image we have with the
‘singular name’.

2.5 Usury and Just Price

Let us now return to strictly economic themes. The dominant issues,
between the twelfth and the sixteenth centuries, were the just price and
usury, always considered from the standpoint of ethics.

Thomas Aquinas is commonly considered the most important
philosopher and theologian of the late Middle Ages. A teacher in various
cities (from Paris to Rome, from Anagni to Naples), his main work, the
Summa Theologiae, written between 1265 and 1273, was to remain for
centuries a central reference point for Catholic doctrine. Characteristic of
this work was an original fusion between the Christian tradition and
Aristotle’s philosophy.

Aristotle himself considered as unnatural any wealth stemming from
commerce and condemned commerce in money, i.e. loans with interest.
In the Christian tradition we also find decided opposition to interest-
bearing loans; in this respect a passage from the ‘sermon on the mount’ is
often quoted, when Jesus says ‘lend, hoping for nothing again’.'* Thomas

12 Bible: Luke 6:35; we find analogous expressions in the Gospels of Matthew and Mark.
Cf. also Ezekiel 18:8 and 18:13.
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20 The Prehistory of Political Economy

Aquinas adopted a more moderate attitude: condemnation of interest in
principle'® was followed by a detailed casuistry, in which cases of loans at
interest to be condemned are distinguished from cases in which it was
justified (in particular, cases in which we can speak of a damnum emergens
(supervenient damage) for the lender, so as to justify a positive but
relatively moderate rate of interest, while justifications based on lucrum
cessans (losing a gain) are rejected, since these would open the way to
legitimising a competitive rate of interest — as in fact gradually happened
in subsequent centuries).

The road followed by Thomas — casuistry, or analysis of specific cases,
with different answers to the question of the legitimacy of the loan at
interest according to the circumstances — was adopted in subsequent
centuries in a long series of writings that reveal, among other things,
how little respect was accorded to the prohibition of usury and how
much inventiveness was shown by the financial operators of the time in
finding new kinds of contracts to circumvent the prohibitions. In general
the authors of the time, Thomas included, were aware of the role of
money as means of exchange and standard of measurement but not as
a reserve of value.

Ethical and legal debate often intersected.'* The importance of this
debate was such that some commentators consider the various answers
given to the question of the legitimacy of usury as a central element in
explaining the rate of transition to capitalism. Condemnation of usury
was not accompanied by hostility towards commercial activity in general,
as was the case with Aristotle. The Scholastics simply called for correct
behaviour, condemning fraud or coercion but also taking advantage of
a counterpart’s weaker position in bargaining.

Transition towards the legalisation of interest was slow, though
favoured by the Reform (Calvin, 1509-1564, condemns interest on
consumption loans but not on commercial loans). At the end of the
sixteenth century we still find strong opposition to usury, as in the
severe A discourse upon Usurye by Thomas Wilson, published in 1572.

13 In fact, interest constitutes payment for the use of a commodity, money, the value in
exchange of which is already paid with the pledge to return an equal amount. A more
radical but substantially analogous thesis was that interest is the payment for the time that
goes between the loan and the return of the money lent: hence, it was condemned
because time belongs to God.

As far as canonical law is concerned, the Council of Nicaea (312) only prohibited
clergy from involvement in loans at interest; gradually regulations became more
severe, extending their field of application to all; then in the fourteenth century
a move in the opposite direction began, with increasingly shrinking definitions of
usury (condemnation of which in principle, however, was confirmed by Pope
Benedict XIV in the encyclical Vix pervenit in 1745 and still applies).

14
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Shortly before its publication, in England the Act of 1571 declared all
loans for interest at a rate above 10 per cent devoid of legal value, while
it did not prohibit loans at lower interest rates — without, however,
providing any legal protection for them. This compromise opened
the way to the view that not all loans at interest should be considered
usury, but only those which, exploiting the borrower’s need, applied
‘excessive’ interest.

Reaction to the regulation of loans at interest only arrived with the
rise of liberalism — we may mention Turgot (1759) and especially
Bentham’s Defence of usury (1787) — while Adam Smith himself, in
the Wealth of Nations (1776, p. 357), still judged legal limits to the
interest rate opportune, maintaining that otherwise ‘prodigals and
projectors’ ready to pay even very high interest rates would crowd
‘sober people’ out of the loan market. In England, the usury laws
were only abolished in 1854.

Let us now turn to the just price, another theme that goes back at least
to Aristotle. Voluntary exchanges were considered useful for both seller
and buyer: exchange is a fluxus et refluxus gratiarum, namely a giving and
receiving graces, as Albert the Great (1206-1280) nicely put it.
Following the tradition of the Roman law doctrine and certain Church
Fathers such as Ambrose and Augustine, Thomas identified the just
price as the price prevailing in the markets in the absence of fraud or
monopolistic practices. Reference to the market price, however, had
a normative, not a descriptive, value, since at the time the competitive
market was the exception, while the rule consisted in the possibility of
exchange open to few parties. Among other things, in the twelfth
to thirteenth centuries, at least in Italy, the political authorities (muni-
cipalities, corporations) actively intervened, setting compulsory prices,
or maximum limits for prices, of many among the main commodities
subject to exchange. Moreover, because of the close regulation of
productive techniques characterising the arts and crafts corporations,
reference to necessary costs of production did not imply competition
that eliminates the less efficient producers, but reference to costs
entailed by respect for the existing regulations.

References to cost of production and particularly to labour costs were
numerous but decidedly outnumbered by references to utility and rarity.
Moreover, the structure of labour costs was clearly determined by social
stratification, assumed as a given datum: in substance, the Scholastic
writers considered as ‘just’ that price that allowed producers to maintain
a standard of living befitting their position in society.

In the wake of Aristotle, Thomas and others confirmed that the value of
goods does not reflect the ‘natural’ hierarchy (inanimate objects — vegetal
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22 The Prehistory of Political Economy

world — animal world — human beings) but the ability of goods to satisfy
needs (indigentia). More precisely, as Peter of Johann Olivi (1247-1298)
noted, we must refer to three sources of value: virtuositas, complacibilitas
and raritas, namely ability to satisfy human needs, correspondence to the
preferences of the person utilising the good and scarcity.

The problem of the just price should not be confused with that of
the legitimate price: following the tradition of Roman law doctrine
and of canonical law, any transaction agreed on by the participants
free from compulsion was considered as legitimate: ‘Tantum valet
quantum vendi potest’, or, more precisely, ‘Tantum wvalet quantum
vendi potest, sed communiter’ (‘A thing is worth as much as it can
commonly be sold for’).

2.6 Bullionists and Mercantilists

In the period of the formation and rise of the nation states, a new kind of
thinking on economic phenomena arose alongside that of the theologians
and philosophers with the ‘counsellors of the prince’. In their writings,
these authors adopted the viewpoint of the economic power of the prince
as a complement to and necessary prerequisite of his military power.
Significantly, a group of authors of this period was designed as cameralists,
since they approached economic issues as members of the chamber of the
counsellors to the sovereign. The notion of national wealth thus took on
a central role in economic thinking.

We may distinguish two kinds of interpretations for the economic
views prevailing in this period. On the one hand, the counsellors of the
prince were accused (for instance by Adam Smith) of holding
a basically erroneous notion of wealth: the so-called ‘chrysoedonistic
view’, namely the simplistic identification of wealth with gold and
precious metals in general. Hence the term Bullionists, utilised for
authors such as Thomas Gresham and John Hales in sixteenth-
century England. On the other hand, beginning with the German
historical school and Schumpeter (1914), we see a revaluation
of these authors, credited with a less simplistic view, for instance
justifying their preoccupation with monetary issues by the fact that
the stock of metallic money might be considered an index of national
wealth in a period when there was virtually no statistical information on
the yearly product of a country.

Defending the right of the Company to export precious metals to the
East in exchange for local commodities often destined to be re-exported
to other European countries, as influential an author as Thomas Mun
(1571-1641), a managing director of the India Company, maintained
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2.7 The Naissance of Economic Thought in Italy: Antonio Serra 23

that the export of money allowed the country to increase its wealth.
In fact, through international trade, the commodities available to the
country are increased, even more than through manufacturing and, at
a still lower level, agriculture.

Mun’s writings may be taken as the reference point for the transition
from bullionism to mercantilism, characterised by a fully developed the-
ory of the balance of trade, which viewed the balance of the foreign trade
of a country as a whole rather than bilateral balances computed for each
foreign country taken in isolation. Mercantilism is a rather generic label,
to be utilized with caution: it embraces authors who were often quite
heterogeneous and active over a long period of time, stretching from the
sixteenth to the eighteenth century, up to the publication of Adam
Smith’s Wealth of Narions. In general, immediate practical interests domi-
nated over theoretical work.

Another interpretation only partly justified by the writings of certain
mercantilist authors concerns the explanation of the origins of profits as
profit upon alienation, i.e. profit deriving from sale and hence born of the
circulation process, or in other words commerce. According to this
thesis, profits stem from buying cheap and selling dear. It was a thesis
in consonance with the stage of mercantile capitalism, which, among
other things, accounted for the privileged role attributed to foreign
trade. In fact, the gains obtained by one party to the act of exchange
correspond to the losses of the other party, so that when buyers and
sellers belong to the same country the gains of some exactly offset the
losses of the others. Therefore, trade may be the source of gains for the
wealth of a country only when we consider exchanges with other
countries.

This thesis underplays the role of production in generating a surplus,
which was to be stressed by Classical authors; yet, behind it, we can detect
crucial signs of the times: the importance of military power in interna-
tional economic relations, the spread of the colonies and the monopolistic
nature of the big trading companies. If we also include in foreign trade the
transference of wealth enacted by force, the importance that this sector
took on for what Marx called ‘original accumulation’ becomes clear, and
the impression of unequal exchange that the theory of profit upon aliena-
tion conveys appears fully justified.

2.7 The Naissance of Economic Thought in Italy: Antonio
Serra

The economic vitality of municipal Italy, the financial activity of
Florentine bankers and the role of maritime republics — particularly
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24 The Prehistory of Political Economy

Venice — in international trade were accompanied by a flourishing of
mercantile tracts and writings that incidentally touched on economic
issues. However, there were few authors of any interest for a history
of economics. A far more relevant contribution emerged from
a different environment, characterised by economic decline.

On 10 July 1613, a prisoner in the Neapolitan prison of Vicaria, Doctor
Antonio Serra from Cosenza, signed the dedication of his book, Breve
trattato delle cause che possono far abbondare li regni d’oro, e argento, dove non
sono miniere. Con applicatione al Regno di Napoli. The book offered
economic policy advice aimed at improving the conditions of the
Neapolitan kingdom, seen to be lagging far behind other parts of Italy
in development.

Of Antonio Serra himself we know hardly anything, only that he
was from Cosenza and that he was in prison in 1613. The reason for
his imprisonment is uncertain; equally uncertain is his profession,
and the dates of his birth and death are unknown. The Breve trattato
was cited by Galiani (1751, pp. 339-40) but subsequently only
rescued from total obscurity by Pietro Custodi, who proclaimed
Serra ‘the first writer of political economy’ (Custodi 1803, p. xxvii)
and assigned him the first place, violating the chronological order, in
his famous collection of Scrittor: classici italiani di economia politica
(Classical Iralian Writers of Political Economy, in fifty volumes, 1803—
1816).

After the dedication and the preface, the Breve Trartaro was
divided into three parts. The first, and for us the most interesting,
discussed ‘the causes for which kingdoms may abound with gold and
silver’, as the title of chapter 1 went: that is, in substance, the causes
of the economic prosperity of nations in the broadest sense of the
term, also through comparison of conditions prevailing in the
Kingdom of Naples with those prevailing in other parts of Italy,
particularly Venice. The second part was essentially concerned
with refuting the proposals advanced a few years earlier by Marco
Antonio de Santis with the aim of reducing the exchange rate
to attract money into the kingdom from outside. The third part
presented systematic discussion of the different policy measures
adopted or proposed ‘in order to make gold and silver abundant
within the Kingdom’.

The economic prosperity of a country, Serra explained, depends
on ‘own accidents’, i.e. original characteristics specific to each
country, and ‘common accidents’, or in other words more or less
favourable circumstances that may be reproduced anywhere. Among
the former, Serra mentioned the endowment of natural wealth,
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2.7 The Naissance of Economic Thought in Italy: Antonio Serra 25

particularly fertile lands, and localisation. The ‘common accidents’
number four: ‘quantity of manufactures, quality of people, large
amount of trade and ability of those in power’. In other terms:
manufacturing production, moral qualities and professional skills of
the population, extent of trade (especially international transit trade),
and the politico-institutional system, the latter being the most impor-
tant of the four elements (Serra 1613, p. 21).

Serra noted that, as far as the ‘own accidents’ were concerned, the
Kingdom of Naples was at an advantage (except for the site), particularly
in comparison with Venice: if Naples was so much poorer than Venice
(which explains why gold and silver flowed out of the Kingdom of
Naples), this could only depend on ‘common accidents’. In showing
how this happened, Serra reconstructed the situation of the country’s
balance of trade, although without systematic treatment of this notion.
He considered the unbalance in the currency market to stem from
a negative balance of payments, inclusive of so-called invisible items,
caused in turn by a feeble productive structure and the scant entrepre-
neurial spirit of the subjects of the Kingdom of Naples. There was, then,
a decisive connection between scarcity of money in the kingdom and its
feeble productive structure.

It is, in fact, a mistake to attribute to Serra the identification of
wealth with money and precious metals on Bullionist lines. However,
it is also difficult to consider Serra the founder of economic science,
as suggested by Custodi. For such a status, the importance attributed
to real phenomena, in particular to manufacturing production, is
certainly not sufficient, in the absence of a sufficiently clear exposi-
tion of the notion of surplus, that constituted in the following
two centuries the basis for the development of classical political
economy, or of even the slightest trace of any theory of value and
distribution. It is also clear that Serra can have had scant influence
if any at all on the initial stages in the development of political
economy, given the minimal circulation of his work before it was
reprinted in Custodi’s series. Serra was, however, an interesting
author who put his finger — almost intuitively, we might say — on
the relationship of interdependence between financial and real
aspects of the economy and who found it natural to connect political,
social and economic aspects. He was an author of a commendable
mentality: ‘favourable to activism, open to recognise the role of free
will, idealistic’.!” Serra, to sum up, well represented the potentialities

15 Tagliacozzo (1937, p. xxxiv).
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26 The Prehistory of Political Economy

of the formative stage of economic science and that openness
to a variety of possible lines of theoretical development; re-reading
his Breve trattato helps us to recall that constructing well-defined
conceptual and analytical structures may mean leaving aside
elements potentially important in our understanding of reality.
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3 William Petty and the Origins of Political
Economy

3.1 Life and Writings

William Petty (1623-1687) had an eventful life.’ The son of a clothier,
he was a ship-boy on a merchant ship at the age of thirteen, but ten
months later he was put ashore on the French coast with a broken leg.
Here he succeeded in getting admission to the Jesuit college in Caen.
After serving in the Royal Navy, when the civil war broke out he joined
other refugees, in Holland first (1643) and then in Paris (1646), where
he studied medicine and, with Hobbes, anatomy. When his father died,
in 1646 he returned to Romsey, his birthplace, but soon we find him in
London, where he tried to patent an invention of his own, a machine
capable of producing duplicate copies of a written text simultaneously.
Then in 1648 he was awarded the degree of doctor of medicine at
Oxford University. Here he had an incredibly rapid career, favoured
by political circumstances (the rise of Cromwell, which led to the old
professors considered supporters of the king being set aside): in 1650 he
became the professor of anatomy. But by the following year he had
already moved to the chair of music at Gresham College, London.?
In the same year he became chief medical officer of the English army
sent to Ireland by Cromwell. After the victories over the Irish, Petty was
entrusted with the task of conducting geographical survey of the Irish
lands, as the first step for distributing them among the English soldiers,
the state domain and the financiers of the military expeditions. Petty
proved extraordinarily able in rapidly concluding the survey and
emerged from it as a very rich man, with large estates in Ireland, thanks
also to trade in debentures (representing rights to the lands to be
distributed) sold by the soldiers.

! On the topic of this chapter, cf. Roncaglia 1977.

2 At the time mathematical relations were an essential part in the study both of human
anatomy and of the laws of harmony. On Petty’s connection with the new English
philosophical culture of the time, cf. McCormick 2009.

27
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28 William Petty and the Origins of Political Economy

From then up to his death, Petty was busy with administration of his
estates and with unending legal controversies over the titles to the Irish
lands as well as over taxes and moved continuously between England and
Ireland. Nevertheless, in 1660-1662 he took part in the founding of
the Royal Society for the Improving of Natural Knowledge. In 1667 he
married a widow, who gave him five children; but he also fathered at least
one illegitimate daughter, who was to appear on the scene in London as
a dancer.

Only a small part of Petty’s manuscripts were published during his
lifetime under his own name. With the exception of the A Treatrise of Taxes
and Contributions (1662), the main writings relating to economic matters
were published after his death, when the 1688 revolution rendered the
political climate more favourable to his ideas.

3.2 Political Arithmetic and the Method of Economic
Science

William Petty is commonly remembered as the founder of political
arithmetic, constituting an extension to the field of social sciences
of the new ideas that were taking roots in the field of natural sciences.
With it Petty aimed to introduce the quantitative method into the
analysis of social phenomena, so as to allow for more rigorous treatment
of them:

[Algebra] came out of Arabia by the Moores into Spaine and from thence hither,
and W/illiam] P[etty] hath applyed it to other than purely mathematicall matters,
viz.: to policy by the name of Political Arithmetick by reducing many termes
of matter to termes of number, weight, and measure, in order to be handled
Mathematically.?

This methodological innovation reflected what was happening at the
time in the field of natural sciences: the new, quantitative approach to
physics taking over from the old view of physics as description of the
sensible qualities of physical objects; in all fields of scientific research,
measurement of quantities becoming the central object of enquiry; the
materialistic-mechanical view of man and the world, supported in
particular by Thomas Hobbes (1588-1679), with whom Petty had
studied in Paris (in Hobbes’s view, the method of enquiry — the logic
of quantities, logica sive computatio) — reflected the very nature of the
object of enquiry); a radical critique of traditional culture dominated by
Aristotelian thought.

3 Petty 1927, vol. 2, p. 15: letter to Southwell of 3 November 1687.
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3.2 Political Arithmetic and the Method of Economic Science 29

In this direction Bacon (1561-1626) had set out before Hobbes: he was
one of the few authors who Petty cited and whom he admired.
In opposition to the syllogistic-deductive method of the Aristotelian
tradition and to the Renaissance tradition of pure empiricism (technicians
and alchemists), Bacon proposed the inductive method, a fusion of
empiricism and rationalism:

the men of experiment are like the ant; they only collect and use: the reasoners
resemble spiders, who make cobwebs out of their own substance. But the bee
takes a middle course; it gathers its material from the flowers of the garden and of
the field, but transforms and digests it by a power of its own. Not unlike this is the
true business of philosophy; for it neither relies solely or chiefly on the powers of
the mind, nor does it take the matter which it gathers from natural history and
mechanical experiments and lay it up in the memory whole, as it finds it; but lays it
up in the understanding altered and digested.*

This was the method followed by Petty, who described social
phenomena in quantitative terms but also, and above all, attempted
to give a rational explanation to the assembled data, often recon-
structing the data required for an investigation on the basis of chains
of deductive reasoning of an arithmetic-quantitative nature that
permitted scarce available information to be exploited for a myriad
of different purposes.

Furthermore, Petty (1690, p. 244) emphasised his decision to ground
his own analysis on objective data:

The Method I take to do this, is not yet very usual; for instead of using only
comparative and superlative words, and intellectual Arguments, I have taken the
course (as a Specimen of the Political Arithmetick I have long aimed at) to express
my self in Terms of Number, Weight, or Measure; to use only Arguments of Sense,
and to consider only such Causes, as have visible Foundations in Nature; leaving
those that depend upon the mutable Minds, Opinions, Appetites and Passions of
particular Men, to the Consideration of others.

We have here a clear-cut opposition to the logical-deductive method of
the Scholastics. However, for Petty it was not only a matter of recording
and describing reality ‘in terms of number, weight or measure’, but rather
a matter of expressing reality in such terms in order to nterpret it by
identifying its main characteristics considering ‘only such causes, as
have visible foundations in nature’, that is, objective, rather than subjective,
causes.

Inchoate in Bacon, but already developed by Hobbes and other
scientists, was the tendency to direct research towards identification

4 Bacon 1620, pp. 92-3: Book 1 of the Aphorisms, No. 95.
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of precise quantitative relationships between the phenomena under
study. The first who clearly expressed such a tendency was Galileo
(1564-1642), according to whom °‘this great book which is open in
front of our eyes — I mean the Universe —. . . is written in mathematical
characters’;” knowledge of the world therefore requires the construc-
tion of arithmetic or geometric models. Furthermore, a view of the
world similar to that of Galileo and Hobbes was reflected in the formula
‘number, weight or measure’ that Petty repeatedly utilised.® Political
arithmetic was considered as the most appropriate instrument not
only for the description of reality but also for representing it, precisely
because, according to the materialistic-mechanical conception sup-
ported by Galileo and Hobbes, a quantitative structure is embedded
in reality itself.

Another essential feature of the new methodological approach adopted
by Petty was the sharp separation between science and morals; the moral
problem could not arise for science in itself, since it is simply a means, but
only for the ends that humans propose to attain by means of the utilisation
of its results. This position has retained dominance up to our own day,
although with recurring crises, and has been of decisive importance for
the development of human sciences.”

> Galilei 1623, p. 121. This was not a side issue: in the first stages of the theological
controversy over Copernicus’s and Galileo’s thesis, that the earth moves around the
sun, the Jesuit, then Cardinal, Roberto Bellarmino (1542-1621) had suggested that
there would have been nothing wrong in proposing this as a useful hypothesis but
not as a true statement about reality. Rejection of Cardinal Bellarmino’s position,
which at the time could appear as a subtle — typically Jesuitical — political compro-
mise but which in fact pointed towards a modern epistemological view, was
expressed by Newton with the well-known motto ‘hypotheses non fingo’ (‘I frame
no hypothesis’).

The formula derives from the Bible: “You ordered all things by measure, number,
weight’, it is said in the Book of Wisdom, xi.20. Petty’s followers — the ‘political
arithmeticians’ Gregory King (1648-1712) and Charles Davenant (1654-1714) —
interpreted it prevailingly in the limited meaning of description of quantitative
phenomena. It is true that there is the so-called ‘King’s law’, connecting increases
in the price of corn to poorer crops. To Petty, political arithmetic meant something
more: it aimed at discovering the quantitative relations that constitute the very basic
structure of social reality — in analogy to what physical laws do according to
Galileo — since it identified the elements essential to what had been selected as
the object of investigation and abstracted from the elements that were considered
useless or of minor importance: those that, as Ricardo was to put it a century and
a half later, only ‘modify’ the analysis but do not change its substance.

Within the latter, the crucial point of transition was represented by Niccoldo Machiavelli
(1469-1527; his main work, Il principe, is dated 1513), whose writings, significantly
enough included in the index of forbidden books, enjoyed a very wide circulation in the
sixteenth and seventeenth centuries. On the scientific and cultural background of the birth
of political economy, cf. Maifreda 2012.

=)
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3.3 National State and the Economic System 31

3.3 National State and the Economic System

Money, international trade and the fiscal system were already subjects of
everyday debate in Petty’s time. What differentiated Petty’s treatment of
these subjects from that of his contemporaries and predecessors, beyond
differences in the positions he supported, was not only the method
(political arithmetic) but also the object of analysis: the ‘body politick’,
that is, the state, in the combined sense of political system and economic
system: however, neither Petty nor his contemporaries felt the need to
distinguish between the two aspects.

The birth of capitalism is generally associated with the birth of the
nation state. A unified conception of the nation state, paying particular
attention to the problem of the political unification of the city and the
countryside, was developed by Machiavelli. He singled out of the com-
plex network of social interdependences, as being of greatest importance,
those among citizens of the same state, and between the sovereign and
his subjects. Petty adopted a similar view with his notion of the ‘body
politick’, whereby the web of relations of production and exchange are
subjected to a wunivocally identified political authority. Neither
Machiavelli nor Petty perceived the interrelations that exist between city
and countryside, or between agriculture and industry, from the point of
view of production. As we shall see in the next chapter, it was precisely the
ability to go beyond this limit, and to discover the technological relations
of production that link the various sectors of the economy, that consti-
tuted Quesnay’s major contribution to the development of economic
science.

Machiavelli’s and Petty’s writings reflected the still limited development
of the productive structure of their period. The mining, manufacturing,
agricultural, cattle breeding and fishing activities that Petty had launched
on his Irish properties, for instance, were largely vertically integrated, with
only very rough book-keeping distinctions among different stages of
the productive processes and different sectors. In addition, changes in
political institutions were necessary for the transition from feudalism to
capitalism, for example in order to guarantee private property in the
means of production and the possibility of buying and selling them,
land in particular. Thus Petty supported the creation of a land registry
and in general a standardisation of deeds for landed property. The still
partial notion of economic system adopted by Petty seems to reflect
a particular historical phase, that of the transition from feudalism to
industrial capitalism.

The notion of the ‘body politick’ underlay Petty’s specific views on
money, foreign trade and taxes. We should recall that Petty’s writings did
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not have the form of systematic treatises but were rather immediate
interventions in the then current political debates, often brief working
notes or memoranda aiming at demonstrating policy theses, such as
the economic strength of England relatively to France and hence the
possibility for a greater political autonomy for the English king. Let us
take a look at some of these ideas.

As far as money is concerned, an important difference between Petty’s
views and those dominant at the time underlies his substitution of
the traditional comparison between money and blood with another
parallelism between political and human anatomy:

Money is but the Fat of the Body-politick, whereof too much doth as often
hinder its Agility, as too little makes it sick. *Tis true that as Fat lubricates the
motion of the Muscles, feeds in want of Victuals, fills up uneven Cavities, and
beautifies the Body, so doth Money in the State quicken its Action, feeds from
abroad in the time of Dearth at Home; evens accounts by reason of its
divisibility, and beautifies the whole, although more especially the particular
persons that have it in plenty.®

According to Petty (1662, p. 28), ‘the blood and nutritive juyces of the
body politick’ are constituted by the ‘product of husbandry and manu-
facture’. This comparison points in the direction of the classical notion of
the economic system based on the division of labour as functioning
through a circular process of production, exchange, reconstitution of
initial inventories of means of production and consumption goods, new
production process. We should recall in this respect that the discovery
of the circulation of blood, made by Harvey at the beginning of the
seventeenth century,’ had generated lively interest and that Petty (like
Quesnay after him) was a physician.

Connected to his ideas on money are those concerning foreign trade.
Petty, agreeing with his contemporaries, considered a surplus in the
balance of trade desirable as a means to bring about an influx of precious
metals into the country but subordinated this target to that of a high level
of internal employment and production. Gold, silver and jewels are
considered superior to other goods on account of their durability and
their role as means of exchange and store of value.

As for taxation, Petty considered reform of the fiscal system the first
step for ensuring uniformity of conditions within the country and

8 Petty 1691b, p. 112. Another interesting definition of money was given by Petty in a brief
glossary of economic terms: ‘Money. Is the common measure of commodityes.
A common bond of every man upon every other man. The equivalent of commodityes.’
(Petty 1927, vol.1, p. 210).

® William Harvey (1578-1657) announced his discovery in 1616 but published it only in
1628.
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certainty of rules: two prerequisites for the development of the economy.
Most of A Treatise of Taxes and Contributions is concerned with the
systematic examination of the various types of government income: an
intricate labyrinth of often self-contradictory regulations, considered as
one of the major ‘impediments of England’s Greatness’ while at the same
time insisting that these obstacles ‘are but contingent and removable’
(Petty 1690, p. 298), since they derived from the stratification caused
by continuous additions to the initial system that, as a result, had lost
its initial coherence. Thus, the burden of taxation was borne almost
exclusively, and with a varying and unpredictable intensity, by the land-
owner. In addition, the cost of collection, subcontracted to private agents,
was very high and brought further elements of injustice and uncertainty
into the system.

Petty proposed proportional taxation, levied on consumption, since it
alone constitutes ‘actual’ riches.'® The proportionality criterion is just’
leaving income distribution unaffected by taxation (and in Petty’s opinion
the differences in wealth and income are necessary to economic growth).
Besides, taxes on consumption encourage parsimony, avoid double
taxation and facilitate collection of statistics on the economic conditions
of the nation, which are essential for good government. Fiscal regulations
must be certain, simple, clear and evident (this also for avoiding contro-
versies and legal proceedings, which constitute a social waste), impartial
and with low collection costs.

3.4 Commodity and Market

Petty’s contribution to economic science referred primarily to the formu-
lation of a set of key concepts, such as commodity, market and price; we
will illustrate them referring to the Dialogue of Diamonds (Petty 1899,
pp. 624-30).

The dialogue has two protagonists: Mr A, representing Petty himself,
and Mr B, an inexperienced buyer of a diamond. The latter sees the act
of exchange as a chance occurrence, a direct encounter between buyer
and seller, rather than a routine episode in an interconnected network
of relationships. The problem is a difficult one because the specific
individual goods included in a single category of marketable goods —
diamonds in our case — differ from one another on account of a series of
quantitative and qualitative elements, even leaving aside differing

10" Cf. Petty 1662, pp. 91-2. In this Petty was preceded by Hobbes, and was to be followed
by a long series of economists, up to Luigi Einaudi and Nicholas Kaldor in the twentieth
century.
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circumstances (of time and place) of each individual act of exchange.
Thus, in the absence of a norm that might provide for definition of
a single reference point for the price of diamonds, Mr B considers
exchange a risky act, since it appears impossible for the buyer to avoid
being cheated, in what is a unique event in his experience, by the
merchant, who has a more extensive knowledge of the market.

In the absence of a web of regular exchanges, that is, of a market, the
characteristics and circumstances of differentiation mentioned above
operate in such a way as to make each act of exchange a unique episode,
where the price essentially stems from the greater or lesser bargaining
ability of seller and buyer. The existence of a market, on the contrary,
allows transformation of a large part of the elements that distinguish
each individual exchange from any other into sufficiently systematic
differences in price relatively to an ideal type of diamond taken as
reference. There is thus a relationship between the emergence of
a regular market on the one hand and, on the other hand, the possibility
of defining as a commodity a certain category of goods, abstracting from
the multiplicity of effective exchange acts a theoretical price represen-
tative of them all.

Mr A, the expert, is in fact aware of the existence of precise quanti-
tative relationships between the prices of different types of diamond
determined by weight, dimension, colour and defects. Thus, for
example, ‘“The general rule concerning weight is this that the price
rises in duplicate proportion of the weight’ (Petty 1899, p. 627). A
similar rule applies to the dimension. The average of the prices obtained
on the basis of these two rules determines the ‘political price’ (a notion
to be considered later) as given by both weight and dimension. This will
be the price for a diamond without defects and with good colour.
Adjustment coefficients will then be applied to determine the price of
diamonds exhibiting defects or less valued coloration, scales for such
coefficients being provided by the market. Naturally, the blind applica-
tion of these rules may lead on occasion to absurd results, correction of
which will require adjustments determined by experience as well as
simple common sense.

Petty’s writings thus offer a representation of the process of abstraction
leading to the concepts of market and commodity from the manifold
particular exchanges that occur in the economy. Two qualifications are,
however, necessary. First, a diamond is a commodity whose price is
determined more by scarcity than by its cost of production; we have
here a market isolated from other markets, at least as far as productive
interrelations are concerned. Second, Petty only implicitly specified the
analytical consequences of the fact that the market and the commodity
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are abstractions: not atoms of economic reality, clearly individualized
(as the modern axiomatic theory of general economic equilibrium
assumes), but corresponding to a certain level of aggregation, where
the most opportune level of aggregation is determined by the extent of
the interrelationships between the various acts of exchange. Thus, for
instance, we may refer to apples, or to fruit, or to food in general, as
a single commodity according to the level of aggregation thought to be
most adequate, taking into account the relationships that come into play
within the group of producers and within the group of buyers.

As for the notion of price, Petty distinguished between natural,
political, current and actual price. The natural price depends on the
state of technological knowledge and subsistence required for the
workers. In addition to this, the political price takes into account social
costs, such as labour input in excess of necessary labour: such costs are
considered waste, indicative of the fact that actual production is lower
than potential production. The current price is defined as the expression
of the political price in terms of the commodity used as standard of
measure, so that it, too, turns out to be a theoretical variable. Finally,
we should distinguish between intrinsic causes determining the political
price and extrinsic causes — those variable and contingent causes that
combine with the former to determine the actual price.

Petty’s ‘natural price’ thus has the meaning of an optimal price,
corresponding to the best technology available and to the most efficient
possible operation of the ‘body politick’. For later classical economists,
the ‘natural price’ has a different meaning, corresponding to that of
Petty’s ‘political price’, since it points to the price that regulates the
behaviour of the market and depends on the actual conditions of produc-
tion prevailing in the economic system. Petty’s distinction between these
two notions, in an historical period of far from fully developed capitalism,
implies a stress on the higher costs attached to the then still backward level
of social organisation.

3.5 Surplus, Distribution, Prices

Identification of the concept of the surplus is traditionally considered to
have been one of Petty’s most important contributions, although his
surplus took the partial form of rent (and taxes) and, derivatively, that
of rent on money capital (interest):

Suppose a man could with his own hands plant a certain scope of Land with Corn,
that is, could Digg, or Plough, Harrow, Weed, Reap, Carry home, Thresh, and
Winnow so much as the Husbandry of this Land requires; and had withal Seed
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wherewith to sowe the same. I say, that when this man hath subducted his seed out
of the proceed of his Harvest, and also, what himself hath both eaten and given to
others in exchange for Clothes, and other Natural necessaries; that the remainder
of Corn is the natural and true Rent of the Land for the year; and the medium of
seven years, or rather of so many years as makes up the Cycle, within which
Dearths and Plenties make their revolution, doth give the ordinary Rent of the
Land in Corn. (Petty 1662, p. 43)

Rent, which in Petty’s example corresponds to the surplus, is expressed
here in physical terms, as a given amount of corn. This is possible because
the product is homogeneous, while heterogeneous means of production
are all expressed in terms of the single produced good; this includes
labour that is assumed to receive its means of subsistence, also expressed
in terms of corn (‘what himself hath both eaten and given to others in
exchange for Clothes’). The problem of prices is circumvented, for it is
implicitly assumed that exchange ratios between produced goods and
means of production may be considered as given. The surplus can also
be expressed in terms of the number of persons who can be maintained
by a group of labourers who produce enough subsistence for themselves
and for the others. Like production of luxury goods and services,
unemployment thus appears as a way to employ the surplus.

The magnitude of the surplus depends on the number of productive
labourers and the level of productivity per worker, as Adam Smith
would maintain a century later. Petty then insisted on proposals aiming
to provide employment for the greatest possible number of productive
labourers, by reducing both unemployment and unproductive labour.
Among the elements determining productivity per worker, Petty
recalled those that may be called natural, such as ease of access to the
sea, availability of harbours and natural avenues of communication
or original fertility of land. Much greater importance was, however,
attributed to technological and organisational factors, such as land
improvements (drainage, irrigation and the like), investments in
infrastructure (roads, navigable canals), technical progress embodied
in new implements of production and above all developments in the
division of labour.

Let us now come to the theory of relative prices, on which we have
a number of different elements. The first interpretation, put forward by
Marx, credits Petty with a labour theory of value. Petty considers
hypothetical sub-systems of the economy within which all necessary
means of production are produced and there is a surplus of a single
commodity; the ratio between the quantities of labour utilized in
two such sub-systems having as surplus two different commodities
determines the relative price of these commodities.
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We then have a theory of value based on labour and land:

All things ought to be valued by two natural denominations, which is land and
labour; that is, we ought to say, a ship or garment is worth such a measure of land,
with such another measure of labour; forasmuch as both ships and garments were
the creatures of lands and mens labours thereupon. (Petty 1662, p. 44)

This passage (and the formula that Petty 1662, p. 68, uses to state his
theory of value: ‘labour is the father and active principle of wealth, as
lands are the mother’) should not be interpreted as a rudimentary
statement of a theory of absolute value. These are traditional mottos,
widely used for indicating the diverse roles of labour and land in
production (the former playing the active, the latter the passive role:
an idea that can be traced as far back as the writings of Aristotle); it is
easy to see how such an idea might provide the basis for a theory of
labour value grounded in the doctrines of ‘natural law’, conceiving
labour as sacrifice. The price is, then, the ‘just’ reward for such sacri-
fice, precisely because it is proportional to the sacrifice endured.
However, such a ‘natural law’ interpretation would be erroneous,
since Petty considered labour as simply another production cost
that is measured by its subsistence and ignored any possible moral
implication of justice or injustice in his treatment of the problem
of prices. Furthermore, in Petty’s view, land and labour were to be
placed on the same footing and the one could be expressed in terms of
the other. In fact, ‘the most important consideration in Political
Oeconomies’ was precisely ‘how to make a par and equation between
lands and labour, so as to express the value of any thing by either
alone’.'! For this problem Petty proposed a solution based on compar-
ison between two sub-systems producing different quantities of food
on the same quantity of land, but in one case using and in the other
not using labour as a means of production: the difference between the
two products corresponds to the wages of the labour employed in the
first case.

Finally, we have an interpretation of Petty’s theory of prices as based
on physical costs of production. Petty repeatedly insisted on this idea,
providing lists of the commodities required for some productive
processes. In comparison, the reduction of costs to labour alone, or to
labour and land, appears as a simplification. In any case, what is
relevant here is the objective approach systematically followed by
Petty by reducing prices to the difficulty of production: an approach

11 petty 1691a, p. 181; the same problem had already been raised also in 4 Treatise of Taxes
and Contributions (Petty 1662, p. 44).
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that, as we shall see, was to be taken up by later Classical economists
and Sraffa, with greater consistency and analytical rigour.

Petty’s contribution did not go much beyond simple formulation of
the problem: heterogeneous goods cannot be summed together to make
up costs of production unless they have been previously expressed in
homogeneous units, that is, in terms of quantities of value obtained by
multiplying the quantity of each commodity required in the process of
production by its relative price. We are thus confronted with a circularity
problem: the price of the product cannot be determined unless the prices
of the means of production are known, but these are also produced by
means of production that may include the first product. This difficulty
may account for the attempts to reduce the heterogeneous components
of the cost of production to primary factors alone, labour or labour
and land; but such attempts also fail to solve the problem. The incom-
pleteness of the conceptual scheme set out by Petty, and in particular
the absence of a key concept such as the rate of profits, seems to have
been decisive in preventing further advance to a correct solution of the
problem, through construction of an analytical system that takes into
account productive interrelations among the different sectors of the
economy. But the path that leads to such a system is very long, as we
shall see in the following chapters.
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4 From Body Politic to Economic Tables

4.1 The Debates of the Time

In the century stretching between William Petty’s writings and Adam
Smith’s, economic thinking proceeded in many directions: reflections on
economic phenomena were part of general reflections on society and
man, and the same authors would in the course of time range over
a vast field of issues.

As we have seen, Petty was an inventor, doctor and professor of
anatomy, responsible for the geographical survey of Ireland and a
landowner engaged in the management of his estates. His reflections on
economic, institutional and demographic issues constituted for him at the
same time a civic and intellectual pursuit, a means to exercise political
influence and an instrument for the defence of his own private interests.
John Locke dealt with strictly economic issues in pursuit of his philoso-
phical enquiries, as a few years later did David Hume. Locke wrote,
among other things, about monetary issues in the course of a debate
that also saw the famous physicist Isaac Newton (1642-1727) taking
part; in 1699 Newton was appointed director of the Mint. Bernard de
Mandeville was a doctor and philosopher, Richard Cantillon an interna-
tional banker. Fran¢ois Quesnay, a physician at the court of King Louis
XV, joined in the intellectual debate of the time in the hope that his
ideas might contribute to social amelioration. Here we isolate the strictly
economic contributions from their context, but we must not forget
that excisions of the sort would have been considered arbitrary by the
protagonists of that time.

One line in economic thinking (reference here must be brief) took
a markedly different stance from Petty, insisting on a combination of
analysis and ethics. In this ambit we find the representatives of the
‘natural law’ doctrine, such as the German jurist Samuel Pufendorf
(1632-1694), important for putting ideas of natural rights and natural
laws into circulation but, in terms of strictly economic issues, still engaged

39
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in ‘just price’ discussions. Within the same ‘natural law’ current we find
the still numerous writings on monetary matters that, dealing in particular
with determination of the rate of interest, were connected with the
Scholastic debates on usury.

The numerous tracts designed to provide merchants with guidance
in their activities display a curious analogy to this latter current.
The most renowned among them is Le parfait negociant by Jacques
Savary (The Expert Merchant, 1675). In Italy works of this kind were
already flourishing in the fourteenth and fifteenth centuries; for England
we may mention — although on the borderline between this current and
economic analysis — Malachy Postlethwayt’s Universal Dictionary of Trade
and Commerce (1751-55), composed utilising a large number of plagi-
arised passages (including an almost complete version of Cantillon’s
Essay on the Nature of Commerce in General).*

We also have a long series of tracts On Trade, which generally dealt
with monetary issues in connection with matters of international trade, in
the wake of the mercantilist literature discussed previously. The most
common arguments concerned the expediency of protecting national
employment from foreign competition. However, we find also defenders
of a liberal position, such as the merchant Dudley North (1641-1691) or
Daniel Defoe (1660-1731), the well-known author of Robinson Crusoe
(1719). The main argument in defence of free trade is a petition of
principle, the idea that no obstacles should be opposed to the unfettered
working of the ‘natural laws’.

In France, the main champion of free trade in this period was Pierre le
Pesant de Boisguilbert (1646—1714), whose motto was laissez faire la
nature et la liberté (let nature and freedom do their course). Boisguilbert
(1695) criticised Colbert’s statism and policy favouring manufactures,
blaming the depressed state of the French economy on stagnation in
agriculture.

Finally, in the period between 1690 and the first decades of the
eighteenth century, various authors propounded interesting ideas
on economic development, such as the thesis that working class
consumption had an influence on productivity and thus on growth.

4.2 John Locke
Among the writers concerned with monetary issues as part of more

general reflections on society and human beings, let us recall the

! Within this current there is also a spate of publications considering issues of (elementary)
financial mathematics. Cf. Poitras 2000.
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English philosopher John Locke (1632-1704), author of a tract on Some
Considerations on the Consequences of the Lowering of Interest, and Raising the
Value of Money (1692; a preliminary version had been written in 1668):
one of the first texts of the time (after Petty and before Cantillon) to utilize
the notion of velocity of circulation of money.

Locke’s essay was a contribution to the lively debate that arose in the
last decade of the seventeenth century on the relationship between low
interest rates and prosperity. Josiah Child (1630-1699), governor of the
India Company and one of the richest men of his time, had maintained
that the first element (low interest rates) is the cause of the second
(prosperity) and on this ground had asked for legal constraints on interest
rates (Child 1688). In criticising this thesis, Locke argued that it is
prosperity that favours a moderate level of interest rates and that any
attempt to reduce them by law is doomed to failure; besides, insofar as it
may succeed, such an attempt may prove detrimental, slowing down
accumulation.

In the Two Treatises of Government (1690), Locke presented his view
of private property as a natural right of man. It opposed the ideas of
Hobbes and others, who took private property to have been instituted
through an agreement (or ‘social contract’) marking transition from the
state of nature to organised society, and thus to be of a conventional
nature.

Locke began his argument by recognising that land and all the lower
creatures have been given to all men in common. However, he
observed,

every man has a ‘property’ in his own ‘person’. This nobody has any right to
but himself. The ‘labour’ of his body and the ‘work’ of his hands, we may
say, are properly his. Whatsoever, then, he removes out of the state that Nature
hath provided and left it in, he hath mixed his labour with it, and joined to it
something that is his own, and thereby makes it his property. (Locke 1690,
p- 130: I1.27)

Nevertheless, Locke attributed to the notions of labour and capital
a broader connotation than usual. Labour included all kinds of produc-
tive activity — the entrepreneurs’ as much as the wage labourer’s — and
therefore constituted the source of all wealth and the religious duty
of every individual. Similarly, Locke (1690, p. 180: I1.123) defined
property as including not only private property in its common meaning
but also man’s fundamental rights: ‘lives, liberties and estates,
which I call by the general name — property’. We should thus view his
argument not so much as a justification of an economic system based
on private property but rather as a reaction to ‘social contract’ theses,
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particularly Hobbes’s (1651), and the conclusions they lead to, favour-
able to political absolutism. Locke was a defender of the rights of
the individual against government; this included a defence of private
property against residual feudal elements, such as the fact that the
political powers still played an important role as origin (and not simply
guarantee) of property titles, with the arbitrariness that this implied for
the distribution of wealth.

4.3 The Motivations and Consequences of Human Actions

Over the centuries, analysis of human behaviour and the functioning of
society have been tackled starting from two key questions: what impulses
drive human actions? What are the consequences for society of more or
less radically selfish motivations, not directly finalised to the collective
well-being?

The first question came under discussion as analysis turned from ‘what
should be’ to ‘what in fact is’. We have already recalled Machiavelli’s
contribution; a further prod in this direction came from the Protestant
reform, since it recognised legitimacy for actions aiming at individual
enrichment while denying opposition between individual and collective
interests. Individual interests were considered as a force for constructive
action while preserving a principle of moral judgement, thus allowing
for discrimination between destructive and constructive actions. The
multiplicity of motivations for human behaviour is thus recognized, avoid-
ing the simplistic opposition between selfish and altruistic behaviour.

The motives for human action are summed up in two terms,
‘passions and interests’, each of which enclosed various elements:
instinctual or customary — and in any case a-rational (although not
necessarily irrational) — or implying reasoned choices, albeit not to be
reduced to a mere matter of maximising wealth or income (Hirschman
1977). We should also bear in mind that in a time of profound
uncertainties the room for rational behaviour was certainly not all-
embracing, while the role of the passions remained important.
In general, writers on economic issues tended to be rationalists, both
in the sense of reasoning on the possible consequences of different
kinds of behaviour, forming value judgements on them by evaluating
their consequences and in the sense of attributing the same behavioural
canon to the agents as objects of their analyses.

Let us now turn to the second question, concerning the outcomes of an
individual behaviour motivated by individual passions and interests.
A somewhat optimistic answer was provided: under certain conditions,
when a constructive drive is generated from the interrelation between the
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4.4 Bernard de Mandeville 43

different passions and interests, individual actions not directly aimed at
the public good may have positive social consequences. The very social
connections that developed between participants in a market economy
played a civilising role, given a concept of civilisation connoting the
ability to preserve some moral control over one’s own passions and
interests in the choice between alternative lines of behaviour. In the
eighteenth century the idea of a civilising role for commerce — the idea
of doux commerce — dominated over the pessimistic thesis of commerce
having a destructive influence on social cohesion.?

In the eighteenth century a basically optimistic interpretation of the
path followed by a society based on the division of labour and the market
thus prevailed: an optimistic view intrinsic to the spirit of the time, and in
particular to the Enlightenment culture and to its faith in the triumph of
Reason. However, the idea of a progressive society did not stem, as effect
from cause, from hope in the diffusion of individual behaviour guided
ever more closely by reason, ever less by the passions. Rather, the cause
and effect link worked in the opposite direction, from the economic and
social progress achieved by a society driven by the spirit of commerce, and
hence by individualistic motivations, to a growing cultural civilisation in
which personal interest was not so much superseded as appropriately
channelled towards collective progress.

4.4 Bernard de Mandeville

Born to a family of doctors, and subsequently himself a doctor, the Dutch
Bernard de Mandeville (1670-1733) was christened in Rotterdam and
attended the Erasmian school and then the University of Leyda, where he
qualified as doctor in medicine in 1691. Shortly afterwards he moved to
London, where he resided up to his death.

His best-known work is The Fable of the Bees: Or, Private Vices, Publick
Benefits, published in 1714. This work had wide circulation and gave rise
to heated debate; subsequent editions include Mandeville’s defence
against the charges of ‘impiety’ brought against him by the Grand Jury
of Middlesex.

2 The opposition between Rival Interpretations of Market Society: Civilizing, Destructive, or
Feeble? is propounded by Hirschman 1982. What Hirschman defines as ‘the self-
destruction thesis’ is exemplified by recalling Schumpeter and Hirsch in the twentieth
century, Marx and Engels in the nineteenth century. ‘Marx and Engels make much of the
way in which capitalism corrodes all traditional values and institutions such as love,
family, and patriotism. Everything was passing into commerce, all social bonds were
dissolved through money. This perception is by no means original with Marx’ (ibid.,
p. 1467).
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Educated in a cultural environment among the most progressive of the
time, in his work the Dutch doctor addressed some themes characteristic of
libertine thinking of the seventeenth and eighteenth centuries, tackling
what was seen as an irreconcilable clash between the criterion of
rigour and the criterion of utility in choices concerning human behaviour.
More specifically, Mandeville’s polemic was directed against the idea of
a universal harmony in which Good and Beauty coincided. In Mandeville’s
opinion, we should recognise that man is commonly driven by passions and
interests that are centred on himself and not — or at least not directly — aimed
at the good of society. However, the final outcome of a society in which
selfish behaviour prevails may be the collective good: ‘private vices’ may
turn into ‘public virtues’.

The well-known formula ‘private vices = public virtues’ does not imply
identity between the two elements. Selfish behaviour may, but not
necessarily, lead to collective good. It all depends on the ability of those
in power to play on the simultaneous presence of different passions at the
root of human action, never denying them but channelling them in the
right direction. ‘Private vices by the dextrous management of a skilful
politician may be turned into publick benefits.”> Thus Mandeville cannot
be considered a supporter of ‘vice’ rour courr (also considering that it
was not understood as anti-social behaviour but simply as pursuit of
individual motivations): he maintained that we should recognise the
existence of vice as a matter of fact, for only thus will we be able to reap
positive results.

Mandeville contrasted traditional society, typically on a small scale,
where everyone could see what everyone else was up to, with mercantile
society based on the division of labour and hence necessarily on a broader
scale; moreover, since the division of labour favoured technical progress,
the larger society grew, the richer it became. In Mandeville’s opinion it
was the former kind of society that was idealised by moralists taking
a misleadingly optimistic view of society. The members of such
a society, Mandeville (1714, vol. 1, pp. 183—4) asserted,

shall have no arts or sciences, or be quiet longer than their neighbours will let
them; they must be poor, ignorant, and almost wholly destitute of what we call the
comforts of life, and all the cardinal virtues together won’t so much as procure
atolerable coat or a porridge-pot among them: For in this state of slothful ease and
stupid innocence, as you need not fear great vices, so you must not expect any
considerable virtues. Man never exerts himself but when he is rous’d by his
desires.

3 Mandeville 1714, vol. 1, p. 369.
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It is the large mercantile society, in which the behaviour of men is driven
by individualistic motivations, that favours the progress of wealth and
with it the very enrichment of human personality, its civic growth.

Obviously, this meant that there had to be pre-established rules
of the game; together with laws, education and the very fact of being
accustomed to community life were important, since through them the
different passions may be directed towards the collective good.*
In a sense, the interplay of well-balanced passions constituted a sort
of ‘invisible hand’ that guaranteed the progress of society, even if this
was not the immediate objective of individual actions. This invisible
hand was not, however, a necessary result of individual actions: it was
itself a conscious construction, through which the abilities of those
responsible for governing society manifested themselves.

4.5 Richard Cantillon

For many economists the publication of Smith’s Wealth of Nations marks
the birthdate of economic science, while Marx went back still further,
hailing Petty as the father of political economy. Jevons (1881) stopped
midway; for him the founder of political economy was an international
banker, Richard Cantillon. He appears to have been born in Ireland, lived
most of his life in Paris, and was murdered in London in 1734 (though
some mystery remained, with the hypothesis that Cantillon had staged his
murder in order to escape to America). He was the author of an Essay on
the Nature of Commerce in General, probably written between 1728 and
1734 and published posthumously in French only in 1755, after having
been abundantly plagiarised in English by Postlethwayt (1751-55) and
after a manuscript copy of the essay had remained for years in the hands of
the Marquis of Mirabeau, who seems to have had every intention of using
it in the same way.’ Cantillon’s influence on Quesnay and the physiocrats
was indeed profound.

Taking up another theme characteristic of the libertine thought, Mandeville noticed the
variability of moral and sexual habits and of religious and political convictions (as were
testified to by numerous accounts of travels in far-away lands, a literary genre widespread
at the time). This implied negation of the idea of a moral conviction innate in men
corresponding to dominant opinions (the consensus gentium). Hence, the notions of just
and unjust are fruits of education and of associate life.

L’ami des hommes, which Mirabeau published in 1756 and which had enormous success —
more than forty editions in a few years and many translations — was in fact mainly
a commentary on Cantillon’s book, enriched with abundant doses of rhetoric.
Subsequently various other authors including Beccaria drew on Cantillon, often without
acknowledging their source.
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The Essay has an admirable compactness and follows a rigorous logical
scheme; it is composed of three parts: the internal organisation of the
economy, money and internal monetary circulation, foreign trade and
exchanges. The text was followed by a statistical appendix, subsequently
lost, which probably contained exercises in political arithmetic on the
lines of Petty.

Cantillon considered these arithmetical computations as approximate
tools for describing reality and finding an interpretative key rather than
(as Petty did) revealing underlying quantitative laws. He took a number of
elements from Petty, such as the idea of a ‘body politic’ able to obtain
a surplus produce over and above the requirements of means of produc-
tion and subsistence. However, while in Petty the connection between the
different parts of the ‘body politic’ resided mainly in the fact that they
are subject to a single state power, Cantillon saw it as stemming from
the process of circulation of commodities, explicitly connected to the
production process. Thus Cantillon constitutes a crucial link on the
road leading from Petty to Quesnay and Smith, contributing both to
the specification of the basic concepts and to theoretical analysis.

For the first of these two elements, Cantillon associated the division
into sectors (agriculture, artisan sector, commerce) with division into
social classes (peasants, artisans, merchants and nobility) and the
geographical organisation of society (countryside, villages, towns),
namely the different viewpoints we may take on an economic system
(those of the division into sectors, or social classes, or geographical
areas. Yet the constraints imposed by direct correspondence between
different classifications render Cantillon’s categories inferior to the
modern division into sectors (agriculture, manufacturing, services) and
into social classes (workers, capitalists, landlords).

As for the theory of value, Cantillon (1755, p. 27) took up Petty’s ideas:
“The price and intrinsic value of a thing in general is the measure of the
land and labour which enter into its production.” However, with regard to
the equation between labour and land, Cantillon abandoned Petty’s
criterion, based on the relative productivity of processes utilising alterna-
tively labour or land, which implied either techniques with a single means
of production or a circular reasoning. In fact, Cantillon (ibid., p. 35)
reduced labour to its cost of production: ‘the daily labour of the meanest
slave corresponds in value to double the produce of the land required to
maintain him’; effectively, apart from the subsistence of the worker we
need to compute an equal cost for subsistence of two offspring, so as to
ensure substitution of the worker at the end of his productive life, taking
into account the mortality conditions of the time. Cantillon seemed to
tend towards a pure land theory of value, since land remained the sole
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4.5 Richard Cantillon 47

original non-reproducible factor of production creating value, thus pro-
viding the background for the physiocrats’ thought, to be considered in
the next section.

Cantillon attributed to upper-class luxury consumption the driving role
of the economy: a thesis we may consider both an element of modernity,
analogous to the role of autonomous demand items (particularly invest-
ments) in the Keynesian system, and a residuum of the feudal system,
focusing attention on consumption by the proprietary classes while
ignoring the dynamic role assumed by industrial investments within
capitalism.® In any case, this idea constituted one of the main elements
in Cantillon’s influence on the physiocratic school.

However, the physiocrats were not to take up Cantillon’s ‘three rents’
theory. The first rent was the part of the product that the farmer used to
meet the costs of production, inclusive of the workers’ subsistence;
the second rent constituted the farmers’ income, corresponding to
what we would today call the profit of agricultural entrepreneurs;
while the third rent was that going to the landlord for the use of his
land. The profits of the agricultural entrepreneur (the dominant kind of
capitalist, at the time) were considered jointly with rent proper. Profits,
thus, were not yet related to capital advances in order to generate the
idea of a uniform rate of return (rate of profits). This aspect, too, may
better be understood if we recall the limited strength of competition in
the conditions of the time, as can be seen among other things in certain
passages in the Essay on the relationship between interest rates and real
rates of return, where the widespread dispersion of returns in different
activities and more generally in different circumstances emerges in full
evidence.

Cantillon’s ideas on money were much like Petty’s: money is necessary
for the circulation of commodities, but precious metals do not coincide
with wealth; the quantity of money required for the sound functioning of
the economy depends on the value of exchanges and the velocity of
circulation of money itself. The interest rate depends on the ratio between
demand for and supply of loanable funds and is therefore not directly
related to the supply of money. The value of money (hence, inversely, the
general level of prices) depends essentially on its cost of production, as in
Petty, and unlike, for instance, the position taken by Locke, who focused
on demand and supply. The evaluation of money made by the market
may differ from its value; among other things, important here were the

S Berg (2005) shows how the development of luxury goods and their consumption by the
middle classes in eighteenth-century England contributed to the formation of bourgeois
culture and consciousness.
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elements that influenced the velocity of circulation of money: financial
institutions and customs — for instance the existence of clearing
agreements — and commercial credit. Moreover, monetary phenomena
influenced different goods in different ways. Cantillon appears to have
been at his ease examining these relations given that they were connected
to his activities as a banker, but he did not go into the details: his Essay was
an economics treatise, not a treatise on banking and financial technique,
though we cannot help noticing how much room monetary issues take up
and how little — next to nothing, in fact — do fiscal issues, so important in
the debates of the time. All the issues considered in the Essay were
discussed with the utmost logical rigour, so that the discourse appears
simple, at points obvious. It is clear that even in manuscript form this
work had a profound impact on its readers.

4.6 Francois Quesnay and the Physiocrats

The physiocrats (or les économistes, as they used to call themselves) were
a very compact and combative group of French economists grouped
around Francois Quesnay (1694-1774), doctor to Madame de
Pompadour at the court of Louis XV, author of the Tableau
économique (1758-59). The physiocrats are the first school of economic
thought to have equipped themselves with their own press organs in
order to advocate definite points of policy. The span of time that saw
them dominant was short — a quarter of a century or little more — but
their influence on the development of political economy was signifi-
cantly strong, thanks also to the central position Paris occupied in the
cultural life of the time.

The physiocrats attributed a key role to the development of agriculture,
which they considered the only sector capable of producing a surplus.
Moreover, as the term they are now designated with shows (physiocracy
originates from the Greek fusis = ‘nature’, and crazéin = ‘to dominate’),
they shared with the Cartesian current of French Enlightenment the idea
of a ‘natural order’, the logic and optimality of which — unchanging over
time, since it is intrinsic to the very nature of things — should be evident to
any person endowed with the light of reason, and which an enlightened
prince should implement as ‘positive order’. Private property also falls
within this natural order, so the defence of property rights was considered
one of the main tasks of the ‘positive order’.

Victor Riqueti, marquis of Mirabeau (1715-1789), and various other
physiocrats saw the capacity of agriculture to generate a surplus as being
intrinsic to the fertility of the soil (which produces an ear of wheat from
a grain) and hence as a gift of mother nature. This theory on the origin of
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the surplus may then be used to justify appropriation of the surplus by
the nobility — not only the rightful owners of the lands but masters of the
serfs living on them to boot. Quesnay, too, considered agriculture alone
capable of yielding a surplus, although his explanation is somewhat
different, taking account of the situation prevailing in France at the
time: given the prices of agricultural products and manufactures on
the world markets, with recourse to the best technologies French farm-
ers could obtain a product whose value exceeded production costs,
while manufacturers simply recovered their costs (including subsistence
for manufacturing entrepreneurs). Quesnay thus stressed the potential
a reformed agricultural system held for economic development — what
he called grande culture, as compared with petite culture, the former
characterised not only by larger concerns but also by technologies
with higher capital intensity (such as the plough drawn by horses rather
than oxen).

Thus, Quesnay stressed the potentialities of an agricultural revolu-
tion that had already begun but was proceeding too slowly: a thesis
opposed to the mercantilist tradition and above all to Jean-Baptiste
Colbert’s (1619-1683) economic policy of supporting commerce and
manufactures by liberalising the importation of raw materials and
duties on manufacturing imports that hindered the development of
agriculture, reducing its profitability while increasing that of manufac-
tures. On the contrary, Quesnay argued, agricultural products should
be given a bon prix: a price sufficient not only to cover production costs
but also to favour the financing of investments by ensuring adequate
returns.

Neither the bon prix nor the prix fondamental (which corresponded to
mere costs of production) were prices spontaneously generated by the
markets; according to Quesnay, market prices depended on supply and
demand. Implementation of the bon prix was thus entrusted to a policy
favouring the free exportation of agricultural products and consumption
habits within the country such as would encourage the luxe de subsistence
as compared with the luxe de décoration, or consumption of agricultural
produce — but not of manufactures — in excess of the mere subsistence
level.” Although the notion of a competitive rate of profits was still
wanting (it would be outlined by Turgot a few years later and fully

7 The physiocrats thus connected high prices with the idea of a flourishing, developing
economy, in which high prices are the cause (or one of the causes) and economic
abundance is the effect. This view was widely held during the whole of the mercantilist
period, but far from unanimously, since in many cases high prices were seen as a symptom
of dearth. On the contrary, Smith and the Classical economists held that moderate prices
are associated with a situation of abundance, of which they are essentially the effect.
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developed by Smith), Quesnay fully recognised the crucial role of
capital accumulation for the productive process and above all in allow-
ing improved technologies to be adopted. Quesnay distinguished
between avances fonciéres (initial basic investments, required for culti-
vating a piece of land and increasing its productivity), avances primitives
(production implements, cattle) and awvances annuelles (circulating
capital: seed, wages and the like). Quesnay thus focused attention on
agriculture; at the same time, however, he made decided strides in the
direction, subsequently followed by Turgot, Smith and the whole
Classical tradition, of considering capital advances as a requirement
for the production and accumulation of capital, hence a crucial element
for economic development.

Quesnay and the physiocrats developed a theory admirable in its
‘spirit of system’ and consistency. In particular, Quesnay was the first
economist to recognise and represent in an analytical scheme the pro-
ductive interrelations linking the different sectors that, in an economic
system based on the division of labour, stemmed from heterogeneity of
means of production in each sector. This problem was tackled, with the
tableau économique, by focusing on the exchanges required to ensure the
continuous functioning of the economic system.

Let us see in broad outline Quesnay’s model. Agriculture was
considered the sole productive (i.e. capable of generating a surplus)
sector in the economy; Quesnay assumed that the most advanced
technology, the grande culture, was generally adopted in agriculture.
Other activities were grouped under the ‘sterile sector’ heading, so
called because these activities merely transformed into processed
products a given set of raw materials (including means of subsistence
for the workers of the sector); the value of the processed products
proved equal to the value of the means of production and subsistence
utilised to obtain them, so that there was no creation of new value.
Subdivision of the economic system into sectors corresponded to the
subdivision of society into social classes: the productive class composed
of those active in agriculture (peasants and farmers), the sterile
class composed of artisans (including manufacturing workers and

Obviously, at the logical level the two theses are not mutually exclusive, since they are
based on consideration of different aspects of the process of development, hence on cause
and effect relationships moving in opposite directions. On the one hand, relatively high
prices stemming from high demand constitute a stimulus to production, while a low level
of prices may signal difficulty in absorption of the products by the market and may thus
constitute a disincentive for producers; on the other hand, increase in productivity
accompanying economic development leads, under competitive conditions, to decrease
in prices, while high prices signal bottlenecks on the supply side, namely the presence of
obstacles to the growth of production.
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merchants) and the aristocratic class, the landlords, to which the sur-
plus obtained in the agricultural sector accrued, including together with
the nobility the clergy.

The trableau économique, or economic table, consists in a series of
graphs, which outlined the series of exchanges of commodities against
money between the different productive sectors and the different social
classes necessary in order to allow for the survival and development of
the economy through a circular process in which, year after year, the
phases of production, exchange and consumption follow one upon the
other. At the end of the productive cycle, the circulation process is set in
motion by the nobility, utilising the money paid them as rent to acquire
agricultural and manufactured products. A series of exchanges then
follows: the sterile class utilises the money it has received to acquire
food and raw materials from the productive class; the latter acquires
manufactured products from the sterile class. At the end, the produc-
tive class has sold its surplus produce, thus obtaining the money with
which to pay the rents to the landlords. A new cycle of production can
thus begin. The surplus (what remains of the product, once the means
of production and subsistence of the workers in the economy have been
reproduced) corresponds to the consumption of the nobility and clergy,
who do not produce anything and are able to buy agricultural and
manufactured products year after year only because they receive their
rents from the productive sector.

In the circular process described by Quesnay the different sectors and
social classes are interconnected; the distribution of the product among
the different social classes takes place simultaneously with the process of
exchanges that allow each sector to reintegrate the initial endowments of
means of production and of subsistence. Since the surplus accrues to the
landlords, it is obvious that rents alone should bear the entire tax burden.
Attempts to bring taxes to fall on other social classes were not only
doomed to failure but were also costly for the economic system as
a whole, given the disincentive to accumulation and technical change
entailed by taxes on farmers, viewed by Quesnay and the physiocrats as
the active agents for economic development.

4.7 The Political Economy of the Enlightenment; Turgot

The culture of the eighteenth century was dominated by the
Enlightenment. The general characteristic was a faith in both material
and civic progress, of society as of man, guided by reason. As we saw when
considering the idea of the doux commerce, progress may involve human
nature itself. Within these broad lines, while bearing in mind both the
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substantially international nature of the culture of the time and the
dominant role played by Paris, we may distinguish various currents: the
French, Scottish, Italian (Neapolitan, Milanese and Tuscan) and
German Enlightenment.

Paris was at the time the centre of European cultural life. A number
of leading intellectuals from other countries, such as the Scot David
Hume or the Neapolitan Ferdinando Galiani, resided there as staff of
their respective embassies; for Adam Smith a visit to France with
a period of residence in Paris marked a crucial stage in the development
of his ideas.

A deeply rooted characteristic of a great part of the French
Enlightenment was represented by the heritage of Descartes® — an espriz
de systéeme and a rationalism raised to the level of an absolute methodol-
ogy and ultimately to cult of the Goddess Reason. A systemic spirit is
evident, for example, in physiocratic theory and its corollaries for
economic policy. However, there were many and various positions:
suffice it to recall the spirit of openness and tolerance of Voltaire
(1694-1778). A manifestation of these manifold trends is to be seen
in the economic entries in the monumental Encyclopédie edited by
Diderot, which saw the collaboration of many protagonists of our
history including Quesnay and Turgot.

One of the economic commitments of the Enlightenment was critique
of the institution of guilds inherited from the Middle Ages, with their rigid
regulation of production techniques, product quality, wages and the
working conditions of apprentices. The Enlightenment also distinguished
itself from mercantilism for its revaluation of agriculture in comparison
with foreign trade and manufactures. In the wake of Petty and Cantillon,
various authors based their analyses on the notions of surplus and
value and took production, distribution and circulation (exchange) as
connected processes. Often they were supporters of high wages and took
into account the problems stemming from indigence and the difficulties
of the poor (as in the debates on the creation of charitable institutions and
hospitals and on public assistance for the sick and orphans) and more
generally attributed importance to the connection between economic
development and civic progress.

An eminent representative of French economic culture in this
phase was Anne Robert Jacques Turgot (1727-1781), a man of
letters, economist and high-ranking functionary, minister of finance
from 1774 to 1776 and author of the Réflexions sur la formation et la

8 René Descartes (1596-1650), French philosopher and mathematician, author of
a Discours de la méthode (1637).
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distribution des richesses (Thoughts on the Formation and Distribution of
Wealth, 1766).

Turgot belonged to the generation following after Quesnay and in
various respects represented a bridge between the physiocrats and his
contemporary, Adam Smith. In his theories he attributed an important
role to capital and the capitalist-entrepreneurs; he also held decidedly
liberal views, summed up with the motto laissez-nous faire.’ Laissez-faire
was also the hallmark of a number of policy measures adopted by
Turgot, including liberalisation of the corn trade and abolition of the
jurandes, or craft guilds. His policy measures constituted possibly the
last attempt at rationalising the French economy before the revolution,
but they clashed with vested interests, eventually leading to Turgot’s
downfall.

On the analytical level, Turgot outlined a theory of exchange value
based on utility. All evaluations are subjective; buyer and seller accept the
exchange because they have different evaluations (valeurs estimatives) of
the commodity in question, constituting the lower and upper price limits.
The actual price would, according to Turgot, come midway between
these two limits, coinciding with the valeur appréciarive given by the
average of the valeurs estimatives."°

Other aspects of his analysis foreshadowed subsequent theories, for
instance his theory of increasing returns focused on what was to be called
the intensive margin, that is, utilisation of an increasing number of doses
of capital and labour on a given plot of land. Some references to the
interrelations linking elements in the economic field appear insufficient to
hail Turgot as a forerunner of Walras and the theory of general economic
equilibrium.

4.8 The Italian Enlightenment: the Abbé Galiani

In comparison with the French Enlightenment, the Scottish and
Neapolitan brands showed greater readiness to recognise the imperfec-
tions of human nature and the impossibility of deducing directly

° Cf. Turgot 1759, p. 151. Turgot attributed to his friend Vincent de Gournay (1712-1759)
this motto, together with the thesis that ‘a man knows his own interest better than another
man to whom that interest is wholly indifferent’ (ibid., p. 131) — an expression recalling an
observation by Smith in the Theory of moral sentiments (published in the same year as the
Eloge): ‘Every man is [...] fitter and abler to take care of himself than of any other person’
(Smith 1759, p. 219), which may be traced back to the Greek tradition.

10 This thesis, which Turgot enunciated but did not elaborate, possibly derived from the
Scholastic debate on the just price, and in particular from the thesis that each participant
should receive an equal advantage from the exchange.
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from a priori reasoning interpretations of specific economic phenomena
or clear-cut recipes for economic policy. An example of this approach
is provided by the Dialogues sur le commerce des blés (Dialogues on the
Commerce of Corn, 1770) by the Abbé Ferdinando Galiani (1728-1787),
who had already written a celebrated treatise, Della moneta (On Money,
1751), at the age of twenty-three. His remarks on the physiocratic
doctrines were based on direct criticism of the esprit de systéme and
showed the importance of the specific circumstances of each real situa-
tion when reasoning on economic policy.!! Galiani was a champion of
theoretical minimalism. ‘T am in favour of nothing. I am of the opinion
that we should not talk nonsense,’!? he declared, and all his writings
show the validity of any idea at the level of theory or economic policy as
relative in time and space. In this respect he stands as a major exponent
of the sceptical current of the Enlightenment, even more extreme in this
than Voltaire.

While we are still in Naples, let us recall Antonio Genovesi
(1713-1769), the first holder (since 1754) of a chair in political economy,
who stressed the close link between the economy and the civic issues of
institutional organization and public morals in his writings. His major
work in the economic field, Delle lezioni di commercio (Lectures on
Commerce, 1765—67), was essentially didactic, aiming at uplifting the
human spirit and enhancing the knowledge of the young within the
perspective of the Enlightenment. The theses he supported were not
new: a theory of economic development through stages, a position favour-
able to consumption (but not to high wages), a subjective theory of value
including some reference to the cost of production side (possibly derived
from Galiani 1751) and discussion of the factors favouring the wealth of
nations, not unlike Serra’s but less well-structured. The great success of
Genovesi may well be due to his blending of philosophy and political
economy, well befitting the spirit of the time.

The intellectuals writing about economic issues in Milan and in
Tuscany were more interested in the immediate problems of reforms
aiming at favouring economic and civic development. Cesare Beccaria
(1738-1794) was the author of a treatise, Elementi di economia pubblica

11 “Nobody ever makes a mistake without a reason. Thus everybody wants to follow reason
and experience, but if you follow an idea reasonable in itself and rely on an experience or
a true and demonstrated fact but which does not fit in — is not applicable to the case at
hand - you think you are doing well, and you are wrong’ (Galiani 1770, p. 55). Or again:
‘Nothing in politics can be pushed to the extreme. There is a point, a limit up to which
good is greater than evil; if you pass beyond it, evil prevails over good. [... This point]
only the sage knows how to find. People feel it by instinct. The man in power needs time
to find it. The modern economist does not even suspect it’ (ibid., p. 233).

12 Galiani 1770, p. 61.
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(Elements of Public Economics), published posthumously in 1804, but is
above all known for his essay De: delitti e delle pene (On Crimes and
Punishments, 1764), a work that in all likelihood owed much to his friend
Pietro Verri (1728-1797), where he condemned the then widespread
recourse to the death penalty. Both Verri and Beccaria adopted
a subjective theory of value based on comparison between scarcity and
utility; in general, they conceived the market as the point where buyers
and sellers meet (and this held true also for the rate of interest, deter-
mined by demand for and supply of loans). Moreover, both Verri and
Beccaria took a wide interest in practical issues, from the fiscal and
monetary situation to problems of customs duties and seasonal
unemployment.

4.9 The Scottish Enlightenment: Francis Hutcheson
and David Hume

The Enlightenment notion of a ‘natural order’ was adopted in Scotland
purged of Cartesian rationalism and hence transformed into the view of
a ‘spontaneous order’, considered the result of an adaptive process, in
which a multiplicity of individual choices led to a result — a set of
complex, sufficiently well-functioning, social structures — not assumed
as the objective of a broad, rational design (thus taking some distance
from the tradition of constructive rationalism that began with Descartes
and ultimately led to attribution of a central role to the deus ex machina
represented by a benevolent and enlightened legislator).

Smith was the most illustrious exponent of this current, although
before him, and around him, other protagonists offered important con-
tributions in various fields.

Francis Hutcheson (1694-1746), who taught Smith in Glasgow and
wrote, among other things, a System of Moral Philosophy in three volumes,
published posthumously in 1755, contributed to the utilitarian approach
the thesis that the best moral action is that which ensures the maximum of
happiness to the greatest number of persons. Hutcheson considered man
as an essentially social animal, to the extent of rejecting any separation
between ethics and politics. Benevolence towards others, together with
utility, regulates human ‘moral’ actions; following this behavioural rule
people can obtain their own good without this constituting the direct
objective of their actions and thus without any contrast arising between
utility and virtue.

Adam Ferguson (1723-1816) belonged to Smith’s generation; his
main work, An Essay on the History of Civil Society (1767), argues among
other things an evolutionary view of the naissance of language.
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Ferguson dealt at length with the division of labour, also stressing its
negative aspects. For some of his theses he probably drew, without
acknowledgement, on Smith’s university lessons; thus Ferguson was
credited with first publication (the Wealth of Nations came out ten years
later than his book) but at the cost of some tension between himself and
Smith.

A little older than Smith, James Steuart (1712—-1780) was one of the
major protagonists of Scottish politics and culture and the author
of a massive work, An Inquiry into the Principles of Political Oeconomy
published in 1767, nine years before Smith’s Wealth of Nations, which
would then overshadow it. However, Steuart is not to be seen as one of the
protagonists of the Scottish Enlightenment but classed rather among the
epigones of mercantilism given the role he attributed to active public
intervention in the economy and the protection of manufactures with
duties.

Twelve years older than Smith, who became a great friend of his, was
the empiricist philosopher David Hume (1711-1776), author of the
Treatise of Human Nature (1739-40). A spontaneous order in institu-
tions as different as language and money gradually emerges as an
unforeseen consequence of manifold individual actions guided by
selfishness tempered with a sentiment of benevolence. As for human
actions, it is habit rather than reason that guides them. Economists are
best acquainted with his Political Discourses (1752). . In the essay ‘Of the
Balance of Trade’ Hume illustrated the adjustment mechanism that —
under the gold standard — brings the balance of trade of different
countries into equilibrium. This mechanism was based on the quantity
theory of money: in each country prices increase (decrease) when the
quantity of money in circulation increases (decreases). Thus, whenever
a country has a favourable balance of trade, and so sees an influx of
gold, the supply of money within it increases, together with internal
prices. This reduces the competitiveness of internally produced
commodities and hence the country’s exports. Exactly the opposite
happens for countries with a balance of trade deficit.'® . The protago-
nists of Scottish Enlightenment are important above all for their notion

13 This theory, to which Hume did not attribute the importance attached to it by many
subsequent scholars, is based on a sizeable set of implicit assumptions: that the quantity
theory of money holds, that the ratio between gold base and quantity of money in
circulation (including banking money) is sufficiently stable, that the balance of trade is
the dominant component of the balance of payments and/or that the other components
do not undergo significant variations, that the percentage increase of quantities exported
and imported is superior to the percentage decrease (increase) of the level of prices for
imported and exported goods. Finally, the gold standard must rule.
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of man and society: notwithstanding some even important differences
between the different authors, on the whole they displayed a moderate
optimism with regard to the automatic, involuntary realisation of
sound institutional organization for a society based on the pursuit of
self-interest and a moderately positive evaluation of human nature
while nevertheless recognising its many imperfections.
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5 Adam Smith

5.1 Life and Writings

Adam Smith was born in the small town of Kirkaldy in Scotland in 1723.
His father had died shortly before he was born, and Adam was raised by
his mother with the help of relatives — a moderately well-to-do family of
landowners — until 1737, when he moved to Glasgow in order to attend
the local university.

At the time, fourteen was not an uncommon age to enter university,
which was in fact a sort of upper secondary school. In the Scottish
educational system the students paid their teachers course by course,
and so the teachers’ total salary depended on their students’ assessment
of their teaching. Smith deemed this system superior to that of the English
universities such as Oxford, financed by public funds and private dona-
tions, where the professors, receiving a regular salary, had no incentive to
put zeal into their profession.

It was in fact at Oxford that Smith continued his studies as from
1740, with an eleven-year scholarship awarded as preparation for
an ecclesiastical career. Smith did not take to the celebrated English
university, traditionalist and authoritarian as it was. For instance, the
young Adam was punished when caught reading the Treatise of Human
Nature (1739-40) by David Hume, an exponent of a vague theism and
who would later become one of Smith’s best friends. Thus, Smith
dropped the idea of embracing an ecclesiastical career and in 1746
returned to Kirkaldy, where he spent two years studying on his own
and writing some essays on literary and philosophical subjects. From
1748 to 1751, Smith held public lectures in Edinburgh on rhetoric and
English literature, with some success in terms of audience and finance.
In 1751 Smith became a professor at Glasgow University, first holding
the chair of logic (but his lessons were essentially on rhetoric, like
his Edinburgh lectures) and subsequently the moral philosophy chair,
involving lectures on natural theology, ethics, jurisprudence, politics
and political economy.

58
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From those years we have the notes on a course of lessons on rhetoric,
taken by a student in 1762-1763 (Smith 1983), and the notes of two
courses on ‘jurisprudence’ (taken in 1762-1763 and in 1763-1764:
Smith 1978). Already, evidently, before becoming acquainted with the
French physiocrats, the author had the main themes that would weave
together into the Wealth of Nations clear in his mind. In the same period
Smith wrote and published The Theory of Moral Sentiments (1759), which
met with wide success.

Among the readers of the book was the stepfather to the young Duke of
Buccleuch, who invited Smith to act as tutor to the young nobleman,
accompanying him on a tour on the continent in exchange for a nice life
annuity. Smith accepted and resigned from his chair at Glasgow.
Scotland had at the time a fair cultural life, but the real centre of intellec-
tual life was Paris. Smith met Voltaire in Geneva, and in Paris he met
D’Alembert, Quesnay and many others.

Back in his native Kirkaldy, between 1767 and 1773 Smith dedicated
himself to composition of the Wealth of Nations. In 1773 he moved to
London to follow the printing of his book, which arrived in the bookshops
on 9 March 1776, meeting with a warm reception.

In 1778, consulted on the American situation, Smith wrote a mem-
orandum in which he argued the case for adopting a uniform system of
taxation for Great Britain, Ireland and the American colonies, accom-
panied by the election of representatives of these latter populations to
Parliament (on the basis of the principle commonly summarised in
the motto ‘no taxation without representation’). Furthermore, Smith
foresaw the loss of the American colonies (with the exception of
Canada) and the gradual shift of the economic and political barycentre
from England to America.! In the same year of 1778 Smith was
appointed commissioner of customs for Scotland; he thus moved to
Edinburgh, where he remained until his death on 17 July 1790.
Complying with his instructions, the executors of his will destroyed
sixteen volumes of manuscripts.

5.2 Method

In one of the Essays on Philosophical Subjects, the History of Astronomy,
Smith proposed a flexible methodology with modern characteristics.
In his view, our attitude towards scientific theories is explained by three

! Smith had long been a friend of Benjamin Franklin (1706—1790), one of the protagonists
of the independence of the United States. Like other intellectuals of the time, Smith
declared opposition to the slave trade.
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60 Adam Smith

‘sentiments’: ‘Wonder, Surprise and Admiration’. Wonder is excited by
‘what is new and singular’, surprise by ‘what is unexpected’, admiration
by ‘what is great or beautiful’. The task of philosophy is ‘to introduce
order into this chaos of jarring and discordant appearances’, ‘by repre-
senting the invisible chains which bind together all these disjointed
objects’. In this way philosophy ‘render[s] the theatre of nature a more
coherent, and therefore a more magnificent spectacle’. In accomplishing
this task, ‘philosophical systems’ are built (such as the two different
cosmological views, Ptolemaic and Copernican) that are ‘mere inventions
of the imagination, to connect together the otherwise disjointed and
discordant phaenomena of nature’.?

In other words, the intellectual (‘philosopher’) who considers the world
and tries to interpret its functioning has an active role, crearing rather than
discovering the theories. With this thesis, Smith opposed the Galilean idea
that the task of the scientist consists in revealing (in the literal etymological
meaning of taking away the veils that cover them) the laws of nature that
constitute the skeleton of the real world. In this way we may also interpret
Smith’s declared mistrust towards Petty’s political arithmetic: it was not
only a matter of doubting the statistical data that political arithmeticians
constructed with a notable effort of the imagination, in a situation where
statistics collection was rudimental, but rather a question of denying the
idea of a mathematical structure of reality, which Hobbes and then
Condillac’s sensism had already extended to the human body and
which Petty and the political arithmeticians extended to the ‘political
body’, namely society.

The ‘philosophical systems’, though ‘inventions of the imagination’,
may help us to get our bearings in the chaos of real events. However, it is
not possible to verify the theories by demonstrating their correspon-
dence to supposed natural laws, since such laws do not have a real
existence independent of the theories themselves but are a creation of
our thought. As Feyerabend and McCloskey propose in our times,
Smith himself, in the Lectures on Rhetoric (1983, p. 178), proposed the
method of rhetoric, with particular reference to the model of legal
proceedings, as the way to select the propositions to be accepted and
those to be rejected. This idea should be understood bearing in mind
(with a connection, typical of Smith, between ethics and theory of
knowledge) the notion of the impartial spectator, discussed in the
next section, to whom we may assign the role of the arbiter, in this
case not of what is just and what unjust but of what is (provisionally, not
absolutely) true and false.

2 Smith 1795, pp. 33, 45, 46, 105.
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Smith thus adopted a flexible methodology. Moreover, abandonment
of the idea of a mathematical structure intrinsic to reality corresponds to
attributing men with a complex set of motivations — the passions and the
interests discussed above — the balance of which was the object of the
Theory of Moral Sentiments. These elements — diffidence towards the idea
of laws of nature hard and fast in their objective reality and systematic
openness to recognising the complexity of the motivations of human
action — were characteristic of the Scottish Enlightenment, the cultural
environment in which Smith had grown up.

5.3 The Moral Principle of Sympathy

The broad context of Smith’s work was the debate on the different
motivations for human action. His contribution consisted in pointing
out the complementarity between pursuing self-interest and attribut-
ing a central role to moral rules for the sound functioning of common
life in society. This interpretation of Smith’s contribution, which
conforms largely to that of the editors of the critical edition of his
works,? emerges from reading Smith’s two main works, The theory of
Moral Sentiments and The Wealth of Nations, as complementary rather
than contradictory.*

In The Theory of Moral Sentiments Smith proposed the ‘moral
principle of sympathy’. ‘The chief part of human happiness arises
from the consciousness of being beloved’; sympathy, namely the ability
to share the feelings of others, leads us to judge our actions on the basis
of their effects on the others in addition to their effects on ourselves.

3 The six volumes of the ‘Glasgow Edition of the Works and Correspondence of Adam
Smith’ (edited by D.D. Raphael and A.S. Skinner, Oxford University Press, Oxford
1976-83; paperback anastatic reprint, Liberty Press, Indianapolis, 1981-85) include
The Theory of Moral Sentiments, edited by A.L. Macfie and D.D. Raphael; The Wealith of
Nations, edited by R.H. Campbell and A.S. Skinner; Essays on Philosophical Subjects,
edited by W.P.D. Wightman, Lectures on Rhetoric and Belles Lettres, edited by J.C. Bryce;
Lectures on Furisprudence, edited by R.L. Meek, D.D. Raphael and P.G. Stein;
Correspondence, edited by E.C. Mossner and I.S. Ross.

4 According to one thesis, there is a contradiction between the two works, the free pursuit of
self-interest corresponding to the mature position of the Wealth of Nations superseding
reference to a sympathetic behaviour initially defended in The Theory of Moral Sentiments.
This thesis appears untenable when we recall that The Theory of Moral Sentiments was
repeatedly reprinted, on all occasions under the control of the author, even after the
publication of The Wealth of Nations; moreover, in Smith’s correspondence there is no hint
that he himself or any of his correspondents saw even the slightest contradiction between
the two works. The ‘contradiction’ thesis appeared in the stage (late nineteenth century)
in which a mono-dimensional notion of man prevailed, while in the eighteenth century the
simultaneous presence of even conflicting passions and interests as the foundation for
human action was considered a matter of fact.
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Thus man ‘must ... humble the arrogance of his self-love, and bring
it down to something which other men can go along with. . .. In the race
for wealth, and honours, and preferments, he may run as hard as he
can, ... in order to outstrip all his competitors. But if he should justle,
or throw down any of them, the indulgence of the spectators is entirely
at an end. It is a violation of fair play, which they cannot admit of.’
This kind of moral attitude is a prerequisite for the very survival of
human societies: ‘Society . .. cannot subsist among those who are at all
times ready to hurt and injure one another.””

In other words, Smith’s liberal views are based on a twofold
assumption, namely that commonly each person knows better than
anybody else her/his own interests and that among the interests of
each there is the desire to be loved by the others and hence respect
for the well-being of the others. The first assumption accounts for
rejection of centralised management of the economy, even if by an
enlightened prince; hence the preference for a market economy
over a command economy. The second assumption constitutes
a precondition to ensure that the pursuit of self-interest on the part
of a multitude of economic agents in competition among themselves
leads to the well-being of society.

Moreover, according to Smith, individuals evaluate their own actions
by taking the viewpoint of an impartial spectator, endowed with the
knowledge of all the elements they know.® Juridical institutions, the
functioning of which is indispensable to guarantee the security of mar-
ket exchange, find in this principle of moral behaviour the necessary
concrete support. Thus the famous Smithian statement, observing that
‘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’,”
implies the assumption — vital for the functioning of a market economy —
of a society grounded on the general acceptance of the moral principle
of sympathy and endowed with the administrative and juridical institu-
tions necessary to deal with the instances in which common morality is
violated.

The distinction between private and public interest becomes
opposition only if the private interest is interpreted in a restrictive way,

> Smith 1759, pp. 41, 83, 86.

® On the notion of the impartial spectator, and more generally on Smith’s moral philosophy,
cf. Raphael 2007.

7 Smith 1776, pp. 26-7. This passage, or variants of it, also occurs in the Lectures on
Furisprudence and in the Early Draft of Parts of “The Wealth of Nations’ (now reprinted in
Smith 1978, pp. 562-81). Smith’s reference to benevolence is an implicit reference to
Hutcheson, who attributed it an important role as a guide to human action.
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5.4 The Wealth of Nations 63

as selfishness rather than self-interest, the latter implying attention
to one’s own interests moderated by the recognition of (or, better,
‘sympathy’ for) the interests of the others.® Thus, following in the
tradition of the Scottish sociological school, Smith evoked a view of
man and society differing both from the arbitrary absolutism that the
social and political structure of his times inherited from feudalism, and
which can be associated with the Aristotelian tradition, and from
Hobbes’s contractualism, in which a state, though enlightened and ben-
evolent, dominates the life of its subjects. Smith (1759, p. 82) proposed
the line of a greater confidence in the self-governing capacity of indivi-
duals: ‘Every man is, no doubt, by nature, first and principally recom-
mended to his own care; and as he is fitter to take care of himself than of
any other person, it is fit and right that it should be so.” However, the free
pursuit of personal interest comes up against two limits: one external to
the individual (the administration of justice, one of the fundamental
functions that Smith attributes to the state) and one internal to him,
‘sympathy’ for his fellow human beings. The simultaneous recourse to
these two elements shows how Smith, faithful in this to the Aristotelian
tradition of hostility to extreme positions, had a positive but not idealised
vision of man (common, for instance, to Kant as well).

5.4 The Wealth of Nations

An Inquiry into the Nature and Causes of the Wealth of Nations (Smith
1776) is subdivided into five books: division of labour (and thus
technological progress) together with theory of value and income
distribution; money and accumulation; a brief excursus in the history
of institutions and the economy since the fall of the Roman empire;
a critical illustration of mercantile doctrines and physiocratic tenets;
public expenses and receipts and, more generally, the role of the state
in the economy.

Smith identified the ‘wealth of nations’ with what today we call per
capita income, or in substance the standard of living of the citizens of the
country under consideration,’ thus abandoning the views of cameralist

Smith’s view of self-interest, not reducible to a mono-dimensional maximising behaviour,
is evident for instance in the following passage: “What can be added to the happiness of the
man who is in health, who is out of debt, and has a clear conscience? To one in this
situation, all accessions of fortune may properly be said to be superfluous; and if he is
much elevated on account of them, it must be the effect of the most frivolous levity’ (Smith
1759, p. 45).

As a matter of fact, Smith’s view is broader in scope: in a civilised society material wealth,
liberty, individual dignity and shared rules (laws and moral norms) all matter.
A flourishing economy is important both in itself and as a prerequisite for the development
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and mercantilist writers, counsellors to the prince in the previous decades,
who focused on maximisation of the total national income of a country
as source of economic power and hence of military and political power
(a view that would see Switzerland less ‘wealthy’ than India).

National income (Y) is equal to the quantity of product obtained
on average by each worker (or labour productivity, 7) multiplied by the
number of workers employed in production (L):

Y==L

If we divide national income by population (IN), we obtain per capita
income; as a consequence, per capita income proves equal to labour
productivity multiplied by the share of active workers over total
population:

Y/N ==L/N

More specifically, the standard of living of the population depends on two
factors: the share of citizens employed in productive labour and the
productivity of their labour.

Here the division of labour comes into play. In fact, according to Smith,
labour productivity depends mainly on the stage reached by the division
of labour. In turn, this depends on the size of the markets. Smith (1776,
pp. 14-15) illustrated the first thesis — the positive effect of the division of
labour on productivity — with the well-known example of the pin factory,
taken from the item Epingle in the Encyclopédie edited by d’Alembert and
Diderot. Three circumstances connect productivity to the division of
labour: the improvement in the skills of the worker when he regularly
accomplishes a specific task rather than a multiplicity of tasks, the saving
of labour time usually lost when shifting from one task to another and
technical progress made easier by the possibility of focusing attention on
one specific work task.

Let us now consider the connection between growth of the market and
development of the division of labour. When a firm expands to improve its
division of labour, it will have to place on the market a product that has
increased in quantity because of both the increase in the number of
workers employed and the increase in their productivity. In Smith’s
example of the pin factory, a worker who does everything by himself
produces around ten pins a day, while a small factory with ten workers

of letters and arts and because of the civilising function attributed to commerce. Smith’s
notion of the wealth of nations also leaves room for recognition of distributive conflicts
(as, two centuries earlier, did the notion of the ‘common weal’: cf. Anonymous 1581 and,
for a comment, Roncaglia 2015. On the ‘science of wealth’ in Smith and previously,
cf. also Aspromourgos 2009.
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produces about 50,000 pins a day. Production as a whole has increased
five thousandfold, as a result of a tenfold increase in the number of
workers and a five hundredfold increase in their productivity. Thus
the market must also grow five thousandfold, in order to absorb the
production of the small factory, compared with the size of the market
sufficient for a single worker producing pins. Clearly, the size of the
market constitutes the main constraint on the development of the division
of labour. Hence Smith’s economic liberalism: whatever is an obstacle to
commerce also constitutes an obstacle to the development of the division
of labour and so to increases in productivity and the welfare of the
citizens, or in other words to the wealth of nations.

There are three connected but distinct aspects of the division of labour:
the microeconomic division of labour, among the different workers within
the same plant; the social division, among different jobs and professions;
and the macroeconomic division, among firms and sectors producing
different commodities or groups of commodities. It is therefore necessary
to consider both the social stratification typical of such an economic
system and the relations that set in between the different productive
sectors.

The political arithmeticians King and Davenant had illustrated the
economic situation of England utilising a partition of the national econ-
omy into geographical areas: a choice we can understand for a time when
commerce was greatly hindered by the difficulty of transportation.
Subsequently, instead, the criterion gained ground of dividing society
into social classes and productive sectors. In the wake of Cantillon and
Quesnay, Smith considered a society divided into three classes. His
tripartition — workers, capitalists, landlords (with the three corresponding
kinds of income: wages, profits and rents) — is different from that of his
predecessors (agricultural workers and farmers, artisans, nobility and
clergy). The latter classification reflects a society in transition from feud-
alism to capitalism, while Smith’s classification reflects a capitalist society
(though nowadays landlords have lost practically all their importance,
while the middle classes have expanded). Thus, in this respect, too, Smith
marks the rise of the conceptual scheme that characterised subsequent
economic science.

Because of the differences in bargaining power between capitalists and
workers, the latter receive a wage just sufficient to maintain themselves
and their families. The incomes of capitalists and landlords, namely
profits and rents, are thus equal in their total to the surplus obtained
within the economy.

The surplus — a notion that Smith took over from Petty, Cantillon
and Quesnay — is equal to that part of the product that exceeds what is
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necessary to reconstitute the initial inventories of means of production
and means of subsistence for the workers employed in the productive
process. Period after period, firms utilise the initial inventories of means
of production (and the workers utilise the initial inventories of means of
subsistence) in the course of the productive process, at the end of which
they obtain a product that is used first of all to reconstitute the initial
inventories so as to be able to repeat the productive cycle; what is left after
this, namely the surplus, may be utilised to increase the inventories
of means of production and subsistence, increasing the number of work-
ers employed in the productive process and hence the product, or for
‘unproductive’ consumption (luxury consumption and the subsistence
consumption of the unemployed or of those whose work does not give
concrete results, that is, does not give rise to commodities that can be sold
in the market).

Accumulation, or in other words the productive utilisation of the
surplus, consists not only in investment in new means of production but
also in the use of part of the surplus as means of subsistence for additional
productive workers.

Here the problem arises of the distinction between productive
and unproductive workers. In this respect, Smith appears to oscillate
between three different definitions of productive labour: (i) labour that
gives rise to physical goods: labour in agriculture and manufacture, that
is, but not in the services sector; (ii) labour that recoups the funds
employed in production and in addition generates a profit; and (iii)
labour the wage for which is drawn from capital. On the other hand,
when the wage is drawn from the income of the master, as in the case of
servants, it is a matter of unproductive labour.'°

These are not necessarily three alternative definitions. The last is
useful for illustrative purposes, since it helps the reader to understand
Smith’s reasoning, but as a theory it would imply a logical vicious circle.
The second and the first definition may coincide, if we assume that
agriculture and manufacture correspond to the field of action of
capitalistic enterprises. We may thus credit Smith with an able compro-
mise between the tradition that identified productive labour with the
production of durable goods (along a scale topped by precious metals
and foreign trade, the latter being the means to obtain them) and
the subsequent view, which will become dominant in Karl Marx’s
work, according to which productive labour is what comes within the
capitalistic area of the economy.

10 For the three definitions, cf. Smith 1776, respectively, pp. 330-1, 332, 332-3.
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As for the theme of productive labour, again on the issue of the origin
of the surplus Smith went beyond the traditional view of a hierarchy
of productive sectors. In particular, he criticised the physiocratic idea
that agriculture alone is capable of generating a surplus. The share of
productive workers in the total population, L/N, depends on the stage
reached by the process of accumulation, namely on the amount of
means of production available to give work to new productive workers,
on institutional elements and on customs, such as laws on primary
public education for all or on child labour, or customs concerning
women’s attitudes towards working in a factory. In turn, such institu-
tional factors and customs are influenced by the political choices of
the public authorities.

The adoption of policies aiming at eliminating the obstacles to free
trade and at favouring the expansion of the markets may set in motion
a ‘virtuous spiral’: the expansion of the markets favours an increasing
division of labour and with it an increase in productivity that in turn gives
rise to an increase in per capita income and, consequently, a further
expansion of the markets. These dynamic mechanisms, of a cumulative
kind, constitute the essence of the Smithian theory of the wealth of
nations.

5.5 Value and Prices

The distinction between value in use and value in exchange is perfectly
clear in Adam Smith (1776, p. 82):

The word value ... has two different meanings, and sometimes expresses the
utility of some particular object, and sometimes the power of purchasing
other goods which the possession of that object conveys. The one may be
called ‘value in use’; the other, ‘value in exchange’. The things which have
the greatest value in use have frequently little or no value in exchange ...
Nothing is more useful than water: but it will purchase scarce any thing;
scarce any thing 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
frequently be had in exchange for it.

Value in use is thus a prerequisite of value in exchange: a good that has
no use, and which is not desired by anybody, cannot have a positive value
in exchange. But once this condition is satisfied, the value in exchange of
any commodity is determined on the basis of elements different from
value in use: it depends on the conditions of reproduction of the economic
system, not on the utility of the commodity under consideration. More
precisely, the Classical economists do not consider the value in use of
a commodity as a measurable quantity. At most, like Smith in the passage
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quoted above, we may speak of a greater or lesser value in use, but in
a rather generic way that does not entail a complete ordering of the
preferences of economic agents, and Smith explicitly rejected the idea
that it is possible to explain the value in exchange of two commodities on
the basis of their greater or lesser value in use.

When they referred to the value of a commodity, the Classical
economists commonly meant value in exchange. However, the problem
of value may assume different features, according to whether: (i) the
aim is to go back to the first principle — the ‘source’ — of value; (ii) the
focus is on the standard of value for inter-temporal comparisons
or comparisons involving different countries; and (iii) the theoretical
problem of determining exchange values is tackled.

Whatever specific problem came under consideration, economists
initially focused on labour. Theories of labour-value were already
common among the natural law philosophers; labour reappeared, side
by side with land, among the elements that constitute the content in
value of a commodity in the theories of Petty and Cantillon. However,
labour-value theories assumed different meanings in the different
authors. Natural law philosophers conceived labour-values as an
index of the sacrifice made by people to obtain the desired commodity;
Petty and Cantillon were nearer to a theory of physical production
costs, devoid of the metaphysical features that characterise the idea of
labour as sacrifice: labour-values are essentially no more than
a simplified way of expressing the relative difficulty of production of
the commodity under consideration in relation to that of other
commodities.

In Smith both features were present; furthermore, the labour-value
theory was proposed both as a theory of necessary labour (labour required
for the production of the commodity: labour contained, in Marx’s termi-
nology) and as a theory of labour commanded. Let us consider this latter
first:

Every man is rich or poor according to the degree in which he can afford to enjoy
the necessaries, conveniences, and amusements of human life. But after the
division of labour has once thoroughly taken place, it is but a very small part of
these with which a man’s own labour can supply him. The far greater part of them
he must derive from the labour of other people, and he must be rich or poor
according to the quantity of that labour which he can command, or which he can
afford to purchase. The value of any commodity, therefore, to the person who
possesses it, and who means not to use or consume it himself, but to exchange it
for other commodities, is equal to the quantity of labour which it enables him to
purchase or command. Labour, therefore, is the real measure of the exchangeable
value of all commodities. (Smith 1776, p. 47)
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In the passage quoted previously Smith did not intend to point out
the factors that determine exchange values but simply to indicate the
standard with which to measure them, and among other things he
justified this choice by referring more generally to the central role of
labour in the economy. Labour commanded, moreover, constitutes
a standard particularly suited to comparison between different countries
or different times within the same country and is thus appropriate for
a dynamic theory of the wealth of nations like that proposed by Smith. It is
also an appropriate measure for a society based on the division of labour,
since exchange between the products of different sectors is in substance
an exchange that connects the workers of the different sectors, bringing
them together in a single society, within which each person depends on
the labour of the others.

However, the problem of value in its usual sense remains open,
namely that of identifying the factors that determine the value in
exchange of the different commodities. We may obtain the quantity of
labour commanded by a given commodity by dividing its price by the
wage rate, although this clearly presupposes knowledge of both price
and wage rate.

A solution to the value problem may be provided by the necessary
labour theory, according to which the exchange ratios between two
commodities are proportional to the quantities of labour necessary to
produce them. Smith, however, considered this theory valid only in
‘that early and rude state of society which precedes both the accumula-
tion of stock and the appropriation of land’."* According to him, we can
no longer utilise necessary labour to explain exchange values when we
refer to a society in which workers are no longer the owners of the capital
goods and land that they use in their work. In fact, necessary labour
takes no account of the rents and profits that enter into the price of
every commodity when capitalists and landlords constitute social
classes distinct from the working class. In such a society, exchange
values correspond to the ‘natural prices’, which Smith defined distin-
guishing them from ‘market prices’: “‘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 the 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 ...

1 Smith 1776, p. 65. Smith did not refer to any real primitive society but to an ideal model
of society in which economic agents (hunters and fishers) adopt the rational behaviour
typical of a mercantile society, while the primitive character is given by the abstract
hypothesis of absence of division into the social classes of workers, capitalists and
landlords.
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The actual price at which any commodity is commonly sold is called
its market price.”*? In other words, the market price is the price we see
looking at the actual acts of exchange; the natural price, instead, is the
theoretical price that expresses the conditions of reproduction of the
productive process. In a society divided into social classes, the exchange
values or ‘natural prices’ must cover production costs and guarantee, in
addition, a return equal to that obtainable in other sectors for the capital
invested in the productive activity.

Reference to costs of production is in itself insufficient to build a theory
of prices, since it would imply circular logical reasoning: if we need steel in
order to produce coal and coal in order to produce steel, we cannot
determine the price of coal if we do not already know it. For this reason
some economists, before and after Smith, had recourse to a first principle
such as necessary labour (or labour-and-land, as in the case of Petty and
Cantillon), which enabled them to explain prices without their having to
be explained in turn. However, as we have seen, Smith did not agree,
since he considered necessary labour as an explanatory principle accep-
table only for an ‘early and rude society’.

Exchange values remain an open issue in Smith’s analysis. An attempt
at solving it is seen by some exegetists in what has been called the ‘adding-
up-of-components-theory’: namely, the idea that ‘the price of every
commodity finally resolves itself into some one or other, or all of those
three parts’, ‘rent, labour, and profit’ (Smith 1776, p. 68). In other words,
the price of a commodity corresponds to wages, profits and rents plus the
costs borne for the means of production other than labour and land; such
costs are in turn decomposed into wages, profits, rents and costs for the
means of production; we thus proceed backwards until the costs for the
means of production have disappeared or become insignificant.
The theory re-proposes a national accounting principle at the level of an
individual commodity: the value of the national product corresponds to
the value of national income, or in other words to the sum of the incomes
of the different social classes, as Smith himself (1776, p. 69) stressed.
However, it ignores the difficulties that arise at the level of the individual
commodity because of the necessity to assume that the three distributive
variables are independent the one from the other and of the fact that the
residual of means of production cannot in general be reduced to zero.
Thus it came under criticism from Ricardo, on account of its implicit idea
that an increase in the wage rate causes an increase in the price while
leaving unchanged the rate of profits. We can say, in conclusion, that
Smith did not provide a fully adequate theory of exchange values; only

12 Ibid., p. 72.
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with Ricardo did the theory of value, in its modern meaning of theory of
relative prices, come to centre stage.

5.6 Natural Prices and Market Prices

According to Smith, the market economy functions in a fairly satisfactory
way: for each commodity, the flow of production coming out of the firms
more or less corresponds to the flow of the demand coming from the
buyers even if exchanges take place freely and the decisions on quantities
to be produced, sold and acquired and on exchanges and prices are
decentralised. It is the market that links up the productive units operating
in the different sectors of the economy, in two distinct ways: through
market exchanges each productive unit obtains from the others what it
needs to continue its activity in exchange for its own product; through
competition, a co-ordination of the myriad of decentralized decision
centres is realized.

Smith considered two kinds of competition. The first is internal
to the market for each commodity: each buyer seeks among the sellers
the one that sells the desired commodity at the lowest possible price;
the seller who asks too high a price risks being left with unsold
merchandise. Similarly, each seller seeks among the buyers the one
that is ready to pay the highest price; the buyers offering too low
a price risk being left empty handed. Under ideal conditions, when
competition among the sellers and among the buyers does not meet
with obstacles, the price of each commodity is one and the same for
all the buyers and all the sellers: the so-called ‘law of one price’.
The second kind of competition concerns the capitalists in search of
the employment that offers the highest returns on their capital. When
capitalists are free to move their capital from one sector to another in
search of the most fruitful employment, it is not possible for a sector
to offer capitalists a return higher than that obtainable in other
sectors, since otherwise new capital would flow into it, with the
consequence that production would increase, the market price
would diminish, and with it also profits and the rate of return. In
the same way, it is not possible for a sector to offer capitalists a return
lower than that obtainable in other sectors, since otherwise there
would be an outflow of capital from that sector, causing a fall in
production, with an ensuing rise in the market price and hence
in profits and in the sector’s rate of return. Therefore, under free
competition the return on capital — the rate of profits — tends to be
equal in all sectors. In this way the ‘competition of capitals’ links up
in a single capitalistic market the different sectors of the economy.
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These two kinds of competition underlie the market adjustment
mechanism based on the relationship between market and natural
prices: when production of a commodity is in excess of the ‘effectual’
demand (i.e. the quantity that buyers are prepared to absorb at the
natural price), then competition between sellers will drive the market
price below the natural price: the producers will be unable to obtain
the ‘natural’ profits, and an outflow of capitals from that sector will
take place; production will decrease, and the excess supply will thus be
absorbed.

It was in connection with this adjustment mechanism that Smith
(1776, pp. 75, 77) used the famous ‘gravitation’ analogy:

The natural price, therefore, is, as it were, the central price, to which the prices of
all commodities are continually gravitating ... But though the market price of
every particular commodity is in this manner continually gravitating, if one may
say so, towards the natural price, yet sometimes particular accidents, sometimes
natural causes, and sometimes particular regulations of police, may, in many
commodities, keep up the market price, for a long time together, a good deal
above the natural price.

Many authors interpreted the metaphor of gravitation as if it implied
a theory of market price based on supply and demand. This idea is in fact
totally alien to Smith’s thinking: both because the market price, as we
have seen, is not a theoretical variable for him but an empirical correlate
and because the reference to gravitation itself, which seems to imply
a precise theoretical structure, that of Newton’s theory (in which the
behaviour of the body that gravitates around another one is described
by precise mathematical laws) is in fact quite vague, as testified among
other things by the fact that in each of the two sentences in which the
term ‘gravitation’ appears, it is accompanied by expressions (‘as it were’,
‘if one may say so’) that point to its use as an imprecise metaphor.
In Smith’s times, the terms ‘demand’ and ‘supply’ did not indicate stable
and well-identified functional relations connecting price and quantity of
a commodity but a set of fortuitous or contingent elements that cannot be
reduced solely to technological (economies and diseconomies of scale) or
psychological factors (consumers’ preferences).

Smith only suggested that the market price will be above the
natural price when for any reason supply proves lower than the
‘effectual’ demand and below it when the opposite holds true; more-
over, deviation of the market from the natural price will provoke
reactions on the part of buyers and producers that favour resolution
of the disequilibrium situation. The concrete action of these general
rules depends on circumstances, and it is not therefore possible to
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formulate precise reaction functions for the market prices to the
disequilibria between demand and supply and of these two latter
variables to the prices.

Thus, for Smith gravitation is no more than a metaphor used to evoke
the role of competition as a force making for the stabilisation of the
market. This is also the role of the ‘invisible hand’ metaphor, which,
moreover, Smith uses only once in The Wealth of Nations and in
a specific context (the capitalists’ preference for investing in the most
profitable sectors of the national industry rather than in foreign countries,
although motivated by personal interest, has a positive effect for society
since it tends to increase the national income, as ‘led by an invisible
hand”)."’

5.7 The Origin of the Division of Labour: Smith
and Pownall

The origin of the division of labour was viewed differently by Smith, who
attributed it to the human propensity for social life, and by Pownall,'*
who pointed instead to innate differences in capabilities. The two theses
have profoundly different implications on issues such as the social
contract theory, the view of social stratification as a fact of nature and
indeed the positive or negative evaluation of labour itself. According to
Smith (1776, p. 25),

This division of labour, from which so many advantages are derived, is not
originally the effect of any human wisdom, which foresees and intends that
general opulence to which it gives occasion. It is the necessary, though very slow
and gradual consequence of a certain propensity in human nature ... to truck,
barter, and exchange one thing for another. .. . It is common to all men, and to be
found in no other race of animals, which seem to know neither this nor any other
species of contracts.

13 Cf. Smith 1776, p. 456. The term ‘invisible hand’ is used only twice elsewhere by Smith,
in different works and contexts (the History of Astronomy, 111.2: Smith 1795, p. 49; and
The Theory of Moral Sentiments, IV.1.10: Smith 1759, p. 184) and, moreover, at least on
the first of these occasions, in ironical tones. The theme of the ‘invisible hand’ began to be
propounded only after the development of the axiomatic general economic equilibrium
theory and the two ‘fundamental theorems’ of welfare economics according to which
perfect competition ensures an optimal equilibrium and any optimal equilibrium may be
interpreted as the outcome of a perfectly competitive market. Attributing to Smith the
idea of the market as an invisible hand that leads to optimal equilibria is instrumental
to interpreting modern theory as crowning the Smithian cultural design. In reality,
however, the two views are quite different. Cf. Roncaglia 2005b.

14 Thomas Pownall (1722-1805) had been governor of Massachusetts in 1757-1759; from
1767 to 1780 he was a member of Parliament.
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Smith’s thesis, then, was that division of labour originates in the ten-
dency of men to enter into relations of reciprocal exchange, or in other
words — we might say — to human sociability. To this characteristic Smith
also attributed the origin of language; moreover, it distinguishes men
from animals. According to Pownall (1776, pp. 338-9), instead, the
division of labour originates in the desire to exploit the innate differences
of labour abilities of the different individuals:

Before a man can have the propensity to barter, he must have acquired somewhat,
which he does not want himself, and must feel, that there is something which he
does want, that another person has in his way acquired . . .. Nature has so formed
us, as that the labour of each must take one special direction, in preference to, and
to the exclusion of some other equally necessary line of labour . . . This limitation,
however, of [man’s] capacities, and the extent of his wants, necessarily creates to
each man an accumulation of some articles of supply, and a defect of others, and is
the original principle of his nature, which creates, by a reciprocation of wants, the
necessity of an intercommunion of mutual supplies; this is the forming cause, not
only of the division of labour, but the efficient cause of that community, which is
the basis and origin of civil government.

Pownall’s position rests on two assumptions that appear extraneous
to Smith’s views. The first is that each individual knows his own
abilities, what he wants and what the others can offer before getting
in touch with them; such knowledge should be innate in order to
constitute the origin of the division of labour and of exchanges.
The second assumption is that there be original differences in abilities
among the different individuals that, apart from constituting the spring
that determines the division of labour, also constitute a ‘natural’
precondition of society’s economic stratification.'® As far as the first
aspect is concerned, the view of the individual as a logical prius
with respect to society is opposed to the Smithian idea, typical of the
tradition of the Scottish Enlightenment, of the individual as an intrin-
sically social being. As for the second aspect, namely the existence of
a natural basis for economic and social differentiations, it is explicitly
rejected by Smith. In fact, he affirms that he considers the different

15 The doctrine of the intrinsic differences of abilities was already present (and dominant)
in the Greek tradition and then in the Scholastic period; around the middle of the
eighteenth century, it was taken up, in the framework of a subjective theory of value,
by Galiani (1751, p. 49): ‘By providence men are born to various crafts, but in unequal
proportions of rarity, corresponding with wonderous sagacity to human needs.” This
passage also indicates a crucial difficulty of the traditional view: if we admit that the
distribution of abilities among the individuals is innate, only the ‘invisible hand’ of
Providence can guarantee that the availability of abilities corresponds to the require-
ments of society.
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working abilities as mostly acquired as a consequence of the division of
labour:

The difference of natural talents in different men is, in reality, much less than we
are aware of; and the very different genius which appears to distinguish men of
different professions, when grown up to maturity, is not upon many occasions so
much the cause, as the effect of the division of labour. The difference between the
most dissimilar characters, between a philosopher and a common street porter,
for example, seems to arise not so much from nature, as from habit, custom, and
education. (Smith 1776, pp. 28-29)

The contrast between the democratic content of the Smithian thesis
and the conservative element in Pownall’s thesis is worth stressing, both
because it may help us in understanding the innovative and progressive
nature of Smith’s social philosophy and because the contrast between the
two views repeatedly recurs in the course of time.

5.8 Economic and Political Liberalism: Smith’s Fortunes

To say that Smith was the founder of the economic science would
be wrong: before him there were authors such as Petty, Cantillon,
Quesnay and many others. Perhaps, in comparison with previous
authors, Smith’s distinctive characteristic was that of being an
academician, dedicating great care to precise definition and accurate
presentation of his ideas, mediating between different views and theses
while capturing the positive elements in each of them. This Smithian
subtlety, the rejection of clear-cut theses without qualifications and
specifications, is evident in some controversies over interpretation of
his writings.

The first example concerns Smith’s liberalism. Smith’s was
a progressive attitude to the major political themes of his time, such
as the conflict over the independence of the American colonies. In pre-
and post-revolutionary France The Wealth of Nations was viewed with
favour by the progressive elements of the time, while Smith was seen as
a dangerous subversive by the conservative intellectuals. All these
thinkers, favourable or adverse to Smith’s views, saw no difference in
his thought between liberalism in the political field and economic
liberalism, between the defence of political freedom and the defence
of free trade.

The situation changed in the years immediately following, with a sharp
negative reaction to the excesses of the French revolution (the Terror),
which initially implied a growing diffidence towards Smithian liberalism.
Thus in 1794 Smith’s first biographer, Dugald Stewart (1753-1828),

Downloaded from https://www.cambridge.org/core. IP address: 120.57.153.48, on 23 Sep 2017 at 09:26:36, subject to the Cambridge Core
terms of use, available at https://www.cambridge.org/core/terms. https://doi.org/10.1017/9781316798416.006


https://www.cambridge.org/core/terms
https://doi.org/10.1017/9781316798416.006
https://www.cambridge.org/core

76 Adam Smith

reinterpreted Smith’s thought with the aim of making it more acceptable.
To this end, he distinguished between economic and political liberalism.
The latter, a politically progressive thesis bringing to the fore the need to
fight concentrations of power of any kind, was transformed into economic
liberalism, namely a conservative thesis — to leave maximum freedom of
action to capitalists — which in the stage of industrialisation went so far as
to serve to justify indifference on the part of the entrepreneurial class
towards the heavy human costs of the new productive technologies and
widespread indigence. This was a far cry from the sensitivity repeatedly
shown by the Scottish economist for human sufferings, and from Smith’s
interest in the continuous improvement of living standards for the great
mass of the population.

Another interpretative issue stems from the apparently contradictory
position taken by Smith towards the division of labour. In the first book,
the division of labour was extolled as the foundation for increases
in productivity, hence for the well-being of population and for civic
progress itself; in the fifth book, in an often quoted passage referred to
as the precursor of the Marxian theory of alienation, Smith stressed the
negative characteristics of fragmented labour, which can make a brute
of man.'® However, the contradiction is only apparent: the division of
labour has both positive and negative effects, and Smith considered as
dominant the positive effects. Thus, far from raising doubts about the
expediency of pursuing continuous intensification of the division of
labour, he advocated recourse to elementary education as a counter-
weight.

There is in this respect an aspect that should be stressed, since it
may well constitute the main point of difference between Smith’s social
philosophy and that of Marx. Both are fully conscious of the negative
implications of the division of labour and of the need for work (or
‘compulsory labour’) that accompanies them. Marx, however, held

16 In the progress of the division of labour, the employment of the far greater part of those
who live by labour, that is, of the great body of the people, comes to be confined to a few
very simple operations; frequently to one or two. But the understandings of the greater
part of men are necessarily formed by their ordinary employments. The man whose
whole life is spent in performing a few simple operations, of which the effects too are,
perhaps, always the same, or very nearly the same, has no occasion to exert his under-
standing, or to exercise his invention in finding out expedients for removing difficulties
which never occur. He naturally loses, therefore, the habit of such exertion, and generally
becomes as stupid and ignorant as it is possible for a human creature to become.
The torpor of his mind renders him, not only incapable of relishing or bearing a part in
any rational conversation, but of conceiving any generous, noble, or tender sentiment,
and consequently of forming any just judgement concerning many even of the ordinary
duties of private life. Of the great and extensive interests of his country, he is altogether
incapable of judging. (Smith 1776, pp. 781-2)
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that the need for compulsory labour can be overcome in a communist
society; the possibility of reaching full freedom from compulsory labour
morally justifies, and renders politically acceptable, the costs in blood
and tears of the proletarian revolution and of the subsequent dictator-
ship of the proletariat, as necessary stages (together with capitalistic
accumulation) for development of productive forces, which constitutes
the indispensable premise to achieve the final objective. Smith, on
the contrary, considered overcoming the division of labour clearly
impossible. Increases in productivity and growing economic welfare
made possible by the intensification of the division of labour are
the precondition for progress in human societies. This is, however,
conceived as a continuous process, without any evident prospect of
a ‘way out’ of the arrangement of market economies or a way to
overcome their limits and defects, such as compulsory labour and
the inequalities of social conditions. Progress in human societies is
possible, but the perfect society remains a utopia.
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6 Economic Science at the Time of the French
Revolution

6.1 The Perfectibility of Human Societies: Between
Utopias and Reforms

The English ‘Glorious Revolution’ of 1688 took place with practically no
bloodshed and, albeit marking a radical change in the political order,
producing no drastic break in continuity for the English institutions.
On the contrary, the French Revolution of 1789, and especially the
radicalisation it subsequently went through, once again, and in dramatic
terms, found social scientists faced with two crucial issues. First, can
a change in institutions lead to a better society? Second, if the change
has a cost in terms of violence and bloodshed, do the advantages that may
be reaped justify these costs?

In the eighteenth century the tradition of the Enlightenment gave
a more or less positive answer to the first question: intervention guided
by reason may favour social progress, which in any case remains the
direction human history tends to move in. The second question, on the
other hand, was commonly left aside.

We also have different answers to the first question: the conservatives
held endeavours to foster social progress futile, opposing the revolu-
tionaries, who held radical change a necessity, also for the political
institutions, often referring to Utopian models of ideal societies,
frequently characterised by forms of collectivism extending not only
to control over means of production but also and above all to the
customs of everyday life. As a literary genre Utopian writings had
been circulating since the late sixteenth century, side by side with
another stream of writings providing accounts of travels in faraway
lands, often invented and in fact very often romanticised, in any case
illustrating forms of social organization strikingly different from
the European ones. The rationalistic spirit of the Enlightenment
encouraged intellectuals to consider human intelligence able to design
institutional systems surpassing those inherited from history; some

78
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6.1 The Perfectibility of Human Societies 79

went so far as to assert the right and indeed the duty to impose their
implementation in the face of resistance by conservative rulers or
ignorant masses.

The tradition of the Scottish sociological Enlightenment was also
favourable to institutional changes: for instance, we may recall Smith’s
fight against the remnants of feudalism. However, this was not a matter of
a priori designs for ideal institutions but rather indications on possible
improvements to the existing institutions. Trust in reason is, moreover,
tempered by two elements: the liberal idea, maintained by Smith in
The Theory of Moral Sentiments, that each is the best judge of his own
interests; and a non-idyllic, although basically optimistic, vision of human
nature, open to a certain amount of scepticism extending to the true
abilities and motivations of rulers. In turn, this implied diffidence, if not
hostility, towards projects for revolutionary change inspired by theoretical
models of ideal societies. This position was substantially shared by the
exponents of Neapolitan Enlightenment, such as Galiani and Genovesi,
as also by the Tuscan intellectuals, mainly concerned with agrarian
reforms, and a Milanese circle including Verri and Beccaria, and some
exponents of the French Enlightenment, such as Voltaire, Turgot or the
marquis of Condorcet (1743-1794).

It is in fact in pre-Revolutionary France that we have an interesting
example of confrontation between reformist and conservative theses in
the clash that saw Necker versus Turgot and subsequently Condorcet
versus Necker.

Turgot, the Minister of Finance from 1774 to 1776, tried to implement
reforms aiming at abolishing feudal constraints (restrictions on free trade
in agricultural produce, corporatist regulations on labour and productive
processes) and improving social policies for the poor. Jacques Necker
(1732-1804), a banker, political opponent of Turgot and the last
Minister of Finance before the Revolution, by contrast, considered the
indigence of the poor as a fact of nature resulting from the tendency of
population growth to exceed the growth of production of means of
subsistence.

Reacting to theses such as Necker’s, Condorcet (who belonged to the
circle of the Encyclopaedists and a mathematician renowned for his
foundational studies on probability theory applied to social sciences)
maintained that the problems of contemporary society stemmed not
from the forces of nature but from human institutions: therefore,
measures of institutional reform might influence economic and civil
progress. Like Smith, Condorcet supported public interventions in favour
of universal education; he also advocated schemes for collective insurance
against accidents and to guarantee an income to the old. More generally,
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like Smith, he maintained that political liberty and social integration of
the poor favoured economic development. Condorcet was among those
progressive intellectuals who played leading roles in the early phases of
the French Revolution only to fall prey to the Terror, whose exponents
saw moderate reformism as an enemy possibly even worse than conser-
vatism itself.

As a reaction to the radicalisation of the French Revolution, there was
also radicalisation in the opposition to change. The reformist currents,
squeezed between the extremism of revolutionary Terror and the
conservative reaction, lost ground, to recover some of it only half
a century later, with the cooperative movement in England and with
John Stuart Mill, but once again to find themselves hemmed in between
revolutionary radicalism (Marx and perhaps more importantly the Paris
Commune) and conservative reaction.

6.2 Malthus and the Population Principle

In Great Britain, too, the sympathetic response that various intellec-
tuals had shown to the storming of the Bastille gave way to conservative
reaction against the Terror. Among the few who retained a position
favourable to the Revolution we find William Godwin (1756-1836),
author of a widely read Enquiry Concerning Political Fustice (1793) and
advocate of small-scale production and social decentralisation,
together with a drastic redistribution of income in favour of the need-
iest strata of the population. Like Condorcet, Godwin was a strenuous
upholder of the perfectibility of human beings: an end to be pursued by
abolishing or modifying those institutions, both political and social,
that obstructed economic development and the development of human
reason alike.

Thomas Robert Malthus (1766—1834) took an entirely different view.
A student at Cambridge, on graduating he was appointed a minister of the
Anglican Church. He married in 1804 and had three children. In 1805 he
became professor of history and political economy at the East India
College; his teaching was based on Smith’s Wealth of Nations.

His most famous work is the Essay on Population (1798), born out of
discussions with his father, who was a follower of Godwin. The Essay, in
fact, constituted the conservative answer to Godwin’s views. The first
edition was a lively, provocative political pamphlet; in subsequent
editions it gradually swelled into a heavy, erudite volume, stuffed with
empirical references and qualifications to the central thesis but somewhat
indigestible. The Essay had a wide readership and a strong influence,
stimulating lively, prolonged debate.
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Malthus’s thesis is often summed up in a famous formula: agricultural
production tends to grow in arithmetical proportion, while population
tends to grow in geometrical proportion and, more precisely, to double
every twenty-five years. Actually, the point — illustrated by Malthus in
various numerical examples — was not essential to the principle of popula-
tion that consisted, quite simply, in the idea that population growth is
necessarily limited by the availability of means of subsistence. As soon as
these become available in excess of the strictly necessary, the population
tends to grow more rapidly than agricultural production. This causes an
increase in agricultural prices and a worsening of the living conditions of
the poorest classes, thus forcing down the growth rate of the population
as the mortality rate rises and the birth rate falls, both effects being
determined by ever more widespread poverty and hardship.!

Alongside this automatic mechanism, Malthus pointed out two other
possible routes to preserve equilibrium between population and means of
subsistence: the path of ‘virtue’, namely chastity in celibacy and conti-
nence within marriage, or the path of ‘vice’, namely contraception.
The latter solution was to be upheld by the so-called neo-Malthusians
but had already been addressed approvingly before Malthus by authors
such as Bentham or Condorcet.

Malthus’s thesis was not new. We have already seen that it had emerged
in France in the debate between Turgot and Necker, but as early as the
sixteenth century an Italian, Giovanni Botero (1544-1617), contrasting
virtus generativa with virtus nutritiva, had stressed the tension between
the potential of population growth and the difficulties in increasing
production of means of subsistence to keep up with it. Another Italian,
Gianmaria Ortes (1713-1790), in the Riflessioni sulla popolazione
(Thoughts on Population, 1790), had stressed the potentiality of population
to grow in geometrical progression.

However, Malthus’s pamphlet had a stronger impact, focussing
attention not simply on the relation between growth of population and
growth of the means of subsistence but also on the political implications
(a change in institutions was useless) and the implications for the
distribution of income. A number of economists of the time, including
David Ricardo, referred to the Malthusian principle of population in
support of the so-called iron law of wages, according to which the wage
rate tends to oscillate around the subsistence level.?

' Charles Darwin (1809-1882) recalled the Malthusian thesis as a source of inspiration for
his theory of evolution based on natural selection.

2 The subsistence level was not to be interpreted in merely biological terms but in the social
sense, as that level that allowed workers not only to survive within the country, hence
excluding emigration, but also to form a family and raise children.
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To sum up the argument in a few words, let us assume that the wage of
the great mass of workers is above mere subsistence level. The population
begins to grow, and agricultural production is unable to keep up; food
prices consequently rise, and the real wage declines, returning to the
subsistence minimum. If, on the contrary, we start from a wage rate
lower than the subsistence level, then the population decreases (due to
a rising mortality rate and falling birth rate but also due to increasing
emigration); hence the demand for wage goods diminishes, their prices
fall, and the real wage increases.

As we saw previously, Smith also held that there was a tendency to
subsistence wages but attributed it to the different bargaining power of
workers and capitalists. Smith’s thesis appears more solid than the one
based on the population principle. Suffice it to recall that, if the increase
in population due to a wage rate above subsistence level is associated with
an increase in the birth rate or decrease in the rate of infant mortality, then
the downward pressure on wages can only be felt on the labour market
after a lag of fourteen to sixteen years, necessary for a newborn baby to
join the labour force. Moreover, the Malthusian population principle
presupposes absence of technological progress in the primary sector; in
actual fact, as historical experience shows, a decreasing share of popula-
tion (from more than 70 per cent to less than 4 per cent in contemporary
OECD countries) has succeeded in producing food more than sufficient
for a growing population.

The main aim of Malthus’s Essay was, however, to assert the useless-
ness of any attempt at improving the situation of the great mass of the
workers. Even if these attempts were successful in the short run,
Malthus said, improvement in the standard of living would nevertheless
immediately be followed by a faster rate of population increase, which
brings wages back to simple subsistence level. Hopes for improvement
should not rely on institutional changes or social policies in favour of the
poor: such hopes can only rely on preventive checks on population
growth that the workers will only exercise with the spectre of poverty
hanging over them, also acting as a stimulus to industriousness.
Therefore all measures designed to eliminate indigence were useless;
indeed, they were counterproductive.’

On the contrary, according to Smith, Condorcet, Godwin and the
whole of the reformist tradition, it is the hope to improve one’s condi-
tions, and not the fear of poverty, that stimulates industriousness.
Godwin, in his essay On Population (1820), maintained that preventive

3 Malthus nevertheless supported free basic education and free medical support for the
poor.
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checks on population increase are prompted by improvement in the
standards of living of the workers, not the spectre of poverty.

However, it was Malthus’s theses that eventually dominated the field;
their pessimism on the prospects of social progress led the public
opinion of the time to identify political economy as the °‘dismal
science’:* a construction of abstract theories that led to defeatism
cloaked in scientific rigour. In a sense, political economy would repre-
sent the pessimism of science as opposed to the optimism of the will;
however, it was a pessimism that, when confronted with the facts,
proved substantially misleading, since it underrated the potentialities
opening up with technological progress. There was thus a negative
reaction against the cold abstract logic and pessimism of economic
science, perceived to be based on unreal assumptions. Thus the whole
of Classical political economy, and in particular Ricardo and his
followers, met with growing diffidence on the part of public opinion,
despite the fact that the Malthusian population principle was not an
essential component of their analytic structure.

6.3 Say’s Law

A few years after Malthus’s Essay, the French economist Jean-Baptiste
Say (1767-1832) enunciated what came to be known as ‘Say’s law’. In its
simplest formulation, it said that ‘supply creates its own demand’; it
was then utilised by many Classical economists, with subtle but often
substantive differences; in a strong version (as an ex ante identity between
aggregate demand and supply), it became a distinctive characteristic
commonly attributed to the ‘Ricardian school’.

Originally, in his Traité d’économie politique of 1803, Say propounded it
in criticism of certain aspects of the physiocratic doctrine utilised by
various economists of the time to oppose the central role Smith attributed
to savings and accumulation as the foundation for growth of the wealth of
nations and to refute his criticism of “‘unproductive’ consumption. Let us
recall in this respect that Cantillon and the physiocrats had the landlords
and nobility playing an active role in setting the circulation process into

4 The expression was due to Thomas Carlyle (1795-1881), in an essay of 1849, The Nigger
Question (in Carlyle 1888-89, vol. 7, p. 84.

5 It was a successful book, also utilised as a university textbook in the USA and Britain (as
well as France, where Say became the first professor of political economy in 1815).
It included among other things a theory of value based on utility and, in opposition to
Smith, the identification of productive labour with labour generating utility; this means
that labour that produces services is also productive, and not only labour that produces
commodities.
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motion: at the end of the productive process they are in possession of the
money and utilise it to acquire commodities from the ‘sterile’ and the
‘productive’ classes. However, if the landlords and nobility decide not to
spend part of their income, and if for any reason their demand fails, the
possibility arises of a situation of ‘general over-production’ or want of
market outlets. Given the active role that it plays in the circulation
process, the spending of the landlords and nobility regulates the rate of
exchanges and the level of production.

In its original version, however, ‘Say’s law’ was less clear-cut, the main
aim being to reassert two theses already present in Smith: first,
the possibility for technological progress to give rise to a long period
development of production, with improvement in the living standards
of the population accompanied by a parallel growth in demand; second,
the idea that growth is favoured by savings (and by investments, which
savings automatically turn into) more than by unproductive consump-
tion. In upholding these two theses, which were the true objects of the
current debate, Say (and subsequently James Mill)® also developed other
arguments, such as the thesis that money is not in demand per se but only
as a means to acquire goods, with the consequence that aggregate supply
would necessarily equal aggregate demand and that no general over-
production crisis would be possible. The latter thesis was later christened
‘Say’s identity’ by historians of economic thought to distinguish it from
what came to be known as ‘Say’s equality’, according to which short
period disequilibria between overall supply and demand for goods may
exist but equilibrating mechanisms soon overcome them.’

6 James Mill (1773-1836), father of John Stuart, follower and friend of Bentham, friend of
Ricardo whom he helped in the writing of the Principles, was for years manager of the East
India Company; he also authored a Ricardian textbook, Elements of Political Economy
(1821).

7 Baumol (1977, pp. 147-54) distinguishes different theses, for each of which it is possible
to find some reference in Say’s writings: 1. ‘A commodity’s purchasing power (effective
demand) is limited by and is equal to its output, because production provides tke means by
which output can be purchased’; 2. ‘Expenditure increases when output rises’; 3. ‘A given
investment expenditure is a far more effective stimulant to the wealth of an economy than
an equal amount of consumption’; 4. ‘Over the centuries the community will always find
demands for increased outputs, even for increases that are enormous’; 5. ‘Production of
goods rather than the supply of money is the primary determinant of demand. Money
facilitates commerce but does not determine the amounts of goods that are exchanged’; 6.
‘Any glut in the market for a good must involve relative underproduction of some other
commodity, or commodities, and the mobility of capital out of the area with excess supply
and into industries whose products are insufficient to meet demand will tend rapidly to
eliminate the overproduction’.

The less restrictive versions of Say’s law had already been taken up by Smith, in support
of the importance attributed to savings for accumulation and development; on the other
hand, the stronger versions of the law were utilised in the Ricardian school to criticise the
Smithian theory of the competition of capitals, according to which accumulation of capital
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Criticising the most radical versions of Say’s law, authors such as
Sismondi, Malthus and Lauderdale argued not the existence of long
period tendencies to stagnation but more simply the possibility of general
over-production crises. Much the same line was followed by other
Ricardian economists, such as Robert Torrens and, notably, John
Stuart Mill (1844, second essay), who recognised the possibility of
demand for money as a liquid inventory not to be spent immediately.
This line was later adopted by Marx and especially by Keynes, who
presented his theories as directly opposed to Say’s law, interpreting it in
the strong sense that it had acquired, much more than in the writings of
Classical economists, within the marginalist tradition.

6.4 Under-consumption Theories: Malthus,
Sismondi

In the first two decades of the nineteenth century, after Malthus had
published the first edition of his Essay and Say the first edition of his
Traité and before the Ricardian orthodoxy based, among other things, on
Say’s law had set in, a number of authors entered the arena arguing the
possibility of general over-production crises.®

In his main work on economic theory, the Principles (1820), Malthus
took from Smith the idea of labour commanded as a standard of value,
which he contrasted with the Ricardian theory of labour embodied
in a commodity. The role of demand was stressed in respect to the
determination of both the prices of commodities and the global level of
production and income. Confronted with the risk of inadequate demand,
he stressed the role in support of income played by the ‘unproductive
consumption’ of the landlords.

However, unlike others, Malthus did not derive the possibility of insuf-
ficient demand from the distinction between savings and investments,
which may not coincide in a monetary economy. For Malthus, as
for Ricardo, investments and savings automatically correspond to one
another. Malthus’s thesis concerned, rather, the possibility that the
increase in productive capacity generated by investments exceeds the

would imply a gradual reduction of the profit rate, as a consequence of the progressive
exhaustion of the most profitable employments of capital and the need to shift to ever less
profitable uses. In the strong version, Say’s law actually maintains that an increase in
production by itself creates ex novo market outlets that guarantee the new employments of
capital the same returns as the preceding uses.

The fear of over-production must be distinguished from the ‘fear of goods’, namely
a hostile attitude to economic growth, which has distant origins, being traceable in
Classical Greek and Latin authors, and cyclically resurfaces in cultural debate. Cf.
Perrotta 2004.
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growth in demand; in fact, in the absence of unproductive consumption
on the part of capitalists or landlords, the increase in wages due to the
increase in employment associated with investments generates an addi-
tional demand, insufficient to keep pace with the increase in productive
capacity. Here the Malthusian theory of value based on supply and
demand entered the scene: in the situation we have illustrated, the
increase in production will find an outlet, but at decreasing prices, and
thus with a decrease in profits and in the profit rate. The result is
a situation of generalised crisis.

All this, however, has nothing to do with Keynesian theory, based
precisely on the distinction between savings and investments in a
monetary production economy. The idea that Malthus was a precursor
of Keynes (first suggested by Keynes himself, in the essay on Malthus in
his Essays in Biography, 1933) seems, rather, to find support in Malthus’s
opposition to the quantity theory of money. In fact, Malthus (1800)
maintained that the increase in prices is the cause, not the effect, of the
increase in the quantity of money in circulation, which banks adjust to
demand.

While Malthus may be considered a moderate conservative, Jean
Charles Léonard Simonde de Sismondi (1773-1842) was undoubt-
edly a leftist, critical towards capitalism, upholding ideas of solidarity
and social justice that in many instances anticipated theses character-
istic of the socialist movement; he advocated public intervention to
enforce a minimum limit to wages, a limit to working hours and public
assistance for the sick, the old and the unemployed. At the same
time, he was favourable to widespread private property and forms of
worker participation in the profits of enterprises, with the objective of
reducing inequalities in income distribution and favouring social
mobility. His under-consumption theory was related to the thesis of
the need to defend the purchasing power of the workers: wages were
seen as a source of demand, while the growth of income required an
expansion of demand that was not automatically ensured by increasing
production. His main work was the Nouwveaux principes d’économie
politique (1819).

As these summary remarks suffice to show, the economists considered
the major representatives of under-consumption theories were not
lacking in interesting insights, even when they failed to detect one of the
major weaknesses of the Classical tradition, namely identification
between savings and investments. However, their insights were not
incorporated into sufficiently solid analytical schemes; when confronted
with Ricardo’s architecture (illustrated in the next chapter) their positions
must have appeared analytically inferior, although we should not
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underrate how well they reflected pre-analytical viewpoints and political
ideas widespread at the time.

6.5 The Debate on the Poor Laws

One of the fields in which the Malthusian principle of population
played a central role, at least since the first decades of the nineteenth
century, was the debate on the poor laws, which involved a number of
other themes such as the role of the government in the economy and
the risks of public interference with individual responsibility. Once
again we are confronted with a problem that is continually cropping
up anew: the issue of ‘what is to be done’ about the poverty afflicting
the lowest strata of the population.

Obviously, the problem of poverty takes on different forms. Let us
simplify: on the one hand, we have the orphan and the foundling, the
old and the invalid: all those who, for one reason or another, are unable to
work and do not have a family to provide for their subsistence. On the
other hand, we have those who could work but fail to find a job or have
a job yielding an income insufficient for survival. Finally, a third group
includes those who prefer a life of privation and poverty like that of
beggars or a life fraught with risks like that of bandits rather than work.
The importance attributed to this latter group is variable: it is attributed
greater importance by conservative economists, hostile to extending
public intervention in favour of the poor from the first to the second
category; it is considered negligible (or included in the first two groups,
for instance by considering social deviancy as a psychiatric illness) by
progressive economists favourable to public intervention.

The problem of the poor is endemic, but it takes on particularly
acute forms in periods of marked technological change, such as those
characterising first the agricultural and then the industrial revolution
and leading to impoverishment for masses of workers. In the sixteenth-
century enclosures — delimiting the land reserved for stock raising —
generated poverty-stricken masses, uprooted from lands their families
had cultivated for generations. Thomas More (1516, pp. 65-7)
ironically remarked in this respect that sheep, ‘which are usually so
tame and so cheaply fed, begin now ... to be so greedy and wild that
they devour human beings themselves and devastate and depopulate
fields, houses, and towns’. In the second half of the eighteenth and in
the first half of the nineteenth century, in England as in the more
advanced countries of continental Europe, manufacturing industries
arose to squeeze out traditional artisan activities, giving rise once again
to mass pauperism.
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We shall consider later the debate on compensation, or in other
words the thesis that jobs lost with the introduction of machinery are
compensated for by the creation of new jobs, thanks to the new demand
deriving from the improved standards of living generated by technical
progress. In actual fact, however, pauperism was there, for all to see: the
compensation was, at least, not immediate.

In Elizabethan England the poor laws contemplated not only
systematic support for the first category of poor — the orphaned, old
and invalid — but also more generally for all those unable to support
themselves with their own work. The 1601 Statutes introduced on
a nationwide scale a tax going to the support to the poor; however,
collection of the tax and distribution of the revenue were administered
locally, under the surveillance of elected supervisors, and local
administrations were left free to follow the direction of outdoor relief
(distribution of foodstuff, subsidies, public works) or indoor relief (the
assisted poor obliged to reside and work in public workhouses) or
a combination of the two.

The onus of intervention thus fell on the well-to-do classes of the
local communities where the poor lived. This meant a tax burden
differing from place to place, according to the proportion of poor in
the local population; as a consequence, the communities were seeking
to encourage their poor to emigrate to other areas of the country and
to bar the poor from entering from other areas. Moreover, the tax
provoked continual complaints about the incentive to idleness offered
by a system of assistance considered too generous to people who did not
work although able-bodied. (Among the advocates of this viewpoint
in the eighteenth century we find Daniel Defoe and Bernard de
Mandeville.)

This twofold series of problems eventually gave rise, in the eighteenth
century and in particular with the new Poor Law of 1772, to a set of rules
that in practice prohibited the migration of the poor from one parish to
another and made the provision of food, as small as it was, dependent on
living in a workhouse — and the workhouse thus became a sort of prison
without bars. Despite these constraints, assistance to the poor grew to
considerable dimensions, receiving a boost from, among other things, the
so-called Speenhamland system (from the name of the place where the
magistrates of Berkshire used to meet), which began to spread in 1795,
providing for supplementation of the lowest wages to reach a minimum
level determined on the basis of the number of dependants and indexed to
food prices.

This was the background for the debate on the Poor Laws in England
in the first half of the nineteenth century. As we saw previously,
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6.6 The Debate on the Colonies 89

the Malthusian principle of population was utilised by many Classical
economists, including Malthus and Ricardo, to argue that aid to
the able-bodied poor was useless. Others, like Senior, maintained
that aid to the able-bodied poor reduces the work incentives, thus
weakening the workers’ efficiency and, as a consequence, the scale of
production and availability of resources to pay wages (the so-called
‘wage fund’).

The debate between the conservative and progressive theses
concerned whether disincentives to work arose with assistance to the
able-bodied poor not made conditional upon compulsory labour in
the workhouses. Thus the debate revolved not so much about the
desirability of aid to the poor in principle as the choice between
outdoor and indoor relief. Problems of bad administration, of little
interest from the point of view of theoretical economic debate, were
mixed with issues including incentives for individuals to work, the role
of public intervention and the idea that poverty was the inevitable lot of
a great part of the population.

6.6 The Debate on the Colonies

The Malthusian principle of population, namely the idea that population
growth exerts pressure on the means of subsistence, had every appearance
of realism in England at the time of the Napoleonic wars, when the
continental blockade obstructed imports from continental countries
producing low-cost agricultural goods. In the years immediately follow-
ing the 1815 Congress of Vienna, recollection of the war years could still
account for the persistent and widespread acceptance of a theory already
superseded by the realities of the time. One field where the population
principle was already quite clearly wearing thin was the debate on the
colonies, now largely ignored by historians of economic thought but
a burning issue of the time.

This debate, too, had begun well before the period we are considering
here. On the relations between colonies and fatherland, for instance,
Adam Smith wrote in the conclusion of his magnum opus itself,
published in the same year as the Declaration of Independence of the
American colonies. Smith (1776, pp. 761-71; 1977, pp. 377-85) not
only appeared ready to recognise the rights of the colonies but went so
far as to delineate a ‘commonwealth’, similar to that which took shape
only much later on, grasping the potentialities of North America as

° The importance of the debate on colonies and on conflicts between colonising countries
and colonies is illustrated by Reinert 2011.
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future leader of the world economy. Even before Smith, we may recall
Petty’s participation in the American adventure of his friend Penn that
led to the foundation of Pennsylvania'® or the role played by Cantillon
and, above all, by the Scottish banker-economist John Law in the
financial vicissitudes involved in the colonisation of Mississippi.

But let us return to the golden period of Classical political economy.
One of the main problems for countries across the oceans — both the
recently independent United States and the new colonial frontier of
Australia — lay in the extremely thin population. The land available for
cultivation was vast, the number of immigrants scant, which meant
enormous difficulties for the newborn manufacturing firms seeking wage-
workers, thwarting the development of an integrated economic system
with a manufacturing sector thriving on the division of labour.

These problems were dealt with by various authors. Torrens (1817)
recalled the Malthusian principle of population, being one of the first
authors to present the colonies as outlets for the emigration that was to
improve the conditions of the workers of the Kingdom, and in particular
the Irish. Others, like Senior, opposed colonization policies, arguing that
the void left by emigration would soon be filled by an increase in
population.

Edward Gibbon Wakefield (1796-1862) (1829, 1833) argued that
land in the colonies should be sold to the settlers at a price that not all
could afford in order to guarantee the availability of wage labour; were
they to take possession of land to cultivate freely, the settlers would scatter
over vast areas, and the division of labour would thus be rendered
impracticable, with enormous loss in productivity and poverty looming
for the new colonies.

Once he embraced Wakefield’s ideas, Torrens (1835) defended them
with his characteristic vigour, playing an active role in the colonisation of
South Australia (where his name was given to a large lake). Population
theory thus turned away from the old, pessimistic views on the possibility of
progress of human societies to form the basis for theoretical rationalisation
of the expansionist forces leading to the formation of the British Empire.

6.7 Bentham’s Utilitarianism

Let us now turn to another important stream of thought, Bentham’s
utilitarianism, which took shape and rose in influence in the period

10 Petty also repeatedly proposed a ‘transplantation’, or mass deportation of the Irish, so as
to transform Ireland into an immense cattle raising ground, with a limited number of
workers tending the cattle.
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between Smith’s Wealth of Nations (1776) and John Stuart Mill’s
Principles (1848). In some respects — as we shall see in Chapter 10 — it
opens the way to Jevons’s ‘marginalist revolution’; in other respects, it
may help us in understanding the transition — on many counts a big step
backwards — from the Smithian notion of human beings as moved
by a rich mixture of passions and interests to the Ricardian notion of
economic man.

The ‘utilitarian revolution’ of Jeremy Bentham (1748-1832) fell within
the field of ethics, where a centuries-long debate saw the confrontation of
two views: the deontological and the consequentialist approach. Bentham
gave a crucial contribution to the development of the latter.

In a few words, the deontological approach maintained that actions are
‘good’ or ‘bad’ in themselves; the consequentialist approach maintained
instead that any action is to be judged by its consequences. Deontological
theories in ethics were commonly based on the principle of authority and
associated with religious commandments and were typical of societies
oriented towards respect for traditions. Consequentialist theories of
ethics, on the other hand, came to the fore with the new rationalistic
orientation of the Age of Enlightenment.'’

According to Bentham (1776, p. 393), ‘it is the greatest happiness
of the greatest number that is the measure of right and wrong’. This
principle implied two elements (‘greatest happiness’ and ‘greatest
number’) to be simultaneously maximised; however, Bentham’s
‘felicific calculus’ — which consisted in quantitative evaluation and
algebraic summation of pleasures and pains stemming from any action
or set of actions (where pleasures obviously have a positive sign,
pains a negative sign) — implied just one maximand, total social
happiness. Good is whatever gives as its result an algebraically positive
felicific magnitude and hence increases the amount of happiness within
human societies; bad is whatever gives as its result a negative felicific
magnitude and as a consequence decreases the amount of social
happiness.

The felicific calculus was thus directed to evaluate the social impact of
both individual actions and public policy choices; Bentham, however,
concentrated attention on the latter.

"1 Such a clear-cut dichotomy between deontological and consequentialist approaches is
simplistic and hides many a problem. As shown by Sen 1991, deontological theories in
general are open to recognising, at least indirectly, the importance of the consequences of
actions, while the consequentialist approaches commonly retain some elements of
a priori judgements. On the whole, however, the distinction remains a most useful
interpretative key.
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Let us ponder this point. The private and the social impact of indi-
vidual actions coincide if individuals, while pursuing their own personal
interests, do not have an impact on the interests of others; in such a case
selfish behaviour automatically also realises the common good and the
so-called ‘thesis of the natural identity of interests’ holds. This was the
thesis on which the most extreme ideas of laissez faire relied, holding
that optimal social conditions are realised when individuals pursue
their own personal preferences. This thesis was different from the
position maintained, for instance, by Adam Smith, holding that indivi-
duals interact within society so that individual actions affect other
individuals; consequently individual behaviour is to be guided by an
adequate set of legal and moral norms upheld by public bodies — the
police and the administration of justice. Smith’s laissez-faire approach
lay, rather, in the conviction that in an imperfect world we should
abandon the dream of the ‘enlightened prince’, since each citizen can
look after his own interests better than he can anybody else’s. Bentham,
instead, combined the idea of the ‘enlightened prince’ (to whom the
central role of Legislator is attributed) and extreme laissez-faire views
(implicit, for instance, in his defence of usury against Smith’s proposal
to set a ceiling on interest rates, Bentham 1787).

Bentham’s guiding aim was in fact the construction of a legal code
such as to achieve the supremacy of Reason within human societies.
With the felicific calculus the Legislator could intervene with laws
setting rewards and punishments so as to modify individual behaviour
in the direction of the optimal situation corresponding to the greatest
happiness principle. Of course, the greater or lesser quantities of
happiness stemming from different courses of actions were computed
for society as a whole and assessed by the Legislator himself.
The felicific calculus implied two prerequisites: first, that the different
pleasures and pains of each individual were reducible to quantitative
measurement along a one-dimensional scale; second, that felicific
magnitudes referring to different individuals could be algebraically
added up (and all individuals were assumed to be identical in their
ability to experience pleasures and pains).

Bentham was in many respects a true believer in the powers of Reason
and in the applicability of the felicific calculus to homogeneous, one-
dimensional human nature. However, in his impressive output of
manuscripts no example is to be found, at least to my knowledge, of
factual computations of this kind, with numerical estimations of pleasures
and pains. Bentham systematically limited himself to illustrating
the elements that influenced the ‘quantity’ of pleasures and pains (such
as ‘intensity, duration, certainty, propinquity, fecundity, purity and
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6.7 Bentham’s Utilitarianism 93

extent’). This was sufficient for his purposes, for instance to establish
which criteria the laws (especially those relating to punishments, as in the
debate on the death penalty) should follow. The felicific calculus was
introduced by Bentham in this context (and more generally in the context
of the debate on ethics) and not in the context of an analysis of consumers’
behaviour. The notion of marginal utility and the postulate of decreasing
marginal utility were unnecessary from the perspective of Bentham’s
Legislator; indeed, it is likely that Bentham — and even more so his
followers, in particular John Stuart Mill — would have considered this
line of argument as stretching application of the felicific calculus too far.
There remains a very long stride ahead from this to the marginalist theory
of prices, requiring assumptions such as closely defined demand and
supply functions, without which it was impossible to utilise the tools of
differential calculus.
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7 David Ricardo

7.1 Life and Works

David Ricardo was born in London in 1772, the son of a well-to-do
stockbroker and a Sephardic Jew. Following the family traditions, he
studied in Amsterdam, an important financial centre that, in fact, the
Ricardo family hailed from. Back in London at the age of fourteen,
David began work in the Stock Exchange with his father. Soon,
however, he was to become the protagonist of a romantic story: falling
in love with a young Quaker girl, he married her against his family’s will
and was disowned. Thus compelled to launch out on his own, thanks to
his ability he soon became an established member of the business
community.

His work at the Stock Exchange spurred him to systematic considera-
tion of the economic vicissitudes of the country. While on holiday, in
1799, Ricardo happened to read Smith’s Wealth of Nations. He was not
a scholarly type, but he had a logical mind and sharp intelligence. His
analytic penchant thus germinated around three elements: the immediate
economic events of his time, debate revolving around them and Smith’s
book.

His first economic writings entered upon the field of the monetary
controversies of the time. However, his main contributions to political
economy came after his departure from the Stock Exchange in 1815,
when he was only forty-three years old but already a wealthy person,
thanks in particular to successful speculations on the placing of public
debt. Ricardo moved to the countryside, at Gatcomb, and there led the
tranquil life of a rich gentleman. He also got involved in politics and in
1819 became a Member of Parliament representing Portarlington,
a borough in Ireland with only twelve electors who, as was usual at the
time, sold their vote to the highest bidder. He joined in the economic
debates of the period but more through correspondence with friends and
parliamentary speeches than with publications. Among the latter, his

94
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Essay on the Influence of a Low Price of Corn on the Profits of Stock, published
in 1815, met with positive response. His main work is titled On the
Principles of Political Economy, and Taxation, published in 1817.}

In his publishing and parliamentary activity Ricardo dealt with
monetary, fiscal and public debt issues, proposing recourse to wealth
taxes in order to pay back over a few years’ time the public debt that
had piled up during the Napoleonic wars. In 1823 he proposed that the
issue of bank notes be entrusted to a National Bank and that the Bank of
England be limited to the activity of a commercial bank. Ricardo died in
1823. He left a large estate to his wife and his surviving children, with
bequests to his friends Malthus and James Mill.

Although he was acclaimed as the leading figure, in the years imme-
diately following his death his scientific heritage was already gradually
being dissipated, with increasing distortion of his original thought.
With the rise of the marginalist approach, after 1870, the idea gained
ground of Ricardo as a genius but not worth reading; indeed, it was even
suggested that with his extraordinary intelligence he had set political
economy on a wrong track. It was only with the ten-volume edition
of his works and correspondence edited by Sraffa (Ricardo 1951-55)
that Ricardo and his scientific contribution were brought back to the
attention of economists.

7.2 Ricardo’s Dynamic Vision

Ricardo took over from Smith his vision of the economic system and
upon it built an analytical construction admirable in its systematic
and logically consistent character. Like Smith, Ricardo took into
consideration a society based on the division of labour, with two
broad sectors (agriculture and manufacturing) and three social classes
(workers, capitalists and landowners) with three corresponding income
categories (wages, profits and rents). Wages correspond to subsistence
consumption and therefore constitute part of the necessary expenses of
production; rent and profits correspond to the surplus, namely to that
part of the product that remains at disposal once the initial inventories
of means of production and means of subsistence for the workers
employed in production have been reconstituted. While the landlords
allot their rents to luxury consumptions, the capitalists are induced
by competition to invest practically the whole of their profits.
Therefore economic development stems from accumulation, realised
by capitalists on the basis of their profits.

! The Essay on corn is reprinted in Ricardo 1951-55, vol. 4, and the Principles in vol. 1.

Downloaded from https://www.cambridge.org/core. IP address: 120.57.153.48, on 23 Sep 2017 at 09:26:37, subject to the Cambridge Core
terms of use, available at https://www.cambridge.org/core/terms. https://doi.org/10.1017/9781316798416.008


https://www.cambridge.org/core/terms
https://doi.org/10.1017/9781316798416.008
https://www.cambridge.org/core

96 David Ricardo

Ricardo departed from Adam Smith, however, in the method of ana-
lysis. Smith utilised a historical framework; within it, the economist
focussed on the most important factors in play but with continual
reference to the other elements left in the background. Ricardo had an
analytical mind, with an innate need for logical rigour, which led him to
build an analytical construction squared with an axe, excluding from
analysis anything considered not directly relevant to the problem at
hand. Furthermore, while Smith had illustrated the evolution of the
economic system as a whole, connected to developments in the division
of labour, Ricardo focussed on the distribution of the surplus between
rents and profits and on its implications for the rhythm of capital
accumulation and economic growth. This means taking technology and
wage rate as given, while, as a consequence of his acceptance of ‘Say’s
law’, the level of production is, at any moment in time, the quantity
that can be produced given the available production capacity being
determined by the process of capital accumulation.?

As for the assumption of a given wage rate, Ricardo followed Malthus’s
theory of population and assumed the wage to be at subsistence level (to
be interpreted, as suggested by Torrens, not in a purely biological sense
but as a historical-social minimum standard of living acceptable for the
workers). Thus the surplus turns out to be divided between rents — mainly
utilised in luxury consumptions — and profits — mainly earmarked for
investments.

The problem of rent was then solved with the differential rent theory:
a theory often attributed to Ricardo but in fact proposed, during a short
but lively debate on the duties on corn in 1815, by Malthus and (possibly)
West before Ricardo, who was, however, ready to understand and use it.
According to this theory, for any plot of land the rent is equal to the
difference between unit costs of production on the less fertile among lands
in cultivation and unit costs on the land being considered multiplied by
the quantity of product obtainable on it. Rent on the less fertile of the
lands under cultivation is nil and so does not enter into the cost of
production. Profits thus turn out to be a residual magnitude, namely
that part of the surplus that is not absorbed by rents.

Since economic growth stems from accumulation, and hence from
profits, whatever reduces profits constitutes a hindrance to accumulation.
For any given amount of the surplus, profits fall when rents on land
increase. According to Ricardo, ceteris paribus this is a consequence of
economic growth itself, since it is accompanied by an increase in food

2 Ricardo was accused of under-valuing technical progress, pessimistic as he was about
decreasing long-run economic trends up to the stationary state.

Downloaded from https://www.cambridge.org/core. IP address: 120.57.153.48, on 23 Sep 2017 at 09:26:37, subject to the Cambridge Core
terms of use, available at https://www.cambridge.org/core/terms. https://doi.org/10.1017/9781316798416.008


https://www.cambridge.org/core/terms
https://doi.org/10.1017/9781316798416.008
https://www.cambridge.org/core

7.3 From the Corn Model to the Labour Theory of Value 97

consumption, which in turn leads to expansion in cultivation. Let us
assume that the lands brought under cultivation are more fertile than
the ones left uncultivated. As new lands are brought under cultivation, the
less fertile of the cultivated lands proves ever less fertile. Therefore, profits
earned on the marginal land decrease, due to the increase in costs per
unit of output. The rents increase on already cultivated lands, and as
a consequence the profits of the farmers decrease. The decrease in profits
is transmitted from agriculture to manufacturing through the increase in
the price of agricultural products and hence in wages. All this hinders
accumulation.

The policy implication is obvious. Imports of foreign corn are the
best way to cope with increased demand for food rather than bringing
under cultivation new, less fertile, lands. It is therefore opportune to
eliminate all obstacles — such as custom duties — to the importation of
agricultural products. The theory of comparative advantages, which we
shall consider later, reinforces this policy conclusion: the international
division of labour brings about increased availability of commodities for
every country.

Ricardo thus expressed at the analytical level the clash of interests
between the landlords, politically dominant at his time, and the
manufacturing bourgeoisie: the confrontation over the expediency of
duties on corn imports was one of the central episodes of this clash.>
The construction of a sound analytical structure for classical political
economy constitutes Ricardo’s main contribution both to the progress
of economic science and to the gradual victory of the political position
he supported.

7.3 From the Corn Model to the Labour Theory of Value

We saw that Ricardo assigned profits a central role in the development of
the economy. However, rather than the aggregate amount of profits, it is
the rate of profits that is at the centre of his analytical edifice. This is due
essentially to two reasons.

First, in a capitalistic society driven by competition, in which
capitalists are free to move their capital from one investment to another,
the return on the funds invested in the different sectors — the rate of
profits — must be more or less equal. Hence, the rate of profits regulates

3 Abolition of duties on corn imports in England went through only many years later, in
1846, after fierce political battles in which the Anti-Corn Law League, founded in
Manchester in 1838 by Cobden, played a central role. Hence the term ‘Manchesterism’
designating, as from this period, free trade ideology.
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the effort that society puts into the production of the different com-
modities, and it is this competitive mechanism based on the tendency to
a uniform rate of profits to ensure that the quantities of different
commodities produced more or less correspond to the quantities sold
in the economy.

Second, the rate of profits is also — under the assumptions adopted by
Ricardo — an indicator of the potential pace of growth of the economy.
In fact, it is by definition equal to the ratio between profits and capital
advanced; assuming that profits are wholly allotted to investments, the
ratio proves equal to the ratio between investments and capital advanced,
namely to the rate of accumulation. Furthermore, if we leave aside
technical change and if — following Say’s law — we assume available
productive capacity to be fully utilised, we find that the rate of profits is
equal to the rate of growth of national income.* To be sure, Ricardo did
not explicitly illustrate these relations, but they do express in analytical
form the substance of his thinking. For Ricardo, to explain if and why the
rate of profits tends to decrease over time, and to locate the factors that
may counter this tendency, meant explaining the pace of development of
the economy.

For these two reasons — its role in regulating the competitive working
of the capitalistic economy and its role in the process of economic
development — determination of the rate of profits constitutes a central
aspect in Ricardo’s analytical edifice and more generally in the
whole classical tradition. In this field, Ricardo made crucial analytical
contributions, going farther than the Smithian idea of a normal rate of
profits determined by the pressure of competition between the capitals
available for investment.

According to the interpretation set out by Sraffa (1951), we can
distinguish two successive stages in the development of Ricardo’s
thought. The first, Sraffa conjectured, started in 1814, with a note on
the ‘profits of capital’ since lost, and ended with the 1815 Essay;
the second stage began with Malthus’s criticism of Ricardo’s ‘corn
model’, to conclude with the 1817 Principles (although Ricardo continued
to ponder over the different aspects of the problem to the very last days of
his life). Let us take a closer look at this issue.

The rate of profits is equal to the ratio between profits and capital
advanced. In order to compute this ratio both must be expressed in

4 Letus denote with Yincome, with Pprofits, with I investments, with K invested capital,
with r the rate of profits and with g the rate of accumulation (which, if the capital-
income ratio is constant, corresponds to the rate of growth of the economy).
By definition, r = P/K and g = I/K. If we assume that investments correspond to profits,
namely that P = I, we have r = g.
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terms of homogeneous magnitudes. In the first stage of his research,
Ricardo achieved this condition by interpreting profits and capital
advanced in the agricultural sector as different quantities of the same
commodity, ‘corn’: corn being the only commodity produced in the
sector, and also the sole means of production, as seed, and the sole
means of subsistence for the workers employed in cultivating the land.
We saw that, according to the ‘Ricardian’ theory of the rent, on the less
fertile among the lands under cultivation rent is nil, and all the surplus
goes to profits. Let us assume, for instance, that on the marginal land 100
tons of corn are produced, utilising 30 tons as seed and 50 tons as
subsistence for the workers; the surplus, that goes entirely to profits, is
equal to 20 tons of corn (100 — 30 — 50 = 20), and the rate of profits
amounts to 25 per cent (20/80 = 0.25).

In this way we can circumvent the problem of value: that is, the need to
determine the relative prices of the goods that enter into the capital
advanced and the surplus so as to be able to compute the value of profits
and of capital advanced, and hence the rate of profits. Obviously, since
under competition the rate of profits must be the same in the different
employments of capital, a rate of profit equal to that computed on the
marginal land will have to prevail not only in the whole agricultural sector
but also in all manufacturing activities, while relative prices adjust in such
a way as to ensure the uniformity of the rate of profits in all sectors of the
economy.

In a letter of 5 August 1814, Malthus had objected to Ricardo that ‘in
no case of production, [therefore not even in the agricultural sector] is the
produce exactly of the same nature as the capital advanced’.’ In other
words, Ricardo could not get round the problem of value by determining
the rate of profits as a ratio between different physical quantities of the
same commodity, since in any productive process means of production
are used that are heterogeneous among themselves and with respect to the
product.

After pondering at length over these criticisms, the validity of which
he was ready to recognise, Ricardo came up with a new solution in
the Principles, adopting the labour embodied theory of value to explain
relative prices. According to this theory, the exchange ratio between
two commodities corresponds to the ratio between the quantities
of labour directly and indirectly required to produce each of them.
Ricardo considered this new solution a step forward from the previous
one, although he did not see it as perfect since it was based on
drastically simplifying assumptions — as Torrens and Malthus

> Ricardo 1951-55, vol. 6, p. 117.
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immediately reminded him. However, from the point of view of his
political objectives — attack on rents — Ricardo thought that his reason-
ing was sufficiently valid and that the difficulties (the ‘complications’
that have to be introduced in order to deal with the problem of value)
could be overcome.

Smith had already proposed this theory, also present in the Scholastic
tradition, as holding in the ‘early and rude state’ that preceded separation
between labour and the ownership of capital and land, and hence between
wages, profits and rents. Ricardo extended application of the theory to
cover capitalistic economies too, assuming that for each commodity the
amount of profits and rents that have to be added to the cost of labour in
order to arrive at the price is roughly proportional to the amount of labour
employed in the productive process. Once again, this is clearly an unrea-
listic assumption, but this did not worry him too much. His main objec-
tive was, in fact, to work out not so much a theory of relative prices as,
rather, a theory of income distribution and accumulation, which does not
concern individual productive processes but the economic activities of
a country as a whole.

Thanks to the labour theory of value, Ricardo was able to measure
both the product and the means of production and subsistence in
homogeneous terms, as the quantities of labour bestowed on their
production. More precisely, the value of the yearly produce of an
economic system is equal to the quantity of labour spent as a whole in
the same period of time. Computed as the difference between the value
of the product and the value of the means of production, the value of the
surplus also emerges expressed as a certain quantity of labour. Once the
problem of rent is settled and done with, profits too turn out to be
determined. The rate of profits is then equal to the ratio between profits
and capital advanced, both expressed as different physical quantities of
one magnitude (labour time).°

5 Let us denote with L the number of employed workers (hence the amount of labour,
expressed in man-years, expended in a year). L thus corresponds to the value, in
labour terms, of the yearly produce of the economy. Let us indicate with Lw the
value, again in terms of labour embodied, of the commodities required for the
subsistence of employed workers, which by assumption corresponds to the wages
paid to them, and with Lc the value of means of production utilised overall within
the year (under the assumption that only circulating capital is used). Let us dis-
regard rents for the sake of simplicity. Let us assume that all productive processes
last one year and that wages and circulating capital are advanced by capitalists at the
beginning of the year. The value of capital advanced on the whole is then equal to
Lw + Lc, while the value of profits P is equal to the difference between product and
costs of production, namely P = L — Lw — Lc. The profit rate r is equal to the ratio
between profits and capital advanced, namely »r = (L — Lw — Lc)/(Lw + Lc).
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7.4 Absolute Value and Exchangeable Value:
The Invariable Standard of Value

In the Principles Ricardo pointed out the limits of the labour theory of
value. The relative prices determined as the ratio between the quanti-
ties of labour directly and indirectly required to produce the different
commodities violate the condition of a uniform rate of profits in the
different sectors of the economy for three reasons: different durability
of productive processes, changing ratio between fixed and circulating
capital, and different durability of fixed capital in the different sectors.
The labour theory of value may therefore be considered at most an
approximate theory of relative prices. For Ricardo, however, the
problem was not so much that of establishing how wide the margin
of approximation might be; rather, the problem revolved upon the
possibility of finding rigorous anchorage, an ‘invariable standard’, for
exchange values.

In the search of this anchorage, Ricardo utilised a traditional term of
reference, namely the labour time required to obtain a certain quantity of
product. The use of labour as a standard — that is, the choice to use as
standard a commodity produced by a given and unchangeable quantity
of labour — has the advantage that it provides precise answers when
confronted with changes in technology; it also satisfies the dialectical
need to oppose to the thesis of exchange values based on the notion,
ever present in economic debate, of a mechanism based on demand and
supply, a theory based on the difficulty of production. In Ricardo’s
thought, as already in Smith’s, the interrelationship between supply and
demand only concerns the adjustment of market prices to natural prices,
not determination of the latter:

It is the cost of production which must ultimately regulate the price of
commodities, and not, as has been often said, the proportion between supply
and demand: the proportion between supply and demand may, indeed, for a time,
affect the market value of a commodity, until it is supplied in greater or less
abundance, according as the demand may have increased or diminished; but
this effect will be only of temporary duration.”

However, the standard chosen by Ricardo proves inadequate when
confronted with changes in the distribution of income between wages
and profits. Indeed, when two commodities produced by the same
quantity of labour are obtained over different periods of production or
with a different proportion between fixed and circulating capital, their
relative value changes when distribution changes, and our invariable

7 Ricardo (1951-55, vol. 1, p. 382).
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standard can give no indication of the origin of this variation in exchange
value.

When we take these difficulties into account, the path Ricardo took
appears a dead end. Let us try to see why. Like so many economists
since Petty, Ricardo adopted a theory of exchange values based on the
relative difficulty of production of the various commodities.
The problem of value would then be solved, taking this approach,
were it possible to find an exact measure of the difficulty of production.
To address this task, the invariable standard of value should have
a twofold characteristic, namely invariance both with respect to
changes in technology and with respect to changes in the distribution
of income. Labour embodied fulfils the first requisite, but as far as
the second requisite is concerned, it contradicts the assumption —
a crucial one for the whole of classical political economy — of
a uniform rate of profits in the presence of competition.

Ricardo realised that his efforts in this direction were getting
nowhere, but he remained convinced — at a pre-analytical level, we
might say — that labour time must have something to do with such an
invariable standard of value. This means that there was in Ricardo (as
there would be, in still more acute form, in Marx) a metaphysical
residuum: the purely analytical problem of a precise measure of value
was mixed up with the purely metaphysical problem of finding the
foundation, the ultimate origin (or, as Marx said, the ‘substance’) of
value: and such an ultimate origin, in Ricardo’s (or Marx’s) mind,
cannot be found but in labour. The search for an absolute measure of
the difficulty of production corresponds to the desire to isolate
a ‘natural’ aspect in interpreting the functioning of a society based on
the division of labour. However, any such attempt is vitiated by a basic
flaw: the division of labour is only possible in the presence of a web of
exchanges linking the different sectors of the economy and the different
economic agents; the mechanisms of exchange then express not only
the relative difficulties of production of the various commodities but
also the institutions, customs and social structure of the society under
consideration that regulate the functioning of the web of exchanges and
income distribution between social classes. In the case of a capitalistic
economy, alongside technology (difficulty of production, in Ricardo’s
terminology) it is essential to take into account also such elements as
the assumption of a uniform rate of profits, expressing at the analytical
level an essential characteristic of a capitalistic society, namely the
‘competition of capitals’. No society exists devoid of social institutions:
the idea of an absolute value, grounded on exclusively natural founda-
tions, is a chimera.
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7.5 Money

The classical economists, Ricardo included, are generally attributed with
the quantity theory of money. According to this theory, variations in the
quantity of money in circulation — that are considered as exogenous, that
is, independent of the other economic variables — determine variations in
the general price level without influencing either the level of production
(which, in accordance with Say’s law, depends on available production
capacity, hence on the accumulation of capital realised over time) or the
velocity of circulation of money, which depends on institutional and
customary factors such as frequency in the payments of wages, rents
and taxes.

Various elements of this theory already had a long tradition in Ricardo’s
times. For instance, the notion of velocity of circulation of money dates
back as early as authors such as Petty or Locke, who also considered it to
be relatively stable. The idea that the quantity of money in circulation
influences prices was common amongst writers of the sixteenth and
seventeenth centuries, confronted with the inflationary phenomena stem-
ming from the discovery of new gold and silver mines in the New World.
In the eighteenth century David Hume considered the quantity theory of
money as a well-established fact in his explanation of the automatic
adjustment mechanisms of the trade balance.

The different elements that compose the quantity theory of money —
from Say’s law to the idea of a relatively stable velocity of circulation of
money — were all present in Ricardo. However, he also considered other
elements that contribute to complicate the picture. First, there was the
idea that gold, or more generally precious metals, are produced commod-
ities, so that it is possible to increase their quantity. The price of gold
relative to other commodities was thus determined, according to the
labour theory of value, by the ratio between the quantities of labour
directly and indirectly necessary to produce gold and the other
commodities. Second, there was the problem of the relationship between
gold and the notes issued by the banks. This was the crux of Ricardo’s
theory of money. By money Ricardo meant the set of standardised finan-
cial activities commonly used as means of payment, such as the notes
issued by the main banks. It was to this notion of money that Ricardo
applied the central tenet of the quantity theory: the value of notes issued
by the main bank changes in inverse relation to their quantity. In other
words, the purchasing power of money (bank notes) relative to commod-
ities in general must be decomposed into two distinct relations: the
exchange ratio between money and gold, i.e. the value of money, and
the exchange ratio between gold and other commodities. This latter
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relationship is but a particular case of the general theory of exchange value
for produced and reproducible commodities, while the former relation-
ship is dealt with by recourse to the quantity theory.

Ricardo (like other contemporaries of his and unlike the modern
followers of the quantity theory) did not consider the problem of how to
deduce the level of prices from the quantity of money, which is quite
difficult to observe and extremely variable. Thus, in Ricardo’s analysis
the crucial variable for monetary policy was not the price level of the
commodities but the value of money, that is its ratio of exchange with
gold: when this ratio is stable, then the quantity of money, which remains
unknown, is at its natural level. Furthermore, through the use of gold as
the standard of money it is possible to determine, whenever the money
price of a commodity changes, whether this happens for ‘real’ reasons,
which can be traced to technology and income distribution, or for
‘monetary’ reasons, which can be traced to changes in the quantity of
money: in the first case, it is the ratio of exchange between commodity
and gold that varies, while in the second case it is the value of money that
varies in terms of its standard, namely gold.

It was with this analytic structure that Ricardo tackled the monetary
debates of his times, and in particular the Bullionist controversy,
concerning the role of the central bank, and which saw all the major
economists of the time involved. The main contribution to the debate
was the Enquiry into the Nature and Effects of the Paper Credit of Great
Britain (1802) by Henry Thornton (1760-1815), banker and member
of Parliament. Preceding Ricardo in this, Thornton considered the link
between prices and quantity of money to be indirect and hence
not automatic; in his case, however, the intermediary element was
represented by the discount rate. Also, preceding Wicksell, Thornton
analysed the process of credit expansion, connecting it to the diver-
gence between the bank rate of interest and the rate of profits. In this
context, Thornton attributed an active role to the monetary policy
choices of the central bank.®

8 The debate on monetary problems took on new life a couple of decades later with
confrontation between the Currency School (Robert Torrens, Lord Overstone and others)
and the Banking School (Thomas Tooke, John Stuart Mill and others) over the way banks
function and the rules that the issue of notes should be subjected (or not subjected) to, i.e.
on the active or passive role attributed to banks in the process of creation of the circulating
medium (or, in other terms, on the exogenous or endogenous nature — in response to
variations in demand — of the money supply). Thomas Tooke (1774-1858) is known for
the extensive History of Prices, 1793—1856, in six volumes (Tooke, 1838-57), and for the
Inquiry into the Currency Principle (1844). A friend of Ricardo, Malthus and James Mill, he
was among the founders of the Political Economy Club.
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7.6 International Trade and the Theory of Comparative
Costs

International trade was among the most keenly debated issues of the
seventeenth century. However, the numerous Tracts on Trade represent
a somewhat primitive stage; only with Antonio Serra and Thomas Mun,
for instance, do we have a sufficiently precise notion of the balance of
trade and the various items composing it. Overall, the idea of absolute
advantages prevailed, according to which each country exports those
commodities that it succeeds in producing at a lower cost than other
countries.

In this respect Ricardo took a decisive step forward with his theory of
comparative costs. According to this theory, each country specialises in the
production of those commodities for which it enjoys a relative advantage
in the cost of production. This means that there can be international trade
between two countries even if, in terms of difficulty of production
(expressed in terms of the hours of labour necessary for their production),
all commodities have a higher cost in one country than in the other. For
instance, if it takes 10 hours of labour to obtain one measure of cloth and
1 hour for a litre of wine in Portugal, while in England the same cloth and
wine take 20 and 5 hours respectively, it will so happen that England will
export cloth and import wine. In fact, international trade is advantageous
when it allows a country to obtain a commodity from a foreign country at
a cost — in terms of labour embodied in exported commodities — lower
than that necessary to produce it internally. Both countries become richer
thanks to foreign trade. This is the most important point in Ricardo’s
theory.’

Ricardo’s theory of comparative costs was based on the existence
of differences between the technological structures of the different
countries. Nothing was said of the origin of such differences. It would
be up to marginalist theory to connect such differences with the different
endowments of the ‘factors of production’ capital, land and labour.
Instead, it was on a critique of the assumption of given technologies
in the two countries that the defence of protectionism was based,
pointing out the difficulties faced by countries lagging behind in the

® The problem of how to distribute the gains from international trade between the
various countries remained open. John Stuart Mill (1844) dealt with it, stressing the
importance of the relative size of the demand coming from the two countries. Through
this relatively secondary route demand appeared in the classical economists’ analysis
among the factors determining relative prices; as we shall see, it was precisely by
establishing a link between the ‘pure theory of foreign trade’ and the ‘pure theory of
internal prices’ that Marshall began building his analytical edifice aiming at a synthesis
between classical and marginalist analysis.
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industrialisation process. This thesis, known as the infant industry
argument, was already being argued around the mid-nineteenth
century by German and American economists; we may recall in parti-
cular Friedrich List (1789-1846) and his Das nationale System der
politischen Oekonomie (1841). Other, more recent criticisms stressed
the possibility that international trade, in the presence of increasing
returns to scale, influences the technological differences between
the different countries, compounding them and rendering them
permanent. While constituting important qualifications to the free
trade policies, however, these criticisms do not invalidate Ricardo’s
thesis on the immediate advantage that opening to foreign trade implies
for the countries concerned — an advantage equivalent to an improve-
ment in the technology in use.'°

7.7 On Machinery: Technological Change
and Employment

We have already discussed Say’s law and its variants. In the variant
adopted by Ricardo, Say’s law states that supply and demand are equal
for any level of income, hence for any level of employment. If this is true,
technical progress cannot be a source of occupational difficulties: increase
in per capita productivity translates into an increase in production,
absorbed by a greater demand (corresponding to an improved standard
of living), and not into a decrease in employed workers, production
remaining unchanged.

According to what is known as the theory of compensation, accepted
by Ricardo too, technological progress, when introduced in a given
sector, generates unemployment in the sector itself; however, in
a subsequent stage the jobs lost in the first sector are made up for by
new jobs in other sectors, and the general standard of living improves.
This is due to the fact that technical progress implies a reduction in costs
in the sector where it is introduced and hence a decrease in the price of
the product; this brings about a generalised increase in real incomes all
over the economy, which then generates an increase in demand. In turn,
this induces an increase in production and hence in employment, since
in the other sectors the technology is by assumption unchanged.
In other words, the decrease in employment in the sector in which

10 In this respect Ricardo’s theory is recalled nowadays in defence of globalisation.
However, we should distinguish between commercial and financial globalisation;
Ricardo’s theory does not apply to the latter, which may be susceptible to Keynesian
criticism.
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technical progress takes place is compensated for by an increase in
employment in other sectors.

The opposite thesis — technical progress generates unemployment —
was illustrated by John Barton in a short pamphlet, On the Conditions of
the Labouring Classes (1817). In the depressed conditions following the
conclusion of the Napoleonic wars, Barton’s argumentations — more at
the level of applied economics than of a theoretical nature — had
appeared sensible to many. However, Ricardo’s authority in those
years helped in no small measure to assert the compensation theory as
an integral part of the body of classical political economy. But on the
occasion of the third edition of the Principles (1821), a coup de theatre
took place: in a new chapter ‘On Machinery’ Ricardo abandoned the
theory of compensation and analytically developed the thesis that intro-
duction of machinery in a sector may imply reduction of employment in
the economy as a whole.

Ricardo’s reasoning may be summarised thus. The capitalist
introduces new machinery with a view to generating an increase in profits.
The net product of the economy, identified with profits and rents,
increases. However, the investment in machinery implies the decision to
employ in the production of machinery a certain number of workers,
previously employed in producing subsistence goods. We thus have
a lower production of subsistence goods. As a consequence, the number
of labourers that the economy can maintain necessarily decreases. Thus
employment decreases, and this decrease, although destined to be reab-
sorbed by the higher rate of accumulation allowed for by the growth in net
income, may be far from negligible in the immediate aftermath and may
persist for a rather long span of time.

The provocative stance taken by Ricardo, a typical manifestation of his
intellectual honesty and passion for logical rigour, stirred up heated
debate. The theory of compensation had assumed a central role within
the essentially optimistic view of economic development supported by the
classical school within what had in fact become a canonical view. Thus, in
the decades following his death Ricardo’s argumentation was simply left
aside, while the major protagonists of the economic debate restated in
their writings a substantially unchanged theory of compensation.
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8 The Ricardians and the Decline
of Ricardianism

8.1 The Forces in the Field

Ricardo’s theoretical construction, his policy tenets such as the abolition
of corn duties and his dynamic vision, including the profits-accumulation
link, constituted essential reference for anyone tackling economic issues
after the publication of the Principles. However, even Ricardo’s followers
(including John Stuart Mill, author of the text — Mill 1848 — which
Ricardianism had to thank for its lasting influence in the second half of
the nineteenth century) abandoned this or that aspect of his analysis or
introduced more or less important changes, thus opening the way to
a change of paradigm. Moreover, among the economists of the time we
find many exponents of an approach radically different from Ricardo’s,
which looked to supply and demand, scarcity and utility, rather than the
relative difficulty of production, to determine exchange values.

The debate waxed lively even within the walls of the Political
Economy Club, by and large a Ricardian institution, although the foun-
dation, in 1821, and proceedings also saw the participation of Malthus,
among others. Only a few years after Ricardo’s death a question raised
for debate at one of the meetings was just how much was still alive in his
theories. Economic debate crossed with political debate, within the club
as in the major cultural journals of the time: the Edinburgh Review,
founded in 1802, showed a Whig leaning, favourable to reforms and
supporting Ricardo’s ideas; the Quarterly Review, founded in 1809,
a Tory orientation; while the Westminster Review, founded in 1824 and
close to Bentham’s utilitarianism and the philosophical radicalism of his
followers, was also favourable to Ricardo’s ideas.

In the following sections we will summarise the debate as it progressed
in the fifty years separating Ricardo from Jevons. The field saw many
protagonists; a central position is naturally occupied by Ricardo’s
thought. Lined up by his side were his most faithful friends: James Mill
and McCulloch. On the right wing, after his friend and rival Malthus

108
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came Bailey, Senior, Lloyd, Scrope and various others. On the left wing,
the ‘Ricardian socialists’ can be separated into two currents: the relatively
moderate supporters of cooperativism and the advocates of ethical inter-
pretations of the theory of labour-value. On the inside right we can place
Torrens and possibly De Quincey; the corresponding role on the inside
left should go to John Stuart Mill (although precisely this fact shows just
how schematic and reductive this linear representation of the positions in
the field really is).

As we see, the debate took place largely in England: at least as far as
political economy was concerned, the centre of European and world
culture in the central decades of the nineteenth century was London,
not Paris. There are various reasons for this: economic conditions
(the leading role of England in the process of industrialisation), political
conditions (a greater freedom of thought) and the presence of some
exceptional personalities, such as Ricardo, and the influence that such
personalities exerted in the development of a culture flourishing on direct
contacts (as in the Political Economy Club).

8.2 Robert Torrens

Among the first critics of the Ricardian theory of labour value, Robert
Torrens (1780-1864), a heroic officer of the Royal Marines and for some
years a member of Parliament, was among the founders of the Political
Economy Club and chaired its first meeting, in the presence of Ricardo,
Malthus, James Mill and Tooke.

In 1808 Torrens published The Economists Refuted, criticising
Spence’s thesis that the continental blockade imposed by Napoleon,
which hit English foreign trade, could not have damaged the nation,
whose wealth sprang solely from its agriculture.’ Returning to Smith’s
criticisms of physiocratic theory, Torrens pointed out that the manu-
facturing sector, too, and not only the agricultural one, contributes to
production of the surplus and that both sectors produce means of
subsistence and means of production necessary to productive activity.
Finally, he stressed the advantages of trade in favouring the division of
labour, formulating the fortunate expression ‘territorial division of
labour’. All such arguments were re-proposed at length in the Essay on
the Production of Wealth (1821).

Torrens returned to the advantages of the territorial division of labour
in 1815, with An Essay on the External Corn Trade. A few days before
Torrens’s essay came out, two pamphlets by Malthus and one by West

! William Spence (1783-1860), Britain Independent of Commerce (1807).
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were published (respectively on 3, 10 and 13 February) and, on the
same day as Torrens’s (24 February), Ricardo’s Essay on Profits.
The near-simultaneity of these different publications gave rise to two
problems of attribution, the first concerning the theory of rent,
the second the theory of comparative costs. As far as rent is concerned,
the issue was settled attributing priority of publication to Malthus; West
and possibly Torrens were credited with independent formulation, while
Ricardo for his part explicitly declared his debt to Malthus. As for
the theory of comparative costs, Torrens’s priority as well as Ricardo’s
found supporters; however, Torrens developed his analysis in terms of
differences between the costs of producing the same commodity in the
different countries and not in terms of differences between countries in
the cost structure for different commodities, in contrast with Ricardo’s —
more correct — approach.

The following years saw Torrens engaging in the debate on the theory
of labour value. Criticising it, Torrens pointed to the importance of
exceptions, due to different proportions of labour, of fixed and circulating
capital in different industries and different lengths of active life of fixed
capital goods. Consequently the theory of labour value was to be rejected
and substituted with a theory endowed with general validity: “When
capitalists and labourers become distinct, it is always the amount of
capital, and never the amount of labour, expended on production,
which determines the exchangeable value of commodities’ (Torrens
1818, p. 207). He returned to this statement in his Essay on the
Production of Wealth, proposing the thesis that products of equal capitals
have equal exchange value. These are generic expressions, which Ricardo
faulted for circular reasoning: ‘I would ask what means you have of
ascertaining the equal value of capitals? ... These capitals are not the
same in kind ... and if they themselves are produced in unequal times
they are subject to the same fluctuations as other commodities. Till you
have fixed the criterion by which we are to ascertain value, you can say
nothing of equal capitals.’? In other words, if we determine the relative
prices of commodities on the basis of the values of capitals employed in
producing them, how can we then explain the value of capital, made up of
heterogeneous means of production? However, the arithmetical examples
that Torrens used to illustrate his analysis contained precious pointers to
go on beyond Ricardo’s criticisms and develop a modern theory of prices
of production.

2 Letter by Ricardo to McCulloch, 21 August 1823 (in Ricardo 1951-55, vol. 9,
pp. 359-60). Cf. also the essay on Absolute Value and Exchangeable Value, in Ricardo
1951-55, vol. 4, pp. 393-6.
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The first examples in the Essay seem to confirm Ricardo’s strictures:
the commodities produced are different from the commodities utilised as
means of production, the prices of the latter and the rate of profit being
assigned in a wholly arbitrary way. As we go on, however, the examples
become better fitted to the issue: in the chapter on agriculture a ‘corn’
model analogous to Ricardo’s was utilised (corn was produced by means
of corn and labour, and corn was also the means of subsistence) until
finally, discussing the effects of a technological improvement in the
manufacturing sector on the levels of production in the agricultural
sector, Torrens was compelled to utilise a model with two basic commod-
ities: the product of the agricultural sector and the product of the
manufacturing sector. Given the wage rate (at the subsistence level),
there remain to be determined the rate of profits and the relative price
of one of the commodities in terms of the other.

In Torrens’s example, determination of the unknowns was immediate
thanks to the fact that the two commodities are produced in the same
proportions in which they are employed. The rate of profits may then be
determined as a physical ratio between the quantities (produced and
utilised as means of production and subsistence) of the same composite
commodity; the exchange ratio between the two commodities is also
determined as a physical ratio between the capitals employed in their
production. Translation in terms of a system of equations raises no
great difficulties for today’s readers. Torrens’s example in fact displays
substantive analogy with Sraffa’s (1960, p. 7) first example of production
with a surplus (wheat and iron produced by means of wheat and iron);
indeed, the theory of prices of production formulated by Sraffa might
look, at least at first glance, like full, rigorous expression of Torrens’s
vague intuitions, pointing as they do to the difficulty of production
expressed in physical terms.

Two other problems remained: the different velocities of rotation
of circulating capital and the existence of fixed capital goods. Torrens
made only passing reference to the first issue: when for a given
quantity of capital employed in production this velocity increases,
there arises an advantage for society, but — he added — the details are
rather complex. More interesting is the way Torrens addressed
the second issue, the existence of fixed capital goods: fixed capital
was considered a specific kind of joint product; machines used
in production appear among the outputs of the same production
process, side by side with outputs proper, and reappear among the
means of production in the following period. This method was then
adopted by Ricardo, Malthus and Marx and, more recently, von
Neumann (1937) and Sraffa (1960, Ch. 10).
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In the 1830s Torrens focussed mainly on colonial policy issues.
In particular, he criticised the advocates of complete freedom in interna-
tional trade, since by imposing customs duties a country is able to modify
exchange ratios to its own advantage; therefore, he favoured a policy of
reciprocity, with customs abolished (or lowered) only towards countries
adopting a similar policy. Moreover, since such reciprocity is more easily
obtained with the colonies, the combative colonel of the Royal Marines
advocated the creation of an imperial free trade area.

In the 1840s Torrens spent his energies above all on monetary theory
and policy, as leading exponent, together with Lord Overstone, of the
currency school. Opposing Tooke’s banking school, Torrens and his
friends maintained that convertibility of paper money into gold was
a necessary but not a sufficient condition to ensure the stability of the
system. Therefore, they advocated rigorous limitations to issues of paper
money and the division of the Bank of England into an issue department
and a banking department, subsequently accomplished with the Peel Act
of 1844.

8.3 Samuel Bailey

Torrens’s criticisms of Ricardo’s theory of value were in one important
respect similar to, and in another different from, the criticisms advanced
by a quiet provincial gentleman, Samuel Bailey (1791-1870), who was
born, lived and died in Sheffield, joining in the economic debate of the
time with some original ideas but remaining on the fringe of the circle
associated with the Political Economy Club.

In a work dated 1825, A Critical Dissertation on the Nature, Measure and
Causes of Value, Bailey — like Torrens — reacted against the metaphysical
intimations of absolute value lurking behind Ricardo’s recourse to labour
contained in accounting for exchange values. Both Torrens and Bailey
perceived behind the choice of labour contained, aside from the analytical
obstacles it involves, a misrepresentation of the issue of exchange value,
which in their opinion was purely a matter of relations between different
commodities in the market and had nothing to do with the presence of
a ‘substance of value’ within each commodity.

For the problem of exchange value itself, however, Bailey proposed
a solution — albeit barely sketched out — drastically different from that
based on the ‘difficulty of production’ common to Torrens and the
whole classical tradition. Bailey referred instead to a subjective theory
of value, maintaining that, in general, exchange value depended on the
evaluation of the economic agents taking part in the act of exchange; the
very definition of value was ‘the esteem in which any object is held’
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(Bailey 1825, p. 1). The causes of value concern the attitude of the
human mind towards an object and cannot be studied by considering
such an object in isolation (ibid., p. 16) but only considering the
relationships between different objects (ibid., p. 15), so that we can
speak of money-values, corn-values, etc., according to the commodity
with which the comparison is made (ibid., pp. 38-9). This means that it
is impossible to compare commodities belonging to different moments
in time (ibid., pp. 71-2). Bailey then distinguished (ibid., p. 185) three
classes of goods: those that are the object of a monopoly, those whose
supply can be increased but only with an increase in costs and finally
those whose supply can be increased at will, costs remaining constant.
Thus he maintained that Ricardo’s theory (with the qualifications that
Ricardo himself introduced for the principle of labour-value and with
a further note of caution in view of the heterogeneity of labour)> only
held for the third category, which was far more limited than Ricardo’s
followers appeared to believe, while in the real world the second
category was the most important. What mattered in this category was
the relation between the buyers’ evaluation and the (relative) scarcity of
supply. Bailey thus anticipated the Marshallian tripartition of constant,
increasing and decreasing costs, though skipping over the third
category.

Bailey departed from the line followed by authors such as Senior and
others, who against Ricardo re-proposed the viewpoint of scarcity
and utility — a vision of society that survived from the times of the
medieval fairs to modern marginalist theory. Bailey followed his own
path, in virtue of which we may classify him among the progenitors
of the subjective theory of value but above all of the ‘Marshallian
compromise’. At the time, however, the importance of his contribution
was perceived as lying in his radical opposition to the metaphysical
element that many economists, and not only the ‘Ricardians’, included
in the notion of value. We find here an important element, namely
Bailey’s criticism of economists who ‘attempt too much’ when ‘they
wish to resolve all the causes of value into one and thus reduce the
science to a simplicity of which it will not admit’ (Bailey 1825,
pp. 231-2): in other words, a warning against the pretence of
reductio ad unum involved in metaphysical notions of value.

3 Ttis precisely the heterogeneity of labour that makes it less suited than other commodities
to act as a standard for the evaluation of other commodities. According to Bailey, the
heterogeneity of labour should be placed on the same plane as the heterogeneity of land,
which constituted the basis of the Ricardian theory of differential rent. An extension of the
notion of rent to the case of superior personal qualifications was proposed a few years later
by Senior and John Stuart Mill, who thus advanced on a road that was to lead to Marshall.
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8.4 Thomas De Quincey and John Ramsay McCulloch

While Torrens and Bailey were considered as more or less radical critics
of Ricardo’s theories, other authors were considered ‘Ricardians’
(although it would be incorrect to speak of a Ricardian school in the
strict sense of the term, i.e. with a cultural identity like that of the
physiocrats during their short-lived splendour). Among them, side by
side with Ricardo’s friend and mentor, James Mill, and before his son
John Stuart Mill (1806-1873), on whom I have more to say later, we
find another Scottish economist transplanted in London, John Ramsay
McCulloch (1789-1864), and a man of letters, Thomas De Quincey
(1785-1859).

A prolific writer, McCulloch was one of the keenest advocates of
Ricardo’s ideas. Editor of The Scotsman from 1817 to 1821, journalist,
professor of political economy at London University and Comptroller
of the Stationery Office, in 1825 he published The Principles of Political
Economy: a textbook that enjoyed great success, notably in the
United States, where — together with Say’s text — it proved the most
widely read.

The first edition of his Principles is notable for a defence of the labour-
contained theory of value so extreme as to appear a verbal trick: the idea
that ‘accumulated labour’ included a ‘wage’ that remunerated for the
time during which the labour remained locked up, between the
moment it was performed and the moment when the product could
be sold on the market. It was, however, a purely verbal solution: an
artificial redefinition of the notion of labour contained, which deprived
it of direct correspondence with the quantity of labour actually spent
and transformed it into something like a ‘real cost’, given by wages paid
plus profits accrued on wage advances. It was precisely this element of
‘real cost’ that gradually acquired importance, to the point of trans-
forming the Ricardian theory of value, related to the difficulty of
production, into John Stuart Mill’s and then Marshall’s theory of the
cost of production.

McCulloch exerted an important influence on the economic debate
of the time. He supported a policy of high wages and opposed the
Combination Laws, which were against the workers’ organisations.
Besides, he was among the first professional scholars of the history of
economic thought, publishing various reprints of rare texts and an
important annotated bibliography, the Literature of Political Economy
(1845).

De Quincey is best known for his ‘Confessions of an English Opium
Eater’ (1821-22). In this autobiographical novel the author tells how he
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was stirred from his drug-induced torpor thanks to the intellectual stimulus
of reading Ricardo’s Principles. He then published a brilliant illustration and
defence of Ricardo’s theory of labour value, the ‘Dialogues of Three
Templars on Political Economy’ (1824), in which he insisted in particular
on the fact that the labour contained in a commodity is a measure of'its ‘real
value’, not of ‘wealth’; the latter indicated the amount of commodities
available and can increase when the productivity of labour increases,
while its value remains unchanged if the quantity of labour employed
remains unchanged. The distinction was already present in Ricardo’s
Principles,* but De Quincey brought the matter to life with a vivacity lacked
by the master of the school and accompanied it with a defence of labour
contained as ‘real value’ similar to McCulloch’s.

De Quincey was the ideal representative of a stage of transition from the
more intransigent Ricardianism to its gradual corruption and abandon-
ment. His most important work in the economic field, The Logic of Political
Economy (1844), constituted a step, even more decisive than that taken by
John Stuart Mill, in the direction of a theory of prices based on demand and
supply and a subjective theory of value. De Quincey emphasised — with
a series of brilliant, lively examples repeatedly returned to in subsequent
literature — the role of utility in determining the value of scarce and non-
reproducible commodities; moreover, he interpreted market prices no
longer as empirical variables explained at the theoretical level by natural
prices but as theoretical variables in themselves, utilised in studying the
process of gravitation towards/around natural prices based on supply and
demand mechanisms.” This view, later taken up by John Stuart Mill in his
Principles, together with Bailey’s ideas discussed previously, opened the way
to the Marshallian notion of different levels of analysis (very short, short,
long period). These different levels of analysis are characterised by the
simultaneous presence of demand and supply, utility and costs in the
determination of prices. When the length of the period of time allowed
for adjustment increases, the first of these elements decreases in importance
and the second increases.

8.5 The Ricardian Socialists and Cooperativism

In the economic debate arising in England on publication of Ricardo’s
Principles, a group of authors subsequently labelled ‘Ricardian socialists’

4 Ricardo 1951-55, vol. 1, pp. 273-8.

> Cf. De Quincey 1844, pp. 206—7. Side by side with natural and market prices, De Quincey
considered the category of ‘actual prices’ and criticised Ricardo for having left it out (ibid.,
pp. 203-7).
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acquired some importance: William Thompson, Thomas Hodgskin, John
Gray, John Bray. Some of these authors — Hodgskin in particular — utilised
the Ricardian theory of labour value in support of the thesis that
the equitable income for workers corresponds to the entire value of the
product. More precisely, if commodities derive their value from the
labour directly or indirectly necessary for their production, workers
have a natural right to the whole product of their work, without deduc-
tions for profits or rents.

However, this picture is overly simplistic. These authors were part of
a current of socialist literature (in the pre-Marxian sense of the term
‘socialism’) characterised by radical criticism of the institutional organi-
zation of market economies that guaranteed an income to the idle classes
of landlords and capitalists in virtue not of their contribution to the
productive process but of their social standing. The privileged tenet of
this socialist literature was cooperativism, propounded in more or less
Utopian or realistic forms, often associated with a drive for the moral
regeneration of social life.

The leading figure — and as such recognised by his contemporaries —
was Robert Owen (1771-1858), a textile manufacturer and supporter of
cooperativism in practice and theory alike. His major writings (4 New
View of Society, 1813, and the Report to the County of Lanark, 1820) took
his textile factory at New Lanark (and subsequently the community of
New Harmony in Indiana, where he had in the meantime moved and
which he himself described in his autobiography, Owen 1857-58) as an
example to advocate a policy of active involvement of workers in plant
management and, more generally, cooperative organisation of the social
aggregation that had the productive plant as its core. Ricardo, and many
others, took an interest in Owen’s theses, up to the mid-nineteenth
century and beyond.

Both aspects — cooperativism and ‘natural law’ use of the theory of
labour value — were present in the writings of William Thompson
(1775-1833), an Irish landowner who considered profits and rents as
deductions from the value of the product of labour within the framework
of an extensive discussion of the institutional forms in which distribution
of the social product may take place. Cooperativism emerges as a solution
to potential conflict between productive efficiency and distributive justice
(in the sense of social equality) (Thompson 1824). Thompson enjoyed
great prestige at the time.

A ‘socialist political arithmetic’ current tried to evaluate the labour time
necessary to society net of the waste corresponding to subsistence of
otiose classes or, more generally, deriving from a social system based
on the distinction between workers, capitalists and landlords. Patrick
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Colquhoun (1745-1820), in his Treatise on the Wealth, Power and
Resources of the British Empire (1814), proposed a statistical table meant
to illustrate the distribution of income among the different social classes.
This analysis prompted John Gray (1799-1883) to maintain, in A Lecture
on Human Happiness (1825), that the ‘productive’ workers receive only
one-fifth of the social product. After an initial cooperativist phase, in
the second part of his life Gray went on to uphold theses closer to the
Marxist tenets of central planning for production.

Thomas Hodgskin (1787-1869) played a leading role in the move-
ment for education in political economy for the working classes,
centred on the Mechanical Institutes; in Labour Defended against the
Claims of Capiral (1825) he proposed a distinction between ‘natural
price’ and ‘social price’, the former corresponding to what the capital-
ists paid the workers, the latter to what the capitalists received from the
sale of their products, thus also including the rents and profits through
which the property-owning classes appropriated the surplus. More
than on cooperativism, Hodgskin focussed on the role that workers’
associations (which constituted the early buds of the modern trade
unions) could have in combating expropriation of part of the product
of labour in the form of profits and rents. He also recalled the Smithian
distinction between ‘human institutions’ (which may as such be
modified) and ‘the natural order of things’.

This literature offered a wealth of thought-provoking ideas, unfortu-
nately lost sight of when it was, misleadingly, reduced to a pre-Marxian
current. Together with cooperativism we may recall analyses connecting
the distribution of social income with the productive organisation of
society and illustrating the waste intrinsic to an institutional system that
left a great deal of room for forms of income corresponding to no
productive contribution. Proceeding in this direction, some exponents
of this socialist literature (in particular Gray) went so far as to propose
a society in which necessary labour was equitably shared among all,
reducing the sacrifice each had to make in labour to a few hours a day.
These ideas were taken up by Marxists such as Paul Lafargue (1880)
and by radical reformists such as Ernesto Rossi (1946) but had already
been appearing in Utopian literature since Thomas More (1516) and
Tommaso Campanella (1602).

8.6 Nassau William Senior and the Anti-Ricardian
Reaction

The conservatives of the time were wary of Ricardo’s ideas, while
a view alternative to Ricardo’s and Smith’s held on, playing an
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important role in the debate of the time. At the political level, it was
argued that the landlords played a positive role in the economic
process; at the analytical level, a theory of value based on scarcity and
utility was proposed.

The best-known author in this tradition is Nassau William Senior
(1790-1864), professor of political economy at Oxford. In a series of
writings (1827, 1836) Senior proposed a subjective theory of value
based on scarcity and utility (considered a subjective judgement that
differs from one person to another) and touched upon the principle
of decreasing marginal utility. His own definition of wealth included
all goods and services that were useful and scarce; the objective of
each person was ‘to obtain, with as little sacrifice as possible, as
much as possible of the articles of wealth’ (1827, p. 30). Senior
interpreted distributive variables as determined by the same mechan-
ism as prices, locating behind the profit rate a cost (negative utility)
borne by the capitalist, namely abstinence. This element, later
embodied in Mill’s Principles, constituted a decisive step for trans-
formation of the classical approach (where the ‘difficulty of
production’ pointed to an objective element, technology) into the
Marshallian ‘real cost’ approach, which, as we shall see, combined
objective and subjective elements alike. Abstinence was in fact the
capitalists’ contribution to the productive process; as wages were the
reward for the workers’ toil, so profits were the reward for a specific
sacrifice, the negative utility borne by capitalists in abstaining from
consumption. Senior, however, stressed that if abstinence meant the
right to a reward for those who bore it, this right did not extend to
their heirs.

Senior is also remembered for the part he took in the debate on the Poor
Laws and for his contribution to the reforms these laws underwent in
1834, attempting to limit their scope of application. He opposed legal
recognition of the workers’ associations but was quite favourable to social
legislation ranging from housing and health to state-funded education,
free elementary education for all and constraints on child labour
(a terrible plague at the time).

Marx’s criticism focussed not only on the theory of abstinence but
also on the decidedly captious argumentation Senior lined up (in the
Letters on the Factory Act, 1837) against the reduction of working hours
by law (to ‘only’ ten hours a day!). Senior maintained that the whole
profit — necessary for capitalists to be induced to bring productive
activity under way — stemmed from the ‘eleventh hour’. The thesis
was not, however, set out as a theory of profit but as empirical reasoning
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based on numerical examples assembled for the purpose, and here
Marx’s irony appears fully justified.®

In the wake of Senior, similar positions on the subject of value and
distribution were upheld by his successors to the Oxford chair, Richard
Whately (1787-1863; his Introductory Lectures on Political Economy are
dated 1831) and William Forster Lloyd (1794—1852; his Lecture on the
Notion of Value, dated 1833, is included in Lloyd 1837). Lloyd, in parti-
cular, clearly distinguished between what we now call total and marginal
utility and connected his subjective theory of value with a principle of
decreasing (marginal) utility.

Once raised to the archbishopric of Dublin, Whately founded there
a school of political economy faithful to the subjective view of value.
The chair in political economy named after him at Trinity College,
Dublin, had as its first holder Mountifort Longfield (1802-1884).
Those who entertain the illusion of a ‘marginalist revolution’, born in
the space of just a few years, between 1870 and 1874, already adult and
armed like Athena from the mind of Jupiter (in our case, from the mind
of the trio Jevons-Menger-Walras), are advised to meditate on
Longfield’s Lectures on Political Economy (1834), where the essential
elements of the marginalist theory of value were already all present,
including the idea of wages regulated by the (marginal) productivity of
labour. Moreover, in a work dated 1835, Lectures on Commerce,
Longfield developed the Ricardian theory of international trade along
the lines later adopted by Ohlin and Samuelson, taking endowments of

% Senior (1837) assumed that the weekly wage remains constant, hence that the hourly wage
and, given the productivity per hour of work, the cost of labour per unit of product
increase in proportion to the decrease in the hours worked; he also forgot about the
circulating capital and hence the fact that costs relating to it fall with the decrease in
working hours. For criticism, cf. Marx (1867-94, vol. 1, pp. 222-8: Ch. 7 Section 3).
If the wage per hour of work remains constant (hence, assuming that the productivity
per hour of work remains unchanged, if the cost of labour per unit of product remains
unchanged), with fixed technical coefficients for circulating capital goods, and if the wear
and tear of fixed capital goods depend on the quantity produced and not on the passage of
time, the reduction in working hours leaves the profit per unit of product unchanged,
while total profits decrease in proportion to the reduction in working time and the rate of
profits falls more slowly (at a pace that depends on the proportion between fixed and
circulating capital). If the reduction in working hours is accompanied not only by an
unchanged hourly wage but also by a compensative increase in the number of workers
employed and reorganisation of shifts such as to leave the degree of utilisation of the plant
unchanged, neither total profits nor the rate of profits need change. As a matter of fact, the
secular increase in the hours worked in a year has been accommodated by technical
progress, with part of the increase in productivity making room for the reduction of
working hours with no need for a reduction in workers’ income (and another part making
room for an increase in real wages).
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labour and land as elements determining the international specialisation
of labour.

8.7 Charles Babbage

Charles Babbage (1791-1871), an English engineer among Newton’s
successors to the Lucasian chair of mathematics at Cambridge, is con-
sidered a precursor of Taylorism and computer science. His best-known
work is The Economics of Machinery and Manufactures (1832), where he
combined close analysis of various productive processes and attention to
technological change based on the introduction of machinery with gen-
eral reflections on the causes and consequences of the division of labour.
With respect to the latter, his contribution was twofold.

First of all, Babbage considered the division of labour a key element in
reducing wage costs. Breaking a complex labour process down into
simple operations allows for the utilisation of less qualified workers who
receive less pay, since each worker need have only part of the qualifica-
tions necessary for completion of the whole set of working operations
going into any given labour process.

This thesis suggests a theory of proletarisation much like Marx’s,
although Babbage then went in a completely different direction. His
idea was that developing the division of labour, precisely because it
means breaking down each operation into its elementary constituent
elements, favours the invention of machinery able to perform these
elementary activities,’ thereby generating a process of continuous sub-
stitution of workers with machinery. Thus the more noble and complex
activities involved in organising the work process and research and
development of new technologies are reserved for human beings,
while the duller, more repetitive activities disappear from the scene.
This was, after all, the same idea that lay behind the quest of his whole
life — a ‘numerical computing machine’, the distant progenitor of
mechanical calculating machines that were, in turn, the forerunners
of modern computers — based on the principle of breaking down any
computation into its elementary components.

7 Decomposition of the working process into its elementary operations, to be then
recomposed in such a way as to optimise the productive process, was brought to the
level of scientific exactness by Frederick Winslow Taylor (1856-1915), an American
engineer, with his scientific management (or Taylorism, from his name). Taylorism
favoured the spread of assembly lines, the first examples of which date from around
1860 (in the Chicago slaughterhouses and in the production of the Colt revolver); the
triumph of the assembly line came in 1912 when the famous Model T Ford went into
production.
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Division of labour and mechanisation thus interact in the process of
development, bringing about not a tendency, as Marx foresaw, to the
progressive impoverishment of increasing masses of the population but
rather progressive growth in the wealth of nations, which also allows,
albeit in alternate stages, for the progressive enhancement of the
role played by the workers in the productive process (thus at least
in part compensating for what Smith himself considered a crucial
negative aspect of the division of labour, namely the fragmentation of
work tasks).

8.8 John Stuart Mill and Philosophical Radicalism

Important as he was as an economist — an exponent of the mature
Ricardianism and author of an authoritative overview of the economic
doctrine of the time — John Stuart Mill (1806—1873) was the leading
light of the political current of ‘philosophical radicalism’, a line of
thought originating from Bentham. In the history of political culture,
Mill is the main reference for a progressive view of liberalism — an
advocate of a democracy where the minorities are not overwhelmed by
the majority (On Liberty, 1859), a staunch believer in the emancipation
of women, open to suggestions of socialist cooperatives and a leader of
the anti-slavery and anti-racist movement; with his intellectual honesty
and open-mindedness he was a key figure whose influence reached well
beyond his own times.

The son of James Mill — the friend who helped Ricardo in writing the
Principles — and a pupil of Bentham, the young John Stuart grew up in
an environment rich in cultural stimuli. Subjected by his father to
a formidable educational zour de force (when three years old he began
studying Greek and arithmetic), intelligent and cultivated, but also
sensitive to the stimuli of poetry, after a period of psychological crisis
at the age of twenty-five Mill fell in love with Harriet Taylor, two years
younger but already married and mother to two children. John Stuart
and Harriet married only twenty years later, in 1851, after the death of
her husband; but Harriet had by then long been, and would remain until
her death in 1858, an important source of inspiration for John Stuart.
Like his father James before him, he worked for the Company of the
Indies, with positions of increasing responsibility, from 1823 up to
his retirement when, in 1858, the Company was wound up and the
administration of India came under the direct responsibility of the
British government.

We will consider here in outline two main aspects of his many
contributions, regarding utilitarianism and (in the next section) political
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economy (thus disregarding his important contributions on logic and on
liberty and democracy). With regard to utilitarianism, we shall focus on
the substantial differences between his view and Bentham’s. We shall
also see that Mill’s utilitarianism has nothing to do with the subjective
theory of value developed by newborn marginalism, constituting rather
a critique of it well ahead of his time.

Bentham’s felicific calculus consisted in evaluating the pleasures
and pains (considered as positive and negative quantities in a one-
dimensional space) deriving from any given action. This provides
the ‘consequentialist’ solution to the problem of ethics: an algebraically
positive result for the felicific calculus indicates a good action, a negative
result a bad action. Obviously, the calculus of pleasures and pains con-
cerned the implications of the action under consideration for the whole of
society. In his famous pamphlet on ‘Utilitarianism’ (1861), Mill defended
consequentialism as opposed to deontological morals. At the same time,
however, he criticised the idea that human feelings could be reduced to
different quantities of a one-dimensional magnitude, pleasure (or, in the
negative, pain).

Abandoning the sensistic view of human nature underlying Bentham’s
theories, Mill made a clear-cut distinction between utilitarianism as
a moral criterion and utilitarianism as interpretation of individuals’ beha-
viour. Habit, rather than conscious felicific calculus, accounted for a large
part of human actions; moreover, when we wish to pass moral judgement,
the utilitarian criterion was to be applied not to some immediate sensistic
‘pleasure’ but to a more complex mixture of feelings and reason, situated
at a higher level.

This idea of a complex mixture of feelings and reason was connected
to Mill’s recognition that there are qualitative differences between
different kinds of pleasures (and pains), which cannot be reduced
to quantitative differences. Mill stressed, at times even scathingly,
Bentham’s failure to recognise this aspect (for instance recalling
Bentham’s declared indifference towards poetry). Mill thus rejected
the image of an all-embracing, univocal felicific calculus that indivi-
duals could safely apply as a criterion for moral judgement without
different evaluations and controversies continually arising. As a
consequence of the multi-dimensional nature of men, conflict is inevi-
table and may even rise to the intensity of the conflicts underlying
Greek tragedies. By the way, recognition of this fact — namely, the
legitimacy of profound differences of opinion — played a crucial role in
Mill’s theory of politics, centred on the notion of liberty (to which he
dedicated a famous essay, On Liberty, published in 1859).
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Mill’s ‘modified utilitarianism’, in short, did not reject consequenti-
alist ethics, as opposed to the deontological a priori principles.
However, it was even remoter than Bentham’s position from Jevons’s
subjective theory of value, based as we shall see on a one-dimensional
notion of utility, in terms of which individual preferences were
expressed; these were, moreover, assumed to be independent of one
another and sufficiently stable as to allow for their use in analysis of
economic agents’ behaviour. Even in Bentham consequentialist ethics
did not imply the notion of rational economic agents maximising a one-
dimensional utility; in Mill, the cautions and qualifications with which
the felicific calculus was surrounded sharply differentiated the classical
notion of ‘economic man’ from the Jevonian conception, the former
being nearer to the Latin idea of the good pater familias than to the
sensistic idea of an automaton maximising happiness conceived as
a one-dimensional magnitude.

Mill’s view linked back with Adam Smith’s and, more generally, that
of the Scottish Enlightenment, in at least two important respects: the
idea of the ‘impartial spectator’ propounded by Smith (1759) and taken
up again by Mill (1861, p. 288) in his formulation of the maximum
happiness principle and the view, common to Smith (and the Scottish
Enlightenment as a whole) and to Mill, of human beings as ‘social
animals’, thus able to perceive the existence of common interests
and to go beyond mere selfishness, pursuing, rather, an enlightened self-
interest.

We may thus conclude that the classical economists, from Smith
to John Stuart Mill, focussed attention on a complex individual,
simultaneously guided by personal interest and social rules. The
classical economists’ analyses certainly assumed that the economic
agent behaved in a rational way, but this did not imply accepting a one-
dimensional view of human nature. In their analysis of consumption,
individual choices were considered as the outcome of habits and
customs, continuously modified by the appearance of new goods, so
that producers were in fact considered the primum movens in determin-
ing consumption structures. All this appears confirmed by Mill’s
definition of political economy, as limited to a specific aspect of
human nature, namely the desire to possess wealth.

8.9 Mill on Political Economy

Mill’s first writings in the economic field, the Essays on Some Unsertled
Questions of Political Economy, were written in 1829-30 but only published
in 1844. Here (p. 112) Mill defined political economy as ‘the science
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which treats of the production and distribution of wealth, so far as they
depend upon the laws of human nature’. The Essays also contained
a crucial contribution to the theory of international trade, namely the
theory of reciprocal demand utilised to determine the exchange ratios
between imports and exports. Furthermore, in these essays Mill devel-
oped an important critical evaluation of Say’s law, by assigning to the
economic agents’ state of confidence a leading role in accounting for
economic vicissitudes.

After a deservedly famous treatise on logic (Mill 1843), Mill produced
what was for more than forty years (up to the publication of Marshall’s
Principles of Economics in 1890) to remain the standard text for the study of
political economy, at least in the Anglo-Saxon world, namely the
Principles of Political Economy (1848). This was essentially an exposition
of Ricardian thought, but it also incorporated some ideas developed by
anti-Ricardian economists, such as Senior’s theory of abstinence, and
Mill’s own version of the positivism expounded by Auguste Comte
(1798-1857; the Cours de philosophie positive, in six volumes, is dated
1830-42), who advocated a ‘general science of society’ able to capture
the interdependences linking up all social phenomena. Mill tackled the
problem of interpreting human societies from different vantage points by
utilising a substantially inductive discipline (Comte’s sociology) together
with a substantially deductive discipline, political economy, and with
a science still to be formed, namely ethology, or the science of national
character. A supporter of cooperativism, Mill — foreshadowing in this
modern environmental thinking — considered the stationary state not as
a menace but as a state of affairs leaving room for moral and cultural
progress of society.

The Principles were divided into five books: production, distribu-
tion, exchange, economic development and the role of the govern-
ment. The theory of value made its appearance only in book three,
dealing with exchange; this choice marks the distance between
Mill and the subsequent marginalist theories, the latter considering
income distribution as an instance of the problem of value. The
distinction between production and distribution is also to be noted:
the former is considered the field of natural laws, independent of the
institutions, which by contrast are held to be relevant for the latter,
subject to historically relative laws. The theory of production builds
on the Smithian analysis of the division of labour; Mill proposed the
thesis of a tendency to industrial concentration, pointing out the
issue of natural monopolies (the remedy for which is nationalisation),
while in the case of agriculture small-scale peasant farming is
favoured.
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Book two, on distribution, opens with a chapter on property and
a balanced discussion of the pros and cons of different institutional
frameworks. The judgement on private property depends on whether it
is organised in such a way as to avoid excessive and arbitrary inequalities;
Mill was also favourable to progressive inheritance taxation and to safe-
guards against the abuse of property rights. Communism, identified with
realisation of generalised equality, is considered inferior to socialism,
which allows for individual differences according to merit. Cooperatives
and profit-sharing, discussed in detail in book four, represent Mill’s
favoured solution.

As for income distribution itself, profits are identified with abstinence,
following Senior, and are thus determined by society’s evaluation of the
present compared to the future. Malthus’s population principle looms
large in the discussion of wages: Mill insists on the need to contain
population growth as priority for improving the conditions of the working
classes. Elements of a wage fund theory are also present but not in the
rigid form sometimes attributed to the whole of classical political econ-
omy. The theory of the wage fund stated that the wage rate is determined
by the ratio between two magnitudes: the amount of capital available for
the maintenance of the workers and the number of workers employed; in
its rudimentary form, but not in Mill’s treatment, the numerator is taken
as a given datum of the problem, while it is clear that the amount of capital
available for the maintenance of the workers (the wage fund) not only
varies in the course of time as a consequence of accumulation but can also
vary at a given moment in time if the maintenance of productive workers
involves making use of goods previously utilised for other purposes, such
as luxury consumption (or, we can add nowadays, if additional produc-
tion is provided by previously unemployed workers).

Together with acceptance of Senior’s theory of abstinence, Mill’s
theory of value, particularly with the transformation of the notion of
market prices into a theoretical variable determined by supply and
demand, represents a transitional stage from the classical to the
Marshallian approach, although Mill kept his feet firmly in the classical
field, rejecting any idea of bringing to the centre of the theory of value
those elements — scarcity and utility — upon which the subjective
approach relied.
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0 Karl Marx

9.1 Life and Writings

Karl Marx (1818-1883) was born in Trier in Prussia, where he attended
the gymnasium; he attended university first in Bonn (1835) and then in
Berlin (1836—41), finally graduating in Jena in 1841. In 1843 he married
Jenny von Westphalen, the daughter of a high-ranking Prussian civil
servant.

During the university years Marx was influenced by the Hegelian left
(Ludwig Feuerbach and Otto Bauer). In May 1842 he became editor of
the Rheinische Zeitung, a liberal newspaper of Cologne that was, however,
soon closed by the Prussian authorities. Marx then emigrated to Paris,
where he met Friedrich Engels (1820-1895), his great friend and lifetime
collaborator. Some notebooks, posthumously published as Economic and
Philosophical Manuscripts, date from this period; they are important for his
theory of alienation.

In 1845 Marx was expelled from Paris and moved to Brussels. From
this period we have some mainly philosophical writings (The German
Ideology, 1845-46, and the Theses on Feuerbach, 1845, both written
with Engels; Misery of Philosophy, 1847). Entrusted with the task by the
League of the Communists, formed in 1847, Marx and Engels wrote its
programme, the Communist Party Manifesto (1848), one of the most
influential writings of all times. The revolutionary project that Marx and
Engels would remain faithful to for the rest of their lives was set out there
in incisive terms.! Thus, for instance, their formulation of historical
materialism was expressed in a single sentence: “The history of all hitherto
existing society is the history of class struggles.”> The Manifesto foresaw

! Let us recall, for instance, the opening and closing sentences of the Manifesto: ‘A spectre is
haunting Europe — the spectre of communism’; ‘Let the ruling classes tremble at
a communistic revolution. The proletarians have nothing to lose but their chains. They
have a world to win. Workingmen of all countries, unite!” (Marx and Engels 1848, pp. 48
and 82).

2 Ibid., p. 48.
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private ownership of the means of production overcome through expro-
priation, to be transferred under direct control of the state (which would
no longer be the political expression of the bourgeoisie but of the
proletariat).

The year 1848 was one of revolutions, all over Europe. Marx
returned to Cologne. The revolutionary fever soon died down, and
Marx, expelled from Prussia, moved to London. Here he spent the
rest of his days, leading a life of study although taking part in the
activities of the First International (more precisely, the International
Working Men’s Association, founded in 1864).> In those years he wrote
his main works.

In the Critique of Political Economy (1859) Marx illustrated the materi-
alistic conception of history: the continuous change of technology
(‘the powers of production’) generates increasing tensions within the static
element represented by ‘production relations’, namely the set of institu-
tions and habits within which economic activity takes place, in turn con-
nected to the cultural ‘superstructure’. The dynamic element — productive
forces — is destined to overturn the system of production relations and the
superstructure in a revolutionary stage. We then have the transition to
a new ‘mode of production’: from feudalism to capitalism and then to
socialism and subsequently to communism, with corresponding upheaval
of the superstructure. Historical materialism did not indicate a mechanical
dependence of ideological superstructures on the economic structure but
a complex interrelation in which the causal link going from structure
to superstructure is far stronger than the link running in the opposite
direction. The path of development of human societies was conceived as
a dialectical process in which stages of normal development inevitably lead
to revolutionary stages.*

3 The First International was dissolved in 1867, following increasing friction in the
internal political debate between Bakunin, Lassalle and Marx. The Second
International was born in 1889 as an alliance of the European socialist parties and was
dissolved when, on the outbreak of the First World War, nationalist feelings prevailed
even within the socialist parties. The Third International or Komintern (1919-43),
born in Moscow and dominated by the Soviet Union, was followed after the Second
World War by the Kominform (1947-89). There still exists a Fourth International,
founded by Trotsky in 1931 in Paris. The Socialist International (or Fifth
International), founded in Zurich in 1947, groups together the social-democratic par-
ties. Mikhail Bakunin (1814-1876) supported anarchist ideas. Ferdinand Lassalle
(1825-1864), supporter of universal suffrage as means for the emancipation of the
workers, also advocated cooperatives and was the founder of the General Association
of German Workers, which led to the SPD, the German social-democratic party.
Marx (1859, p. 84). According to Marx’s critics, this implies underestimating the role of
nationalistic and religious feelings in determining the history of peoples and countries. Cf.
for instance Huntington (1996).

kS
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Years of work were invested in the fundamental work, Capital. The first
volume was published in 1867, the second and third volumes coming out
posthumously, edited by Engels, in 1885 and 1894 respectively. What
Marx probably intended to be a fourth volume of Capital, the Theories of
Surplus Value, a survey of the history of economic thought, was edited by
Kautsky and published in 1905-10.

Marx died in 1883: the same year in which Keynes and Schumpeter
were born.

9.2 The Critique of the Division of Labour: Alienation
and Commodity Fetishism

The notion of alienation (from the Latin alius, ‘the other’) is developed in
the Economic and Philosophical Manuscripts of 1844. The workers are
alienated for three main reasons: because they do not own their means
of production nor the product of their activity, which belong to the
capitalists, and because they do not control organisation of the productive
process, where they play only a limited, specific role. Thus tools, product
and labour process appear to the workers as extraneous entities; as
a consequence, work proves for the workers the means to one particular
end — to earn the means of subsistence — rather than self-fulfilment within
society. All this also implies the estrangement of the human being from
other human beings.

The notion of alienation gave way to the concept of ‘commodity
fetishism’ in Capital. Any society based on the division of labour, Marx
recalled following Adam Smith’s lead, is based on cooperation between
producers. Each worker performs a specific task the results of which are in
general utilised by others, while the worker needs the product of the work
of others for subsistence and means of production. With the notion of
commodity fetishism, Marx connected his critique of the division of
labour to the specific form it assumes in capitalistic economies. Here
not only do the flows of exchanges connecting different productive units
go through the market, but the workers themselves are compelled to sell
their labour on the market and buy their means of subsistence there.
In this way the social relations of production — cooperation between
workers active in different economic sectors and different productive
units — is obscured by the fact that what is exchanged is not the labour
time of one worker for that of another but different commodities.
The market, while constituting the common ground for the necessary
connection between separate workers, operates in such a way that
commodities become fetishes, coming to be considered the ultimate
end of production and exchange activity and not simply as necessary
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9.3 The Critique of Capitalism and Exploitation 129

condition (both as means of production and as means of subsistence) for
the survival and reproduction of individuals, as indeed of the economic
system as a whole. Only closer critical scrutiny reveals what is hidden
at first sight, namely that the exchange of commodities in the market
constitutes the means for collaboration between workers, each perform-
ing a specific activity. However, this social collaboration is obscured by
commodity fetishism.

9.3 The Critique of Capitalism and Exploitation

The main aspect of Marx’s critique of capitalism lies in the thesis that
capitalist societies are based on the exploitation of the workers by
the capitalists. In order to demonstrate this thesis Marx introduced the
distinction between labour, the exercise in real practice of some produc-
tive activity, and labour power, the worker as a person, incorporating the
potential to exercise a productive activity. The distinction between labour
and labour power may be compared to the difference between heat and
a specific source of heat, for instance coal. Coal is the commodity bought
and sold on the market, at a price such as to cover its costs of production.
The buyer then utilises coal to get heat but could utilise it for other
purposes, for instance writing on a wall or in any other way: once bought,
the commodity belongs to the buyer and can be utilised as s/he likes.
Something of the sort happens in the relationship between worker and
capitalist. The commodity sold by the worker is labour power, or work
capacity; the capitalist pays for it at its value, or in other words s/he pays
enough to cover the costs for its production, corresponding to the means
of subsistence required to keep the worker alive (together with the work-
er’s family, so as to ensure substitution of the worker when s/he retires
or dies). Thus the value of labour power corresponds to a minimum
subsistence wage. On paying for it, the capitalist acquires the right to
utilise the worker in the productive process, to get from her/him a given
number of daily (or weekly) hours of labour that as a rule is greater
than the value of the labour power, or the number of hours of labour
‘contained’ in the worker’s daily means of subsistence. The total amount
of labour performed in our economic system may then be divided into two
parts: the necessary labour, required to produce the means of subsistence
for all the workers employed within the economy, and the surplus labour,
all the rest of the labour performed, equal to the difference between total
social labour and necessary labour.

This representation of an economic system presupposes separation
of the workers from ownership of the product and of their means of
production. Capital, understood as the capacity to control means of
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production and labour power itself, is in Marx’s opinion above all
a soctal relation of production, expressing the subordination of the work-
ers to the capitalists. The origin of capital in this sense of the term
coincides with the formation of a class of workers dispossessed of their
means of production and is the result of a long social process that Marx
called ‘primary accumulation’ and which marks the transition from
feudalism to capitalism.

Marx took up the labour theory of value from Ricardo. The annual
national product has, then, a value equal to the quantity of labour
employed during the year, L. With a wage rate equal to the subsistence
minimum, the total wage of all workers in the economy has a value equal
to necessary labour, LN. The surplus has a value equal to the labour
time exceeding necessary labour, or surplus labour PL (= L — LN),
going to the capitalists in the form of profits P (and to landlords in the
form of rent, but for the sake of simplicity here we will disregard this
element, as well as financial capital and interests, which Marx and
the classical economists considered part of the profits). Thus, even if
the workers receive the full value of the commodity they sell (namely
their labour power, the value of which as we saw is equal to its cost
of production), or in other words even if what Marx considered the
criterion of economic justice under capitalism — exchange of equal
values — does indeed hold, the surplus value going to the capitalists
corresponds to unpaid labour, and hence to exploitation of the workers
by the capitalists.

Marx defined the rate of exploitation s as ratio of ‘unpaid labour’ or
surplus labour to ‘paid labour’ or value of labour power; hence s = PL/LN.
The rate of exploitation therefore depends on both the length of the
working day and the share of it corresponding to necessary labour, and
so to the value of labour power. Marx distinguished in this respect
between absolute surplus value, due to a lengthened working day, and
relative surplus value, resulting from a reduction in the value of labour
power.

The rate of exploitation is equal to the rate of profits (given by the ratio
between profits and capital advanced) only when the capital advanced
consists solely of wages, or in other words when the workers do not utilise
means of production (raw materials, tools and machinery). However,
such an assumption contradicts the very nature of the capitalistic system,
where the capitalists’ role precisely derives from their control over the
means of production. Thus, in general the capital advanced also includes
means of production other than labour, and the rate of profits will be
lower than the rate of exploitation. Therefore the rate of profits gives
a reductive idea of the exploitation of the workers by the capitalists.
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With his theory of exploitation Marx showed how the surplus emerges
from the productive process and not from the circulation of commodities.
The latter thesis is described as profit upon alienation, the idea being that
profits accrue from buying at low prices and selling at high prices. Marx
attributed this thesis to the mercantilists and attacked it vehemently.
According to Marx, in the sphere of circulation ‘liberty, equality, property
and Jeremy Bentham are supreme’: liberty, since everybody enters freely
into exchange agreements; equality, because ‘the buyer and the seller . ..
exchange equivalent for equivalent’; property, ‘because each of them
disposes exclusively of his own’; Bentham (that is, utilitarianism) since
‘the power ... which makes them enter into relation one with another, is
self-interest, and nothing more’.”

Marx aimed this criticism not only at mercantilist thought but also at
the various socialist currents that condemned profits as unjust deduction
from the fruits of labour, a group including both the Ricardian socialists
and anti-capitalistic writers such as Proudhon (known for his motto:
‘property is theft’).® Marx stressed that his was a ‘scientific socialism’,
which recognised that the equitable criterion of exchange of equals was
honoured in the capitalist system.

The profit upon alienarion thesis can be represented by the scheme
M - C — M, where M indicates money and C commodities:
money M buys commodities C that are then sold again for a greater
sum of money, M’. This scheme violates the rule of exchange of equals:
if C is equivalent to M in the first step, it cannot be equivalent to M’ in
the second step. Marx proposed, instead, a scheme that represented the
process of circulation and the process of production simultaneously,

M—C(LP and MP) ... C — M’

where exchanges are represented by hyphens and the productive process
by a series of dots: money M buys commodities, and more precisely
labour power LP and means of production MP; through the productive
process we get a different set of commodities, C’, which is exchanged for
a sum of money, M’, greater than the initial sum. The value of the means
of production other than labour is transmitted unchanged in the value
of the product; the profit P (= M’ — M) originates from the fact that
labour power transmits to the value of the product not only its own value

> Marx (1867-94, book 1, pp. 164).

S Pierre-Joseph Proudhon (1809-1865), French typesetter and proof-reader, self-defined
anarchist, supporter of projects for monetary reform and advocate of associationism,
followed the ‘Ricardian socialists’ in deducing from the labour theory of value the thesis
that profits, interests and rents are ‘unearned income’. His main work, What Is Property?,
was published in 1840.
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(equal to the value of its means of subsistence) but also the surplus labour
or unpaid labour.

Exploitation can be overcome, Marx held, with transition to still more
advanced modes of production, socialism first, and then communism.
Socialism is characterised by collective property of the means of production.
Marx considered transition from capitalism to socialism a necessary
consequence of certain ‘laws of movement of capitalism’: the growing bi-
polarisation of society between an increasingly vast, ever poorer proletariat
(the ‘law of increasing misery’) and an increasingly strong but numerically
small bourgeoisie (the ‘law of capitalistic concentration’); such bi-
polarisation must of necessity end in revolution.

The theory of exploitation relies on the labour contained theory
of value to express in homogeneous terms the different magnitudes
(product, means of subsistence, surplus). Like Ricardo, Marx too was
conscious of the fact that exchange values determined on the basis of
the labour theory of value do not correspond to the prices at which
commodities are exchanged in competitive markets, where the rate of
profits is uniform throughout all sectors of the economy. The labour
theory of value can at best be utilised as an initial approximation,
provided that it can then be shown, as a second step, not to have led to
irremediable errors. As we shall see later, Marx set out to tackle this
crucial weak point in his theory in Book 3 of Capital, but the solution he
proposed — the so-called transformation of labour values into prices of
production — also proved insufficient, with the consequence that
a number of crucial elements of the Marxian theoretical castle must be
called into question, including the theory of exploitation itself.

9.4 Accumulation and Expanded Reproduction

In Book 2 of Capital, Marx illustrated two analytical schemes respectively
dealing with simple reproduction and expanded reproduction, or
accumulation. Both schemes incorporate the reproducibility condition: for
each commodity, the quantity produced must be equal to or greater than
the quantity utilised in the productive process as means of production or
necessary subsistence.

In the case of simple reproduction, period after period the levels of produc-
tion remain unchanged. If there is a surplus, it goes into luxury consumption
or subsistence for the unemployed or unproductive workers. In the case of
expanded reproduction, at least part of the surplus is accumulated — added,
that is, to the previous amounts of means of production and subsistence.
In this way, period after period the number of workers employed in the
productive process can increase. Without any change in technology,
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9.4 Accumulation and Expanded Reproduction 133

a progressive widening of the economy takes place. Over and above this
process, there is technical progress generally taking the form of an increasing
use of machinery, according to a representation of economic development
common to both Marx and classical economists.

Marx distinguished two sectors of the economy, one producing means of
consumption, the other means of production. The relative activity levels of
the two sectors are in equilibrium when the entire production of the two
sectors can be absorbed by the economy. In the case of simple reproduction,
this happens when the quantity of means of production that are produced
equals the quantity employed in the productive processes in the two sectors,
while the quantity of consumption goods produced equals the requirements
of means of subsistence for the workers employed in the economy plus the
quantity utilised for luxury or unproductive consumption. In this case, the
entire surplus consists of consumption goods.

In the case of expanded reproduction, the surplus must consist of both
means of production and consumption goods. Furthermore, the ratio
between consumption goods and means of production within the surplus
must be equal to or higher than the corresponding ratio between means
of subsistence and means of production available at the beginning of
the production process. This is due to the fact that the surplus means of
production can only be used for accumulation, while surplus consump-
tion goods can be partly used for luxury or unproductive consumption.
The maximum rate of growth of the economy obtains when the propor-
tion between the two groups of goods in the surplus is equal to their
proportion at the beginning of the production process, so that no waste of
consumption goods occurs, all going to ‘necessary’ consumption, for the
maintenance of productive workers.’

7 Applying a labour theory of value, Marx calls v the variable capital, i.e. the value of
subsistence goods utilised in the productive process; ¢ the constant capital, i.e. the value
of means of production (labour excluded); s the value of the surplus. Let us call the sector
producing means of production 1 and the sector producing consumption goods 2;
C stands for the value of production in sector 1 and V for the value of production in
sector 2. We may then express Marx’s reproduction schemes as follows:

c+v+s=C
o+t =V
In the case of simple reproduction, the equilibrium production levels of the two
sectors are:
C =) + (%)
V=ov+4+v,+s+s
In other terms, the level of production of sector 1 corresponds to the quantity of means
of production utilised in both sectors; the level of production of sector 2 corresponds to

the means of subsistence required for all the employed workers plus the consumption
goods that capitalists buy with their profits, the latter being equal to the entire surplus of
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With the reproduction schemes Marx showed that given a certain set of
conditions the system may grow endlessly, without any need for problems
of realisation of the product to arise. This result contradicts the under-
consumption theories proposed by Malthus, Sismondi or Rodbertus.
It did not, however, imply for Marx adhesion to Say’s law, according to
which any level of production can be absorbed by the market. Firstly,
crises of disproportion may occur whenever equilibrium proportions do not
hold between the two sectors (and growth in equilibrium, Marx said, can
only come about by chance). Secondly, and more importantly, Marx did
not rule out the possibility of general over-production crises in a system
based on decentralised investment decisions distinct from decisions to
save. Marx attributed an important role to fluctuations in production
levels and built one of the first theories of the trade cycle.

Marx’s theory of the trade cycle was based on the fluctuations in the
industrial reserve army (a term by which Marx designated not only unem-
ployed workers but also artisans and workers employed in agriculture but
ready to change to employment in manufacturing). In the recovery phase,
income grows and unemployment falls, as does the industrial reserve
army. As a consequence, the bargaining power of the working class
increases, while the competition between entrepreneurs in search of
workers grows tougher: the real wage rate rises.® The increased cost of
labour gives rise to a reduction in profits per unit of output. Firms then
react to the increase in wages by trying to save on the labour utilised in

the economy. We can reduce these two equations to one equilibrium condition for the
exchanges between the two sectors: the value of capital goods sold by sector 1 to sector 2 is
equal to the value of means of subsistence sold by sector 2 to sector 1. Algebraically:

0 =v1+58
In the case of enlarged reproduction, a share of the surplus, g, goes to accumulation of

new capital goods; correspondingly, a share equal to (1 — ¢g) of the surplus thus consists of
consumption goods. Algebraically:

C:Q +Cz+q(31 +Sz)

V:‘Z)| + v + (1 —q) (S] +S2)

As we saw above, capital goods and means of subsistence serving to increase the number

of employed workers must grow in the same proportion. Besides, the surplus may include
a residuum of consumption goods to serve for luxury goods or the consumption of the
unproductive workers; the rate of growth is at a maximum when this residuum is nil and
the entire surplus goes into accumulation.
This inverse relation between wages and unemployment anticipates the so-called Phillips
curve, namely the inverse relationship between rate of change of money wages and level of
unemployment empirically estimated for the United Kingdom between 1861 and 1957 by
the New Zealand economist A.W. Phillips (1914-1975), in a much cited article published
in 1958. Furthermore, Marx’s analysis of income distribution was based on the relative
bargaining power of workers and capitalists, as in Smith, and in contrast to the supporters
of the ‘iron law of wages’ based on the Malthusian principle of population.

©
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9.5 The Laws of Movement of Capitalism 135

the productive processes. To this end they mechanise production.
This favours technical progress, which forms the basis for economic
development.

The process of mechanisation allows firms to reduce the number of
employed workers. The industrial reserve army thus grows, and this
puts a brake on wage increases. Thanks also to the productivity
increases obtained with mechanisation, the cost of labour per unit of
output decreases with a consequent rise in profits. Firms again expand
and hire new workers, the increase in profits constituting both an
incentive to increase production levels and a source of finance for
investments to expand productive capacity. The industrial reserve
army again shrinks. We thus have a stage of expansion, marking the
beginning of a new cycle.

This theory dealt at the same time with the trade cycle, economic
development and the evolution over time of employment and distributive
shares. In twentieth-century theoretical analyses, instead, the tendency
set in to analyse economic growth and the cycle separately.

9.5 The Laws of Movement of Capitalism

The link between the division of labour and social structure underlies the
major attempts to single out the basic trends in human society, or in other
words to understand ‘where we are going’. The most celebrated of such
attempts is that of Marx. In his opinion, capitalism is not the final stage in
the history of human societies, but only an intermediate stage: it was
preceded by other forms of organisation of society (serfdom, feudalism)
and will give way to new forms of social organisation (socialism first, then
communism). By studying the laws of motion underlying capitalism, we
understand how it came into being, how it has changed in the course of its
evolution and the reasons why it will have to give way to a new form of
social organisation, namely socialism.

In this respect Marx noted the tendency of capitalistic societies towards
increasing economic and social polarisation: on the one hand we have the
growing misery of an increasing proportion of population, in other words
proletarisation, i.e. the formation of ever vaster masses of common work-
ers; on the other hand we have the tendency to increasing concentration of
manufacturing production in a few big firms, entailing ever greater
economic and political power concentrating in a few hands, while small
entrepreneurs and independent artisans end up joining the ranks of
dependent workers. Hence the thesis of inevitable collapse facing the
capitalistic mode of production, when the proletariat — by then the over-
whelming majority of the population — expropriate the capitalist class,
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economically dominant but numerically weak. The way is thus opened to
socialism.

Another thesis developed by Marx, the law of the falling rate of profits
illustrated in Book 3 of Capizal, takes much the same course.® The process
of increasing mechanisation entails progressive increase in the organic
composition of capital, or in other words of the ratio between constant
capital ¢ (the value of means of production utilised in the productive
process other than labour power) and variable capital v (the value of
labour power employed in production), both expressed in terms of labour
contained. Therefore, if the organic composition of capital increases and
the rate of exploitation does not increase pari passu, the rate of profits
necessarily decreases.'®

The reasoning is flawed, though, by confusion between variables
expressed in terms of labour values and underlying quantities of the
various commodities. In fact, mechanisation does not necessarily imply
an increase in the organic composition of capital. This is not the case, for
instance, if a growing number of machines, thanks to technical progress,
require the same or a smaller quantity of labour for their production, so
that the organic composition of capital remains constant or decreases.
Furthermore, technical progress itself, by reducing the quantity of labour
required for the production of subsistence goods, causes an increase in the
rate of exploitation for a constant real wage.

9.6 The Transformation of Labour Values into Prices
of Production

As we saw, in Capital Marx adopted the labour theory of value. However,
just like Ricardo, he too realised that such a theory was inconsistent with
the assumption of a uniform rate of profits expressing in analytic terms
a central feature of the capitalistic mode of production, namely competi-
tion. Marx tackled the problem, in Book 3 of Capital, through the so-
called transformation of labour values into prices of production.'! Marx’s
idea was to show that this transformation did not modify the substance of

® Marx 1867-94, vol. 3, pp. 317-75.

10 The rate of profit s/c + » may be expressed (dividing numerator and denominator by v) as
(s/v)/(c/v + 1), with the numerator being the rate of exploitation and the denominator the
organic composition of capital plus 1. If the denominator grows while the numerator
remains unchanged, the ratio, i.e. the rate of profits, must decrease.

11 Section 2 of Book 3 of Capital is devoted to the subject: Marx (1867-94, vol. 3,
pp- 245-316). Book 3 was published posthumously, edited by Engels on the basis of
notes left by Marx; thus we have no certainty about just how convinced Marx himself was
of the solution he worked out.
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the results reached on the basis of the labour theory of value, in particular
insofar as the thesis of exploitation was concerned.

Let us recall that Marx called v the variable capital (the value of labour
power employed in the productive process), ¢ constant capital (the value
of means of production employed in the productive process), s the surplus
value, corresponding to surplus labour, or in other words the labour
employed in excess of the requirements to reconstitute the means of
subsistence. The rate of exploitarion is equal to the ratio between surplus
labour s and necessary labour v. If we assume that competition in
the labour market brings out uniform working conditions in the different
sectors of the economy, and in particular an equal length of working day,
and that the subsistence wage is the same for all workers, then the rate of
exploitation corresponds to the ratio between surplus value and variable
capital, s/v, and is the same for each individual worker, for each sector and
for the economic system as a whole.

However, the condition of a uniform rate of exploitation in all sectors of
the economy is inconsistent with the assumption of a uniform rate of
profits. Let us indicate the different sectors with 1, 2, .. ., n. The condition
of equal rates of exploitation is expressed by:

si/v1=8/va= ... =s5,/v, (1)

The assumption of uniform rate of profits (computed for each sector as
the ratio between profits and value of capital advanced, which includes
both constant and variable capital, or wages) is expressed by:'?

sif(ci+v) =s2/(ca+v2) = ... =s,/(cn+ n) (2)

Let us divide both numerator and denominator of the different terms of
this series of equalities respectively by vy, v, ..., v, We get:

(si/v1)/(er/v1+ 1) = (s2/v2)/(c2/v2+ 1)
= (sn/vn)/(cn/vn+ 1) (3)

At the denominator we thus have the ratio between constant and
variable capital, ¢/v, which Marx called the organic composition of
capital, plus 1. At the numerator we have the rates of exploitation of
the different sectors, by assumption all equal. As a consequence, the
series of equalities (3) — which we have just deduced from the assump-
tion of uniform profit rates — hold if, and only if, the denominators, too,
are all equal. Uniformity of profit rates hence requires that the organic
compositions of capital in the different sectors also be all equal:

12 Here we disregard the complications that might arise from the presence of fixed capital
goods.
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c/vi=cal/va= ... =cy/v, (4)

However, there is no reason for this to happen. In fact, each sector adopts
a technology specific to it. Thus, the assumption of a uniform rate of
profits contradicts the assumption that the quantities of labour contained
are a correct measure of the exchange values of commodities produced
and of means of production.

Marx recognised this difficulty and proposed transformation of the
magnitudes expressed in terms of labour values that do not comply with
the condition of a uniform rate of profits into magnitudes expressed in
terms of prices of production. In order to do this, he added to the
production costs of each sector (given by the sum of constant and variable
capital) the profits for that sector, computed by applying the average rate
of profit calculated for the system as a whole, expressed by s/(c + v), to the
capital advanced for the sector. Let us consider a two-sector economy; we
then have

(61+7}1) -|—7'(Cl+7}1) :Apl
(c24+v2) +r(c;+v2) =Bp,

where A and B represent the quantities of product obtained in the first
and second sector respectively, expressed in terms of labour values (that
is, A =c¢; + v; + sy and B = ¢, + v, + 55), while p; and p, represent the
prices of production of the two commodities and constitute the two
unknown variables determined by the two equations, the rate of profits
being known (since, let us recall, r = (s; + 5,)/(v1 + v + ¢; + ¢3)).

However, the solution cannot be considered satisfactory: costs and
advanced capital are expressed in terms of labour contained, while it is
obvious that capitalists compute their profit rate as ratio of profits and
capital advanced measured in terms of prices, not of labour values.*>

13 Marx (cf. 1867-94, vol. 3, pp. 261-72) recognised the existence of this difficulty but put
it aside, considering it as practically irrelevant when referring to aggregate magnitudes
representing the economic system as a whole. In sum, Marx imposed a double constraint:
(i) equality between total surplus value created in the economy and total value of profits
and (ii) equality between the total value of the product of the various sectors in terms of
labour contained and its value in terms of prices of production. However, the two
constraints are simultaneously satisfied only in very rare circumstances.

Objections to Marx’s solution were raised on many sides, in particular by B6hm-
Bawerk (1896). Ladislaus von Bortkiewicz (1868-1931) tried to formulate a corrected
version of Marx’s proposal (Bortkiewicz, 1906—7, 1907) by adopting as unit of mea-
surement for each of the two commodities a and b the quantity of that commodity
corresponding to a unit of labour contained. In this way the prices of production p; and
P2 can be interpreted as those multiplicative coefficients that allow us to move on from
magnitudes measured in terms of labour contained to corresponding magnitudes
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9.7 A Critical Assessment

Marx’s economic and political construction has given rise to debate on
a vast scale. Here we will only briefly consider a few aspects.

On the subject of the laws of movement of capitalism, Marx was right
in stressing the process of industrial concentration, stimulated by large-
scale production economies: although the last few decades may have
seen a relative growth in importance of small and medium-size firms,
especially in the more technologically advanced sectors, the fact
remains that in a span of over a century as from the publication of
Capital the size of firms grew enormously, with the development of
large financial groups and big multinationals.!* However, all this has
not led to bipolarisation between an ever smaller capitalist class and an
ever vaster proletariat: other factors were at work in the meantime,
leading to the formation of large and growing middle classes, which
eventually outweighed the proletariat represented by unskilled
workers.!> The growth of the middle classes was associated with
a decreasing proportion of workers directly employed in the production
of commodities, and an increasing proportion engaged in producing
services, or only indirectly employed in the production of commodities
(administrative employees, technicians and such like).

The new political and economic strength enjoyed by employed workers
favoured re-distribution of income in the direction of wages and salaries,
even if recent trends went once again towards a greater concentration
of incomes and wealth. Thanks to broader-based shareholding, and
above all thanks to the notable weight of the public sector in the economy,

measured in such a way to comply with the condition of a uniform rate of profits.
Therefore, not only the quantities of the two commodities, 4 and B, but also the
quantities of constant and variable capital (that is, of capital goods and subsistence
means) utilised in the two sectors, are to be multiplied by such coefficients. Thus
we get:

(cipr +u1p2) (1 +71) =4 py

(c2p1 +v2p2) (1 +71) =Bps

that is, two equations in which, considering c;, ¢z, v;, v2, A, B as given, we have
three unknowns: p;, p, and r, which can easily be reduced to two: the relative price
pi/p> and the profit rate r. The solution is formally correct, but with it labour
contained is reduced to a simple standard of measure for the commodities utilized
as means of production; substituting it with physical units of measure, as was
done for the quantities produced A and B, labour contained exits the scene.
On Marx’s lead, the thesis of an increasing concentration of financial capital was devel-
oped by Rudolf Hilferding (1877-1941; his book, Das Finanzkapital, was published in
1910). Non-Marxian economists as well, such as Schumpeter and John Kenneth
Galbraith (1908-2006), took the tendency to industrial and financial concentration as
a central aspect in their analyses of capitalism.

15 Cf. Sylos Labini 1974.
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the process of industrial concentration did not — contrary to Marx’s
prediction — entail parallel concentration in a few hands of the totality
or near totality of wealth and economic power.

This fact sees the thesis of inevitable revolution looming up in the
evolution of the capitalistic system deprived of one of its main pillars,
and with it also the thesis of the progressively increasing misery of the
proletariat is undermined. Another pillar — the thesis of the tendency of
the rate of profits to fall — also turns out to have shaky foundations (as we
saw in Section 9.5). As for the theory of labour value, it turns out to be
nothing but a complicated and substantially useless way of measuring the
quantities of the means of production to determine production prices:
Sraffa’s contribution, as we shall see, will show that relative prices and the
rate of profits can be determined, given the real wage rate, through
a system of equations in which means of production are measured as
physical quantities and any reference to quantities measured in terms of
embodied labour disappears.

Let us now consider the issue of communism. On the evidence of the
Critique of the Gotha Programme, it is clear that Marx and Engels had in
mind not the absolute disappearance of the division of labour but the
possibility of superseding compulsory labour. Until then, even with the
crucial transition from capitalism to socialism, compulsory labour retains
the nature of a necessity imposed on the individual worker.

We may compare Marx’s attitude to Smith’s. According to the Scottish
philosopher, the division of labour is a source of economic and civic
progress, but also of social problems; the former aspect may be held to
outweigh the latter, and the division of labour thus deemed desirable, but
steps must also be taken against the negative aspects, to offset them as far
as possible. Marx, by contrast, seemed to consider the liberation of men
from the serfdom of compulsory labour a real possibility, which implied
a more drastically negative judgement of the transitional stages before the
target was reached and readiness to bear the costs necessary to reach it,
including the ‘dictatorship of the proletariat’ in the socialist stage preced-
ing the ultimate construction of communist society. Now, not only have
the theoretical elements invoked by Marx in support of the thesis of the
inevitable transition from capitalism to socialism (social polarisation,
tendency of the profit rate to fall) proved faulty, but above all, the socialist
mode of production has proved a fragile form of social organisation as
compared with the market economies on the crucial evidence of historical
reality, precisely with respect to what Marx considered the decisive
element, namely the development of productive forces. The apparently
more modest Smithian perspective — a path of progress but with no
definite point of arrival — seems preferable then, both as an interpretation
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of the evolution of human societies and as a guide to action, to the more
radical — in fact, substantially utopian — perspective within which Marx
created his theoretical architecture.

9.8 Marxism after Marx

Marx’s influence has been enormous, until recent times. His thought
inspired communist movements in industrialised Western countries,
and political regimes in the major developing countries, from the
Soviet Union after the 1917 revolution to China after the Second
World War.

Marx’s immediate successors — his friend Friedrich Engels and his
pupil Karl Kautsky (1854-1938) — edited some major works by their
master published posthumously: Books 2 and 3 of Capiral by Engels
and the Theories of Surplus Value (Marx 1905-10) by Kautsky. In his
political activity Kautsky was also one of the first ‘revisionists’, stressing
the importance of the market for political and social progress, showing
a preference for a long phase of transition from capitalism to socialism
rather than the abrupt revolutionary leap.

The same line was followed by Eduard Bernstein (1850—-1932); his best
known work is The Prerequisites of Socialism and the Tasks of Social-
Democracy (1899). In contrast with Marxian theories on the necessity of
dictatorship of the proletariat in the socialist stage of transition towards
communism, he stressed the central role of democratic institutions for
political and social progress. A similar line of thinking was followed by the
socialists belonging to the Fabian Society, founded in 1884 by a group of
British intellectuals that included George Bernard Shaw (1856-1950)
and economic historians Sidney Webb (1859-1947) and his wife Beatrice
(1858-1943).1°

Other currents that were placed under the heading of ‘Marxist
orthodoxy’, essentially on account of their political success, can also be
considered heterodox when we compare them with Marx’s original
thought. The first name to be recalled here is that of Vladimir Ilyich
Ulyanov (1870-1924), also known as Lenin, author among other writings
of Imperialism, the Final Stage of Capitalism (1916), a brief essay that began

16 The Webbs supported, among other things, social security schemes to be financed
through taxes rather than through compulsory contributions, as was the case with the
system adopted by Bismark and the system that was established in Great Britain after
the Second World War. They also founded the London School of Economics, in 1895,
designed to favour the development of a progressive economic culture well-rooted in
empirical research and not conditioned by the conservative ideology prevailing in the
traditional universities.
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by recognising an element that contradicted Marx’s analysis, namely the
fact that the workers and socialist parties in the different countries
had identified with their respective national interests during the war.
Lenin took up a thesis propounded by British economist John Hobson
(1858-1940) in an essay on Imperialism published in 1902, which saw in
colonial developments the quest for outlets for the population and capital
that remained unused in the industrialised countries. Lenin combined
this thesis with an interpretation of monopoly capitalism fusing the
Marxian law of industrial concentration with the theory of integration of
financial and industrial capital propounded by Hilferding (1910). As far
as the post-revolutionary Soviet Union was concerned, Lenin’s writings
pointed in the direction of the NEP, the New Economic Policy based on
recognition of a certain role to the market, above all for determination of
the crucial exchange ratio between agricultural products and manufac-
tures, within a centralised economy characterised by state ownership of
the means of production.

A leading supporter of NEP was Nikolai Bukharin (1888-1938), who
argued the expediency of leaving greater leeway to market mechanisms,
albeit guided by the state authorities through control over the nerve
centres of the economy. Subsequently, Bukharin was converted to the
Stalinist views on state agriculture and forced accumulation, but this
did not save him from the Stalinist purges of the late 1930s, which also
hit Yevgeni Preobrazhensky (1886-1937), critical of the NEP and
advocating a primitive accumulation that could be achieved in Russia
only with systematic state extortion of the surplus produced by the
agricultural sector.

The theme of disequilibrium in the process of accumulation
had already been subjected to analyses by Tugan-Baranovsky
(1865-1919) and Rosa Luxemburg (1871-1919). Both utilised Marx’s
simple and enlarged reproduction schemes. Tugan-Baranovsky (1905)
thus showed both the error of under-consumption theories holding crisis
from deficiency of aggregate demand to be inevitable, and just how
difficult it is to follow a growth path so as to maintain equilibrium between
the propensity to save and investment opportunities. Rosa Luxemburg
(1913) focused on the relationship between accumulation and growth of
demand in the presence of a continuous drive towards technological
change. Her book is a mine of ideas — albeit not always fully developed —
which prompted a profusion of interpretative studies. Among other
things, Rosa Luxemburg stressed the monopolistic nature of capitalism,
the role of political elements (and military violence) in the functioning of
the economy, imperialistic tendencies and the internationalisation of
capitalism.
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After the end of Stalinism, a number of exponents of the ‘Warsaw
school’ including Oskar Lange (1904-1965) supported the thesis of
a socialist market. The leading light of this school was Michal Kalecki
(1899-1970), on whom more follows.

Among Western Marxist economists we may mention Paul Baran
(1910-1964) and Paul Sweezy (1910-2004). Baran (1957) authored
an analysis of the processes of capitalistic development based on the
notion of ‘potential surplus’ and singling out the reasons standing in the
way of full use of productive capacities in different countries and
epochs. Sweezy, a pupil of Schumpeter, authored The Theory of
Capitalist Development (1942) — still the best illustration of Marx’s
economic theory — but also, together with historian Leo Huberman,
founded the Monthly Review in 1949. In 1966 Baran and Sweezy
together published Monopoly Capital, a book that, together with
the writings of philosopher Herbert Marcuse (in particular One-
Dimensional Man, published in 1956), became one of the main
reference points in the student unrest that spread from California to
Paris in 1967-68, to then sweep the whole world over.

Downloaded from https://www.cambridge.org/core. IP address: 120.57.153.48, on 23 Sep 2017 at 09:26:37, subject to the Cambridge Core
terms of use, available at https://www.cambridge.org/core/terms. https://doi.org/10.1017/9781316798416.010


https://www.cambridge.org/core/terms
https://doi.org/10.1017/9781316798416.010
https://www.cambridge.org/core

10  The Marginalist Revolution: The Subjective
Theory of Value

10.1 The Marginalist Revolution: An Overview

The term ‘marginalist revolution’ is commonly utilised to indicate
the abandonment of the classical approach and the shift to a new
approach based on a subjective theory of value and the analytical notion
of marginal utility. The years between 1871 and 1874 saw publication
of the major writings of the leaders of the Austrian marginalist school,
Carl Menger (1840-1921); of the British school, William Stanley Jevons
(1835-1882); and of the French (LLausanne) school, L.éon Walras
(1834-1910).

The marginalist revolution, however, had had important precursors.
Moreover, the differences between the Austrian imputation approach,
the French general economic equilibrium and Marshallian partial
equilibriums were by no means negligible, as we shall see. Among the
English economists, then, Alfred Marshall (1842-1924) followed a path
differing from the radically subjective line taken by Jevons. There are,
however, some basic elements common to these different lines of
research, differentiating them from the classical approach illustrated
in the previous chapters.

Sraffa (1960, p. 93) summed up the contrast with two images: the
classical approach consists in the ‘picture of the system of production
and consumption as a circular process’, while the marginalist approach
aligns the perspective along ‘a one-way avenue that leads from “Factors
of production” to “Consumption goods™. The differences concern
definition of the economic problem, the notion of value, the concept of
equilibrium, the role of prices and the theory of distribution.

First of all, within the classical approach the economic problem was
conceived as analysis of those conditions that guarantee the continuous
functioning of an economic system based on the division of labour, and
hence analysis of production, distribution, accumulation and circulation
of the product. In the case of the marginalist approach, by contrast, the

144
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10.1 The Marginalist Revolution: An Overview 145

economic problem concerned the optimal utilisation of scarce available
resources to satisfy the needs and desires of economic agents.

Secondly, the classical economists’ objective view of value, based on
the difficulty of production, contrasts with the subjective view of the
marginalist approach, based on evaluation of utility of commodities on
the part of the consumers (and possibly on the disutility of labour or of
abstinence from consumption on the part of producers).

Thirdly, as a consequence of these differences, the notion of equili-
brium took on a central role in the marginalist approach: equilibrium
corresponded to optimal utilisation of scarce available resources and
was therefore identified by a set of values for all economic variables,
prices and quantities simultaneously. The classical approach held
the problem of relative prices distinct from the problem of decisions
concerning accumulation and production levels; at the most, one might
speak of equilibrium with reference to the levelling of sector profit rates
stemming from the competition of capitals, while the term ‘balancing’,
which did not imply a precise equality, was preferred when speaking of
demand and supply (as in the expression ‘the balance between supply
and demand’).

Fourthly, prices acquired the meaning of indicators of relative
difficulty of production for the classical approach and of indicators of
scarcity (relative to consumers’ preferences) within the marginalist
approach.!

Fifthly, income distribution was a specific case of price theory in
the context of the marginalist approach (where it concerned the
prices of the ‘factors of production’), while within the classical
approach it concerned the role of different social classes and their
power relations.?

With the marginalist approach, such common characteristics took on
different forms in authors belonging to different currents within the
marginalist approach. For instance, the French current of general
economic equilibrium founded by Walras was based on the assumption

The difficulty of production, though, did play a role within the marginalist approach, as
mediation between original productive resources on the one hand and final goods and
services on the other; scarcity, too, played a role within the classical approach, through
constraints concerning technology — as in differential rent — or levels of production,
through the stage reached by the process of accumulation.

Also within this approach, however, the determination of prices and of distributive
variables were connected, as was to become evident in Sraffa’s analysis. With some
imprecision (within the general economic equilibrium approach, all variables are simul-
taneously determined), Walras 1874, p. 45, stated that, in opposition to the classical
approach (‘the school of Ricardo and Mill’), in the new theory ‘the prices of productive
services are determined by the prices of their products and not the other way round’.
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of initial endowments of resources (different kinds of working abilities,
lands, capital goods) considered as given in physical terms and matched
with economic agents’ preferences. The English current of Jevons and
Marshall, by contrast, tended to consider the quantities available of the
different resources also as variables to be determined within the theory,
utilising as exogenous data utility and disutility maps of the various
economic agents. In particular, the balance between the utility of
goods obtainable through productive activity and the worker’s toil and
trouble, or in other words the disutility of work, determined the amount
of work done and hence, given the production function, the amount of
product. Finally the theorists of the Austrian school adopted a radically
subjective viewpoint according to which the value of each good or
service was deduced from its utility for the final consumer, directly in
the case of consumption goods and indirectly in the case of production
goods (by imputing to the means of production a share of the utility of
the consumption good proportional to their contribution to the produc-
tive process, hence the expression ‘imputation theory’).

10.2 The Precursors: Equilibrium between Scarcity
and Demand

Side by side with the classical view of the economic system based on the
idea of the circular flow of production and consumption, we thus have
a different view involving the idea of scarcity of available resources with
respect to potential demand. The latter view was not born with the
marginalist revolution in the years between 1871 and 1874 but has
accompanied economic science from its very beginnings.

Even in the pre-history of political economy we find discussion of
the just price attributing an important role to the play between
demand and supply. Here we also find conceptualisation, primitive
though it may be, of the issue of prices in relation to the medieval
markets, conceived as place and time for encounter and comparison
between supply and demand. Moreover, as early as the Scholastic
writers we find the thesis that utility is the true source or cause of
value; in other words, the comparison between supply and demand
was considered to reflect the comparison between scarcity and utility.
This view survived and developed over time, side by side with the
idea that the value of commodities lay essentially in the difficulty of
production, and particularly in labour requirements. While in the
seventeenth, eighteenth and nineteenth centuries this latter view
found its way into the classical approach of Petty, Smith and
Ricardo, various authors took on and developed the alternative view,
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connecting prices with the comparison between scarcity and buyers’
evaluation and coming close, in some cases, to establishing a link
between value in use and value in exchange based on the notion of
marginal utility.

The subjective approach to the theory of value had important roots in
England as in Italy, in France as in Germany, in the eighteenth and
nineteenth centuries. In Italy, the Neapolitan Abbé Ferdinando Galiani
(1751) dedicated some pages to the role of scarcity and utility in deter-
mining the value of commodities. Various French economists supported
a subjective theory of value: together with Jean-Baptiste Say we may recall
Condillac and Dupuit. In Germany, Hermann Heinrich Gossen
(1810-1858), in a book that immediately fell into oblivion (Gossen
1854), developed a marginalist theory of consumer equilibrium; Johann
Heinrich von Thiinen (1783-1850) produced a work in two parts
(The Isolated State, first part, 1826; second part, 1850), in which he
developed a theory of rent connected to the distance from the place of
consumption and proposed an analysis of substitution between land and
labour, based on equality between marginal productivity and price for
each of these productive factors. In England, the subjective approach to
value was confined to a secondary plane; worth recalling, however, are
Samuel Bailey, Senior, Whately, Longfield and above all William Forster
Lloyd (1794-1852).

In the development of a subjective analytical construction, a central
role was played by consumers’ choices, and hence demand: exchange
value is explained on the basis of use values. Within the classical
approach, the distinction between value in use and value in exchange
was explicit: value in use — the fact of being useful to some purpose — was
considered an indispensable characteristic (a prerequisite) for goods to
have a positive exchange value; not a measurable characteristic, however,
and hence not an element to rely on when explaining exchange values.?

The key element of marginalist theory was the idea that value in use
(assumed as capable of measurement) decreases when the quantity

3 The classical economists also spoke of large or small value in use, but in very generic
terms. This happened, for instance, with the well-known paradox of water and diamonds,
already recalled previously: the former, it was said, has a large value in use but a small
value in exchange, while diamonds have a modest value in use but a considerable value in
exchange. The paradox is easily solved recalling that the most useful good may also be the
most abundant one, while it is scarcity vis-a-vis the demand from potential buyers that
determines the price. Within the classical approach, where attention focuses on reprodu-
cible commodities, scarcity can be overcome through production of additional units of the
commodity; as a consequence, exchange value is brought back to the relative difficulty of
production. Scarcity concurs in determining the price only when the available quantity of
the commodity is given.
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consumed of each commodity increases. Value in use thus became
a decreasing function of the quantity consumed of each commodity,
and value in exchange could be derived from the value in use of the last
dose consumed of the good under consideration. The subjective theory of
value derived the value in exchange of commodities from the consumer’s
subjective evaluation, thus requiring the notion of marginal utility,
a notion which some of the subjective theorists foreshadowed as forerun-
ners of marginalism.

10.3 William Stanley Jevons

What characterised Jevons in his break with the classical tradition
were his views on the psychology of the human being and his aim to
mathematise economic theory. Moreover, Jevons was representative
of the professionalisation of economics typical of his times: personal
success coincided with publication of new theories and their acceptance
on the part of university colleagues, while for Petty or Cantillon,
Quesnay or Smith, Ricardo or John Stuart Mill success was manifested
in the wider circle of men of culture or in acceptance of their ideas in the
political arena.

Jevons was born in Liverpool in 1835. He studied natural sciences,
chemistry and mathematics at University College, London. As a chemist
he was hired by the Australian mint, and at the age of nineteen he moved
to Sydney, where he resided from 1854 to 1859, and soon decided to
make the ‘study of Man’ his mission in life. To this end, he returned to
London and graduated from the University College in 1862. He worked
as a journalist and began the academic career as tutor in Manchester.
After a few uneventful publications, fame was reaped with a book pub-
lished in 1865, The Coal Question, in which Jevons maintained the thesis of
the impending exhaustion of coal reserves, hence the existence of
a constraint to the development of British manufactures, similar to the
Malthusian thesis of constraints stemming from the scarcity of fertile
lands. Malthus’s dire predictions had not come true, according to
Jevons, because of the abolition of the Corn Laws, and hence of duties
on corn imports. As a matter of fact, both Jevons and Malthus erred in
their pessimistic forecasts of thwarted development because of under-
valuation of technological change.

The fame thus conquered brought him nomination to a professorship
in Manchester in 1866. Finally, after publication of the Theory of Political
Economy in 1871 and the treatise on the Principles of Science in 1874, in
1876 he became professor of political economy at University College,
London. In 1880 Jevons decided to resign in order to work full time on his
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research, but in 1882 he drowned while swimming during a seaside
holiday.

Jevons’s personal itinerary helps us to understand the background to
his subjective revolution: a view of political economy no longer as a moral
science, much like history or politics, but as a hard science such as physics
or mathematics, pointing in the direction of necessary quantitative con-
nections (‘laws’) also in the field of the social and human sciences. Jevons
was convinced — in this respect following a tradition going at least from
Petty to Condorcet — that numbers are capable of expressing everything.

10.4 The Jevonian Revolution

Jevons did not pursue an axiomatic method, in which what matters is the
logical construction of the theory and not its realism: had he not
embraced a sensistic view of man, he would not have found himself at
ease in developing a subjective theory of value.

In developing this theory Jevons modified the meaning of some key
concepts, thus breaking with the earlier tradition. Such modifications,
essential to build the marginalist analytical edifice, mainly concerned the
notion of utility inherited from Bentham, which Jevons oriented in the
opposite direction to that suggested by John Stuart Mill. Firstly, Jevons
reduced to two, intensity and duration, the elements that determine the
quantity of pleasure or pain connected to a given action and considered
the quantity of pleasure as determined by their product, thus obtaining
a quantitative, mono-dimensional expression of value in use. Time, hence
duration, was treated as a continuous variable and, symmetrically, so was
intensity. In this way the quantity of pleasure, or in other words utility,
turned out to be itself a continuous variable, thus allowing for the applic-
ability of differential calculus for defining the ‘final degree of utility’,
nowadays commonly known as marginal utility.

Secondly, Jevons stressed that utility is an abstract relationship between
object and person, not a property intrinsic to the object. Any object
may, in fact, have a different utility for different persons or in different
moments of time. What matters is not so much total utility, but rather the
increment of utility when the quantity available of the commodity
increases, i.e. the final degree of utility. Each individual signals such
a magnitude with readiness to pay for the commodity itself. This allows
us to compare through the market the valuations of a given individual for
different goods, but also — through the amount of money each of them is
willing to pay — those of different individuals for the same good; however,
this fact is not in itself sufficient to ensure the possibility of a social felicific
calculus, since nothing guarantees that every individual will attribute the
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same utility to any given quantity of money — and Jevons emphatically
denied the possibility of interpersonal comparisons. Consequentialist
ethics, requiring interpersonal comparisons, was thus made to disappear,
leaving room for an economic science reduced to a theory of rational
choice, under the postulate that each individual is able to compute in
a mono-dimensional space all the consequences of her/his action, at least
in the economic sphere.

Jevons’s definition of economics also differed from Mill’s, focussed
on the desire to possess wealth. In fact, Jevons limited economics to
a specific subset of feelings, ‘the lowest rank of feelings’: “The calculus
of utility aims at supplying the ordinary wants of man at the least cost of
labour’.* Such a definition was essential for his crucial aim, the
formulation of economics as a mathematical science: ‘It is clear that
economics, if it is to be a science at all, must be a mathematical
science ... our theory must be mathematical simply because it deals with
quantities.”> It was this crucial aim which led Jevons to assume human
feelings as a one-dimensional quantitative variable: a point which was
stressed again and again.

The core of the theory consisted of the analysis of individual choices
between different pleasures (consumption) and pains (labour); the feelings
(preferences) of each individual had to be assumed as an independent
datum of the problem, not influenced by the choices of others. Only
under these conditions could the summation of individual behaviours
constitute a theory of the whole economy. In other words, methodological
individualism® was a necessary requisite for the subjective theory of value
but was in no way justified by Jevons: it was simply postulated, as implicit
in the very structure of his theory. Jevons viewed economics as a problem
concerning the maximum satisfaction obtainable from the allocation of
a given amount of resources. In Jevons’s own words (1871, p. 254; italics
in the original): “The problem of economics may . . . be stated thus: Given,

4 Jevons 1871, pp. 92-3. This definition is only apparently obvious and unproblematic. For
instance, it would relegate my demand for Bach recordings to the lowest rank of feelings,
exactly on the same level as my demand for chocolate (both, recordings and chocolate,
being part of my ordinary wants and having effects on my budget); were it not so,
economics would take into account only part of the consumer’s expenditure decisions,
and it would be impossible to define a budget constraint univocally.

Ibid., p. 78; italics in the original. As a matter of fact the last sentence should be inverted:
‘our theory must deal with quantities — namely with variables defined in such a way as to be
liable to be treated as one-dimensional quantities — because only in this way are we able to
work it out in mathematical terms’.

There are a number of definitions of methodological individualism. Here we mean by it
the assumption that society is nothing but a sum of individuals and that the preferences of
every individual are independent of those of any other individual, so that the behaviour of
the economy is explained starting from individual choices.

w

o
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a certain population, with various needs and powers of production, in possession
of certain hands and other sources of material: required, the mode of employing
their labour which will maximize the utility of the produce.’

Jevons’s decision to formulate economics as a mathematical science
compelled him to redefine as measurable magnitudes the motivations of
human actions: we abandon the difficult path of a social science that
endeavours to take into account the complex nature of human beings
and human societies, forking off along the path of ‘economics’ built on the
model of physical sciences — at the price of substituting the real world with
a fictitious one-dimensional picture.

10.5 Real Cost and Opportunity Cost

Jevons, as we saw previously, developed the notion of the ‘final degree of
utility (or disutility)’, which corresponds to marginal utility (or disutility).
The exchange value of each good was thus equal on the one hand to its
marginal utility and on the other hand to the marginal disutility of the
labour necessary to obtain it (even indirectly, i.e. through exchange with
a good directly produced by the economic agent under consideration).
In this way, for each good the quantity produced and/or consumed was
determined simultaneously with its exchange value.

Under the simplifying assumption that production of each good
required only labour, at first sight this approach gave a result analogous
to the classical theory of labour value. In fact, each individual attributes
the same disutility to the last dose of labour employed in the production of
each commodity; as a consequence, the exchange ratio between different
commodities is equal to the ratio between the quantities of labour
necessary to produce each of them. We should recall, however, that
each economic subject was seen as an island: ‘labour differs infinitely’,
Jevons (1871, p. 187) said, between one economic agent and another, in
terms of quality and efficiency; furthermore, different individuals may
have different evaluations of the pain intrinsic to the same dose of labour.
For these reasons, labour cannot be the cause or the origin of value:
the ‘real cost’ that concurs in explaining the value of the commodity is
understood as disutility rather than as labour time.

Also when introducing the notion of capital, Jevons was inclined
to reject links with labour. According to Jevons, in fact, capital is not
accumulated labour, as the classical economists considered it. The source
of capital is the duration of its employment in production and the
intention of its owner, while its value depends on a prospective evaluation
of what can be obtained through its employment. In other words, Jevons
determined the value of capital starting from the value of the product,
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with a procedure opposite to that of the classical economists. Thus, his
notion of capital was defined in such a way that it could be referred to the
isolated individual as well as to society as a whole. According to Jevons
(ibid., p. 229), indeed, division of labour and exchanges were ‘irrelevant
complications’, which could not substantially modify his theory of value,
based on individual choices.

Philip Henry Wicksteed (1844—1927), in his book on The Common
Sense of Political Economy (1910), took to its logical consequence the
subjective approach, conceiving the theory of value as one of individual
choices by connecting value to the opportunity cost of each good: in the
presence of scarce resources, to obtain utility along a certain road (by
producing and consuming a given good) implies foregoing the possibility
to obtain utility in some other way (producing and consuming some other
good).

Francis Ysidro Edgeworth’s (1845-1926) main theoretical contribu-
tion concerned the contract curve, illustrated for the case of two
individuals and two commodities available in given quantities and
defined as the set of allocations of the two commodities between the
two individuals that could not be modified without worsening the
conditions of at least one of the two individuals. Edgeworth (1881,
1925) thus anticipated the notion of Pareto optimality; furthermore,
in building the contract curve he utilised contour lines of utility maps to
represent preferences, christening them with the name that has since
become familiar of indifference curves. With respect to these curves,
we also owe to Edgeworth explicit introduction of the assumption of
convexity towards the origin of the Cartesian axes (and demonstration
that this assumption, while stemming from the postulate of decreasing
marginal utility, is not necessarily implicit in it). In his analysis,
Edgeworth — like Menger — began with the case of bilateral monopoly
to go on to competition and demonstrated that the indeterminacy of
equilibrium in the case of two participants in the exchange recedes
when the number of economic agents participating in the exchange
increases.

As holder of the Drummond chair at Oxford from 1891 to 1922 and as
editor and then co-editor (with Keynes) of the Economic Fournal from its
foundation in 1891 up to his death, Edgeworth played an important role
in the professionalisation of economics and the rise to dominance of the
new theories of value and distribution. However, given the extremely
convoluted style of his writings, together with his proverbial reservedness,
he remained in the shadow of Alfred Marshall, the great academic leader
of England in those times, whom we will discuss later.
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11  The Austrian School and Its Neighbourhood

11.1 Carl Menger

The founder of the Austrian school was born in Poland, then part of
the Austro-Hungarian Empire, in 1840. He attended university in
Vienna and Prague and went on to take his doctorate in Krakow.
His first job was as a journalist, and by 1871, when he published the
Principles of Political Economy, he had become a civil servant. Thanks
to this book he had a rapid academic career: by 1873 he was professor;
in 1876-78 he was made tutor to Crown Prince Rudolf of Austria, and
from 1878 to 1903 he held the chair of political economy at the
University of Vienna.

The Principles of Political Economy are hardly what a modern reader
would expect of a key text for the marginalist approach. Menger had
studied law, which, in the continental European tradition, implied an
approach with a strong emphasis on history and illustration of concepts,
often prolix. Menger appeared distant from the project —shared by Jevons
and Walras — to construct economic theory as a quantitative science to be
developed in mathematical terms. His text was devoid of mathematical
formulas, and on various occasions Menger made no secret of his
profound scepticism regarding the use of mathematical tools. His aim
was, rather, to construct a theory transcending simple description of
economic phenomena while retaining strong links with empirical reality.
Moreover, Menger’s subjectivism in the field of value theory, unlike
Jevons’s, owed little or nothing to utilitarian concepts.

A subjective approach to a theory of value based on comparison
between supply and demand, value in use and scarcity was very much
the rule in the tradition of Austro-German universities. This tradition had
its roots in medieval Scholastic doctrines and implied systematic rejection
of Ricardian labour-value theory but not of the theory of differential rent
or the Smithian theory of the growth of the wealth of nations associated
with the division of labour.

153
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Menger’s Principles thus followed the structure of the great German
textbooks: extensive discussion of goods and needs led up to the
theory of value, exchange and price, after which attention turned to
distribution, development and money. The objective of economic
theory was, Menger asserted, to analyse the causal relations between
goods and human values; significantly, while Jevons stated his concern
for a specific aspect of human activity, relating to the satisfaction of
needs of the lowest level, Menger defined economic activity as a search
for knowledge and power.

This was in fact one of the most innovative aspects of Menger’s text.
Another significant element was his interest in the interrelations between
the different goods within the economic system, which saw Menger
advancing beyond the traditional tendency (again dating back to
Scholastic thought) to consider the formation of value, or price, of each
good in isolation.

Menger’s subjectivism was indeed radical, his analysis starting from the
evaluation that each individual makes of his own situation — hence also his
methodological individualism. Thus, value is given by the way human
beings assess the varying importance of the various needs and the
suitability of the different goods to satisfy such needs.' More precisely,
the different needs were classified in order of importance, and it was
assumed that the intensity of each progressively decreased when it was
satisfied; a certain degree of satisfaction had to be reached for the most
pressing need before tackling the immediately successive one in order of
importance.? The determination of value then required that, along with
the value in use of the goods, their scarcity be taken into account; their
evaluation therefore concerned not the absolute importance of each need
but its importance ‘at the margin’. This evaluation was made directly in
the case of consumption goods (goods of the first order) and indirectly in
the case of production goods (goods of the second, third, etc. order).
In the latter case, the means of production was imputed with part of the
value that the good produced held for the consumer, this portion being
computed in proportion to the contribution made by the good or service
to the productive process (hence the name imputation theory). The role of

Let us recall that according to Menger value had to do with the essence, and price with the
phenomenic manifestation, of economic activity: a distinction that had some affinity with
Marx’s and was conversely absent from Walras’s French approach or the Anglo-Saxon
line followed by Jevons or Marshall.

In contrast to the canonical marginalist theory of the consumer, where substitutability
among goods plays a central role, Menger did not admit substitutability among needs
(that is, the possibility that a lower degree of satisfaction of a need be compensated by
a higher degree of satisfaction of some other need, leaving the situation of the consumer
unchanged).

(S}
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11.1 Carl Menger 155

primum movens of the economic system is thus attributed to the consumer.
The idea of the consumer as sovereign had at the same time a normative
and a descriptive content, thus implying a justification for economic
liberalism, in the sense of ‘leaving it to the market’.

The subjective view of value in use proposed by Menger departed
from the dominant line followed by German economists of the time,
seeking objective foundations for the measurement of use values.
To use Bernardine of Siena’s (1380-1444) terminology, we might
say that Menger focused on the goods’ complacibilitas (that is, on their
correspondence to the individual users’ preferences), while the German
tradition of the time looked to their virtuositas (capacity to satisfy human
needs). Finally, we should stress that, possibly in order to mark
his distancing from utilitarianism, Menger avoided the term ‘utility’,
preferring to speak of the ‘importance of satisfactions’.

In his analysis of exchange value Menger started from the case of two
goods and two parties to the exchange, or bilateral monopoly.® In this
case there is a range of values compatible with realisation of the act of
exchange coming between the two extremes at which one of the two
parties loses interest in the exchange. In general, then, Menger saw the
exchange as a matter of unequal values implying an advantage for both
participants.

Menger outlined, but did not fully develop, generalisation of this
analysis to cases of more than two goods and two parties to the exchange:
as a consequence of his refusal to apply mathematical tools his analysis fell
short of the analyses produced by other authors of the time, or even of
earlier times. His original contribution is to be found elsewhere, in the
attempt to delineate a conceptual framework such as would allow the
theoretician to keep account of crucial aspects of the real world, such as
the limits of human knowledge and the uncertainty surrounding the
decisions of economic agents. Moreover, Menger stressed the role of
the market in favouring the diffusion of information. However, it proved
difficult to relate these data to mathematical analyses of value within the
subjective approach; as a consequence, they were tacitly disregarded in
the canonical version of the marginalist theory.

Unlike Jevons or Walras, Menger did not assume utility functions to be
maximised under budget constraints; value depended on the subjective
evaluations people made of their needs and the way to satisfy them, and

3 The role Menger attributed to the monopolistic market form in his analysis contrasts with
the dominance of perfect competition in the analyses by his pupils, Wieser and Béhm-
Bawerk, who came closer in this respect to the approaches of the French and Anglo-Saxon
marginalist theoreticians.
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such evaluations could change in unexpected ways. Menger appeared
interested in dynamic aspects, such as the study of how goods rout court
become economic goods, the issue of the original development of private
property and the active way economic agents set out to increase their
knowledge and consequently modify their preferences. In this context,
Menger stressed the elements of inequality, irreversibility and gains from
exchange. The notion of equilibrium was applied to the choices of the
individual economic agent, but much less to the economic system as
a whole, due to the difficulty of coordinating such choices (limited knowl-
edge, importance of learning).

Similarly, Menger stressed the existence of transaction costs and thus
the theoretical and not only practical importance of elements such as
knowledge and distance. Hence the role attributed to the intermediaries,
who help the economic agents towards fuller knowledge and better orga-
nisation of the market and the role attributed to money. This brings us to
Menger’s conception of the process of civilisation itself, identified with
the reduction of ignorance and development of institutions that help
human beings get to grips with an uncertain future. Institutions such
as money, the market and the division of labour were explained — in
accordance with methodological individualism — as unintentional effects
of individual uncoordinated choices, modified in the course of time as
a consequence of learning processes in response to the experience
gradually acquired. On the whole, Menger had an optimistic view of
economic progress, decidedly closer to Smith than to Malthus’s Essay
on Population; as in Smith, progress was related to improvements in the
division of labour and to capital accumulation.

11.2 The ‘Methodenstreit’

Historicism is commonly seen as rebellion against the rationalism of
the Enlightenment, connected to the then newborn nationalistic spirit
particularly strong in Germany. Indeed, by extolling the specific nature of
each concrete historical situation, historicism opposed universalism, or
the claim that it is possible to derive, from a few general principles, rules
endowed with validity at all times and in all places.

The old German historical school flourished in the decade of 1843-1853,
when the major contributions by Wilhelm Roscher (1817-1894), Bruno
Hildebrand (1812-1878) and Karl Knies (1821-1898) were published.
Supporters of statistical enquiry, they considered the ‘economic laws’
deduced from empirical enquiry to be historically relative.

As pointed out above, Menger saw no opposition between his
theoretical contribution and the approach of the old German historical
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school. The mnew historical school led by Gustav von Schmoller
(1838-1917), however, was characterised by a more decided opposi-
tion to abstract theoretical deductions and denial of the possibility of
distinction between political economy and politics, laws, institutions
and customs. A priori assumptions and deductive reasoning were to be
rejected, until a degree of knowledge was reached sufficient to consti-
tute a solid basis for the generalisations through which the abstract
assumptions were obtained to constitute the necessary starting point
for economic theory. The deductive techniques of economic theory
were not rejected a priori; however, in the concrete situation of the time
abstract theory had insufficient foundations. The aim of the historical
school was precisely to provide such foundations, through systematic
analysis based on empirical investigations. To this end, in 1873 the
Verein fiir Sozialpolitik was founded, and work promptly began on the
systematic collection of data on the most diverse aspects of economic
reality. Moreover, the Verein generated a movement towards social
reform policies that was christened socialism of the chair favourable to
social reforms, the first experiment of a ‘welfare state’.*

Two works by Menger (1883, 1884) marked the beginning of
a harsh ideological clash between rival academic schools, exacerbated
by the struggle for baronial power within universities. This implied
stretching the opponent’s views while illustrating them, searching out
the weak points rather than addressing and assimilating the points
of strength of the rival approach. Thus, the defeat of the historical
school obscured the importance of an approach that tied in theoretical
work with historical research, which Menger himself had endeavoured to
practise.

Menger distinguished three components of political economy: the
historical-statistical aspect, theory and economic policy. Theory was
given a special role, and Menger proposed a causal-genetic approach,
which consisted of starting from the simplest elements to arrive at enquiry
into the composite laws. Thus political economy arrived at exact laws, but
they only concerned a subset of human actions; Menger insisted that the
notion of economic man was a fictitious construction. He too, however,
stressed the importance of a close connection between theory and reality,
guaranteed by the fact that the assumptions at the basis of the theory were

4 External to the Verein but within the same cultural environment, Ernst Engel
(1821-1896), director of Prussia’s statistical office, researched the differences in the
structure of consumption corresponding to different levels of income. (What is known
as Engel’s Law, one of the best statistical regularities, stated that the share of food
consumption in the total expenditure of a family decreases with increase in income.)
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158 The Austrian School and Its Neighbourhood

considered data known from direct experience and hence true with no
need for empirical verification: for Menger the intuitionist it was indeed
the very essence of economic reality that manifested itself directly in the
economists’ reflections. The view of the economic system thus proposed
by Menger was not that of a static equilibrium between supply and
demand, but that of the development of an organic order as a process of
discovery and accumulation of new knowledge through imitation, moti-
vated by economic interest: an intrinsically dynamic view, imbued with
historicism.

Itis indeed this methodological approach that helps us to evaluate the
results reached by the Austrian school. In principle we cannot but agree
with Menger’s position on method and hence the essential, central
role of analytic reasoning in economic theory; perplexities arise over
the compatibility between a dynamic-evolutionary approach and the
marginalist analytic structure based on the notion of equilibrium
between demand and supply. The same problem of tension between
the stage of the formation of concepts and the stage of model-building
arose, as we shall see, in the case of Marshall.

11.3 Max Weber

The debate on method also serves to prompt a few remarks on some
developments now, but not at the time, considered external to the field of
economics. Max Weber, who stands today as the most famous of the
sociologists, was in fact the holder of a chair in political economy and was
by many accounts closer to the economists of the Austrian school than to
those of the historical school.

Max Weber (1864—-1920) was professor of political economy, first
at Freiburg and then at Heidelberg. His main work remains Economy
and Society, published posthumously in 1922, while his Prozestant
Ethics and the Spirit of Capitalism (1904-5) is also widely known.
The common theme of these writings is enquiry into the factors
that determine the origin and rise to dominance of certain economic
behavioural patterns, thus navigating between sociology and political
economy in an area now commonly attributed to the field of
economic sociology.

Weber is considered ‘the Marx of the bourgeoisie’: like Marx, he
focused on interpretation of the capitalistic mode of production and its
process of evolution, but unlike Marx, he held that in the historical
process of development the main causal link did not go from the
material conditions of economic reproduction to the sphere of institu-
tions and culture, but rather in the opposite direction. Weber saw in the
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evolution of capitalism a gigantic process of rationalisation concerning
not only economic activity but society as a whole, on this basis
developing his forecast of a progressive bureaucratisation of the state
organisation and the productive process, with the growth of middle
ranks of clerks and technicians — a forecast that attributed crucial
importance to the middle classes, thus contrasting with the process of
proletarisation heralded by Marx. On the origins of capitalism, Weber
also took a different path from Marx, maintaining that a crucial role
was to be attributed to the assertion, with Protestantism, of a specific
culture favourable to concrete engagement in society, against the
ascetic attitudes of the medieval Catholic church and the Counter-
Reformation.

Weber’s method — influenced by the German historical-juridical
tradition — was based on the definition of ideal rypes, or categories
abstracted from concrete historical evolution. Conceptualisation was
the dominant phase in this approach, while construction of abstract
models based on these categories was conducted without recourse
to mathematical tools, in opposition to the trend then coming to
dominate the various currents of the marginalist approach (although
less markedly than elsewhere within the Austrian school — the school
with which Weber was in closest contact).

11.4 Eugen von Bohm-Bawerk

Among the most direct followers of Menger we find Friedrich von Wieser
(1851-1926) and Eugen von Bohm-Bawerk (1851-1914), who went on
from being fellow students to become brothers-in-law. A subsequent
generation included Ludwig von Mises (1881-1973), originator of the
theory of ‘forced saving’ and significant debate on the sustainability of
a planned economy, and Joseph Schumpeter and Friedrich von Hayek
(1899-1992), to be discussed later.

Bohm-Bawerk was professor of political economy at Innsbruck and
Vienna and, thrice, minister of finances. In The Positive Theory of Capital
(1889) he developed an original theory of interest, bringing the issue of
accumulation within the Austrian theory of value.

The key notion was that of the average period of production, which
draws on ideas already long present in the theoretical debate, such as
Senior’s notion of abstinence and Marshall’s ‘waiting’. Bohm-Bawerk
considered the rate of interest as the price that compensated for the
waiting intrinsic to recourse to more indirect but more fruitful methods
of production. In other words, there is a longer interval of time between
the moment the work is performed and the moment when the final
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product is obtained, but production is thereby increased.’ In order to
measure the capitalistic intensity of production processes, Bohm-
Bawerk proposed reference to the average period of production, or in
other words an average of all the intervals of time during which the hours
of labour expended to obtain a certain product are immobilised,
considering both the hours of labour directly employed and those
indirectly employed for the production of the required means of
production. The result was a series of dated quantities of labour,
which was then reduced to a single magnitude, a weighted average of
the different intervals of time, with weights proportional to the hours of
labour immobilised during the different intervals of time. When
confronted with an increase in the wage rate (that is, in the price
of labour), firms tend to reduce the quantity of labour utilised;
correspondingly, when the rate of interest (that is, the price of ‘capital’)
decreases, firms tend to utilise a greater amount of time-capital, length-
ening the duration of the productive processes. Applying the postulate
of decreasing marginal productivity, when confronted with a reduction
in the rate of interest, the average period of production is lengthened up
to the point at which the marginal productivity of a further lengthening
has come down to the new, lower level of the interest rate.

This theory was less of an approximation than the simple theory of
labour value, which completely ignored the magnitude of the intervals
of time during which the quantities of labour expended remain
immobilised, but it was still an approximation. It failed to take the
phenomenon of compound interest into account: the cumulated
interest on an hour of labour performed ten years ago is far greater
than the interest on ten hours of labour one year ago; nor is it possible
to redefine the weights in order to take account of compound interest,
since the average period of production would thus prove no longer
independent of income distribution, and it would no longer be possi-
ble to utilise it to determine the value of a distributive variable such as
the rate of interest.

Bohm-Bawerk’s theory was taken up again in the Austrian school by
Hayek and earlier on, at the very beginnings of the Swedish school, by
Wicksell, while it was criticised by Schumpeter; Wicksell himself, in the

> We thus have two elements that, according to Bohm-Bawerk’s theory, concur in deter-
mining the rate of interest: on the one hand, a psychological element, namely the tendency
of human beings to over-estimate the utility of present goods compared to that of goods
available in the future (and the disutility of a present cost compared to a future one); on
the other hand, a technological element, namely the higher productivity of indirect
methods of production.
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course of his investigations, appeared increasingly dissatisfied with it.
The definitive criticism of this approach would come with Sraffa’s 1960
book.

11.5 Knut Wicksell and the Swedish School

Swedish Knut Wicksell was born in 1851 like B6hm-Bawerk. However
his career as an economist followed a stage of lively activity as a neo-
Malthusian polemist, freelance lecturer and journalist. His fame among
his contemporaries derived from his radical opposition to the prevailing
moral beliefs on family, religion, motherland and state authority. His
provocative attitudes hindered his academic career, aroused widespread
hostility and even landed him in prison — at the ripe age of fifty — on
charges of offence against the state religion.®

His interest in economic issues concentrated for a long time on
the population problem. His studies in economic theory were at first
collateral to this interest and were seriously tackled only when, in 1887,
the thirty-six-year-old Wicksell gained a scholarship abroad. He was thus
able to study in London, Strasbourg and Vienna. In 1890 he also began an
academic career, but only in 1905 did he become full professor. He died
in Stockholm in 1926.

His main works in economic theory were Value, Capital and Rent
(1893), Interest and Prices (1898), Marginal Productivity as the Basis for
Distribution in Economics (1900) and the two volumes of Lectures on
Political Economy (1901-6). In the 1893 essay Wicksell developed
a marginalist theory of income distribution between capital, labour and
land based on their respective marginal productivities, which came out
a few years before Wicksteed’s. In this work, and in the first volume of the
Lectures, Wicksell utilised Bohm-Bawerk’s theory of the average period of
production; however, he eventually set out to develop it in such a way as
to take into account the heterogeneity of the means of production. Thus,
in essence, Wicksell wavered between an aggregate notion of capital and
a disaggregated notion, which he adopted when identifying capital with
the entire temporal structure of the direct and indirect labour flows
necessary to obtain a given product.

6 See the fascinating biography by Gérdlund 1956. Wicksell constitutes striking proof of the
erroneousness of the thesis, typical of the Marxian tradition, of an opposition between
a politically progressive classical approach and a politically conservative marginalist
approach. Wicksell is no isolated exception in this respect: suffice it to recall, for instance,
Walras’s social reformism, with his support for land nationalisation, or the British
Fabians.
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Wicksell also developed a distinction between the money interest rate
and the natural interest rate. The latter was determined by the real
variables that concur to determine equilibrium for the economic system;
more precisely, it corresponded to the marginal productivity of capital,
as indicated by the marginalist theory of income distribution. The money
rate of interest, on the other hand, was determined on the money
markets, with some degree of autonomy with respect to the natural rate.
The relationship between money and natural rate of interest was
then utilised to explain the cyclical oscillations of the economy and the
inflationary or deflationary pressures on the general level of prices.
Whenever the money rate of interest is lower than the natural one,
entrepreneurs find it advantageous to take out loans and invest, thus
giving rise to inflationary pressure; conversely, whenever the money rate
of interest is higher than the natural rate, investments are discouraged and
deflationary pressure is generated.”

This theory takes its place in a current of monetary explanations of the
cycle and inflation that tried to have it both ways, on the one hand
safeguarding the marginalist theory of value and distribution, in terms
of which to determine the equilibrium values for prices and distributive
variables, and on the other hand recognising a fact obvious to any
empirical economist, namely the existence of disequilibria and of a certain
influence monetary vicissitudes have on real variables.

As from the late 1920s, the “Swedish school” (Erik Lindahl,
1891-1960; Gunnar Myrdal, 1898-1987, Nobel prize in 1974; Bertil
Ohlin, 1899-1979) developed various aspects of Wicksell’s theory and
in contrast with Keynes’s analysis re-proposed the tool of sequential
analysis (already present in the Austrian tradition and later re-embraced
by Hicks).

11.6 Friedrich von Hayek

Friedrich von Hayek (1899-1992, Nobel prize in 1974) is possibly better
known for his extreme economic liberalism than for his theoretical
contributions to economics. However, in the 1930s he appeared to
many as the champion of the continental school, a point of reference of
great theoretical strength to set against the Cambridge school for those
who did not share the political implications of Keynesian theory.

7 In his theory on inflationary and deflationary cumulative processes Wicksell assumed that
no changes took place in production techniques; as a consequence, neither income
distribution nor production levels or relative prices can change, and the disequilibria
can only translate into changes in the monetary variables, namely the price level.

Downloaded from https://www.cambridge.org/core. IP address: 120.57.153.48, on 23 Sep 2017 at 09:26:37, subject to the Cambridge Core
terms of use, available at https://www.cambridge.org/core/terms. https://doi.org/10.1017/9781316798416.012


https://www.cambridge.org/core/terms
https://doi.org/10.1017/9781316798416.012
https://www.cambridge.org/core

11.6 Friedrich von Hayek 163

A pupil of Wieser and Mises at the University of Vienna after the First
World War, in 1927 Hayek was made the first director of the newborn
Austrian institute for study of the trade cycle.® In 1931 he moved to the
London School of Economics. After the Second World War, he moved on
to Chicago in 1950 and returned to Europe (at first Freiburg, in
Germany, and then Salzburg, in Austria) in 1962.°

Let us consider four aspects of his thought: an individualistic metho-
dology; a conceptual approach that took up and developed that of the
Austrian school, in particular the elements of uncertainty and learning;
a theoretical approach based on Bohm-Bawerk’s theory of capital and
Wicksell’s theory of money; and contributions to the political and social
theory of economic liberalism, opposing the collectivistic propensities
that, many held, characterised not only Soviet planning but also
Roosevelt’s New Deal and Keynesian interventionism.

Methodological individualism, i.e. the idea that the functioning of an
economic system must be explained starting from the choices of the
individuals, constituted a dominant tradition within the different currents
of the marginalist approach. For Hayek, as for many others, this was not
only a rule of method but also a political dogma, given the connection
between holism (namely the idea that social aggregates should be studied
independently of the behaviour of the individuals making them up) and
political organicism (the State, the community, is ‘more’ than the indivi-
duals making it up) that is at the basis of dictatorial regimes such as
Nazism or Stalinist communism.'°

The behaviour of individuals expresses itself through actions that stem
from rationally selected plans of action. Methodological individualism
thus dictated that the theory of the behaviour of the economic system be

8 The Osterreichische Konjunkturforschungsinstitut was founded on von Mises’s initia-
tive, in order to propose, in study of the trade cycle, an approach based on integration
between theory and empirical analysis against the purely empiricist approach of the
National Bureau of Economic Research at New York, focussing on the search for
regularities in the behaviour of the economy.

Hayek was an economist with an exceptional cultural background and a refined scholar
of the history of economic thought. The Vienna of the 1920s was in this respect a unique
melting pot: Konrad Lorenz the ethologist was a playmate in infancy, the philosopher
Ludwig Wittgenstein was a relative and comrade-in-arms in the last year of the
First World War, the physicist Erwin Schrodinger a family friend, and we might go on.
Cf. Hayek’s autobiography, Hayek 1994, and Caldwell’s 2004 intellectual biography.
A political critique of holism, from Plato and Aristotle to Marx, was provided by
Hayek’s friend, Karl Popper, in The Open Society and Its Enemies, 1945. However, as
pointed out by Schumpeter, we can fully share Popper’s critique of totalitarianism
and its cultural roots without necessarily accepting the identification between
political individualism, i.e. defence of individual freedom in the political sphere,
and methodological individualism.

10
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based on consideration of plans of action of all the agents in the system.
Hence the central role of the notion of equilibrium, which identifies
within the set of such plans of actions those that are compatible among
themselves and with the given conditions in which economic activity takes
place (technology, each agent’s endowments of resources).'’ Given the
limits to the knowledge of economic agents, it is realistically impossible
for ex ante planning to ensure the coordination of individual plans of
action. Coordination is entrusted to the market, which operates as an
adjustment mechanism ensuring equilibrium.

A typical feature of Hayek’s view, as of Menger’s, is that subjective
knowledge was included among the variables undergoing such adjustment
processes, along with prices and quantities produced and exchanged. As he
became aware of the unsolved problems in the theory of value and distribu-
tion he had adopted, Hayek gradually attributed growing importance to the
role of the market as an instrument of diffusion of information and adjust-
ment of individual knowledge. These are stimulating ideas; however, they
do not find a counterpart in an adequate theory of equilibrium (or, in other
terms, a theory of value, distribution, employment and choice of techni-
ques) such as to prove the equilibrating efficacy of market mechanisms.

Hayek tried to develop such a theory in the first decades of his long
activity, taking up from Bohm-Bawerk the idea of capital as a flow of dated
labour quantities. Investment and production decisions thus have effect in
a period subsequent to the period of adoption, and problems of intertem-
poral coordination of decisions arise. The subject of Hayek’s analysis was
thus the emergence of a spontaneous order from the decisions of economic
agents coordinated, in a market economy, by the invisible hand of competi-
tion. Hayek considered the different obstacles preventing this spontaneous
order from emerging, particularly scarcity of knowledge, but maintained
that a market economy is superior to a planned economy precisely because
the information needed in a market economy is far, far less than the
information necessary to a planned economy.'?

"1 The notion of equilibrium proposed by Hayek differed from the traditional marginalist
concept based on equality between supply and demand. This was an important con-
ceptual shift, which has failed to attract the attention it deserves.

The controversy on the vitality of a planned economy, the possibility of which had been
shown by Enrico Barone (1908) in the framework of a general economic equilibrium
theory, was revived by Ludwig von Mises (1920), who appeared not to have taken
account of the answer already provided by Barone. Hayek, instead, insisted on the
impossibility of obtaining the necessary information in practice. Oskar Lange
(1904-1965) in a famous article of 1936—37 proposed a trial and error approach to the
planning process, which embodies elements of a ‘socialist market’. Maurice Dobb
(1900-1976) instead maintained (for instance in Dobb, 1955) the superiority of planned
economies in terms of the ex-ante coordination of investments.
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Hayek’s political writings, too, stressed these aspects, also criticising
active state intervention in economic life, as in Roosevelt’s New Deal.
Thanks to these writings, and especially the fortunate The Road to
Serfdom (1944), Hayek achieved status as one of the most famous
political scientists of the twentieth century. In these writings Hayek
retained the main elements of the Austrian tradition (uncertainty,
economic activity as quest for power deriving from knowledge, the
analytical notion of equilibrium fused with the notion of spontaneous
order, a complex characterisation of the economic agent). However, in
the political writings the idea of the spontaneous order emerging from
the functioning of the market was no longer an analytical result but
a simple assumption or postulate, which his theoretical research failed
to demonstrate adequately. In fact, in the field of economic theory
Hayek’s contributions had practically petered out by the beginning of
the 1940s when Kaldor’s (1942) scathing attack reaffirmed Sraffa’s
criticisms, to be discussed later.

In Prices and Production (1931), Hayek combined the marginalist theory
of value with a theory of the trade cycle, drawing on B6hm-Bawerk’s
notion of the average period of production and grafting onto it the
Wicksellian mechanism of the relationship between natural and money
interest rate, together with the theory of forced saving proposed by Mises
in 1912 and also utilised by Schumpeter (1912).

In short, the mechanism described by Hayek went thus: when the
natural rate of interest is higher than the money rate, entrepreneurs
are induced to ask for bank loans in order to implement investment
expenditures above the equilibrium level. Since the starting situation
is — by the very definition of equilibrium — characterised by the full
utilisation of resources, the additional investments can only be made
through the increase in prices brought about by the excess demand
financed by bank loans; inflation deprives consumers of purchasing
power, while entrepreneurs find advantage in it given the time lag
between acquisition of the means of production and sale of the product.
Furthermore, the additional demand for investment goods generates an
increase in their relative prices as compared with consumption goods;
this in turn corresponds to an increase in the real wage rate, which
enhances the advantage of lengthening the average period of produc-
tion. These elements constitute the ascending stage of the trade
cycle. However, the increased incomes of the productive factors are
transformed into greater demand for consumption goods; the relative
prices of these goods increase, and the real wage rate decreases. Thus
it becomes more advantageous to shorten the average period of produc-
tion, and the capital goods characterised by higher duration lose in
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value. Hence the descending phase of the trade cycle, in which — given
the mechanisms originating it — support to consumption as proposed by
Keynes is counterproductive. In this stage the capital accumulated in
the ascending stage of the trade cycle is economically destroyed, so that
the economic system returns to its original equilibrium.

Hayek’s theory took into account changes in technique, income
distribution and relative prices, thus overcoming the dichotomy
between real and monetary factors present in Wicksell. Thus it
appeared the most solid alternative to the Keynesian research pro-
gramme. Hence Sraffa’s (1932) reaction (probably prompted by
Keynes himself), criticising the foundations of the analytical edifice
built by Hayek (and, before him, by Wicksell) by showing the inexis-
tence of a natural rate of interest: in a world in which the structure of
relative prices changes over time, there are as many natural rates of
interest as there are commodities (and, for each commodity, as many
intervals of time are considered). According to Sraffa, Hayek had
not fully understood the difference between a monetary and a barter
economy, so that the monetary factors proved superimposed on the real
ones, and any assumption of an influence exerted by the latter over the
former clashed with the marginalist theory of value.

Hayek’s response (1932) was feeble. As a matter of fact, the impact of
Sraffa’s criticism was more general: the influence of monetary factors
over real variables is incompatible with acceptance of a marginalist
theory of value. As for the elements of Hayek’s thought that aroused
the greatest interest in contemporary debate — such as the role attrib-
uted to economic agents’ learning when confronted with the market’s
responses to their actions — incorporating them in a coherent body
of economic theory constitutes a challenge to be tackled on new foun-
dations rather than an analytical result left as heritage by the Austrian
economist.
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12  General Economic Equilibrium

12.1 The Invisible Hand of the Market

Many economists identify general economic equilibrium theory with
theory rout court, compared to which any other theory can be considered
a particular case. This theory, it is said, shows that the ‘invisible hand
of the market’ ensures a systematic tendency towards an equilibrium
with perfect equality between supply and demand for each commodity
(market clearing), even in the presence of many commodities and many
economic agents. As a matter of fact, this is not true.

General equilibrium theory was originally developed by the
Lausanne school, founded by Léon Walras. Its main constitutive
elements are the general interdependence among all the parts that com-
pose an economic system, the idea of the market as an equilibrating
mechanism between supply and demand, the view of the economic
problem as a problem of optimal allocation of scarce resources and the
notion of a perfectly rational and perfectly selfish economic agent (the
homo oeconomicus).

The idea of interrelations among the different parts that compose an
economic system was already at the centre of Quesnay’s analysis, with his
tableau économique; subsequently, we have the simple and expanded
reproduction schemes developed by Marx and more recently Leontief’s
input-output tables. None of these analytical contributions, however,
included a price and quantity adjustment mechanism based on the
reactions of agents in the market to disequilibria between supply and
demand. Furthermore, these contributions all focussed attention on
interdependencies among sectors in production, while interdependence
(substitutability) in consumption choices was not considered, or at any
rate remained in the background.

The role of demand and supply in determining the price of a good
was conversely at the centre of a widespread tradition of economic
thinking, which in representing the working of the market took as

167
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168 General Economic Equilibrium

ideal reference points first the medieval fairs and then the stock
exchanges, both considered institutions that ensure a meeting place, in
time and space, for buyers and sellers. However, the idea of a general
interrelation among the various parts of the economic system generally
remained in the background. Jevons’s utilitarian approach focused on
analysis of individual behaviour, with comparison between disutility
(labour) and utility (consumption), while interrelations among different
economic agents in the market constituted a superstructure in many
respects only outlined. Somewhat later Marshall, albeit keeping account
of Walras’s work, indicated — as we shall better see in the next chapter —
his preference for ‘short causal chains’, hence the method of analysis of
partial equilibrium, as compared with general economic equilibrium
analysis, considered too abstract.

The grounds to represent the classical economists as precursors of
general economic equilibrium theory are even more questionable.
There are three aspects to which reference is usually made in doing
so: the notions of the invisible hand of the market, of competition and
of the convergence of market prices towards natural prices. Briefly
returning to the points mentioned previously, it is worth stressing that
none of these elements implies a subjective view of value or choice of
the medieval fair (or of the stock exchange) as paradigm for represent-
ing the working of the economy. In particular, the idea of the
convergence of market prices towards natural prices did not imply,
for classical economists such as Smith or Ricardo, the idea of market
prices as theoretical variables univocally determined by an apparatus of
demand and supply curves (nor the idea that it be possible to define
sufficiently precise and stable relations connecting quantities
demanded and supplied to prices nor indeed the idea that such
relations can be deduced as representing the behaviour of rational
economic agents). Finally, the notion of the invisible hand was origin-
ally used by Smith in different contexts, not to uphold the idea of the
optimality of a competitive market based on the demand and supply
mechanism.

In conclusion, we must recognise that the idea of an economic system
driven by the tendency of all its parts towards equilibrium between supply
and demand is simply a specific viewpoint developed by Walras and
his followers — one among the various viewpoints that have appeared in
the history of economic thought. As we shall see, consolidation of the
foundations and extension of the basic model of general equilibrium
theory leads not only to dropping the initial idea of an invisible hand of
the market but also to pointing out its limitations as an interpretative tool
applicable to the real world.
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12.2 Léon Walras

The general economic equilibrium approach, insofar as it implied includ-
ing the supply and demand mechanism in a context of general interde-
pendencies in production as in consumption, arose with Walras, who
drew particular inspiration from the field of physics, and specifically
mechanics, with its theory of static equilibrium.

Marie Esprit Léon Walras, one of the best-known and least widely
read economists of all times, was born in 1834 at Evreux in France, and
died in 1910 at Clarens in Switzerland; he studied at the Ecole des mines
but soon abandoned engineering to dedicate himself to literature and
journalism. He published a novel, worked on the Fournal des Economistes
and La Presse and was a clerk with the railways, co-editor with Léon
Say of a cooperativist review, Le Travail (1866—68), administrator of
a cooperative bank (which went bankrupt in 1868) and a paid lecturer.
Finally, after many abortive attempts in France, in 1870 he obtained
a position as a teacher at Lausanne in Switzerland and the following year
the chair of political economy. Married in 1869 after a long period of
cohabitation from which two daughters were born, Walras had to
undertake various additional jobs (collaboration with journals and ency-
clopaedias, consultancy with an insurance firm) in order to supplement
his meagre salary as professor; but only in 1892, thanks to the inheri-
tance received from his mother, was he able to pay back the debts
contracted to finance publication of his writings. It was then that he
resigned from his chair, wishing to concentrate on research; he favoured
nomination of Pareto as his successor.

Walras’s main work was the Eléments d’économie politique pure
(1874; second part, 1877; fourth edition, 1900; the edition com-
monly used today is Jaffé’s 1954 English translation of the ‘definitive’
French edition of 1926, which on many important accounts is quite
different from the first). The French economist’s original research
programme entailed two other volumes to follow this work dealing
with pure theory: one concerning applied economics, the other social
economy. In their place, we have two collections of essays: the Erudes
d’économie sociale (1896) and the Erudes d’économie politique appliquée
(1898).

The original work plan derived from a distinction, in the field of
economic phenomena, between (a) the laws of exchange, assimilated to
natural laws like the laws studied in physics, the object of pure economics;
(b) the production of wealth (division of labour, industrial organisation),
the object of applied economics; and (c) problems of distribution,
involving also ethical issues, the object of social economics. The three
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fields imply three different kinds of analytical work, with different levels of
abstraction and different connections with other fields of research: greater
proximity to natural sciences and particularly to physics for pure econom-
ics, to social sciences for applied economics and to philosophy for
social economics. Parallel to this tri-partition, among other things, was
the distinction between the theoretical assumption of absolute free
competition, the competitive conditions of real markets and, finally,
the ‘principle’ of free competition (understood not only as theoretical
optimality of perfect competition but also of its equity).

In the ‘definitive’ edition, the Eléments were divided into three parts.
After an introductory part on the definition of political economy and
social economy, we have a step-by-step sequence: part two concerns the
theory of exchange between two commodities, part three extends analysis
to a greater number of commodities; subsequently we find production
(part four), accumulation and credit (part five), money (part six), growth
and critique of previous theories (in particular, the ‘English’ theory — that
is, Ricardo’s and John Stuart Mill’s: part seven), and monopoly and taxes
(part eight).

Underlying this construct was a stylised representation of the market
economy, which assumed the Paris Bourse as archetype (already
studied in Walras 1867, 1880, where he stressed the absence of
exchanges at non-equilibrium prices). Continental stock exchanges in
the past differed from the Anglo-Saxon ones, being based on the role of
an auctioneer, who was to call out in succession the various stocks,
proposing a price for each of them and ascertaining the corresponding
demand and supply. The price was then adjusted, raising it when
demand was higher than supply and reducing it in the opposite case.
This adjustment process continued until an equilibrium was reached
between supply and demand; actual exchanges only took place when
this situation was arrived at.! The working of the stock exchange was
taken as the archetype of the freely competitive market, which accord-
ing to Walras constituted at one and the same time an analytical

! Anglo-Saxon stock exchanges, on the other hand, are based on conzinuous trading,
a mode of operation subsequently adopted by continental stock exchanges as well
and which constituted the term of reference for Marshall’s theory as well as Hicks’s.
In any case, it is worth stressing that in Walras’s theory exchanges only take place once
the prices that ensure equilibrium between demand and supply simultaneously on all
markets are reached; since demand functions depend on the prices of all goods
simultaneously, we cannot consider the equilibrium price of a commodity to have
been reached simply because equality between demand and supply for that commodity
has been established, if equilibrium has not been established for all other commodities
as well.
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assumption and a normative ideal, the optimality of which was to be
demonstrated.?

Here we will attempt a broad outline of Walras’s analysis; faithfulness
to Walras’s text is in some respects sacrificed for the sake of simplicity.

As far as the model of pure exchange is concerned, the data of the
problem consist in the number of commodities and of economic
agents, their preferences and the endowments of each commodity for
each agent. Preferences are expressed by individual demand functions
for the different goods, which Walras derived from utility functions.
For each individual we then have a budget constraint, which ensures
equality between the value of goods demanded by her/him and the
resources s’/he commands. The equilibrium solution for the relative
prices and the quantities of the different commodities acquired
and sold by each individual is defined as a solution to a system of
equations. Walras also provided illustration of an adjustment process
(taronnement) proposed as an idealised representation of what takes
place in reality under competitive conditions: the system begins with
an initial price crié au hazard (given at random by the auctioneer); then
the corresponding levels of demand and supply are compared, and the
‘cried out’ price is changed until an equilibrium is reached; only then
does trading take place.

The analytical model is simple. For each individual we have as many
demand functions as there are commodities; each function expresses the
demand of that individual for that commodity as a function of the price of
the commodity itself and of all other prices — which are unknowns to
be determined — in addition to the initial endowments of the different
commodities that the individual commands (and which, multiplied
by their prices, determine the individual’s disposable income). These
functions are by assumption independent and remain unchanged in the
course of the process of adjustment to equilibrium; moreover, the
quantity demanded decreases when the price of the commodity under
consideration increases, all other variables remaining unchanged. For
each commodity, the demand functions of the different individuals are
added up; we thus arrive at defining aggregate demand functions, one for
each commodity. Corresponding to the individuals’ budget constraints
there is a system of equations expressing the aggregate equilibrium
conditions: that is, for each commodity the quantity demanded is
set equal to the quantity supplied. We thus have two groups of

2 On the political plane, Walras was a progressive thinker who proposed cooperativism
rather than class struggle and pursued ideals of social justice, for example with the
proposal to nationalise land and attribute rent to the State.
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172 General Economic Equilibrium

equations: the demand functions and the conditions of equilibrium; in
each of the two groups, the number of equations is equal to the number of
commodities. “Walras’s law’ then reminds us that one of these equations
can be deduced from the others (namely that if » — 1 markets are in
equilibrium, the same necessarily holds true for the n-th market). Hence,
if there are » commodities, the independent equations are 2 n — 1.
We then have a number of independent equations equal to the number
of unknowns to be determined (the n — 1 relative prices, that is the prices
of the various commodities in terms of one of them chosen as standard of
measure, and the # quantities of the different commodities demanded in
the system as a whole). Once prices are determined, the quantities of each
commodity acquired or sold by each individual are also determined on the
basis of the individual demand functions. The result, analogous to that
published three years earlier by Menger and Jevons, is that the prices of
the various commodities are proportional to their raretés, or marginal
utilities.

Walras was aware of the fact that simple equality between number of
equations and number of unknowns alone did not ensure economically
meaningful solutions for the variables to be determined; this essential
function was implicitly attributed to the illustration of the zdronnement
process, which purported to ensure the stability of equilibrium. In the
case of pure exchange, as in the following steps in which exchange and
production, accumulation and money were considered step by step, the
analysis of stability was an integral part of Walrasian theory: in Walras’s
opinion, as for all the other founders of the marginalist approach, an
unstable equilibrium did not constitute an acceptable solution to the
problem of representing the working of the markets. In each case, then,
the analysis of equilibrium and of its stability was followed by comparative
statics analysis, aiming at ascertaining what happens when some data of
the problem — the initial endowment of some commodity, or consumers’
preferences — change.’

In the case of the model of production and exchange, each individual has at
her/his disposal given endowments of what we may broadly call capital
goods: land, capital goods in the specific sense, personal capital goods
(skills). Moreover the production functions are known, which express the
quantities produced of the different commodities as increasing functions
of the quantities used of the services of the various productive factors.
Initially, for the sake of simplicity, such functions are based on the

3 As Schumpeter (1908, pp. 360-1) would point out, in the absence of stability, static
comparative analysis — which he considers the main contribution of marginalist econom-
ics, the notion of equilibrium being tautological — loses any value.
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12.2 Léon Walras 173

assumption of fixed technical coefficients, which implies absence of
substitutability among different factors of production and constant
returns to scale. Side by side with the markets for commodities we now
have the markets for services of productive factors, which are ‘hired’ by
their owners to entrepreneurs. The role of the latter is to acquire
such services, organise the productive process and sell the commodities
produced. Competition ensures that entrepreneurs do not obtain any
profit, apart from a wage for management, which is included in the
costs of production.

We thus have a new group of equations, as many as there are commod-
ities, which ensures for each consumption good equality between its cost
of production and product value. Moreover, we have a group of demand
functions for the services of capital goods, as many as there are capital
goods; the demand for each service corresponds to the quantity of it
employed in the productive processes on the whole and is therefore
expressed as a function of technology (more precisely, of technical
coefficients of production) and of levels of production of different
consumption goods. Another group of equations (once again as many
as there are capital goods) expresses the equilibrium condition for the
markets for the services of capital goods as equality between quantity
demanded and quantity available for each service.* The additional
equations correspond in number to the additional unknowns: the prices
of the services of capital goods, in terms of the commodity chosen as
standard of measure, the quantities demanded for each service and the
quantities produced of the different consumption goods. The process of
adjustment to equilibrium, or tdtonnement, is in this case much more
complex than in the case of the model of pure exchange. Walras tried to
define with precision the different aspects of this process, and in subse-
quent editions of the Eléments his analysis underwent major changes but
beyond our scope in this broad outline.

Walras then tackled the third model, with accumulation and credit,
namely the case in which capital goods are produced. In this stage,
before money was taken into account, the problem of credit was
introduced: we are thus confronted with demand and supply of credit
in real terms, i.e. in terms of the commodity chosen as standard of
measure. In order to deal with this problem, Walras introduced
a commodity E (épargne, i.e. savings), which has the characteristic of

4 In the model of production and exchange there is no production of new capital goods,
which are assumed to last forever and to have an efficiency independent of their age.
Moreover, in Walrasian terminology capital goods include both capital goods in the strict
sense and land and personal capital goods (working abilities).
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174 General Economic Equilibrium

yielding an annual perpetuity equal to a unit of the commodity chosen
as standard and which thus has a price equal to the inverse of the rate of
interest. This commodity is demanded by those who desire to invest in
the purchase of new capital goods (the entrepreneurs) and is supplied
by those who decide to save (the capitalists). Demand and supply of this
commodity thus depend, on the one hand, on the preferences of eco-
nomic agents for current consumption over future consumption and,
on the other, on the return on investment in new capital goods.
The condition of equality between demand and supply of the commod-
ity E constitutes an additional equation, which corresponds to the
additional unknown represented by the price of the commodity E (or
by its inverse, the rate of interest).

In equilibrium, the supply price of the capital goods that are produced
(which is given by their cost of production) must be equal to their demand
price, which corresponds to their net return, discounted on the basis of
the rate of interest implicit in the price of the commodity E. Alternatively,
it is possible to define, for each capital good, a rate of return, which is
given by the net income (equal to gross income, consisting of the price of
the service of the capital good under consideration less the costs for
amortization and insurance) divided by the price of the capital good.
Investment in different capital goods must yield the same rate of return,
in turn equal to the rate of interest that brings to equilibrium demand and
supply of the commodity E, savings. Furthermore, for each capital good
in equilibrium demand must equal supply. If in the initial situation
a capital good yields a higher rate of return than that of other capital
goods, it proves profitable to increase production, and thus supply, of the
good. This brings about a reduction in its price, up to the point at which
its rate of return has decreased to the same level as the rates of return of
other capital goods. Conversely, those capital goods for which the
demand price turns out to be lower than the supply price will not be
produced, and their price will be equal to the present value of the rents
expected from sale of their services.

Money was introduced in a fourth stage of analysis as a bridge required
by economic agents to cross the time intervals between outlays and
takings. Money was thus considered one of the two kinds of circulating
capital, side by side with non-durable means of production. Net demand
for money balances depended on the level of the interest rate that repre-
sented their opportunity cost. At this stage in the development of his
theory, too, Walras stuck to the assumption of absence of uncertainty in
equilibrium states. As a consequence, his monetary theory did not lend
itself to analysing the trade cycle as a sequence of disequilibria with its
origin in the monetary phenomena; a contradiction arises between the
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static nature of Walrasian general economic equilibrium analysis and any
notion of money as something different and far more than a simple
standard of measure.

Despite many years’ work, crucial analytical issues remained open:
demonstration of the existence, uniqueness and stability of the solutions.
Walras built the conceptual and analytical foundations of general
economic equilibrium theory but did not succeed in even provisionally
bringing his analysis to a close. This task was then attempted by succes-
sive generations of scholars. However, as we shall see, the results were to
be a long way from the hopes that had inspired Walras’s efforts: neither
the stability nor the uniqueness of general economic equilibrium, even for
the simplest model of pure exchange, can be proved under sufficiently
general conditions. Given the objectives he had set himself, if Walras had
known this outcome, he would have had to reckon that he had lost his
wager in starting the new research stream centred on general economic
equilibrium.

12.3 Vilfredo Pareto and the Lausanne School

When he gave up the Lausanne chair in 1892, Walras made sure that
a forty-four-year-old engineer, Vilfredo Pareto, would be appointed in his
place. Born in Paris in 1848, the son of a Genoan marquis in exile as
a follower of Mazzini, Pareto studied engineering at Turin University,
where he graduated in 1870. Subsequently he worked as a railway
engineer and then as assistant director and general director of the
Ferriere Italiane in Florence. Compelled to resign in 1890 when the
company was hit by crisis, he began taking an interest in economics,
reading the Principi di economia pura by Pantaloni and then Walras’s
writings; only in 1892 did he publish his first articles in the Giornale
degli economusti. Activity as a full-time scholar only began with the
Lausanne appointment. His lectures were collected in the Cours
d’économie politique (1896-97). His main work in our field is the
Manuale di economia politica (1906), and in particular the mathematical
appendix to the 1909 French edition. The other best-known writings
concern sociology: Les systémes socialistes dated 1901-2 and the two
volumes of the Trattato di sociologia generale dated 1916. Benefiting from
an inheritance and then deserted by his wife, Pareto moved to Céligny,
near Lausanne, and in 1907 resigned from his chair, living in isolation up
to his death in 1923.

His contributions to economic theory essentially, but not exclusively,
consisted of the application of mathematical tools to the general
economic equilibrium approach developed by Walras. Intermediate
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176 General Economic Equilibrium

between economics and sociology was the widely known Pareto law
(Pareto 1896) concerning personal income distribution:

log N = log A — alog x

where N is the number of families with an income at least equal to x, A4 is
a parameter indicating the size of the population, and « is an estimated
parameter, generally equal to 1.5. The apparent applicability of this
formula to different populations and different epochs seems to indicate
independence of income distribution from historical and social vicissi-
tudes. A moral lesson seems implicit in this, analogous to that drawn from
the Malthusian population law: policies aimed at improving the living
conditions of the poor classes are useless, since they cannot modify
an income distribution that is a law of nature, depending as it does —
according to Pareto — on innate differences of personal abilities,
distributed haphazardly among the population.’

Pareto’s main analytical contributions are the abandonment of the
cardinal notion of utility in favour of an ordinal notion and the notion
of the Pareto optimum. Actually there were precursors for both notions:
Irving Fisher for the ordinal notion of utility and Francis Ysidro
Edgeworth, with his contract curve, for the notion of the Pareto optimum;
Pareto returned the favour by christening with the name of ‘Edgeworth
box’ an analytical tool developed by himself, which Edgeworth had never
used.

In the Cours (1896-97) Pareto proposed the term °‘science of
ophelimity’ (derived from the Greek and indicating the ability of
a good to satisfy needs) to designate the subjective theory of value.
In this way he meant to stress — possibly in the wake of Menger — that
his theory did not deal with a value in use considered as an intrinsic
property of the economic good but rather with a subjective evaluation.
Then, in the 1906 Manuale, we find a systematic illustration of general
economic equilibrium theory, on the lines of a rational mechanics
textbook. Taking on the notion of indifference curves, introduced by
Edgeworth in 1881, Pareto went on with construction of a general
equilibrium system, in particular by outlining the so-called fundamen-
tal theorems of welfare economics, aiming to prove the optimality of the
market economy in conditions of perfect competition.

> Pareto’s law can in fact be obtained as the result of stochastic processes (Markovian
chains) in which, period after period (or generation after generation), each individual
has an income equal to that of the previous period plus or minus a normally distributed
casual deviation.
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The notion of Pareto opuimum designates a situation such that it
cannot be modified in order to improve the position of some economic
agent without bringing out a worsening of at least one other economic
agent. Pareto demonstrated that competitive equilibrium corresponds
to an optimum in this sense. Naturally, given a multiplicity of compe-
titive equilibriums, hence a multiplicity of Pareto optimums, a criterion
would be necessary for inter-personal comparisons in order to locate
an absolute optimum. Moreover, like Walras, also Pareto failed to
complete the crucial steps with respect to the issues of the existence,
uniqueness and stability of general economic equilibrium. Perhaps
it was this outcome, his increasing awareness of the limits of pure
economic theory — limits that grew the more evident the more rigorous
the theory became — that decisively shifted Pareto’s interests towards
sociology

12.4 Irving Fisher

Among the first American economists of international fame, we find
Irving Fisher (1867-1947). He had a mathematical background; gradu-
ally his interests moved towards economics and the general equilibrium
approach. His first works concerned application of mathematics to the
economic theory of value.® Gradually, his passion for social and political
issues grew, and Fisher became an ardent supporter of monetary stability
(developing in this context his theory of index numbers) and of many
other causes, from Esperanto to defence of the environment. In 1930 he
became the first president of the Econometric Society

In the theoretical field, Fisher contributed on different fronts. First of
all, he developed an analysis based on the distinction between stocks and
flows and proposed a definition of income connected to the flows of
services that excluded savings. This led him to support the thesis (which
dates back to William Petty and which in Italy was to find a supporter in
Luigi Einaudi) of a taxation system focussed on expenditure. Secondly,
Fisher anticipated Pareto in proposing a theory of consumer equilibrium
based on the ordinal notion of utility, remarking that what matters in
locating the equilibrium position is only the shape of the indifference
curves (and he was probably the first to use the graph with convex
indifference curves intersected by a budget line). Thirdly, he developed
a theory of the rate of interest, deducing it from comparison between the

© Fisher (1892) opposed the then dominant orientation of American economists towards
historicism and institutionalism, characterising, for instance, the birth of the American
Economic Association in 1885.
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rate of intertemporal preference of economic agents and the marginal rate
of temporal substitution on the production side. In this framework, Fisher
proposed the idea of a system of interest rates, as many as there are
commodities, connected among themselves and to the monetary interest
rate by expected changes in relative prices: a view later developed by
Sraffa (1932) and by Keynes in chapter 17 of the General Theory but
that at the same time foreshadowed the models of intertemporal general
equilibrium of the Arrow-Debreu type.

Finally, the best known of Fisher’s contributions is the so-called
equation of exchanges, or Fisher equation, which constituted the foun-
dation of the modern quantity theory of money: MV = PQ, where M is
the supply of money and V the velocity of circulation (that is, the
number of times in which money changes hands within a unit interval
of time) while PQ designates the value (equal to price P multiplied by
quantity Q) of the commodities exchanged during the same unit inter-
val of time. Written in terms of flows of transactions, this equation is an
identity that says that money flows going from one hand to another
have the same value as the flows of goods and services that move in the
opposite direction. In order to transform this identity into a theoretical
relation connecting the price level to the money supply, three assump-
tions are then necessary: independence of the velocity of circulation
and of the volume of exchanges from the amount of money in circula-
tion and dependence of this latter on the decisions of monetary
authorities.

The American economist thus worked on the frontier in various areas
of research; thanks to his training as a mathematician he was able to
formulate with a rigour, precision and completeness unusual at the time
a number of elements of the theoretical construction now prevailing in
university textbooks all over the world.

12.5 The Debate on the Existence, Uniqueness
and Stability of Equilibrium

Walras, as we saw, attributed great importance to stability, considered
an essential part of the very analysis of equilibrium, since in the absence
of stability comparative static analysis would prove meaningless.
However, simple equality between number of independent equations
and number of unknowns alone is not sufficient to guarantee the
existence of economically meaningful solutions (that is, non-negative
solutions, for prices as well as for quantities), let alone their uniqueness
and stability. Generations of mathematical economists tackled these
themes.
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The debate reached a climax in the early 1930s in Vienna, around the
seminar organised by Karl Menger (1902-1985), a mathematician and
son of the economist Carl who had founded the Austrian school. Remak
(1929) recalled that in economics only non-negative solutions can be
accepted as meaningful; insufficiency of the mere equality between
number of equations and number of unknowns was stressed by Hans
Neisser (1932), Friedrich Zeuthen (1933) and Heinrich von Stackelberg
(1933). An initial solution to the problem of the existence of equilibrium
was offered by Abraham Wald (1936). All these works used the distinc-
tion between free goods (that is, goods available in a quantity superior to
that demanded at any non-negative price), the price of which is zero, and
economical goods, for which equality between demand and supply is
reached in correspondence with a positive price. The trick was in repla-
cing the equalities of the Walrasian equations with feeble inequalities, so
as to determine endogenously which goods are free and which are not
free, which goods are produced and which are not produced. Wald
(1936) demonstrated the existence and uniqueness (but not the stability)
of equilibrium; however, this result was obtained through recourse to the
restrictive assumption, which cannot be justified at the level of economic
interpretation, that the so-called feeble axiom of revealed preferences,
concerning the non-contradictory nature of individual choices, holds for
the economy as a whole.

John von Neumann (1903-1957), a pupil of the mathematician
David Hilbert (1862-1943), favoured the acquisition of the language
of topology in economic theory, and in particular Brouwer’s (or fixed
point) theorem. In 1937, in an essay originally presented at Princeton in
1932, von Neumann presented a model of balanced growth, formulated
in terms of inequalities: for each good, the quantity supplied must be
greater than or equal to the quantity demanded; moreover, the price
must be lower than or equal to production costs. As a consequence,
some goods may prove free, that is, available in quantities superior to
demand for any positive price: their price will be zero, and their pro-
duction will be nil. By the same token, production of each commodity
whose price proves lower than production costs will be nil. In other
words, the solution to the system of equations, which include equalities
and inequalities, defines a nucleus of goods for which both prices and
produced quantities are positive. The model also established a strict
relationship between rate of growth and rate of interest: the rate of
growth emerged from the solution to the problem of quantities consid-
ered as a problem of maximisation under constraint, while the rate of
interest emerged from the solution to the problem of prices considered
as a problem of minimisation under constraint. In Chapter 17 we shall
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discuss his main contribution to economic theory (von Neumann and
Morgenstern 1944).

Even before Austria’s annexation to Germany, Karl Menger’s seminar
broke up with the rise of fascism and Nazism, which induced many of its
protagonists (and all the leading Austrian economists) to choose the path
of exile. Thus, after the conclusion of the Second World War, the centre
of discussion on these topics shifted to the USA, while Europeans (such as
von Neumann) still played a central role.
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13  Alfred Marshall

13.1 Life and Writings

Alfred Marshall (1842-1924) did not figure among the protagonists
of the 1871-74 marginalist revolution: his main contribution (Principles
of Economics, 1890) was published nearly two decades after the works of
Jevons, Menger and Walras. Marshall himself was averse to considering
the new road taken by economic analysis a revolution, a clear-cut break
with the past: his personal contribution, in his own opinion, consisted in
a synthesis between the great tradition inherited from the past and the
new yeast of the subjective approach. Indeed, Marshall contributed more
than anyone else to redirecting economic science towards the approach
that came to be called neoclassical, rather than marginalist or subjectivist,
so as to stress the element of continuity with the past.

Marshall was born in London in 1842 to a modest family of the small-
clerk bourgeoisie. Alfred studied at a school in the outskirts of London
and then went on with mathematics at Cambridge, with brilliant results.
Possibly as a consequence of a journey to America (1875), his interests
shifted towards political economy. Participating in a scheme to promote
the admission of women to university, he taught political economy to
Newnham Hall’s female students. There he met Mary Paley, whom he
married in 1877.

Marshall’s first important contribution was a volume of two essays on
The Pure Theory of Foreign Trade and The Pure Theory of Domestic Values
(1879b). In the same year he published, together with his wife, a didactic
text offering an evolutionary view of the economy, The Economics of
Industry (Marshall 1879a), which had good sales.

Following his marriage, Marshall was compelled to move out of
Cambridge, returning there only when elected professor of political econ-
omy in 1884. In the meantime the Marshalls spent some difficult years in
Bristol, and then — after a year’s leave with a long stay in Palermo where
the writing of the Principles might have begun — they moved to Oxford.
The Cambridge appointment, which came unexpectedly, marked

181
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a turning point in his life. Marshall held the political economy chair up to
retirement in 1908 but remained in Cambridge up to his death in 1924
and retained a strong interest in the vicissitudes of the economics curri-
culum created on his initiative in 1903.

From Cambridge, Marshall exercised significant influence over the
teaching of economics in the rest of England. In 1890, with his active
intervention, the British Economic Association was founded and the
Economic Fournal was launched. His Principles of Economics (eight editions,
from 1890 to 1920) soon became the reference text for generations of
economists. Among the students, the small guide he published in 1892,
Elements of the Economics of Industry, was widely studied. His influence was
exerted through his pupils, selected as presidents of the British Economic
Association, as editors of the Economic Fournal or as economics professors
in the major English universities; in Cambridge he had Arthur Cecil
Pigou appointed as his successor.

Side by side with the oral tradition of his lectures and the vast corre-
spondence with interlocutors worldwide (Marshall 1996a), his Official
Papers are also important, mostly testimonials to parliamentary commis-
sions (Marshall 1926, 1996b), and a group of articles collected by Pigou
after his death (Marshall 1925). Of less importance are the two volumes
he published in the final years of his life: Industry and Trade (1919), and
Money, Credit and Commerce (1923). Marshall died at eighty-two in 1924.

13.2 The Background

Marshall’s thought is difficult to interpret: through a multiplicity of
qualifications and shades of meaning (and significant changes in
subsequent editions of the Principles) Marshall brought together different,
even contradictory, elements, such as an evolutionary perspective and
static equilibrium analysis.

Marshall maintained that he had autonomously developed his
approach towards the end of the 1860s (hence before publication of
Jevons’s 1871 book) by translating John Stuart Mill’s theories into
mathematical terms. Indeed, when Jevons’s book appeared, Marshall
was ready (as attested by his review of the book, 1872) to understand its
elements of novelty and to evaluate them in the light of an already
sufficiently developed view of his own. This is not to deny Jevons’s
priority of publication, as regards the main innovative elements of the
marginalist revolution, in particular the derivation of demand curves and
the determination of prices connected to marginal utility. This fact
impressed on Marshall the need to distinguish his ideas clearly
from those of the founding father of English marginalism by stressing
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the one-sidedness of a purely subjective theory of value and countering it
with the equally one-sided objective theory of the classical economists,
based on cost of production, and then in presenting his own contribution
as a synthesis that included what was valid in each of the two opposing
approaches. This necessarily implied a somewhat misleading reinterpre-
tation of the classical approach, as if it were based, like the marginalist
one, on the pillar of the static notion of equilibrium between supply and
demand.

Marshall’s first book (1879b) began with analysis of equilibrium in
foreign trade and as a logical development then arrived at a theory of
internal prices. He started from the fact that, while the labour-value
theory adopted by Ricardo and his immediate followers provided
a univocal — though unsatisfactory — answer to the problem of determin-
ing relative prices, the theory of comparative costs proposed by Ricardo in
order to explain the flows of foreign trade left the exchange ratios between
imported and exported commodities indeterminate (though within an
interval whose extremes are determined for each pair of imported and
exported commodities by the ratios between their costs of production in
the countries of origin and destination of the flows of exchange). John
Stuart Mill (1844) had proposed a solution to this problem, based on
recourse to the role of demand. In the simplified case of two countries and
two commodities, we may thus reach conclusions such as ‘the advantage
of small dimensions’, by which the smallest country obtains better terms
of exchange, thanks to the reduced dimension of its demand for the
imported commodity relative to the demand for the exported commodity
coming from the larger country, or, to take another example, the forecast
of a worsening of the terms of trade for that country in which demand for
the imported commodity increases.

Marshall developed this line of research determining equilibrium terms
of trade on the basis of a comparison between the demand curves for
imports of the two countries. Thus the notion of equilibrium between
demand and supply is utilised in determining values in exchange;
Marshall also devotes extensive and closely argued discussion to the
themes of multiplicity and the possible instability of equilibrium.

The same method, the same notion of equilibrium and the same
themes concerning multiplicity and possible instability of equilibrium
were then developed in The Pure Theory of Domestic Values. Here we also
find the problem of increasing returns to scale, which so preoccupied
Marshall in his Principles. Finally, we also find systematic use of temporal
specification of the notion of equilibrium, with the distinction between
very short-, short-, long- and very long-period equilibriums, connected to
the assumption of given supply (very short or market period), variable
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supply but on the basis of a given productive capacity (short period),
variable supply and productive capacity but on the basis of a given tech-
nology (long period) and general variability, including technology, con-
sumer incomes and tastes (very long period).

The same year, 1879, saw publication of the work Marshall wrote with
his wife Mary Paley, Economics of Industry, based on his university
lectures. The theoretical essays on external and internal trade reflected
Marshall’s mathematical formulation and pointed in the direction of
a neoclassical view based on static equilibrium between supply and
demand; Economics of Industry more strongly reflected Marshall’s studies
in the social sciences and, whilst not seeking to build a rigorous analytical
structure, was more receptive to aspects of historical evolution, aiming
to represent a complex and constantly changing economic reality.
The influence of Darwin’s (1859, 1871) evolutionism was not explicitly
recognised, but it was clearly visible.

Marshall’s evolutionism expressed both a gradualist view sum-
marised in the motto premised to the Principles, ‘Natura non facit
saltum’, and a complex view of economic progress that laid stress on
the quality of life more than per capita income. The idea of time as an
irreversible flow was also repeatedly stressed. Finally, there is the shift
from the classical notion of ‘natural’ prices to that of ‘normal’ values
(including quantities produced and exchanged together with prices)
reflecting with some delay the diffusion of normal (or Gaussian) curves
in statistics and the connected idea that such curves represent laws of
distribution for the phenomena of society just as they do for those of the
natural world. In substance, deviation from the ‘norm’ was considered,
at least within limits, quite a common event that did not constitute
a violation of the norm itself, which emerged as a statistical average
from a large number of cases observed, thus losing the element of
‘corresponding to a law which is intrinsic to the nature of things’.
Furthermore, the presence of technological change accentuated the
indicative character of normal value as defined by the theory and thus
the margin of imprecision with which the theoretical law could be
applied to the real world.'

! Carl Friedrick Gauss (1777-1855) used the normal curve to represent the likely distribu-
tion of error in the theory of measure. Subsequently, Adolphe Quetelet (1796-1874) used
the same curve to represent biological or social phenomena, interpreting the results as
manifestations of natural or social laws, whose average (or median: in the normal dis-
tribution the two coincide) represents in synthesis the property of a population of cases,
and the ‘law’ thus represented is not violated by individual cases differing from the
average. We may consider as ‘anomalous’ only the cases that differ from the average by
more than a pre-set quantity (bearing in mind that in the case of a Gaussian distribution,
a difference higher than twice the mean square deviation has a probability of about
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We thus have, as from Marshall’s earliest publications, a twofold line of
research: on the one hand, the attempt to build a rigorous theoretical
system, based on a static notion of equilibrium between supply and
demand; on the other, the attempt to work out a system of concepts
such as to represent economic reality in a way that allowed for historical
developments and evolution. Rather than the problem of a synthesis
between the subjective marginalist approach and the objective approach
of classical economists, it is the continuous overlapping of these two lines
of research and the impossible conciliation between them which is the
true key to interpreting Marshall’s path, his contributions to economic
science and the limits of his economics construct.

13.3 The Principles

When, in 1890, the first edition of the Principles of Economics appeared, the
ground had already been prepared to ensure the book had a major impact
on the economic culture of the time. Marshall was then settled in the
Cambridge chair, and his pupils occupied important positions in the
English academic world (the same year saw the birth of the Royal
Economic Society and the Economic Fournal). The influence of the classi-
cal tradition was still strong, together with that of the historical school,
while the marginalist heterodoxy attracted some brilliant minds but was
still a minority view. In such a situation, Marshall offered a set of elements
designed to attract the convergent interest of the different streams of
economic culture existing at the time: insistent reference to the classical
tradition, from the Smithian theory of the division of labour to the
Ricardian theory of rent; acceptance of the basic elements of the margin-
alist revolution, such as the notion of marginal utility, with attribution of
a central role to demand, and hence to economic agents’ preferences,
within a theory of value in which prices were determined by the mechan-
ism of equilibrium between supply and demand, already adopted by
a string of post-Ricardian authors;? insertion of this analytical structure
in the context of extended discussions on the meaning of the concepts

5 per cent). The idea of human sciences as concerning arguments to be deduced from
‘human nature’ was replaced by that of statistical laws about what is ‘normal’. In this
sense, the view of economic science as a theory of the behaviour of the rational agent (or
homo oeconomicus) falls within the old view of human sciences; by substituting the term
‘natural’ with the term ‘normal’, Marshall was trying to escape such a view.

More precisely, for each commodity the normal price is determined by the point where
two curves meet, graphically representing the demand and supply functions. These
respectively connect the supply price (cost plus normal profit) and the demand price
(the maximum price which the purchaser is ready to pay) to the quantity of the commodity
under consideration.
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used in the analysis and on the historical evolution of society; references
to Darwinian evolutionism, which conferred an element of scientific
modernity on the work and provided a flexible, open response to histor-
ical evolution as compared to the reference to physics prevailing in the
theories of authors such as Jevons or Walras, which had not met with
a warm reception.

From the first (1890) to the eighth (1920) edition, the Principles
remained at the centre of Marshall’s theoretical work, undergoing
substantive revisions; this is especially true for the fifth edition
(1907), the last before his resignation from the Cambridge chair.
On the evidence of the voluminous variorum editio (1961), promoted
by the Royal Economic Society, we can reconstruct this path.
The importance of Marshall’s revisions testifies to the difficulties he
met in his work of synthesis between different approaches and in his
attempt to build a theory of value that was to include simultaneously
the objective (cost of production) and the subjective (utility) element
and that was to be at the same time rigorous, realistic and open to
historical evolution. Before discussing the difficulties Marshall came
up against, it may be useful to run over the main aspects of his
approach: method, the notions of equilibrium and competition, the
concepts of the firm and the industry. We will then consider the
problem of increasing returns and the two solutions suggested by
Marshall, the representative firm and external-internal economies.

Marshall’s methodological standpoint was simple: to recognise the
extreme complexity of the real world. Theory cannot but be abstract
but must keep its feet on the ground. Hence his tenet, which underlay
his partial equilibrium method, that short causal chains should be
favoured. At each step, theory proceeds by isolating a logical nexus of
cause and effect held to be the main one and thus leaves aside other effects
held to be secondary, though not non-existent. This is licit, indeed
necessary, for construction of each individual analytical piece. However,
when we put together many logical nexus and give rise to long causal
chains — as happens for instance in general economic equilibrium theory —
the secondary effects left aside may have repercussions that amplify step
by step, and this may cause the conclusions drawn from the theoretical
analysis to be misleading. Hence Marshall relegated to a mathematical
note, in an appendix to his Principles, his illustration of general economic
equilibrium (one of the most rigorous of the time). In the text, on the
other hand, he preferred to focus on short causal chains, and in particular
on the method of partial equilibriums. The latter consisted of considering
demand and supply of each good as independent of what simultaneously
happens on other markets for the other goods.

Downloaded from https://www.cambridge.org/core. IP address: 120.57.153.48, on 23 Sep 2017 at 09:26:37, subject to the Cambridge Core
terms of use, available at https://www.cambridge.org/core/terms. https://doi.org/10.1017/9781316798416.014


https://www.cambridge.org/core/terms
https://doi.org/10.1017/9781316798416.014
https://www.cambridge.org/core

13.3 The Principles 187

The same awareness of the complexities of the real world may also be
perceived in the attention Marshall paid to the construction of the system
of concepts by which to represent reality. In the first books of the
Principles, step by step the concepts introduced are discussed, illustrating
for each the shades of meaning that rendered their contours imprecise.
This is true in particular for the key notions of equilibrium and competi-
tion to which, in the intertwining of affirmations and qualifications,
it is very difficult to attribute a univocal meaning. Marshall’s position
oscillated between two terms of reference: on the one hand, the
notions subsequently transmitted through the textbooks, the so-called
Marshallian vulgara; on the other, the esoteric notions, disseminated
among the circle of pupils, connected to an evolutionary view that drew
more on Lamarck than on Darwin.? In the first case — the Marshallian
vulgata — the notion of equilibrium corresponded to the static notion of
equality between demand and supply and the notion of perfect competi-
tion to the presence of a large number of firms in each industry, so large as
to render the size of each firm irrelevant to the dimensions of the industry
as a whole and the choices of each individual firm irrelevant for the
industry as a whole. In the second case — the evolutionary view — the
notion of equilibrium took on dynamic features in the attempt to take
account of the irreversibility characterising the actual movements of the
firm and the industry along demand and supply curves;* the notion of
competition was softened by attributing to each firm some room for
manoeuvre that included, among other things, the possibility of violating
the so-called law of the one price. Theoretical analysis — construction of
well-structured models — inevitably led to refer to clear-cut concepts of
the first kind, while in the case of the evolutionary view, as we shall see
below, he remained in the realm of metaphors, which are evocative but
certainly not rigorous. In other words, in the oscillation from the first to
the second pole of the Marshallian construct, what was gained in terms of
realism was lost in terms of analytical rigour.

The very notions of industry and firm constituted a bridge between the
complexity of the real world and the simplicity requirement of abstract

3 Jean-Baptiste de Lamarck’s (1744—-1829) thesis, rejected by Darwin, was the heredity of
the characteristics acquired in life by an organism as response-adaptation to the environ-
ment in which it lives. Darwin’s thesis was, of course, that the characteristics best adapted
to existence (and above all to reproduction) in the end prevail because of a process of
natural selection. Lamark’s theses had been re-proposed, confounded with Darwin’s
evolutionism, as a tool for the analysis of society by the sociologist Herbert Spencer
(1820-1903), very influential at the time.

Marshall derived the ‘evolutionary’ notion of equilibrium from the theory of population,
which can tend to a stationary age structure of the population through constancy over time
of birth and death rates, even in the presence of a growing or declining population size.

kS
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theory. Marshall thus distanced himself from the extreme methodological
individualism of the first marginalist theoreticians, favouring a classical
feature, by which each commodity (‘good’, in the subjectivist terminol-
ogy, which thus lays stress on their utility to the consumer) corresponds to
a category that includes objects not identical amongst themselves but
sufficiently similar to warrant unitary treatment, and in parallel each
industry includes the firms (complex productive units) that operate in
one of such commodity categories. Quite naturally, various problems
arise when the categories thus defined are related to the real world:
from the case of joint production to the problem of differences in the
technologies adopted by different firms belonging to the same industry
and on to the problem of greater or lesser similarity between the products
of different firms belonging to the same industry. The latter aspect in
particular renders less clear-cut, more flexible, the Marshallian notion of
competition, and the notion was accordingly bent so as to allow for some
degree of independence between the markets of the different firms
belonging to an industry, hence some degree of autonomy in the price
choices of the different firms.

Within this conceptual framework Marshall’s analytical structure
was based on (short- or long-period) equilibrium between demand and
supply. The demand function for each commodity is assumed to be
derived from individual preferences;5 however, Marshall tended to skate
over the relationship between utility maps and demand functions; for the
purpose of determining equilibrium, it is sufficient to assume as given
(and decreasing, on the basis of the decreasing marginal utility postulate)
the demand functions for the different goods.6 Attention was, rather,
focused on supply functions: it was in this field that Marshall tried
to provide an innovative contribution in comparison to the theories
proposed by the first protagonists of the marginalist revolution, and in
particular by Jevons. The latter had recourse to a principle symmetrical
to that of decreasing utility, the principle of the increasing sacrifice or
painfulness of labour; this allowed him to obtain increasing supply
curves. Such an approach, however, cannot easily be extended from
study of the behaviour of individuals to analysis of industries and firms
in competitive markets, and it is even harder if we stick to the method of
partial analysis: each firm or industry considered in isolation can easily
obtain additional hours of labour by subtracting them from other firms

> In the context of partial analysis, the marginal utility of money was assumed to be
constant.

S Recalling John Stuart Mill, in this respect Marshall stressed the need to develop a new
science, ethology or the study of human habits and customs and their gradual changes in
the course of time.
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or industries without changing the marginal disutility of labour for the
individual worker.”

Marshall thus proposed the road of partial equilibrium for supply
side analysis and hence to construct supply curves referring to indivi-
dual firms and industries. To this end he took two elements of the
classical tradition and reworked them in a context different from the
original one. The first was the Smithian theory of the connection
between enlargement of the market and division of labour and conse-
quently productivity increases. The second was the Ricardian theory of
differential rent. Newly christened as laws of returns to scale, these two
theories were simultaneously used to explain the variations of costs in
response to changes in the quantity produced, respectively identified
with the case of increasing returns to scale and with the case of decreas-
ing returns. Clearly this is an artificial construct, which puts together
quite different things. Furthermore, even if considered one at a time,
the transposition of the Smithian and Ricardian ideas into the ambit of
the theory of the firm and the industry gave rise to difficulties that
Marshall saw or perceived but to which he did not attribute the impor-
tance they deserve.

Let us consider decreasing returns. Ricardo used them in the theory of
rent with reference to the productivity of a means of production of
a particular kind, such as land, taken to be available in a given quantity
and with distinctive features for each unit of land. The Ricardian theory of
differential rent did not revolve around the different productivities of the
lands in the country, and so around decreasing returns for individual
firms or industries, but around the problem of the distribution of national
income among the social classes of workers, landlords and capitalists and
in particular around the problem of determining the rent accruing to the
landlords. In Marshall’s modified form, on the other hand, the theory of
decreasing returns concerned the means of production utilised by specific
industries. The case in which an industry is the sole subject to use a given
means of production is however a very peculiar one. Once again, outside
this case, the ceteris paribus clause (hence the method of partial analysis)
should be abandoned.

7 On the other hand — we may now add on the basis of Sraffa’s 1925 remarks — if we were
also to take account of infinitesimal changes in the painfulness of labour, stemming from
changes in production levels of a single firm or industry, such changes would equally affect
all industries and firms in the economy. As a consequence, it would not be possible to use
the ceteris paribus clause which is the basis of partial analysis; in particular, when faced with
generalised changes in prices it would not be possible to assume as given the demand
curve for the individual industry.
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In his earliest writings, moreover, Marshall was considering a further
problem: the existence — and importance — of increasing returns to scale,
which are seen as the source of economic development in the Smithian
theory. The theory of the equilibrium of the firm falls apart if the assump-
tion of decreasing returns is abandoned in favour of that, decidedly more
realistic, of increasing returns to scale. A stable equilibrium is possible in
this case only if the demand curve decreases more rapidly than the supply
curve; but this cannot hold in the case of competition, where the price is
by assumption independent of the quantity produced by the individual
firm. In other words, the assumption of perfect competition is incompa-
tible with the case of increasing returns to scale.

As already stated, Marshall had already recognised the existence of this
dilemma in his essays published in 1879; much of his analytical effort in
the Principles and in subsequent revisions of the book was devoted to
solving the dilemma, but the suggested solutions went in different
directions.

First, we have the solution later developed by Pigou and Viner, and
then adopted in most textbooks, based on the assumption of U-shaped
average and marginal cost curves: initially, when production increases,
cost curves are decreasing because increasing returns prevail; from
a certain point onward, decreasing returns take the lead, and costs
start increasing. Under competition and in the long run, the equili-
brium point for the firm corresponds to the minimum of the average
cost curve. The development of the industry then depends on the
economies of scale internal to the industry itself (since the demand
curve is decreasing for the industry, so that an equilibrium is possible
even if the supply curve is also decreasing, provided that the speed of
decrease is lower than that of demand) but external to the individual
firms that compose the industry (so as to retain for them the possibi-
lity of a competitive equilibrium that needs cost to increase with the
quantity produced, from a certain point onwards). Such a construct
may thus be criticised both for its lack of realism and for its connec-
tion to a static notion of equilibrium.

Marshall, while hinting at the line of reasoning outlined previously,
suggested, rather, a second path, consisting in the theory of the represen-
tative firm and recourse to biological metaphors. The core of the
argument is this: the industry is made up of many firms which, like trees
in a forest, are at different points of their life cycle: some, the young ones,
enjoy increasing returns and develop although in a competitive environ-
ment; others, the mature ones, have already reached dimensions at which
the elements of growth and decay balance out; yet others are decaying.
In a world composed of individual firms distributed among the different
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stages of development, the representative firm, of average dimensions,
turns out to be midway in its development process and can thus be
identified with a firm experiencing increasing returns, even if overall the
population of firms is stationary.

The weakness in this construct is not simply the difficulty of translat-
ing it into a well-structured analytical model; rather, it lies in the
difficulty of accepting the assumption of the life cycle of firms.
Marshall referred to the sequence of three generations in control of
the firm: the founder, endowed with above-normal organisational and
innovative ability; his immediate heirs, brought up in the hard school of
the founder and used at least to rigorous management of the family
business; and then the third generation, brought up in prosperous
conditions and less ready to make the sacrifices that are often necessary
in a competitive environment characterised by continuous technologi-
cal change and hence by the need to save and invest.® Such an assump-
tion refers to a world of small firms managed by their proprietor but does
not apply to public companies. In the last editions of the Principles,
Marshall appeared aware of these difficulties. Various among his
followers nonetheless remained faithful to the construct of the
representative firm, including Robertson, who re-proposed it in 1930,
provoking Sraffa’s (1930) sarcastic reaction.

On this count at least, the Principles constituted a failure. However,
various other elements of Marshall’s edifice are fully entitled to remain
part of modern economic theory; we may recall, for instance, the notion of
elasticity. And it should be added that Marshall’s greatness as an econo-
mist lies also (and perhaps mainly) in his awareness of the limits of his
analytical constructs, which have however been accepted without critical
scrutiny by many of his followers.

13.4 Economics Becomes a Profession

When Marshall began his professional career, two general curricula could
be distinguished in university studies: human sciences and natural
sciences. Within the first curriculum, philosophy, history and morals
coexisted. Political economy had a smaller role; the economics lectures
that Marshall gave the female students of Newnham College were on
many accounts lessons in civic education. In this sense we should

8 In that period (eleven years after the first edition of Marshall’s Principles but six years
before the fifth edition, in which the idea of the representative firm reached full
development) the idea of the life cycle of firms found literary expression in the famous
novel by Thomas Mann, Buddenbrooks (1901).
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interpret the support the young Marshall gave the movement for admis-
sion of women to university studies: support that was subsequently
to become heated opposition, with a change of attitude that may have
been due to Marshall’s impression that the connection originally
perceived between university instruction and civic and moral education
(a connection consistent with the role he attributed to women as enligh-
tened vestals of the family and society) had turned into a link between
getting a university degree and starting a professional career, increasingly
blurring the distinction between men and women. Marshall in fact
appears a traditionalist Victorian, favourable to cultural enhancement as
instrumental to moral enhancement in the case of women as in that of
workers but poles apart compared to the pro-women position manifested,
for instance, by John Stuart Mill some decades earlier or the contempor-
ary supporters of women’s accession to university, like his old friend
Henry Sidgwick.

Establishment of professional education in the economics field
required that economics be made to emerge from the wider field of
study of the moral sciences. Marshall made a decisive contribution in
this direction, with the foundation in 1890 of the British Economic
Association (subsequently the Royal Economic Society) and of
Economic Journal and with the long struggle for the institution of
a specialised curriculum of studies at the University of Cambridge.
Economics (no longer °‘political economy’) was conceived as
a science whose development was entrusted to specialists, on the
model of natural sciences, and no longer as a branch of knowledge
entrusted in part to those who could ponder on their own practical
experiences (from Cantillon the banker to Ricardo the stockbroker)
and in part to persons endowed with good general culture and
a political interest in understanding economic and social events
(from the physicians Petty, Mandeville and Quesnay to a professional
revolutionary such as Marx).

The professionalization of economics had both positive and negative
effects. Among the positive effects, there was the diffusion of more refined
techniques of analysis, which called for greater rigour and greater control
of the logical consistency of arguments. The development of mathema-
tical economics, but especially the collection and systematic analysis of
statistical information, were aspects of this process. As for the negative
elements, research activity lost its nature of participating in cultural
and political life and became an instrument of academic careers.
The importance attributed to originality and priority of publication of
their own ideas, on the part of Marshall as well as of Jevons or Walras, can
thus be better understood. However, at this point the theoretical debate
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acquired a dangerous autonomy with respect to the constant confronta-
tion with the real world: showing scientific ability, essentially through use
of refined analytical tools, gradually became more important than a good
practical understanding of the real issues.

13.5 Monetary Theory: From the Old to the New
Cambridge School

In the Principles Marshall did not deal with money; when, by then eighty
years old, he succeeded in publishing Money, Credit and Commerce
(1923), his analytical vigour had disappeared. His contributions are
rather to be found in his participation in some commissions of enquiry
into the subject (Marshall 1926, 1996b) and in the oral tradition stem-
ming from his teaching. Here we find two contributions: transformation
of Irving Fisher’s quantity equation, MV = PQ, into the so-called
Cambridge equation, £ Y = M;’ the role of monetary disturbances in
explaining the cyclical oscillations of the economy around the long period
equilibrium determined by the real factors considered within the neoclas-
sical theory of value.

The first aspect might seem a simple change in symbols: Cambridge’s
k formally corresponds to the inverse of the velocity of circulation of
money V in Fisher’s equation. However, behind this formal change
a different notion of the demand for money shone through, connected
not so much to financing requirements for exchange as to economic
agents’ choices on the share of their income (or, in a different formula-
tion, later to be developed by Keynes, on the share of their wealth) that
they desire to keep in the form of money. In this way precautionary
demand for money (and later, with Keynes, speculative demand) was
made to appear explicitly side by side with demand for money for
transaction purposes. The formal change in the equation of exchanges
thus pointed to a new potentially revolutionary perspective, as was to be
seen when his pupil Keynes accomplished decisive steps forward.

With respect to the role of money in the determination of the real
variables of the economy, Marshall advanced further interesting
ideas, admitting the influence of liquidity conditions on income and
employment as well, together with its influence on money prices.
However, in this case, too, the decisive step forward was accomplished

9 M indicates the quantity of money in circulation in the economy, V its velocity of
circulation, P the price level, Q an index of quantity produced, Y national income in
money terms (so that PQ = Y) and % the share of income that economic agents desire to
keep in money.
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later, by Keynes. Marshall limited the non-neutrality of money to the
short period, as after him so many economists were to do.

13.6 Marshallian Developments in Italy and the United
States

Maffeo Pantaleoni (1857-1924), among other important achievements,
contributed to the founding of what came to be known as the Italian
school of public finance.'® His most influential textbook, Principii di
economia pura (1889, translated into English in 1898 as Principles of
Economics), which preceded Marshall’s Principles by a year, shared
a substantially similar orientation, with the search for a synthesis between
Jevons’s and Menger’s subjective approach and the classical tradition.
Many ideas, including his analysis of predatory and parasitic phenomena,
indicate an inclination towards an evolutionary approach similar to the
one we may find in Marshall’s Principles. Pantaleoni remained perplexed
by the rarefied abstract nature of general economic equilibrium theory
and showed little patience with the classificatory manias to which the
Marshallian vulgara had given rise, with the distinction between increas-
ing, constant and decreasing returns industries. However, his influence
led to the rise of a Marshallian stream within Italian universities.

In the United States, the Marshallian approach was taken up and
developed by, among others, John Bates Clark (1847-1938) and Jacob
Viner (1892-1970).

Clark was one of the promoters of the American Economic Association
in 1885 and professor at Columbia University in New York. His main
work, The Distribution of Wealth (1899), offered an organic illustration of
the neoclassical theory of value and distribution based on the aggregate
notion of capital. Clark considered an economic system with only two
factors of production, labour and capital, in which the quantity of product
obtained depends on the quantity utilised of the two factors of production
and their combination; rate of interest and wage rate correspond, in
equilibrium, to the marginal productivity of capital and labour.!

10" Among the economists who contributed to the development of an Italian school of public
finance we should recall at least Antonio de Viti de Marco (1858-1943), one of the very
few Italian holders of a chair who refused the oath of loyalty to fascism. This school
originated the stream of public choice theory later revived by the 1986 Nobel prize
winner James Buchanan (1919-2013).

Clark (and Wicksteed, 1894, before him) left open the issue of the conditions under
which the distributive rule based on the marginal productivities of the factors of produc-
tion totally exhaust the whole value of the product. However, Flux (1894) had already
stressed the need to assume constant returns to scale.
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Clark rejected as irrelevant the attempts to develop a disaggregated
theory of capital. Moreover, he proposed a ‘universal measure of value’
based on a combination of utility and labour. On the conceptual plane,
his main contribution to the subjectivist approach consisted of the
distinction between statics and dynamics; at the analytical level, in the
demonstration of the erroneousness of considering the share of income
going to capital or to land as a surplus, because of the symmetry between
the determination of the wage rate and that of the interest rate, which
correspond to the marginal product of the two factors of production,
labour and capital.

In the generation following Clark’s, Jacob Viner taught at the
University of Chicago and later at Princeton. His main fields of research
were the theory of international trade and the history of economic
thought (Viner, 1937, 1991). His most influential contribution,
however, was an article on ‘Cost Curves and Supply Curves’ (1931),
in which he offered systematic treatment in four graphs of the determi-
nation of short-run and long-run equilibriums of the firm and the
industry based on pairs of U-shaped curves representing average and
marginal costs as functions of quantity produced. This systematic
treatment was taken on substantially unchanged in economics
textbooks of the subsequent half-century and beyond. In particular it
was accepted — together with Clark’s aggregate neoclassical version of
the theory of value and distribution — as the central core of the famous
textbook Economics (1948) by Paul Samuelson (1912-2009, Nobel
prize in 1970), the best-selling textbook of recent decades and
a model for various other authors.

13.7 Thorstein Veblen and Institutionalism

Thorstein Veblen (1857-1929), the son of Norwegian immigrants,
born in a farming community and a student of John Bates Clark, often
felt out of place in university life due to his unconventional lifestyle and
his religious skepticism at a time when most American colleges and
universities were church-affiliated. A prolific writer, the first managing
editor of the Fournal of Political Economy, in 1899 he published
a provocative and successful book on The Theory of the Leisure Class, in
which he discussed the influence of economic values on customs and
fashion with heavy irony and showed how the business mentality came
to dominate even within the institutions of learning, with a retrogression
of cultural values.

According to Veblen, modern capitalism is characterised by persistence
of old modes of thought, such as ancient predatory instincts and resort to
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conspicuous consumption to assert social superiority. In The Theory of
Business Enterprise (1904), Veblen contrasted the men of industry
(inventors, engineers, technical experts) with businessmen becoming
salesmen or focusing on financial management rather than production.
As an implication of this, in later writings he foresaw the separation
between ownership and management of firms and the growth of giant
corporations, foreshadowing Berle and Means’s (1932) managerial
capitalism, Galbraith’s (1967) ‘technostructure’ and Minsky’s (1993)
notion of ‘money managers capitalism’ (notions we shall return to in
Chapter 17). Two central aspects of Veblen’s institutional approach,
namely the idea that human nature should not be taken as given but as
an endogenous variable in economic analysis and the idea of a decisive
role played by cultural and institutional change in the process of
economic development, disappeared from American economic culture
with the rise to dominance of marginalism. Veblen also focused on the
tensions stemming from the lag in cultural adaptation to the changing
economic environment.

Veblen was too much of an outsider to belong to any ‘school’, but the
important institutionalist current in the United States can be seen as
largely inspired by his writings and teaching.

13.8 Welfare Economics and Imperfect Competition

Among Marshall’s pupils, two emerged above the others: John Maynard
Keynes, to whom the next chapter is devoted, and Arthur Cecil Pigou
(1877-1959). Six years older than Keynes, Pigou was chosen by Marshall
in 1908 as his successor to the economics chair in Cambridge. He
supported an orthodox version of the Marshallian theory and was
known for the stimulus given to welfare economics through recourse to
the notion of external economies and diseconomies illustrated by
Marshall in the Principles.'?

Let us recall that we have external economies (or diseconomies)
whenever an economic activity — be it production or consumption —
generates indirect effects on third parties, from which they reap

12 Pigou was also known for his defence, against Keynes’s criticisms, of the idea of
a tendency to full employment equilibrium under perfect competition, through the
Pigou effect, later embodied in Modigliani’s (1944, 1963) neoclassical synthesis discussed
later. This adjustment mechanism is set in motion by the positive impact that the price
reduction caused by increasing unemployment via the fall in money wages has on the real
value of money balances held by families. Thus, the increase in the real value of the
wealth of families brings out an increase in consumption and hence in aggregate demand,
leading to a fall in unemployment. Cf. Pigou 1933, 1950.
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a benefit (or suffer a loss), without having participated in the decision
of the economic agent directly concerned. When the (assumedly
rational, actually selfish) economic agent decides how much to pro-
duce and consume, s/he considers the effects of her/his action that
directly concern her/him but not the effects on others; this implies
that too little is consumed and produced of what generates external
economies and too much of what generates external diseconomies.
Hence the desirability of public intervention in the economic field,
aiming at stimulating with subsidies the former kind and deterring
with taxes the latter kind of activity. Welfare economics is precisely
the field of analysis that studies the nature and measure of such inter-
ventions, designed to drive the economy towards optimal situations for
the community as a whole. Pigou (1912) used the analytical tool of
consumer’s surplus, designating the gain of total utility obtained by the
buyer from exchange thanks to the fact that, while for the last (infini-
tesimal) dose purchased the price paid corresponds to the additional
utility obtained (marginal utility), the utility of the preceding doses was
greater than the price paid. The difference between these two magni-
tudes (measured in terms of money, under the assumption of constant
marginal utility of money), added up for all units purchased, gives the
consumer’s surplus. The choice between different situations is derived
by comparing the consumer’s surplus realised within the economy in
different cases: this is in fact the road taken by welfare economics.'?

In comparison to the traditional marginalist notion of perfect
competition, in which the firm is too small to be able to influence with
its behaviour the determination of the price, Marshall appeared to
assume a margin of freedom of firms in determining their behaviour.
This idea was developed in Joan Robinson’s (1933) theory of imperfect
competition, according to which the consumers do not consider as
identical the products of different firms; as a consequence each firm
faces a decreasing, and not a horizontal, demand curve, so that within
a certain range it is able to increase the price of its own product without
losing all its clientele. In a situation of this kind, the equilibrium of the
firm is possible even under conditions of constant or slowly decreasing
costs when the quantity produced increases.

13 Because of the assumption of constant marginal utility of money and of the assumption
that the demand curve does not shift when the quantity produced or consumed changes,
the notion of consumer’s surplus is exclusively applicable in the context of partial analysis
(in which it had been originally formulated by Marshall). Another dubious aspect of
welfare economics concerned the issue of interpersonal comparability of utilities, which
was essential for determining the compensation to be offered to render a change accep-
table to the agents who bear a loss while others obtain an advantage.
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Joan Robinson’s book remained within the traditional Marshallian
framework, relying on the notions of the firm and the industry.
The work by Edward Chamberlin (1899-1967) on monopolistic compe-
tition, published in the same year (1933), in stressing the margins of
freedom enjoyed by each firm because of the widespread presence of
market imperfections, remarked that in this way the very notion of indus-
try loses meaning, since its boundaries had been established artificially on
the basis of the assumption of homogeneity of the product of firms
included in the same industry. In the place of group of firms (the industry)
producing an identical commodity, we now have a continuum of quali-
tative variations among products of different firms. In this respect,
Chamberlin’s contribution represented a shift in the direction of the
modern axiomatic theory of general economic equilibrium, in which
each economic agent represents a case in itself.
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14  John Maynard Keynes

14.1 Life and Writings'

John Maynard Keynes was born in Cambridge, England, in 1883. His
father, John Neville Keynes (1852-1949), was a pupil of Marshall,
a scholar of logic and economics and author of The Scope and Method of
Political Economy (1891) but had preferred an administrative career to
prospects of a professorship, reaching the top of Cambridge University
administration; his mother, Florence Brown, was one of the first female
graduates of that university and the first woman to be elected mayor of
Cambridge.

Maynard’s curriculum was in keeping with the highest standards of the
bourgeoisie: secondary school at Eton, university at King’s College,
Cambridge. There he studied mathematics and classical humanities; he
was also elected into the elitist secret society of the Apostles, devoted to
‘the pursuit of truth’. By a few years older than Keynes, another Apostle,
the philosopher George Edward Moore (1873-1958), had rejected the
utilitarian identification between ‘to be good’ and ‘to do good’, proposing
an ethics of inner self-searching for truth and personal coherence. In the
climate of cultural renewal characterising the Edwardian period, to
Keynes and his friends this meant a radical reappraisal of Victorian
culture and ethics, manifested also in their personal conduct, marked by
extreme intellectualism and the pursuit of aesthetic pleasures, while,
departing from Moore, they rejected the idea of general rules of conduct,
substituted by confidence in the ability of the ‘elect’ to evaluate case by
case what the right behaviour would be.

This society enlisted among others Lytton Strachey, Bertrand Russell
and Alfred Whitehead. In the following decades, some of the Apostles, in

! The main biographies are those by Skidelsky (1983, 1992, 2000; 2010 for a synthesis) and
Moggridge (1992); now outdated is the biography by Harrod (1951). The Collected
Writings of John Maynard Keynes, in thirty volumes, were published on the initiative of
the Royal Economic Society between 1971 and 1989 (Macmillan, London).

199
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200 John Maynard Keynes

particular Strachey, with other leading protagonists of English literature
such as Virginia Woolf and Vanessa Bell, formed the Bloomsbury circle
(from the name of the residential area of London where the protagonists
of the circle lived). Keynes maintained close relations with this group, at
least up to his marriage.

After graduating in mathematics, in 1906 Keynes took the civil service
entrance examinations but, coming in second, had to content himself
with a job at the India Office (while the top of the list traditionally went to
the Treasury). There was little work to be done, and Keynes had the time
to write a treatise on the Indian monetary system (1913) and a long essay
on the theory of probability. Thanks to this essay, after a first unsuccessful
attempt, in 1909 he obtained a fellowship at King’s College, Cambridge,
of which he was an active member up to the end of his life. In 1908 he
resigned from the India office to became lecturer in economics at
Cambridge; his modest salary was paid by Pigou out of his own pocket,
thus continuing a tradition started by Marshall, whom Pigou had suc-
ceeded in the economics chair. As from 1911, with Marshall’s support,
Keynes took over editorship of the Economic Fournal; two years later he
also became secretary of the Royal Economic Society. He was to hold
these two appointments for more than three decades, a period in which
the Economic Fournal rose to become the most prestigious economic
journal of the time.

During the First World War, Keynes declared himself a conscientious
objector, although working at the Treasury on issues connected with
financing the war effort. In 1919 he was a member of the British delega-
tion at the peace conference in Versailles but opposed the reparations
imposed on Germany, considering them an unsustainable burden on the
German economy and society: thus he resigned and, once back in
Cambridge, addressed the subject in his highly successful The Economic
Consequences of the Peace (1919).2

By now a widely recognised writer, Keynes contributed on the main
issues of economic policy with a series of articles; he also published some
books, among which the Treatise on Probabiliry in 1921 (a revised version
of his 1909 fellowship dissertation, to which Keynes dedicated more years

2 Keynes’s criticisms were not based on the internal sustainability of reparations, i.e. on the
fiscal burden they implied, but on their external sustainability, i.e. the chances of realising
a surplus in other items of the balance of payments sufficiently large to offset unilateral
transfers for reparations. Keynes’s attention focused on the impossibility of generating
a sufficient surplus in the balance of trade and thus sparked off wide-ranging debate
centred on export and import elasticities to the exchange rate and to income. As a matter
of fact, Germany actually showed a substantial capital inflow, thanks also to loans from the
United States.
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of work and more care than to any other of his publications) and the Tract
on Monetary Reform in 1923.%> To his various academic responsibilities
he then added that of chairman of an insurance company and, in partner-
ship, launched into speculation on the exchange markets on his own
account and on behalf of relatives and friends (although the results were
not always happy). In 1925, having spent a great part of his life cultivating
male friendships, Maynard married a famous Russian dancer, Lydia
Lopokova.

In 1930 and 1936, respectively, he published the two works — the
Treatise on Money and the General Theory on Employment, Interest and
Money — to which he principally owes his fame as a theoretical economist.
Other important contributions were the lively and provocative essays
collected in the Essays in Persuasion (1931) and the well-documented
and incisive biographies collected in the Essays in Biography (1933).
In the same year that saw the General Theory published, in Cambridge
Keynes inaugurated the Arts Theatre, built almost entirely on his
own private funds; his wife Lydia was prima ballerina in the inaugural
performance. In the following year he had a heart attack and was obliged
to scale down his workload.

In 1940 he was appointed advisor to the Treasury and plunged once
again into problems of war finance, negotiating loans from the United
States. In July 1944 he played a leading role in the Bretton Woods
conference. Suffering a further heart attack, he died on 21 April 1946.

There is an immense literature on Keynes’s thought. Many concur that
the conditions of high and persistent unemployment in the 1930s
favoured the spread of Keynesian ideas. Some commentators stress the
distinctly British viewpoint taken by Keynes, who saw his country losing
positions to the United States. As for the international monetary system,
Keynes outlined schemes that took into account the interests of the
less strong currencies, as the British pound was likely to be in a world
dominated by the US dollar. Keynes intended to contribute to a reformed
system of capitalism, able to guarantee increasing fairness together with
freedom and efficiency, in opposition to totalitarian systems, fascism and
Nazism in Italy and Germany and Stalinism in the Soviet Union. He

3 In this work Keynes distinguished between internal and external stabilisation of the value
of money and declared a preference for stabilisation of internal prices rather than of the
external value of the national currency; he was therefore critical of the idea of the pound
returning to the gold standard — decided, however, a few months later, on 28 April 1925.
Moreover, by the decision of the then Chancellor of the Exchequer Winston Churchill,
return to the gold standard took place at the pre-war parity; this implied an overvaluation
of the pound and a loss of competitiveness for English manufacturers. Keynes criticised
the decision scathingly in a brilliant pamphlet, The Economic Consequences of Mr. Churchill
(1925).
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recognized the end of the ideology of laissez-faire in its most extreme form:
hence his critique of the then dominant theory, showing how insufficient
were the equilibrating mechanisms of the free market and his theorisation
of an activist economic policy.

14.2 Probability and Uncertainty

The Treatise on Probability must be interpreted in the light of the culture of
Cambridge at the time: the tradition of John Stuart Mill’s logical inducti-
vism (upheld also by Maynard’s father, who in his 1891 book attempted
an eclectic synthesis between it and German historicism). In the same
years that saw Keynes at work on probability theory, Bertrand Russell
(1872-1970) and Alfred Whitehead (1861-1947) went ahead on the
project of deducing mathematics from purely logical premises, publishing
the Principia mathematica (1910-13).

Keynes’s ambition was to build a general theory of knowledge
and rational behaviour, with respect to which the cases of perfect certainty
and total ignorance are the extremes. For this reason Keynes rejected the
frequentist interpretation of probability, applicable only to that class of
phenomena for which we can assume the possibility of an infinite series
of repetitions under unchanged conditions. He proposed, instead, a
rationalist approach, centred on the degree of confidence that it is
reasonable to have about a certain event, given the state of knowledge.
To economists, the importance of this view lies in the fact that it deals
with the problem of rational behaviour in a context in which the subject is
devoid of certainties. Rational behaviour is then connected to subjective
evaluations based on experience and personal intuitions; probability
calculus is the technique by which these evaluations are screened.

Keynes distinguished between the proposition that expresses the
probability of a given event and the confidence that one can have in
such an evaluation, named ‘weight of the argument’. When relevant
empirical evidence — understood as the set of information directly or
indirectly useful for our assessment of the event — increases, then the
weight of the argument increases, while the probability attributed to the
event may increase or diminish or remain unchanged. Moreover Keynes
rejected the idea that it was always possible to attribute a numerical value
to the probability of events: in some instances we can do it (for instance, in
the game of dice or mortality tables: in general, in all cases of actuarial
risk); in other instances we can express non-quantitative opinions on
partial ranking of events; in yet other instances the knowledge basis
is insufficient for us to formulate even relative judgments of this kind.
When confronted with events belonging to the second or third class, it
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may be rational to rely on conventional forms of behaviour, conforming to
or possibly anticipating the behaviour of the majority.*

14.3 The Treatise on Money

Various writings on the relationship between monetary phenomena and
short-period production levels within the framework of the Marshallian
approach were already available in the six years during which Keynes
wrote his Treatise on Money (1930).> On many counts, the Treatise, too,
belonged to this tradition; on other counts, it showed innovative elements
constituting a bridge to the radical novelties of the General Theory.

Keynes avoided head-on criticism of the theoretical nucleus of the
marginalist tradition, consisting of the idea of a long run equilibrium
characterised by full employment of resources, labour included, and by
the neutrality of money (that is, by the idea that the quantity of money in
circulation affects the level of prices but not the ‘real’ variables of the system,
such as production and employment levels). This view of the long period
thus remained in the background. As far as the monetary and financial
sector was concerned, the Trearise took up and developed the Marshallian
critique of the quantity theory of money, focussing attention on the demand
for liquid stocks rather than the velocity of circulation. The most interesting
novelties of the Trearise concerned the connections between monetary-
financial and real aspects: following the Marshallian method of short causal
chains, Keynes set out to locate, link by link, the cause-and-effect connec-
tions in the interrelations between changes in prices and in produced
quantities within a monetary economy in perennial movement.

In his analysis of the real side of the economy Keynes utilised a
two-sector scheme: one sector produces investment goods, the other
consumption goods. Keynes showed that it is not possible to attribute
analytical rigour to the notion of a general level of prices: a diffidence
towards aggregate notions typical of the Marshallian tradition, which
should be borne in mind when confronted with interpretations of

Thus, Keynes’s approach should be kept distinct from the subjective one developed a few
years later by Ramsey (1931), De Finetti (1930, 1931, 1937) and Savage (1954), who saw
probabilities in terms of subjective evaluations expressed through bets and thus generally
quantifiable. Moreover, the Keynesian notion of uncertainty, which played a crucial role
in his theory of money, income and employment, has rather more substance than both the
distinction drawn by Knight (1921) between probabilistic risk and uncertainty and
Menger’s treatment (1871) of the limits of economic agents’ knowledge. Cf. Roncaglia,
2009a.

> Let us recall here the books by Dennis Robertson (1890-1963), A Study of Industrial
Fluctuations (1915) and Banking Policy and the Price Level (1926); by Ralph Hawtrey
(1879-1975), Currency and Credit (1919); and by Pigou, Industrial Fluctuations (1927).
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Keynes’s theory based on the opposition between his (assumed)
aggregate ‘macro’ analysis and a disaggregated ‘micro’ one, which
would remain the foundation of economic theory.

The fundamental equations of the Trearise express the relations
between prices and demand and supply levels in the two sectors, pointing
to the elements that may cause prices to diverge from their equilibrium
levels. Keynes considered a sequential scheme that connects production
levels and realised profits, utilising notions of income, profits and savings
at variance with those normally utilised in modern national accounting
and with those that he himself was to utilise in the General Theory. At the
centre of the analysis — as in the General Theory — there was the distinction
between investments and savings. Insofar as they are an effect of the
decisions of two different groups of economic agents (entrepreneurs
and families), investments and savings may differ; their difference deter-
mines disequilibria between demand and supply in the two sectors, with
price changes that generate unforeseen profits or losses,® to which entre-
preneurs react with changes in production and employment levels.
Savings are assumed to be connected to wealth, hence to be relatively
stable in the face of short period changes in income. Cyclical dynamics
thus depends on the variability of investments. Given the scant influence
of investments in inventories, Keynes focussed attention on investments
in fixed capital, mainly dependent on long-run interest rates.

The Treatise illustrated the different channels of liquidity creation,
decisions on holding financial assets and international monetary
relations. Keynes stressed the desirability of an international monetary
standard and in the place of gold proposed a currency issued by an
international central bank constrained by the obligation to keep its value
stable in terms of a basket of internationally tradable goods. In this
context, characterised by fixed exchange rates, national monetary policies
lose any autonomy; thus it becomes necessary to resort to fiscal policies,
and in particular to public works, to support employment — another
theme taken up in the General Theory.

14.4 From the Treatise to the General Theory

The process of transition from the Treatise to the General Theory began
when the Treatise was about to appear. Keynes succeeded in viewing his

S In the Treatise terminology, profits corresponded exclusively to such unforeseen gains or
losses and were not included in the definition of income. However, interest on capital
advanced, usually included in the category of entrepreneurial income, was considered as
part of production costs and included in income.
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14.4 From the Treatise to the General Theory 205

own ideas with critical detachment as soon as he had put them forward,
and even while correcting the proofs of the Treatise he arrived at the
conclusion that a different analytical structure would have been better
fitted to support his main ideas on the governance of the market economy.
The key moment in the transition was from analysis of disequilibria to
analysis of underemployment equilibrium. While the causal nexuses
going from interest rate to investments and from these to income
remained, the possibility — indeed, the likelihood — was recognised that
the marginal propensity to consume might take on values lower than one,
which opened the way to attributing investments with a crucial role in
determination of the equilibrium level of income. Moreover, a theory of
interest rates was required. As for the theory of value, Keynes settled for
the more familiar confines of short-period analysis that, thanks to the
diffusion of Marshallism in England, could more readily be grasped by his
readers. Among other things, he was driven in this direction by Richard
Kahn, his pupil and closest collaborator.

Between the Treatise and the General Theory there are thus certain
crucial differences in analytical structure. The key idea, however,
remained unchanged: that in a monetary economy entrepreneurial deci-
sions on production levels do not lead automatically to full utilisation of
available resources. In the Treatise we find an analysis of disequilibria; the
idea of long-run equilibrium remained in the background. In the General
Theory, the main thesis concerns the persistence of equilibriums charac-
terised by unemployment. Hence the importance of active management
of the economy — primarily with the monetary-financial lever in the
Trearise and with both it and the fiscal lever (public expenditure in
particular) in the General Theory — in support of demand in the long run
and not only as an anti-cyclical device.

The influence of a group of Keynes’s students and friends (including
Richard Kahn, Joan Robinson, James Meade and Piero Sraffa) called ‘the
Circus’, and in particular of Richard Kahn, appears important for the
development of the analytical structure of the General Theory. Kahn’s
contribution consisted not only in the multiplier mechanism (Kahn
1931), although it constituted one of the three analytic pillars of the
General Theory, together with the notion of effective demand and the
theory of the rate of interest based on the speculative demand for
money, but also in suggesting reliance on the Marshallian short-period
equilibrium. As developed by Kahn 1929, this notion focussed on firms
endowed with some margins of strategic autonomy and some decision-
making power, not necessarily characterised by decreasing returns but
constrained in their growth by difficulty in finding market outlets for their
products. Thus we have market imperfections, outside of the Marshallian
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206 John Maynard Keynes

vulgata of perfectly competitive equilibriums that implied a passive role
for entrepreneurs, while in Keynes’s framework they had an active role
with respect to decisions both on production levels and on investments in
new productive capacity.

Within the Circus a variety of positions were represented. At one
extreme we find (with Meade and Austin Robinson) a more traditional
view, closer to the neoclassical tradition. At the other extreme we have,
with Sraffa, frontal opposition to it. At the centre, with Kahn and
Joan Robinson, we have views more directly influenced by Marshall’s
teachings, which eventually prevailed and indeed determined the
analytical framework adopted by Keynes. The compromise suggested
by Kahn (but also by Keynes’s Marshallian background), despite its
immediate success, subsequently showed significant limitations, in
comparison both to the neoclassical synthesis foreshadowed by Meade
and Austin Robinson and to a reinterpretation of Keynes’s contributions
internal to the classical framework revived by Sraffa.

14.5 The General Theory

The General Theory of Employment, Interest and Money appeared
in February 1936. It immediately found a wide readership, although not
repeating the success of The Economic Consequences of the Peace. However,
it did have a more solid influence, concentrated in the field of professional
economists: many young scholars soon adopted it as a basic reference
point in their own research work and teaching.

The General Theory is not an easy book, and many ‘Keynesian’
economists did not read it. Only this fact could have rendered possible
philologically untenable interpretations, like the idea that Keynesian
theory was based on the downward rigidity of wages and prices (when
chapter 19 of the book explicitly rejected this idea).”

First of all, let us recall Keynes’s aims and his views on the economy.
Defence of a liberal political system based, among other things, on
freedom of individual initiative in the economic arena required, according
to him, that the limits of the pure laissez-faire system be recognised; hence
the need for active intervention of the state in the economy, in the
interests not only of fairness but also of overall efficiency. Economic
agents take their decisions under conditions of uncertainty, as defined
in the Treatise on Probabiliry. At the methodological level, this led to

7 The assumption of downward rigidity of wages and prices may be utilised to get ‘Keynesian’
results in a different analytical framework, as was the case with the so-called neoclassical
synthesis, but not to interpret ‘what Keynes really meant’.

Downloaded from https://www.cambridge.org/core. IP address: 120.57.153.48, on 23 Sep 2017 at 09:26:36, subject to the Cambridge Core
terms of use, available at https://www.cambridge.org/core/terms. https://doi.org/10.1017/9781316798416.015


https://www.cambridge.org/core/terms
https://doi.org/10.1017/9781316798416.015
https://www.cambridge.org/core
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preference for open models, specifically designed for the problem under
consideration, to be built with caution, and pondering the conditions
under which individual causal relations hold. Various other aspects
of Keynes’s theory also derived from uncertainty, such as the role of
financial markets, which not only acted as intermediary between agents
with active and passive financial positions but also, and above all,
provided flexibility for inter-temporal choices and allowed entrepreneurs
to take decisions on production levels and investments concerning the
future. It is in this context that we find the distinction between short- and
long-run expectations, the former concerning choices on current produc-
tion, such that they can be promptly adjusted to results, the latter
concerning decisions on investment in fixed capital; for these the impact
of uncertainty is indeed strong.

The analytical structure of the General Theory rested on three pillars:
the notion of effective demand, the multiplier mechanism and the theory
of interest. All these are well-known aspects, but they occasionally suffer
some distortion — the first and third in particular — when illustrated in
university textbooks, so let us take a brief look at them here.

Chapter 3 of the General Theory is devoted to the principle of effective
demand. The point of effective demand is defined as the point of encoun-
ter of two curves: an aggregate supply function and an aggregate
demand function, conceptually different from traditional supply and
demand curves, since they relate the entrepreneurs’ evaluations
regarding costs on the one hand and receipts on the other to the
number of employed workers. More precisely, the aggregate supply
function Z indicates the minimum expected proceeds necessary to
persuade entrepreneurs to employ N workers, while the aggregate
demand function D indicates how much entrepreneurs expect to earn
by selling on the market the product they hope to obtain through
the employment of N workers. Both curves thus express the point of
view — the evaluations — of the same category of economic agents, the
entrepreneurs, not of two distinct and opposed groups of buyers and
sellers (consumers and producers).

Both expected costs and expected proceeds increase with the number
of employed workers. Thus both functions are increasing ones. However,
Z increases ever more rapidly (its second derivative is positive), while
D increases ever more slowly (its second derivative is negative). D is in fact
made up of two components, consumption and investment; according to
Keynes, because of a psychological law consumption increases less than
income, and hence than employment, while investments depend on the
entrepreneurs’ long-run expectations, so that they may be considered as
given in the context of determination of the point of effective demand.
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208 John Maynard Keynes

As far as Z is concerned, in the Marshallian context of Keynes’s theory it
was natural to assume that when the number of employed workers
increased (while, in the short-period context, it was assumed that the
productive equipment remained unchanged), the marginal cost turned
out to be increasing.®

The point of effective demand is the one at which D = Z. It thus tells us
the expected level of employment, and hence of production, given the
entrepreneurs’ short-run expectations regarding costs and proceeds.’

Decisions concerning consumption and investment are taken by dif-
ferent categories of economic agents (respectively, families and firms) and
thus follow two completely different logics. Consumption (and savings,
defined as their complement to income) essentially depend on income.
Investments depend on the entrepreneurs’ decisions (hence on their
expectations) and are independent from income. As a consequence, it is
investment decisions that determine the equilibrium level of income,
while savings adapt. More precisely, equilibrium income has to be such
as to generate an amount of savings corresponding (in the simplified
system without taxes and public expenditure and with no relations with
foreign countries) to the amount of investments generated by entrepre-
neurs’ decisions. It thus depends both on the level of investments I and on
the propensity to save s (s = S/Y, where § are savings and Y is income);
more precisely, on the equilibrium condition I = § (equality between
inflows and outflows in the circular income flow) and on the definition
of the propensity to save we get Y = I/s: the multiplier, namely that
multiplicative coefficient which, when applied to the level of investment,
gives equilibrium income, is equal to the inverse of the propensity to save.
When identifying the multiplier as the second of the three pillars of the
General Theory, we are referring not simply to this equation but to the
active role attributed to investments and the passive role attributed to
consumption and savings in determination of income.

®

This implied an inverse relation between real wage and employment analogous to the one
postulated by Marshall and all versions of marginalist theory in support of the thesis of an
automatic tendency to full employment. In Keynes’s theory, which rejected this adjust-
ment mechanism, the inverse relation was not essential; in fact, Keynes was ready to
abandon it when confronted with Dunlop’s 1938 and Tarshis’s 1939 empirical criticisms
and a sizeable mass of empirical evidence on the pro-cyclical nature of real wage move-
ments. Indeed, as is obvious, abandonment of that assumption reinforces the Keynesian
critique of the thesis of an automatic tendency towards full employment equilibrium.
Therefore, it should not be interpreted as a point of equilibrium between two opposite
forces of demand and supply, let alone as a stable equilibrium, as macroeconomics
manuals have long done. Keynes’s viewpoint and the textbook one only coincide under
the assumption that the entrepreneurs’ short-period expectations are always fulfilled, so
that expectations and uncertainty exit the scene, while Keynes’s thesis that supply (pro-
duction) adapts to demand remains.

)
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For the theory of investment, as for that of effective demand, Keynes
adopted the entrepreneur’s point of view. The latter decides whether to
invest by evaluating expected returns on investment and comparing
them with the monetary rate of interest indicating return on financial
investments, which constitute an alternative employment of available
funds. As pointed out previously, expectations relevant to investment
decisions concern the ‘long period’, since they cover the whole foreseen
life of the productive equipment acquisition of which is under consid-
eration, and decisions taken on their basis may be revised within such
a time interval only at high costs, while the expectations relevant for
decisions on current production levels and employment concern the
‘short period’, open to ready revision with relatively low if not zero costs.
Long-period expectations are not stable; on the contrary, precisely
because they concern so long an interval of time as to elude sufficiently
precise and reliable evaluation, they are far less stable than short-period
expectations.

The third pillar of Keynes’s General Theory was represented by the
theory of monetary and financial markets, with the rate of interest
conceived as premium for foregoing liquidity. This theory has two
main aspects, often misinterpreted in macroeconomic textbooks.
Firstly, behind the mass of large and small savers deciding what
form to keep their financial assets in loom the financial institutions,
the true protagonists of the decision-making process described by
Keynes. Secondly, the decision-making process itself does not concern
flows, on which traditional theory focussed, but the allocation of
stocks; thus the speculative demand for money dominates the transac-
tion demand for money. On well-developed financial markets transac-
tion costs are very low, and it is possible to revise daily, or even from
one hour to the next, decisions on the allocation of financial holdings
between the various possible assets.

Simplifying the issue, Keynes considered two kinds of assets: money,
extremely liquid since commonly accepted for all kinds of transactions
but not yielding income, and bonds yielding a predetermined yearly
coupon. As we know, the market price of pre-existing bonds increases
when the rate of interest decreases, and vice versa. As a consequence,
those who expect a fall in interest rates by the same token also expect an
increase in bond prices and will be buyers on the bond market, while those
expecting an increase in the rate of interest operate in the opposite direc-
tion, offering bonds in exchange for money. In the presence of different
opinions on the prospects facing the monetary and financial markets, the
rate of interest is set at each instant at that level which corresponds to
equilibrium between the two opposite ranks, the ‘bulls’ and the ‘bears’.
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