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The ‘pre-history’ of 
economics

•  Development of the main concepts
•  Individuals behaviour and classes of individuals



Why “pre-history”?

•  Two main streams of literature at the 
origin of Classical Political Economy: 
moral philosophy and pamphlets

•  In turn, these originate from the Middle-
Ages, when the foundations of crucial 
economic concepts were laid down, e.g.:

Private property (legitimacy?) 
Social class (economic sectors?) 
Money 
“Natural” Law 
Interest and usury 

Division of Labour 
Value 
Price level 
Balance of Payments 
… 



Ancient Greece
•  Greek thought revolved around concrete problems: 

Oikos-Nomos is the art of household management
•  Aim at regularity: life was dominated by calamities, either 

natural (e.g. epidemics) or social (e.g. violence, arbitrary 
exercise of power)
•  The polis is not qualitatively different from the family, only 

larger (but the sophists were in favour of a “social contract” 
hypothesis)

•  Plato: normative approach
– Three castes: philosophers, soldiers, farmers 
•  Stemming from nature (innate differences among persons)
•  Division of labour increases efficiency as everyone specializes 

in what, by nature, she is best fit for
–  Money is a symbol: against the use of gold or silver; it should be 

useless abroad 



Aristotle
•  Descriptive motive, based on induction. General 

prescription: what is “natural” is just.
•  Two classes of social phenomena

–  “Natural laws” are universal and necessary, others were instituted 
by legislation or custom

–  Slavery belongs to the first kind of laws. It arises from natural 
differences: cases of unnatural, hence unjust, slavery (mass 
enslavement)

•  Value in use (proper) and value in exchange (unnatural)
•  Just Price: corresponding to commutative justice 

(equivalence of values exchanged) 
–  Condemnation of profits from exchange (including interest, 

which stems from exchange of money)
–  Money as medium of exchange. Analysis develops from an ideal 

barter-society: money needs intrinsic value to be accepted 
(metallist view vs cartalist)



The Bible
•  Work as self-fulfilment: 
–  God assigned tasks to man, when creating him. Hence labour is 

part of the nature of man and of the divine project
•  Positive connotation: 
–  God works six days, rests on the seventh

•  After the original sin, “compulsory” work is a punishment
–  “cursed is the ground for thy sake …in sorrow shalt thou eat it all 

the days of thy life”
•  It remains part of the good behaviour, conforming to divine 

law, but it is a source of pain 
–  furthermore, working prevents men from sin



Middle ages

•  Typically international spirit (Church, Empire) 
•  The Church provided education and protection for the 

intellectuals (monks or friars) 
•  monastic orders frequently disagreed,  
•  substantial freedom of research outside the sacred precinct 
•  study and copy of the works of the past 

•  Christian religion was an oppressed sect. After Constantine, 
the Fathers were interested in the good behaviour of the 
individual, not in the optimal social institutions 

•  They looked for universal principles, uniform practice of confessors 
•  They acted on a “case law” basis 



Feudalism

•  Ideal Type:
•  3 social classes: peasants-serfs, aristocracy, clergy
•  Agriculture is the main economic sector, organized in (almost) 

self-sufficient productive units (castle)
•  Serfs worked for the nobles and for self-maintenance part of the 

time. They paid 1/10 of the product to the Church
•  Money exchanges mostly regard the nobles’ purchase of 

manufactured products from merchants and cities
•  Periodic trade fairs: supply of products highly irregular

•  In fact, feudalism coexisted with surviving ancient 
and rising capitalist institutions



The transition to capitalism
•  Cities were almost impossible to conquer
–  Artisans were organized in guilds and corporations. They ruled 

product quality, methods, technology, prices, costs, standards; 
provided contractual power and autonomy from the political power

•  Putting-out system: workers do not own the means of 
production.
–  Long-distance trade provides an incentive for further exploitation 

of serfs
–  First agricultural revolution (breeding) enclosures: from political 

power to private property and exclusive use

•  3 classes:   CAPITALISTS, WORKERS, RENTIERS 
(defined by the source of income)



The fathers of the Church
•  All men are equal before God. No Christian should accept 

being richer than anyone else.
– However, this is a “counsel of perfection”, not a precept.

•  Thomas: private property induces the practice of some 
virtues
–   Chrysostom: God assigned earthly goods to all men. 

Ambrose: private property originates from usurpation
– The Church itself became one of the major landowners
– Alms are a duty to fight poverty, not to modify social 

stratification

•  Slavery is not a natural (divine) institution



Scholastic contributions
•  While Aristotle had divided the sciences by subject, St. 

Thomas divided the sciences in “philosophicae disciplinae” 
and “sacra doctrina” (by method) 
–  The former are studied by human reason, the second makes use of 

revelation
–  Use of the principle of authority outside theology is a weak 

argument

•  Money is consumed in the act of being used:
–  rejection of interest
–  in fact, case-by-case: “damnum emergens” (injury), but not 

“lucrum cessans” (lost income)
–  Compensation for risk and trouble: usury is exploiting the 

borrower’s need, i.e. application of excessive interest



Scholastic contributions (2)

•  Government and private property are human institutions, 
instrumental for the Common Good

•  Just Price: price prevailing in the market in the absence of 
fraud or monopoly

•  Market price was largely affected by the political authorities
•  And by the social structure: “just” is the what allows the seller to maintain 

an “adequate” standard of living

•  Duns Scotus: cause of value is value in use
•  virtuositas is an intrinsic property to satisfy needs, while complacibilitas is 

the correspondence to one’s preferences
•  together with raritas (scarcity), the two determine value in exchange (price) 



Renaissance

•  worsening of the status of fixed-income classes (aristocracy and 
clergy), rise of a mercantile bourgeoisie interested in profits upon 
alienation

•  expansion of long-distance trade 
•  dramatic hyperinflation generated by the silver and gold from the colonies  

(QTM: Copernicus, Bodin)

•  Scientific methodology based on empirical evidence (Machiavelli)
–  press technology
–  new Universities

•  rise of National States (bureaucracy)	



Natural Law    (Normal? Just?)

•  Aristotle: “naturally just” is enforced by the necessities 
of life, as opposed to “institutionally just”

•  Cicero: natural law is the “jus gentium”, as opposed to 
(formalistic) civil law

•  It is the law which Reason establishes for all men, as opposed to the laws of a 
specific society (roman citizens vs foreigners)

•  St. Thomas: the set of rules that Nature imposes upon 
all animals, but also social necessity or expediency, “by 
virtue of the nature of the case”.

•  The concept becomes variable, assessment is the general opinion

•  Analytically, it frequently emerges from 
•  “historical reconstructions” of an imaginary early state of society
•  an ideal sequence of events that would be produced in the absence of 

perturbations 



the “natural law” doctrine 

•  Hostility to absolutism induced to construct 
arguments of “natural” rights (i.e. before society 
“enters”) 

•  Pufendorf:  
•  legal price, determined by laws; natural price, by common evaluation; just 

price, the common evaluation of experts 

•  Hobbes:  
•  the state of nature, characterized by maximum freedom, is a struggle of all 

against all.  
•  Rational consent brings men together under accepted conventions 

(consensus as principle of legimitation vs “the nature of things”) 



John Locke (1632-1704)
•  Land was given to all men, but as soon as they work on it, 

they acquire a right to the product. Everyone as a natural right 
to her person, including her work, hence on the product of her 
work. Thus, private property is a natural right 

•  Men and women were born with equal rights. However, men 
have greater capacity of producing wealth. This is the source 
(and legitimisation) of their dominance in the family and in 
society 
–  “God, in this text, gives not, that I see, any autority to Adam over 

Eve, or to men over their wives, but only foretells what should be 
the women’s lot, how by this providence he would order it so that 
she should be subject to her husband” 

•  Significant step toward the secularisation of the debate: 
Questioning the divine rights of kings, he questioned the 
traditional foundations of society 



the Bullionists  (not a School)

•  Cameralists: counsellors to the prince, administrators of the 
Treasury

•  The Prince’s or the national interest is the point of view

•  Money (gold) is the only wealth worth accumulating
•  It is an index of national wealth (political power) in the absence of statistical 

information
•  It is a stimulus to the exchanges, when raising money supply was impossible
•  devaluate the domestic currency, increasing domestic interest rates to 

generate an inflow of currency

•  the major problem of this view is the exclusively monetary 
explanation of real phenomena 

•  only the impact of the exchange rate (ER) on the Balance of Payments (BoP) 
was considered



Mercantilists   (not a School)

•  Pamphleteers defending the merchants’ point of 
view (e.g. the right to export money and metals)

•  BoP determines ERs. Different views: from the BoP 
causes a country’s wealth (Colbertism), to the BoP is 
a consequence (Serra)

•  Competition among nations.
•  Protectionism: incentives to exports, reduction of imports, 

control of prices and techniques, tariffs and barriers to intl 
trade, fiscal reforms, public enterprises, colonies and navy

•  Hierarchy of activities: intl trade, manufacture, agriculture



Summarizing: value
•  Methodology

•  Most writers up to the XVIII century adopt rudimentary forms 
of methodological individualism.

•  Reasoning is usually deductive. Descriptive and normative 
aspects overlap (as nature was created by God, hence “natural” 
is still a synonym of “good” and “just”) 

•  Theory of Value
•  most scholastics and mercantilists held (sort of) theories based 

on scarcity and utility 
–  the idea of mkt price requires regularity of exchanges (and methodology)
–  price was frequently regulated by corporations or set by a monopolist 
–  the small number of market exchanges regarded luxury goods, where price 

emerged from individual bargaining

•  but some point out that the “natural price” of a thing must have 
something to do with costs. Especially labour costs: the just 
price must reward the worker for her sacrifice



Summarizing: money

•  Individual Behaviour    (see below)

•  Monetary and Macroeconomic Theory
– most mercantilists would think that an increase in money 

supply will expand output (i.e. they see a strong role for 
aggregate demand), 
•  hence colbertism (protectionism + heavy role of the state)

– but several scholastic writers and mercantilist writers 
(e.g. Copernicus) held a primitive sort of QTM
•  In the debate on usury, some writers maintain that M affects the 

interest rate (hence they have a theory of the market for 
loanable funds) but they did not see an impact of i on Q



William Petty (1623-1687)
•  Professor of anatomy at Oxford, then Music in London
– Chief medical officer of the English army in Ireland, 

responsible of a geographical survey of the island 
• Founder of Political Arithmetic 
– Applying the quantitative method to 

the social phenomena: measurement is 
the major object 
•  He ried to estimate the velocity of circulation (Locke): 

weekly revolutions of payments for the poor people → 
1/52; quarterly payments for rents → ¼ 

– Mechanical view of nature (Hobbes, 
Galileo): natural laws “are written in 
mathematical characters” 
– Only objective causes, “leaving those 

that depend upon the mutable Minds, 
Opinions and Passions of particular 
Men, to the Consideration of others.” 



You ordered all things by measure, number, weight

•  Political body is a system of relations and exchanges 
subordinate to a political authority: no concept of an 
economic system

•  Primitive development of city-countryside relations (strong 
vertical integration)

•  Practical interest of policy-making
•  Institutional changes were necessary for the development of a 

capitalist system

•  Policy: Petty agrees with the objective of a BoP 
surplus, but he does not condemn import of 
consumption goods, if it enhances exports

•  Domestic employment and product are the major objective



Money and Market
•  Money

•  Tried to estimate the velocity of circulation (Locke). 
– Weekly revolutions of payments for the poor people → 1/52;  Quarterly 

payments for rents → 1/4
•  Land banks and institutional reforms to reduce the quantity of 

metals necessary for circulation

•  Dialogue of diamonds 
– an inexperienced buyer will see the exchange in 

isolation, hence she will think that price depends on 
bargaining ability

–  for a merchant it is part of a routine. She will compare 
the specific item to an ideal type of commodity, and 
determine the particular price by applying quantitative 
adjustments



Market Price
•  the commodity is an abstraction, developed to establish a 

general rule for a plurality of exchanges. Hence, the 
market is an abstraction

•  Its definition depends on the rule (e.g. the corn market, the food market, the 
market for goods and services)

•  To detect a regularity, a plurality of sufficiently stable events is necessary, 
hence the concept of market (or competition) cannot be applied to one-shot 
exchanges

•  What then is the price of the ideal commodity?
–  Natural price: “depends upon the few or more hands requisite to 

necessaries of Nature”
–  Political price: the cost of production in a given society. It will 

usually be sub-optimal (higher than the natural price) due to the 
technology actually in use and institutional inefficiencies

–  Current price: still a theoretical variable, is the political price 
expressed in monetary terms



Surplus Value and Relative Prices

•  Surplus (rent) is what remains of the product, after 
costs of production are deducted

•  Rent and costs expressed in physical terms (unit of product)
•  There is a problem of circularity if goods are different and 

quantities are substituted by values

•  When considering vertically integrated sectors, 
commodities will exchange in proportion to the 
Labour and Land necessary for production,

•  because these will be the ultimate costs of production



The Enlightenment



Theories of society

•  Natural Order: God created the Universe and “natural laws” 
regulating it (e.g. Newton’s Universal Gravitation) 
–  its intervention is not necessary, the universe is self-regulating 
–  the universe has a rational structure, it is then accessible to the human mind 

•  During the Middle Ages, society was regulated by authority and 
fidelity  
–  They were based on the assumption of the existence of God.  
–  A (hierarchical) social order is in the "nature of things", the positive law should 

not regulate against it 

•  Social Contract: with the rise of National States, Hobbes and 
Machiavelli clarify that in fact there is no need for legitimation: power 
is based on force  
–  Civil societies emerge in order to prevent violence, and the acceptance of power 

is rational obedience



Theories of society

•  Optimism in the “perfectibility” of man, through 
rationality 
– The notion of “progress” denotes a historical view 

 
Ø “Core” Enlightenment: with the emergence of new 

modes of production and social classes, natural laws 
were invoked to advocate for the reduction of medieval 
constraints upon individual freedom (laissez-faire)  

Ø “Periphery” Enlightenment: a spontaneous order 
emerges from individual interactions, as an unforeseen 
outcome (Hume), or as a result of benevolence 
(Hutcheson) 



the motives of human action 
•  In the Middle Ages, behaviour contrary to divine ends 

was deemed sinful, and absurd. Describing “what it is” 
would have implied providing legitimation 

•  With Humanism and Renaissance a debate emerged, 
when it was recognized that patterns of behaviour may 
be altruistic or egotistic: “passions” and “interests” 
were recognized 
–  “Interests” denotes all rational behaviour, however defined 
–  “Passions” denotes all non-rational behaviour, not necessarily 

irrational 

•  Libertine literature and chronicles of geographical 
explorations highlighted the variability of religious, 
political, moral and sexual habits: ethics is not innate  



Charles Bastiat, Baron de 
Montesquieu (1689-1755)

•  Montesquieu believes that differences among men 
are the same everywhere => observed differences 
across societies must depend on the social 
environment

•  Montesquieu’s contribution is important from a 
methodological point of view, for his emphasis on 
laws of cause and effect: 
– “It is not chance that rules the world […] There are 

general causes, moral and physical […] And if the 
chance of one battle – that is, a particular cause – has 
brought a state of ruin, some general cause made it 
necessary” (p. 169) 

•  And on the importance of social dynamics: 
•  “The intelligent world is far from being governed as the physical. For though the 

former has also its laws, which of their nature are invariable, it does not conform to 
them so exactly as the physical world. This is because, on the one hand, particular 
intelligent beings are of a finite nature, and consequently liable to error; and on the 
other, their nature requires them to be free agents.” (p. 2) 



Scotland: the invisible hand 
•  Hutcheson 

•  Man is a social animal, driven by self-interest and benevolence. Hence a 
spontaneous orderly society 

•  The best moral action is what ensures the maximum happiness to the 
maximum number of people 

•  Hume 
•  Institutions emerge from unforeseen individual actions  
•  Habit, more than reason, drives behaviour 
•  Luxury goods enhance the mind and stimulate activity 
•  Free trade: 

–  International trade is beneficial to all: BoP has a self-regulating mechanism: if 
BoP is in surplus, an inflow of gold would raise prices, worsening international 
competitiveness and the BoP (requires QTM + concept of price elasticity of 
demand) 



Bernard de Mandeville (1670-1733)
• The Fable of the Bees; or, Private Vices, Publick 

Benefits (1705) 
•  Mandeville imagines a prosperous village where everyone exhibit a love of luxury, 

prodigality, pride, vanity. As soon as everyone turned honest, respectability cut the 
level of spending, hence of production 

•  The natural state of nature is virtuous only in so far as a small society implies a strong 
social control. However, wealth accumulation requires larger societies (based on the 
division of labour) 

•  Politician should direct individual passions 
towards the common good, by adequate public 
management (laws, education, customs): not 
only a defence of vice and luxury (impossible 
to limit), but a call to politicians to pay 
attention to selfishness  



the Physiocrats 
•  the first “school”: recognized leader and disciples 

•  Journal Oeconomique, Journal d'agriculture, du commerce, et des finances, 
Èphémerides du citoyen  

•  Free-trade 

•  Only agriculture produces a surplus 
•  Mirabeau: intrinsic to the fertility of the soil 
•  Quesnay: given the technology and prices of agricultural and manufactured 

products 

•  Normative dimension:  
•  French agriculture was inefficient and the object of heavy taxation and 

corvées 
•  advocacy for a grande culture (higher capital intensity, efficient use of land) 



Cantillon 
•  Essai sur la nature du commerce en général, circulated as a 

manuscript and plagiarized (Gournay and Mirabeau): 
“precursor” of the Physiocrats 

•  connection between the parts of the “body politic” due to the circulation of 
commodities 

•  ownership of land creates the three fundamental social 
classes 

•  cities emerge from the aggregation of markets, where 
labourers find it profitable to reside 
–  hence, the overlapping of the subdivisions of society:  

•  geography: countryside, village, town;  
•  sectors: agriculture, manufacture, commerce;  
•  social classes: landlords, farmers, workers (including traders and 

entrepreneurs) 



QTM and theories of surplus 
•  agriculture is the crucial sector because it produces a 

surplus  
•  This surplus value must circulate through the economy by 

the expenditure of landlords 
–  Subjective theories of value consider the single act of exchange: 

both parties gain a “surplus”. The seller is not a producer, 
quantities are given

•  Surplus (net income) requires an objective theory of value 
•  Distinction riches - wealth  (value in use - value in exchange) 

•  Costs of production explain value, but they cannot be used 
to measure it: they cannot explain the prices of products, 
because they are determined as the sum of the prices of the 
means of production 



Cantillon on Value 
–  Petty solved the problem of circularity by employing labour and 

land as measures of value  
–  Cantillon deems labour a renewable resource, and reduces it to its 

cost of production 
•  Land remains as the only non-produced means of 

production 
–  Money is itself a produced commodity: its value is determined 

from the cost of production (metallist view) 

•  The only exception is the rate of interest, which is 
considered to depend on the velocity of circulation of 
money:  
–  Rate of Interest as price of loanable funds, determined by demand 

and supply 



Cantillon and the Physiocrats 
•  Rent is the only surplus because the other values are equal 

to their costs of production: Land only is not produced (it is 
costless) 

•  the Entrepreneur buys at known prices and sells at an 
uncertain price: profit is a premium for risk-taking 

•  the size of the population adapts itself to the demand for 
labour: wages are constantly given at minimum-of-
existence level 

•  Physiocracy (step forward):  agricultural products should be 
granted a bon prix, to induce investments 

•  Link from profits to the accumulation of capital 
•  Role of capital advancement for production and development (avances 

foncières, primitives, annuelles) 



Quesnay 
•  medical advisor to Mme de Pompadour 

•  philosopher of the Natural Law ("old school"): 
– Physical Law is "the regulated course of all physical 

events, which is evidently the most advantageous to 
mankind” 

– Moral Law is  "the rule of every human action 
conforming to the physical order, evidently the most 
advantageous to mankind"(private property) 

•  Value: S&D in agriculture, production costs for 
manufactured products 



the Tableau économique 

•  Tableau économique: relations (flows of money and 
commodities) allowing the survival of society 
– Exchanges of consumption goods constitute a small 

fraction of total exchanges 
– Assumes grande culture and only avances annuelles 

•  Subdivision of sectors and social classes: 
– Productive class: farmers and peasants / agriculture 
– Sterile class: merchants, artisans and workers in 

manufacturing 
– Aristocratic class: landlords (nobility and clergy) 





the Tableau économique 
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the Tableau économique 

•  methodological organicism  (simplification of an 
unmanageable number of transactions) 

•  all-pervading interdependence 
•  circular flow of income and expenditure (analogy money/

blood) 
•  production of income is separated from distribution 
•  capital as a series of advances, prerequisite of production 
•  static model: general equilibrium with a (consumed) surplus 
•  no QTM: if the nobility saves money, someone else's 

income is lost 



Laissez-faire, laissez passer 

•  the process of transformation of land and labour into 
consumers' goods will normally function without hitches if 
all commodities and services are produced on the unfettered 
initiative of competing producers   

•  if every individual is free to seek her (maximum) happiness, 
then everyone will "of course" achieve it   

•  no proof, no coordination failures, no consideration for institutions and 
given inequalities 

•  However, the bon prix is not typically arising from 
competition.. 

•  In fact, liberalism at the time actually meant opposition to 
medieval institutions and constraints and to Colbertism 
(monopoly, regulations, control) 



Turgot 
•  Subjective theory of value: exchange takes place when 

buyer and seller have different evaluations 
•  Price is the average of those upper and lower limits 

•  Laissez-faire as a critique of medieval institutions 
–  Defence of individual initiative 
–  Abolition of corvées and conscription 
–  Abolition of craft guilds 
–  Liberalisation of corn trade to prevent famines 

•  Price stabilization through free movement of commodities 
•  Profits are related to the anticipation of capital, 

proportionality of profit rates arises from competition (of 
capitals) 



Crisis 

•  In Quesnay’s model, the noblemen’s consumption 
is implicitly necessary for social reproduction 
(surplus absortion or “realization”) 

•  This will develop into theories of  under-
consumption (or over-production, “glut”) 



Adam Smith (1723-1790)



The Theory of Moral Sentiments 
•  Refusing the idea of a mathematical structure of Man and 

society is instrumental to considering a variety of interests 
and passions 
–  Hence, a complementarity of behaviours, driven by self-interest 

and by sympathy → das Adam Smith Problem: “it is not from the 
benevolence of the butcher … that we expect our dinner”) 

•  Sympathy is the ability to understand and share the feelings 
of others 
–  it induces us to evaluate our actions not only on the basis of their 

effects on ourselves, but on others too 
–  hp: “the chief part of human happiness is the consciousness of 

being beloved” 



The invisible hand 
•  Smith criticizes Mandeville on grounds of morality (and for the 

incitement to spending). However,  
–  Smith accepts the idea that not all the behaviours aimed at the pursuit of private 

interest are opposed to the public interest (Hume: mutual benefit from exchange) 
–  Adequate policies and institutions are required for the survival of society, as 

well as for its civil and economic development.  
–  In Book III the rise of commerce and towns is distorted (propelled or hampered) 

by policy. Policy can affect the division of labour and the accumulation of 
capital 

•  The concept of Sympathy allows Smith to identify an internal limit 
to egotistic behaviour, hence reducing the need for external limits  
–  These are necessary to sanction anti-social behaviour in those cases in which 

private interest is pursued against the public interest. 

•  Natural Liberty: policy of removing all those constraints that are not 
imposed by justice  
–  Under the adequate social institutions, free interaction of individuals produces 

not chaos but a rational order 



Sympathy 
•  Private interest becomes opposed to the public interest only 

if the former is selfishness  
–  The desire to be loved is an internal limit 
–  Social institutions are an external limit (rules of morality, from the 

observation of proper behaviour; and of justice, determined by 
law) 

–  these restraints to our self-love are necessary for the survival of an 
orderly society 

•  Self-interest: 
•  “Every man is first and principally recommended to his own care; and as he 

is fitter to take care of himself than any other person, it is fit and right that it 
should be so” 

•  Evaluating from the viewpoint of an impartial spectator: “we are not 
examining on what principles a perfect being would approve of the 
punishment of bad actions; but upon what principles so weak and imperfect 
a creature as man actually and in fact” does 



Man as a social being

• The propensity to enter into relations, and to barter and 
exchange originates the division of labour (DL)
•  “It is the necessary, though very slow and gradual consequence of a certain propensity in human 

nature which has in view no such extensive utility” (Hume)
•  “Man has almost constant occasion for the help of his brethren, and it is in vain for him to expect 

it from their benevolence only. He will be more likely to prevail if he can interest their self-love in 
his favour, and shew them that it is for their own advantage to do so for him what he requires of 
them” (Hutcheson, Mandeville)

•  In turn, the DL creates differences between people, which 
compound due to habit formation and education: 
– “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” (1776, p. 17-18)



Division of Labour (DL), the upside

•  DL implies a far larger productivity, but also larger 
production (it is often necessary to employ more 
specialized workers instead of less)

•  A single worker producing pins makes 10 pins a day, a pin factory with ten 
workers 50’000  

•  As a consequence, DL can only develop if there is sufficient 
demand: DL is limited by the extent of the market

•  Whatever is an obstacle to trade, is an obstacle to DL: this 
is one of the main arguments for economic liberalism



Division of Labour, the downside
•  DL is the source of social stratification 
•  “The man whose whole life is spent in performing a few simple operations [...] has no occasion to 

exert his understanding […]. 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 [...] unless 
government takes some pains to prevent it.” (1776, pp. 267-268) 

•  Smith only considers DL in the market: 
•  “But without the disposition to truck, barter, and exchange, every man must have procured to 

himself every necessary and conveniency of life which he wanted. All must have had the same 
duties to perform, and the same work to do, and there could have been no such difference of 
employment as could alone give occasion to any great difference of talents.” (1776, p. 18) 

•  I.e., women are left out, possibly because they belong 
elsewhere: 
– “It has been the principal cause of the rapid progress of our American 

colonies towards wealth and greatness, that almost their whole 
capitals have hitherto been employed in agriculture. They have no 
manufactures, those houshold and coarser manufactures excepted 
which necessarily accompany the progress of agriculture, and which 
are the work of the women and children in every private 
family.” (1776, p. 346) 



The assumption of rationality
•  Smith is said to have started the use of assuming individuals’ (full) 

rationality. This may bias is perspective on women: 
–  “a fact which I cannot help considering relevant, not for his pure economics of course, but all the 

more for his understanding of human nature [is] that no woman, excepting his mother, ever played a 
role in his existence: in this as in other respects the glamours and passions of life were just literature 
to him.” Schumpeter (1954, p. 177) 

•  However, rationality with the Classics is very different from the 
neoclassical concept:
–  “The voluntary actions of men may originate in their opinions, but these opinions will be 

very differently modified in creatures compounded of a rational faculty and corporal 
propensities from what they would be in beings wholly intellectual […] A truth may be 
brought home to his conviction as a rational being, though he may determine to act 
contrary to it, as a compound being” (Malthus, 1798, ch. 13)

–  The assumption is generally accepted as a first approximation, such as when “calculating 
the velocity of a falling body in vacuo”, even though “very few general propositions are 
just in application to a particular subject” (Malthus, 1798)



On rationality, again

•  The assumption is important methodologically: it is 
useful to understand men as volitious agents 
– “reason, in some degree or other, is as natural to man as 

passion. On this ground I speak of man as a rational 
animal, as having a tendency towards the ends, which he 
pursues through the intervention of forethought, as well 
as towards those which he pursues at the dictates of 
passion” (Senior, 1831, p. 77) 

•  The social sciences cannot ignore perceived ends 
(Keynes’ apple) 





Theory of value 
•  Value in use: “utility” (virtuositas), is a prerequisite 

of value in exchange: “the power of purchasing 
other goods” (riches vs wealth) 

•  ViU is the source of value. It may be “greater” or “smaller”, but 
it is not measurable, nor mono-dimensional 

•  Natural-law philosophers referred to labour as an 
index of the “toil and trouble”. It is the cause of 
absolute value (in exchange) 

•  Petty and Cantillon used labour (and land) as a 
standard of measure for determining relative values 

•  According to Smith, silver cannot be used to measure relative 
values, because its ViE changes over time 





Value and Labour 

•  Labour commanded: ViE can be measured by the 
quantity of  labour a commodity allows to buy 

•  In a society based on the division of  labour, exchanges of  commodities 
imply relationships among workers of  different sectors 

•  Choice is presented with philosophies of  natural law, but it arises from 
the hp that only the value of  labour does not change over time  

•  Necessary labour:  
•  “In that early and rude state of  society which precedes both the 

accumulation of  stock and the appropriation of  land … it is natural that what 
is usually the produce of  two days or two hours labour, should be worth 
double of  what is usually the produce of  one day’s or one hour's 
labour”   (opportunity cost) 



The capitalist system 
•  Physiocracy: in order to produce a commodity, means of production 

must be available beforehand. This stock is "capital"  
•  money always meets with demand at a premium (interest) because of the 

expectation of profits 
•  the propensity to save, not income, is the true creator of capital: "every prodigal 

appears to be a public enemy” 
•  regulation of financial markets in order to prevent crowding out of investments 

(S&D: given quantity of money, vs. Physiocracy) 

•  Capital is not an homogeneous quantity (a value) due to the division 
of labour (centrality of relative prices) 

•  surplus value depends upon the prices of the means of production and the price of 
the product 

•  Circularity: if in order to produce bread corn is necessary, and to produce corn bread 
(to feed the workers) is necessary, an objective theory of value cannot determine the 
price of one without prior knowledge of the price of the other 

•  Ricardo will find a solution using the analytical tool of mathematical equations. If 
variables are determined simultaneously, the prices of means of production are not 
determined BEFORE those of products.  

•  Time as a an analytical variable is not lost, but reference has to be made to a regular 
repetition of exchanges



Competition 

•  Competition within an industry is among sellers and among 
buyers. It implies the law of one price 

•  Here free competition is the ability to make exchanges (absence of  
barriers to trade) 

•  We can talk of  the market price of  a commodity as a theoretical variable 

•  Competition of  capitals is among capitalists, looking for the 
highest returns to their investments 

•  Here free competition is the ability to enter a market (absence of  barriers 
to entry) 

•  It implies that all prices will tend to the natural price, i.e. the system 
tends to a uniformity of profit rates among all the possible 
employments of  capital 

•  Hence, the price system is a guide to resource allocation: if  the price of  
a commodity is high, capitalists will earn extra-profits, attracting new 
firms in the mkt. The consequence is a reduction of  price and profit   

•  It is efficient because price movements will ensure that in each industry 
production roughly equals demand 



The Natural Price 

•  In a market society, the natural price is the value 
“neither more or less than what is sufficient to pay 
the rent of  land, the wages of  labour, and the 
profits of  stock employed” 

•  accounting identity: the value of  the product is equal to the 
total income produced 

•  Given the division of  labour, the natural price is 
the value that allows production to be continued 

•  theoretical condition: reproduction of  the system 

•  It is proportional to the relative difficulty of  
production, due to competition among capitalists  

•  costs of  production theory 



Different Interpretations 

•  “adding-up-of-components”: the natural values of  
the means of  production might be reduced to the 
respective wages (W), profits (P), and rents (R) 

•  If  we assume that value is determined by summation 
(Dobb), then W, P and R must be independent 

•  Smith never explicitly assumed that. However, the 
theory should be read in dynamic terms:  

•  Wages are assumed to be given (to a minimum-of-existence 
level) in the long-run, due to asymmetric bargaining power 

•  Profits are assumed to diminish with the growth of  stocks, 
due to increased competition and reduced opportunities 

•  Rents will tend to equal the whole surplus value (residual) 



The role of  demand 

•  rent is a monopoly price 

•  "the price of free competition ... is the lowest that can be taken", but  
•  "the price of monopoly is upon every occasion the highest which can 

be got” (no elasticity of demand) 

•  Salaries: wage fund theory in the short run, minimum-of-existence in 
the long run 

•  Aggregate demand: as a consequence of technical progress, the 
(relative) prices of manufactures will fall, while those of agricultural 
products will rise. Hence, rent will rise and profit fall 

•  Due to increasing returns to scale, higher demand implies lower costs and prices 



The Market Price 

•  Market price is the relative value for which a commodity 
is exchanged  

•  It is determined by a number of  irregular and contingent 
disturbances:  

•  although it is a theoretical variable, its determination is a matter of  
empirical observation 

•  The only exception is monopoly 

•  Under free competition of  capitals, it is subject to a 
general rule of  gravitation towards the natural price 

•  “as if ”: it is not determined by mathematical (natural) laws 

•  “demand” and “supply” do not denote curves nor any stable relation 
between quantity and price 

•  “Market clearing” implies a shift from “spontaneous order” to 
“economic equilibrium” 



Of wages 

•  Due to competition among workers, difference in 
wages among the different occupations will be 
proportional to the relative advantages 

•  (e.g. ease, dirtiness, honour, ...) 

•  A high-skilled worker will ask to be paid for the 
relative disadvantage implied by the job skill 
requirements 

•  Seasonal workers should be paid more, as a 
compensation for risk 



The economic system 

•  Society is divided into capitalists, landlords, and 
workers  

•  defined by the source of  income 
•  Smith finally separates the division into economic sectors 

and industries from that into social classes 

•  Surplus is the part of  product exceeding what is 
necessary to reconstitute the means of  production 

•  It can be used for: 
•  accumulation of capital: investment in new capital goods or 

subsistence of  productive workers 
•  unproductive consumption: luxury and subsistence of  

unproductive workers  



The Wealth of  Nations 

•  Wellbeing is measured by per capita income 

Per capita income is determined by (i) the Average Labour 
Productivity and (ii) the proportion of  productive 
workers over total population 
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(Un)productive Labour 

•  criticism of Quesnay:  
•  the surplus does not arise in agriculture only 
•  it cannot be computed with reference to a single sector 

•  productive labour reproduces the value of the capital that 
employs it, with a profit  

•  Smith associated this crucial distinction with other two:  
•  productive labour is paid out of capital (unproductive labour from income: 

e.g. personal servants) 
•  productive labour produces something that must be sold in the (capitalist) 

market 
•  Sometimes the definition was even confused with the idea that productive 

labour produces physical goods, stemming from the idea that p.l. should 
enlarge the stock of capital 



Labour Productivity 

•  ALP is determined by the development of  the 
division of  labour (DL): 
–  it saves the time to shift from a task to another 
–  it improves workers’ skills (due to habit and 

specialization) 
–  it facilitates progress in the techniques of  production, 

due to the attention to each specific operation 

•  DL within a firm generates different tasks 
(microeconomic DL) and different occupations 
(social DL) 
– due to imitation and spin-offs, it also generates 

specialization of  firms and emergence of  new 
industries (macroeconomic DL) 



Division of  Labour, again 

•  DL implies a far larger productivity, but also larger 
production (it is often necessary to employ more 
specialized workers instead of  less) 

•  A single worker producing pins makes 10 pins a day, a pin factory with 
ten workers 50’000   

•  As a consequence, DL can only develop if  there is 
sufficient demand: DL is limited by the extent of the 
market 

•  Whatever is an obstacle to trade, is an obstacle to DL 

•  DL is not economy of  scale: alternatives are not equally 
possible. Technical change and expansion of  the mkt take 
place in time 
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Political and economic liberalism 

•  First readers did not see a distinction  
•  critical of  both feudal/absolutist institutions and capitalist 

concentrations of  power (monopolies), Smith was 
considered as a progressive thinker (or a dangerous 
subversive) 

•  Condorcet: optimism on the perfectibility of  human being 
and society, by virtue of  the application of  reason 

•  M.Wollstonecraft: “A vindication of  the rights of  women” 

•  Political liberalism: 
•  Everyone is the best judge of  his/her interests 
•  Optimism on the human nature, granting an orderly society 

under sound institutions 
•  Scepticism on the unlimited possibilities of  Reason and on 

the true motivations of  rulers 



the French Revolution and Terror 

•  diffidence in Britain leads to radicalization 
•  Conservative reinterpretation of  Smith: economic liberalism as absolute 

liberty for the entrepreneurial class 

•  Book IV: “the interest of  the dealers … is always in some respect 
different from, and even opposite to, that of  the publick. […] the 
proposal of  any new law or regulation of  commerce which comes from 
this order… comes from an order of  men … who have generally an 
interest to deceive and even to oppress the publick” 

•  “No society can surely be flourishing and happy, of  which the far greater 
part of  the members are poor and miserable” 

•  Necker: the misery of  the poor is a fact of  nature, 
overpopulation will come to an end with sufferings and 
mortality (when population exceeds subsistence) 

•  Condorcet: social problems stem from human 
institutions (reformism in broad sense) 



Natural Liberty 
Three duties for the State: 

•  Protecting from violence 

•  Administration of  justice 

•  Establishment and maintenance of  public works and institutions that 
would not be in the interest of  individuals, though they are beneficial to 
society 

Cautious stance towards intervention and limitations of  liberty 

Optimism concerning the ability to regulate society 
DL: “the man whose life is spent in performing a few simple operations, 
of  which the effects too are perhaps always the same…has no occasion to 
exert his understanding…he naturally loses, therefore, the habit of  such 
an exertion, and generally becomes as stupid and ignorant as it is possible 
for a human being to become. The torpor of  his mind renders him not 
only incapable of  bearing a part in any rational conversation, but of  
conceiving any generous, noble, or tender sentiment… of  the great and 
extensive interests of  his country, he is altogether incapable of  judging” 



Human rights

•  American Declaration of Independence (1776): everyone is “endowed by the Creator with 
certain inalienable rights” 

•  French declaration of the rights of man and citizen (1789): “men are born and remain free and 
equal in rights” 



Malthus 



Poverty 
•  Individual vs mass poverty 
–  Poverty in rich and poor countries 

•  The roles (and failures) of   
–  Family,  
–  Market,  
–  State    (role of  the State in the economy?) 

•  Is it necessary? 
–  A problem of  will? (risk of  interference with individual 

responsibility) 
–  A problem of  resources? (Sen) 
–  Poverty and inequality (of  income?, of  opportunities?): 

capabilities and social exclusion 



Causes of  Poverty 

•  Individual poverty as lack of income: income can 
be produced by capital or labour 

•  Among those with no adequate capital income: 
– Those who cannot work and do not receive adequate 

support from their family 
– Those who do not find a job or receive too little a 

salary 
– Those who do not want to work 

•  Mass poverty: 
– Periods of  technical change (enclosures, factories, …) 

– Periods of  insufficient production? 



The Poor Laws 

•  1601: a tax administered locally  
–  choice between outdoor relief (distribution of  means of  

subsistence) and indoor relief (obligation to reside in 
workhouses) 

–  The burden of  local poor is on local taxpayers: they wanted to 
push the poor to emigrate 

•  Some authors claimed that income support was useless 
or even counterproductive 
–  Defoe, Mandeville: it is an incentive to idleness 
–  Senior: it reduces the incentives to work, hence efficiency, 

hence production and wages 

•  In 1772 migration of  the poor is prohibited, indoor relief  



Reverend Thomas Robert Malthus 
•  Essay on Population (1798) 
•  Population growth is limited by the availability of  means 

of  subsistence 
–  Agricultural produce grows in arithmetical proportion (1, 2, 3, 

4, …), population grows in geometrical pr. (1, 2, 4, 8, …) 

•  Automatic mechanism (misery or positive check):  
–  Pop. growth generates increases in food prices (reductions of  

wages), leading to lower birth rates and higher mortality rates 

•  Voluntary mechanism (preventative check): 
–  Vice: birth control (contraception, abortion, prostitution) 
–  Virtue: postponement of  marriage without immoral 

gratification 







the Dismal Science 

•  The theory is not new, but it was adopted by Classical 
economists 

•  Brings to light the limits of  what can be achieved by public intervention. 
•  Growing diffidence towards Political Economy 

•  Theoretical problems: 
•  It cannot be formally falsified: if  pop does not grow, and it is not limited 

by the resources, it could be adopting preventative checks 
•  Schumpeter (1954): the two laws are not independent 

•  Empirical error: 
•  Nassau Senior: the desire to improve one’s condition is stronger than the 

wish for marriage (drop in birth rates) 
•  Condorcet-Engels: science will proceed at least as quickly as population 

(second agricultural revolution) 
•  Thompson: birth rates depend on the socioeconomic status and 

educational attainment of  women 



Example: oil 





Implications of  the principle 

•  Iron law of wages: in the long-run, wages 
necessarily oscillate around the (social) minimum 
of  existence 

•  Fear of  poverty as inducement to industry 

•  Uselessness of  any attempt to improve the 
conditions of  the poor 
– A rise in living standards would inevitably be followed 

by population growth, hence a reduction of  real wages 

•  “conclusive” against the perfectibility of  mankind 
– Only the preventative check (vice) can improve the 

material wellbeing 



Examples of  policy implications 

•  Trade is inferior to agriculture: only the latter can 
permanently improve workers’ conditions 

•  Corn trade should be limited, as a high price of  
corn implies a high salary (while the other 
commodities would sell at lower prices) 

•  Housing shortage is positive, discouraging early 
marriage and preventing population to grow even 
more 



The debate on colonies 

•  Colonies were perceived as a source of  relief  for 
the poor, who could emigrate, or improve their 
condition after the other’s emigration (Torrens) 
– The principle of  population would deny that such an 

effect can be permanent 

•  Colonies were affected by under-population: 
migrants preferred to farm their own land rather 
than working in factories 
– Wakefield: land should be sold at a high price, in order 

to preserve manpower for factories, and develop a 
division of  labour 



Say’s Law 

•  Cantillon, Quesnay: without adequate consumption of  
landlords, a possibility arises of  general overproduction 
(lack of  aggregate demand).  
–  It would produce reduction of  income and employment (given 

productivity) 

•  Say, supporting Smith’s views, held that supply creates 
its own demand 
–  production growth implies growth of  purchasing power. It will 

be fully used, out of  the desire to improve one’s living 
standards: growth of  aggregate supply equals growth of  
aggregate demand 

–  Say’s identity: aggregate demand necessarily equals aggregate 
supply (and it is determined by the latter) 



Different interpretations 

•  Static terms: 
•  Any glut in the market for a good must correspond to inexhausted 

demand for some other.  

•  Price movements will imply that, under free competition of  capitals, 
production will correspondingly decrease in the first industry and 
increase in the second, with re-alignment of  market prices to natural 
prices 

•  Say’s equality: short-run disequilibria in single markets may exist, but 
there are adequate market forces that sooner or later will produce an 
equilibrium 

•  It constitutes a criticism of  Smith’s thesis of  the progressive reduction of  
profit rates 

•  Dynamic terms: 
•  In the long run, societies will always find demand for increased outputs 
•  Investment is more effective in boosting economic growth than 

consumption  



The role of  Saving 

•  Smith: “what is annually saved is as regularly consumed 
as what is annually spent, and nearly in the same time 
too” 

•  Ex-post: in a closed economy, aggregate demand equals 
monetary income. After the level production has been 
determined, aggregate income must equal aggregate 
production (apart from inventories change): it is a 
national accounts identity 

•  Ex-ante: decisions on consumption and saving are taken 
from subjects (households) different from those deciding 
the levels of  production and investments (firms). Equality 
of  the two only takes place at the equilibrium point 



Theories of  under-consumption 

•  Lauerdale: possibility of  over-saving. Saving as an 
outflow of  the circular flow of  production and 
consumption 

•  Malthus (and young J.S.Mill): argument of  the increases 
of  productivity 
–  investments increase the productive capacity according to 

technology. Demand increases according to social factors. The 
two increases might be different, leading to insufficient demand 

–  Malthus accepted the living standards hp, but due to his S&D 
theory of  prices, he thought that increased production would 
find a market only at lower prices, hence reducing profits, and 
possibly leading to a crisis 



David Ricardo 



Systematic effort 

•  Schumpeter: “Ricardian Vice” is considering 
natural and immutable laws the results of  
analyses based on simplifying assumptions 

•  Aim of  Political Economy is studying the 
production and distribution of the surplus  
– Two sectors: agriculture and manufacturing 

– Three classes (income categories) 



The distributive conflict 
•  Ricardo accepts Malthus’ Principle of  Population, 

hence he assumes that wages are given at a 
subsistence level (historical standard) 
– Hence, the surplus is divided between landlords and 

capitalists: coeteris paribus, a conflict emerges, over its 
distribution 

•  By assumption, landlords use their income for the 
consumption of  luxury goods, while competition 
induces the capitalists to invest nearly all their 
profits 
– As a consequence, accumulation of capital depends 

on the level of profits, i.e. the share of  surplus value 
accruing to the capitalists 



Accumulation and Growth 

•  Ricardo accepts Say’s Law, denying the 
possibility of  generalized overproduction, hence 
the quantities produced equal the quantities sold 

•  Hence, the level of  production depends on previous 
accumulation of  capital, but this does not imply full 
employment 

•  Apart from the (late) chapter on mechanization 
and the theory of  comparative advantages, 
Ricardo neglects technological change, and 
assumes that (net) income is (constantly) 
proportional to capital 
– Hence, the growth of  income is proportional to the 

growth of  capital, i.e. investments 
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Rent 

•  There is free competition of  Capitals, hence 
constant rate of  profit across sectors 

•  Rent is a monopoly price: it is determined as the 
difference between the net product of  the land 
(deducting profits) and the net product of  the less 
fertile land cultivated 

•  If  less fertile lands start being cultivated, rents on the already 
cultivated lands increase 

•  Due to competition among landlords, the 
“marginal land” pays no rent → rent does not 
enter into price 



Theory of  Differential Rent 
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The long-term trend 

•  Economic growth induces population growth. As more 
lands have to be cultivated, less fertile lands are used, and 
rents grow on the other lands 
–  Moreover, the marginal land proves ever less fertile, and profits 

decrease. The price of  agricultural products (agr) have to 
increase, thus lowering the profits in the manufacturing sector 

–  Under the new, lower, level of  profit, accumulation slows down 

•  Policy Implications: the price of  agr should be kept low, 
agr should be imported, to meet the increased demand 
for food without the cultivation of  the less fertile lands 

•  Comparative advantage: a free trade policy is 
advantageous to all, as specialization induces 
improvements in countries’ technology (intl. div. of  lab.) 



Labour Embodied  

•  Smith: in the “early and rude” stage of  society 
before the appropriation of  land and the 
accumulation of  capital, commodities will 
exchange for the quantity of  labour necessary for 
their production 
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Labour Commanded 

•  In a capitalist society, landlords will demand a 
Rent for the use of  their land, and capitalists will 
only advance their funds in exchange of  a profit 
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The corn-corn model 

•  Ricardo considers a sector producing a homogeneous 
product (corn) by means of  the same commodity (as 
means of  production and as payment to workers). For 
the marginal land: 

•  Due to the competition of  capitals, the same rate of  
profit must hold in all industries 
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What happens if  w is not given? 

€ 

pc = wcL + pc ⋅Kc( ) + r ⋅ pc ⋅Kc( ) ⇒

r =
pc − wcL − pc ⋅Kc( )

pc ⋅Kc

r	

w	



the labour theory of  value 

•  Malthus: “in no case of  production is the produce of  the 
same nature as the capital advanced” 

•  Ricardo turns to an “extended” labour-theory of  value, 
defining labour embodied as the labour directly and 
indirectly necessary for production: 
–  assuming that (rents and) profits are proportional to the labour 

necessary for the production 

•  It does not work as a theory of  relative prices, due to the 
presence of  fixed capital goods, of  different duration, 
different proportions of  fixed and circulating capital, 
different times required for production 



Money 

•  Gold and silver are produced goods, hence their 
value is proportional to the labour directly and 
indirectly employed for their production 

•  they are a measure of  value (numeraire) 
•  Money is the collection of  all the standardized means of  

payment: banknotes, bills of  exchange, … 

•  The purchasing power of  money can be 
decomposed into its price in terms of  gold, and 
the price of  any commodity in terms of  gold: 
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the Bullionist Controversy  

•  Gold standard: when money is convertible, foreign 
exchange rates are determined by the relative content in 
terms of  precious metals (within “gold points”) 

•  During 1790s-1815, high military expenses, low exports, higher prices of  
imported raw goods 

•  1797 (Restriction Act): inconvertible money. The price of  gold 
substantially grows above the price of  mint, sterling pound depreciates 

•  Ricardo: it is evidence of  excess money supply, leading to 
inflation (transfer of  resources)  

•  In a situation of  full employment (due to the war) government 
expenditure substitutes private expenditure 

•  The Bank of  England should separate the commercial activities from the 
issuing department 



Bullionist Controversy (2) 

•  Malthus (and anti-bullionists): the link is from the 
level of  prices to the quantity of  money, as supply 
necessarily adapts to demand 

•  Convertibility leads to the automatic equilibrium of  the BoP, 
but at the expense of  deflation and possibly recession 

•  1844: the Bank Charter Act reintroduces 
convertibility 

•  Currency School: only the currency counts as money, its 
issuing should be proportional to the gold reserves of  the 
BoE 

•  Banking School: deposits and credit instruments are part of  
money supply, which is therefore endogenous and cannot be 
controlled by the central bank. Hence discretionary policy 



Charles Babbage 

•  Division of  Labour is pursued by capitalists to 
reduce costs 

•  First Principle: substitution of  qualified with 
unskilled workers.  

•  simple operations can be performed by workers who do not 
need to be capable of  producing the whole product 

•  tendency to proletarization: unskilled workers earn lower 
wages (and they are less educated) 

•  Second Principle: substitution of  unskilled 
workers with machinery 

•  the easiest operations can be carried out by machines, the 
lowest paid workers are expelled from the market 

•  Tendency to increase the average level of  skills, and of  
productivity 



Karl Marx 



Crisis 

•  In Quesnay’s model, the noblemen’s consumption 
is implicitly necessary for social reproduction 
(surplus absortion or “realization”) 

•  This will develop into theories of  under-
consumption (or over-production, “glut”) 

•  Smith:  
– Savings are always expended, i.e. profits always 

invested 
– Lewis model for developing countries 



•  Malthus 
– Population grows faster than resources 

(overpopulation makes poverty inevitable, and “limits 
to growth”) 

–  if  W = C, P = I, R = CL (luxury consumption), then 
when I increases productive capacity, it is necessary 
that CL increase too, for C is given (iron law of  wages)  

•  Ricardo 
– Criticizes Smith’s theory of  value, but does not solve 

the issue of  circularity (but recognizes w/r conflict) 
–   P = I    =>   profit rate (r) = accumulation rate = 

growth rate 
– “Chapter on machinery”: may technical progress 

generate technological unemployment? 



Outline 

•  Historical Materialism 

•  Alienation 

•  Commodity Fetishism 

•  Exploitation 

•  Labour-Value and Prices of  Production 

•  Laws of  Development of  Capitalism 
– Tendency of  profit rates to fall 

– Increasing proletarization of  society 

•  Theories of  Capitalistic Development 



the Political Aim 

•  “the history of  all hitherto existing society is the history 
of  class struggles” 

•  “the communists openly declare that their ends can be 
attained only by the forcible overthrow of  all existing 
social conditions…. The proletarians have nothing to 
lose but their chains. They have a world to win.” 
–  State ownership and direct control of  the means of  production 

–  State as the political expression of  the proletariat      (no longer 
“a managing committee for the common affairs of  the entire 
bourgeoisie”) 



Historical Materialism 
•  Hegel’s dialectical method: thesis - antithesis - synthesis 

•  The sum of  the relations of production (between people) 
constitutes the economic structure of  society  

•  the real foundation, on which rise legal and political 
superstructures, and to which correspond definite forms of  
social consciousness 

•  Production relations are static -conservative-, while the forces of  
production (developments of  DL and technology) change -
progress-  

•  From the conflict, modifications of  the structure generate a revolution 
of  the superstructure 



Alienation 
•  The development from feudalism to capitalism implies a primitive 

accumulation 
•  During this process, an organization of  production based on the market and the 

private property of  production emerges, together with a social class of  free 
workers deprived of  any means of  production 

•  Tools, product, and the labour process appear to workers as 
extraneous entities, detached from them  

•  (1) workers do not own the means of  production, (2) they do not own the final 
product, (3) they do not control the organization of  production 

•  As a consequence, labour is perceived as a necessary (and 
unpleasant) means to an end (survival) 

•  Work is not voluntary, for its own sake (self-fulfilment): “it is not his own work, 
but work for someone else” 

•  Forced labour: work is imposed by the condition of  poverty (it is the only 
possible source of  income for the proletarians) 



Commodity Fetishism (1) 

•  Fetishism is the belief  that an object has a value or a 
power 

•  Classical economists distinguish wealth and riches  
•  an object needs a value in use to acquire a value in exchange 

•  then, value in exchange is a measure of  the (relative) difficulty of  
production: objects acquire value because work is needed, to produce 
them 

•  commodities are abstract/standardized objects, exchanged in markets 
(mkt is the regular repetition of  similar exchanges) 

•  Nature is the source of  Value of  in Use  

•  Labour is the source of  Value in Exchange 



Commodity Fetishism (2) 
•  In a society based on the DL, the cooperation of  everyone is 

necessary for the reproduction and survival of  society 

•  In the capitalist system, trade of  products and means of  
production takes place in the market 

•  What becomes necessary for the reproduction of  the system and for the 
survival of  individuals is the exchange of  commodities 

•  Ownership of  exchange values, and not collaboration, becomes the end of  
individuals 

•  Workers become a commodity as well, through the abstraction of  labour power 

•  “a definite social relation between human beings … in their eyes 
has here assumed the semblance of  a relation between things” 



the Critique of  Socialism 

•  According to the labour-theory of  value, the price equals 
the labour directly and indirectly necessary to produce 
the commodity (Ricardo) 

•  Hence, the wage equals the subsistence cost of  a worker’s family 

•  In a free market, commutative justice holds: since 
exchanges are voluntary, the values exchanged are equal 

•  “Scientific socialism” recognizes that this value is fair, 
and there is no “theft” in the exchange 

•  Exploitation of  the working class takes place not in the circulation 
sphere, but in the production sphere 



Exploitation (1) 

– Labour Power is the potential to exercise a productive 
activity 

– Labour is the exercise of  an actual activity 

•  Labour, through cooperation, has the ability to 
create value (in exchange) 

•  The person who acquires a commodity is entitled to enjoy 
its value in use 

•  Workers sell their labour power on the market, but 
capitalists employ workers’ labour 



•  A system that produces a surplus (either invested 
or consumed) needs to sustain unproductive 
workers, those who produce investment and 
luxury goods 
– Hence, the workers producing consumption goods 

cannot consume their whole product 

– Rationing is achieved by keeping the value of  the 
product higher then the purchasing power of  the 
workers who produced it 

– This implies a separation of  workers from the 
ownership of  their product 

Exploitation (2) 



•  The working day can be divided into 
•  Necessary labour, required to produce the means of  

subsistence of  the workers (and the means of  production) 
•  Surplus labour, the rest. 

•  The product of  surplus labour accrues to the 
capitalist 

•  Profit corresponds to unpaid labour, hence it is the 
consequence of  exploitation  

•  Capitalists try increase their surplus value, by extending the 
working time (absolute s.v.) or by reducing the necessary 
labour time (relative s.v.) 

•  Capital, the private ownership of  means of  production, is a 
social relation of  production 

Exploitation (3) 



A schematic representation 

•  The profit upon alienation thesis takes the form: 

           M - C - M’ 

•  Marx’s theory of  exploitation assumes: 

    M - C … C’ - M’ 



Economic Growth 

•  Marx distinguishes two sectors: sector 1 produces 
consumption goods (c), sector 2 produces the 
means of  production (v) 

€ 

c1 + v1 + s1 = C

c2 + v2 + s2 =V



Simple reproduction (1) 
•  in case of  simple reproduction of  the system, the entire 

surplus is consumed 
–  it is necessary that sector 2 produces the means of  production 

required by the two sectors 

–  sector 1 produces the subsistence goods required by the workers 
of  both sectors, luxury goods, and the goods consumed by 
unproductive workers 

€ 

C = c1 + c2 + s1 + s2
V = v1 + v2



Simple reproduction (2) 

•  On the market, the equilibrium condition is 

•  Sector 1 will buy its means of  production, in 
exchange of  the means of  consumption of  
workers and capitalists of  Sector 2  € 

c2 + s2 = v1



Expanded Reproduction 

•  If  a proportion q of  the surplus is invested,  

•  Economic growth is highest when   q = 1 

€ 

C = c1 + c2 + (1− q)(s1 + s2)

V = v1 + v2 + q(s1 + s2)



“Equilibrium” growth 
•  The theory shows that a capitalistic system may grow 

indefinitely, without problems of  demand 

•  A general over-production crisis can still take place, as 
investment decisions are decentralized, and different 
from saving decisions: the surplus might not be realized 

•  Also, a disproportion with respect to the equilibrium 
quantities in the two sectors may arise 

•  Technological development has to be considered 



Cycles and Development (1) 

•  Marx considers wages to be set by the bargaining 
power of  workers and capitalists 

•  Workers’ bargaining power is affected by the 
industrial reserve army: all those who are 
available to work (unemployed and under-
employed) 

•  When the industrial reserve army shrinks, 
workers’ bargaining power increases, and so do 
real wages 



Cycles and Development (2) 

•  When real wages grow, profits per unit of  product 
diminish, and firms are induced to increase the 
mechanization of  the process (relative surplus value) 

•  As a consequence, workers are expelled from the 
production process, and the industrial reserve army 
grows again 

•  At this point real wages begin lowering, and firms are 
financed, and induced, by the higher profits to employ 
more workers 

•  This way, a new cycle begins 



Cycles and Development (3) 

•  The theory allows for cycles and development to take 
place together: the normal functioning of  a capitalist 
economy exhibits technological development and cyclical 
oscillations 

•  Modern mainstream theories treat the two phenomena 
separately: 

•  Cycles are induced by modifications of  labour supply or aggregate 
demand 

•  Development takes the form of  equilibrium expansion (growth) 
•  The Phillips curve is not necessarily founded on bargaining power 



Laws of  movement of  capitalism (1) 

o  Increasing industrial concentration 
•  Capitalists fight a war against the proletariat and among 

themselves: competition is for the market, not within it 

•  Ever more artisans, self-employed and SMEs are driven 
out of  the market (proletarization), due to economies of  
scale, financial advantages, .. 

o  The results is increasing polarization of  society, 
between a small number of  powerful capitalists, 
and a large number of  proletarians 



Laws of  movement of  capitalism (2) 

o  Increasing misery of  the proletariat 
•  Capitalists seek to increase both absolute and relative 

surplus-value, thus increasing exploitation and lowering 
the relative condition of  workers, and promoting the 
deterioration of  working conditions 

•  Mechanization and increasing DL imply a reduction of  
workers’ skills  

o  Together with the first law, they imply the 
necessary violent expropriation of  the few 
capitalists by the many exploited workers 

•  Collapse of  capitalism is necessarily implied by its very 
working, it is an endogenous process 



An assessment 
•  In fact, the size of  firms grew tremendously since Marx’s times, 

with the emergence of  big trans/multi-national corporations 

•  But this did not lead to increased inequality nor bipolarization 
(emergence of  the middle classes) 

•  mechanization implied the reduction of  blue collars in assembly lines, and the 
emergence of  white collars (in the services sector and indirectly employed in 
industry) and skilled workers 

•  Part of  the surplus accrues to wages and salaries, workers could save and they 
now earn profits and rents  

•  The public sector developed dramatically 

•  A violent revolution and a socialist system only emerged in USSR, 
China, and some Latin American experiments, controverting 
Marx’s thesis on the endougenous evolution of  society through 
necessary stages (serfdom, feudalism, capitalism, socialism, 
communism) 



Laws of  movement of  capitalism (3) 
o   Tendency to a falling rate of profit 

•  Due to accumulation, the value of  capital increases over time: exploitation 
has to increase as well, if  profit rates should stay constant 

•  Let  s  be surplus-value,  v  the means of  subsistence of  workers (variable 
capital),  c   the other means of  production (constant capital)  

•  the rate of  exploitation is the ratio between surplus labour and necessary 
labour (s/v). The profit rate is: 

The “law” confuses values with quantities: if  technological development takes 
place in the production of  v or c, their quantity increases although their value 
decreases (growing means of  production require less labour for their production) 

€ 

s
v + c

=
s
v

1 + c
v



The problem of  transformation 

•  Even disregarding fixed capital, given the 
exploitation rate, different organic compositions of  
capital (c/v) lead to different profit rates 

•  It is necessary that capitalists exchange at production prices, 
different from the labour values, in order to redistribute 
surplus-value and comply with the equality of  rates of  
profits across sectors (required by free competition of  
capitalists) 

€ 

c1 + v1( ) + r ⋅ c1 + v1( ) = Ap1
c2 + v2( ) + r ⋅ c2 + v2( ) = Bp2



Transformation (2) 

•  r is the average rate of  surplus: 

•  The problem of  this solution is that sectors must 
also exchange the means of  production on the 
market, not only final products 

•  Thus, constant and variable capital must measured in terms 
of  prices as well 

€ 

r =
s1 + s2

v1 + c1 + v2 + c21



Sraffa (1960) 

•  (Labour) values are expunged from the analysis: 

•  Profits are still dependent upon the existence of  a 
surplus value, over and above wages, but does this 
still imply exploitation? 

  

€ 

aa pa +…+ na pn( ) ⋅ 1+ r( ) + Law = Apa

!
!

an pa +…+ nn pn( ) ⋅ 1+ r( ) + Lnw = Npn



  
the “Marginalist Revolution” 



Three revolutions ? 

•  “British School”   W.S. Jevons (1871) 
– Methodological Individualism, variable resources 

•  “Austrian School”  C. Menger (1871) 
– Imputation, role of  information and time 

•  “French School” L.Walras (1874) 
– General interdependence, given endowments 



Classical and Marginalist Worlds 

Vision Circular Flow Unidirectional avenue 

Problem Reproduction of  the system Allocation of  scarce resources 

Approach Objective Subjective 

Value Difficulty of  Production + 
Income Distribution 

Scarcity + Utility 

Method Aggregation,  

Separation of  issues 

Individualism, General Model 

Equilibrium Uniformity of  Profit Rate(s) Market Clearing 

Mechanism Competition of  Capitalists Competition of  Exchangers 



Jevons 

•  Uniqueness of  knowledge, inspiration from 
physics  

•  as economics “deals with quantities, it must be a 
mathematical science in matter if  not in language” 

•  Laws of  Exchange are found to resemble the 
Laws of  Equilibrium of  Static Mechanics 

•  The Nature of  Wealth is explained by the consideration of  
indefinitely small amounts of  pleasure and pain, just as the 
Theory of  Statics is made to rest upon the equality of  
indefinitely small amounts of  energy 

•  In order to use differential calculus, pleasure is 
assumed to be a continuous variable 



The Theory of  Value 

•  Goods are useful because they produce pleasure 

•  Utility is the measure of  this pleasure  
– Utility is an abstract relation between a person and a 

good (complacibilitas), not a property of  the good 

– Utility is measured by the willingness to pay: 
•  “a unit of  pleasure or of  pain is difficult even to conceive; 

but it is the amount of  these feelings which is continually 
prompting us to buying and selling, borrowing and lending, 
producing and consuming; and it is from the quantitative 
effects of  the feelings that we must estimate their 
comparative amounts” 

– Utility sets a ceiling to the willingness to pay: value in 
use determines value in exchange 



Homo Oeconomicus 

•  Pleasure and Pain are the only “springs of  action” 
–  Pleasure stems from Consumption 
–  Working generates Pain  

•  “the calculus of  utility aims at supplying the ordinary 
wants of  man at the least cost of  labour” 

•  However, it must contain all the transactions and productive activities, or 
there would be a violation of  the individual's budget constraint 

•  Economics deals with the best use of  limited resources 

•  Methodological Individualism: 
•  Preferences are given, and independent of  everything else (and of  

everyone else’s preferences) 
•  Social macro-laws can be reduced to the sum of  individual micro-

behaviours 



Notes 

•  Total and Marginal Utility 

•  Cardinal and Ordinal Utility 

•  Consumption and Labour Supply 

•  Opportunity and Real Cost 



Walras 

•  Walras tries to show that a market economy, in 
which decisions are decentralized, produces the 
goods that consumers value relatively more 

•  He thinks he demonstrates that, under perfect 
competition, an equilibrium set of  prices exist 

•  In this context, equilibrium means that  
i.  all markets clear,  
ii.  all individuals do not need nor wish to change their plans 

(the allocation is feasible, and expectations are fulfilled),  
iii.  all existing resources are used 



the “Pure Exchange” model 

•  Walras also considers production, but in the form 
of  transformation of  given resources (factors) into 
final products 

•  Production is “indirect exchange”:  
(i) final goods have a (positive) price because factors are 

scarce;  

(ii) factors have a price because final goods are demanded, and 
their price is proportional to the final good’s price and the 
relative scarcity of  the factor 

•  Saving is the exchange of  goods and services over 
time, the interest rate is the price of  loanable 
funds 



Hypotheses 

•  There are m exchangers and n goods/services 

•  Agents do not trade among themselves but with a 
clearing house, and they are Price-Takers 

•  They are endowed with preferences (u) and goods 
(e) 

•  They exchange goods in order to maximize utility 

•  Prices are discovered through a tâtonnement 
process 

•  No exchanges at disequilibrium prices 



A very simplified model 

•  Each ‘agent’ j, maximizes her utility from the 
consumption of  the goods, i: 

•  Under the constraint that the value of  her initial 
endowment be (at least) equal to the value of  her 
expenditure:  



It’s a familiar model

Net demand

Net supply



General economic equilibrium 

•  The market demand for each good is the sum of  
individuals’ demands: 

•  And market supply the sum of  individuals’ 
original endowments: 

•  The equilibrium is when all markets clear 
(quantity supplies equals quantity demanded).  
– We have i equations and i unknowns: according to 

Walras this grants a solution exists 



Böhm-Bawerk 

•  In Walras’ model we could consider production by 
considering ei goods produced through neoclassical 
production functions 
–  But there are problems (e.g. concerning the length of  

productive processes) 

•  The most solid marginalist approach with production 
appeared at the time the Austrian one: 
–  "On account then of  the different degrees of  durability of  their capitals, or, 

which is the same thing, on account of  the time which must elapse before 
one set of  commodities can be brought to market, they will be valuable, 
not exactly in proportion to the quantity of  labour bestowed on them (...) 
to compensate for the greater length of  time which must elapse before the 
most valuable can be brought to market.” (Ricardo, Principles of  Political 
Economy and Taxation, 1817: p.20-1). 



Keynes 



Keynes on textbooks 
•  Hick’s	IS-LM	model	is	the	most	famous	“Keynesian”	theory.	
•  Especially	from	two	points	of	view,	it	does	not	reflect	Keynes’	message	and	

method	in	The	General	Theory:	
•  Simultaneous	equilibrium	on	many	markets	(causal	nexuses	are	lost)	
•  Mechanistic	approach	(no	role	for	uncertainty)	

LM	

Y	

i	

IS	



The “Classical” view

r

Interest rate S

I
Saving, 
Investment



Keynes’ own summary
•  “The theory can be summed up by saying that, given the 

psychology of the public, the level of output and 
employment as a whole depends on the amount of 
investment (...) More comprehensively, aggregate output 
depends on the propensity to hoard, on the policy of the 
monetary authority as it affects the quantity of money, on 
the state of confidence concerning the prospective yield of 
capital-assets, on the propensity to spend and on the social 
factors which influence the level of the money-wage. But of 
these several factors it is those which determine the rate of 
investment which are most unreliable, since it is they which 
are influenced by our views of the future about which we 
know so little.”  [Keynes 1937 QJE] 



A contemporary: Kalecki 

W =CW
Π=C

Π
+ I =C

Π
+ s 1−w( )Y

! = ! + ! =  ! ∙ ! + 1− ! ∙ ! 
 ! =! + Π = ! ∙ ! + 1− ! ∙ ! 

“[...] Mr. Kalecki’s 
theory of  profits [...] 
can be paraphrased 
by saying that 
‘capitalists earn what 
they spend, and 
workers spend what 
they earn’.” (Kaldor 
1955/56, p. 96)  
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Keynes’ main aim
•  “In my opinion the main reason why the problem of crises 

is unsolved […] is to be found in the lack of what might 
be termed a monetary theory of production. 
[…] The theory which I desiderate would deal […] with an 
economy in which money plays a part of its own and 
affects motives and decisions […], so that the course of 
events cannot be predicted either in the long period or in 
the short, without a knowledge about the behaviour of 
money between the first state and the last.” (Keynes, 1933, 
Spiethoff-Festschrift, CW XIII, pp. 408 ff.) 





•  Rejects	the	frequentist	interpretation	of	probability		
•  This	theory	applies	only	to	events	that	can	have	an	infinite	
series	of	repetitions	with	unchanged	circumstances	(law	of	
large	numbers)	

•  These	events	are	a	very	small	subset	of	what	actually	happens		
	
•	Uses	a	rationalist	approach	based	on	the	degree	of	
confidence	that	it	is	reasonable	to	have	given	the	
circumstances	and	the	state	of	knowledge		
	
•	“The	probable	(...)	is	that	which	it	is	rational	for	us	to	
believe.	(...)	The	probable	is	the	hypothesis	on	which	it	is	
rational	for	us	to	act”		

	

Keynes: A Treatise on Probability (1921) 



Probability: recap
•  “once the facts are given which determine our 

knowledge, what is probable or improbable […] has 
been fixed objectively, and is independent of our 
opinion. The Theory of Probability is logical, therefore, 
because it is concerned with the degree of belief which 
it is rational to entertain in given conditions” (Keynes, 
1921, p. 3)

•  “The terms certain and probable describe the various 
degrees of rational belief about a proposition which 
different amounts of knowledge authorise us to 
entertain. All propositions are true or false, but the 
knowledge we have of them depends on our 
circumstances. […] To this extent, therefore, probability 
may be called subjective” (ibid., pp. 2-3) 



Knowledge Ignorance

Throwing a dice Your final grade for this course Name of the US 
President in 2037

(rare cases) (frequent cases) (rare cases)

Level of production 
(established product 

line)
Adoption of a new machinery or equipment Launch of a new 

product

Uncertainty

Weight of the argumenthigh low



What is rational to do?
•  “Is our expectation of rain, when we start out for a walk, 

always more likely than not, or less likely than not, or as 
likely as not? I am prepared to argue that on some occasions 
none of these alternatives hold, and that it will be an arbitrary 
matter to decide for or against the umbrella. If the barometer 
is high, but the clouds are black, it is not always rational that 
one should prevail over the other in our minds, or even that we 
should balance them,—though it will be rational to allow 
caprice to determine us and to waste no time on the 
debate. 

Some cases, therefore, there certainly are in which no rational 
basis has been discovered for numerical comparison. It is not 
the case here that the method of calculation, prescribed by 
theory, is beyond our powers or too laborious for actual 
application. No method of calculation, however impracticable, 
has been suggested.” (pp. 31-32)



Alpha Expected Utility 
•  AEU (Ghirardato et al. 2004): a set P exists (it is non empty, 

weakly compact and convex) of possible probabilities for each 
event. The agent maximizes a weighted average (with weights 
equal to α) of the minimum and maximum expected utilities in 
this set:

	
				

		α	is	an	index	of	ambiguity	aversion:	
					α	=	1:	Maxmin	Expected	Utility	Theory	
					α	=	0:	Maxmax	Expected	Utility	Theory	

V f( ) =αmin pi
i=1

N

∑ ui + 1−α( )max pi
i=1

N

∑ ui



Risk and information 

•  Radical uncertainty and risk are two extreme and unlikely cases. 
In most circumstances we have enough information to form an 
opinion, to which we associate a certain weight of the argument, 
a degree to which we believe we know 
–  When we collect more information, the weight of  the argument increases, 

while the probability estimate could increase or decrease, depending on the 
information  

•  Decisions that affect outcomes further away in time are 
increasingly taken under uncertainty. So uncertainty affects in 
particular:  
•  Financial markets (assets are evaluated considering their possible future 

value) 
•  Real investments (with which firms plan their future productive capacity) 

•  So   Li = L(i)   and   I = I(i)   are where the IS-LM model 
misrpresents Keynes’s ideas more 



The “beauty contest” in financial markets 



The instability of money and investment

•  In general, under conditions of uncertainty, we end up:
1.  Believing that the past is a guide for the future
2.  Assuming that our expectations about the future are correct
3.  Assuming that others (the majority) may have a clearer picture 

than ourselves

•  The consequence is a certain stability in the economy, only 
subject to sudden and unexpectedly large swings

•  The state of confidence becomes a crucial variable especially 
concerning decisions that have consequences in a distant 
future: investments; and portfolio allocation 



Money has a special role
•  Money is the unit of account. As the standard of value, its 

value is the only “certain” thing in the economy (1$ will 
always be worth 1$)

•  So our evaluation of money increases when we grow 
uncertain:
–  “partly on reasonable and partly on instinctive grounds, our 

desire to hold Money as a store of wealth is a barometer of the 
degree of our distrust of our own calculations and conventions 
concerning the future. Even tho this feeling about Money is itself 
conventional or instinctive, it operates, so to speak, at a deeper 
level of our motivation. It takes charge at the moments when the 
higher, more precarious conventions have weakened. The 
possession of actual money lulls our disquietude; and the 
premium which we require to make us part with money is the 
measure of the degree of our disquietude.” (Keynes, 1937)



The money market
•  “The demand for liquidity can be divided between what we may call 

the active demand which depends on the actual and planned scales of 
activity, and the inactive demand which depends on the state of 
confidence of the inactive holder of claims and assets; whilst the 
supply depends on the terms on which the banks are prepared to 
become more or less liquid. […]

•  Given the state of expectation of the public and the policy of the 
banks, the rate of interest is that rate at which the demand and supply 
of liquid resources are balanced. Saving does not come into the 
picture at all.

•  […] This means that, in general, the banks hold the key position in the 
transition from a lower to a higher scale of activity.” (Keynes, 1937b, 
CW XIV, pp. 221-222)



The interest rate as a monetary variable

i

Interest rate
(banks’) money 

supply

Liquidity preference

Demand and 
supply of cash



A second, more relevant, Keynesian problem

•  “Thus, under my scheme, liquidity preference is made up of 
two factors, one depending on the propensity to hoard, and 
the other on the scale of planning and activity and the level 
of costs. It is this total liquidity preference which in 
conjunction with the supply of money determines the rate of 
interest. […]
A rise in liquidity preference reduces (cet. par.) the demand 
for investment goods. A rise in thriftiness reduces (cet. par.) 
the demand for consumption goods. Effective demand can 
be injured by either of these two things.” (letter to D.H. 
Robertson, 5 December 1937, in CW, vol. XIV, p. 224)


