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Unit

1.1 MERCANTILISM

Objectives
After completing this chapter, you will be able to
• Understand what is Mercantilism
• Know the factors responsible for the growth of Mercantilism
• Understand the basic principles and polices of Mercantilism
• Understand Heckscher�s views on Mercantilism
• Know foreign trade and specie flow
• Know money, price level and interest rate

Structure:
1.1.1 What is Mercantilism?
1.1.2 Factors Responsible for the growth of Mercantilism
1.1.3 Basic Principles and Policies of Mercantilism
1.1.4 Heckscher�s Views on Mercantilism: Plenty or Power
1.1.5 Foreign Trade and Specie Flow
1.1.6 Money, Price Level and Interest Rate
1.1.7 Wages and Employment
1.1.8 Downfall of Mercantilism
1.1.9 Summary

1.1.10 Self Assessment Questions

1.1.1 WHAT IS MERCANTILISM?

Mercantilism is a system of commercial capitalism or merchant capitalism which
was introduced in different parts of the world during the period 1500-1750. It continued
up to the period, roughly speaking, when Adam Smith published his �Wealth of Nations�
in 1776. The term �Mercantilism� was coined by Adam Smith to describe the loose
system which dated roughly from the beginning of the sixteenth century. Mercantilism
includes a group of widely-dispersed writers on many important issues like trade and
commerce, money, employment and so on. These writers shared some common interest
and concern, but they did not have a common tool of analysis. There appears to have
little cohesion among the mercantilist writers in the sense that they did not have a
commonly-accepted body of ideas. However, in spite of the differences, they had some
broad agreement over certain basic issues of their time. They showed several unifying
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2 History of Economic Thought

Notes ideas. They had certain ideas having central tendencies. In the discussion of this chapter,
we will confine only to the broad generalisations of the mercantilist writers. We will
not take into account the differences of the individual writers.

Mercantilism had different meanings and connotations in different countries. In
Germany, mercantilism was called Cameralism; in France, it was called Colbertism
and in England, the system was called Mercantilism. It is a set of doctrines advocating
accumulation of gold and silver, favourable foreign trade balance, increase in state
power and prosperity of the nation. It is also defined as the economic counterpart of
political nationalism. It is a system of restrictive trade practices and is called a system
of protectionism. According to Heimann, mercantilism is the ideological justification
of commercial capitalism. Mercantilism, in fact, is the start of the political economy
of capitalism. It is during this period that Sir James Steuart brought out his book,
�Principles of Political Economy� in 1760. This was the first book on political economy.
Thus, mercantilism can be regarded as a force which gave birth to the system of
political economy. Mercantilist writers are, mainly, Sir Thomas Mun, J.B. Colbert, A
Serra, S.J. Child and S.J. Steuart.

1.1.2 FACTORS RESPONSIBLE FOR THE GROWTH OF
MERCANTILISM

Many factors are responsible for the growth of Mercantilism. They can be
discussed below:

1. Economic Factor. Towards the end of the fifteenth century, economic
changes were taking place in the European countries. Domestic self-
sufficiency was giving way to development of a system of exchange. The
market economy was developing rapidly. Agriculture was being replaced by
trade and commerce. It was necessary to expand the use of money. In fact,
the feudalism was being replaced by commercial capitalism. The feudal society
was rapidly breaking up, and commercial system was gradually evolving. All
these required a commercial system using money.

2. Political Factor. The political organisation, which was loose in the past came
to be replaced by a strong nation state. In such a state, law and order situation
had to be very strong, and the protective and regulatory function of the state
became very essential. Feudalism was superseded by the formation of nation
states in many countries. These countries required a strong government.
Political philosophers like Machiavelli and others stressed the importance of
a strong national state and Jean Bodin advocated for a benevolent monarchy.
Thus, what was demanded was a unified national state under a strong king.
In many countries, strong kings came to occupy the thrones. Some of these
kings were Tudor King and Louis XIV. The mercantilists advocated protection
under strong kings.

3. Religious Factor. The religious factor also became important for the growth
of mercantilism. The Reformation movement revolted against the supremacy
of the Roman Catholic Church and the authority of the Pope. A new religion,
known as Protestantism appeared on the scene. This religion was against
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Notesthe earlier Catholic religion. The new Protestant religion allowed acquisition
of material goods and property. Money became important in human life along
with the prospect of thrift and material efforts. The new religion was in favour
of complete liberty and freedom of individuals. The Protestant religion became
very strong in course of time and it was embraced by the merchants.

4. Cultural Factor. Cultural factor was no less important in the growth of
mercantilism. The cultural change in those days was propagated by the
Renaissance movement. This movement taught that men are free on this
earth and they can create and enjoy well according to their sweet will. They
need not bother about the so-called heaven. Emphasis was given to the
creative human activities, acquisition of wealth, trade and commerce. The
Renaissance movement was against the dictates of Medieval theology. The
new movement taught the importance of materialistic outlook and acquisitive
spirit. In fact, mercantilism was a reaction against the moral and idealistic
attitude of the Medieval period.

5. Scientific and Technological Factor. Inventions and discoveries facilitated
the rise of mercantilism. Many important explorers invented a new world
like the United States. There were also the discoveries like the mariner�s
compass, printing press and the like. Columbus discovered America in 1492.
Gold and silver mines were also discovered in the new world. People became
adventurous and were in search of new lands for trade and commerce. The
atmosphere was quite suitable for the growth of mercantilism.

6. Intellectual Factor. In many countries, intellectual development on new lines
became visible. The new philosophers like Erasmus, Bacon and others, new
artists like Leonardo da Vinci and Michael Angelo, the new scientists like
Galileo, Kepler and others introduced new areas and concepts of knowledge
which challenged all the earelier concepts and thoughts. For example, Sir
Thomas More�s Utopia challenged the existing basis of the state. In fact,
European countries during the sixteenth century were a new brave world
which emerged from the dark Middle Ages. There were new activities, a
new spirit of enterprise and a new subject to explore. The mercantilist idea
was advocated by many of these new intellectual writers. Thomas Mun openly
campaigned for the growth of mercantilism.

All the above factors combined to help the growth of mercantilism, which was a
new adventure in the direction of the commercial/merchant capitalism in the European
countries.

1.1.3 BASIC PRINCIPLES AND POLICIES OF MERCANTILISM

There are many basic principles and policies of Mercantilism. The following are,
however, the broad ones:

(i) The desire that the state must be made very strong.
(ii) Money is wealth and capital. There should be amassing of money in the form

of gold, silver and precious metals, which determine the strength of a nation.
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Notes (iii) Foreign trade must be encouraged so that a country can have favourable
balance of trade through the earning of export surplus. Every country should
try to export more and import less. This is a way of getting the inflow of
gold and silver by a nation.

(iv) All the exporting industries are to be encouraged and imports are to be
discouraged.

(v) A country should give more importance to the development of manufacture
and trade.

(vi) There should be a strong government for giving protection to the merchants
and maintaining law and order.

(vii) Colonies could be useful both as a market for exports and sources of supply
for raw materials.

(viii) Colonies could only be feeders to the mother country. All colonial trade should
be monopoly for the mother country.

(ix) A country should have its own ships for the purpose of trade.
(x) Wages should be low so that production cost and prices can be kept low.

These will help the growth of exports.
(xi) Population growth should be encouraged. People are the real wealth of the

country.
(xii) Mercantilism favoured increase in state power and wealth.
(xiii) A slowly rising price level is helpful to the producers and also for giving

incentive to production. It could lead to additional revenues.
(xiv) Mercantilists pleaded for increasing employment potential of a nation.
(xv) The mercantilist writers were in favour of a lower rate of interest as it will

give incentive to invest and produce.
(xvi) Mercantilism favoured a multiple tax system.
(xvii) Mercantilist writers were against the Medieval just price. They advocated

a system of market value.
(See also Heckscher�s Views on Mercantilism in the next section.)

1.1.4 HECKSCHER�S VIEWS ON MERCANTILISM: PLENTY OR
POWER?

Heckscher has examined various views on mercantilism by writers like Adam
Smith, Schmoller, William Cunningham and so on. Adam Smith considered mercantilism
a type of commercial policy and a system of protection. According to Schmoller,
mercantilism was essentially a policy of economic unity, which is, to a large extent,
independent of particular economic tenets. William Cunningham considered mercantilism
a force, striving after economic power for political purposes.

Heckscher found a confusing note in the above views. The confusion arose
between the ends and means of economic policy. Mercantilism is a system of national
economic unity. For avoiding confusion on trade between different countries, the
creation of a national customs system was found to be necessary by Heckscher.
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NotesMercantilist policy involved substitution of a scheme which would give the whole
territory the benefits that each town had tried to arrogate to itself. The national policy
could create a consistent national system or regulation of internal trade and industry
in towns and the country. Thus, mercantilist policy was based on a national policy.

According to mercantilist statement, the subjects of a state are means to an end.
The end is the power of the state itself. The mercantilist conception of what was to
a country�s advantage centered on two closely allied aspects of economic life. These
two aspects were the supply of commodities and the supply of money. Mercantilism
gave importance to a money economy. The mercantilists wanted to get maximum gain
for the country. This could be done by stimulating production and increasing the
competitive power of the country. The real gist of mercantilist doctrine was: Wealth
consists in money or in gold and silver. Therefore, mercantilists insisted upon an excess
of exports over imports. The distinction between bullionists and mercantilists is very
clear. The bullionists wanted to prohibit the outflow of bullion, whereas the mercantilists
brought forward a theory of balance of trade. Most mercantilists were favouring a
sort of inflation in the economy. Mercantilists believed in protectionism.

According to Heckscher, mercantilism involves a general view of society: a new
order of materialism in place of Medieval idealism and morality. If we analyse the
view of Heckscher on mercantilism, we come across the following thoughts:

(i) Mercantilism is a system of power. It is not so much a system of plenty as
believed by Adam Smith. However, Heckscher did not dispute the point that
was raised by Adam Smith by pointing out that mercantilism is a system of
plenty. Rather, Heckscher seems to have agreed with Smith when has says
that it is a system of commodity production.

(ii) Mercantilism is a system of increasing commodity production. This is
required for reaping greater gain in terms of more favourable balance of trade.
This also gives a country more competitive power in international market.

(iii) Mercantilism is out and out a monetary system. Money is specially necessary
when the economy becomes an exchange economy where it is used not only
as a medium of exchange but also as a unit of account. Mercantilism gave
stress on the accumulation of treasure.

(iv) Mercantilism represents a national system of regulation of trade and
commerce. Such a regulation is both internal as well as international.

(v) Mercantilism is a system of national economic unity. National unification
is required for both country and town, and also for the domestic and the
international traders. It organises different people and institutions along a
uniform line. Mercantilism aims at the unification of nation states.

(vi) Mercantilism is a system of defending the country and strengthening the
country both economically and politically.

(vii) Mercantilism is a system of protection. It supports protection to different
types of industries for their proper growth and expansion, so that these
industries can contribute to the earning of a favourable balance of trade by
exporting more than before.
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Notes
1.1.5 FOREIGN TRADE AND SPECIE FLOW

The mercantilist writers were in favour of having a favourable balance of trade,
which could be earned by exporting in excess imports. It should be noted that a balance
of payments must always balance over time because it is only a bookkeeping identity
of debit and credit. But a balance of trade need not be in balance. The surplus in the
balance of payments, which was emphasised by the mercantilist writers was the excess
of exports, both visible and invisible, over imports. This surplus will come to the home
country in the form of gold inflow. In fact, the mercantilists were thinking of the current
account in the balance of payments.

Foreign trade was regarded as very important in the mercantilist system. It is
evident from the title of Thomas Mun�s book �England�s Treasure by Foreign Trade�.
Viner observed that there was nothing wrong in emphasising on a favourable balance
of trade.

Why Foreign Trade?
The mercantilist writers have emphasised favourable trade balance (exports

exceeding imports) for the following reasons:

1. To make the country economically stronger through the excess of treasure
and wealth.

2. Foreign trade is the means to purchase cheaper raw materials from the
international market.

3. Foreign trade is also a way of selling out the domestic output in the form of
export. It is an outlet for the finished goods of the domestic economy.

4. The mercantilists were eager to earn money and wealth through foreign trade.
Money in the form of gold and silver, and other precious metals was very
valuable to the mercantilists. Money was equated to capital or wealth. Foreign
trade was a means of acquiring more and more money from other countries.

5. Foreign trade surplus was regarded as an index of economic welfare.
6. The mercantilists wanted to acquire bullion through foreign trade. They knew

very well that bullion will have a favourable effect on price. They pointed
out that a gently rising price level was very favourable for the growth of
industries, trade and commerce.

7. The inflow of bullion may also reduce the rate of interest. This is very essential
for increasing investment, output and employment.

8. One of the main objectives of mercantilism was to create more and more
employment opportunities for the people of the country. This could be made
possible by a favourable balance of trade, which will have several employment
creating effects.

9. The mercantilists believed that a country can be great only at the cost of
others. They were interested in making their own country relatively stronger
than the neighbouring countries.
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NotesHow to Attain a Favourable Balance of Trade?
The mercantilists followed a number of policies in order to maximise the net gain

from foreign trade. The main strategy is to increase the production of exportables and
reduce import of. Output in the domestic economy can be maximised by the following
methods:

(a) Land resources may be more fully utilised and fallow lands may be brought
under cultivation.

(b) More and more employment opportunities should be created in the country
so that the unemployed human resources are utilised for the purpose of
increasing production which can be exported.

(c) Better methods and techniques of production should be introduced in the
production process.

(d) For the purpose of increasing production and employment, the mercantilists
advocated a system of a low wage level.

(e) The colonies can be used for supplying raw materials to the mother country.
The colonies can also be used as a market for finished products.

(f) There may be an occupational shift of population from low productivity jobs
to high productivity occupations.

Trade Regulations and Policies: Export-Import Policy
(i) The mercantilists were in favour of exporting goods and services, particularly,

finished products. Export of raw materials was not favoured.
(ii) Raw materials are to be imported.
(iii) Certain types of import such as import of luxuries are to be totally banned.
(iv) The mercantilists did not favour export of bullion.
(v) They had a fear of foreign goods, and advised against to import foreign

finished products.
(vi) A country may import semi-finished goods to be processed for the purpose

of export.
(vii) It was advisable to carry on foreign trade with the country�s own ships.
(viii) Banks are to be established and the use of credit instruments is to be

facilitated.
(ix) Food import is to be restricted and food should be grown by improving the

agricultural sector.
(x) The government should register mortgages, sales and other commercial

transactions.
(xi) A colony should not be allowed to enter into foreign trade directly with another

country. All commodities should come to the parent country to be re-exported.
(xii) Some industries should be given subsidy. These industries are shipping, fishing

and so on which are taking part in the export trade.
(xiii) Imports are to be reduced to the minimum.
(xiv) Primary importance must be given to the development of export industries

and then the emphasis should be given to the development of agriculture and
other allied industries.
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Notes Great importance is attached to the state as the centre of all economic activities.
Control and regulation of the government are essential for the attainment of the most
favourable balance of trade. In this connection, the protectionist policy of the mercantilist
system may be discussed. The mercantilist system was, as discussed earlier, a system
of protection. It recommended protection for a few different reasons: (i) Protection
may be granted to the strategic industries. These important industries, which are strategic
for the nation both in terms of their export contribution and also in terms of their
contribution to economic development can be earmarked by the government of the
country. (ii) Protection may also be granted to the weak, but promising industries which
are at the infant stage of growth. (iii) Protection may also be granted to the defence
industries which are considered to be so essential for the country. (iv) The policy of
protection should be guided by the consideration of self-sufficiency. Those industries
should be given protection which are helpful for generating self-sufficiency and self-
reliance for the country. (v) Protection may also be given to the industries which are
engaged in producing import substitutes and export-promoting exportable, and at the
same time, are absorbing the unemployed and the underemployed labour resources of
the economy.

From all this, it appears that the mercantilist writers were well-informed and well-
balanced in their ideas on different aspects of foreign trade economics, including the
principles of protection. However, there appears to have been no clear explication of
the theory of balance of payment as it is used in modern times. The single most
important concern of the mercantilist writers was that the nation�s resources be used
in such a manner as to make the state as powerful as possible, both economically and
politically. In their scheme of things, money was very important for foreign trade. This
was perhaps the reason why mercantilist writers gave vent to the desire of hunger
for money. However, the lofty ideal of the achievement of a favourable balance of
trade is bound to be only temporary. Thomas Mun clearly pointed out that the inflow
of bullion is sure to lead to a rise in the domestic price level. In that case, the possibility
of export promotion appears to be bleak and self defeating. Another reason for which
the mercantilist writers are blamed is their self-centeredness because their foreign
trade policy directly impinges on the growth of other countries. The mercantilist writers
wanted to sell in the dearest market and purchase from the cheapest market. This
can easily lead to the beggar-thy-neighbour policy which is again self-defeating.
One country cannot be continuously the gainer in the international market at the cost
of others. This was not perfectly realised by the mercantilist writers.

However, there were writers who could very well understand the price-specie
flow mechanism and full implications of the effects of increased bullion on the domestic
price level. One such writer was John Locke. William Petty was against indefinite
accumulation of bullion. Thomas Mun also understood the effect of bullion on the
domestic price level.

However, the mercantilist writers were very pragmatic. They were not building
up any analytical engine, but suggested some practical measures so that the country
might be made strong through foreign trade.
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Notes1.1.6 MONEY, PRICE LEVEL AND INTEREST RATE

The mercantilist writers were in favour of accumulation of more and more treasure
for the country. Money, in fact, was equated with wealth and capital. They advocated
the amassing of gold, silver and other precious metals from foreign countries. A country
which does not have gold mines must amass gold through foreign trade. The slogan of
the day was: gold, more gold, more wealth and more power. It must not be forgotten
that the mercantilist system was essentially a system of commercial/merchant capitalism
which was primarily based on the materialistic notion. Thus, money came to the forefront
of all actions. Money was regarded as not merely as a medium of exchange but also a
store of value. The following are the reasons for attaching so much importance to money
in the days of mercantilism.

(i) Money is a form of working capital and wealth.
(ii) Money is a medium of exchange.
(iii) Money is a store of value.
(iv) Money was a unit of account.
(v) Money could facilitate trade and commerce.
(vi) Money was the lifeblood of the exchange economy, which developed during

the period of mercantilism. The importance of money in a market economy
emerging at that time can hardly be exaggerated.

(vii) A system of taxation was developing during the period of mercantilism, where
money was very essential for the payment of taxes. Needless to say, taxation
in barter system is obviously difficult.

(viii) Money was essential for making payment to the standing national armies and
also purchasing the war materials. Thus, the slogan of the sixteenth century
statecraft was: Money, more money and still more money.

(ix) Money was a convenient form of holding wealth in lieu of holding it in the
form of commodities.

(x) Money was demanded per se as an alternative form of holding wealth since
there were no immediate and sufficient investment opportunities for all people.
It was held against the rainy days.

(xi) The mercantilists felt the scarcity of money in the economy which was
standing in the way of development of trade and commerce. Therefore, money
was demanded for the expansion of trade and commerce.

(xii) Money could provide the sinews of war.
(xiii) According to some mercantilists, increased money supply can lead to

lowering of the rate of interest which would be very helpful for the expansion
of investment, output and employment. The thinking was akin to that of
Keynes. In this connection, Sir Josiah Child observed that low rate of interest
is the natural mother of industry, frugality and arts.

(xiv) More money supply, as can be made possible by the inflow of bullion through
foreign trade can be expected to lead to further development in the realm of
trade. Misselden observed that money is the vital element of trade. The fact
that increased money supply leads to lower interest rate was recognised by



10 History of Economic Thought

Notes Locke, Petty and Law, among others. The lowering rate of the interest can
lead to expansion of investment for trade and commerce.

The mercantilist writers knew very well that an increased money supply made
possible by a favourable balance of trade may lead to creeping inflation. According to
them, a falling price level is unfavourable to economic development and expansion.
They were rather in favour of a gently rising price level (mild inflation). In this respect,
they were more Keynesian and less Marshallian. They advocated mild inflation for a
number of reasons. It should be noted that the relation between money supply and
price level was known to many of the mercantilist writers. The money supply made
possible through a favourable balance of trade can lead to a number of favourable
effects on the economy. It can increase income which, in turn can increase the level
of effective demand in the domestic economy. The fact that a mild inflation can stimulate
economic development and prosperity will be evident from the following points which
perhaps were considered by the mercantilist writers while advocating the inflow of
more and more bullion or money supply:

(a) Mild inflation leads to more and more profit which can lead to more and more
incentive for production and investment.

(b) When the profit rate goes up, the rate of capital formation also increases.
(c) It is possible to have technical improvement during a period when the profit

rate is higher.
(d) Mild inflation creates a condition of buoyancy and boom in the economy.
(e) Mild inflation may lead to a reduction in the rate of interest which is helpful

for the expansion of investment and employment.
For all the above reasons, the mercantilist writers might have advocated a desire

for an increase in the price level. However, they could not understand that increased
money supply may lead to an unfavourable effect on the prices of exportables. They
wanted to make good the scarcity of money which was felt in many countries, including
England and Holland. The mercantilist writers were aware of the rudimentary working
of the quantity theory of money as proposed by David Hume. As pointed out earlier,
John Locke was well aware of the relationship between money and price level.
However, instead of relating price level with quantity of money, they related the
favourable effect of money supply (M) on the country is trade. Thus, it was not the
quantity theory of money what the mercantilists were emphasising, but instead, they
were emphasising the monetary theory of the volume of trade. The quantity theory
during the seventeenth and eighteenth centuries had the central proposition that money
stimulates trade. While developing the view that an increased supply of money leads
to reduction in the rate of interest, the mercantilists upheld the view that there is a
monetary theory of rate of interest. The mercantilists, however, were not in favour of
keeping money as idle treasure, rather they thought of money as an important part of
active balance for the purpose of circulation and use. However, needless to say, most
mercantilist writers failed to appreciate the hidden implications of Hume�s quantity
theory of money.
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Notes1.1.7 WAGES AND EMPLOYMENT

In the Middle Ages, unemployment was a problem. The main measure of
stimulating employment was the development of manufacturing industries. The concern
about employment was the main motive of the mercantilists. In Germany, under
cameralism, the government accepted the responsibility of creating employment
opportunities and maintaining them. This was also the principle adopted in England in
1795. A number of factors such as dear money policy, foreign competition, taxes and
regulations were considered to be mainly responsible for unemployment in those days.
It was pointed out that a high rate of interest lowers investment, output and income.
Mr. Child explained, however, that a high rate of interest will facilitate premature
retirement from business. Be that as it may, the mercantilist writers suggested a number
of steps for maximising the employment of labour in a country. Some of these steps
are discussed below:

(i) Cheap Money Policy: Under this policy, the rate of interest will be lowered
so that investment will expand and more employment can be created by
stimulating production.

(ii) Increasing the Favourable Balance of Trade: A favourable balance of
trade will have a positive multiplier effect on income, output and employment.
William Petty says that it is better to produce useless things than not to produce
at all. The inflow of money will create many opportunities for expansion. It
will raise the price level, which will have a number of good effects on the
economy. In fact, mild inflation created by the export surplus will have a
number of employment-creation effects. However, Malynes and Misselden
did not accept this view. They pointed out that bullion import will increase
trade without raising prices and this may increase employment. Export surplus
by itself may expand investment which would be helpful for creating more
employment, income and output.

(iii) Agricultural Development: Mercantilist writers advised that cultivation
should be extended to the unused land and certain types of import-substituting
crops may be grown.

(iv) Expansion of Industries: The mercantilist writers advocated the expansion
of industries, including trade and commerce. Thomas Mun observed that poor
people should be given employment first. For this purpose, he suggested the
development of agriculture and industry (fishing and shipping).

(v) Wage and Labour Policy: The mercantilist writers were in favour of
maintaining a low wage policy. Low wage, however, should be sufficient for
subsistence. According to them, the poor people should be given low wages.
If they are given higher wages, they will be idle, inefficient and the labour
supply in the economy will fall. This can be shown with the help of the
following diagram:
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Notes

Fig . 1.1.1
The above diagram shows that if the wage level is OW, labour supply is OP.

When the wage level is increased to OW1, labour supply goes down to OR. This shows
that there is the existence of the backward-sloping supply curve of labour. The
mercantilists believed in the utility of poverty and low moral condition of labourers.
All these compelled the mercantilist writers to advocate a minimum subsistence wage
level. They opined that if wage rate is increased, output will decline, and the ability to
accumulate specie via trade would be similarly reduced. The mercantilist writers
wanted to have maximum amount of labour supply in the economy, and at the same
time, a low wage level. For this, they advocated a high rate of growth of population,
which would be able to reduce the wage level through competition and at the same
time will provide maximum amount of labour for expansion of output for the export
sector. They advocated reduction in mortality, in the age of marriage and prevention
of emigration and encouragement of immigration. The mercantilist writers could not
understand the economy of high wages. They wanted hard work and efficiency from
the labourers, but did not want to give them the incentive of higher wages. The theory
by way of subsistence wage level, which was the basis of exploitation of the labourers
and was found in the classical political economy had its genesis in mercantilism.

Critical Appraisal
(i) The balance of trade theory was self-defeating in nature The mercantilists

did not consider the deeper implications of the effect of increased bullion on
the price level of the exportable commodities.

(ii) They wrongly thought that wealth consists in gold and silver and other precious
metals. They thought that wealth was the same thing as money or bullion.

(iii) The mercantilists regarded wealth as an end in itself.
(iv) The mercantilists advocated attainment of favourable balance of trade at the

cost of other countries. Their policy was self-centered. It also led to beggar-
thy-neighbour policy. In the international market, this type of zero-sum game
cannot continue for a long time without retaliation.

(v) The mercantilists were narrow nationalists. Their policy was against
cosmopolitan internationalism.

(vi) They wrongly considered that foreign trade is the most desirable occupation.
Adam Smith showed that all occupations are equally desirable and important.
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Notes(vii) Mercantilism was based on the policy of exploitation of colonies. With
mercantilism began the era of colonialism and imperialism. The merchant
capitalism under mercantilism was transformed into industrial capitalism in
later years, which was responsible for international inequality.

(viii) They lacked in broad-mindedness and advocated certain narrow policy
measures for their temporary gains.

(ix) The mercantilist writers were not in favour of the labouring class. They did
not recommend higher wages nor they understood the implications of the
economist of high wages.

(x) �The most misleading doctrine of the mercantilists was the oft-repeated
proposition that a country can get rich only at the expense of other countries.�

1.1.8  DOWNFALL OF MERCANTILISM

Because of the above criticism, mercantilism could not continue for a long time.
The intellectual reactions started against mercantilism since the sixteenth century. The
reactions became very prominent during the later years of the eighteenth century. In
the seventeenth century, it was found that the European countries no longer wanted
state regulation of economic life. The spirit of monopoly and regulation was gradually
dying out and in its place was introduced competition in all walks of life. The growth
of industries and the onset of industrial revolution changed the character of ownership
and control. Commercial capitalism of the mercantilist period was transformed into
industrial capitalism and many technological changes were introduced in the process
of production. Many changes were also make in wage legislation. Trade unionism came
into existence and the workers became more organised. The Industrial Revolution
produced a new philosophy of laissez faire and liberalism, which replaced the
restrictionist philosophy of mercantilism. There was also the growth of economic
individualism in many countries of the world. In this atmosphere of change, the wave
of mercantilism was gradually swept away. Mercantilism faced its downfall for another
reason. It was a narrow and partial way of analysing economic problems. It favoured
industry, trade and commerce, and considered agriculture to be almost a non-important
occupation. Mercantilism stayed away from the natural laws and rules. This provoked
a group of French philosophers to launch another school known as Physiocracy.
However, the mercantilist system was partially revived by the Keynesian economics
in the thirties the twentieth century.

Merits: All said and done, it must be appreciated that mercantilism was not
supposed to be a scientific analytic system. Its protagonists did not want to build up a
theoretical engine of analysis. During the period when mercantilism grew up, economics
did not have the status of a science. Still they understood the basic needs of the country
during that, period. Mercantilism has to be appreciated with reference to the relativist
approach to the history of economic thought. Most of the confusions are caused when
we take into account the general view of the mercantilist school. Some of the
mercantilist writers well appreciated the implications of their practical policies. For
instance, John Locke and Thomas Mun observed that wealth consists not in silver
and gold, but in land, houses and consumptions goods. Similarly, William Petty was
against indefinite accumulation of bullion. Mun knew the effect of bullion on the price
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Notes level and its negative repercussions on exports. They had also an idea of the Quantity
Theory, particularly the effect of money supply on the price level.

Many economists and politicians appreciated mercantilism as an appropriate policy
to achieve national self-sufficiency and expansion of state power. Adam Smith indirectly
supported mercantilism when he said that �defence is more important than opulence.�
This was exactly what mercantilism implied. The mercantilists aimed at building up a
strong state and hence, wanted to achieve the goal even by weakening the economic
powers of the neighbouring states. The mercantilist writers were interested in optimum
employment for this, and they suggested a number of useful steps. The preoccupation
of the mercantilists with gold inflows was no childish obsession, but an intuitive
recognition of the connection between increased money supply and lower rate of interest.
Keynes paid a tribute to the mercantilists for recognising the fact that it was very
difficult to give inducement to investment which was so crucial for economic
development. The mercantilists also recognised the favourable impact of inflation on
employment, income and output.

Since the scarcity of money was a frequent complaint during the period of
mercantilism, it was but natural for them to arrange for more money for the expansion
of trade and commerce. This is perhaps the reason why they were in favour of more
and more money. The economic setting of the mercantilist world made free multilateral
trade unworkable and it required a system of bilateral control. Money was also
necessary as sinews of war was apparent in the days of Henry VIII. The mercantilists
brought economic questions to prominence, and in doing so, they helped the development
of Physiocracy. In the Relativist sense, mercantilist policies were appropriate for that
time which wanted to promote a strong nation state in the midst of chaos and disorder
of the feudal system. Needless to say, many writers of the mercantilist period adhered
to the liberal principles. Keynes indeed found some scientific truth in the philosophy
of mercantilism.

1.1.9 SUMMARY

The term �Mercantilism� was coined by Adam Smith to describe the loose system
which dated roughly from the beginning of the sixteenth century. Mercantilism includes
a group of widely-dispersed writers on many important issues like trade and commerce,
money, employment and so on.

Factors responsible for the growth of Mercantilism are: (1) Economic Factors,
(2) Political Factors, (3) Religious Factors, (4) Cultural Factors, (5) Scientific and
Technological Factors and (6) Intellectual Factors.

Basic Principles and Policies of Mercantilism are: (i) The desire that the state
must be made very strong. (ii) Money is wealth and capital. There should be amassing
of money in the form of gold, silver and precious metals, which can determine the
strength of a nation. (iii) Foreign trade must be encouraged so that a country can have
favourable balance of trade through export surplus. (iv) All exporting industries are to
be encouraged and imports are to be discouraged. (v) A country should give more
importance to the development of manufacturing and trade.



Mercantilism 15

NotesHeckscher has examined the various views on mercantilism at writers like Adam
Smith, Schmoller, William Cunningham and so on. Adam Smith has considered
mercantilism a type of commercial policy and system of protection. According to
Schmoller, mercantilism was essentially a policy of economic unity which is to a large
extent, independent of particular economic tenets. William Cunningham considered
mercantilism as a force, striving after economic power for political purposes.

Mercantilist policy involved the substitution of a scheme which would give the
whole territory the benefits that each town had tried to arrogate to itself. The national
policy could create a consistent national system or regulation of internal trade and
industry in towns and countries. Thus, mercantilist policy was based on a national policy.

The mercantilist writers were in favour of having a favourable balance of trade
which could be earned by exporting more than imports. It should be noted that a balance
of payments must always balance over time because it is only a bookkeeping identity
of debits and credits. But a balance of trade need not be in balance. The surplus in the
balance of payments which was emphasised by the mercantilist writers was the excess
of exports, both visible and invisible, over imports. This surplus will come to the home
country in the form of gold inflow. In fact, the mercantilists were thinking of the current
account in the balance of payments.

Money, in fact, was equated with wealth and capital. They advocated the
amassing of gold, silver and other precious metals from foreign countries. A country,
which does not have gold mines must amass gold through foreign trade. The slogan of
the day was: gold, more gold, more wealth and more power. It must not be forgotten
that the mercantilist system was essentially a system of commercial/merchant capitalism
which was primarily based on the materialistic notion. Thus, money came to the forefront
of all actions. Money was regarded as not merely as a medium of exchange but also a
store of value.

In the seventeenth century, it was found that the European countries  no longer
wanted state regulation on economic life. The spirit of monopoly and regulation was
gradually dying out and in its place was introduced competition in all walks of life. The
growth of industries and onset of industrial revolution changed the character of
ownership and control. Commercial capitalism of the mercantilist period was
transformed into industrial capitalism and many technological changes took place in
the process of production.

1.1.10  SELF ASSESSMENT QUESTIONS

1. What is Mercantilism?
2. What are the factors responsible for the growth of Mercantilism? Discuss.
3. Explain the basic principles of mercantilism.
4. Discuss the policies of Mercantilism.
5. Write a note on Heckscher�s views on Mercantilism.
6. Explain foreign trade and specie flow mechanism.
7. Write note on: (i) Money,  (ii) Price Level and (iii) Interest Rate
8. Discuss the term wages and employment in Mercantilism.
9. Account for the downfall of Mercantilism.

! ! !! ! !! ! !! ! !! ! !
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Notes

Unit

1.2 PHYSIOCRACY

Objectives
After completing this chapter, you will be able to:
• Understand Physiocracy
• Know the comparison between Mercantilism and Physicoracy
• Understand the basic principles and policies of Physiocracy
• Know the Natural Order
• Understand the Circulation of Wealth
• Understand the Concept of Taxation
• Know the Critical Appraisal and Downfall

Structure:
1.2.1 What is Physiocracy?
1.2.2 Comparison between Mercantilism and Physicoracy
1.2.3 Factors Responsible for The Rise of Physiocracy
1.2.4 Basic Principles and Policies of Physiocracy
1.2.5 Natural Order
1.2.6 Net Product (Product Net)
1.2.7 Circulation of Wealth (Tableau Economique)
1.2.8 Taxation
1.2.9 Critical Appraisal

1.2.10 Downfall
1.2.11 Merits
1.2.12 Summary
1.2.13 Self Assessment Questions

1.2.1  WHAT IS PHYSIOCRACY?

Physiocracy is a reaction of a group of French men against the materialistic, rigid,
restrictive and controlled merchant capitalism of the mercantilists. The system of
physiocracy developed in France in the middle of the eighteenth century. Physiocracy
means the rule of Nature. It is regarded as �a rationalisation of certain specific political
aims.� Adam Smith considered physiocracy a school of agriculture. The physiocrats
considered themselves as economists. The physiocrats believed in some natural power
which is responsible for human happiness and prosperity. In a sense, physiocracy was
a political and social system. The physiocrats put forward a complete system of political
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Noteseconomy where rule of nature was supreme. It was really the movement for going
back to nature and its rustic simplicity. The physiocratic school was more coherent
and systematic compared to mercantilism. It was well-organised and more or less
orderly. The school was founded by Francois Quesnay.

There were many members of the physiocratic school. The most famous members
were: Francois Quesnay, Dupont de Nemours, A.R.J. Turgot, Mirabeau, De la Riviere,
Baudeau and Trosne.

1.2.2  COMPARISON BETWEEN MERCANTILISM AND
PHYSIOCRACY

The main points of comparison between Mercantilism and Physiocracy are given
in the following chart:

Mercantilism Physiocracy

1. Mercantilism was in favour of trade and 1. Physiocracy was in favour of agriculture.
commerce.

2. Money is wealth. 2. Real wealth is not money but tangible goods
and consumable articles.

3. Mercantilism was concerned with trade and 3. The physiocracy considered foreign trade as
commerce. a necessary evil.

4. Industry is productive and agriculture is 4. Agriculture is productive and industry is
unproductive. unproductive.

5. Supported state intervention. 5. Stood for laissez faire.

6. Mercantilism championed protection. 6. Physiocracy was in favour of free trade.

7. Mercantilism emphasised the means and 7. Physiocracy emphasised mainly on the
causes of wealth and production. distribution of products.

8. Mercantilism made a lasting contribution to 8. Physiocracy made a lasting contribution to
the theories of money and trade. to the general equilibrium analysis, circular

analysis and to the scientific development of
economics.

9. Mercantilism was in favour of restrictions. 9. Physiocracy was in favour of liberty.

10. Mercantilism depended on surplus to be 10. Physiocracy also depended on surplus
reaped from foreign trade and commerce. for economic growth, to be reaped from

agriculture as net product.

11. Mercantilists were pamphleteers. The ideas 11. The ideas of the physiocrats were more
were loose and scattered. systematic, organised and coherent.

12. Mercantilism did not believe in Nature. 12. Physiocrats had complete faith in Nature.

1.2.3  FACTORS RESPONSIBLE FOR THE RISE OF PHYSIOCRACY

Many factors were responsible for the growth of physiocracy in France. All these
factors simultaneously worked for the growth of physiocracy.

1. Continuous Neglect of Agriculture: The agricultural economy of France
remained stagnant for quite a long time. Colbertism was partly responsible
for this. Industrial development was taking place in France at the cost of
agriculture. During the period of Colbertism, investments were diverted from



18 History of Economic Thought

Notes agriculture to manufacture, and the changing tastes for manufacture tended
to lower the domestic demand for agricultural produce and also their prices,
Lower prices of agricultural products prevented capital accumulation in
agriculture. Agriculture suffered due to lack of capital and initiative.

2. Emergence of a Group of Ambitious Agriculturists: In France, a group
of ambitious agriculturists and landlords started seriously thinking of the
development of agriculture in France. They did not tolerate the suppression
of French agriculture by the king. One such ambitious landlord was Quesnay.
The ongoing agricultural revolution in England influenced very much these
ambitious French landowners. They thought that a similar revolution can be
brought about in France.

3. Decay of Mercantilism: Mercantilism was already decaying and its policies
were severely criticised. People were in search for an alternative system. In
Britain, large-scale farming had already become a success, the knowledge
of which was brought to the people of France by the writings of Mirabeau,
Montesquieu and others. In fact, people eagerly wanted a system of socio-
economic order which can take the place of mercantilism. This system was
provided by physiocracy.

4. Subjective Factors: People were not satisfied with the king. After the death
of Louis XIV, the people of France got sufficient liberty to ventilate their
opinions. This was the beginning of breaking away from the established
policies, politics and religion. People wanted something more rational, more
simple and more practical, and above all, something is based on natural
justice. Thus, naturalism came to the forefront of human action and thought.
This demand was satisfied by the new system of physiocracy which essentially
was based on the rule of Nature and the natural order.

5. Regressive Taxation: In France, during the reigns of Louis XV and Louis
XVI, taxation was unduly heavy, regressive in character and discriminatory
in practice. The nobles and clergymen were exempted from taxation. Most
of the burden tax was borne by the poor peasants and cultivators. The poor
farmers had to pay other duties and charges. Taxation was direct and arbitrary.
The worst of all taxes was the Salt Tax. The peasants had to pay for the use
of roads and bridges. They were also required to pay in terms of personal
labour for the construction of public roads. Thus, the poor peasants were
economically exploited too much during the periods of Louis XV and Louis
XVI. They badly needed a respite from this unjust economic domination.

6. Extravagant Court Life: The life of political administrators was very
luxurious and corrupt. There was too much wastage and extravagance. The
state coffer was empty. The king had to contract a heavy loan. The burden
of royal expenditure was entirely on the common people. Apart from this,
heavy expenditure was incurred on wars. The deteriorating economic
conditions provided a new ground for new ideas and welcome changes.

7. Existence of Socio-economic Inequality: France witnessed an extreme
form of inequality between different classes of people and sectors of the
economy. Agriculture was organised on class lines. There were both privileged
and underprivileged classes. The common people were underprivileged and
wanted an escape from this unwanted situation.
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Notes1.2.4  BASIC PRINCIPLES AND POLICIES OF PHYSIOCRACY

The following are the fundamental principles and policies of physiocracy:
(i) Agriculture is the only productive occupation.
(ii) Industry and trade are sterile occupations.
(iii) Agriculture produces net product (surplus).
(iv) There is a natural order which makes life happy and meaningful.
(v) There is harmony among all classes of people.
(vi) The individual should get maximum liberty.
(vii) State action should be limited to the minimum.
(viii) Trade is a necessary evil and there should be free trade.
(ix) Value depends on utility. Wealth has value. Value and price are the same

thing.
(x) The wage level is at subsistence level (iron law of wage).
(xi) There is interdependence in the economic system.
(xii) Real wealth lies in tangible and consumable goods.
(xiii) Private initiative must be encouraged.
(xiv) Distribution of products is very crucial.
(xv) Money is a medium of exchange.
(xvi) All that is bought is sold and all that is sold is bought. However, as Say noted,

income received is not automatically restored to the income stream.
(xvii) Rent is a perfectly legitimate income of the landlords.
(xviii) There should be a single and direct tax on land as it is the only productive

source.
(xix) Private property is essential.
(xx) There is the possibility of overpopulation on land.

1.2.5  NATURAL ORDER

The conception of natural order is one of the fundamental bases of the physiocratic
system. Natural order supplies the base on which the economic system of physiocracy
is built up. Natural order is a philosophical concept. Quesnay built the whole system of
physiocracy on the concept of natural order. Dupont de Nemours defined physiocracy
as a science of natural order. The natural order is designed and ordained by God. It
is a permanent, eternal and universal phenomenon. It must not be confused with the
state of nature. The state of nature is savage state, but natural order is in conformity
with the civilised state. It is founded on law and property rights. It implies that human
societies are subject to natural laws such as govern the physical world or exercise
sway over animal or organic life. The physiocrats conveyed the idea of interdependence
of all social classes and their final dependence on nature through the system of natural
order. The natural order is created by God for giving happiness to mankind.

According to Quesnay, the basic objective of economics is to secure the greatest
amount of satisfaction with the least possible outlay. This is in conformity with the
system of natural order. When everybody is observing natural order, there cannot be
any clash of interest among different classes of people, and the individual interest and
social interest cannot be in conflict with each other.
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Notes According to Dupont, introspective self-examination will reveal the essence of
the natural order. It is already existing in society. It is, however, necessary to realise it.
The natural order can be applied to the relation of state with trade and industry. Once
the natural order is known, it would be followed by everyone through rational behaviour.
It must be noted that the natural order is not the same thing as the social order. A
social order is created by human beings, but natural order by God. It is also not the
same thing as the state of nature. It is the duty of human beings to first understand the
natural order, appreciate its implications and then to bring our lives in conformity with
the natural order. The natural order is able to secure for the individual and society the
greatest amount of pleasure and happiness.

However, certain institutions are necessary for the working of the natural order.
These institutions are: liberty, private property, landed classes, farmers and absolute
monarchy. It also requires authority. The essential aspects of natural order were the
right to enjoy the benefits of property, to exercise one�s labour and to have such freedom
as was consistent with the freedom of others to follow their self-interest. Another
requirement for the natural order is laissez faire leading to removal of all restrictions
in the way of freedom of contract, free competition and natural rights. The government
should perform only the limited necessary functions. It should try to protect life, liberty
and property.

If everybody can realise natural order, there would be heaven on this earth. The
natural order is sometimes referred to as the rule of some natural laws. This concept
might have been brought from the medieval concept of natural justice. The purpose of
such a natural order is to ensure an orderly functioning of the universe of discourse.
The natural laws are normative laws for governing the behaviour of human beings on
an ideal basis. These laws specify certain ideal rights and duties for human beings to
perform. Only rational human beings are aware of such order. The natural order is the
ideal order of things. The natural laws can ensure the natural rights to man and these
laws govern ideal human action. The natural order does not in any way restrain the
liberty of mankind; on the other hand, it stands for greater liberty.

The physiocrats had some pre-considered notion about natural order. The natural
order is a metaphysical concept, which is not capable of being empirically verified.
This makes the concept less scientific and more subjective. It is pointed out that natural
order is an anticipation of utilitarianism at a time when the society was not prepared
for it. The physiocrats considered natural order as something supernatural. It was indeed
difficult to naturalise the supernatural. Perhaps, it was an attempt to bring about an
ideal order of things on the basis of natural justice. Haney has suggested that the
physiocratic natural order philosophy was against the materialistic and rigid control of
economic life, which was enforced under mercantilism.

1.2.6  NET PRODUCT (PRODUCT NET)

The concept of net product (surplus) is an important concept in physiocratic
analysis. In fact, the concept of surplus later on also became crucial in the analysis of
development economics. According to the physiocrats, net product can only be
generated in agriculture. Net product is the difference between the goods produced
and consumed in the process of production. The net product may be considered either
in value terms or physical terms. In value terms, the question of price becomes very
important. When there is a good price (Bon Prix), the amount of surplus is also much
large. Thus, one can say that the amount of net product depends on the prevailing
market price. Whenever the price level falls, the net product also falls and may even
be wiped out.
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NotesThe physiocrats were in favour of a free trade policy because they thought that
free trade will be helpful in raising the prices of agricultural commodities, in which
case, the net product would be higher. The concept of net product can be explained
with the help of the following diagram:
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Fig. 1.2.1

In this diagram, the input applied in agriculture is ON. The cost level (average)
of input is OC. The total product is OPN. The total cost of input is OCDN. Therefore,
the net product or surplus is the dotted portion CPD. In fact, net product is equal to
the value of output minus the value of input. No other sector, excepting agriculture is
able to produce the net product. This is so because in all other sectors, the cost of
production is the same as the value of total produce. It is in this sense that agriculture
could be regarded as the most productive occupation. Agriculture is the chief concern
not only of the farmers but also of the entire nation. The physiocrats argued that since
agriculture is the most productive sector, it should be encouraged by the state. Dupont
observed that the prosperity of mankind depend on the realisation of maximum surplus
from agriculture. The physiocratic writers favoured a policy of good price for the
agricultural products and prosperity. This is so because good price alone can ensure a
good surplus. Production of surplus by agriculture is an impact of natural order. The
fruits of the earth are given by God. This is mainly the reason why agriculture can
create a surplus.

Industry, trade and commerce cannot create any surplus. Thus, industrialists,
manufacturers and tradesmen are all sterile or unproductive. But they are not useless.
Baudeau observed that �far from being useless, these are the arts that supply the
luxuries as well as the necessaries of life and upon these mankind is dependent both
for its preservation and for its well-being.� However, these classes are unproductive
in the sense that they do not add anything extra to the stock of wealth. The products
of arts are wrought by men who are powerless to create. This implies that God does
not help in the production processes of manufacture and commerce to create the net
product. Thus, the difference between agricultural and non-agricultural sectors is a
fundamental difference based on theology.

It must be pointed out that it is quite probable that the gains in industry and
commerce may be more than the gains in agriculture. However, according to the
physiocrats, they were gained and not produced. To the physiocrats, production does
not aim at the creation of utility, but at generating surplus or net product. By surplus,
the physiocrats basically thought of material surplus, which can be created with the
help of God alone. The power of creating something new was in the hands of God.
Man can create nothing.

The physiocratic concept of net product was based on a political consideration.
By showing that agriculture alone can produce a surplus, they wanted to show that
landlords are productive and the then existing system of feudal landlordism was a highly
effective system. Many of the physiocratic writers themselves were landlords, who
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Notes wanted to retain their position and status. Their idea was to prove that the landlord
class was productive and rent was a just payment for the use of land.

The physiocrats maintained that all products were influenced by the market
conditions. In such a case, the analysis of net product was connected with the theory
of pricing. However, unfortunately, the physiocrats did not have a satisfactory theory
of value. Moreover, it could not be said with certainty that the product of the earth
differed in any essential respect from the product of industry. According to some, the
net product concept is simply a puerile obsession and an optical illusion. It can very
well be shown that the non-agricultural sector is also capable of producing the net
product. It is rather meaningless to say that non-agricultural classes are sterile and
unproductive. It was Adam Smith who showed that all classes of people are capable
of producing wealth. It is, however, noteworthy that both Marx and the physiocrats
talked about surplus. But whereas Marx said that labour alone was capable of producing
surplus value, the physiocrats observed that it was land which could generate a surplus.
Surprisingly, none of these writers took into account the productivity of capital, which
is a determinant of surplus. It is also pointed out that the physiocratic notion of net
product is absurd. According to them, production is nothing but the creation of gross
matter. They could not appreciate that production really means creation of value and
utility. If we consider in this sense, it can be shown that the non-agricultural sector is
also capable of producing surplus. The physiocrats believed that the non-agricultural
sector could not produce surplus but it can simply replace, modify and transfer wealth
which is already created by the agricultural sector. However, they have not clearly
mentioned whether agricultural sector included mines and other extractive industries
or not. The physiocratic idea was that net product was possible due to the bounty of
Nature. However, Ricardo, later on, held that net product or surplus is not necessarily
due to the bounty of Nature, but it is, in fact, due to the growing sterility of land. Be
that as it may, the physiocratic concept of net product is an important contribution. At
least, it was able to eliminate the misconception of mercantilism about the true source
of wealth.

1.2.7  CIRCULATION OF WEALTH (TABLEAU ECONOMIQUE)

The physiocratic writers analysed not only the generation of net product and wealth
but also the distribution of wealth. Circulation of wealth was like the circulation of blood
in the human body. Circulation of wealth was analysed by Quesnay who was a physician
by profession. The physiocrats considered land as the true source of wealth. In the
scheme of circulation of wealth, there are two assumptions: (i) the quality of product
circulated every year remains the same; and (ii) the price level remains constant.
According to the physiocrats, Quesnay�s Tableau Economique is an outstanding
contribution in the analysis of distribution of wealth. Distribution of wealth represents
a circular flow of wealth among various classes of people. Thus, it shows some amount
of common dependence of one class of people on the other. The physiocrats regarded
the economy as fundamentally organic. Their analysis is, in a sense, the first general
equilibrium analysis which was applied in the distribution of wealth.

As regards distribution of wealth, the physiocrats analysed a circular flow of
income and expenditure. This is really a macroeconomic concept as we use in modern
times. In this circular flow of wealth, there are three classes of people: farmers,
manufacturers and landlords. The farmers are only the productive class, the landlords
are the proprietary class, which is partly productive and the manufacturers are the
unproductive or sterile class. The net product from agriculture is the true source of all
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CIRCULATION OF WEALTH 

FARMERS MANUFACTURERS LANDLORDS

(Each line represents expenditure of one million francs) 

F

L

5m

3m

1m
+

M

2m

wealth. These classes are represented in the diagram below (see, Ekelund and Hebert�s
book, op. cit., p. 53).

Fig. 1.2.2

The income flows in the diagram are shown clockwise. The net product (or net
income) is produced entirely by the agricultural class. The net product may be used to
support all the classes in the society. Suppose the total wealth production is 5 million
francs and of this, two million francs will be kept apart for the maintenance and upkeep
of the productive class and the livestock during the year. This amount then is shown
as payment from the farm sector to the farm sector. It must be noted that this amount
(two million francs) does not circulate in the society. Only three million francs will
circulate among different classes of the people. Of the three million francs, two million
francs go to the landlords in the form of rent and tax. The remaining one million francs
will go to the manufacturers. The payment made to the landlords is the net product
(surplus). The circle is completed when the landlords spend their income
(1 million for food and 1 million for manufactures). The manufacturing class has the
income of two million francs (one million francs received from the farmers and one
million francs received from the landlords). This amount (two million francs) will go to
the farmers for the purchase of food and industrial raw materials required by the
manufacturers. Thus, it is interesting to see that agriculture gets back the same three
million francs which was already spent away in the beginning. Agriculture gets back
two million francs from the manufacturers and one million francs from the landlords
(proprietary class). In this process, it is shown that only the agricultural sector products,
the net product (i.e., surplus over cost of production). The same conclusion can also
be arrived at through the arrow diagram. One arrow shows transfer of 1m in the
direction indicated. The diagram is presented below:

Fig. 1.2.3
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Notes In the preceding diagram, it is shown that out of the total production of 5m in the
farming sector (F), 2m are kept apart for consumption and seed, and 3m are circulated:
2m go to landlords (L) as tax and rent and 1m goes to the manufacturing sector (M)
as payment for the purchase of non-agricultural goods by the (F) sector. The (L) sector
spends 1m for the purchase of food from the (F) sector and 1m for the purchase of
manufactured articles from the (M) sector. Thus, the (L) sector is now left with nothing.
The (M) sector now has 2m. This entire amount is sent to (F) sector to purchase food
and raw materials for the (M) sector. Thus, at the end of the circulation process, the
(F) sector gets back the entire amount (3m) which was originally thrown in the circulation
process.

The physiocratic concept of circulation of wealth can also be described with the
help of input-output table as devised by Leontief. This is shown below:

Table: 1. 2.1

Producing Sector Purchasing Sector Manufacturers Total Product

Farmers Landlords

Farmers 2 1 2 5
Landlords 2(0) 0 0 2(0)
Manufacturers 1 1 0 2
Total Purchaase 5(3) 2 2 9(7)

The explanation of the above table has been given earlier in our discussion of the
circulation diagram. To repeat: Of 5 million of agricultural produce, two million would
be retained for upkeep and maintenance. One million would be sold to the manufacturers
for purchasing articles of consumption. Two million would be paid to the landlords by
way of rent and taxes. The landlords will purchase food with one million and
manufactured articles with the rest (1 million). The manufacturing sector will have two
million with which it will purchase food and raw materials from the farming sector.
Thus, the farming sector will now have three million (one million from the landlords
and two millions from the manufacturers). In this way, it can be shown that the total
purchase will be equal to the total product. Thus, the system would be in equilibrium.
This shows a simple reproduction model of the Marxian type or the stationary state
type model of the classical economists. But there is a smacking sound. The input-output
model seems to be out of tune with the circulation of wealth, as suggested by Quesnay.
This is mainly because the above chart shows the landlords as a productive class. The
table does not show any distinction between the productive and unproductive classes.
However, if we exclude the landlords� product (two million) from the first column, and
make the necessary adjustments in the table, as shown by our figures in parentheses,
then the total product and total purchase can be shown to be seven million. This would,
of course, be a case of equilibrium once again.

The circular flow model presented above is extremely interesting as it gives an
insight into the policy framework of the physiocratic school of thought. It shows that
the agricultural sector can accumulate capital if the tax burden on the farmers is
removed. The physiocrats, therefore, prescribed tax reforms. The physiocrats also
favoured free trade because that will keep the farm price higher so that the net product
would be higher. Removal of all these restrictions along with laissez faire will allow
sufficient capital inflow into agriculture and the size of the circular flow will grow over
time. The physiocrats also recommended payment of tax from the net product. Thus,
the receivers of the net product (landlords) should alone pay taxes. However, the
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Notesphysiocrats were in favour of private property and the proprietary class. This class
made some investment for the improvement of lands. Thus, they were entitled to have
a share of the annual produce from land. Landlords were not social parasites. An
important feature of the physiocratic scheme of distribution is that it attaches a unique
position to the landlords. But the greatest defect of the scheme was that the idlers
were praised against the merchants and manufacturers.

The physiocrats failed to understand the dignity of all types of labour. Their idea
of circulation is based on a particular type of socio-economic order, which cannot be
generalised. According to many their idea of treating the landlords as a productive class
does not stand to reason. Treatment of circulation of wealth is a motionless static concept,
which admits of no scope for development. It is surprising that the physiocrats did not
consider labour as a productive agent. However, inspite of many analytical defects of
the physiocratic theory of circulation of wealth, it must be admitted that they were the
first economists to give a total picture of the circular flow of economic activities and
an analysis of general interdependence and general equilibrium.

1.2.8  TAXATION

The physiocrats wanted to simplify the system of taxation. They wanted to put
the burden on those who could bear the tax. They favoured a single tax system on the
net product. Since the net product was earned by the landlords, they should bear the
burden of the single tax. Industry, manufacture, trade and commerce cannot bear the
burden of tax because these occupations are unproductive and do not generate any
net product. The single tax on agriculture should not exceed 30 per cent of the value
of the net product. According to them, the single tax will be sufficient to meet all the
fiscal needs of the state. The single tax would be a direct tax and it will be also
inexpensive to collect. The most important merit of this tax will be that its burden can
be easily borne by the proprietary class. The physiocrats had a fairly good idea about
the principles of taxation. They really provided the basic for Smith�s theory of taxation.

Trade, according to the physiocrats, is an unproductive occupation. Trade does
not produce any wealth, but it simply transfers wealth of equal value. Although trade
leads to some gain, the physiocrats maintained that one man�s gain was another man�s
loss. The only useful exchange would be transfer of agricultural products from the
producers to the consumers. However, the physiocrats advocated free trade as a
challenge to the mercantilist theory. The physiocrats thought that free trade in
agricultural commodities will lead to higher prices and higher net product. This will
again lead to more capital formation in agriculture. The physiocrats are to be regarded
�as the founders of free trade, not because of any desire to favour trade as such, but
because their attitude towards it was one of disdainful laissez faire.�

1.2.9  CRITICAL APPRAISAL

The following criticisms may be levelled against physiocracy:

1. Their theory was drowned in normative statements. This is quite true of
natural order doctrine.

2. The physiocrats wrongly pointed out that the manufacturing class is a sterile
class, which can be proved to be a productive class.
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Notes 3. The physiocrats did not consider the labouring class a productive class. They
in their opinion, land is the only productive agent.

4. While it is possible to show in physical terms that agriculture can produce
surplus, it is difficult to show that it will be true under all circumstances in
terms of value surplus.

5. The physiocrats failed to produce an analytical theory of value. Of course,
they had some notion about value.

6. The physiocrats wrongly considered the landlord class as the (partly) productive
class. This is really surprising and is based on a political motive.

7. The net product concept has to be meaningfully related to the price level.
But it can be shown that under certain circumstances, when price is very
low, even agriculture cannot generate any surplus.

8. The physiocrats have placed too much emphasis on the agricultural sector
and have neglected the non-agricultural sector.

9. The physiocrats would not appreciate the helpful role of state in the matter
of socio-economic development.

10. The physiocrats were extremely individualistic in attitude, which led to the
formulation of unbalanced policies.

11. Their notion of productivity is not correct. They viewed production as the
creation of gross matter, but not the creation of value or utility.

12. According to Haney, physiocratic doctrines are full of negative attitudes.
13. Haney has also referred to different types of dualistic attitude in their economic

thoughts, e.g., individualism versus despotism, religion versus rationality, and
so on.

1.2.10  DOWNFALL

Many important writers from many walks of life started attacking the philosophy
of the physiocrats. Galiani attacked the natural order philosophy. Condiliac attacked
the physiocratic notion of productive and unproductive classes. He tried to prove that
the manufacturing class was not a sterile class as was depicted by the physiocrats.
The kings and despots did not like the idea of physiocracy because it wanted complete
liberty and freedom and the enforcement of laissez faire. To the detriment of
physiocratic writers, when free trade in agricultural commodities was introduced, the
after-effect was that the prices of the agricultural produce rose so sharply and high,
that the poor people could not afford to purchase the necessary food articles. A situation
of conflagration started at many places. There were riots and mob violence which could
not be so easily controlled in France. This affair brought a bad name to the philosophy
of physiocracy. The industrial class was the bitter critic of physiocracy. From all corners
of France, there were attempts to dishonour and disown the philosophy of physiocracy.
Although Adam Smith had a word of praise for the physiocrats, still the publication of
his Wealth of Nations brought some thoughts which went directly against the
established notions of physiocratic doctrines. Needles to say, Smith�s Wealth of Nations
presented more acceptable and balanced views about men and mates. Thus, with the
publication of Smith�s magnum opus, there was a quick downfall of the physiocratic
school.
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In spite of the above points of criticism, the physiocrats have many loudable ideas.
In a sense, they laid the foundation of modern political economy and stimulated the
French Revolution. According to Eric Roll, the physiocrats established proper links with
modern economics which went in three directions: national income analysis, general
equilibrium analysis and econometrics. They made important contributions to the theory
of taxation. Their position in the history of economic thought is transitional between
feudalism and capitalism. They were cautious reformers and original thinkers. They
were a little oversystematic. However, oversystematisation is useful in the early stage
of a science. According to Schumpeter, the physiocrats laid the great bridge fore all
further progress in the field of analysis. In the same vein, Adam Smith noted that
physiocracy with all its imperfections is perhaps the nearest approximation to the truth
that has yet been published in the subject of political economy.

1.2.12  SUMMARY

Physiocracy is a reaction of a group of French men against the materialistic, rigid,
restrictive and controlled merchant capitalism of the mercantilists. The system of
physiocracy developed in France in the middle of the eighteenth century.

The main points of difference between Mercantilism and Physiocracy are:
(1)Mercantilism was in favour of trade and commerce, while physiocrats championed
the cause of agriculture (2) To mercantilists, money was wealth, physiocrats understood
real goods. (3) Merchantilists supported state intervention, but the physiocrats went
for free trade.

The agricultural economy of France remained stagnant for quite a long time.
Colbertism was partly responsible for this. Industrial development was taking place in
France at the cost of agriculture. During the period of Colbertism, investments were
diverted from agriculture to manufacture, and the changing tastes for manufacture tended
to lower the domestic demand for agricultural produce and also its price.

The conception of natural order is one of the fundamental bases of the physiocratic
system. Natural order supplies the base on which the, economic system of physiocracy
is built up. Natural order is a philosophical concept. Quesnay built the whole system of
physiocracy on the concept of natural order. Dupont de Nemours defined physiocracy
as a science of natural order. The natural order is designed and ordained by God.

Natural order is a permanent, eternal and universal phenomenon. It must not be
confused with the state of nature. The state of nature is a savage state, but natural
order is in conformity with the civilised state. The natural order is founded on law and
property rights.

According to Quesnay, the basic objective of economics is to secure. Maximum
satisfaction with least cost.

According to Dupont, introspective self-examination will reveal the essence of
the natural order. It already exists in society. It is, however, necessary to realise it.
The natural order can be applied to the relation of the state with trade and industry.

The government should perform only limited necessary functions. It should try to
protect life, liberty and property. If everybody can realise natural order, there would
be heaven on this earth. The natural order is sometimes referred to as the rule of some
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Notes natural laws. This concept might have been brought from the medieval concept of
natural justice. The purpose of natural order is to ensure an orderly functioning of the
universe of discourse. The natural laws are normative laws for governing the behaviour
of human beings on an ideal basis.

The concept of net product (surplus) is an important concept in physiocratic
analysis. In fact, the concept of surplus also became crucial latere on in the analysis
of development economics. According to the physiocrats, net product can only be
generated in agriculture. Net product is the difference between the goods produced
and consumed in the process of production. The net product may be considered either
in value terms or in physical terms. In value terms, the question of price becomes very
important. When there is a good price (Bon Prix), the amount of surplus is also much
large. Thus, one can say that the amount of net product depends on the prevailing
market price. Whenever the price level falls, the net product also falls and may even
be wiped out.

The physiocratic writers analysed not only the generation of net product and wealth
but also the distribution of wealth. The circulation of wealth was like the circulation of
blood in human body. The circulation of wealth was analysed by Quesnay who was a
physician by profession.

The physiocrats wanted to simplify the system of taxation. They wanted to put
the tax burden on those who could bear the tax. They favoured a single tax system on
the net product. Since net product was earned by the landlords, they should bear the
burden of the single tax. Industry, manufacture, trade and commerce cannot bear the
burden of tax because these occupations are unproductive and do not generate any
net product. The single tax on agriculture should not exceed 30 per cent of the value
of the net product.

1.2.13 SELF ASSESSMENT QUESTIONS

1. What is Physiocracy?
2. Make a comparison between Mercantilism and Physiocracy.
3. Explain the basic principles of Physiocracy.
4. Discuss the policies of Physiocracy.
5. Write a note on Natural Order.
6. Explain in detail the Net Product.
7. Write a note on Circulation of Wealth.
8. Explain in detail the news of the physiocrats about taxation.
9. Make a critical appraisal of the physiocratic ideas.

10. Write a note on the downfall of physiocratic.

! ! !! ! !! ! !! ! !! ! !



The English Classical School 29

Notes

Unit

2.1 THE ENGLISH
CLASSICAL SCHOOL

Objectives
After completing this chapter, you will be able to:
• Understand Adam Smith�s ideas
• Know the concept of distribution and growth
• Understand Richardo�s theory of value
• Know distribution and growth of International trade
• Understand Malthus theory of population
• Know Says Law of Markets

Structure:
2.1.1 Adam Smith (1723-1790)
2.1.2 Naturalism and Optimism
2.1.3 Division of Labour
2.1.4 Productive and Unproductive Labour
2.1.5 Adam Smith�s Theory of Value
2.1.6 Theory of Distribution
2.1.7 Taxation
2.1.8 Public Debt
2.1.9 Smith on Economic Growth

2.1.10 David Ricardo (1772 -1823)
2.1.11 Note on Methodology
2.1.12 Ricardo�s Value Analysis
2.1.13 Ricardo Effect
2.1.14 Theory of Distribution
2.1.15 Ricardian Theory of Rent
2.1.16 Ricardo on Machinery and Employment
2.1.17 Ricardo-Malthus Glut Controversy
2.1.18 Ricardo on Taxation
2.1.19 Ricardo�s Monetary Theory
2.1.20 Ricardo on Foreign Trade
2.1.21 Ricardo on Economic Growth: Ideas on Stationary State
2.1.22 Thomas Robert Malthus (1766-1835)

Unit – II
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Notes 2.1.23 Malthus�s Theory of Glut: Ricardo-Malthus Glut Controversy
2.1.24 Jean Baptiste (1767-1852)
2.1.25 Say�s Law of Market
2.1.26 Von Thunen (1783-1850)
2.1.27 Henry C. Carey (1793-1879)
2.1.28 Summary
2.1.29 Self Assessment Questions

2.1.1  ADAM SMITH (1723-1790)

Although Adam Smith was a bachelor, he is regarded as the father of economic
science. The greatness of Adam Smith lies in his effort to systematically and analytically
present the facts of economics. He introduced economics as a separate discipline. He
was responsible for the introduction of a new paradigm in economics, which is known
as the classical paradigm, by unifying the scattered ideas and loose theories of his time.
However, even at the time of Adam Smith, economics could not become a science in
the true sense of the term. In fact, economics became a science at the end of the
classical period, more precisely since 1870, when the neo-classical economics and
marginal revolution developed became a part of economics to make it more analytical
and verifiable.

Wealth of Nations
Smith�s book, An Inquiry into the Nature and Causes of the Wealth of Nations,

which was published in 1776, is not just an ordinary book. It contained the thinking of
the whole epoch. There is nothing in this book which can be called purely original. All
the ideas presented in this book are already known. Smith simply presented the ideas
in a more systematic and analytical manner. It has been rightly pointed out �The Wealth
of Nations is the outpouring not only of a great mind, but of a whole epoch�. A brief
review of the contents of The Wealth of Nations reveals its depth of treatment of the
subject of economics. Book I discusses divisions of labour, origin and use of money,
determination of prices, wages, profits and rent. Book II contains Smith�s theory of
capital and interest. Book III analyses economic development of Europe from ancient
times to the eighteenth century. Book IV discusses different systems of political
economy including a criticism against mercantilism. It also discusses the barriers to
free trade. Book V is concerned with taxation and fiscal policy of the eighteenth century
Britain.

2.1.2  NATURALISM AND OPTIMISM

Like the physiocrats, Smith also believed in natural order. He called his natural
order as naturalism. He derived his view of naturalism from the physiocrats and also
from Francis Hutcheson. It should be noted that Adam Smith was basically a
philosopher. He was famous for his Theory of Moral Sentiment. The essence of
naturalism is that the economic institutions are spontaneous in origin. Optimism says
that the naturally created institutions crop up unders the influence of self-interest and
common natural instinct This, in a nutshell, is the theory of naturalism. The ideas of
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Notesnaturalism and optimism are not separable from each other. Smith�s philosophy is based
on the idea that whatever is natural must also be good for the society as a whole.

Every individual is motivated by self-interest. Every man, so to say, is the
maximiser of gain and minimiser of loss. Therefore, every man undertakes that activity
which appears to him the most profitable. The entire society is based on this
conceptualisation. Everybody wants to improve his conditions. Being guided by such a
motive, when people undertake different activities, the society gets many types of
economic institutions. These economic institutions are spontaneous in character. But
although the institutions are primarily based on self-interest, they ultimately increase
social welfare. It is not from the benevolence of the butcher, the brewer or the baker
that we expect our dinner, but from their regard to their own interest. We address
ourselves not to their humanity, but to their self-love, and never talk to them about
their own necessities, but of their advantages.

Every man is naturally the best judge of his own interest and should, therefore,
be allowed to pursue his own way. Adam Smith pointed out that while pursuing his
own advantage, every individual is led by an invisible hand to promote an end, which
was no part of his intention. Smith believed that given the natural order, the interests
of different economic units cannot be in conflict with one another. Their interest must
be in harmony. This is ensured by the working of the Invisible Hand, or automatic
adjustment mechanism. If perfect competition prevails, Smith thinks, individual interest
and social interest would be compatible with each other. For the working of the natural
order or naturalism, there must be liberty, free competition and laissez faire.

Smith has given a number of examples of economic institutions which are
beneficial in character. For example, the institution of money arose as a spontaneous
institution; it removed the difficulties of barter system and facilitated trade, exchange
and commerce. Similarly, the demand-supply construct is of spontaneous origin but it
does a great service to the market economy by adjusting supply and demand to the
price level. The adjustment of price, demand and supply is natural in origin. But it helps
to bring about an equilibrium in the market economy. Similarly, Smith�s theory of
population is also an extension of demand and supply theory of labour. If demand for
labour is very high, labour supply remaining constant, wages will rise, and in course of
time, people will expand their families and labour supply will consequently go up, and,
therefore, wages will come down. The reverse will be the case if demand for labour
is low and supply of labour is high. The theory of naturalism is also applicable in the
case of capital accumulation which is a natural phenomenon. But capital accumulation
leads to a great social advantage. Capital accumulation facilitates the task of economic
and social development which is very beneficial to all types of people. In the same
way, division of labour is a natural institution in the production economy. It arises out
of self-interest and leads to a number of advantages like increase in output, increase
in efficiency, low cost and possibility of invention.

In fact, in pursuing his own interest, every individual is led by the invisible hand
to promote social interest and welfare. As Adam Smith puts it: a man �indeed neither
intends to promote the public interest nor knows how much he is promoting it. By
preferring the support of domestic to that of foreign industry, he intends only his own
security; but by directing that industry in such a manner as its produce may be of the
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Notes greatest value, he intends only his own gain and he is in this as in many other cases
led by an invisible hand to promote an end which was no part of his intention.�

The natural order does exist in the universe and guarantees harmony of interests
among all classes of people. If there is anything unnatural or undesirable, the Invisible
Hand is there to correct it. The forces of perfect competition leads to a few advantages,
although it is a natural institution. Perfect competition assures a normal price for the
producer, production of a large number of goods and services and the lowest possible
production cost. Thus, we find that perfect competition leads to a number of advantages
for the society. It should also be noted that perfect competition leads to optimum
allocation of resources. Similar is the case with free trade which is a natural practice
or institution. Free trade leads to supply of goods and services at the lowest cost in the
international market and also to factor price equalisation.

Smith believed that personal interest leads to the creation of economic institutions,
but at the same time, it also ensures greater progress and prosperity of the nation through
such institutions. Adam Smith had great confidence in the efficacy of human action.
However, he pointed out that there should be certain restrictions on individual actions.
For example, the private enterprise to be useful must satisfy the following two conditions:
(1) Competition must keep actions within the limit of justice. (2) Entrepreneurs must
be guided by personal interest.

Criticisms
Needless to say, Smith assumed mutual interdependence of different sectors and

people in the economy. His theory of optimism seems to be correct in the area of
production. But in the area of distribution, there is hardly any scope for optimism and
harmony of interest. Smith himself has shown that in the field of distribution, there is
the possibility of a clash of interests, particularly between labour and capital. His theory
of optimism is not based on any scientific line of approach. Individual interest and social
interest may not coincide with each other all the time. Similarly, the private sector and
public sector do not have the same common interest and the same efficiency. The
conclusion drawn by Adam Smith with respect to naturalism and optimism is based on
an insufficient inductive or empirical study. These are not based on any causal relation
or a priori theorising. It has been found that with the progress of capitalism, class
division in society grows sharper and sharper. Smith is not right when he says that
naturalism and optimism can be obtained without the help of the state. In fact, in many
cases, state help will be necessary for obtaining optimism and naturalism.

A man is not necessarily activated by the motive of self-interest. Smith�s philosophy
is over-individualistic. His individual is an economic man dominated by self-interest,
self-love and shrewd choice and his economics mixes up individual and social points
of view. Thus, it will be difficult to build up a theory on such a mixed notion which is
essentially uncertain. Lastly, Smith represented the interest of a single class, i.e., the
capitalist class. According to him, the capitalist class increases welfare of the society.
It is obvious now that his observations seem to be contrary to facts.

Be that as it may, it must be noted that Smith�s theory of naturalism and optimism
is different in many important respects from the physiocratic theory of natural order.
This is discussed below:
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NotesTable  2.1.1: Comparison between Physiocratic Natural Order and Smith�s Naturalism

Physiocratic Natural Order                      Adam Smith�s Naturalism
1. It is a natural law applicable to both life 1. It is natural or spontaneous economic

and institutions.  institutions.
2. Natural order maximises happiness. 2. Beneficial in character.
3. No interference is required. 3. No interference is required.
4. It may be enforced by authorities or human 4. Invisible Hand guarantees automatic

violition. adjustment. No enforcement is required.
5. Self-interest of human beings is not brought 5. Selfishness is brought to the forefront.

to the forefront.
6. Simply an ideal realisable by cultured and 6. It is not so. It is a reality.

educated people.
7. Liberty, free individual action and laissez 7. Liberty, free individual action and laissez

 faire are required.  faire are required.
8. The basis of natural order is property, 8. Smith recognised no such basis.

security and liberty.
9. Natural order is to be discovered. 9. It is existing in the universe.
10. Natural order is to be revealed, understood 10. These are not necessary.

and propagated.
11. Possibility of clash of individual interest 11. No clash of interest, excepting in the

and social interest. Men should sacrifice matter of distribution.
self-centrism for social welfare.

12. Natural order is tinged with a note of 12. Invisible Hand corrects the unnatural and
pessimism because of the possibility of undesired things (optimism).  Pessimism
wrong working of human beings and  is also recognised by Smith.
institutions.

2.1.3  DIVISION OF LABOUR

According to Adam Smith, division of labour is practically the only factor inducing
economic progress. Division of labour is a system of social cooperation in the production
process where every individual is given a job according to his specialisation. He has
very elaborately discussed the division of labour in his Wealth of Nations. In the
beginning of the book, Smith analyses the importance of labour in the production
process. He says that labour is the true source of wealth. This is the reason why he
placed the discussion on labour at the outset of his book. Labour is the cause of wealth
and production. This is the main philosophy of Wealth of Nations. Labourers enter
into social cooperation for production, and the combined effort of these individuals
produces the national dividend. Division of labour provides the cooperative efforts
necessary for the production of large number of commodities for the satisfaction of
all. It is, therefore, a true service for social progress and human welfare. Smith had a
very clear idea about the advantages of division of labour which are as follows:

1. Increase in production is possible.
2. The worker acquires greater skill through specialisation.
3. Production takes place at a faster rate.
4. Specialisation leads to invention.
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Notes Smith�s division of labour is a true dynamic force. He said that there is increased
scope in any nation for increasing productivity through division of labour. It is the logical
consequence of the propensity to trade, barter and exchange. A high degree of division
of labour leads to a high degree of specialisation resulting in increased efficiency and,
thereby, increased productivity. Smith identified the advantages of division of labour
with capital accumulation and innovation. However, the factors which limit division of
labour are capital stock and the extent of market. Division of labour, in Smith�s analysis,
is actually technical progress, and, as such, its introduction depends on the opening of
new sources of demanded. Smith says that division of labour leads to invention of
machinery which does not displace labour but rather absorbs it.

Smith�s idea that division of labour is limited by the extent of market has been
incorporated in the theory of growth, particularly by A Young and R. Nurkse. They
say that underdevelopment equilibrium can be broken if there is balanced industrial
development, expansion of demand and market. In modern times, it is observed that
inducement to investment is limited by the size of the market, as is evident in every
developing country. Division of labour increases employment of the productive workers,
and also total output. Smith observes that increased division of labour must increase
production which, for its sake, must depend on markets. The extent of the market must
expand with the growth of productivity and output. Development process which is
started by division of labour is a cumulative process. When capital stock is sufficient
and market is expanding, division of labour should be undertaken to increase productivity
and national income. Increase in the working population and income not only expands
the size of the market, but also increases the volume of saving as labour becomes
more specialised. As market expands, incentive to introduce improved method of
production increases. These result in further specialisation and productivity increase.
As a consequence of division of labour, production multiplies and the society benefits
as a whole. His theory of division of labour is the germ of the economic law of
increasing returns, which it points out that as output increases, the unit cost would
diminish. The implication of division of labour was fully brought out by Alfred Marshall.

Although a number of criticisms may be levelled against the Smithian theory of
division of labour, there is no denying the fact that his theory is relevant to the problems
of capital formation in less developed countries. The thesis that division of labour is
dependent on the extent of market is an important clue to economic progress for an
economy which is in the midst of underdevelopment equilibrium.

Smith�s originality lies in making division of labour the basis of all economic
activities and considers it the true explanation of social production. It is the basis of
economic progress in modern times. His emphasis on labour as a source of wealth
arose out of his desire to distinguish his ideas from the ideas of mercantilism and
physiocracy. Regarding the source of wealth, mercantilism regarded foreign commerce
and trade as the only source of wealth, while physiocrats considered agriculture as the
mother of all riches. Smith wanted to contradict their mistaken notions.

Smith observed that labour is the source of all wealth. And all classes who work
are productive. Smith said that foreign trade and agriculture are ultimately carried on
by the labourers. Without labourers, there would be neither trade nor agriculture.
According to him, the theory of division of labour is a repudiation of all previous



The English Classical School 35

Noteseconomic theories which took only a partial view of production. Smith wanted to take
a broader view of production by considering the entire humanity connected together
as common labour for production of economic goods. He said that no class of individual,
whether farmer or trader, is more important than the other. Every class has its own
place and is essential for production. Smith, through his theory of division of labour,
pointed out the important fact that production is a total concept and every type of
production is equally necessary in a scheme of social production. The views of earlier
writers like physiocrats and mercantilists were one-sided and narrow, against which
Smith wanted to direct his philosophy of growth of wealth of nations and the result is
his celebrated theory of division of labour.

2.1.4  PRODUCTIVE AND UNPRODUCTIVE LABOUR

According to Smith, productive labour is that labour which produces tangible goods
having some market value. Unproductive labour, on the other hand, results in the
production of intangibles such as the services performed by teachers, artisans and kings.
Adam Smith placed great emphasis on the proportion of productive and unproductive
labour in production. Productive labour adds to the value of the subject on which it is
applied. But unproductive labour does not add value to anything. Smith, in his analysis
of the distinction between productive and unproductive labour, took up a materialistic
definition of productivity. This idea was criticised by many writers. According to Smith,
productive labour fixes and realises itself in some particular subject which lasts long.
The services of unproductive labour are destroyed as soon as the services are
performed. In the case of ratio of productive to unproductive labour being greater, we
can expect a faster rate of capital accumulation. Productive labour can put into motion
an equal quantity of labour. This implies that productive labour does not destroy effective
demand. Productive labour is perishable in the long run. It is capable of being stocked
and stored up for future use.

Smith observes that only durable goods can be congenial productive labour.
Productive labour is engaged in the manufacture of wage goods. The funds which are
required for the payment of wages are an increasing function of the volume of
productive labour. The larger the size of the fund, the greater will be the riches and
the larger would be the size of the market which will determine the pace of introduction
of machinery and division of labour.

The unproductive workers do not contribute anything towards the expansion of
the stock of wage goods. When an employer employs productive labour, he grows richer
but when he employs unproductive labour, he becomes poor. By employing more
productive labour, future wants can be satisfied in a better way. The bias for accumulation
in Smith�s theory of development involves a materialistic bias simply because only
material goods can stock labour. Therefore, production of material goods by productive
labour is the basic of saving and accumulation. Productive labour remains very crucial
in an economy because such labour is used for investment. The annual produce which
replaces capital is never employed immediately to maintain productive labour.

Another implication of Smith�s distinction between productive and unproductive
labour is that the productive labour must reproduce itself. By parsimony, the funds for
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Notes the maintenance of productive labour can be increased. In such a case, the annual
produce of land and labour can also be increased. Smith observes that labour which is
productive will command a greater amount of labour than it embodies. Productive labour
is stored up and can be effectively used in future. It is better to transfer unproductive
labour to productive labour.

The third implication of the distinction between productive and unproductive labour
is that the latter workers are disguisedly unemployed or partially unemployed. They
are, in fact, maintained by their relatives. Their marginal productivity is either zero or
close to zero. If such workers are given productive employment, the social product
will increase.

The fourth implication of the distinction between productive and unproductive
labour is this that when an unproductive labourer receives his wage, there is no further
problem to bother; but when a productive labourer receives his wage, then one has to
consider the possibility of selling the commodity produced by the productive labourer.
This involves risk, uncertainty and time lags. All these are important for the determination
of wages. The productive labourers earn their own income, but unproductive labourers
are supported by others. This analysis of Smith was very much appreciated by Karl
Marx. Whereas a productive labourer creates surplus value, an unproductive labourer
cannot create surplus value. Marx credited Smith for finding out such an important
truth about the capitalistic economy. Smith�s distinction between productive and
unproductive labour can be linked with his theory of economic growth. Smith rightly
observes that productive labour is able to create capital, increase investment and
effective demand. Thus, productive labour can be an important source of creating further
productive employment.

2.1.5  ADAM SMITH�S THEORY OF VALUE

Adam Smith�s theory of value appears to be confusing for many reasons. Firstly,
he had a number of theories of value such as demand and supply theory, cost of
production theory, toil and trouble theory, labour-embodied theory and labour-commanded
theory. Secondly, Smith�s treatment of value theory is different in his Lectures than
that in his Wealth of Nations. Thirdly, there appears to be a confusion between the
cause of value and the measure of value. Fourthly, the confusion arises also because
of the use of labour embodied and labour commanded as a measure of exchange value.

At the beginning of his analysis, Adam Smith distinguishes between value-in-use
and value-in-exchange. He has tried to explain the diamond-water paradox in the theory
of value, but he says that utility cannot be the basis of exchange value. He has not
considered the concept of marginal utility. He set out to explain only the exchange
value or relative price its and change over time. He did not compare the exchange
ratio of individual units but the whole amount of the two commodities. Therefore, the
paradox of value could not be explained by him. It is said that Adam Smith had a labour
theory of value. Adam Smith observes that labour is the real measure of the exchange
values of all commodities. According to him, labour embodied in a commodity determines
the exchange value of the commodities. Smith goes on to say the it is the toil and
trouble of acquiring a commodity which entitles it to a value. It appears from the study
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value.

When Adam Smith says that labour is the cause of value, he really means by
labour, toil and trouble. However, toil and trouble is not an objective standard
measure. Therefore, Adam Smith considered disutility of the common unit of
measurement of value. But disutility may be different for different workers for the
same type of work. What then is the way out? Adam Smith observed that the money
value of disutility with reference to a particular work is equalised by competition.

For measuring value, an invariant standard of measurement is required. Adam
Smith says that this invariant measure of value is neither gold nor corn nor silver, because
the values of commodities go on changing. According to Adam Smith, the invariant
measure is labour, because its value remains more or less the same. When the price
of a commodity changes, it is a reflection on the market situation and not on the labour
content of the commodities. Corn and silver are not invariable in their values, and,
therefore, cannot be used as the invariant measure of value for the purpose of
intertemporal and interspatial comparison of exchange value.

In order to understand Adam Smith�s theory of value, it is necessary to get
acquainted with the terms: cause of value, measure of value, labour-embodied concept
of value and labour-commanded concept of value. By cause of value, we mean the
factor which is responsible for value (the source of value). Measure of value means
the way value is to be computed or measured. Labour embodied in a commodity means
the amount of labour contained in that commodity. Labour-commanded means the
amount of labour that a particular commodity can command or get in exchange for
itself in the market. Labour command, needless to say, depends on the market value
of a commodity.

Three Models
Adam Smith used three models for the analysis of his theory of value. In the

one-sector model, there is only one factor of production (labour). Land is a free gift
and capital does not exist. In such an economy, labour embodied in a commodity is the
cause of value. Since there is no other factor to measure value, labour alone is the
measure of value. If, for example, it takes one hour to catch a beaver and two hours
to catch a deer, then the value of one deer would be equal to the value of two beavers.
In a primitive society, where labour is the only factor of production, value is determined
by the toil and trouble (disutility). In other words, value is determined by the amount of
labour embodied in a commodity. However, in such a society, labour embodied is the
same thing as the labour commanded. In a single-sector model, therefore, labour-
command (= labour embodied) is the measure of value and labour embodied is also
the cause of value, because these two concepts are the same in a primitive economy.
The primitive economy is the crude state of society where capital is not used for
production. So, in a primitive society, the cause of value is the same as the measure of
value as there is only one factor of production�labour. In a sense, the concept of
labour command is not relevant for one-factor model. The toil and trouble theory
considers disutility which is a metaphysical concept.
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factors: labour and capital. Adam Smith pointed out that capital can be converted into
labour in such a case, because capital is stored-up (dead) labour. Thus, capital can be
converted into labour and the measure of value is the labour embodied in the commodity.
The cause of value in such a case is also labour embodied. In a three-sector model
(or in any multi-sector model), the labour commanded would be different from the labour
embodied. The labour-commanded value will include the costs of labour, land and capital.
These costs together will be higher than the simple labour-embodied cost. In this case,
the measure of value will be the labour-commanded measure. And the cause of value
would also be the total cost of land (N), labour (L) and capital (C). Wieser, in this
connection, has observed that Adam Smith had two theories of value. What he wants
to convey is that in a primitive society, Adam Smith�s labour-embodied theory of value
is applicable whereas in a sophisticated society, the appropriate theory of value is the
labour-commanded theory of value. The measures and cause of different models of
Smith�s value analysis are given in the following chart:

Chart 2.1.1: Adam Smith�s Value Models

Although Smith discussed a three-factor cost theory of value, he did not elaborate
the determination of factor cost (distribution). The three-factor model of Adam Smith,
is based on the concept of natural price or long-run competitive price. In the value
analysis of Adam Smith, it is found that really speaking, the labour theory of value is
only relevant in a primitive one-sector economy. In a modern economy, where there
are many factors of production, the simple labour-embodied theory of value does not
apply. Thus, one can say in the modern perspective that Adam Smith did not have any
labour theory of value. This is so because labour embodied is relevant only in one-
factor model and cost of production (labour commanded) is relevant in a three-factor
model which replicates modern economy.

Adam Smith also speaks of market price and natural price. Market price is the
actual price prevailing in the market, which is determined by the forces of demand
and supply. If supply remains constant, an increase in demand can increase the market
price, and a decrease in demand can being down the market price. Similarly, demand
remaining the same, an increase in supply will decrease the price, and a decrease in
supply will increase the price. The natural price means the long-term price which is
exactly equivalent to labour-commanded value of a commodity. The market price may
be more than or less than the long-run normal price as shown in the following diagram.
However, the market price has a tendency to coincide with the long-run normal price
over time. Thus, the market price is a short-run price.

Nature of Model Labour-embodied (LE) and Measure of Value Cause of Value
Labour-commanded (LC)

One-sector Model LE = LC LE (= LC) LE
(Only Labour)
Two-sector Model LE = LC LE LE
(Labour and Capital) (Capital can be converted into Labour)
Three-sector Model LC > LE LC (L + N + C)
(Land, Labour and
Capital)
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It becomes pretty clear from the analysis of Smith�s value theory that Smith never
used, not even by implication, the labour commanded as a cause of value. It is always
used as a measure. The concept of toil and trouble has been used by Smith only to
establish the validity of labour-commanded measure as the universal invariant measure.
Smith also did not use the labour-embodied concept as a measure of value, excepting
in the one-sector model. Thus, at the end, it appears from the analysis of Smith�s theory
of value that labour is not the only source of value, nor is it the only determinant of
exchange value. There are many other determinants of value such as land and capital.
The analysis of Smith�s value theory seems to be more complete in his Wealth of
Nations than in his lectures. It is also clear that Smith had a complete understanding
of the interdependence of the commodity and factor markets. Be that as it may, the
following points of criticism can be levelled against Smith�s theory of value:

1. Smith did not realise the fact that in the absence of a distribution theory, the
cost of production (labour commanded) cannot be known. Hence, his long-
run cost of production theory remains to be illogical.

2. For determining the cost of production, it is necessary to show that all factors
of production are reducible to some common denominator. He could not clearly
show as to how different factors of production can be reduced to labour units.

3. Smith did not have one theory of value, and certainly not the labour theory of
value.

4. He says that normal price is determined by the natural price of factors of
production. This is question-begging, because it is not known what is a natural
price.

5. His primitive economy model is not realistic.
Despite all these, Smith�s value analysis has added a new dimension to the labour

theory of value and has become a convenient starting point for further explorations.

2.1.6  THEORY OF DISTRIBUTION

Adam Smith did not develop any satisfactory theory of distribution, but he has
given many new insights regarding the payment of wages, rent and profit and their
determination. Smith�s theory of distribution follows from his theory of natural price.
According to him, there are natural prices for labour, capital and land. These natural
prices determine the natural prices of commodities. Smith has developed a micro-theory
of distribution. He was basically interested in the problem of production, not distribution.
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Notes Wage: According to Smith, in a primitive society, wages were determined by the
productivity of labour. But in a multi-sector (multi-factor) society, the landlord and the
capitalist also share the product of labour. Smith has developed the concept of wage
fund theory. The wage fund provides a theory of wages as well as a theory of capital.
In fact, capital accumulation makes it possible to employ labour. The workers are given
advances from the wage fund. The wage fund provides a rationale for saving, and
also explains wages and profit. The doctrine says that the labourers are dependent on
the capitalists for their subsistence. The size of the wage fund can be increased by
the capitalist�s saving.

Smith has also developed both contractual theory and subsistence theories of
wages. According to Smith, wages cannot go below a minimum level which must be
sufficient to maintain the workers. As the size of the wage fund grows, it can support
a large number of labourers. However, when the wage level is higher than subsistence,
people feel better off and expand their families so that after some time, the labour
market gets flooded with a large number of new labourers. Under such a situation, the
wage level again comes back to the level of subsistence. The size of wage fund can
explain the size of total wage payment. But the individual or average wage rate is
explained by the conditions of demand and supply. By the natural wage, Adam Smith
means the subsistence wage. At the subsistence wage, the long-run supply curve of
labour becomes perfectly horizontal. However, in the short run, wage rates may be
above or below the long-run equilibrium wage rate., The short-run rate of wage is
determined by the forces of demand and supply, and also by contracts. Smith found
the possibility of wage differences among different occupations.

Rent: Smith�s idea on rent is not well-founded. He was influenced by the
physiocratic notion of rent. According to him, the whole of rent was not due to the
investment of capital in land. So, it is found that he also differed from the physiocrats.
Smith considers rent a monopoly price. He defined rent as the price paid for the use
of land. The sum of annual rent, according to Smith, is usually fixed by a contractual
agreement between the landlord and tenant. Rent is influenced by the location and
fertility of land. Smith has also considered rent as a residual payment. It is that part of
the annual produce which remains after all the factors of production are paid. Regarding
rent-price relation, Smith was not very clear. He regarded rent as both price-determining
as well as a price-determined. He regarded rent also as gift due to the special natural
power of the soil. In connection with rent, Smith has regarded it payment for differential
advantage, as a reward for the bounty of nature, monopoly price and contractual
payment. Like the physiocrats, he considered rent a form of surplus, and also an index
of social prosperity.

Profit and Interest: Smith did not clearly distinguish between profit and interest.
According to him, return on capital was profit and interest was a part of profit. He
says that profit is accumulated by employing productive workers. He says that profit
includes wages for inspection and direction. The value of capital stock regulates profit.
Smith considers profit as a remuneration for the risk and uncertainty borne by the
capitalist. When a man lends his capital, he receives interest, but when he invests his
capital in his own enterprise, he gets profit. The lowest rate of profit must include the
compensation for the possible loss. The same is the case with interest. Smith viewed
profit as a residual or surplus.
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NotesHe finds an inverse relationship between profit and wages. When accumulation
progresses, profit declines mainly because of two factors: increasing competition among
the capitalists and increasing demand for labour leading to higher wages. Smith
demonstrated that when an economy make disappears (zero) a transition from
progressive to stationary state, profit goes on declining and ultimately, at the level of
the stationary state. Smith considered two theories of interest: real and monetary. An
increase in the supply of goods, money remaining constant, will increase the value of
money, reduce profit and lower interest. Like profit, the rate of interest also falls in the
long run. However, he did not consider interest as a separate payment.

Smith�s theory of distribution is very much confusing. Smith did not have an
integrated theory of distribution. His theory of distribution is slipshod, inconsistent and
tainted with physiocratic errors. The originality of Smith�s theory of production is
conspicuous by its absence in his theory of distribution. According to Gide and Rist,
Smith�s theory of distribution is the least original of all his works. Smith found a clash
of interest between labour and capital in his theory of distribution. Smith said that the
interests of labour and capital are opposing: wages and profits move in opposite direction.
He advocated a higher share of wages in the national income. However, his theory of
distribution is pessimistic where the Invisible Hand is inoperative because it cannot
bring harmony of interests among the various classes.

2.1.7  TAXATION

Adam Smith advocated a multiple tax structure. He favoured taxation on all classes
of people. He put forward the following four canons of taxation:

1. The amount of tax should be known and certain.
2. The taxes should be so determined that they can be collected by the most

economical method.
3. Taxes should be so imposed that people can pay them according to their ability.
4. The taxes should be levied in such a manner that they are most likely to be

convenient to the taxpayers.
Adam Smith considered a progressive system of taxation. He also considered rent

the best source of tax. Tax on land rent is paid by the owner of the land. Tax on the
produce on land is also paid by the landlord. If a tax is levied on a house, its incidence
falls on both the tenant and the landlord. When a tax is imposed on profit, there is the
possibility of shifting its incidence. If a tax is imposed on wages, its incidence is generally
shifted to the employer, provided the wage level is at subsistence. A tax on a
manufacturing industry will be borne by the consumers of the manufactured articles.
In such a case, the prices will rise. If a tax is imposed on interest, it is paid by the
interest-earner. It should be noted the Smith was against profit taxation of. He thought
that a tax on profit will discourage investment, output, employment and growth. He
was also against taxation on the necessary articles because such a tax will ultimately
increase wages. But he recommended taxation on luxury articles.
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Notes 2.1.8  PUBLIC DEBT

Smith discusses public debt in Book V of The Wealth of Nations. He pointed
out that for performing the functions of the state, government has to incur some
expenditure. To finance these expenditures, the government must have some sources
of revenue. The common way of collecting revenue is taxation. However, during an
emergency or war, taxation is not enough. Thus, the government has to incur public
debt. Public debt is incurred because the government does not follow parsimony. The
government can borrow from the public if it has performed its functions efficiently in
the past. Whenever the government borrows further taxation can be anticipated for
repayment of the debt. Smith did not like this method. He was of the opinion that once
public debt is incurred, it gets accumulated. For the repayment of debt, the government
imposes taxes during war. This tax continues even during the peace time. Sometimes,
the government has to incur new debts in order to pay off the old debts.

Public debt transfers money from the public to the government. According to
Adam Smith, public debt does not increase the capital stock of the country, rather it
destroys some of. Public debt will have an adverse effect on land and capital, which
are the two most important sources of revenue. If a tax is imposed on the landlord for
the repayment of public debt, the landlords will not be able to make any investment for
land improvement. In such a case, agriculture of the country will decline. When taxes
are imposed on the necessaries of life for the purpose of repayment of public debt, the
owners and employers of capital stock find that their revenue goes down, along with
rate of return on capital. In such a case, capital will be shifted to some other country
where the return is higher. The industry of the country, in this situation, will necessarily
fall, and such a capital outflow will ruin the trade and commerce of the domestic
country.

National debt, according to Adam Smith, is never fairly and completely repaid.
The practice of repaying public debt weakens the nation and may ultimately lead to
bankruptcy. Many methods can be suggested for the repayment of public debt. Firstly,
a popular method is raising the denomination of the coin. However, Adam Smith points
out that it will have a very bad consequence. The second method is to adulterate the
coin. This operation is also unjust. Thirdly, with fall in the rate of interest, kept for
payment of interest there will be some savings in the funds. Out of this saving, a sinking
fund may be created for the payment of public debt. This fund also facilitates contracting
of new debts. When all is said and done, it must be admitted that Smith�s idea that
public debt is always unproductive does not seem to be valid today. Nowadays, most
governments expand trade and commerce with the help of public debt.

2.1.9  SMITH ON ECONOMIC GROWTH

Smith�s Wealth of Nations can be regarded as an essay on economic growth.
For the purpose of economic growth, Smith gives credit to the principles of division of
labour. It is capital accumulation, which keeps division of labour an ongoing process.
The main determinants of economic growth are capital accumulation, nature, employment
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of any nation. Capital accumulation enlarges the wage fund which facilitates the
employment of a larger number of productive labour. This increases national output,
which when sold, brings larger amount of profit, a part of which can be used for further
capital accumulation. In this way, the stock of capital in a country grows over time,
supporting more workers and producing more output. There is a chain of causation in
the growth process. In the following figure, it is shown that growth starts with the
division of labour and continues (clockwise) until the stationary state is reached. The
constraint on growth is the increased difficulty of finding out opportunities for profitable
investment outlets, as capital stock in weages over time.
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Division of labour leads to a number of advantages: increase in skill, reduction in
production time, invention of machines and so on. But before division of labour takes
place, capital accumulation becomes necessary. This is why, Adam Smith has given
much emphasis on saving, which is a necessary condition for economic development.
If capital stock increases, it is possible to increase employment of productive labour.
This also results in the production of increased amount of real wealth and revenues.
Capital is increased by parsimony, and destroyed by prodigality and misconduct. The
relation between capital investment, employment and generation of surplus is shown in
the diagram below.



44 History of Economic Thought

Notes

Fig. 2.1.3

As the diagram shows, when capital investment takes place (OC), employment
grows (ON) and the net product in the sense of total product minus wage cost (OY)
also is generated. A greater part of this net product (surplus) is ploughed back as capital
investment which further increases employment and surplus. This process goes on for
quite some time till the onset of stationary state.

Capital accumulation is very essential for division of labour. However, according
to Smith, it is limited by the extent of market. Division of labour can increase productivity
of labour, but unless the market is sufficiently large, the total product may not be sold
out. In this context, Smith considered the importance of international trade. He clearly
appreciated the role that foreign trade played in the economic development of Great
Britain.

As development starts, it becomes cumulative. Given the market and capital
accumulation, division of labour goes on increasing the level of productivity. The resultant
increasing income and growth of population helps expand the extent of the market further
by increasing effective demand. This also permits a large amount of saving out of the
increased national income. As the market expands and specialisation increases, ability
and incentive to introduce improvement of art also increase. This type of improvement
further leads to specialisation and productivity gains.

In the discussion on economic development, Smith recognises in a very general
way, the significance of external economies which lead to a reduction in cost. However,
Smith is wise enough to observe that there are limits to growth. This has been explained
by Smith in his theory of income distribution. He shows that the wage level in the long
run remains at the level of subsistence. During the period of capital accumulation, wages
may rise beyond the level of subsistence, at least for a temporary period. But the extent
of this rise will depend upon the rate of capital accumulation and population growth.
Smith demonstrates that during the process of growth, the rate of profit goes on declining
over time. This is mainly due to an increase in the wage rate as a consequence of
increased competition among the capitalists in the labour market. As the population
grows and capital stock becomes very large, the economy attains that full employment
of riches which the nature of its soil, climate and situation allowed it to acquire. When
the economy reaches this stage, the rate of capital accumulation declines, wage comes
to the subsistence level and profit level falls to zero. This is the famous classical
stationary state. At the level of stationary state, the process of capital accumulation
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Notesand the process of economic development completely stops. This situation is shown in
the following diagram:
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Fig. 2.1.4

In the above diagram, the economy grown from C to S during the time path, T.
After T, stationary state is reached (wage becomes very high, profit level zero and
capital accumulation stops). Smith observes that in the stationary state, rent is very
high.

Smith�s emphasis on capital accumulation in the process of development is the
fundamental element, which has been followed by many later writers. His concept of
stationary state dominated the thinking of the entire classical school. Similarly, his
observation that during the process of development, real prices of agricultural
commodities rise had profoundly influenced the classical economists for a long period
of time. Smith was not in favour of governmental interference during the process of
economic growth. He regarded economic development as a gradual and self-
perpetuating process.

Smith was of the opinion that productive workers constitute the source of saving
potential which is a crucial precondition fore economic development. The unproductive
workers can be productively absorbed in the economy if capital stock is sufficient. In
the Smithian theory of growth, capital accumulation is the prime mover. Accumulation,
in fact, is the difference between total production and total consumption. The rate of
accumulation is determined by the level of profit which itself is a source from which
savings can be made and it provides inducement to invest. A high rate of capital
accumulation will also increase the demand for labour, which will not only raise the
wage level but will also increase the effective demand. His idea that �save more and
work harder� is the guiding principle for economic development of less developed
countries of today. According to V.K.R.V. Rao, the classical theory of development is
more relevant to the less developed countries than the Keynesian theory.

Relevance of Wealth of Nations (Growth Theory) to LDCs
Wealth of Nations is an essay on economic growth. It analyses the dynamic

forces that determine sustained economic growth. In Adam Smith�s analysis, however,
allocative problem occupies a subordinate position. But he demonstrated that in a free
market economy, the equilibrium process will lead to an optimum allocation of resources.
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Notes Free competition, according to Smith, can give rise to a number of advantages. Smith
was mainly concerned with the long-run determinants of the rate of growth of social
output.

According to Rostow, The Wealth of Nations gives a dynamic analysis and policy
framework for the underdeveloped countries. Why does production grow over time?
Smith says that production grows only due to capital accumulation witch is the
mainspring of all economic progress. Capital accumulation is crucially important for
the less developed countries (LDCs). The basic problem of such countries is existence
of the vicious circle of poverty. This vicious circle can be replaced by a virtuous process
of growth by increasing the tempo of capital accumulation. In a less developed country,
as Nurkse observes, balanced growth cannot be achieved owing to the limited market.
Smith similarly examined the demand side of the problem by stating that unless the
extent of market is broadened, division of labour cannot be practiced profitably. He
also emphasised that capital formation presupposes willingness and capacity to save.
In LDCs, marginal propensity to save is the crucial determinant of growth. The Smithian
prescription of working harder and saving more still holds its sway in the backward
countries. Smith says that the prospect of development will stimulate an adequate
volume of saving.

Smith clearly recognises the fact that the rate of growth of income is an increasing
function of saving-income ratio. This seems to be true even today. Smith emphasised
the importance of wage goods as the basic necessities in the development of an
economy. This problem is also relevant in LDCs. To increase the capital stock in such
countries, Smith suggested several methods to tax the income of the rentier class, so
that a larger amount of surplus may be collected by the government for capital formation.
This suggestion is very beneficial to a country like India which has a very skewed
income distribution pattern. In terms of the Smithian model, one can assign priority to
production of capital goods only if consumption of luxury goods of some other class is
reduced.

Smith shows that agricultural and industrial revolutions go hand in hand. When
agriculture is stagnant, industrial development cannot be expected to take place. He
was of the opinion that agriculture should be developed first and then industrial
development can be taken up. This idea is broadly valid in the theory of planning.
Expansion of the industrial sector, in many countries, is limited by the rate of growth
of the agricultural sector. Unless agriculture is developed, sufficient surplus cannot be
generated for industrial development. Smith stresses the importance of sectoral balance
when he discussed the rural-urban exchanges. He is of the opinion that the gain of
one sector does not imply the loss of the other, but still he finds the possibilities of the
terms of trade being turned against the rural sector. According to Smith, the corporate
spirit and the bargaining power in the countryside are rather weak.

Smith advocates government interference in those areas where the prospect of
profit is very low. These areas are the public utilities. Smith�s idea here corresponds to
our idea of socialist state. Smith maintained that if investment is redirected from foreign
trade to domestic manufacturing and agriculture, total volume of productive employment
may increase.
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NotesHowever, Smith does not assign any dynamic role to the government. In our times,
in most of the LDCs, the government has been playing a very crucial role in the drama
of development. Smith is concerned not only with the rate of economic development,
but also with social policy and attitude. He strongly supported public policy programme
for capital formation and employment. Be that as it may, his Wealth of Nations contains
many lessons for the developing countries, which are on the path of economic
development in our times.

Evaluation
Adam Smith has been able to weave together his own contributions plus those of

his predecessors into a systematic and comprehensive treatise. His Wealth of Nations
is the first full-scale treatise on economics. The  Wealth of Nations was the groundwork
for modern economics. But for this work, the subsequent development of economic
thought would have perhaps been impossible. The structure of economic science was
firmly set up by him. By reasoning and examples, Adam Smith persuaded his own
generation and intellectually governed the next. It must be admitted that his book did
not contain any single idea which was original, but it binds together a large number of
facts giving new and realistic interpretation. Garner says that Smith has brought a
complete revolution in the science of economics. His work was a kind of synthesis.
Karl Marx thought that modem economics effectively began with Smith. Smith provided
the first paradigm or disciplinary matrix to the science of economics. The Wealth of
Nations gave a new conceptual system, an ideological slant and a new methodology
to economics. The work provided the ruling paradigm for many years to many
economists.

2.1.10  DAVID RICARDO (1772-1823)

The Ricardian economics, as Schumpeter observes, is difficult to understand, more
difficult to interpret and most difficult to make an appraisal. Ricardo was a bird with a
different plume. He was a formidable logician and a terribly abstract writer. His
Principles of Political Economy and Taxation (1817) is written in such an abstract
style that on first reading, one cannot feel that the book contains anything understandable.
It is his best known work. Ricardo developed a system of analysis based on abstraction.
Ricardo was interested in analysing the problems of political economy rather than in
its wealth and progress. He was preoccupied with the then current problems of England
and their solutions. He is one of the greatest representatives of the classical economics
and is perhaps one of the most controversial economists of all ages. After Adam Smith,
Ricardo is the greatest and most talked-about economist of the classical period. To
him, political economy is an enquiry into the laws that determine division of the produce
amongst the classes responsible for its production. Ricardo would be remembered for
the introduction of a theoretical framework that gave economic thinking a new direction
which was unprecedented in the history of economic thought prior to his time.
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Notes 2.1.11 NOTE ON METHODOLOGY

Ricardo had a strong analytical mind and logically sound power of thinking. Ricardo
built up, so to say, an engine of analysis. Blaug has asserted that Ricardo�s appeal
rested on his ability to get hold of a wide range of significant problems with a simple
analytical model that involved only a few strategic variables designed to yield dramatic
conclusions of a distinctly practical nature. Ricardo�s appeal was both theoretical and
practical. He not only provided theories to analyse problems, but also provided
acceptable practical solutions for them. He is still honoured as a great theoretician.
He was educated in the country house rather than in the sophisticated environment of
a town. The outcome was that his Principles turned out to be a very difficult-reading
book, both in style and structure.

Ricardo was interested in finding out the laws which govern the distributive shares.
His fundamental law of distribution was that wage and profit are inversely related.
The methodology used by him is deductive in nature. This is evident in his theory of
distribution. Ricardo would build up a theoretical model on the basis of some assumptions,
which are not very realistic, and would get some useful theoretical conclusions on the
basis of deductions. It must be noted, as pointed by Friedman, that the predictive power
of a theory is not disturbed even if the assumptions are wrong. This is perhaps applicable
in the case of Ricardian analysis.

Ricardo was a very practical man. His analysis was logically perfect, but not often
empirically true. He could perfectly combine theory and practice wherever necessary.
His methodology was however, was abstract in nature. He had an analytical mind.
The analytical method was used by Ricardo in finding out the functional relationship
between the involved viarables. Side by side also used the empirical method. This is
evident in his theory of value, which according to Stigler, is 93% labour theory of value.

Ricardo was concerned with both macro and micro analyses. His relative value
analysis is an example of micro analysis. He was also concerned with the macro dynamic
behaviour of the crucial variables like wage, rent and profit. His theory of taxation is
an example of micro analysis. He has used macro analysis in his theory of distribution.

Ricardo had a peculiar habit of drawing generalisations without going into the
empirical truth of the problem and using those generalisations for further studies. This
peculiar habit is called the Ricardian vice. These vices are present in his writings of
Ricardo. One such vice is the dictum that profit depends on the price of wheat.

Ricardo had a very flexible mind, which would very often change his conclusions
whenever he came across new facts. This is evident in his theories of value, machinery
and so on. However, this is not an altogether unusual habit for a scientific mind. A
theory in science is discarded or modified whenever new facts emerge. He however,
failed to take into account the institutional assumptions. He studied the class conflict in
the economic system which was liked by Marx.

Ricardo studied economic system as a progressive transformation of a stationary
state. The stationary state is a tool of analysis�a conceptual construct. It is not a
reality. Be that as it may, The Ricardian analysis is not meant for ordinary readers
because of the analytical rigour and inexorable logic that characterised his writings.
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end, the result would come up as a tautology, and tautologies give rise to Ricardian
vices. When all is said and done, it must be admitted that Ricardo was an economist
with unparalleled analytical insight.

2.1.12  RICARDO�S VALUE ANALYSIS

Throughout his life, till his last days, Ricardo retained doubts about the adequacy
of his theory of value. Ricardo�s theory of value contains many Smithian legacies:
(1) labour theory of value; (2) natural and market prices; (3) use value and exchange
value: and so on.

Ricardo was never satisfied with his value analysis. He has used three types of
values: (i) Value relevant for scarce commodities; (ii) Value relevant for reproducible
commodities; and (iii) Market value and normal value. This can be conveniently shown
in the following chart:

Chart 2.1.2

Ricardo starts his analysis of value with reference to value in use and value-in-
exchange. According to Ricardo, utility is a precondition of value, but not its explanation.
He says that utility is essential if a commodity is to have exchange value; but utility
cannot be a measure of value. Commodities possessing utility derive their exchange
value from two sources: scarcity and the quantity of labour required to produce them.
There are certain commodities which are non-reproducible rare commodities, such as
Van Gogh�s paintings in which case supply is fixed and value is determined by intensity
of demand. These are scarce commodities.

In the case of ordinary reproducible goods, value depends on the amount of labour
necessary to produce them. If a commodity is produced by labour and capital, Ricardo
would say that since capital can be converted in to labour (capital is dead labour or
stored-up labour), value would ultimately depend on the labour content of the commodity.
However, if the commodity is produced by the joint effort of land, labour and capital,
the value of the commodity will depend on the cost of labour embodied in the commodity
plus the cost of capital converted labour. It should be noted that in the Ricardian
formulation of value, rent does not enter into price. Therefore, value would be determined

Three Types of Values
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Notes by the cost of labour and the cost of capital. But ultimately, it is the cost of labour
which matters most. Ricardo shows that labour creates value in the capitalist as well
as primitive conditions of production. Ricardo convents the whole cost of production
into labour terms. Ricardo used the labour-embodied theory of value because it the
nearest approximation to truth for measuring the relative value.

Ricardo was considering the relative value analysis. In cases where different
factors of production are used, he measured the cost of production of the factors
production. But he came to the conclusion that labour is still the best single measure
of value even in the case of a multi-sector model. Ricardo had a real cost theory of
value. But he found that labour cost is a stable measure of value. He has ignored the
influence of demand in the case of the long run values of commodities. In long run,
factors of production will have their normal values and supply responds to demand in
such a way that value is equated with the cost of production. Market value, on the
other hand, is determined by the market forces of demand and supply. Market price,
needless to say, may be more than or less than the normal long-run price. In the long
run, the commodities have a tendency to have their normal values. The natural price
of a commodity (cost of production) is determined by wages and profit. Whereas Smith
included rent as a cost element, Ricardo did not consider rent as a part of value.

According to Ricardo, labour is nothing but the disutility. Now, the lest ion is: what
changes the relative price? Wage-profit changes will not affect the relative values, but
they may affect the normal price or the absolute price. Even if the relative price is
changed as a result of wage-profit change, the effect would be insignificant. When
wages rise, some prices will fall relatively, and others will rise. In the Ricardian scheme,
rise in wage (W) lowers profit (P) and fall in �P� lowers the value of capital-intensive
goods vis-a-vis labour-intensive goods. Thus, capital-intensive goods will receive
stimulus. Thus, the average period of production is lengthened. This is Hayek�s Ricardo
Effect. All this shows that relative value can be influenced by the changes in the
distribution pattern of national income (i.e., in wages and profit).

Ricardo had a flexible mind. He always wanted to make some changes in his
labour theory of value. He modified his views regarding the labour theory of value in
the third Edition of his Principles of Political Economy and Taxation. The following
were the modifications introduced in the Third Edition of his Principles:

1. He introduced capital as a factor of production.
2. He took into account the varying proportion of labour and capital.
3. He took into account the cost of production.
4. He introduced labour having varying qualities.
5. He wanted to have an invariable measure of value.

Ricardo had all along a weakness in favour of labour theory of value. He was of
the opinion that the labour theory of value can be valid in spite of the existence of
different factors of production, if the following conditions are satisfied:

(i) The ratio of fixed capital to labour remains the same in every type of
production.

(ii) All fixed capitals are equally durable.
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NotesIt should be noted that if the fixed capital-labour ratio differs, value will also
change. The higher the capital-labour (C/L) ratio, the higher would be the value, and
the lower the C/L ratio, the lower would be the value. Similarly, value may also be
different if the fixed capital differs in turnover rates. Thus, it can be clearly seen that
Ricardo appreciated the importance of time element in the theory of value much before
Marshal Ricardo had to face a number of difficulties connected with the labour theory
of value. However, he was able to eliminate the difficulties one by one, and
demonstrated the fact that ultimately, it is the labour which is a very dominant single
factor responsible for value. The problems encountered and the solutions suggested
by Ricardo are shown in the following chart:

Chart 2.1.3: Problems with Value Theory

Sources of Problems Ricardo�s Solutions
Problems

(i) Quality difference of labour. Adjusted by the market forces in course
of time.

Labour (ii) Efficiency differentials of labour. Necessary or customary average
labour to be used.

(iii) Differences in kinds of labour. Can be reduced to standard form.

(i) Durability differences (time is Time element enters into value.
taken as a factor).

Capital (ii) Differences in the ratio of fixed Time element enters into value.
capital and circulating capital
(time is taken into account).

After considering the difficulties with respect to capital as a factor in the theory
of value, Ricardo wrote to McCulloch that after the best consideration, he thought that
there are two main causes which may lead to a change in the relative values of
commodities: (i) the relative quantity of labour required to produce the commodities
and (ii) the relative time taken to produce the commodities. The question regarding
fixed capital comes under the second category. The difficulties with respect to labour
qualities, efficiencies and kinds have been solved by Ricardo more or less satisfactorily,
as shown in the above chart. However, in spite of taking into account the importance
of time element, Ricardo stoutly defended the proposition that it is the quantity of labour
which is still the best single measure of value. He clung to the labour-quantity explanation
and minimised the importance of his own modifications.

In a multi-sector model, value is determined by the labour cost and profit (capital
cost). The difficulty introduced by the element of profit did not pose any real difficulty
for Ricardo. He said that profit can be eliminated from the cost of production because
it has only a very marginal effect (six to seven per cent) on value. Under perfect
competition, the rate of profit also tends to be the same in all industries. Therefore,
profit does not pose any real problem. Similarly, labour quality differences can also be
eliminated by saying that they do not disturb the value of the same commodity at
different time periods. As has been shown earlier, Ricardo pointed out that labour quality
variation is already adjusted by the market forces in a free market economy. Therefore,
after eliminating all these disturbing factors in the way of labour theory of value, Ricardo
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Notes peacefully concluded that in the matter of relative value, the real difference is empirically
made by the labour-content of the commodity. In this way, owing to overwhelming
importance of labour in the matter of value of a commodity, which is found to be
empirically valid, Ricardo came to evolve an empirical labour theory of value. In fact,
labour cost according to Stigler (American Economic Review, 1958), in the Ricardian
labour theory of value comes to nearly 93% of the total cost, the rest nearly 7% is
accounted for by the profit element. Thus, Stigler rightly christens Ricardian theory of
value as 93% labour theory of value. It must be admitted that Phillips in his Phillips
curve analysis has also found recently that a large pan of the value of commodity is
represented by the labour cost (wage). He has calculated it to be more than 80%. In
view of this, Ricardian labour theory of value does not seem to be out of tune at a
time when the use of fixed capital was not so high as it is now.

Empirical Labour Theory or Analytical Labour Theory?
It appears from the above that Ricardo had an empirical labour theory of value.

He did not have any analytical labour theory of value as pointed by Stigler. His theory
was not analytical because an analytical theory is invariably based on functional
relationship among the involved variables. Ricardo could not show any such analytical
relationship of labour alone on any functional basis. Analytically, labour is the only one
factor of value; there are many other factors which have equal claim on value. From
analytical standpoint, Ricardo based his value on the real costs of labour and capital.
But from an empirical standpoint, Ricardo showed that the relative quantities of labour
used in the production process are the dominant determinants of relative values. He
preferred to base the principles of his deterministic system on a single, dominant variable
(i.e., labour) instead of a number of less important variables. In the words of Ricardo,
�I shall consider all the great variations which take place in the relative value of
commodities to be produced by the greater or less quantity of labour which may be
required from time to time to produce them.�

Ricardo, in the last edition of his Principles, emphasised that labour embodied is
the most practicable measure of value. However, he wrote to McCulloch: �I am not
satisfied with the explanation which I have given of the principles which regulate value.
I wish a more able pen would undertake it.�

Invariable Measure or Value
Ricardo was in search of an invariable measure of value. Needless to say, for

properly measuring value, the yardstick of measurement must remain constant
(invariable). According to Ricardo, the quantity of labour can serve such an invariable
measure of value. It must be noted that the values of commodities would be different
under the following two mains situations: (i) when the capital-labour ratios are different
in different industries; (ii) which the wage-profit ratio changes in the economy. Ricardo
tried to find out an invariable measure of value which can be applied under all
circumstances. Ricardo found his invariable measure from within the causal system of
his value analysis. He noted that to be an ideal invariable measure of value, the following
conditions must be satisfied:
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Notes1. The commodity which is to be used as an invariable measure must have the
average capital-labour ratio in its production everywhere.

2. The same amount of labour produces such a commodity.
3. The average period of production of such a commodity remains the same

everywhere.
Needless to say, there is no commodity in the world which can satisfy the above

three conditions. Ricardo selected gold as the standard commodity which can be used
for the invariable measure of value. However, he was not completely satisfied with
this commodity because it had many problems which will prevent it from becoming an
ideal standard measure. Therefore, he had to make the following assumptions:

1. A year�s time is regarded as the average time of production for gold as well
as for corn. Thus, in a sense, these two commodities are found to be identical.

2. It is assumed that all capital is circulating capital and the turnover period of
all capital is once a year. The circulating capital is nothing but the wage cost
(bill).

3. Wage is spent on the wage goods.
4. There is only one type of wage good, i.e., corn.

In this way, Ricardo could generalise his corn model which could be made
applicable to the entire economy. So, the national product can either be measured by
corn or by gold. No difference will be made because both these commodities are
embodying labour.

Ricardo did not consider Smith�s concept of toil and trouble (disutility) as the
invariable measure. Ricardo realised that it is impossible to find out a perfect invariable
measure of value. But he then wanted to find out the second best commodity which
can be used as an invariable measure of value. This commodity was gold. Ricardo in
his Essay on Profits used corn as the invariable measure. It was more or less
satisfactory in a hypothetical one-sector, one-commodity model. This one commodity
was corn. So, there was no difficulty. But he soon realised that in a multi-sector model,
corn was not a sufficient and perfect invariable measure of value. The corn measure
was, therefore, discarded by Ricardo. Ricardo, then devised labour-content measure
for converting and measuring all commodities in terms of the common labour-content
units. With this measure, Ricardo could proceed in measuring the behaviour of the
relative factor shares in a multi-sector framework. Needless to say, Ricardo could never
find out an invariable measure of value, but he always tried to have one. It is indeed
impossible to have a standard invariable measure of value free from all defects. Even
in our times, economists are constantly hunting to catch this Heffalump of invariable
measure of value in the form of a standard commodity. Sraffa�s attempt in this directions,
as Moore has shown (Scotish Journal of Political Economy, 1966), has not been
quite a success.

Criticisms
1. Ricardo�s handling of quality differences of labour is unsatisfactory. He said

that wage adjustment in the market will even out the quality differences among
labour through the market system. But he was seeking a measure of market
value, in the first place. This appears to be a circular type of reasoning.
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Notes 2. Role of demand is not properly taken into account, excepting in the case of
scarce goods.

3. Ricardo has not taken into account depreciation on capital and rate of interest
in the matter of commodity values.

4. He has not told as to how capital can be converted into labour.
5. How to convert different types of labour into standard units? Ricardo has

not cleared it.
6. According to Ricardo, rent does not enter into price. It is not a cost factor.

This is, however, true if land does not have any alternative use. However, as
is well-known, land has many alternative uses.

2.1.13  RICARDO EFFECT

Ricardo effect says that if wages rise, the relative prices of goods in the production
of which fixed capital or high durability capital enters, will largely fall and the relative
prices of goods which are produced mainly by labour with less fixed capital or with
fixed capital of less durable character, will rise. This proposition is known as Ricardo
Effect. Simply speaking, if wage level goes up, the cost of labour-intensive goods rises
relative to capital-intensive goods. This is Ricardo Effect.

In the Ricardian system, it is possible to convert circulating capital into fixed
capital. This is evident in his chapter on Machinery. But Ricardo brushed aside the
manifold relations of substitutions that exist within the universe of production technology.
Ricardo was too much given to accepting the sequences on technological data and to
neglecting the effect that durabilities have no economic variables.

The Ricardo Effect was used by Hayek in his explanation of business cycle. Hayek
says that depression starts by a fall in the inducement to invest. A fall in the inducement
to invest is explained by a fall in the rate of profit in the consumer goods industries. It
is compatible with the Ricardian proposition that a rise in the real wage will encourage
the capitalist to substitute machinery for labour. Conversely, when the real wage goes
down, more labour is used instead of machinery. In other words, when the wage level
rises, more capital-intensive method of production is used, and when the wage level
goes down more labour-intensive method of production is used. Capital-intensive method
of production is more round-about than labour-intensive method of production. Thus,
the Ricardo Effect ultimately affects the technique of production in a capitalist economy.

According to Hayek, in the later stages of expansion, the real wage rate goes
down. This brings about a shift to the less capital-intensive method of production and
reduces the demand for loanable funds, and initiates a depression. Similarly, at the last
stage of depression, the real wage rate begins to rise. This eventually leads to a
substitution of capital-intensive method of production; demand for loanable fund
increases and it brings about a general revival. Thus, Hayek�s theory of trade cycle is
based on what is called Ricardo Effect. This shows that any change in wage-profit
rate necessarily changes the structure of prices and, therefore of value.
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NotesComparison between Smithian and Ricardian Value Theories

Smith Ricardo

1. Labour is emphasised as the main source of 1. Labour is emphasised as the main source of
value. value.

2. Labour can be converted into capital. 2. Labour can be converted into capital.
3. Labour is the invariable measure of value 3. Money made of gold is an invariable

(disutility is the standard measure of labour). measure (corn was used as an invariable
measure in Ricardo�s Essays on Profit).
Ricardo ultimately adopted labour-content
as the invariable measure.

4. Labour commanded is the invariable measure 4. Labour embodied is the invariable measure
in advanced economies. in the advanced economies.

5. Relative value is not emphasised. 5. Relative value is emphasised.
6. Rent enters into price. 6. Rent does not enter into price.

2.1.14  THEORY OF DISTRIBUTION

Ricardo was interested in finding out the principle by which the income of different
factors of production can be determined. Ricardo had a macro theory of distribution.
According to him, distribution is the principal problem in political economy. His concern
with the problem of income distribution arose from his interest in the question of relative
share. Ricardo was of the view that as the economy develops, the relative shares of
wages, profits and rent will vary.

According to Kaldor, Ricardian theory of distribution is based on two principles:
(i) Marginal principle, and (ii) Surplus principle. The marginal principle discusses the
share of rent and the surplus principle is applied to the explanation of the division of
surplus between wages and profits. In Ricardo�s analysis, output of the economy is
distributed among three major shares: rent, wages and profits. Rent is the reward for
the use of the services of land. It arises due to the law of diminishing returns. Rent is
the difference between the product of labour on marginal land and that on the given
average land. Wage is a return to labour. Wage is equal to subsistence. Profit is the
residual. It is the income which is left after the payment of wages and rent. Ricardo
says that the agricultural sector, in a sense, is more fundamental than the industrial
sector. The pattern of distribution in the economy must arise from the agricultural sector,
first. Rate of profit in the agricultural sector determines the rate of profit in the industrial
sector. In the Ricardian system, the employment of labour depends on wage rates. In
industry, the money rate of profit depends on the corn rate of profit in the agricultural
sector.

Rent is the difference between the average product and the marginal product of
labour for any given volume of employment. This is shown with the following diagram:
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Fig. 2.1.5

In the diagram, rent is the difference between AP and MP, that is, the area BDLS.
Rent depends on the elasticity of these curves and on the extent of diminishing returns.
Marginal productivity of labour is equal to wages and profit. Thus, there is exploitation.
The wage level is at the level of subsistence, and is shown by the area ONKW. The
wage is determined by the supply price of labour which is constant in terms of corn.
At the prevailing wage rate OW, there is an infinitely elastic supply curve of labour.
And profit is WKSL area which is a residual. Thus, Ricardo has been successful in
finding out the shares of labour, land and capital. Ricardo took the following assumptions:
(i) Law of diminishing returns; (ii) Malthusian theory of population; (iii) Perfect
competition; and (iv) Full employment.

It is pointed out by Ricardo that there is a continuous tendency towards a fall in
the rate of profit in the system. Ricardo says that wages and profit are inversely related.
This is, in fact, his fundamental theory of distribution. However, it is not necessary
that wage has to fall in order to have an increase in profit. Empirically, both may increase
at the same time. With economic progress, the money rate of wage goes up, because
the subsistence level goes up and, after some time, the profit level will fall, and at the
level of stationary state, the profit will be zero, and the rent will be rising.

According to Ricardo, technical progress cannot be so rapid as to suspend the
operation of diminishing returns. He had assumed the Malthusian law of population
which has been falsified in the western countries. In the advanced countries, the share
of wage was constant for a very long period of time. Similar is the case with the share
of profit. Ricardo did not take into account the rate of interest and the different capital
compositions of different industries. His theory of distribution is based on his theory of
value. The Ricardian theory of wages and profit contains a mixture of confusion and
achievement. He was not able to show that the fall in profit could not be due to an
increase in wage. However, Ricardo�s declining rate of profit theory is analytical.
Diminishing return was never applied by Ricardo beyond the agricultural sector. His
distribution theory, that if wage increases, profit falls, depends on his measure of value.
If the value of labour increases, the value of capital falls. But this is not equivalent to
saying that an increase in wage will lead to a decrease in profit.

Thus, it is clear that although logically the Ricardian mode of distribution was
internally consistent, still the assumptions and the foundation of his analysis were not
satisfactory. Ricardo, more often than not, was consistently wrong regarding his theory
of distribution.
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NotesCriticisms
1. Ricardo has accepted the law of diminishing returns to be valid. But the

operation of this law can be halted by technical progress, which Ricardo did
not consider.

2. The Malthusian theory of population is also not found to be empirically correct.
3. Ricardo says that rent does not enter into price. This is true only when land

has no alternative use. However, Ricardo should have included rent as a cost
of production, as Smith did.

4. It is not empirically valid to say that wage and profit go in the opposite
direction. Both these can go in the same direction.

5. His theory is a macro theory of distribution. It does not tell us any thing as to
how individual wage, profit and rent are determined.

Barkai�s Criticisms
H. Barkai, in an article published in Economica, August 1959, has pointed out

that Ricardian theory of distribution is indeterminate. In his theory of distribution, Ricardo
has assumed linear productivity function and generalised it for the economy as a whole.
The share of rent will rise if the value of elasticity of the average product curve goes
on falling as more and more of variable inputs are applied, i.e., if the gap between the
AP and MP curves increases. However, the elasticity of the average product curve
does not necessarily fall along a production function showing diminishing returns.
�Diminishing returns is a necessary but not a sufficient condition of an increase in the
rental share.� The Ricardian proposition is true if the proportionate rate of change of
MP is always greater than that of AP, that is, if the value of elasticity of AP curve
falls. However, it can be shown that over a certain range of output, the elasticity of
AP curve rises. This is shown in the following diagram:

MP
AP�

AP
MP

EMPLOYMENTO

Fig. 2.1.6

In the diagram, the value of elasticity of the AP curve is rising because the
proportionate rate of change of MP is less than that of AP. In such a case, the Ricardian
prediction that the share of rent rises in the long run is reversed. The fact is that the
productivity function is not necessarily linear. Unless one is going to accept a particular
quadratic production function, it must be noted that the rental share is indeterminate.
If it is so, then the shares of wages plus profits in the income also become indeterminate.
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Notes This implies that diminishing return is insufficient as the basis on which Ricardo drew
his general theory of distribution.

2.1.15  RICARDIAN THEORY OF RENT

According to Ricardo, rent is a surplus of product on superior quality land. Rent
is a payment arising out of the original and indestructible powers of the soil. The
differential surplus which is called rent, arises whenever inferior lands are brought into
cultivation. Rent arises because good quality land is scarce in supply. Thus, rent is not
due to the bounty of nature but due to her niggardliness. According to Ricardo, rent
does not enter into price. The market price of any agricultural commodity is equal to
the cost of producing it on the marginal land (price is equal to marginal cost). Rent is
really a surplus over cost. Rent does not determine the price, but it is determined by
the price. When the price is high, the rent is high. Similarly, when the price is low, the
rent is low. Rent is a form of unearned income. It does not represent any labour or
efforts on the part of the landowner. Rent arises whenever the market price is higher
than the average cost of production. The rent of a plot of land tends to be equal to the
difference between its yield and the yield of marginal plot. This is shown in the following
diagram:

Fig. 2.1.7

As the diagram shows, the cost of production of �C� grade land (marginal land)
is equal to the yield on that land. OP being the cost of production, the �C� grade land
does not yield any surplus. The cost of production of this land is exactly equal to the
value of its output. Therefore, it is a no-rent land. However, �B� grade land and �A�
grade land generate some surplus over the cost of production, which can be called
rent (as shown by the dotted portions). The �A� grade land is the most fertile land.
Therefore, it has the highest surplus or rent. The second best land is �B� grade land
which generates surplus little less than the surplus of �A� grade land.

Ricardo�s theory of rent was developed as a protest against the landed aristocracy
in England when the Corn Laws created a great sensation. Through his rent theory,
Ricardo wanted to point out the manner as to how a tenant is exploited by the landlords.
It also indicates the impact of technical change, population change and economic
progress on landlord-tenant relationship. Ricardo wanted to disprove the physiocratic
misconception that bounty of Nature was the cause of rent. He believed that technical
improvement in the short run will lower the rent. Therefore, the landlords are not
interested in applying technical improvement on land.
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NotesRicardo recognised the conflict of interests of landlords and other classes. It is
shown that, by the improvement of land, the landlords are benefited and not the labourers.
Rent theory is the reverse of Ricardian theory of value. Rent does not influence value.
It is not a cause of value but is its effect.

Ricardo was of the opinion that in the long run, the rent share goes up and the
money rate of wage also increases and the share of profit declines. Ricardo has not
only shown the possibility of increase of accumulation of unearned income in the hands
of the landlords but he has also shown concern over the unproductive nature of the
landlord class. Ricardo was much upset by the increasing price and rent during his
time in England. However, Ricardo was not correct when he said that the share of
rent increases in the long run. History has shown sufficiently clearly that as the society
progresses, the share of rent goes down. Anyway, Ricardian framework of the theory
of rent shows pessimism in the matter of distribution of income.

Rent appears when the growth of population calls for the cultivation of less fertile
lands. The increased difficulty of cultivating the less fertile lands increases the price
of corn. High rent, as a result of high price, constituted the most important phenomenon
towards the end of eighteenth century in the UK.

The law of diminishing returns is associated with the Ricardian theory of rent
and is indispensable for an understanding of the Ricardian framework. It should be
noted that Ricardo did not consider the absolute rent, but he was interested in the
differential rent. The exclusion of absolute rent was essential if the theory of value
was to remain coherent. Ricardo explained the possibility of rent under certain conditions
and also explained its absence under certain other conditions.

Criticisms
The following points of criticism may be levelled against the Ricardian theory of

rent:

(i) Ricardo has not defined fertility of land.
(ii) It is not true that people first cultivate the best quality land, and then the second

quality land and so on.
(iii) The power of soil may not be indestructible as Ricardo thought.
(iv) Ricardo�s non-rent land is not to be found in actual practice.
(v) It is not true that rent does not enter into price. Rent as a cost of production

does enter into price.
(vi) According to modern theory, rent is due to the inelasticity of supply, i.e., to

the scarcity of superior factors of production.

2.1.16  RICARDO ON MACHINERY AND EMPLOYMENT

Ricardo�s views on machinery followed the traditional analysis of Smith,
supplemented by Say�s Law of Market, to prove the impossibility of technological
unemployment. In the first and second editions of his Principles of Political Economy
and Taxation, Ricardo pointed out the price-reducing effect of machinery. He observed
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Notes that machinery benefits all classes of people, including producers and consumers.
Machinery increases per capita output by promoting more and more division of labour.
It also moderates the effects of diminishing returns on land. Machinery can led to a
number of advantages such as increased profit, increased size of the wage fund and a
higher wage level for the workers.

When Ricardo�s Principles was published in the same year, John Barton wrote
a pamphlet: �Conditions of the Labouring Classes of the Society.� In this pamphlet,
Barton showed that machinery may displace labour and may also increase unemployment
of workers. In this way, Barton questioned the favourable effects of machinery. The
logic of Barton was accepted by Ricardo, and he accordingly changed his ideas in the
Third Edition of his Principles. Ricardo admitted that machinery may be injurious to
the working class. Subsequently, the whole idea and attitude of Ricardo on machinery
underwent a drastic reorientation. Ricardo observed that his mistake arose from the
supposition that whenever the net income of the society (profit and rent) increased, its
gross income would also increase. He believed that machinery may lower output for a
period of time, and thereby it can make more people unemployed. Moreover, if the
introduction of machinery is accompanied by the direct conversion of circulating capital
into fixed capital, the wage fund may be reduced. Therefore, the means of employing
labour is reduced. Ricardo is of the opinion that if machinery is purchased from the
wage fund, it will lead to a reduced demand for labour and increase in unemployment.
However, if machinery is purchased from out of capitalist saving, employment will not
be affected and at the same time, productivity and economic growth would be
stimulated.

Knut Wicksell has raised an interesting point in connection with the discussion on
Ricardo�s machinery question. Wicksell observes that Ricardo�s thesis is not theoretically
tenable. If machinery increases unemployment, then the wage rate will come down
relative to capital expenditure. Therefore, labour-intensive method of production would
be profitable. Thus, production would be divided into labour-intensive and capital-
intensive methods, and the net profit in both methods would be great.

The use of machinery reduces current output below the previous level, while the
rate of profit remains the same. As the quantity of wage goods utilised declines, the
demand for manufactured articles falls accordingly, and some labour is permanently
displaced.

Machinery and labour are in constant and permanent competition with each other.
In this competition, the former cannot frequently be employed unless the labour cost
rises. If real wages go down, firms try to substitute labour for machinery. Ricardo
effect under British conditions, where food demand was very high, and cost much labour
for its production, implied a constantly rising ratio of capital (machinery) to labour. The
demand for labour may continue to increase with an increase in capital, but it may not
be in the same proportion as the increase in capital, the ratio would necessarily be a
diminishing one.

The introduction of machinery may not always be so bad. If the introduction of
machinery leads to technical improvement, capital accumulation and saving may be
higher, and the demand for labour may be as high as before. In fact, technical
improvement may lead to an improvement in the standard of living of the labourers.
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NotesAs McCulloch observes, the short-run effects of machinery on output have
nothing to do with the benefits of machinery. Ricardo also believed that under certain
circumstance, the use of machinery may reduce the gross output. In such case, the
price is likely to rise and the demand for labour is likely to go down.

Ricardo never integrated his revised views on machinery with the rest of his
analytical framework. The distinction between sudden and gradual change in technology
clouds the issue in Ricardian economics. The sudden change in technology may involve
an absolute decline in employment, but a gradual change in technology may not involve
any technological unemployment. An analysis of Ricardo Effect demonstrates that
technical progress takes the form of rising capital requirements per unit of labour and
of output leading to secular lag in employment behind growth. This process is also
known as capital deepening. If we want to reabsorb labour, it is necessary to have
capital-widening, i.e., increase in capital proportionate to output.

Ricardo�s discussion in the chapter on machinery opens up the whole series of
many unanswered questions about Ricardian economics. His chapter on machinery
gives up the assumptions of fixed technical coefficient of production. Ricardo did broach
the distinction between innovation due to technical knowledge and innovation due to
increased factor price. Ricardo�s seminal views on machinery, unfortunately, were not
taken seriously by his followers. The chapter on machinery shows the flexible attitude
and flinching mind of Ricardo.

2.1.17  RICARDO-MALTHUS GLUT CONTROVERSY

(For discussion on this topic, see Section on Malthus infra).

2.1.18  RICARDO ON TAXATION

Ricardo defines taxation as a portion of the produce of the land and labour of a
country placed at the disposal of the government. Taxation is really a burden. Taxes
should be so levied as to fall on every person equally, so that it will interfere as little as
possible with the natural equilibrium of the system. Taxes should avoid penalising capital.
The additional taxes are to be paid out of increased consumption or by diminishing
consumption. The burden of the tax should fall on the revenue (income). However, if
unproductive consumption is not diminished or production does not increase, the burden
of tax will fall on capital, which is not desirable.

A large portion of his book, Principles of Political Economy and Taxation, is
concerned with the problems of taxation. Ricardo was more concerned with the analysis
of the incidence and effects of taxation. He analysed taxation with reference to political
economy. Ricardo was in favour of bringing equity in taxation. In such a case, the
economy would be free from disturbances. Ricardo�s views can be summed up in the
following sentences: When wages are at subsistence, direct taxation either on wages
or on the products of labour have to be shifted. These taxes can be shifted to profit.
But there is a danger. When profits reduce, the motive for capital accumulation goes
down. This will also reduce the size of the wage fund. Thus, taxation on profit may be
injurious indirectly to the working class. Sometimes, taxation reduces the rate of capital
accumulation and may also possibly reduce the means of the country to employ labour.
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Notes Taxation imposed on the transfer of property increases the revenue of the state.
This will help the state to maintain unproductive workers at the cost of capital of the
people. The capital is helpful for maintaining the productivity of the workers. Taxation
on property transfer prevents the national capital from being used most profitably. Let
us now discuss some individual taxes and their effects and incidence.

Tax on Wages: This tax will increase the wage level, and will decrease
correspondingly the level of profit. This tax is not favoured by Ricardo because it may
lead to many undesirable consequences.

Tax on Rent: A tax on rent is shifted by the landlord onto the consumers. Such
a tax will discourage the cultivation of land, as a portion of this tax will be on the profits
of the landlord.

Tax on Profit: Tax on profit will be shifted to the consumers. The prices of
commodities will increase. The landlord will get more rent, but he will have to pay
more for purchasing the manufactured articles. If the profit of the farmer is taxed, the
price of his raw produce will go up. Ricardo observed that if there is proper regulation,
the prices of the produce will come back to their original level.

Tax on Commodities: Tax on commodities will increase the prices of the
commodities. The tax imposed on manufactured articles will produce the same effect
on wages as tax on food. Such a tax will also affect the foreign trade of a country.

Tax on Luxury: A tax on luxury articles will be shifted to the consumers. This
tax will neither increase the wage level nor reduce the profit level. It will only raise
the prices of luxury articles.

Tax on Houses: The incidence of this tax will fall on the occupier of the house.
This is a type of rent which the tenant has to pay. In the case of this type of tax, the
demand for houses will decline, and rent will decline. Thus, ultimately this tax may be
paid by the owner of the house.

Tax on Gold: There may be a tax on the total amount of gold in circulation, or a
tax on the annual production of gold. The effect of gold tax is to reduce the quantity
of gold. Therefore, there would be a rise in the value of gold.

Tax on Raw Materials: Such a tax will increase the cost of production. Thus,
prices of the produce will rise. The incidence of this tax will be shifted onto the
consumers. This tax will increase the wages of the workers. If the price does not rise
as a consequence of this tax, the cultivator on whom this tax is imposed will stop
cultivation. Thus, production would be curtailed.

Land Tax: It is applicable to a type of land which yields rent or surplus. It does
not apply to the marginal land. If this tax is imposed on all cultivated lands, it will be a
tax on the produce, and it will increase the price level of the produce.

One-third of the Principles of Political Economy and Taxation is devoted to
the discussion on taxation. Ricardo has given a great deal of attention to the discussion
on different types of taxes. Ricardo is inclined to treat all taxes as special cases. He,
therefore, does not develop a general principle of taxation. He has not given any
theoretical formulation for discussing the effects and incidence of taxes. He discussed
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Notesthe temporary effect of taxes (impact) and not the ultimate effects. His discussion on
taxation is devoid of any theoretical foundation.

2.1.19  RICARDO�S MONETARY THEORY

Ricardo has also contributed to the understanding of monetary economics. He
was concerned with the monetary problems of his time. His idea on currency can be
appreciated from his two writings: (i) Proposal for Economical and Secure Currency,
and (ii) High Price of Bullion. Gustav Cassel drew inspiration for his purchasing power
parity from the writings of Ricardo.

Ricardo in his book, High Price of Bullion, explained clearly the theory of
exchange rate under two conditions. The first condition was with respect to the gold
bullion standard and the second was regarding inconvertible paper currency standard.
Ricardo said that in the case of gold standard, the exchange rate can be determined
by the Mint Par, i.e., the gold content of domestic and foreign currency, subject to
some upper and lower species points. In the case of inconvertible paper currency,
exchange rate can be determined by the purchasing power of the two currencies. He
pointed out in this connection that �while the circulating medium consists, therefore, of
coins undebased or of paper money immediately exchanged for undebased coins, the
exchange can never be more above or below the par than the expenses attaining the
transportation of precious metals. But when it consists of depreciated paper money, it
necessarily will fall according to the degree of depreciation.�

Ricardo also had the understanding about the value theory of money. According
to him, the value or purchasing power of money depends on velocity, confidence,
quantity of money supply and credit policy of the bank. Although Ricardo did not explain
the pure quantity theory of money, still he had the understanding of the relation between
money supply and price level. Ricardo was writing at a time when the price level went
up so much in England. Ricardo anticipated Wicksell in finding out certain suitable
remedies for controlling the fluctuations in the price level. Ricardo, like Wicksell,
conceived of the effect of the divergence between money rate of interest and natural
rate of interest. He observed that such a divergence leads to fluctuating price level.
However, Ricardo could not explain how the divergence between the natural rate of
interest and the money rate of interest could be the cause of economic fluctuations.
But, nonetheless, Ricardo could suggest some very practical measures.

Ricardo�s High Price of Bullion was concerned with the contemporary inflationary
problem of England. During the Napoleonic Wars, there was a hot controversy known
as the Bullionist Controversy. Ricardo contributed notably to the understanding of
this controversy and to its solution. During the period of Napoleonic Wars, the UK�s
price level went up very high. The paper currency was also not convertible into good
at a fixed price on demand. The gold reserve of the Bank of England fell down
considerably and the Bank notes depreciated in value. Ricardo blamed the Bank of
England for overissuing currency notes, which was the cause of hyperinflation. He
observed that the price level in England went up because of an increase in the quantity
of money in circulation. Ricardo advised that the remedy proposed for all the evils in
the currency is that banks should gradually decrease the amount of their notes in
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Notes circulation until they shall have rendered the remainder of equal value with coins which
they represent. In other words, this should be done till the prices of silver and gold
bullion are brought to their Mint Par point. In this way, Ricardo contributed to the
understanding of the genesis of inflation and to anti-inflationary measures. He was of
the opinion that it was the drastic depreciation in the value of currency which was
necessarily responsible for the outflow of gold from England.

In his book, Proposal of Economical and Secure Currency, Ricardo analysed
the factors which were responsible for the determination of value of money. He
observed that under competitive conditions of money supply, the value of money will
depend on its cost of production. He was of the opinion that a proper control over
money supply can maintain the value of money at a level which will neither cause
inflation nor cause depression. He was in favour of a paper currency standard but he
suggested for the proper regulation and control of the paper money. In this connection,
Ricardo suggested the nationalisation of banks. He was in favour of a gold bullion
standard in which there would be no gold coins, but the bank notes will be invertible at
a fixed rate into gold bars. Ricardo was fully convinced of the superiority of bank notes
(paper currency). But he suggested that the circulation of bank notes must be based
on 100 per cent gold reserves. Ricardo prescribed state regulation over banking policy.
Ricardo strongly recommended the introduction of paper currency because he thought
that a system could lead to convenience, stability and automaticity. Ricardo�s plan to
nationalise the bank was a clear recognition of the necessity for a well-defined monetary
policy by the central bank.

2.1.20  RICARDO ON FOREIGN TRADE

Ricardo�s major contribution to the theory of international trade was introduction
of the principle of comparative advantage. Ricardo made a distinction between inter-
regional trade and international trade. Like Adam Smith, Ricardo was initially interested
in the application of the principal of absolute advantage in the case of international
trade. However, later on, he realised that absolute advantage could not properly explain
the special situation of international trade between two different countries. Adam Smith,
in fact, could not understand the situation where a single country had absolute advantage
of producing two commodities in a two-country, two-commodity and one factor (labour)
model of trade. Smith did not go into such a complicated special case. Ricardo explored
such a situation with minute interest, and the result was the theory of comparative
cost.

Ricardo observed that the same theory which could explain internal trade in a
country with reference to absolute cost of advantage, could not explain the situation of
international trade. Thus, Ricardo explicitly recognised the need for a separate theory
of international trade. This separate theory of Ricardo was the theory of comparative
cost advantage. According to some people, the theory of comparative advantage was
first found out not by Ricardo but by Torrens from whom Ricardo might have borrowed
the term. Be that as it may, it was Ricardo who clearly and elaborately explained the
theory of comparative advantage as it was applicable to international trade. Ricardo
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Notessaid that the theory of absolute cost advantage was applicable to the case of inter-
regional trade, but for international trade, we had to apply the theory of comparative
advantage. The theory of comparative advantage says that a country may need to enter
into international trade even if it can produce commodities at the lowest cost. This
situation was not realised by Adam Smith. Within a nation, trade between two regions
requires an absolute cost difference, but a comparative cost difference is a sufficient
condition for the existence of international trade. What is to be compared is not really
costs but cost ratios of commodities.

Ricardo explained that international trade could be beneficial for both the countries
entering into international trade. Foreign trade raised the living standard of the population
of the involved countries. Ricardo had a two-commodity, two-country and one factor
(labour) model of international trade. Ricardo observed that other things remaining the
same, a country would specialise in the production of those commodities and would
export those in which it had the maximum comparative cost advantage or minimum
comparative disadvantage. Ricardo made the following assumptions for explaining his
theory of comparative cost advantage:

1. There is constant returns to scale.
2. There is free trade.
3. Labour is homogeneous.
4. Labour is perfectly mobile within a country but immobile internationally.
5. There is perfect competition.
6. Cost of production is measured in terms of labour only.
7. Labour is the only one productive factor.

In order to properly understand the theory of comparative cost advantage, it is
essential to consider the three types of cost differences: (i) Equal cost advantage;
(ii) Absolute cost advantage; and (iii) Comparative cost advantage. They are explained
in the following table:

Table 2.1.2: Labour Hours Required to Produce One Unit of Cotton and One Unit or Jute

Country Equal cost Absolute cost Comparative cost
difference (I) difference (II) difference (Ill)

Cotton Jute Domestic Cotton Jute Domestic Cotton Jute Domestic
(C) (J) rate of (C) (J) rate of (C) (J) rate of

exchange exchange exchange

India (I) 10 20 Ic = 0.5J 20 10 Ic = 2J 10 20 Ic = 0.5J
Bangladesh (B) 15 30 Ic = 0.5J 10 20 Ic = 0.5J 15 2S Ic = 0.6J



66 History of Economic Thought

Notes Country Equal cost Absolute cost Comparative cost
difference (I) difference (II) difference (Ill)

Necessary Conditions:









=

B

I

B

1

J
J

C
C









>>

B

I

B

1

J
J1

C
C









<< 1

J
J

C
C

B

I

B

1







 =

30
20

15
10







 >>

20
101

10
20







 <> 1

25
20

15
10

C and J denote the number of labour hours required to produce one unit of cotton
and one unit of jute and subscripts I and B indicate India and Bangladesh.)

Trade Positions: India will export jute to Bangladesh India will export cotton to Bangladesh
No trade and Bangladesh will export cotton to and Bangladesh will export jute to

India. India.

In the above table, Case I shows equal cost difference between India and
Bangladesh (Ic = 0.5J). Therefore, the comparative cost ratio is the same for both the
countries. Therefore, there is no scope for international trade. The domestic cost ratios
are equal.

Case II of the table shows absolute cost difference which will be favourable for
both the countries to enter into international trade. In this case, India will have absolute
advantage in the production of jute and Bangladesh will have absolute advantage in
the production of cotton. Therefore, India will export jute to Bangladesh and Bangladesh
will export cotton to India. This is evident if we compare the domestic exchange ratios
of the two countries.

Case III of the table shows the comparative cost difference. It will be seen that
India has absolute advantage in the production of both cotton and jute. So, apparently,
India will not enter into trade with Bangladesh. But Ricardo�s comparative cost principle
points out that even in this case of comparative advantage of both the commodities,
there would be international trade between India and Bangladesh, because of the
domestic exchange rate differences in both these countries. It would be more
advantageous for India to export cotton to Bangladesh, and it would be more
advantageous for Bangladesh to export jute to India. By exporting one unit of cotton
to Bangladesh, India can get 0.6 unit of jute, but in the absence of trade, India would
have exchanged one unit of cotton with 0.5 unit of jute inside the country. Similarly, by
exporting jute (0.6 unit), Bangladesh will get more than one unit of cotton from India
which is an advantage for Bangladesh because in Bangladesh, 0.6 unit of jute can fetch
only one unit of cotton.

The necessary conditions of equal cost difference, absolute cost difference and
comparative cost difference are also given in the table in the form of ratios.

The table shows that comparative cost differences are very crucial for the
existence of international trade. It can explain satisfactorily the presence of international
trade even in the case of absolute advantage of a single country in the production of
both the commodities. Case III clearly shows that India has a comparative advantage
in the production of cotton (the domestic exchange rate is Ic = 0.5J), and Bangladesh
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Noteshas a comparative advantage of producing nuts (the domestic exchange rate is
Ic = 0.6J). This is a distinct case and cause of international trade which was revealed
by the Ricardian theory of comparative cost advantage, and which was overlooked by
Adam Smith. However, in the Ricardian theory of trade, many questions remained
unanswered. These questions are:

(i) How could the theory be extended to take into account several countries and
several commodities?

(ii) How are the gains of international trade divided among the participating
countries?

(iii) What should be the role of money in international trade?
Ricardo could not satisfactorily answer these questions, excepting the last one.

Ricardo pointed out that money is not so important in international trade.

Ricardo observed that in the case of free trade, the interests of the country and
of the individuals are never inconsistent. They are always compatible. Ricardian theory
of trade considers the labour cost theory of value. He did not modify the analysis of
international trade on the basis of qualifications that he introduced in the case of labour
theory of value. Ricardo presumed that in the case of international trade, commodities
produced by unequal quantities of labour are exchanged between the countries. Capital
is regarded as an immobile factor of production in the international market.

Ricardo was a perfect free trader. He is well-known for his theory of comparative
cost. He demonstrated that balance of trade would be automatically adjusted through
the mechanism of rate of exchange. In this connection, his Mint Par theory is an
important contribution. Ricardo�s advocacy for free trade was supported by the following
reasons:

(i) Free trade can lead to maximum benefits from territorial division of labour.
(ii) The automatic adjustment mechanism operating through free trade can give

guarantee for equilibrium in the balance of trade through changes in the rate
of exchange between the two countries.

(ii) Free trade will check the high prices of corn, high rent and lower profit which
were existing in England during the time of Ricardo. Ricardo was interested
in the import of cheaper foodgrains from other countries to England. Ricardo
was a more staunch supporter of free trade than Adam Smith. Ricardo�s
confidence in self-adjusting specie flow strengthened his faith in free trade.

2.1.21 RICARDO ON ECONOMIC GROWTH: IDEAS ON
STATIONARY STATE

Ricardo was concerned less with growth and more with income distribution and
foreign trade. Ricardo pointed out that unless more land could be brought under
cultivation, or unless food could be imported cheaply from abroad, the limits to growth
in income will be quickly reached. Ricardo believed that growth resulted from capital
accumulation. But capital accumulation was a function of profit which depends on wage.
Wage level depends on the prices of foodgrains (wage goods). Food prices depend on
the availability of either land or food imports. In a growing economy, as output (income)
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Notes

Fig. 2.1.8

Growth is possible only up to a point but cannot continue because of diminishing
return to labour and capital. Land at the margin of cultivation cannot produce enough
for feeding the labour at the level of subsistence, even after the profit rate had fallen
to zero. All expansion stops. At the level of stationary state, since profit rate is zero,
no new investment (new capital accumulation) can take place. According to Ricardo,
the logical result of all economic progress is stagnation. The stationary state arises in
the following manner.

The average rate of wage is determined by the proportion of fixed and circulating
capital (wage fund) to the population. So long as profit is positive, capital stock goes
on increasing and the increased demand for labour will also increase, at least,
temporarily, the average wage rate. But as the wage rate goes beyond the level of
subsistence, family size of the labourers expands and population increases. This
necessitates either the import of food or the cultivation of inferior land. This leads to
an increase in rent and a fall in profit and ultimately, the stationary state is reached
where the rate of profit becomes zero. (See, for a detailed discussion, the section on
J.S. Mill in Chapter 5 infra).

Evaluation
Ricardo was a pioneering classical economist. He succeeded even more than Smith

in isolating the chief categories of the economic system. He was out-and-out an
analytical economist. His main purpose was to build up an engine of analysis. The
analytical prowess of Ricardo was better than that of Adam Smith. Ricardo was more
consistent and logical in his approach. He was the first economist to have used a
theoretical, abstract method in the analysis of economic problems. He modified in some
important ways some crucial elements of Smithian theories, e.g., value theory, distribution
theory, theory of trade and so on. The disintegration of labour theory of value started
with Ricardo�s immediate followers. Ricardo�s emphasis on the distribution of product
raised the question of class relation and directed attention to social, political and historical
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increases, rent rises for the relatively scarce factors and profits fall for the relatively
abundant factors. At the point of stationary state (S point in the diagram), the profit
rate becomes zero, rent becomes very high and money wages rise considerably. The
stationary state is shown in the diagram below.
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Notesfactors in the realm of economic analysis. Ricardo can perhaps be regarded as the
first of the socialist economists. He provided the building block for socialist economics,
and brought on the surface the question of class conflict in capitalism. Ricardo did not
cover many aspects of economic analysis, but his treatment was more rigorous and
more scientific.

However, Ricardo had the bad habit of applying very simple abstractions to the
solution of practical problems. This habit is regarded by Schumpeter as Ricardian Vice.
Ricardo dominated the economic thinking for many years in Britain. He was responsible
for many social and economic reforms. Marx had a warm praise for Ricardo. In fact,
in our times, Russia is rediscovering Ricardo through Marx. It is sometimes said that
Marx is Ricardo minus diminishing returns. Ricardo was partly responsible for the
invention of marginal analysis. As a matter of fact, Ricardo applied marginal principle
in his theory of distribution, as Nicholas Kaldor has observed. Ricardo made positive
contributions to the analysis of rent, taxation, monetary economics and foreign trade
analysis. Ricardo�s analysis connecting the changes in the relative shares of land, labour
and capital with the rate of capital accumulation still remains important in modern
economic analysis. In this sense, Ricardian economics seems to be alive till today. In
the words of Lord Keynes: �Ricardo conquered England as completely as the Holy
Inquisition conquered Spain. The completeness of the Ricardian victory is something
of a curiosity and mystery.�

2.1.22  THOMAS ROBERT MALTHUS (1766-1835)

Malthusian Theory of Population
The pre-Malthusian theory of population was not systematic. Malthus was the

first economist to propound a systematic theory of population. Thomas Robert Malthus
enunciated his views regarding population in his famous book, Essay on the Principle
of Population as it Affects the Future Improvement of the Society. This book was
the outcome of the discussion between him and his father who agreed with the Utopian
vision of his friend, named Godwin. Godwin believed that humanity was on its way to
form a society in which disease, melancholy and war could be abolished. Godwin pointed
out that a perfect state could be attained if human restraints could be removed. Malthus
revolted against the prevailing optimism shared by his father and Godwin.

Malthus retained the Ricardian preoccupation of land-using bias of economic
development. His thesis was, for the first time, an analytical work on population. Here
lies the greatness of Malthus. He refuted the optimism of Godwin. He laid the foundation
of subsistence theory of wage. His essay on population was published in 1798. However,
in the second edition of his Principle, he made the following changes:

1. In the second edition of his Principle, Malthus took notice of the census of
1801. But he did not examine the situation in England which had been
experiencing a population explosion.

2. In the second edition, he emphasised birth and marriage rates and even in
the later editions of his Essay, he seriously underestimated the fall in the death
rate that had taken place.
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Notes 3. In the second edition, he also took into account the preventive measures for
population control, and in later editions, he introduced moral restraint from
marriage.

4. The law of diminishing returns was mentioned by Malthus in the second edition
of his Principle.

Malthus pointed out that population increased at a much more rapid rate than the
production of food did, and as such, it was useless to think of human prosperity. The
gap between the population growth and the increase in food supply barred the realisation
of the vision of prosperity of mankind. He said that the pressure of increasing population
on food supply will destroy perfection, and there would be human misery. Malthus was
severely criticised as a pessimist. He collected empirical data to support his thesis.
Malthus got published the second edition of his book in 1803 when he modified some
of his views expressed earlier. But essentially, his original thesis stands.

Influences on Malthus
William Godwin�s book which says that the government was to blame for the

unhappiness and misfortunes of human beings, impelled Malthus to write his Essay.

Malthus was distressed at the prevailing conditions in the UK, and this led him to
propound his theory. In the first half of the 18th century, England was a prosperous
agricultural country, but at the end of that century, there were unemployment, famine,
misery and distress. There was excessive pressure of population on land. The price
levels of essential commodities had more than doubled. Malthus as a thinker wanted
to find out the cause of and the solution to this problem. Ireland was then overpopulated
and poverty increased with the rapid growth of population till famine turned the country
into a hell. Malthus was deeply influenced by the economic conditions of his time and
his reaction found expression in his Essay.

The Industrial Revolution brought simultaneously both prosperity and poverty. The
society was divided into two classes � the haves and have-nots. The workers were
exploited by the capitalists� class. Many people were reduced to paupers which moved
the sentiment of Malthus. Malthus became necessarily a pessimist.

Godwin in his book, Enquiry Concerning Political Justice and its Influence
on Morals and Happiness, which was published in 1793, pointed out that human beings
themselves were responsible for their sorrows and happiness. He was contemplating
a golden age for mankind. Malthus was not prepared to accept the ideas of Godwin,
because the ideas went against historical evidence and the personal observation of
Malthus.

The ideas of Malthus were much influenced by the writings of Botero, Petty, Sir
Walter Raleigh, Sir Mathew Haley, Green, Robert Wallace, Joseph Townsend, Rogers
and Smith who showed that a rapidly growing population was the cause of famine and
poverty.

Thus, the ideas of Malthus were the product of the circumstances of the time in
which Malthus wrote.
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NotesAssumptions of Malthusian Theory
1. The sexual desire of human beings remains stable. Therefore, the desire to

reproduce also remains stable. The development of science and progress of
civilisation cannot change this desire.

2. There is a direct positive correlation between population growth and standard
of living. As the standard of living goes up, the desire to reproduce also
increases. Conversely, as the standard of living goes down, the birth rate also
goes down.

3. The law of diminishing returns operates in agriculture.

Salient Features of Malthusian Theory
1. There is a natural sex instinct in human beings which can increase at a very

fast rate. Population increases in geometrical progression (1, 2, 4, 8, 16, 32...)
and if unchecked, doubles itself every 25 years.
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3. Population is necessarily limited by the means of subsistence. Human
population increases when the means of subsistence increase, unless prevented
by some powerful and obvious checks. Malthus also says that, in course of
time, the growth of population will outstrip the increase in food output. When
food supply runs short, people will starve and there would be misery. Thus,
this imbalance can be corrected by checking the growth of population.

4. Since population increases in geometric progression and the food supply in
arithmetical progression, population will outrun food supply. As result of this
imbalance, there would be overpopulation. In the race between population
and food supply, the latter would be left much behind. �The power of population
is indefinitely greater than the power on the earth to reproduce subsistence
for men�. The imbalance between the increase in food supply and population
growth is shown by the above diagram.
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Notes A summary of Malthusian theory is given in the Chart 2.1.4.

Chart 2.1.4: Malthusian Theory of Population

In the diagram, population in geometrical progression is measured on the vertical
axis and food supply in arithmetical progression is measured on the horizontal axis.
When the food supply is 4, the population growth is 8. Thus, this sort of imbalance
raises the population curve upwards.

5. Malthus suggested two types of checks � preventive checks and positive
checks. The preventive checks are applied by men to control the birth rate through
late marriage, celibacy, moral restraint and foresight. If people fail to check the growth
of population by preventive checks, positive checks operate in the form of misery, vice,
famine, war, disease, pestilence, floods and other natural calamities which tend to reduce
population, and thereby bring a balance between population growth and growth of food
supply. According to Malthus, positive checks are crude, and in a civilised society,
preventive checks are always in operation. �In proportion as mankind rises above the
conditions of the beasts, population is restrained by the fear of want, rather than by
want itself.� Malthus appealed to his countrymen to adopt preventive checks in order
to avoid vice or misery resulting from positive checks. Malthusian theory can be
summarised in the form of a chart.

Criticisms
1. The mathematical form of the theory showing the relation between food supply

and population growth is not empirically true. In many countries, food supply
has increased more than in the arithmetical progression, while population growth
has not been in geometrical progression so as to double in 25 years. However,
Malthus deleted this mathematical form of relationship in the second edition
of his Essay.

2. There is no direct positive correlation between the standard of living and
population growth. Malthus says that when the standard of living goes up,

MALTHUSIAN THEORY OF POPULATION

POPULATION INCREASES IN
GEOMETRIC PROGRESSION

1, 2, 4, 8, 16..........

FOOD INCREASES IN
ARITHMETIC PROGRESSION

1, 2, 3, 4, 5, 6.........

CORRECTED BY

PREVENTIVE CHECKS � LATE
MARRIAGE, CHASTITY, MORAL
RESTRAINTS ETC.

POSITIVE CHECKS � VICE, MISERY,
WAR, FAMINE, FLOODS ETC.

IMBALANCE LEADS TO OVERPOPULATION
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Notespopulation simultaneously increases, and when the standard of living goes down,
the birth rate falls. This is, however, not empirically true. Biological laws show
that when civilisation grows, the level of fertility goes down. With a rise in
the standard of living, people will desire for still better standard of living. At
this stage, many will prefer a car to a baby.

3. Malthus based his analysis of declining food supply on the basis of the
operation of law of diminishing returns. He could not consider the growth of
technical progress to agriculture over a period of time which could fight the
law of diminishing returns. In many developing and developed counties, food
supply, as a result of introduction of technological innovation, has increased
much faster than in arithmetical progression.

4. Malthus was too much afraid of a growing population. He could not foresee
the beneficial aspect of population growth. He forgot, according to Cannan,
that �a baby comes to the world not only with a mouth and stomach but also
with a pair of hands.� Prof. Seligman observed that the problem of population
is not merely a problem of size but of efficient production and equitable
distribution.

5. Malthusian theory was one-sided. He said that increasing population is the
result of rising birth rate. In fact, population increase is also due to a decrease
of death rate made possible by the improvement of medical science.

6. Population is not related to food supply but to total wealth. This is the basis
of the optimum theory of population. If a country is rich materially and even
if it does not produce enough food for its population, it can import food in
exchange for its industrial products. For instance, the UK imports almost all
its food requirements from other countries and concentrates more on the
production of industrial output.

7. Empirically, the theory of Malthus is wrong. Population growth is a function
of the level of the per capita income. When the per capita incomes increase
rapidly beyond a critical minimum, the fertility rate declines. Dumont has shown
in his Social Capillarity Thesis that with an increase in per capita income,
the desire to have more children to supplement parental income declines. When
people are habituated to a high standard of living, it becomes a costly affair
to rear a large family.

8. Malthus assumes that the desire to reproduce is stable in human beings. This
is not true. Sexual urge depends on age, health, psychological and mental
make-up.

9. Malthus does not find any difference between the desire for sex and the desire
for children. In actual practice, however, these desires are entirely different.
Desire for sex is a natural instinct, whereas the desire for children is a function
of religious, social and cultural circumstances. Prof. Huxley has rightly pointed
out that �the fertility of human race should be assumed to decline with
intellectual and moral development of the human race.�

10. Malthus put more emphasis on the moral restraint to control population.
Preventive checks do not pertain to moral restraint. He could not visualise
the invention of contraceptives and other family planning devices for birth
control. Moral restraint alone cannot help control the increase in population.
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Notes 11. The positive checks, as Malthus said, are not really due to overpopulation.
The natural calamities are not peculiar to overpopulated countries. The natural
calamities are also found in underpopulated countries.

12. Malthus placed the law of population outside of man and not in man.
Biologically, population cannot increase beyond a certain limit, say, 4 per cent.

13. Rapid population growth is very rare in history. There are many historical
instances of stationary or declining population over a long period of time in
Egypt, Ceylon, etc.

14. Malthus has been proved to be a false prophet. His theory of population is
not applicable to countries for which it was propounded. In advanced western
countries, his theory has been disproved. In such countries, the birth rate
declined, food supply has increased, and production has outstripped population
growth.

Validity and Applicability of Malthusian Theory
Despite the weaknesses, the Malthusian theory of population cannot be said to

be completely wrong. In all living animals, there is a natural instinct to multiply. Malthus
was correct in holding the view that if the rapid growth of population is not checked,
human prosperity would suffer. Overpopulation today is a fundamental obstacle to
economic growth in many underdeveloped countries. In such countries, the Malthusian
ghost has reappeared once again. European countries were made wiser by Malthus
who had forewarned them of the evils of overpopulation. The use of preventive checks
on an extensive scale proves the validity of the Malthusian law. According to Prof.
Clark, �Malthusian law has been so frequently criticised as to prove its validity.�

Many economists, e.g., Marshall, Taussing, Pigou, Patten, etc., have incorporated
the Malthusian law in their theories of production and distribution. Keynes asked, �Is it
not the fear of Malthusianism which has created the problem of declining population in
France?� Prof. Walker says that �Malthusianism has stood unsheltered, impregnable
amid all the controversy that has raged around it.�

The danger of overpopulation in some countries is so great that the use of restraints
and various birth control measures is very strongly recommended. Malthusian theory
is important to understand the population behaviours of many countries where the
balance of number and food supply is a vital factor. The population question has lost
none of its importance today, although it has changed its aspect somewhat. Preventive
checks are in full swing in every country, and the problem of effecting regular and
universal decline in birth rate has attracted the attention of responsible people. With
the advancement of civilisation, preventive checks, as suggested by Malthus, have to
very popular.

The influence of Malthusian doctrine spreads over two-thirds of the world. Almost
all the parts of Asia, Africa and South America came under its purview. Positive checks
operate, and birth and death rates are very high in these countries. The real aim of
population policy is not to avoid starvation but to eradicate poverty so as to increase
the per capita output in an accelerated way. Thus, the Malthusian theory remains largely
valid even today, as it ever had been in the past.



The English Classical School 75

Notes2.1.23 MALTHUS THEORY OF GLUT: RICARDO-MALTHUS GLUT
CONTROVERSY

Malthus propounded the theory of glut or overproduction as the basis of his analysis
of the capitalist economy. He pointed out that in a capitalist economy effective demand
can never be sufficient to clear the supply. Malthus wanted to demonstrate, not the
possibility of temporary overproduction, but the permanent overproduction possibility
of all commodities. Malthus�s basic argument was that without exogenous spending by
unproductive consumers, the process of capital accumulation would lead to secular
stagnation. However, Malthus did not take into account pure monetary explanations of
glut. He said that when saving was increased for the purpose of capital accumulation,
effective demand would go down to that extent. Therefore, due to underconsumption,
glut or overproduction would be the necessary outcome.

The concept of glut can be diagrammatically explained as below:
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In the diagram above, the vertical axis shows the output produced and the
horizontal axis shows the amount of labour employed. Apparently, OG = PN. The
demand in the economy is deficient to the extent of PM, because the actual consumption
is lower than the warranted (justified) consumption. Hence, there arises the stock of
unsold goods or what may be called glut. As the diagram shows, the extent of the glut
is GS.

Malthus took the issue with Ricardo and the result is the famous controversy
between these two stalwarts of economics on the problem of glut. Ricardo and J.B.
Say pointed out that general overproduction is impossible. Ricardo�s conviction was
based on Say�s law of market which says that �supply creates its own demand.� As
soon as there is supply, it is demanded. Thus, Say�s law of market assumes away
general overproduction. Every demand has a corresponding supply. This law of market
was developed by J.B. Say and later on Ricardo took it for granted. The debate between
Ricardo and Malthus on the possibility of glut would not have created confusion had
the two writers made up their minds about the real meaning of Say�s law of market.
Ricardo took for granted the dogmatic assertion of Say�s identity. Malthus, however,
failed to challenge Say�s law effectively. Ricardo said that in the long run, supply and
demand are absolutely tied together and excess of supply over demand is impossible.
However, Ricardo thought that there may be an overproduction of specific and single
good. But the general overproduction is impossible in the long run.
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Notes Ricardo and J.B. Say observed that there should not be an accumulation of capital
more than what is actually necessary for the country. A capital which cannot be
productively employed is not accumulated: what is currently produced is also currently
consumed. Just as there is a balance between demand and supply of ordinary goods,
so also there is a balance between supply and demand of capital goods. When
accumulation of capital takes place, wages go up. This has two consequences: (i) profit
level goes down, so that accumulation cannot be sustained for a long time, (ii) an
increase in the wage level leads to population growth, so that effective demand is
increased and sustained. Thus, glut is an impossibility. Of course, during the process
of capital accumulation, saving goes up but later on it comes back in the form of
increased effective demand. This point of Ricardo is not accepted by Malthus. Ricardo
can very well argue that due to accumulation, short-run profit may go up. This may
also increase the effective demand. In any way, glut is not possible. Malthus�s basic
argument, however, stands that too high a propensity to save and invest leads to a
reduction in consumption. Ricardo�s basic argument is that capital accumulation cannot
go on indefinitely unless the capital is productively employed. Thus, there cannot be a
general overproduction of goods or of capital.

Ricardo and J.B. Say based their analyses on the following two main assumptions:
(i) production is for use only and not for profit, (ii) money is a medium of exchange
and it does not disturb the flow of real economic forces.

However, Malthus found that these assumptions were faulty. Malthus recognised
the extreme importance of money in an exchange economy. He said that the store of
value function of money disturbed the flow of real economic forces. Secondly, Malthus
pointed out that in a capitalist economy, production is not for consumption but for profit.
Wages and profit are regarded as the two components of value. Malthus said that all
wages are spent and a fall in wages will reduce the volume of effective demand and
will create underconsumption in the economy. Wage is an element of cost and an element
of demand. If the capitalist pays low wages, the demand for his product will fall. Thus,
Malthus says that it is very much possible to have overproduction of goods in a capitalist
system due to underconsumption. Malthus said that unless a large class of unproductive
consumers is maintained, there will be stagnation in the economy. Such a class of
consumers will also reduce unemployment in the economy. Malthus has observed that,
sometimes, effective demand may not increase even as a result of any increase in the
wage rate, because the workers may prefer leisure to consumption. Thus, consumption
remains the same and the glut becomes a possibility.

The power to produce, according to Malthus, may not generate an equal power
to consume. Malthusian theory of glut is based on his theory of value. But, unlike
Ricardo�s invariable measure of value, Malthusian measure is a price deflator. Ricardo
remarks that although the propensity to save and investment is very high of the
capitalists, still general overproduction cannot become possible. Malthus says that if
accumulation is very high, which is very likely in a capitalist economy, production will
also be very high, which cannot be immediately consumed. Ricardo observes that the
extra production can be consumed by the increased population made possible by a
system of increased wage level. Malthus, however, retorts by saying that increased
population cannot be brought into the market before some 16-18 years.
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NotesMalthus, like Ricardo and J.B. Say, rejected the monetary causes of business
cycles. Malthus said that if there is a high rate of saving, it will lead to general
overproduction. In such a case, the workers receive less, but rich people�s consumption
is not increased. However, Ricardo was of the opinion that saving will alleviate rather
than aggravate the sufferings of the workers. Malthus�s attack on Say�s law failed
due to his insistence that vanishing investment incentives can be explained mainly by
the insufficient consumer�s demand. Ricardo argued that saving and investment equality
is ensured in the economy in the long run. If sufficient demand is not present in the
economy, investment cannot be sustained and is not taken up.

Ricardo showed deficiency in the reasoning of Malthus. Malthus, like the
physiocrats, argued that consumption will outstrip production, if proper emphasis is not
given to agriculture. However, Ricardo fully emphasised the corrective effect of the
classical automatic adjustment mechanism (market forces). If saving leads to more
and more accumulation unaccompanied by increasing population, then Ricardo says
that wages should be higher, but Malthus observes that under such circumstances,
wages should be lower. Even if the wage level goes up, Malthus finds the possibility
of the same amount of consumption, because of the leisure one of the important points
of Ricardo-Malthus glut controversy. However, in the controversy, Ricardo wins over
Malthus. It is said that good logic wins over bad logic. Ricardo�s use of the Say�s law
of market was dogmatic and hardly impeccable. But, Ricardo had good logic, given
the premises and assumptions of his system.

2.1.24  JEAN BAPTISTE SAY (1767-1852)

J.B. Say has popularised the ideas of Adam Smith, although he has differed from
Smith on many counts. He has defined political economy as a study of the laws which
govern wealth. According to Say, political economy is concerned with production,
distribution and consumption of wealth. Say considers political economy to be a
theoretical and descriptive science. Its function is not to give advice but to analyse,
observe and describe. Political economy is not a pragmatic art. According to Say, political
economy is based on a few fundamental principles which can be helpful for drawing
certain valid conclusions.

Say�s book, Treatise on Political Economy, contains his ideas on economics. Say
did not subscribe to the Smithian distinction between productive and unproductive labour.
He maintains that the services of professional people can be regarded as productive
because they do possess exchange value. Say placed more importance on the idea of
utility in the determination of value. According to him, utility is the inherent capacity of
things to satisfy human wants, and value originates from utility. He criticised Adam
Smith for giving too much importance to the cost of production aspect of value. He
broke away from the classical labour theory of value. However, Say could not find out
an equilibrium theory of value.

Say contributed positively to the idea of production. He defined production as the
creation not of matter but of utility. He recognised the importance of capital and land
in production. He laid stress upon the entrepreneur which was not emphasised by Adam
Smith. According to J.B. Say, value of factors of production was determined from the
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Notes value of their products. In fact, entrepreneurs provided an important link between product
market and factor market. Thus, Say introduced the fourth factor of production, namely,
entrepreneur. He regarded manufacturing as equally important as agriculture. He also
recognised both the advantages and disadvantages of the process of division of labour.
It should be noted that Smith emphasised only the advantages of division of labour.
Say noted that man does not create but merely transforms matters and that production
is merely the creation of utility. So, production has been defined by Say as the creation
of utility.

Say also differed from Smith regarding government interference. Unlike Adam
Smith, J.B. Say wanted the government to set up works of public utility in order to
create more employment for the unemployed people.

According to J.B. Say, tax should be lighter because otherwise it will make people
paupers. Extreme taxation will make the people economically worse-off without
enriching the state. However, his view on taxation was not as general as that of Adam
Smith.

Be that as it may, J.B. Say made the most notable contribution in developing his
theory of market. Let us elaborate this.

2.1.25  SAY�S LAW OF MARKET

The law of market given by J.B. Say states that supply creates its own demand.
This implies that general overproduction or unemployment cannot take place. Production
creates income to the factors of production. This income generates demand for the
goods produced. In a barter economy, where goods are exchanged for goods,
overproduction is an impossibility. However, for a money economy, it can be said that
people make savings. But in the classical system, the rate of interest mechanism could
ensure the conversion of saving into investment expenditure to ensure full utilisation of
resources.

Say�s law can be interpreted both as an Identity and as an Equality. While the
identity cannot be refuted, the equality can be. If money is a veil and acts simply as a
unit of account, and is regarded as neutral, Say�s law can be applied in a money
economy. Say�s identity can be expressed in the form of Walras�s Law. Even a money
economy can be regarded as a barter economy, when money has no utility of its own,
and it is not demanded per se. In that case, the total value of goods demanded would
be identical to the total value of all goods supplied, i.e.,
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NotesThus, in the case of money, acting as medium of exchange, Say�s identity implies
that the money market is always in equilibrium, for supply of goods would mean demand
of money for the purchase of other commodities, irrespective of the price level. A
change in the price level does not disturb the relation between the goods sector and
the money sector. Money is neutral.

Say�s equality implies that a perfectly competitive economy has an inherent
tendency towards full employment via wage-price flexibility (price mechanism). Say�s
equality assumed the possibility of temporary deficiency in demand. Excess supply in
the commodity market implying excess demand for money will bring down general price
level which will once again restore equilibrium between demand and supply of
commodities, and between demand and supply of money. Thus, with the help of price
flexibility, full employment equilibrium can be resorted in the economy. The classical
Quantity Theory of Money suggests, in fact, the same conclusion.

Implicit Assumptions of Say�s Law
(i) Expansion of market is possible. There is no deficiency of effective demand.
(ii) The government does not interfere with the automatic functioning of the

economic system.
(iii) Automatic adjustment is possible in the economy.
(iv) Rate of interest is flexible and it can bring about necessary equilibrium between

saving and investment.
(v) Labour and capital find their place in the market not by supplanting others,

but by offering their own products in exchange.
(vi) Price mechanism is smoothly functioning in the economy.
(vii) All savings are automatically invested.
(viii) There is optimum allocation of resources.
(ix) Perfect competition prevails in the market.
(x) Commodity prices and factor prices are in perfect equilibrium.
(xi) There is free enterprise economy.
(xii) The equilibrium process in the economy is perceived from the long-term

perspective.
It should be noted that these assumptions were not explicitly stated by J.B. Say;

but these classical assumptions were implicit for the analytical validity of Say�s law of
market.

Implications of Say�s Law
(a) The most important implication of Say�s Law is that general overproduction

and unemployment are impossible in an economy with price flexibility, laissez
faire, automatic adjustment mechanism, and so on, as were assumed by the
classical economists.

(b) Money has no important role to play in the process of development. It is simply
a veil and does not disturb the real equilibrium of the system. But money is
used simply as a medium of exchange.
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Notes (c) According to Pigou, wage rate is an important mechanism to bring about full
employment and automatic adjustment in the market which is based on free
and perfect competition.

(d) The flexibility of rate of interest is helpful for bringing about an equilibrium
between saving and investment which ensures equilibrium in the goods market.

(e) There is no lack of purchasing power or of effective demand. Whenever any
output is produced, it also brings an equivalent amount of income so that the
output can be purchased. Thus, supply implies demand from the
macroeconomic point of view.

(f) So long as there are unemployed resources, it is possible to increase
employment and production.

(g) It is possible to pay remuneration to the factors of production from the growing
national income which is made possible by the employment of new resources.
Therefore, the community would be at an advantage by exploiting the idle
resources.

(h) The economic system has a built-in flexibility and it can work automatically
without any external interference. Free economy automatically attains
equilibrium at full employment level.

It is interesting to note that J.B. Say has never used the phrase, �Supply creates
its own demand,� to explain the law of market. The phrase was for the first time used
by Keynes to explain Say�s law of market. The classical economists never stated that
aggregate demand is always equal to aggregate supply irrespective of variations in
prices. They also did never say that there cannot be any deviation from full
employment. They rather stated that a perfectly competitive economy always tends
towards full employment.

What Say�s law really conveys is that excess supply of goods or excess demand
for money is self-corrected automatically through market forces. If the effective demand
for goods is inadequate, prices must fall. This will increase the real value of cash
balances (i.e., a positive real balance effect) which will increase the purchasing power
and effective demand for goods in the economy, because the excess balance will be
spent out. This additional demand for goods will eliminate the excess supply of goods
in the commodity market. A zero excess supply of goods or a zero excess demand for
money will mean the existence of an equilibrium condition in the market. Such an
equilibrium condition can also be brought about by the situation of price rise (negative
real balance effect) when there is deficient supply of goods or deficient demand for
money in the economy. Thus, supply creates its own demand not despite price variation
but because of price variation. This argument implies that same set of forces influences
both absolute and relative price levels. In fact, for each set of relative prices, there is
a corresponding set of absolute prices at which the money market would be in
equilibrium.

Be that as it may, Keynes observed that a perfectly competitive mature capitalist
economy does not automatically tend towards full employment. The attainment of full
employment is prevented by many factors such as, liquidity trap, wage-price rigidity,
low interest, elasticity of investment and so forth. During the Depression of Thirties,
Keynes showed that supply automatically could not generate corresponding demand.
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NotesKeynes postulated that current income is not automatically spent on consumption goods
and investment. Income is not spent at a rate at which all the factors of production
could be employed. The gap between income and expenditure leads to the deficiency
of current effective demands. Thus, market is not automatically cleared and supply
cannot fully create its own demand. Thus, Keynes denied the validity of Say�s law of
market in a capitalist economy. In this regard, the views of Keynes and Marx were
similar.

2.1.26  VON THUNEN (1783-1850)

Yon Thunen was a German agriculturist. However, he contributed to the
development of many aspects of economic science. Thunen was a practical man but
he was interested in the development of theoretical economics. His most famous book
is The Isolated State. He is credited with a number of original contributions and insights.
He has developed the concepts of rent, theory of distribution, diminishing returns and
so on. His contribution to the theory of location is a pioneering one. He has also
developed marginal analysis in a very systematic way.

Method of Analysis
He understood the proper relationship between theory and facts. This is very

important for any scientific investigation. Thunen used the classical abstract method
of analysis. The method of analysis is deductive in nature. However, he also
experimented with the empirical method of study which is evident in his study of location
problem. Thunen also utilised what is called the marginal analysis in the development
of price and distribution theories. He has used the method of imputation in order to
find out the contribution of a factor of production.

Value Analysis
Thunen may be placed under the category of utility theorists. This is because:

(i) he took for granted the existence of a market price and tried to develop his theory
of distribution on the basis of this market price; (ii) his work on the theory of distribution
is more or less in line with the similar work of the utility theorists. In the determination
of price, Thunen has emphasised demand and supply. He has tried to explain in this
way the equilibrium price. Thunen has distinguished between two types of prices �
market price and average price. According to him, the market price seldom equates
with the average price. The market price hovers around the average price. He explained
the determination of the average price from the long-run point of view. His concept of
average price seems to be the same as the classical natural price. Thunen observes
that the price must cover the cost of production. Price, according to Thunen, should
be equal to the marginal cost of the amount required by the society. In his analysis,
there is an adjustment process through which the market price becomes equated with
the marginal cost.

Theory of Location
Von Thunen considered an imaginary state, circular in geographical form, with a

city at the centre. In such a state, all lands are of equal fertility and all labourers are



82 History of Economic Thought

Notes equally productive. Under this situation, it is possible to find out the area of cultivation
of each crop and commodity. According to Thunen, locational factor is very important
for the analysis of rent and price. He considered the best system of land use. Von
Thunen is regarded as the father of location theory of economics. The pattern of land
use has been described by him with reference to a series of concentric circles. The
important factor in the analysis of land use pattern is the distance from the main city
where all goods and services are sold. The land rents and transport costs are the main
considerations in the locational decision. Thunen shows that it is better to produce the
delicate, perishable and short-lived products near the city. These commodities are fresh
vegetables, milk and so on. He has considered the entire problem in terms of transport
cost. Since the rent is relatively high in the nearest area of the town, any crop which
requires a large amount of labour cannot be produced there. As one goes further away
from the city, the land rent goes on declining but the transport cost increases. According
to Thunen, the successive regions of land are devoted first to forestry, then crop rotation,
then grains, and stock farming respectively.

Thunen was more concerned with the unit of land rather than the unit of product.
Suppose, that a given area is designated for wheat production. What should be the
boundary beyond which production cannot be economically profitable? Thunen says
that the boundary will be at a distance from the city where the net return to the farmer
is zero. It should be noted that Thunen�s model of location gives the least-cost location
for each crop within the isolated state but the model can be generalised for more than
two crops and for the industrial sector as well. He was the first economist to study
the influence of distance on the economies of agriculture.

Distribution Theory
Von Thunen is famous for his analysis of the theory of distribution on the basis of

marginal principle. He says that the wage of the workers should be equal to the value
of the marginal product of the workers. The same principle also holds good for other
factors of production. Thunen has based his analysis on the law of diminishing returns
and on the marginal analysis of distribution. He said that employment can be extended
up to that point (ON) where the marginal productivity of labour becomes equal to the
wage level, as shown in following diagram.
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Fig. 2.1.11

Von Thunen was really worried about the bad economic conditions of the workers.
He was in favour of giving more to the workers. His concept of natural wage includes
the subsistence plus some amount which is required for maintaining and increasing
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Notesthe efficiency of workers. He was the first economist to view wages as something
more than the mere subsistence. He analysed the marginal productivity theory of

distribution. He has calculated the natural wage (Nw) as APNw = , where A is the

subsistence cost, and P is the productivity of labour. He observes that wages of workers
remain low because the capital gets more than what it should get from the total
production. He considered two types of labourers, one producing capital goods and
the other producing consumption goods. He concludes that through competition, wages
in these two types of professions will get equalised.

According to Von Thunen, rent is a sort of surplus. Rent is that portion of
landlord�s income which exists after the payment of interest. As is shown earlier, in
the determination of rent, locational factors become very important in the analysis of
Thunen. �The price of corn must be so high that the rent of that farm whose cost of
production and delivery is highest, whose cultivation is at the same time necessary for
the satisfaction of the demand for grain, shall not fall below zero�. A very crucial factor
determining rent is the distance. Unlike Ricardo, Thunen has given more importance
to the situation of land rather than to fertility. In his analysis, rent is not a fixed amount;
it varies with the rate of interest and the price level.

Thunen applied the marginal principle in the determination of interest, i.e., interest
would be equal to the value of the marginal productivity of capital. He, however,
recognised the diminishing marginal productivity of capital in which case the rate of
interest will go on diminishing. Thus, interest is determined by the marginal productivity
of capital. He was in fact the first economist to have applied the law of diminishing
returns to all factors of production.

State and Trade
Initially, Thunen was the supporter of free trade, but subsequently he changed

his idea when he observed that free trade is not an absolute good. He said that under
some circumstances, protection may be necessary for the growth of national industries.
He suggested increasing role of state for introducing a number of necessary social
reforms which are necessary for the economic progress of a nation. He said that
regarding trade, both the national and the cosmopolitan views are valid in economics
and that there is no contradiction between these two views.

Evaluation
Von Thunen can be regarded truly as one of the real founders of marginal analysis.

He realised that the total product is maximised only when resources are allocated
equimarginally. He was also the first economist to have worked out a scheme of natural
wage and to have realised the importance of giving the workers a wage higher than
the subsistence cost. He was also one of the first to introduce calculus in analysing
economic problems. Mark Blaug has rightly called him the �first truly modern economist�.

2.1.27  HENRY C. CAREY (1793-1879)

Carey was an American political economist. He was initially a follower of
Classicism. However, later on, he deviated from the Classical system, and became a
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Notes critic of the Classical system. He witnessed the growth of American economy in the
perspective of which he analysed his own views on economics. He was an optimist,
and believed in the perfect harmony of nature and among different classes of society.
His two most important publications are: Principles of Political Economy and
Principles of Social Science.

His method of analysis is a mixture of deduction and induction. He also used
mathematical technique of analysis. He believed in the efficacy of the universal law
of nature which eliminated all conflicts between classes.

Value Analysis
Carey regarded value analysis as the centre of the system of harmony in a society.

Value is determined by the amount of labour necessary for the production of a
commodity at present and for the reproduction of the commodity in future. Value is
caused by the obstacles to production. In a sense, it measures disutility in production.
In fact, utility really implies man�s power over nature. Value is determined by the labour
cost of its replacement. When labour productivity increases, labour cost of production
falls. This phenomenon of decreasing labour cost of production gives rise to the
decreasing value of commodities. Carey used labour quantity theory of value because
he thought that labour is the basic cause of value. Thus, articles will be exchanged in
proportion to the labour required for production of these commodities. Since the cost
of production goes on declining over time, commodities become cheaper in the long
run.

Distribution
According to Carey, Ricardo�s theory of rent is not correct. It is not true, as

Ricardo thought, that the first-class lands are cultivated first and, the second-class lands
next. He, on the other hand, observes that bad land is cultivated first because these
lands are light, sandy and easier to be cultivated. As the population increases, better
quality lands are gradually brought under cultivation. Thus, with the progress of society,
labour becomes more productive and wealth goes on increasing. In this way, people
can experience the law of increasing returns in agriculture. With economic progress,
agricultural rent will gradually disappear. He argued that the Ricardian theory of rent
is not applicable, at least, to the American economy.

Carey thought that land and capital are identical in nature. Land, in fact, is like a
machinery, and a farmer is like a capitalist. In this scheme of distribution proposed by
Carey, there is no clash of interest among the different classes of society. As the society
progresses, the incomes of all the factors of production go on increasing. Wages increase
both absolutely and relatively to rent and profit. The share of rent increases absolutely
but it falls as a proportion of national income. The same is the case with the rate of
interest. According to Carey, labour and capital are the two distinct factors of
production. Combined together, these two factors can produce more than what one
single factor is able to produce. Capital is nothing but dead labour. This is a classical
notion. The interests of capital and labour are not necessarily contradictory. In fact,
there is harmony of interest between labour and capital. He opposed the socialists by
saying that over time, the share of wages goes on increasing.
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Carey considered the Malthusian theory of population as an incorrect statement

of facts. According to him, as evident in America, food supply was increasing faster
than the rate of growth of population. America was in need of a large number of people
for the exploitation of its resources. Carey like Malthus was not a pessimist. He argued
that the rate of growth of population will lead to a better division of labour, more
urbanisation and higher output per capita. According to Carey, as the human beings
advance intellectually, the rate of growth of population is bound to slow down. The
rate of reproduction tends to fall as we move from a lower to a higher level of life.
�Each successive addition to the population brings a consumer and a producer.� Food
is abundant when the population increases. Carey does not consider the Malthusian
statement that population increases in geometrical progression, and food supply increases
in arithmetical progression to be true. Carey believes that increase in population
necessarily implies increase in wealth. However, Carey foresaw the possibility of
overpopulation in the very long run. But he said that this should not disturb us at the
moment.

Protection
Initially, Carey, like Adam Smith, was a supporter of free trade; but later on, he

advocated protectionism for the American economy. According to him, protection will
lead to a number of advantages, such as feeding the home market, encouraging
competition for the purchase of labour, giving incentive for production, reduction in
distance, and so on. Carey can be regarded as an exponent of protection. He was
first of the nationalists and had a number of followers.

2.1.28  SUMMARY

Adam Smith is regarded as the father of economic science. The greatness of
Adam Smith lies in his effort to systematically and analytically present the facts of
economics. He introduced economics as a separate discipline. He was responsible for
the introduction of a new paradigm in economics, which is known as the classical
paradigm, by unifying the scattered ideas and loose theories of his time.

Smith believed that given the natural order, the interests of different economic
units cannot be in conflict with one another. Their interest must be in harmony. This is
ensured by the working of the Invisible Hand, or automatic adjustment mechanism.

According to Adam Smith, division of labour is practically the only factor in
economic progress. Division of labour is a system of social cooperation in the production
process where every individual is given a job according to his specialisation. Adam
Smith has very elaborately discussed the division of labour in his Wealth of Nations.
He says that labour is the true source of wealth. This is the reason why he placed the
discussion on labour at the outset of his book. Labour is the cause of wealth and
production. This is the main philosophy of Wealth of Nations. Labourers enter into
social cooperation for production, and the combined effort of these individuals produces
the national dividend. Division of labour provides the cooperative efforts necessary for
the production of large number of commodities for the satisfaction of all individuals.
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Notes Ricardian economics, as Schumpeter observes, is �difficult to understand, more
difficult to interpret and most difficult to make an appraisal�. Ricardo was a bird with
a different plume. He was a formidable logician and a terribly abstract writer. His
Principles of Political Economy and Taxation (1817) is written in such an abstract style
that on first reading, one cannot feel that the book contains anything understandable.
The Principles of Political Economy and Taxation is his best known work. Ricardo
developed a system of analysis based on abstraction.

Ricardo had a strong analytical mind and logically sounds power of thinking.
Ricardo built up, so to say, an engine of analysis. Blaug has emphasised that Ricardo�s
appeal rested on his ability to get hold of a wide range of significant problems with a
simple analytical model that involved only a few strategic variables which would yield
dramatic conclusions of a distinctly practical nature. Ricardo�s appeal was both
theoretical and practical. He not only provided theory to analyse problems, he has also
provided acceptable practical solutions for them. He is still honoured as a great
theoretician.

Ricardo�s views on machinery followed the traditional analysis of Smith,
supplemented by Say�s Law of Market, to prove the impossibility of technological
unemployment. In the first and second editions of his Principles of Political Economy
and Taxation. Ricardo pointed out the price reducing effect of machinery. He observed
that machinery benefits all classes of people, including producers and consumers.

Machinery increases per capita output by promoting more and more division of
labour. It also moderates the effects of diminishing returns on land. Machinery can led
to a number of advantages such as increased profit, increased size of the wage fund
and a higher wage level for the workers.

The pre-Malthusian theory of population was not systematic. Malthus was the
first economist to propound a systematic theory of population. Thomas Robert Malthus
enunciated his views regarding population in his famous book, Essay on the Principle
of Population as it affects the Future Improvement of the Society. This book was the
outcome of the discussion between him and his father who agreed with the Utopian
vision of his friend, named Godwin.

Malthus propounded the theory of glut or overproduction as the basic of his
analysis of the capitalist economy. He pointed out that in a capital economy effective
demand can never be sufficient to clear the supply. Malthus wanted to demonstrate,
not the possibility of temporary overproduction, but the permanent over production
possibility of all commodities. Malthus�s basic argument was that without exogenous
spending by unproductive consumers, the process of capital accumulation would lead
to secular stagnation.

Malthus took the issue with Ricardo and the result is the famous controversy
between these two stalwarts of economics on the problem of glut. Ricardo and J.B.
Say pointed out that general overproduction is impossible. Ricardo�s conviction was
based on Say�s law of market which says that �supply creates its own demand.� As
soon as there is supply, it is demanded. Thus, Say�s law of market assumes away
general overproduction. Every demand has a corresponding supply.
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NotesCarey regarded value analysis as the centre of the system of harmony in a society.
Value is determined by the amount of labour necessary for the production of a
commodity at present and for the reproduction of the commodity in future. Value is
caused by the obstacles to production. In a sense, it measures disutility in production.
In fact, utility really implies man�s power over nature. Value is determined by the labour
cost of its replacement. When labour productivity increases, labour cost of production
falls. This phenomenon of decreasing labour cost of production gives rise to the
decreasing value of commodities. Carey used labour quantity theory of value because
he thought that labour is the basic cause of value. Thus, articles will be exchanged in
proportion to the labour required for production of these commodities. Since the cost
of production goes on declining over time, commodities become cheaper in the long
run.

2.1.29  SELF ASSESSMENT QUESTIONS

1. Discuss Adam Smith�s theme.
2. What is Naturalism and Optimism? Explain each of them.
3. Explain Productive and Unproductive Labour.
4. Discuss Adam Smith�s Theory of Value.
5. Briefly explain the Theory of Distribution.
6. What is Public debt? Discuss the distribution and growth of International trade.
7. Explain Ricardo�s Value Analysis.
8. What is Ricardo Effect? Explain the Ricardian Theory of Rent.
9. Write a note on Ricardo on Machinery and Employment.

10. Explain Ricardo�s Monetary Theory.
11. Who is Thomas Robert Malthus? Discuss the Malthusian Theory of

Population.
12. Explain the Malthus theory of Glut: Ricardo-Malthus Glut Controversy.
13. Discuss the Say�s Law of Markets.

! ! !! ! !! ! !! ! !! ! !
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Unit

2.2 MILL AND A NASSAU SENIOR

Objectives
After completing this chapter, you will be able to:
• Understand Nassau William Senior
• Know John Stuart Mill

Structure:
2.2.1 Nassau William Senior (1790-1864)
2.2.2 John Stuart Mill (1809-1873)
2.2.3 Summary
2.2.4 Self Assessment Questions

4.2.1  NASSAU WILLIAM SENIOR (1790-1864)

Nassau Senior is one of the important representatives of the Classical school of
political economy. He not only supported some of the basic tenets of Classical economics
but at times he also made some important modifications. He is important not only for
his criticism against Ricardian economics, but also for his original contributions. His
most important work is An Outline of the Science of Political Economy which was
published in 1836. Senior revised the book in 1850.

Scope and Method of Political Economy
According to Senior, political economy is the �Science which treats of tile nature,

the production, and the distribution of wealth.� One can include government while broadly
defining political economy, but that type of definition remains unscientific. Economics
is a positive science, according to Senior. It must not include any normative value
judgement. Economics is not concerned with happiness; it is concerned with wealth.
Economics has to be an exercise in reasoning. It must not be a fact-gathering science.
Political economics is neither to advocate nor to recommend. Senior�s method of study
of economics was deductive rather than inductive. Political economy should concern
itself with the following four basic postulates:

(i) Each man desires to obtain additional wealth with little sacrifice.
(ii) Population is limited only by the fear of deficiency of food articles.
(iii) The powers of factors of production including labour may be indefinitely

increased by using their products as the means for further production.
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Notes(iv) Skill remaining the same, addition of more and more labour on land will
increase the production at a diminishing rate.

The basic principle of Senior�s analysis is the economic rationality of human beings.
He accepted the Malthusian law of population and the Ricardian law of diminishing
returns. Senior made the law of decreasing returns more exact by adding that technology
remains constant. Whereas he proposed the law of diminishing returns in agriculture,
he visualised the law of increasing returns in industry.

Value and Cost
Senior modified Ricardian labour theory of value. He accepted the theory of utility

in the value analysis. He also questioned the classical assumptions of free competition.
Walras correctly credited Senior for the notion of marginal utility. Senior recognised
the importance of relative utility and also the interdependence between relative utility
and relative scarcity in the determination of value. There are, according to Senior, three
important determinants of value. These are: transferability, relative scarcity and utility.
By utility he meant the want-satisfying power of a commodity. He came very close to
the statement of the law of diminishing marginal utility. But he could not explicitly state
the law formally. Senior recognised the pivotal importance of demand factors (utility)
and the supply factor (scarcity) in the determination of value. According to him, value
is that �quality in anything which fits it to be given and received in exchange, or in
other words, to be lent or sold, hired or purchased.� Senior unlocked the classical paradox
of value. He maintained that of the three important determinants of value, the limitation
in supply remains the most important factor. Senior introduced the cost of production
theory of value and the demand and supply theory of value side by side. Thus, in a
sense, he altered the Ricardian theory of value. He thought that value arises because
the supply in the market is less than the demand. Cost production determines price
only when there is free competition. Cost-determined price is in fact the long-run price
which may deviate from the short-run market price.

Monopoly

There is always not the existence of free competition. There may be the existence
of monopoly. This is very crucial for the analysis of supply in relation to demand for
the determination of price. According to Senior, there are four types of monopoly in a
market:

1. A monopoly in which the producer does not have exclusive producing power
but in which he has exclusive facilities (as in the case of a patent).

2. A monopoly in which the monopolist is the only producer but because of the
uniqueness of his product, he cannot increase the supply (as in the case of
certain French vineyards).

3. A monopoly which can increase his product indefinitely (as in the case of
book publishing).

4. A monopoly in which the monopolist is not only the producer but has peculiar
facilities which ultimately will disappear as output increases.

The above types of monopolies affect the supply in some way or the other. In
the first case, market price is very close to the cost of production. In the second case,
supply is inelastic. There is no upper limit in pricing save the limit set by demand. The
lower limit in price is the cost of production. The third case is the same as the first
excepting that there is no upper limit to price other than the one imposed by demand.
The fourth case is very general in nature. Senior regarded land rent as a monopoly
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Notes rent. Before the analysis on monopoly by Cournot and Senior, the theory of monopoly
was a very loose theory, particularly before 1938. An analysis of the above four cases
of monopoly reveals, that in some cases, cost of production is the controlling factor,
whereas in some other cases, demand is the controlling factor of price, but the two
are always interdependent.

Capital and Interest
Senior extended Ricardo�s real-cost analysis by adding the cost of abstinence to

the cost of labour. Senior, like the Austrian theory, believes that roundabout method of
production is more productive than the direct method of production. However, for
roundabout method, some sacrifice is necessary. Abstinence is a type of sacrifice.
Abstinence meant to Senior, refraining from current consumption in order to accumulate
capital, or intermediate goods. He says that technology and capital can indefinitely
increase the products. Abstinence from consumption requires some reward. This reward
is the interest or the cost of waiting, which is essential for capital accumulation. Senior
considers interest as a return to abstinence. This is indeed the most original contribution
of Senior to economics, which was soon absorbed in the mainstream of economics.
His idea regarding the abstinence theory of rate of interest surpassed Smith, Malthus
and Ricardo�s. The idea stood as the most complete in British economics until the time
of Jevons.

In the calculation of cost of production, Senior included the cost of labour and
cost of abstinence (interest). However, unfortunately, Senior did not give the details
about the determinants of abstinence. Senior had the belief that capital is the result of
abstinence. The income of the capitalist is regarded by Senior as a price necessary to
pay in order to induce people to abstain from present consumption.

Distribution
Senior thought that wages depend on the wage fund. According to him, wages

depend on �the extent of the fund for the maintenance of the labourers, compared
with the number of labourers to be maintained.� The rate of interest, according to Senior,
is the reward for abstinence. Senior could not develop a cost of production theory of
wages.

Miscellaneous Contributions
Senior explained the concept of money. According to him, money is a substitute

for credit. It is a medium of exchange. He regarded gold and silver as important metals
for coinage. Money should have different qualities like portability, divisibility, durability
and stability. He was in favour of a well-maintained paper currency system. The value
of money depends on the cost of production and not so much on its quality or velocity
of circulation. The demand for money depends on the factors that influence the money
value of income.

Senior was not a strong advocate of laissez faire. He was in favour of
governmental action and help so long as they do not interfere with the free working of
economic laws.

Evaluation
Senior was a great economist of the Classical tradition. He was responsible for

putting economics on a scientific track. He was one of the first to consider capital as
the legitimate partner of value. He was one of the first again to give a systematic
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Notesanalysis on monopoly. All his contributions, though essentially modifications of Ricardo�s,
were extremely important modifications for the future development of economics.

2.2.2  JOHN STUART MILL (1809-1873)

John Stuart Mill heralds the end of one epoch and the beginning of another in the
development of Classical political economy. His work is transitional in nature. Mill�s
best known work is his Principles of Political Economy. He is recognised for his
restatement of classicism. He defined political economy as a science dealing with the
nature of wealth and the laws of its production and distribution. During his time,
Classical economics rose to its apex and had also experienced its downfall.

Agreement and Disagreement with the Classical Writers
Mill both agreed and disagreed with the Classical writers on many important points.

The following are the points of agreement:

(i) Mill recognised the Classical theory of self-interest. It recognised the individual
motive of having maximum pleasure and minimum pain.

(ii) Mill agreed broadly with Classical law of free competition and freedom of
action.

(iii) Mill broadly agreed with the Classical theory of value the demand and supply
approach.

(iv) Mill was supporting the Classical theory of free trade with some modifications.
(v) Mill accepted the validity of the Malthusian theory of population.

   (vi) Mill was a champion of liberty and liberalism.
(vii) Mill agreed with the Ricardian theory of rent.
(viii) Mill also accepted, up to a certain point, the validity of the Classical wage

fund doctrine.
(ix) Mill also agreed to the ultimate end of economic progress in terms of stationary

state.
However, the following are the points of disagreement between Mill and the

Classical economists:

1. Unlike the Classical economists, Mill thought that economic laws are neither
permanent nor universal in character. The laws of distribution may be changed
by human beings.

2. Whereas the Classical economists considered political economy as a science
of wealth, Mill considered it both as a science as well as an art. He also
favoured inductive or empirical analyses.

3. The Classical economists analysed economic phenomena in terms of static
conditions, but Mill introduced dynamic analyses.

4. Mill was not completely against the intervention of the government. He
prescribed government intervention in certain cases.

5. In the field of international trade, Mill suggested protection for domestic infant
industries.

6. Mill was also of the view that the wage fund doctrine is not fully correct. In
fact, wages can be increased by the trade unions.
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Notes 7. Mill, unlike the Classicals, considered stationary state as a state of bliss and
optimism.

Laws of Production and Distribution
Mill made a distinction between the laws of production and the laws of distribution.

The laws of production partake of the character of physical truths. The laws of
production are certain and sure laws. They cannot be changed by human volition. There
is nothing optional or arbitrary about them. On the other hand, the laws of distribution
can be changed by human beings through legislation or otherwise. The distribution of
wealth and income depends, on the custom, tradition and laws of society. Obviously,
therefore, Mill advocated the plausibility of changes in the laws of distribution. But he
said that the laws of production cannot be altered. The things once there, mankind
cannot do away with them as they like. Mill pleaded for more and more competition in
the spheres of production and exchange. He advocated many important types of reforms
leading to the better distribution of income and wealth.

By making this type of distinction between the laws of production and the laws
of distribution, Mill observes that the functional distribution of income among the various
classes of the society is influenced by the distribution of property, which itself is the
outcome of historical change. The distinction between the two kinds of laws is, however,
not tenable. This is so because distinction implies independence of the forces of income
generation and income distribution. Whereas, the laws of production are positive laws,
the laws of distribution are normative laws. The former laws explain what is and the
latter laws explain what should be. Needless to say, much depends on how such a
distinction is actually applied in different cases. Mill�s explanation suggests that
distribution has nothing to do with the process of valuation. This notion, however, is
not correct. Production is not a matter of historical accident. In fact, it is very difficult
to analyse the determination of relative prices in the product market on the basis of a
given pattern of income distribution. Similarly, it is almost impossible to precisely
determine the factor pricing like rent, wage, interest and so on in the factor market
alone. Factor prices and product prices are simultaneously determined in both the
markets.

The Classical people made a mistake by incorporating a dichotomy in the pricing
process. According to the Classical economists, relative price is determined in the
product market and the absolute price is determined in the money market. These two
markets and these two prices, according to them, are independent of each other. This
is precisely wrong. Patinkin showed that the Classical dichotomy was wrong. Patinkin
demonstrated that markets are interdependent: they cannot be separated out. Everything
in the economy depends on everything in the spirit of general equilibrium. Similarly, the
factor prices and product prices are to be simultaneously determined through a process
of general equilibrium which may use the technique of Tatonnement (trial and error
method). Unfortunately, this important truth was not realised by J.S. Mill. Like many
Classical economists, Mill could not distinguish the pricing problem with the given
resources from feedback effect of the growth of these resources on prices. He also
could not explicitly explain the implications of short-run and long-run differences in the
pricing problem. All this stood in the way of a meaningful presentation of value and
distribution theories in a logical sequence. He never attempted a general equilibrium
analysis.
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NotesProduction
According to Mill, there are two important agents of production � labour and

natural objects. Labour may be physical or mental. The natural objects are those which
exist or grow spontaneously. Labour is always and solely employed in putting objects
in motion. Goods are produced both by labour and nature. There are three kinds of
utility produced by labour:

(i) Utilities fixed and embodied in outward objects. Labour is employed in creating
external material things; (ii) Labour may be employed for making human beings more
useful and serviceable; and (iii) Labour may be used for producing direct utility. In this
case, utility may not be fixed or embodied in any object.

Mill analysed the Classical theory of productive and unproductive labour.
Unproductive labour is that labour which does not create any material wealth.
Productive labour creates material wealth. However, Mill included more occupations
and professions under productive labour as compared to Smith.

In addition to labour and natural agent, Mill also recognised the importance of
capital as a factor of production. He advanced the following four fundamental features
of capital:

1. Capital is the result of saving.
2. Industrial development is limited by capital.
3. Capital is saved for the purpose of productive consumption.
4. Capital is supported and employed by productive labour.

A circulating capital is only used once in the production process. Mill has
recognised in the analysis of production, the role of the law of diminishing returns in
agriculture. Under such a situation, the danger of overpopulation becomes serious. Mill
also mentioned a number of advantages of division of labour. Like Smith, he also realised
that division of labour is limited by the extent of market. He also observed that when,
the market extends, labourers become more productive.

Distribution
Mill considered a threefold division of product among labour, land and capital. As

has been pointed out earlier, the laws of distribution can be changed by human beings.

Wage: Mill observes that wages depend on demand and supply of labour, or are
regulated by competition or custom. Wages also depend on the relative amount of capital
and population. Wage is regulated by the wage fund. Wage level can be increased,
either by decreasing the number of labourers or by increasing capital formation so that
the size of the wage fund increases. Mill, however, later on abandoned the wage fund
doctrine. He pointed out in an article in the Fortnightly Review that wages can very
well be increased by the actions of the trade unions. It may be argued that Mill was
never serious about the efficacy of the rigid wage fund theory.

Profit: Profit is the share of the capitalist. This is a remuneration for abstinence.
Mill was not able to separate out profit and interest. He simply pointed out that profit
is greater than interest. Profit arises from the fact that the labourers are given less
than their products. The rate of profit as a return to capital must be optimum. But the
rate of profit, as Ricardo also realised, is also dependent on the wage rate. When the
wage rate is very low, the profit rate is very high. Profit includes wages for
superintendence and indemnity for risk. Mill thought that temporary wages are
determined by the forces of demand and supply, but long-run natural wages are
determined by the cost of maintaining the workers.
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Rent: Mill accepted the Ricardian theory of rent. Rent is the excess of return
over the worst land in cultivation enjoyed by the better lands. It is the result of monopoly
on land. It is a payment for the superior power over that of the other areas for which
no rent is paid. Rent does not enter into price.

From the above discussion, it becomes clear that Mill had been following the main
Classical theory of distribution with very little modification. The modification is
particularly noticeable in his wage fund theory.

Value Analysis
According to Mill, value is an important subject of political economy. Value can

be used in the sense of value-in-exchange and also value-in-use. What is more important
is the value-in-exchange. He emphasised the fact that there may be a fluctuation in
the general price level but there cannot be any fluctuation in the value of a commodity.
The changes in the values of commodities can only be with reference to the exchange
value of another commodity. A commodity can have value only when it can satisfy
human wants. There are three types of goods: (i) Goods having perfect inelasticity of
supply or absolutely limited in supply; (ii) goods which are perfectly elastic in supply;
and (iii) goods which are relatively elastic in supply or which can be increased only
with the increase in cost. These types of goods and their valuation processes are shown
below:

Fig. 2.2.1

The value of the goods of first category is determined mainly by the forces of
demand and supply. In the second case of goods, the value is determined by the cost
of production, and in the third case, value is determined by the cost of production in
the most unfavourable circumstances. Mill is quite sure between the demand-determined
price of category first type of goods, and supply-determined price of the second class
of goods, but he fails to point out that the law of demand and supply is perfectly general
and is applicable in both cases (Case Third).

The law of demand has been explained by Mill in the sense that price varies
directly with demand and inversely with supply. He also realised that it is not simply
demand and supply which make a change in the price level, but it is equally true to say
that price level also changes the volume of demand and supply. Mill asserts that price
is fixed at a margin where the quantity offered is equal to the quantity demanded. In
this way, he made the demand equilibrium in this connection. This itself was a
contribution to the price analysis. Mill observed that a change in the demand and supply
can explain temporarily the value of commodities; but this type of explanation only refers
to unstable value. On the other hand, cost production can explain normal, natural or
permanent value of a commodity. This, then, can be regarded as a long-run normal
price, which was explained by Adam Smith. Mill was very complacent with his
explanation of commodity values. He joyfully declared: �Happily there is nothing in the
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Noteslaw of value which remains for the present or for any future writer to clear up; the
theory of the subject is complete.� However, this complacency was his mistake. In
fact, many things remained to be done towards the value analysis, which were
attempted by the Marginalists and by Alfred Marshall.

Classical Stationary State: Mill�s Views
In the Classical model, the end result of the capitalist development is stagnation.

The Classical concept of stationary state is essentially a concept of mature economy
in which, according to Adam Smith, wealth would be very great, yet there would be
constant scarcity of employment. But unemployment does not playa decisive part in
Mill and Ricardo�s framework of analysis. According to Ricardo�s concept, stagnation
refers to �gross produce� or �gross national product at full employment,� as we call
today. Stationary state arises out of the falling rate of profit and consequent choking
off of capital formation. Stationary state ultimately would lead to constant population
but capital accumulation would stop earlier before population growth reaches its
maximum. In Mill�s stationary state, population and stock of capital would remain
constant. Ricardo thought that since there would not be any maladjustment, stationary
state might be desirable.

Mill�s Views
Mill, unlike other Classical economists, did not take the picture of stationary state

as a gloomy one; rather, he took a complacent and platonic attitude towards the
stationary state, where, according to him, human improvement and technological
progress were still possible. Mill stated that �when a country has long possessed a
large production, and a large net income to make savings from, and when, therefore,
the means have long existed of making a great annual addition to capital, it is one of
the characteristics of such country, that the rate of profit is habitually within, as it were,
a hand�s breadth of the minimum, and the country, therefore, on the very verge of the
stationary state.�

To Mill, the stationary state has become almost a kind of utopia, in which the
state can try to achieve equality of wealth and opportunity. Mill was emphatic about
the opportunity for personal development in a stationary state. The stationary state is
a frictionless state. He considered such a state as a state of bliss rather than a state
of human misery. Moral advancement will be at its height in the stationary state. There
would also be real peace and harmony. There would be as much scope as ever for all
kinds of menial culture and moral and social changes, as much room for improving the
art of living. Mill has a strong optimism for the stationary state. In this state, distribution
will be more even and the workers� lot would be improved. He said that �the stationary
state would be on the whole a very considerable improvement on our present condition.�

Magnificent Dynamics
William Baumol has presented a beautiful summary of the Classical �magnificent

dynamics�. It mainly analyses the growth of population at different stages. At the state
of maximum growth of population, the per capita income is just sufficient for population
to reproduce itself at the physical minimum subsistence level. If the population is below
its maximum, wage would be higher than the minimum subsistence, which will lead to
further growth of population, and profit would be higher which will lead to more capital
accumulation and investment to equip the workers with more working capital. When
capital is nothing but wage funds, the accumulation from profits would be utilised in
providing working capital to the larger amount of employed people.
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Notes But growth of capital and population will encounter diminishing returns in course
of time due to the scarcity of natural resources. Ultimately, the gap between production
and subsistence will be more and more narrowed and eventually, it would disappear.
Therefore, profit would be eliminated and wage would no longer be above subsistence.
When there is no profit, accumulation would stop. Stock of capital would be stationary.
Similarly, when wage is at the subsistence level, population growth also will cease.
Thus, the economy will be characterised by a stationary equilibrium.

Classical stationary state can be explained in the following diagram. The P curve
is the aggregate production function which is associated with diminishing returns to
labour and capital. Line OS stands for the volume of subsistence for labour proportionate
to population growth. When population is less than OL, output can be higher than
subsistence. At working population OA, total output minus rent is AC. In this case,
AB is the wage and BC is the profit. As population and employment go on increasing,
it can be shown that profit level initially goes on increasing from BC to EF but then it
gradually comes down and ultimately at point K profit becomes zero. The level of wages
remains at subsistence but the money wages go on increasing from AB to DE and
then to GH. When the population is OD, the total produce minus rent is DF out of
which DE goes to the labourers as wage and EF goes to the capitalist as profit. In the
same way, when the total population is OG, the total output minus rent is GI, out of
which GH part is paid as wage and HI goes to the capitalist as profit. In this way,
employment may be extended up to the point L where the entire output minus rent
would be eaten away in the form of wage by the labourers. So, there would be no
profit. At this stage, the stationary state will come. Before the advent of stationary
state, there would be more capital formation, more population and more employment.
But the process is checked at point OL where profit ceases, growth of population ceases
and wage becomes equal to minimum subsistence.

Fig. 2.2.2: Working Population

Criticisms
1. Classical writers could not appreciate the great offsetting role of technology.

Technological progress can lift upward the whole production function by raising
capital per worker and thereby making each worker more productive. The
race between technological improvement and diminishing returns has, in fact,
been won by technology.

2. Some of the classical economists failed to foresee the potentiality of Asia
and Africa which, in the subsequent period provided a vast scope for foreign
investment for British capital and prevented the appearance of stagnation in
the nineteenth century.
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Notes3. The classical concept of capital is deficient. It is nothing more than �wage
fund�. Capital can provide more and better tools to workers with which they
can increase productivity. If capital accumulation is faster than population
growth, the limitations imposed by natural resources may be overcome, even
with no technical progress. Thus, stationary state can be prevented.

4. In the analysis of population, the Classical economists concentrated only on
two relationships: (i) Wages to population growth, and (ii) diminishing returns
to labour and capital. Although mainly economic factors are important in the
explanation of population dynamics, there can be other more important factors.
Thus, the restricted base on which these two relationships were formulated
does not appear to be relevant in our times.

Though logically valid, the Classical stationary state has not been encountered in
any country.

2.2.3 SUMMARY

Nassau Senior is one of the important representatives of the Classical school of
political economy. He not only supported some of the basic tenets of Classical economics
but at times he also made some important modifications. He is important not only for
his criticism against Ricardian economics, but also for his original contributions. His
most important work is An Outline of the Science of Political Economy which was
published in 1836. Senior revised the book in 1850.

Senior modified Ricardian labour theory of value. He accepted the theory of utility
in the value analysis. He also questioned the classical assumptions of free competition.
Walras correctly credited Senior for the notion of marginal utility. Senior recognised
the importance of relative utility and also the interdependence between relative utility
and relative scarcity in the determination of value. There are, according to Senior, three
important determinants of value. These are: transferability, relative scarcity and utility.

Senior extended Ricardo�s real cost analysis by adding the cost of abstinence to
the cost of labour. Senior, like the Austrian theory, believes that roundabout method of
production is more productive than the direct method of production. However, for
roundabout method, some sacrifice is necessary. Abstinence is a type of sacrifice.
Abstinence meant to Senior, refraining from current consumption in order to accumulate
capital, or intermediate goods. He says that technology and capital can indefinitely
increase the products. Abstinence from consumption requires some reward.

Senior explained the concept of money. According to him, money is a substitute
for credit. It is a medium of exchange. He regarded gold and silver as important metals
for coinage. Money should have different qualities like portability, divisibility, durability
and stability. He was in favour of a well-maintained paper currency system. The value
of money depends on the cost of production and not so much on its quality or velocity
of circulation. The demand for money depends on the factors that influence the money
value of income.

John Stuart Mill heralds the end of one epoch and the beginning of another in the
development of Classical political economy. His work is transitional in nature. Mill�s
best known work is his Principles of Political Economy. He is recognised for his
restatement of classicism. He defined political economy as a science dealing with the
nature of wealth and the laws of its production and distribution. During his time,
Classical economics rose to its apex and had also experienced its downfall.
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Notes The Classical people made a mistake by incorporating a dichotomy in the pricing
process. According to the Classical economists, relative price is determined in the
product market and the absolute price is determined in the money market. These two
markets and these two prices, according to them, are independent of each other. This
is precisely wrong. Patinkin showed that the Classical dichotomy was wrong. Patinkin
demonstrated that markets are interdependent: they cannot be separated out. Everything
in the economy depends on everything in the spirit of general equilibrium.

Classical economists, Mill could not distinguish the pricing problem with the given
resources from feedback effect of the growth of these resources on prices. He also
could not explicitly explain the implications of short-run and long-run differences in the
pricing problem. All this stood in the way of a meaningful presentation of value and
distribution theories in a logical sequence. He never attempted a general equilibrium
analysis.

According to Mill, there are two important agents of production � labour and
natural objects. Labour may be physical or mental. The natural objects are those which
exist or grow spontaneously. Labour is always and solely employed in putting objects
in motion. Goods are produced both by labour and nature. There are three kinds of
utility produced by labour: (i) Utilities fixed and embodied in outward objects. Labour
is employed in creating external material things; (ii) Labour may be employed for making
human beings more useful and serviceable: and (iii) Labour may be used for producing
direct utility. In this case, utility may not be fixed or embodied in any object.

In the Classical model, the end result of the capitalist development is stagnation.
The Classical concept of stationary state is essentially a concept of mature economy
in which, according to Adam Smith, wealth would be very great, yet there would be
constant scarcity of employment. But unemployment does not play decisive part in Mill
and Ricardo�s framework of analysis.

Classical writers could not appreciate the great offsetting role of technology.
Technological progress can lift upward the whole production function by raising capital
per worker and thereby making each worker more productive. The race between
technological improvement and diminishing returns has, in fact, been won by technology.

2.2.4 SELF ASSESSMENT QUESTIONS

1. Who is Nassau William Senior?
2. Discuss about the contribution of Nassau William Senior in Classical school

of political economy.
3. Who is John Stuart Mill?
4. Explain the contribution of John Stuart Mill.

! ! !! ! !! ! !! ! !! ! !
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• Understand the Marx�s Labour Theory of Value
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Notes 3.1.1  JEAN CHARLES SISMONDI (1773-1842)

Sismondi was more and less than a classical writer. He was the first systematic
writer to write against the classical economic system, although he was basically a
classical economist. He wrote two important books. His Commercial Wealth was
published in 1803. It contained an exposition of classical ideas. His New Principles of
Political Economy was published in 1819.

Sismondi and the Classicals
Sismondi was initially a classical economist. He was a faithful follower of Adam

Smith. He supported the classical principles of economic liberalism, free trade, and
laissez faire. He also subscribed to the natural philosophy of Adam Smith. Thus, both
theoretically and practically, Sismondi was by heart a classical economist in the early
years of his career. However, later on, he completely turned away from the classical
system of values and belief. But, unfortunately or fortunately, he could not completely
break away with the classical system. He thus, agreed with the classical method of
analysis and the classical conclusions and policy prescriptions. He brought out the evil
effects of machinery, exploitation of labour under the classical system, low wages and
unsatisfactory working conditions of the labourers.

Nature and Method of Political Economy
Sismondi considered political economy �as a moral science where all facts are

interwoven and where a false step is taken whenever one single fact is isolated and
attention is concentrated upon it alone.� According to him, political economy is essentially
a moral science which should look after the well-being of mankind. Ethical consideration
dominated the ideas of sismondi. He regarded political economy as an art. Classical
political economy was the science of wealth or chrematistics as called by Aristotle.
Sismondi did not like this definition of political economy. He said that real purpose of a
science should be man and his well-being. Sismondi considered man more important
than wealth in political economy.

A science is to be based on experience, observation and history. Thus, it is found
that political economy is not concerned with wealth as such, but with man. Political
economy is a study of economic activity in relation to human welfare. This definition
of political economy as given by Sismondi is more or less like the definition given by
Alfred Marshall. Sismondi gave more emphasis on distribution rather than production,
because he was concerned basically with the problem of social justice.

He criticised the abstract deductive method of analysis of the classical economists.
He was in favour of an inductive, historical method of analysis. He thus, anticipated
the historical school of analysis.

Distribution
Sismondi was essentially interested in the well-being of the masses of society. In

this regard, Sismondi considered the problems of distribution as more important than
any other economic problem. He said that the largest possible aggregate production
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Notesdoes not necessarily mean the greatest amount of happiness for the people. On the
other hand, he believed that a smaller aggregate of wealth, distributed properly, can
bring about more happiness and well-being to the people. Sismondi, thus, insisted that
distribution should not be left to the blind market forces, but should be regulated by a
proper state-sponsored machinery of distribution. He also advocated the distribution of
property and means of production among the people who can really use them. He said
that benefits accruing from farming should go to the peasants alone. In his analysis of
distribution, Sismonndi was pro-labour. He advocated the intervention by the state in
the matter of distribution of the national product.

Machinery, Overproduction and Crisis
Sismondi found class conflict in society. He was one of the earliest economists

to observe the existence of opposing classes in a society. Marx was greatly indebted
to Sismondi for his analysis of class conflict. Sismondi observed that machinery was
against the interest of the working class. It reduced employment, increased competition,
reduced wages and reduced the demand for the products. Machinery always displaces
labour from employment. Machinery can be advantageous provided society can provide
alternative jobs to the unemployed people. Sismondi found contradiction in the capitalist
system. Whereas production increases under capitalism, purchasing power goes down.
Like Malthus, Sismondi also observed that it is impossible for the workers to absorb
the whole lot of output of the industries. Overproduction arises from a competitive zeal
to produce even if the demand remains the same or goes down. This leads to a glut or
excess production from time to time. With the introduction of machinery, unemployment
is created and this, once again, decreases the purchasing power of the workers.
Sismondi was not in favour of competition. He said that competition increased
exploitation and it also increases overproduction.

Sismondi did not believe in the truth value of Say�s law of market. According to
him, under the factory system of production, labourers are paid only the subsistence
wages. These are inadequate to cope with the growing production of output and
services. This results in underconsumption and crisis. According to Sismondi, crisis is
caused by mainly three factors: (i) unplanned production and excess competition.
(ii) Production is not based on demand consideration but is based on the growth of
capital. (iii) Separation of labour and ownership of production. This increases the profit
of the capitalists, but it keeps intact the wage of the labourers.

The capitalists cannot increase the demand for the product, excepting increasing
temporarily the demand for some luxury goods for them. The progressive concentration
of capital deepens the crisis of overproduction. In fact, in a capitalist economy, as
Sismondi observed, there is an inherent tendency to widen the chasm between
production and consumption.

Suggested Reforms
Sismondi suggested the following methods of reforming the economic system:

(i) More and more intervention by the state in the matter of distribution. (ii) He rejected
communism and feudalism as correct systems. (iii) Need for the equilibrium between
production and consumption. (iv) Revival of the independent producers � small
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Notes farmers, artisans and so on. (v) Slackening of industrial progress and invention in such
a way that the necessary adjustment can be made without overproduction. (vi) Increase
in the welfare of the masses. (vii) There should be unions of property-owners and
labourers. (viii) Limitation of child labour, shortening of hours of work and abolition of
Sunday working.

Criticisms
(i) Sismondi was against the classical deductive method. But he himself adopted

the deductive method while propounding his theory of overproduction as the
cause of crisis.

(ii) Most of the fundamental economic concepts and categories used by Sismondi
were vague or confused.

(iii) Sismondi is regarded as a pessimist.
(iv) Sismondi�s reform proposals contain some degree of hesitation due to the

perpetual conflict between the head and the heart. Sometimes, he could not
suggest the proper remedy.

(v) Sismondi was neither a full-fledged Adamite, nor a hardboiled liberal. He was
not a full-fledged socialist.

(vi) According to J.S. Mill, Sismondi�s analysis of overproduction is not correct
because while there may be overproduction for some particular commodities,
a uniform and general overproduction of all commodities is simultaneously
impossible.

(vii) Sismondi had a very uncertain type of position because he, on the one hand,
was not anticapitalist but he was a strong supporter of workers.

However, in spite of the above points of criticism, it can be said that he rendered
a distinct service by systematically exposing the weak points of classical political
economy. His method of analysis is an anticipation of that of the Historical school. His
emphasis on the importance of state ushered in an epoch of state socialism. Although
he was not himself a socialist, still his studies have always provided a lively source for
the socialist writers. In fact, he was the source of inspiration for Rodbertus and Marx.
He will be regarded as a champion fighting against depression and overproduction. It
is indeed difficult to ignore Sismondi�s influence on the later socialists.

3.1.2  SAINT SIMON (1760-1825)

St. Simon is regarded as a utopian socialist. He wrote many books including
Industry, The Organiser, The Industrial System and so on. Simon analysed the social
problems in terms of economics.

Social Order
Simon wanted to establish a system of social order in which equality will prevail.

There will be no class distinction and there would be only two categories of people:
workers and idlers. However, in course of time, the idler class will disappear from the
new society. The working class will include manual workers, agriculturists, artisans,
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Notesbankers, manufacturers and servants. Simon was in favour of improving the economic
conditions of the backward classes. But he was against the system of forced equality.
In the new regime, the industrialist will get due honour in the society. The main feature
of the social order will be the exploitation of economic resources to the maximum
possible extent. In the new social order, the noblemen, clergy and the politicians will
have no place. In such an order, everybody will get his due share according to his
potential capacity to produce. He is not hostile to the capitalists because they invest
for the growth of the economy. Simon is against the landed aristocrats. Simon had a
plan for social reform and for the reconstruction of society along appropriate lines in
which one can reap all the advantages of industrial and technical improvements.

Industrial State
Simon wanted to have a new industrial order of society. He conceived the society

as a huge workshop without any coercion or exploitation. In his industrial state, the
capable people who are very productive will lead the society. Distribution in the society
is to be based on the productive contributions of its members. In such a society, there
would be no exploitation and people will remain equal, peaceful and organised. He
strongly advocated the need of increasing industrial productivity. He was in favour of
organising the industry on modern lines. He wanted to create a modern industrial society.
In such a society, the interests of all classes like workers, consumers and entrepreneurs
would be well looked after.

Simon is not regarded sometimes as a socialist because he did not explicitly
advocate the abolition of private property. However, he was not in favour of the abuse
of private property. He stood for the equality of opportunity and abolition of privilege.
St. Simon was a collectivist. According to St. Simon, the institution of private property
is a changeable institution and it is an important plank for the socialist criticism against
the classical system which took for granted the institution of private property.

Role of Government
According to Simon, government interference is not essential in the new industrial

society. The interference should be minimum. The role of government will be like an
association which will look after the security, freedom and welfare of the workers. In
the new regime, the power of government will be curtailed. It will give simply new
direction for the betterment of the society. The new regime will have the executive
power vested in the chamber of deputies recruited from the representatives of industry,
agriculture, commerce and manufacture. The executive so constituted will either reject
or accept the legislative proposals of the two other chambers. These chambers will
be: (i) Chamber of scientists and industrialists and (ii) the second one will consist of
engineers and artists. The main function of government will be the development of the
potential wealth of the country by the maximum exploitation of all types of resources.
The government will prepare the public works programme for providing employment
to the workers and providing defence of the industrialists. Simon�s industrial government
has to perform economic duties rather than political duties. The basic purpose of the
government will be to properly administer things instead of governing its people. Through
the help of the government, the entire nation is to be transformed into a highly productive
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Notes association. His idea of government is different from the earlier ideas of political
government. Simon thought that the aim of the new government will be to combine all
the forces of society in such a way as to ensure the successful execution of all those
works which will improve the lot of the workers, both morally and physically.

Critical Estimate
St. Simon was an ardent liberalist and a social reformer. Although he did not directly

advocate the abolition of private property, his followers undertook a scheme of social
reconstruction to include the abolition of private property. Simon, however, believed
that beyond a point, property and inheritance are unjust because they lead to exploitation
of the class of have-nots. St. Simon wanted the government to be the sole inheritor of
all forms of property. Simon is regarded as a socialist only because of his sympathy
for the workers. According to some, he is a collectivist and not a socialist in the strict
sense of the term. On the one hand, he advocated private property and on the other,
collectivism. This is indeed a contradiction in his thought.

3.1.3  ROBERT OWEN (1771-1858)

Robert Owen is considered as the father of British socialism. He was a  practical
socialist who practically examined the theoretical underpinnings of socialism in many
countries. For experimenting with the practicability of the idea of socialism, he opened
a workshop in New Lanark, where he introduced many reforms regarding the working
conditions of the workers. These reforms included: (i) abolition of child labour system
under the age of ten; (ii) reduce the number of working hours to ten hours per day
from seventeen hours; (iii) eliminated the practice of imposing fines for damage done
by the workers; (iv) provided model dwelling houses, encouraged saving habit and
hygienic living conditions among the workers. The above steps did not reduce the
profitability of his industry. During his time, Lanark became a model factory for the
labourers.

He also experimented with the idea of establishment of model communities, each
having members between three hundred and two thousand. But the ideal number,
according to Owen, should be between eight hundred and twelve hundred. This
community will reside in a big building and will work jointly and the total output would
be shared by them all. He established such communities in the USA, the UK and
Scotland. This experiment, however, could not be a success due to many reasons.
However, what he wanted to do was the abolition of profit and of the interference by
the middlemen.

Owen thought that profit is the root of all evils. It is a forbidden fruit and it implies
injustice because it is the amount over and above the just price (cost of production).
The labourers are given by the employers only the subsistence wage. Under this situation,
increase in production leads to oversupply and crisis, owing to the deficiency of effective
demand. According to Owen, crisis is the result of a disparity between the productive
power of a society and the purchasing power of it. The introduction of machinery leads
to sufficiency in production, but unless the purchasing power of the workers is increased,
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Notesthere is bound to be overproduction or what is called a glut. This type of glut was
evident after the Napoleonic wars. There must be a parity between the cost of
production and the price. Profits are realised in the form of money. Therefore, Owen
advocated the abolition of money. He was in favour of the introduction of labour notes
instead of money. The labour notes will specify the number of hours of labour.
Whenever a labour produces a commodity, he works for a number of hours, according
to which he is paid. Now, this payment would be in terms of labour notes specifying
the number of hours. These labour notes can be exchanged between the consumers
and the producers for the purchase and sale of any commodity. Since labour is the
cause and the substance of value, labour can be used also as the measure of value.
The producer who wishes to dispose of his products will be given labour notes in
proportion to the number of hours worked for the commodity. Thus, the labour notes
will eliminate the use of money and also profit which is a dirty concept with Owen.
Owen established the National Equitable Labour Exchange. The members of this
exchange were allowed to value their products in terms of the number of hours worked.
On this basis, the exchange will issue them the labour notes of equivalent value, which
could be exchanged for the purchase of goods and services in the market. However,
this idea of Owen failed due to the following factors: (i) the members dishonestly
exaggerated the value of their products in terms of number of hours worked. Thus,
the value as not properly estimated. The labour notes could not become the universal
medium of exchange; (ii) the valuation process was entirely subjective; (iii) the goods
which were very useful, could be sold out from the exchange, but the goods which
were not of immediate use, were lying idle in the Exchange; (iv) the labour notes were
not registered in the name of the members. The non-members made huge amount of
profit by speculating in the labour notes market. Thus, the system was a failure.

Owen thought that environment is very important for moulding and shaping the
character of men. He believed that man by nature in neither good nor bad. It is the
environment which makes him either good or bad. A capitalist is not necessarily a bad
person. But due to the institution of private property, there is concentration of wealth
in the hands of a few persons. This leads to inequality and poverty. Owen was against
the institution of private property. Private property must be eliminated. He wanted to
establish a harmonious society based on cooperation. Owen�s name is linked with
the growth of cooperative movement in England. He was always in favour of cooperation
and against competition. He wanted that labour and capital must work in cooperation
with each other and must live in harmony.

Owen was against the principle of payment according to capacity. He advocated
that payment should be according to the needs. He was in favour of higher wages
because they are helpful for maintaining the health of the workers and improving their
efficiency. He was deeply involved in the labour legislation which could improve the
lot of the workers.

Critical Estimate
Owen�s ideas were not fulfilled into action. But he is always remembered as a

practical socialist who translated his ideas into practice. He was out and out a reformer.
He is still remembered as the pioneer of cooperative movement.
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Notes 3.1.4  CHARLES FOURIER (1772-1837)

Charles Fourier was, strictly speaking, not a socialist but he was an associationist.
He was in favour of rural life. His New Industrial and Social World was his important
work which was published in 1829. He was in favour of establishing harmony and
peace. He was against the abolition of private property. He is sometimes regarded as
a bourgeois socialist. Fourier�s slogan was Back to Land. He was against the growth
of big cities. He had great contempt for industrialism. He was in favour of the growth
of agriculture. By agricultural growth, he meant the growth of horticulture, poultry
farming, agriculture and so on. He wanted dispersion of big cities and the growth and
development of the rural areas which will have all the amenities of life.

Fourier recognised twelve major passions in human beings such as feeling, love,
ambition, desire for union and so on. For fulfilling these passions, men required a suitable
environment. Therefore, Fourier wanted to establish such organisation which will
guarantee the fulfillment of these passions. These organisations are known as Phalanges/
Phalansteres.

Phalanges/Phalansteres
The phalanges are communal organisations. Fourier wanted to establish a

phalanstere of nearly sixteen hundred members (four hundred families). These
phalanges would be organised throughout the country. These are voluntary organisations.
Every phalange will have a common kitchen, library, dining halls and so on. Every
phalange will have a big building to accommodate its own members. It would be a
community living centre. The members will live separately in their rooms. Works and
services would be jointly performed by the members. Through these phalanges, it would
be possible to achieve harmony and happiness of making, as was the belief of Fourier.
The phalanges would be self-sufficient organisations regarding production and
consumption. However, in case of need, phalanges can exchange their products with
each other. The phalanges would be based on economies of scale, so that the cost of
services including food, clothing, shelter and so on would be the minimum. This type
of organisation, according to Fourier, will be very essential for promoting the feeling of
happiness and brotherhood. The organisation will undertake the production of the things
required by its members. Then every phalange will have an area of four hundred acres
of land which can be utilised for the production of food. The members will work on
the basis of division of labour. Every phalange will be established as a joint stock
company which will pay dividend on a fixed basis: labour is to get 5/12, capital 4/12
and management 3/12.

The management of the phalanges would be in the hands of competent persons
elected by members. The members will have complete freedom of action regarding
the choice of work. Every phalange will be a combination of industrial and agricultural
activities. In such phalanges, women may be held in common and the children would
be given the duties to attend to animals, repair roads and work in the slaughter houses.
Fourier wanted to give enough freedom to women. He was not in favour of marriage,
because married people become selfish to their own families.
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NotesThe phalanges would be situated in beautiful surroundings such as near beautiful
rivers. The phalanges would be self-sufficient and would be run on democratic lines.
The capital of all the phalanges would be at Constantinople. The phalanges will have
short working sessions, minute division of labour, guarantee of minimum subsistence to
everybody, development of the spirit of emulation and copartnership among the
members. Phalanges would be able to reap a number of advantages: (i) Increase in
productivity. (ii) Possibility of full freedom. (iii) Enjoyment of leisure. (iv) Each member
will have the pride of being a cooperative owner rather than mere wage earner.
(v) There would be harmony between individuals. (vi) Labour will be able to exercise
his own faculty and judgement. There would be no compulsion or coercion. (vii) Mobility
of labour would be present. (viii) The worker will have an effective say in the
management of the phalanges.

This type of phalange will have no class conflict between labour and capital,
between debtor and creditor and between consumer and producer. Fourier became
very famous for his ideas on phalanges. Of course, his ideas would not gain momentum
during his lifetime, but after his death, his ideas were appreciated, particularly in the
USA, France and England. The idea of phalange is really the idea of the formation of
cooperative societies. If it is interpreted this way, then one has to admit the success of
his ideas.

Fourier�s ideas were in many respects different from those of Simon. Fourier
advocated decentralisation and ruralisation but Simon was in favour of centralisation
and industrialism. Fourier believed in the self-assertions of individuals but Simon laid
much emphasis on production and work. According to some, the whole idea of Simon
was utopian.

3.1.5  LOUIS BLANC (1813-1882)

Louis Blanc held a position in between socialists and associationists. He represents
a transition between associationism and socialism on the one hand, and between utopian
socialism and scientific socialism, on the other. Blanc deviated from utopian socialism
to proletarian socialism. He was in favour of the working class. According to him,
utopian socialism was by itself unrealistic. Therefore, he wanted to introduce a realistic
type of socialism. In such a socialism, the capitalist class would be gradually abolished,
and the workers will manage the whole show. He also found the necessity of state.
This is why, sometimes he is regarded as a socialist. His main work was The
Organisation of Labour which was published in 1841. In this book, he depicted an
outline of French socialism.

According to him, competition is the source of all economic evils such as industrial
crises, disputes, poverty, crime and moral degradation. However, competition can be
eliminated by forming new associations among the workers. These new associations
will be based on the principle of cooperation. Therefore, it is through cooperation that
Blanc wanted to eliminate the evil effects of competition.
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Notes Social Workshop
Blanc was in favour of organising workers of the same trade in a social workshop.

In such a workshop, the resources would be pooled together and there would be large-
scale production. There would be no intervention by the entrepreneur. In the social
workshop, the government will provide the initial capital and will also help in the
management of the workshop initially. Management of the workshop will be in the hands
of the elected representatives. The workers will elect their own leaders. The cost of
production of the product will consist of wages and interest. All the workers will be
paid equal wages. The products will be sold in the market and the profits will be divided
into three components: one part of the profit will be meant for social insurance and
social security of the workers, one part would be distributed among the workers as
bonus, and other part will be used for capital formation and internal financing. This
part would be responsible for depreciation, expansion and the change of equipments.
However, one-fifth of the profit would be kept apart for reserves before the distribution
of profit among the above three heads. There would be free competition among the
workshops. The state will provide the necessary finance through taxation. However,
the state will be paid interest for its capital investment.

As a result of free competition among the workshops and the private enterprises,
the workshop would get stronger and more efficient day by day. This will gradually
abolish the private capitalist system from the economy. The scheme of social workshop
is to be managed entirely by the workers and for the workers. Thus, there would be
no question of exploitation of workers. This type of social workshop will bring about a
new social order which was the idea of Blanc. The workshop will help reduce the
cost of production of goods being produced.

Evaluation
The social workshop was a means to achieve worker�s control and management.

It is a means of eliminating competition through cooperation among workers. It was a
new way of achieving socialism. The idea was realistic. Blanc formulated the principle:
�From each according to his ability, to each according to his needs.� Louis Blanc
occupies indeed a unique position in the history of French socialism. He is really a
unique combination of state socialism, associationism and proletarian socialism.

3.1.6  PIERRE JOSEPH PROUDHON (1809-1865)

Proudhon was neither a socialist nor a communalist nor an associationist. He was
not a socialist because he did not advocate socialism as such. Socialism is utopian in
nature. Proudhon was against communism, because even in communism, the property
institution exists and it leads to inequality. Under communism, according to Proudhon,
the weak people exploit the strong people. Communism is merely an inverted form of
private property. According to him, socialism is really nothing. Communism cannot grant
full freedom of thought, mind and action to the individual. He also opposed associations
and organisations as being detrimental. Proudhon�s famous book is: What is Property?
which was published in 1840. He also wrote another book: Philosophy of Poverty
(1846). In this book, he condemned private property but did not advocate its abolition.
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NotesThis point was criticised by Marx in his book: Poverty of Philosophy, which was a
reply to Proudhon�s book; Philosophy of Poverty. Marx called him �petit-bourgeois�,
mainly because Proudhon defended the institution of private property.

Property
What is property? Proudhon observed that all property is theft. According to

him, property is a kind of robbery. He rejected the arguments in favour of private
property. All abuses in the society arise out of private property. Property leads to
inequalities among the people. It gives the owner the power of exploitation of other
people. Property is attacked because it gives to the owner of property a right to an
income which is not properly and honestly earned, but it is inherited. Proudhon, in fact,
was against inherited property. It is not property as such but the right to exert an
unearned tribute which is the point of attack. A property-owner lives on the labour of
other people. Proudhon opposed this system of living of the property-owners. Proudhon,
in fact, attacked not the use of property but the exploitation through it in the form of
rent, interest and lower wages. It is, however, surprising that Proudhon did not advocate
the abolition of private property. Proudhon supported private property on the following
two grounds: (i) private property is an expression of liberty, and liberty is a very valuable
necessity for human beings, (ii) if the element of exploitation can be removed from the
private property, the system can work in the society. He was in favour of property
which is acquired by human beings through their honest and genuine labour. Any property
out of honest income can be supported on moral and economic grounds. �He believed
in private property, in income and in the most complete and thorough going enjoyment
by an individual of what he himself produces or acquires.�

He felt that property was the root of all evils and injustice in society. Proudhon
supported the demand for equality of property and the rights to labour in land. Property
created despotism in the society. Gray observes that �Proudhon perhaps believed that
if property could be purified by the inclusion of justice with the result that the elements
of hostility to sociability were eliminated, it (property) would then not be a bad thing.�
His theory of property was, in fact, a theory of position. According to him, every person
should have the right to utilise the fruits of his own labour in a way he likes but he
should not be allowed to exploit others in the society.

Surplus Value
Proudhon believed that the productivity of a group of labour is higher than the

sum total of their individual productivities. Thus, the indifference between these two
types of productivities will lead to a surplus. The surplus is pocketed by the capitalist.
The capitalist gives the impression that every labour is paid according to his productivity,
which is not true. In other words, in a capitalist system, workers are exploited because
wages are much less than the productivity of the workers. His idea of surplus value
influenced Marx in the formulation of his surplus value analysis. Of course, Marxian
analysis of surplus value has altogether a different meaning. Proudhon believed in the
efficacy of the classical labour theory of value. But he was against the exploitation of
labour in a capitalist society. He considered that labour alone was productive. Without
labour, land and capital become useless. In fact, a capitalist receives payment for doing
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Notes nothing. His payment is really a kind of theft. Between the capitalist and the worker,
there is a continuous misunderstanding and miscalculation. The surplus value of Proudhon
represents capitalist�s profit.

Equality, Liberty and Government
Proudhon was out and out a supporter of equality and liberty. He wanted to

harmonise property and community through liberty. He had enough love for liberty.
According to him, liberty and equality are inseparable. The society must make all
attempts to give encouragement to liberty and equality. The political organisation of his
society was social mutualism which meant the abolition of state.

There will be no inequality in the social order suggested by him. Such a social
order will be established but it will take some time. In this society, there would be no
state intervention. There would also be no rate of interest. Proudhon advocated a system
of zero rate of interest. According to Proudhon, law is not necessary for a society. It
can be replaced by a system of contract. He also suggested system of decentralisation.
He wanted a system in which all the people will absolutely be free and there would be
absolute liberty for all. He said: �Liberty is the sum total of my system�. He wanted to
remove the fundamental character of property which leads to exploitation of labour.
For the abolition of exploitation, he advocated the establishment of an exchange bank.

Exchange Bank
He was in favour of the establishment of a national exchange bank. Such a bank

will have no capital of its own. The bank will issue notes to the borrowers (generally
workers) against the deposit of goods or promissory notes. These notes can be used
in the market by the borrowers for the purchase of tools and instruments. The notes
would be advanced by the bank without taking any rate of interest. The notes of the
bank will be returned to the bank at the end of the production period. The borrowers
then get back their promissory notes. The loans from the bank would be helpful for
the purpose of production of goods and services by the borrowers. Thus, there would
be no instrument of exploitation and the society will get rid of inequality. In this way,
true liberty and equality will be established in the society. The quantity of notes to be
issued will depend on the volume of trade. Therefore, there would be no inflation or
depression in the economy. This was translated into practice during Proudhon�s time.
But it was a failure due to some organic defects in the implementation of the scheme.

Evaluation
Proudhon will ever be remembered for his analysis of private property, and for

his theory of Anarchy in the history of economic thought.
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Notes3.1.7  KARL RODBERTUS (1805-1875)

Rodbertus was a German socialist. He is known for his works on Our Economic
Condition and the Normal Working Day. He also wrote a book called Social letters.
Rodbertus was an original writer. He was called the Ricardo of Socialism by Wagner.
Rodbertus was similar to Marx in many respects, but in many others, his idea were
different from Marx�s ideas. Whereas Marx was a revolutionary, Rodbertus was an
evolutionary. Rodbertus explained socialism in terms of morality and ethics, but Marx
analysed socialism in terms of economics. But like Marx, he analysed the exploitative
nature of capitalist society. For both Marx and Rodbertus, socialism was essential for
the betterment of the economic lot of workers.

State Socialism
Rodbertus was in favour of state socialism. He simply believed that poverty and

crises can be removed and distributive justice can be attained by the socialisation of
property. All this can be done by the state which should be a neutral agent. Rodbertus
explained the evolution of society at three stages: (i) In the earliest stage, human beings
were used as slaves and the slaves were exploited by landowners, (ii) In the Christian
Germanic stage, land and capital became private property for the use of which rent
was demanded by the owners. Thus, owners lived on unearned increment. (iii) In the
third stage, capital and land, as Rodbertus believed, would be nationalised and this will
make an end to the clash of interest between the different classes of society, particularly
between land and capital. But such a state of affairs may take nearly five hundred
years. Rodbertus pointed out that such a stage will come only through evolution.

Ideas on Production
Rodbertus observed that society is based on the idea of division of labour. If society

were to progress smoothly, then production, distribution and exchange must go on
smoothly and according to needs of society. He lamented that production is not organised
on the basis of the needs of society but rather it is guided by the market forces of
demand and supply. When production is based on market forces, the guiding principle
becomes profit maximisation and not the fulfillment of needs. According to him,
production should be sufficient to satisfy demand, and it should utilise the economic
resources of the country, and thirdly, the products should be distributed on the basis of
some just principle. Production of social needs cannot be fulfilled in a capitalist economy
but it is only possible under socialism.

Ideas on Distribution
Rodbertus pointed out that the wage level in a society is based on the subsistence

law of wage. This is also regarded as the Iron Law of Wages. When the wealth of
the country goes on increasing, the share of wages goes down and, therefore, the relative
purchasing power of the workers also goes down simultaneously. This important law
of diminishing wage share was analysed by Rodbertus very clearly. He observed that
when the national income goes up, the share of profit and rent goes up. As a result,
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Notes the labouring class becomes poorer but the other classes become richer. This leads to
increasing injustice towards the labourers. The labourers cannot also purchase the
increasing amount of goods and services being produced in a growing economy. Thus,
the wage share does not keep pace with the increasing industrial productivity. Owing
to the lower purchasing power of the workers, underconsumption takes place and
overproduction or glut becomes the ultimate outcome of a capitalist society. This line
of argument has also been given by Karl Marx in his theory of crisis.

Rodbertus believes that all products are made by labourers, either directly or
indirectly, through the use of tools and equipments. Thus, the labourers are entitled to
the whole produce by way of remuneration. But the capitalists are giving them a wage
which is merely equal to the level of subsistence. The crisis that follows leads to
unemployment and underemployment of various types. According to him, the crisis is
the result of the private ownership of the means of production and also the consequent
exploitation. The same line of argument is also put forward by Karl Marx. Capital is
also a kind of labour � the dead labour or the stored-up labour. Rodbertus never
explicitly stated that labour alone creates value nor did he deny it.

Rodbertus distinguished between two types of rent: land rent and capital rent.
Rent was the outcome of surplus labour productivity over and above the subsistence
wage. This provides the economic explanation of rent in the analysis of Rodbertus.
Rent also arose in a system of private property and capital. In such a case, the surplus
created by the labourers is taken away by the property-owners. Rodbertus opposed
the subsistence theory of wages. Rodbertus put forward a number of suggestions for
the improvement of society: (i) social ownership of the means of production, including
property, (ii) nationalisation of property, (iii) price fixation of commodities on the basis
of labour embodiment, (iv) fixation of working hours and increase in the share of wages
in national income, (v) protection of workers against trade cycles, (vi) evolution of a
proper distribution system, and (vii) increasing the role of state. He looked upon state
as a historical organism which alone can eliminate the inherent defects of capitalism.

3.1.8  FARDINAND LAS SALLE (1825-1864)

Lassalle was a German socialist. He was another founder of state socialism. His
ideas were influenced by the ideas of Rodbertus, Karl Marx and others. His book,
The System of Acquired Rights, is considered the best exposition of the legal philosophy
of Lassale.

Lassalle and Marx
Lassalle in many ways was influenced by the writings of Marx. Like Marx, he

also pointed out the exploitative nature of capitalistic economy through the subsistence
wage of the workers. Lassalle called this as the brazen or the iron law of wage.
However, Lassalle differed with Marx in the following respects: (i) Lassalle argued
that the workers� fate can be improved only by capturing the state machinery and utilising
it for the purpose of workers� welfare. Marx, on the other hand, opined that nothing
short of a revolution organised by workers will help the workers in getting their
objectives achieved. (ii) Whereas Lassalle regarded the state as an important
organisation that can be used for the benefit of the workers, Marx never regarded the
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Notesstate as basically a legislative machine in favour of the workers. Rather, Marx looked
upon the state as essentially an instrument of a particular class. The state is coercive
in nature and it is an instrument of the class of people which is ruling the state.
(iii) Lassalle advocated universal suffrage for the workers for getting hold of the state
machinery, but Marx said that the class nature of state cannot be changed by merely
extending universal suffrage to workers. (iv) According to Lassalle, Malthusian law of
population is primarily responsible for the low wages of workers; but Marx did not
accept the Malthusian law of population.

According to Marx, workers� wage is lowered down primarily because of the
capitalist monopoly over the means of production which enabled the owners to pocket
the surplus value created by the workers. In fact, low wages under capitalism, according
to Marx, is mainly due to the inherent contradictions in capitalism. Regarding policy
recommendations for the improvement of the lot of workers, Lassalle differed from
Marx on many important points.

Production Management
Lassalle argued that the position of labour in a capitalist economy ruled by the

brazen law of wage is simply hopeless. He observed that the sooner capitalism is
abolished, the better it is for workers. He said that it would be better if producers�
associations are established. These associations will be granted credit and help by the
state, and the state will be the instrument for maximising the welfare of the entire people,
including the labourers. For capturing state machinery, the workers must unite and have
their own votes. If the workers can have control over the state, they can get anything
done in their favour through the help of the state. This arrangement fit will do away
with the necessity of capitalist employers. The labourers would be their own employers.
Thus, there would be no exploitation, and the workers will enjoy the whole product
produced by them collectively. Whereas Marx was in favour of trade unions for the
improvement of the conditions of workers, Lassalle was doubtful about its efficacy.

Lassalle was in favour of the development of cooperative workshops by the
workers. In such a system, the state will provide the necessary help for the benefit of
workers� cooperatives. He was thinking of a system where industrial management would
be gradually regularised by the producers� associations to be owned and controlled by
the workers.

Ideas on Capitalism and Classical Economics
Lassalle observed certain inherent defects under capitalism. He said that a capitalist

economy has a built-in bias against the workers. Ricardo, in fact, carried the bourgeois
economy to its apex where the only possible further development was to transform
the capitalist economy into a socialist economy. The classical theory of division of labour
meant that the individual worker who was producing only a part of a unit of product
was not free to sell it out in the market or use it for its own consumption. Thus, under
capitalism, workers do not have individual freedom. In fact, workers were separated
from their products. This was Marx�s theory of alienation. Lassalle observed that
social and economic evils like crisis, famine, war, etc., are the result of maladjustments
in a capitalist order of society. Capitalist economy depends too much on the market.
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Notes But the market cannot always give a proper signal. It is imperfect and it is based on
an incomplete information system. Thus, under capitalism, there are many examples
of market failures.

Lassalle observes that capital is the outcome of some type of historical
development. It is stored-up labour. But it is an active agent of production. The
introduction of capital, however, minimises the importance of labour. In order to eliminate
this defect of capitalism, Lassalle suggested social control. He hoped that in future the
state will gradually suppress private property and eliminate capitalism. He was in favour
of full-scale state intervention and management. He advocated strong organisations
for workers, by workers and of workers.

3.1.9  KARL HEINRICH MARX (1818-1883)

Karl Marx is one of the greatest thinkers of all ages and of all schools. Marx
was essentially a classical economist. It was he who also coined the term Classical
Economics. Marx�s writing has a philosophical flavour. It is also based on some amount
of abstraction. Marx�s thought ranged over philosophy, history, economics and sociology.
In terms of paradigm, Marxian economics introduces a new epoch in economic thought.
His writing was mainly directed to the critical analysis of capitalist development and to
its ultimate transition to the desideratum of socialism. Marx considered capitalism as a
passing phase. He considered economic life in terms of conflicts of interest between
the owners of capital and of labour. Marx�s most famous works are The Communist
Manifesto and Das Kapital. The first volume of Kapital appeared in 1867, but the
second and the third volumes appeared only after his death, and the fourth volume
was published only in the twentieth century. In what follows we will make some topical
discussions on the various aspects of Marxian economic thought.

Materialistic/Economic Interpretation of History (Historical Materialism)
Marx�s basic purpose was to uncover the general process of historical change.

There are mainly, according to Lenin, three components of Marxism which culminated
into 19th century intellectual development; (a) German philosophy (mainly of Hegel),
(b) French socialism and (c) British political economy. For Hegel, the society is always
dynamic and the change from one situation to another is based on conflict. The process
of change in which new ideas did not so much eliminate the old as resolve conflicts
within them, Hegel called that Dialectic. In this process, the new stage is an advance
over the old.

Marx was more profoundly influenced by Feuerbach who was a materialist. He
asserted that far from man�s consciousness dominating his life and existence, it was
man himself who dominated his consciousness. Marx extended Feuerbach�s materialism
to the explanation of all dominant ideas prevalent in the society. Secondly, he extended
Feuerbach�s idea to history. Feuerbach�s analysis was entirely historical and non-
dialectical. To Marx, what matters most is the way production is organised. This was
the abstraction he made.
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NotesIn contrast to the Hegelian dialectical progress of ideas, Marx took the contradiction
between the forces of production and the relations of production as the motive force
of historical change. Man�s consciousness was crucial in Marx�s thought, but it could
only be understood in relation to man�s historical, social and material situation. Marx
was also influenced by the ideas of French Revolution (Liberty, Equality and Fraternity.
He believed that a socialist society, in which classes would eventually disappear, would
be based on the productive power developed by capitalism, organised according to a
plan formed by full decision-making participation of working people. Marx explained
all history as the reflection of class struggle: �The history of all the hitherto existing
society is the history of class struggle.� (The Communist Manifesto).

Marx has elaborately explained the materialistic conception in his Preface to a
Contribution to a Critique of Political Economy. In organising production, men enter
into relations with each other as slaves or masters. These relations are specific to modes
of production and are studied as class relations. These relations are the base for other
political, legal and intellectual life which can be regarded as the superstructure. A
society�s production relations correspond to, however, a definite stage of development
of society�s material productive forces. Production relations can influence the
momentum and qualitative direction of the development of the productive forces
Historical materialism contends that class conflict and the basic trajectory of human
history are accounted for by the advance of the productive forces.

In entering into production relations, man inevitably finds in his social existence,
in his practical day-to-day life, the unconscious rationale for the system. It has to be
noted that production exists independently of the choice of men even though they have
been historically made by men in their development. The serf feels bound by loyalty to
master and king. The wage-earner has freedom to sell his labour. He can strive for
higher wages, but does not question the wage system.

All this demonstrates the stability existing in a given mode of production. Instability
can be caused in the system historically when the forces of production, crudely the
technological ability to produce, are held back by the relations of production. The forces
of production tend to be dynamic, changing frequently and placing great strains on
production relations which are sluggish and somewhat inflexible. Attempts to
accommodate the new forces of production within the existing relations bring a
breakdown in those relations and with this also falls down the old superstructure of
ideology and so on.

However, these changes do not come about overnight but are contained in a century
of progress and stumbling. The development of production relations depends on the
outcome of class struggle. The ruling class of any mode of production always resists
the advance of the conditions favourable to the class that is to be dominant in the new
society. Working people will be torn between two competing systems of oppression,
until under capitalism, they constitute the emerging ruling class.

Any change becomes essentially historical in nature, when one wants to, as Marx
did, lay bare the economic law of motion of modern society. Marx said that the course
of history can be explained because it is governed by certain laws that can be
discovered. Hegel emphasised the role of ideas in shaping history. Marx rejected this
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Notes and substituted in its place the concepts of mode of production and class struggle.
Marx has assigned the highest place to economic structure of society (base). All other
structures depend essentially on the economic structure. In the course of time, the mode
of production undergoes a change and this necessitates suitable changes in social
relationships. The existing relationships become incompatible with the alterations in the
mode of production, and it is the conflict between these two that generates a social
change.

Laws of Motion (Laws of Development) of Capitalism
According to Karl Marx, there are certain laws or general tendencies in a capitalist

economy. These tendencies arise out of the capitalist mode of production. The laws of
motion of capitalism, as discussed by Marx, are given below:

1. Every capitalist economy is concerned with accumulation of capital. Every
capitalist wants to become supreme in competition with other capitalists. There
is, therefore, competition such that the big enterprises engulf the small ones.
Because of this tendency, the average size of the big firm grows continuously.
At the same time, many companies destroyed by competition are absorbed
by the large companies. In capitalism, industry will become more and more
centralised and economic power will be concentrated in the hands of a few
capitalists.

2. Larger and larger accumulation of capital is the law of capitalism. This is
done for survival and for gaining supremacy.

3. In a capitalist economy, the ratio of constant capital to variable capital (labour),
goes on increasing. This is known as increasing organic composition of
capital.

4. Due to increasing organic composition of capital, the rate of profit goes on
falling. When the rate of surplus value is constant, a higher organic composition
of capital will mean a falling tendency in the rate of profit.

5. The introduction of machinery and the substitution of more capital for labour
lead to unemployment. Thus, there arises a growing industrial reserve army.

6. Capitalism will lead to the increasing proletarianisation of the working
population, as a result of unemployment and exploitation.

7. Capitalism ultimately faces crisis.
8. Capitalistic production develops circumstances for the objective socialisation

of production, as a result of growing interdependence.

Contradictions in the Capitalist Mode of Production
A series of fundamental contradictions in the capitalist mode of production can

be traced from the laws of motion of capitalism. Ernest Mandel has specified the
following points of contradictions, as found out by Marx:

1. There is a contradiction between the objective socialisation of production and
the private exploitation, appropriation of profit and the ownership of the means
of production by the private sectors.

2. There is a contradiction between expanding production of the capitalist system
and the limited consumption of the working class.
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Notes3. A contradiction is revealed in a capitalist system between the planned
production in each firm and organisation and anarchy in the whole of the
capitalist productive system. This results from the existence of private
property and a generalised system of commodity production.

4. There is a contradiction between the expansion of science and technology
emancipate the humanity and the tendency of the capitalist to exploit the
masses, particularly, those who are workers. These expansionary forces lead
to the destruction of humanity through war, aggression and so on. Thus, the
humanity is confronted with two contradictory situations like socialism and
barbarism.

5. There is, in capitalism, an inherent tendency towards a class struggle between
labour and capital.

6. Capital accumulation is done with a view to earning higher profit. But in actual
practice, capital accumulation leads to a falling rate of profit.

The contradictions under capitalism arise out of the conflict rooted in the forces
of production which are dynamic and the relations of production which are static.

Marxian Theory of Surplus Value
The theory of surplus value as given by Marx is based on his theory of value. If

the exchange value of a commodity is equal to the labour time contained in it, then the
exchange value of a given amount of labour time must be equal to its product. Really
speaking, the wage of labour must be equal to the productivity of labour. But this does
happen under capitalism. In such a system, the exchange value of labour is less than
its product. The explanation for this can be provided by examining Marx�s theory of
surplus value.

If we take into account a system of simple commodity production, we find that
the producers sell out their products in the market in order to purchase some other
necessary products. Thus, the producers start with commodities, convert them into
money and the same money is convened into some other commodities. This relation
that obtains in simple commodity production can be written as C-M-C. But under
capitalism, the process is changed. The capitalists here start with money for the
purchase of commodities, then those commodities are again sold out for money. Thus,
money comes at the beginning and also at the end. This can be written as M-C-M.
Here, money acquires the character of capital. It must be noted with interest that in
capitalism, money is the beginning and money is the end. In this process of conversion,
the money that is obtained at the end, i.e., M′ is greater than the money at the beginning,
i.e., M. This is a very important feature of capitalism. The qualitative transformation
of use-value here is replaced by a quantitative explanation of exchange value as the
objective of production. The difference between M′ and M is the surplus value which
is the income of the capitalists.

In a capitalistic economy, labour power is a commodity. Therefore, it must have
a value. The value of labour power is determined by the labour necessary for the
production of an article. The production of labour power requires subsistence and
maintenance. The value of labour power is the subsistence necessary for the
maintenance of the labour.
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Notes Marx observes that labour is paid only a subsistence wage in capitalism which
can only purchase subsistence goods (wage goods) necessary for the maintenance of
the labour. A labour suppose, requires four hours of labour to earn his subsistence,
then, assuming twelve hours� manday, the value of the product created by the labourer
for the remaining eight hours can be regarded as surplus value, i.e., labour over and
above the subsistence requirement. Marx says that under capitalism, labour power is
the source of surplus value which is pocketed by the capitalist. Thus, a manday can
be divided into two portions: one portion is devoted by the labourer for earning his
subsistence and the rest is devoted by the labourer for the creation of surplus value
for the capitalist for whom he is working. Thus, it can be said that a labourer is paid
less than his productivity, which means that there is exploitation under capitalism. The
working day of the labourer which can be divided into two may be called: necessary
labour and surplus labour. Necessary labour produces subsistence and surplus labour
produces surplus value. Under capitalism, the necessary labour is equal to the wage
and the surplus labour is devoted to the production of surplus value.

Under capitalism, value of a commodity consists of three parts: (i) value of
equipment, machinery and raw materials. All these come under constant capital (C).
(ii) Another part of the value will consist of expenditure on labour power. This is called
the variable capital (V). (iii) The third part is called surplus value (S). Therefore, the
total value is equal to the value of the constant capital plus the value of variable capital
plus surplus value. Or, total value = C + V + S. The rate of surplus value (S′) can be
regarded as a ratio of surplus value to variable capital, or, S′ = s/v.

In a capitalist economy, the rate of surplus value is nothing but the rate of
exploitation by the capitalists. The magnitude of the rate of surplus value or exploitation
is determined by the following three factors: (i) the productivity of labour, (ii) the quantity
of commodities entering into the real wage, and (iii) length of the working day. It is
possible to increase the surplus value by extending the working hours, or by lowering
the real wage rate or by increasing labour productivity. All the above three factors
may also be used in combination. If the surplus value is increased by lengthening the
working day (manday), it can be regarded as absolute surplus value. But if surplus
value is increased by lowering the wage rate or by increasing productivity of labour, it
is called relative surplus value. The creation of surplus value is a special feature of
capitalism. This is inherent in the system and it cannot be helped, because the capitalist
is a mere cog in the wheel of capitalist system. A capitalist worth the name of a capitalist
can only progress by exploiting the labourers through the realisation of the surplus value.
If the position of the workers and that of the labourers are swapped, the result will
remain the same as before.

Marx made an important assumption that the rate of surplus value will remain
the same in all the branches of industries and in all firms. Such an assumption is based
on two propositions: (i) all firms and industries just use that amount of labour which is
socially necessary�neither less nor more. This means that the production process
everywhere is based on the technique of production and the same labour-intensity;
(ii) the existence of a labour force which is homogeneous, transferable and mobile.
However, these assumptions are limiting.
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Marxian theory of value, commonly known as labour theory of value expresses a
social relation in a capitalistic society. A basic form of this relation is commodity. A
commodity contains use value as well as exchange value. Exchange value is the
quantitative proportion in which the use values of two commodities exchange.

It should be noted that Marx had in mind two types of value problems: quantitative
value and qualitative value. The qualitative value analysis seeks to find out the relation
between producers under historical conditions. Quantitative value analysis is concerned
with the determination of exchange value. In the process of exchange, something
homogeneous is expressed. The only common property that every commodity has with
every other commodity is that they are all produced by labour. The homogeneous
(common and general) labour which produces commodities is called abstract labour
(muscle, nerves and brain powers). Value is then defined as the objectification or
materialisation of abstract labour. Marx developed his value analysis in Vol. I of Capital.

Many bourgeois economists, such as Bohm-Bawerk, have criticised Marx for not
taking into account two very important causal factors of value, e.g., scarcity and demand
and supply positions. Marx, in fact, was interested in finding out the existing production
relation through his value analysis. Hence, his analysis had to be on a different
philosophical plane.

What is the Measure or Value?
Value is measured by measuring the abstract labour in units of time which is on

an average necessary to produce the commodity in question, i.e., socially-necessary
(average) labour. When labour time is shortened, i.e., less labour is required, the value
of the commodity falls.

In Marxian analysis, exchange value is the necessary form of appearance of value.
By neglecting the necessary form of value, Smith and Ricardo divorced value from
the specific relation of production, and their analysis was formal rather than dialectical.

As commodities, the products of labour have simultaneously a value form and a
natural form. The social relation (nature) of value is expressed through the act of
exchange. Value is not something intrinsic to a single commodity. It is the process of
exchange which reduces all the different kinds of labour embodied in different kinds
of commodities to their common quality of being labour in general.

While a commodity has both a use value and a value, it only appears in its dual
role when its value possesses a form of appearance, independent of and distinct from
its use value form. This independent form of expression is the exchange value. The
value of a commodity has no expression except as exchange value, and exchange value
is only expressed in terms of money.

Components and Creation of Value
What about plant, machinery and raw materials which are used along with labour

for the creation of commodities? The value of the machinery and plant, according to
Marx, is transferred to the product in stages, equal to their wear and tear at every
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Notes stage (i.e., depreciation). The means of production gives to the product that value alone
which they themselves lose as a means of production. They do not create values. They
are created by labour. They merely transfer the value already created by labour.

What about natural means of production, e.g., land, air, water and so on? These
means do not impart any value to the product.

The value of the raw materials is immediately transferred to the product produced
by using them. They cannot create any new value. In the true sense, value is created
by labour. The value of a commodity consists of the labour time required to produce it,
including the labour time required by the subsidiary commodities which enter into its
production.

A commodity is produced by labour power. The value of labour power is determined
by the labour time necessary for the production and reproduction (subsistence) of this
special article. Marx includes in the means of subsistence, cultural necessities (minimum),
food, shelter, comfort (minimum) necessary for procreation and perpetuation of the
labouring class. In other words, wages must be sufficient for the maintenance of the
labourer and his family.

However, in capitalism, owing to the weak bargaining power of the worker, wage
is reduced to subsistence (also due to the reserve army of labour). Labour market is
buyer�s market under capitalism. However, a worker produces for the capitalist much
in excess of the wage paid to him. Thus, a worker�s working time is divided into two
parts: (i) In part one, he produces, the value for which he is paid his wage (necessary
labour) and (ii) in part two, he produces the value which is pocketed by the capitalist
(surplus labour). The value created by the surplus labour is called surplus value (S).
The rate of surplus value is:

V
SS'=

(S = surplus value, V = variable capital (labour), S′ = the rate of surplus value).
This indicates the rate of exploitation of labour. Thus, the value of a commodity consists
of three elements:

C + V + S

(where, C = constant capital�s value, V = variable capital (labour), and S = surplus
value).

In the Marxian scheme, price which is equivalent to cost of production (C + V)
plus profit may not always be equal to value. They are equal only under an ideal situation.
They vary just as the natural price and market price vary from each other. The extent
of such variations basically depends on the organic composition of capital (C/V) or
capital per worker in the economy. The subject is analysed in detail by Marx in his
Transformation Problem. Be that as it may, the divergence between value and price
shows a clear departure from the labour theory of value.
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In Vol. I of Capital, Marx discusses the theory of value and in Vol. III, he analyses
the theory of prices. Volume I ignores the problem of the effect of different capital
compositions (constant and variable) on value. According to the labour theory of value�s
analysis of market prices, surplus value or profit should be higher (lower) in an industry
having a larger (lower) variable capital (labour) proportion and a lower (higher) constant
capital proportion. Thus, in this case, the profit rates would differ from industry to
industry. This is shown in Table 5.1.

Table 3.1.1: Capital Structure and Value

Capital Rate of Surplus Amount of Surplus Value of Product Rate of Profit(%)
Value(%)  Value

I. 80c + 20v 100 20 120 20
II. 70c + 30v 100 30 130 30
III. 60c + 40v 100 40 140 40
IV. 85c + 15v 100 15 115 15
V. 95c + 05v 100 05 105 05

The above chart shows that the profit rate varies depending on the capital
composition. Be that as it may, Marx observed in Vol. III of his Capital, that in a
capitalistic economy, competition tends to equalise the rate of profit. This proposition,
needless to add, contradicts the two basic propositions of Marxian theory of value
developed in Vol.I of Capital.

(i) Relative prices are determined by relative labour values.
(ii) Surplus value depends solely on variable capital.
Marx says that whereas the rate of surplus value is equal (constant) everywhere,

the organic composition of capital (C/V) differs. Thus, the rate of profit must be different
in different industries under such a situation. This follows from the equation:

1q
σ

r
+

=

where r is rate of profit, q is organic composition of capital, σ is the rate of surplus
value.

The observation that rate of profit might be different is contrary to the law of
uniform and equal rate of profit which Marx propounded. In other words, it is impossible
to maintain the simultaneous equalities of (σ) and (r), excepting under a very special
limiting situation. When the rate of profit is equal in all industries, prices cannot be
satisfactorily explained by the simple labour theory of value. In fact, when capital
composition differs, values of the commodities differ and labour theory of value
miserably fails as an analytical tool.

Marx�s first volume of Capital did not really explain market prices on the basis
of different organic compositions of capital. The Third Volume propounded the theory
of relative prices. Marx tried to solve the above problem of inconsistency by
transforming values into prices at the macro level. This is the famous Marxian
Transformation Problem. Let us analyse it with the help of Table 5.2.



122 History of Economic Thought

Notes Table 3.1.2: Capital Structure and Prices of Production

Capitals Amount of Value of Prices of Deviation Rate of
Surplus Product Production from Value Profit
Value (C + V + S) (C + V + P) (P)(%)

I. 80c + 20v 20 120 122 +2 22
II. 80c + 30v 30 130 122 -8 22
III. 60c + 40v 40 140 122 -18 22
IV. 85c + 15v 15 115 122 +7 22
V. 95c + 05v 05 105 122 +17 22
Average 78c + 22v 22 122 122 0 22
Total 732 732 132

The transformation was made possible by setting total surplus value equal to total
profit. Marx�s solution consists of redistribution of surplus value such that we get an
equalised rate of profit. In Table 5.2, there are five industries having different capital
compositions but the total stock of capital (100) remains the same in every case. Price
of production is the cost of production plus profit (P). Value of product is the sum of
constant capital (C), variable capital (V) and surplus value (S). The average rate of
profit (22%) is the total profit of industries divided by the number of industries (i.e.,
110/5 = 22). The table shows that the industries (I, IV and V) whose organic
composition of capital is greater than the average organic composition of capital (i.e.,
390/110) will sell out their products at prices higher than their values. Prices would be
lower than values for those industries (II and III) whose organic composition of capital
is lower than the average organic composition of capital. Value and price will be exactly
equal in an industry whose actual organic composition of capital would be equal to the
average organic composition of capital.

Looked at in this way, there may be the possibility of an inequality between value
and price at the micro level. But at the macro level, the total price (732) would be
equal to total value (732), assuming total surplus value and total profit equal. Marx did
not, thus, find the possibility of any inconsistency between value and price at the macro
level where the theory of surplus value could be maintained along with the labour theory
of value. Marx observed that as the total value of the commodities governs the total
surplus value, and this again determines the amount of the average profit and
consequently, the general rate of profit as a general law or a law governing fluctuations,
the law of value regulates the prices of production.

Criticisms
1. Marx does not transform values on inputs as well as output into prices of

production.
2. Marx assumed away joint products and variable techniques of production.
3. Marx defines average rate of profit in terms of direct prices (values). He

shows that prices diverge from values. This implies that the rate of profit in
terms of prices of production cannot equal the �value� rate of profit.

4. This is purely an analytical construct. It does not describe a dynamic
adjustment process.

5. Paul Sweezy and Bortkiewicz observe that Marxian theory of transformation
involves logical inconsistency. According to Sweezy, the total quantities of
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Notesconstant capital used and produced are not the same in the Marxian scheme.
Bortkiewicz notes that Marx made a mistake in carrying certain magnitudes
without alteration from the table of values into that of prices. It is inadmissible
to exclude from the recalculation the constant and variable capital in the
various spheres of production.

The Solution by Bortkiewicz
This approach starts with the three equations of the following type:

Department I: cl + vl + sl = cl + c2 + c3
(Means of Production)

Department II: c2 + v2 + s2 = vl + v2 + v3
(Consumption goods)

Department III: c3 + v3 + s3 = sl + s2 + s3
(Luxury goods)

If x is the price-value ratio for means of production, y is the price-value ratio for
the wage goods, z is the price-value ratio for the luxury goods and r is the average
rate of profit, and further assuming that the transformation will not result in disturbing
the conditions of simple reproduction, we get the following equations:

   I. clx + vly + (clx + vly) = (cl + c2 + c3)x

 II. c2x + v2y + r (c2x + v2y) = (vl + v2 + v3)y

III. c3x + v3y + r (c3x + v3y) = (sl + s2 + s3)z

In the above equations, there are three equations but four unknowns. Bortkiewicz
reduces, therefore, the unknowns into three by making two assumptions: (i) value is
expressed in terms of units of gold, and (ii) gold is produced in Department III. A unit
of gold is the unit of value in the value scheme and it is also the unit of account in the
prices scheme. In this situation, z, the price-value ratio of Department III, can be
reasonably taken as one (1). In this case, the number of unknowns will match the number
of equations. Therefore, the solution would be determinate. In such a system, it is
possible to get the value of x, y and z. The total profit comes out equal to total surplus
value but the total prices may diverge from total values. Bortkiewicz notes that the
total price exceeds the total value because Department III supplying gold which serves
as a measure of value and price has a relatively low organic composition of capital.

Almost a similar solution to the transformation problems was provided by
Winternitz. He does not agree with the view that the conditions of simple reproduction
should necessarily form part of the conditions for any solution. When all is said and
done, it must be noted that Marx�s derivation of prices from values is simply a theoretical
demonstration of the historical process. However, some defects remain in Marx�s
demonstration of the problem. But all this cannot disprove Marx�s claim that the table
of prices can be derived from the values.

Marx�s Theory of Capital Accumulation
Accumulation is a necessary evil in a capitalist economy. Accumulation is the

Moses and Prophets in capitalism. Without accumulation, a capitalist cannot stay in
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Notes business. Accumulation is like a disease under capitalism. It is one of the laws of motion
of capitalism which Marx has discovered. In the long run, accumulation is determined
by many forces, including sociological forces.

Accumulation of capital is really the capitalisation of surplus value. The total profit
of the capitalist is allocated between consumption and accumulation. Accumulation can
also be for the purpose of expansion of constant capital or of variable capital. By
accumulation, Marx means spending on constant and variable capital. Accumulation is
done with a view to earning more and more profit. However, it is a contradiction that
as accumulation progresses, profit goes on declining in the long run.

According to Marx, the accumulation of capital is limited by the realised profit of
capitalist. The capitalist is confronted with a difficult choice of accumulation and of
consumption. There is, in the language of Marx, a Faustian conflict between the passion
for accumulation and the desire for enjoyment. In Marx�s analysis, the marginal
propensity of the capitalist to consume is regarded as constant. The main purpose of
accumulation is to conquer the world of social wealth and to extend the area of
exploitation, so that a more powerful supremacy may be established. In the short run,
the capitalist does not automatically invest the entire amount of surplus which is left
after his consumption. But in the long run, often, the capitalist invests all his surplus in
accumulation after the satisfaction of his consumption.

Capitalists accumulate in order to compensate for the assumed downward trend
in the rate of profit. It has been found that when the rate of profit goes down below
some normal level of profit, then the capitalists accumulate and introduce innovation
through new technology. The relationship between capital accumulation and the rate
of profit can be shown in the following diagram:
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Fig. 3.1.1

The diagram shows that capital accumulation has a long-run trend to increase
and profit has a long-run trend to go down. In the short run, when the rate of profit
rises, accumulation falls and when the rate of profit falls, accumulation rises.

Accumulation, among other things, is determined by the prospect of sales of the
commodities being produced. The expected future prospect of sales must grow at a
constant rate for accumulation to continue. In Marxian economics, accumulation of
capital is linked with technological change. Accumulation and innovation go hand in
hand. In Marxian analysis, technological change is of the embodied variety, i.e., the
latest technology is incorporated in the machine. The main justification for the
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Notesaccumulation of constant capital is the introduction of new technology to earn more
profit at least temporarily, for in the long run, excess profit is competed away. The
temporary benefits of innovation are reduced through competition.

The technological change will be either labour-saving or capital-saving. Marx gave
a remarkable list of reasons for the introduction of capital-saving technology. However,
Marx postulated that technological change will be of the nature of labour-saving type.
Technological change, however, Will lead to a contradiction in the capitalist society in
the sense that the frequent the technological change, the greater is the chance of the
existing machinery becoming obsolete. This lowers the economic life of the machine
and increases the value of constant capital caused in the process of production.

During the process of accumulation, one notices an increasing division of labour
in the production process. What happens is that a large firm can accumulate faster
than the smaller ones. The larger firms can also take the advantage of the economies
of scale and can also manage to lower the unit cost of production and thereby make a
larger amount of profit as compared to the smaller firms. The larger firms also produce
with technologically superior machines. As a result of all these factors, the small firms
are driven into bankruptcy. The economic position of the small firms gets deteriorated.
Increasing accumulation of capital ultimately leads to more and more concentration
of capital, leading to monopoly.

Another force is generated during the process of capital accumulation. This can
be called the centralisation of capital. As large capitalists accumulate and grow still
larger and more powerful, they take over the small firms or merge with them. This
process is facilitated by the formation of joint-stock companies.

The process of capital accumulation is dialectical in nature. When capital is
accumulated by a firm, the other firms imitate it. As a result, the advantages of innovation
are negated. The dialectical process also leads to the negation of the competitive system
and gives birth to monopoly and concentration.

3.1.12  THE MARXIAN THEORY OF CRISIS (BUSINESS CYCLE)

Marx did not give any systematic theory of a business cycle. His discussion on
crisis is scattered over his writings. According to Marx, crisis is inherent in capitalist
economies. In Marxist language, the forces of production come into conflict with the
relations of production, expressing themselves in a crisis. As a result of crisis, capitalism
ultimately ends. There are several factors which are responsible for the generation of
crisis in a capitalist economy. Breakdown of capitalism is, therefore, inevitable. We
can now explain three main reasons for the crisis in a capitalist economy.

1. Crisis Arising from Underconsumption
Underconsumption or lack of effective demand is regarded as one of the main

factors responsible for crisis in a capitalistic economy. This can be called realisation
problem or realisation crisis. Like Keynes, Marx believed that in a capitalist economy,
consumption cannot cope with production. As the capitalist economy grows, there is
tremendous growth of its productive power. However, the consumption power of the
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Notes workers does not grow in the same proportion. The wage level remains static at
subsistence. Therefore, the purchasing power does not increase at the same rate at
which the productive capacity increases. Because of the limited consumption, it is
difficult for the capitalist to sell out the goods and services produced by him. The
capitalist is unable to realise the surplus value already created in the form of
commodities. When the capitalist finds that his profit level is going down, which is
inevitable in a capitalist economy, he reduces the wage level of the workers. This
reduced wage level is mainly responsible for the reduced effective demand. Low wages
narrow down the market and render crisis inevitable. In a capitalist society, the
consumption of both the workers and the capitalists is limited by many factors. The
consumption of the capitalist remains limited because of his desire to accumulate capital,
and the consumption of the workers becomes limited by low wage, poverty and
unemployment. Capitalism faces a crisis from the failure to realise surplus value when
the capitalist market becomes limited. According to Marx, there is a contradiction
between the forces of production and the forces of consumption. In fact, �the ultimate
reason for all real crises always remains the poverty and restricted consumption of
the masses as opposed to the drive of capitalist production to develop the productive
forces as though only the absolute consumptive power of society constituted their limit.�

2. Crisis Arising out of Disproportionality
Another cause of crisis is related to accumulation due to the disproportional growth

of different departments. In Marx�s analysis, the capital goods department expands
more rapidly than other departments. This leads to a crisis because ultimately physical
limits are reached and the capital goods sector is unable to buy inputs to satisfy its
own needs. As soon as it is forced to slow down accumulation, via the circuits of capital,
fluctuations in business get started. Production under capitalism is unplanned and
anarchic. Production is based on market information which is imperfect. In such a
situation, production cannot be expected to be equal to demand. Therefore, there is
always the possibility of either overproduction or underproduction. In a capitalist
economy, all the sectors of industries cannot grow in the same proportion. The demand
and supply are not in balance. The classical theory of Say�s Law of Market that supply
creates its own demand does not apply in a capitalist economy, as Marx observes.
This is mainly because investment decisions remain uncoordinated in a capitalist
economy. Under these situations, disproportionality is the inevitable result. Thus, under
capitalism, �crises originate because individual businessmen have, at best, only a partial
knowledge of the market they are serving and tend to produce either too much or too
little. These errors call forth adjustments, but only small errors can be corrected without
general disturbance.�

3. Crisis Arising out of Falling Rate of Profit
Marx devoted most attention to the falling tendency of the rate of profit as a cause

of capitalist crisis. The endogenous fall in the rate of profit may be due to an increase
in wage rate, in the short run. There is an inherent tendency of the rate of profit to fall
in the long run in a capitalist economy. This can be shown from the following formulae.
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NotesTotal value = c + v + s, (�c� stands for constant capital, �v� stands for variable
capital and �a� stands for surplus value).

The rate of surplus value (s′) can be indicated by (q).
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The rate of surplus value (s′) can be indicated by:
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The rate of profit (p) can be indicated by:
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From the above ratios, it is possible to derive the formula for profit which is of
great importance to Marxian theory of the falling tendency of the rate of profit. The
formula can be derived with the help of the above ratios in the following way:
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    p = s′ � s′(q)

    p = s′(1 � q)

The above equation shows that the rate of surplus value (s′) remaining the same,
a rise in the organic composition of capital will lead to a fall in the rate of profit. As
industry grows larger, constant capital expands more rapidly than variable capital. Since
surplus value is the product of labour power, the rate of profit necessarily declines.
Marx�s analysis assumes a constant rate of surplus value or exploitation. According to
Prof. Dobb, falling tendency of the rate of profit is the main explanation for Marxian
theory of crisis. With the accumulation of capital and rising organic composition of
capital, profit rate declines which affects adversely the rate of investment and
accumulation. Thus, Marx finds a contradiction here. The capitalists accumulate with
a view to earning more profit but ultimately increased accumulation leads to declining
rate of profit. When the profit rate falls, investment declines and this leads to business
fluctuation caused by underinvestment. According to Marx, �the rate of profit, being
the goal of capitalist production�, its fall checks the formation of new independent
capitals and thus appears as a threat to the development of the capitalist production
process. It breeds overproduction, speculation, crisis and surplus-capital alongside
surplus-population.�

As capitalism grows to maturity, the rate of profit tends to fall. However, it should
be noted that even if there is a tendency of the rate of profit to fall, it does not imply a
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Notes falling rate of industrial profit. It may imply a fall in the rate of rent or in the rate of
interest or both. For Marx, profit includes rent, interest and industrial profit. Falling
rate of profit does not mean that total profit falls. A falling rate of profit may very well
show a rise in total profit. It should be noted that organic composition of capital is not
the same in all industries. An industry with higher organic composition of capital will
have lower rate of profit. Another factor behind the declining average rate of profit is
slowdown in the turnover of social capital. which is due to an increase in the fixed
capital and difficulties in marketing commodities. As a result, there is a decline in the
annual mass of surplus value per unit of capital. The falling rate of profit (P) can be
shown in the following diagram.

Fig. 3.1.2

In the above diagram, the rate of surplus value (S/V) is given (OS). Keeping this
rate of surplus value (OS) as constant, a rise in organic composition of capital (C/(C +

V) will lead to a fall in the rate of profit v)(c
s
+ , as evident from the diagram. In the

diagram, P0 > P1 > P2. Curves OC0, OC1 and OC2 show organic compositions of capital
such that OC2 > OC1 > OC0. It is clear that highest organic composition of capital
(OC2 line) is associated with lowest profit (OP2).

Determinants of Profit
There are many determinants of profit. Firstly, the rate of profit depends on the

rate of surplus value. The higher the rate of surplus value, the higher is the rate of
profit, other things remaining the same. Secondly, the rate of profit depends on the
organic composition of capital, i.e., the ratio between constant capital and variable
capital (C/V). The higher the organic composition of capital, the lower is the rate of
profit, for surplus value is created by variable capital. It is assumed that with the growth
of capitalism, the organic composition of capital goes up. Therefore, there is a fall in
the rate of profit. Thirdly, the rate of profit also depends on the rate of turnover of
capital. The rate of profit is directly proportionate to the rate of capital turnover. The
capital which has a faster turnover can exploit more labour in the course of a given
period of time as compared to capital whose turnover period is longer. Fourthly, the
rate of profit also depends on the amount of capital invested. The larger the investment
of capital, the higher may be the rate of profit, other things remaining the same. Lastly,
the rate of profit considerably depends on the economies in the use of constant capital.
These economies may help to reduce the cost of production which may not only increase
the rate of profit but also total mass of profit.
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NotesFactors Counteracting the Falling Rate of Profit
Firstly, by increasing the intensity of exploitation of labour, the rate of surplus

value can be increased. Similarly, lengthening of the working day may also increase
the rate of exploitation of labour or profit. Secondly, the falling tendency of rate of
profit can be countered by decreasing the wage level below the value of labour power.
Thirdly, the growth of relative overpopulation which makes possible the growth of
reserve army of labour, can ensure industrial development with low organic composition
of capital. Hence, it slows down the falling rate of profit. Fourthly, the same
development which increases the mass of constant capital in relation to the variable
capital reduces the value of its element as a result of increased productivity. Thus,
cheapening of the element of constant capital can lower the organic composition of
capital, and therefore, can slow down the falling tendency of rate of profit. Lastly, the
super-profit earned by the capitalist from abroad has an important role to counteract
the falling tendency of rate of profit at home.

The law of the falling rate of profit operates as a tendency which takes effect
only under definite circumstances and over a long period of time. The law is indicative
of the contradictions in capitalism, particularly between the aim of capitalist production
and means used to attain this aim. The law aggravates the main contradictions of
capitalism as the pursuit of profit accelerates the specialisation and concentration of
production while the fruits are only privately appropriated. Capital accumulation is done
with a view to earning higher profit. But in actual practice, capital accumulation leads
to a falling rate of profit.

Criticism against the Theory of Crisis
(i) According to Paul Sweezy, there are some factors which may cancel out

the effects of underconsumption. In the case of new industries having a large
gestation period, factors of production can earn income much earlier than
the production of goods and services. In such a situation, underconsumption
does not necessarily follow.

(ii) Because of population growth, variable capital can grow without raising wages
and the rate of profit may not be affected.

(iii) Marx himself has criticised the underconsumption theories put forward by
other economists. But he himself has made this theory the basis of his
explanation of economic crisis.

(iv) Marx observed that capitalist economy has developed tremendous productive
capacity. But how can this happen if there is underconsumption? If
underconsumption is that serious, the capitalist society should have faced
realisation crisis much earlier.

(v) The falling rate of profit is correct if the rate of surplus value remains the
same. However, the rate of surplus value does not remain the same. Given a
constant rate of surplus value, a rise in labour productivity leads to higher
real wages. Thus, underconsumption theory cannot be supported empirically.
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Notes 3.1.13 MARX�S REPRODUCTION SCHEMA: SIMPLE AND
EXTENDED

Reproduction refers to the process of constant renewal and continual repetition
of the production of goods and services for the maintenance of society. In reproduction,
material goods, labour power and social production relations are all constantly renewed.

Reproduction may be two types: (i) simple and (ii) extended or expanded. If
the same quantity of products is produced in a society every time, year in and year
out, we have simple reproduction. Simple reproduction is the basis of expanded
reproduction. In the simple reproduction, renewal of production is on the same scale,
and the amount of functioning capital remains the same. In such a process, the entire
surplus value is consumed by the capitalist. And there is no new capital accumulation.
It is the condition of  a stationary or stagnant state or a static economy.

Simple reproduction is based on the following assumptions:

(a) The organic composition of capital (C/V) is constant over time, but it may
differ from each other.

(b) There are only two classes: capitalist and labourers.
(c) Goods exchange at their values. So, there is no transformation problem.
(d) There is no technical change.
(e) There are constant returns to scale.
(f) There are two Departments in the economy. Department I produces capital

goods and Department II produces consumption goods.
(g) Technology in each Department is productive.
(h) There is a unit turnover period of capital.
(i) Workers cannot save.
(j) Capitalists neither save nor invest. There is only replacement investment.

(k) The rate of exploitation is constant and equal in both the Departments.
(l) The economy is closed. There is no foreign trade.

Department I produces only the capital goods, a part of which is exchanged for
consumption goods of Department II. Department II produces only consumption goods,
a part of which is exchanged for capital goods of Department I. Needless to say, capital
goods are necessary for producing consumption goods.

In simple reproduction schema, the equilibrium requires that: (i) the demand for
capital goods must be equal to the supply of capital goods and (ii) the demand for
consumption goods must be equal to the supply of consumption goods. In fact, the
equilibrium condition simply says that the value of capital goods sold by Department I
must be equal to the value of consumption goods sold by Department II.

In extended reproduction, new and additional production of material goods is the
principal feature. The scale of production is larger and wider, and the amount of
functioning capital is greatly increased. In extended reproduction, the entire surplus
value is not consumed by the capitalist, but a part of the surplus value is consumed by
the capitalist and the other part is used for capital accumulation. Thus, new capital
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Notesaccumulation is the special feature of expanded reproduction. Extended reproduction
represents the case of a growing economy or a developing state. With the help of
additional accumulated capital, the capitalist can now expand both the stock of constant
capital as well as the stock of variable capital. A capitalist under extended reproduction
can hire more labour power (variable capital) and can generate more surplus value for
further capital formation. Thus, extended reproduction implies expanded scale of
exploitation of labour. Expanded reproduction can be effected in three ways: (i) by
ensuring additional means of production, (ii) by ensuring additional means of subsistence
and (iii) by ensuring the availability of the additional amount of free labourers required.

In extended reproduction, production of material goods, labour power and relations
of production is based on a progressively growing scale. In course of this process,
competition among the capitalists also grows considerably and workers are much more
alienated from the goods they produce.

Extended reproduction is an example of the model of balanced growth equilibrium.
It is based on all the twelve assumptions which we have mentioned earlier in the case
of simple reproduction, except the assumption relating to saving and investment, i.e.,
assumption (j). This assumption is placed by the following assumptions:

(i) Capitalists in Department I consume half of their surplus value and invest
the remaining half for capital accumulation in Department I.

(ii) Capitalists in Department II invest in Department II as much as is required
to remain in equilibrium. They are simply the passive adjustment-makers.

(iii) The investment in each Department is such that ultimately the organic
composition of capital (C/V) remains the same.

It should be noted that in pure capitalism, simple reproduction is not a relevant
process of production. What is more relevant in such a process is the extended
reproduction. Capitalism is characterised by the maintenance of capitalist form of human
relationship. The definite relations among human beings in the production process are
maintained and reproduced. However, reproduction of capitalist relations will imply that
capitalist contradictions are also reproduced in the society, and under extended
reproduction, the contradictions increase both in depth and in range, and replacement
of capitalism by socialism becomes imminent.

We can now explain the reproduction schema by taking some numerical examples
and illustrations. As we have seen, constant repetition and renewal of production can
be regarded as social reproduction. This involves the reproduction of social capital
and all social products. The value of the product consists of constant capital (C), variable
capital (V) and surplus value (S). �C� will indicate the amount of capital used in
production, and V + S will be the new value produced. This new value produced can
also be called national income.

There are two main Departments of production: Department I produces the means
of production and Department II produces the consumption goods. However, needless
to say, sale (realisation) of the finished products is a necessary condition for the renewal
of production or reproduction. Therefore, reproduction is based on several conditions.
Let us examine these conditions for both simple and extended reproductions.
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Notes Simple reproduction is not generally found under capitalism. Let us take a
numerical case of simple reproduction where the aggregate social capital amounts to
750 units. Out of this amount of capital, 500 units are operating in Department I (400C
+ 100V) and 250 units are operating in Department II (200C + 50V). If the rate of
surplus value is 100 per cent, the aggregate social product will be 900 units. Thus,

Department I: 400C + 100V + 100S = 600W

Department II: 200C + 50V + 50S = 300W

(W = the value of the aggregate social product = (600 + 300) = 900.

Out of 600 units of total output in Department I, 400 units must be spent in that
Department to replace the constant capital used up in production. The remaining (100V
+ 100S) cannot be realised in Department I. As these 200 units consist of means of
production, they cannot be used for personal consumption of capitalists and workers
of this Department. Thus, these units (200) are to be exchanged with Department II
for getting consumption goods.

Department II, 100 units (50V + 50S) of consumption goods are realised but the
other 200 units cannot be realised. They have to be exchanged for means of production
to replace the constant capital spent in Department II in the process of production. It
is to be noted that in reproduction, Department I exchanges means of production for
consumption goods of Department II, and that Department II exchanges consumption
goods for means of production of Department I.

Thus, for simple reproduction, the first condition required for the aggregate social
product to be realised is that (V + S) in Department I must be equal to (C) of
Department II. Or,

I (V + S) = II (C)

The second condition for simple reproduction is that the total product of
Department I (means of production) should be equal to the constant capital of the two
Departments (I and II). Thus,

I (C + V + S) = I (C) + II (C)

The third condition required for simple reproduction is that the consumption
demand of the capitalists and workers together must be equal to the total amount of
consumption goods produced in Department II. Thus,

I (V + S) + II (V + S) = II (C + V + S)

Extended or expanded reproduction is typical of capitalism. Extended reproduction
implies accumulation. Extended reproduction necessarily implies the generation of extra
capital. Under extended reproduction, a portion of surplus value becomes capital, and
is added to constant and variable capital. The other portion of surplus value is consumed
by the capitalist. Let us now take a case of extended reproduction for a system where
there are two Departments.
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NotesTable 3.1.3: Initial Period

Department Constant Variable Surplus Value of Organic
capital (C) capital (V) value (S) the product (W) composition

of capital (q)

I (Means of Production) 400 100 100 600 4(4/1)
II (Consumption Goods) 150 75 75 300 2(2/1)

In the above chart, S (surplus value) equals 100 per cent. The total output produced
in two Departments will amount to 900 units. In Department I, capitalists consume 50
(i.e., 1/2 × 100S) and capital accumulation is 50 (i.e. 1/2 × l00S). Thus, in Department
I, half the surplus value becomes additional capital. This additional capital is distributed
between constant and variable capital in the same proportion of the existing constant
and variable capital. Thus, out of total capital accumulation of 50, a share of 40 will be
added to constant capital and 10 would be added to variable capital of Department I
(because the existing ratio between C and V is 4 : 1). Thus, the consumption of means
of production in Department I is now (400 + 40 = 440). So, the unrealised product in
Department I would be (110V + 50S) which must be exchanged for consumption goods
of Department II.

In Department II, capitalists accumulate just enough constant capital so that
demand and supply of capital goods are equal. In Department II, the constant capital
expended (150C) must be replaced by new means of production. In addition, Department
I has called for additional 10 units of consumption goods from Department II (variable
capital has increased by 10 in Department I as a result of new capital accumulation).
This gives scope for capital accumulation in Department II. Thus, 10 units of constant
capital will be added to Department II.* So, constant capital in Department II will now
be: (150 + 10 = 160 units).

This will necessitate the increase in variable capital in Department II. The ratio
between constant capital and variable capital in Department II being 2 : 1, the increase
in the variable capital would be 5 units (when increase in constant capital is 10 units).
This increase in variable capital (5 units) has to take place through the conversion of
surplus value of Department II. Consequently, in Department II, out of the total surplus
value of 75 units, capitalists consume 60 units and new capital accumulation becomes
15 units (i.e., 10C + 5V).

We are now in a position to state the conditions required for realising the aggregate
social products under extended reproduction.

Firstly, the sum of variable capital and surplus value in Department I must be
greater than the amount of constant capital in Department II, otherwise, it would be
impossible to increase capital in Department I by adding surplus value. Thus,

I (V + S) > II (C)

This will lead to an excess of means of production necessary for extended
reproduction.

* The additional constant accumulated  in Department II will be equal to : W1- (C1+ ∆ C1) -C2,

or 600 � 440 -150 = 10. In Department II, the accumulated constant capital should be just
enough to equalize demand and supply of capital goods.
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Notes Secondly, the total output of Department I must be greater than the sum of the
constant capital expended in both Departments, i.e.,

I (C + V + S) > [I (C) + II(C)]

Thirdly, all the new value produced must be greater than the value of the product
of Department II. Thus,

[I (V + S) + II (V + S)] > II (C + V + S)

The satisfaction of the aforesaid conditions will ensure balanced growth of
departments and industries. But under capitalism, lack of planning, often gives rise to
disproportionate development of individual industries. Owing to contradictions, the
balance is upset and realisation (effective demand) crisis is very likely to make its
appearance.

Critical Appraisal
1. The reproduction scheme of Marx is based on a number of limiting tacit

assumptions, such as closed economy, normal prices, absence of technical
change, constant real wage, constant real surplus per labour and the like.

2. Marx has divided industries neatly into two categories: capital goods industries
and consumer goods industries. There are industries which produce both these
goods (say, transport).

3. Marx has considered only a two-sector model.
4. Rosdolsky says that it is impossible to introduce into the scheme changes in

productivity, organic composition of capital and rate of surplus value.
5. Luxemberg says that Marx has not taken into account the Third Department

for the production of gold which serves as money.
Despite these points of criticism, Hilferding tried to employ the schema for an

explanation of crisis. Some theorists hold that Marx�s reproduction schema is somehow
similar to Keynes�s theory of effective demand. They have also been used as a basis
for Harrod�s growth analysis. Expanded reproduction model plays a definite role in the
Marxian system by suggesting the great improbability of smooth expansion.

3.1.14  THE MARXIAN THEORY OF ECONOMIC DEVELOPMENT

Marxian theory of economic development significantly differs from all other
theories of growth that could be applied to explain the economic development of the
capitalist countries of the West. His theory of economic development is difficult to isolate
from the closely-knit theory of social dynamics which he had. All aspects of his
theoretical framework show admirable blending of different elements�economics,
sociology, politics, etc.

Marx was not a pure economic theorist. Most of the non-economic factors involved
in the Marxian theory of development may be described as sociological. However, we
are concerned here mainly with those factors that may be considered strictly as economic
factors.
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NotesThe theory of surplus value provides the framework on which Marx bases his
analysis of capital accumulation and thus of economic development. As labour power,
applied to means of production, can produce something more than its own value, the
economy can have a surplus which is reaped by the capitalists who employ a part of it
for further investment. Capital accumulation directly depends upon the ability of the
capitalists to increase the surplus value. This can be done mainly in three ways: (i) by
reducing the wage rates below the subsistence level, (ii) by extending hours of work,
and (iii) through increasing labour productivity by means of technical improvements.

However, there are various difficulties with (i) and (ii) methods of increasing surplus
value. If the wage rates are kept at a lower level than the subsistence requirements,
there would be a secular decline in the supply of labour, which would tend to create
difficulties with respect to the maintenance of the level of production and that of the
economic surplus. Similarly, working hours cannot be extended too far. Thus, the best
possibility of raising the volume of .surplus value, at a certain stage of capitalist
development, lies mainly in raising labour productivity, which would, in turn, depend on
technological improvement. Thus, capital accumulation, in the Marxian theory is mainly
a function of technological improvement.

In the expanded reproduction scheme of Marx, capital accumulation takes place
because the production of Department I (capitalist sector) is greater than the demand
for constant capital in both Departments I and II. Thus,

(c1 + v1 + s1) > (c1 + cv2)

(v1 + s1) > (c2)

This shows that accumulation is taking place which is being invested in employment
of more labour (v1) and the means of production (c1) in Department I than in
Department II. All this, in turn, increases the surplus labour (See, the Reproduction
Schema of Marx).

Marx not only had shown technological improvement to be the main lever of
economic progress under capitalism, but also had shown this to be mainly responsible
for the downfall of capitalism and the ultimate advert of socialist society. In this model,
the compulsions of capitalist competition would induce the capitalists to introduce more
capital-intensive technology in order to raise the productivity of their workers over
others. Thus, the organic composition of capital tends to rise. This would directly
contribute to the falling rate of profit in the long run. Due to the unequal capacity of
different capitalists to introduce technological improvement, the bigger capitalist would
tend to kill the smaller ones, who would ultimately swell the rank of the proletariat.

In order to prevent the secular decline in the rate of profit, the capitalists would
try to increase their rate of exploitation by all means, including wage-cuts and lengthening
of the working hours, etc. But since every capitalist introduces new labour-saving and
cost-reducing devices, the ratio of labour (hence, surplus value) to total output falls
still further. The rate of profit declines all the more. Production does not become
profitable. Consumption falls as machinery displaces men, and the industrial reserve
army expands. The stage of capitalists crisis begins. Man observes that the cause of
economic crisis is the poverty and limited purchasing power of the people.
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Notes Overproduction in certain sectors of the economy is another cause of crisis in
capitalist production. This arises out of imperfect knowledge of the manufacturers about
productive activities, market conditions and consumers� behaviour in general. Therefore,
overproduction is the rule rather than an exception under capitalist production. A crisis
may overtake the capitalistic system also due to a state of underconsumption arising
out of low purchasing power.

But this state of affairs does not continue permanently. A crisis always forms the
starting point of large new investments. From the point of view of society as a whole,
a crisis is, more or less, a new material basis for the next turnover cycle. Low price
level, wage-cut, destruction of capital, etc., would tend to raise the profit rate which
ultimately provides an incentive for new investments.

But, again, the same catastrophic situation would follow competition for labour,
higher wages, labour-saving machinery, a reduction in surplus value and again a decline
in the rate of profit. This development from crisis to depression followed by recovery
and boom and then again crisis is an evidence of the �cyclical� character of the
development of capitalist production. Marx�s analysis of problems of cyclical fluctuations
is decidedly a substantial contribution to development economics. He considered
business cycle as an integral part of the capitalist system.

The labour class which is always increasing in numbers would protest against
the exploitation and would combine in trade unions. The compulsions of capitalist
development would increase, on the one hand, and the workers� resistance to it, on the
other, would tend to generate greater centralisation and concentration of capital. The
growing monopoly and centralisation of capital would be inconsistent with further
technological progress. Thus, there would be a contradiction at the economic level which
would make the main prop for capital accumulation weaker and would thus reduce
the economic justification of capitalism as a system. Simultaneously, the growing
resistance to capitalist exploitation bred by itself would ultimately sharpen the class
struggle between the capitalists and the workers. Capitalism, therefore, would outlive
its utility and ultimately be overthrown, as feudalism was overthrown earlier when it
became an obstacle to economic development.

A Critical Appraisal
Marxian theory of economic development is based on Marx�s theory of capital

accumulation. However, Marx�s approach was basically historical and descriptive rather
than analytical. Marx was proved to be a false prophet. For the working class, Marx
predicted increasing misery. The rising level of real wages and improvement in the
standard of living of the working class in the capitalist countries disprove Marxian
analytical asserting.

Marx pointed out that capitalists will be able to maintain the industrial reserve
army by introducing technological innovations. Technology  has made strides and the
productive efficiency of machinery has increased immensely in the wake of capitalist
development; but the impact of this process on technological unemployment has not
been so disastrous, as pointed by Marx. A �permanent pool of unemployed� has hardly
become a permanent feature of the developed countries. The middle class, contrary
Marxian belief, has become a more dominant class.
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NotesThe state has not withered away as pointed by Marx, but, on the other hand, has
been playing an increasing role in the activities of the developed nations.

Marx did not see that innovations can be capital-saving as well as labour-saving.
If capital-output ratio falls through improved technique, the rate of profit may rise along
with the rise in wages.

Marx was trapped by the labour theory of value. By measuring everything in terms
of man-hours, he attached wrong significance to a fall in the rate or profit in terms of
man-hours. He could not realise that a rise in man-hour productivity and real wage
rates can boost up money profit. Marx could not contemplate a process of economic
development where technological progress by increasing output and productivity can
also simultaneously increase wages and profit. According to Joan Robinson, Marxian
�explanation of the falling tendency of profits explains nothing at all.�

Marx�s main ideas, such as, the importance of technological improvement in
economic development and the role of entrepreneurs in innovation have been there
ever since.

Marxian theory of trade cycle was an important step forward. His consideration
for crisis in the analytical framework of capitalistic system led him a little further than
the classicists. He laid stress on the fact that capital accumulation led to a reduction in
the demand for consumption goods and fall in profits. But he failed to foresee the fact
that with economic development, the demand for consumer goods and the share of
wages in national income need not fall. His theory overfocuses on the changes in
labours� and capitalists� relative shares in national product and assumes the total output
as unchanging. But a crisis implies a change in total output. Marxian theory, therefore,
does not provide an adequate explanation of business cycle.

Despite its shortcomings, Marxian analysis, as pointed out by Schumpeter, is the
only genuine evolutionary economic theory that the period produced. According to
Schumpeter, �No social scientist has so deeply understood the impact of the capitalist
machine, and shown in so grand a vision its immense power to transform human
civilisation in the process technological and social change.�

Some of the basic Marxian tenets can still be used for understanding the theory
of economic development. These are: (i) technology progress, (ii) capital accumulation,
(iii) business cycle, (iv) profit, (v) balance between investment and consumption, and
saving-investment, (vi) reserve army of labour.

Keynes incorporated some of the Marxian assumptions into his economic analysis.
Despite imperfections, the Marxian framework provides an important insight into the
study of development. His analysis �still remains an appealing political religion
challenging the future of poor  and rich countries alike.�

3.1.15  KARL MARX�S THEORY OF SURPLUS POPULATION

Karl Marx did not propound separately any theory of population. But his surplus
population theory has been deduced from his theory of communism. Marx vehemently
criticised the Malthusian theory of population. In his Das Capital, Marx wrote thus:
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Notes �His work, in first form, was nothing more than schoolboyish, superficial and
parsonic, declamatory plagiarism from Defoe, Sir James Stuart, Townsend, Franklin,
Wallace, and others; and did not contain a single sentence throughout by Malthus
himself.�

According to Marx, increase in population in a country is not due to increase in
fertility rate, but it is due to the capitalistic economic system. A capitalist gives to labour
as wage a small share of labour�s productivity, and the capitalist himself takes the lion�s
share. The capitalist introduces more and more machinery and thus increases the surplus
value of labour�s productivity, which is pocketed by the capitalist. The surplus value is
the difference between labour�s productivity and the wage level. A worker is paid less
than the value of his productivity. When machinery is introduced, unemployment
increases and, consequently, a reserve army of labour is created. Under these situations,
the wage level goes down further, the poor parents cannot properly rear their children
and a large part of the population becomes virtually surplus.

Increase in population, according to Marx, is not due to the ignorance of the poor
people, but due to the evil impact of the capitalist economic system. Marx points out
that landlordism, unfavourable and high man-land ratio, uncertainty regarding land tenure
system and the like are responsible for low food production in a country. When the
production of food is not adequate, population growth becomes a problem.

However, the workers work very hard to increase the capital accumulation by
the capitalists, and ultimately the workers themselves become surplus. �It is the working
population which, while effecting the accumulation of capital, also provides the means
whereby it is itself rendered relatively superfluous, is turned into a relative surplus
population; and it does so to an ever-increasing extent. This is a law of population peculiar
to the capitalistic method of production.�

According to Marx, poverty and misery are not natural consequences; they are
the products of the capitalistic pattern of production. Poverty is the outcome of
unemployment and underemployment created by the capitalistic system which cannot
provide jobs at the same rate at which the population is growing. Marx held that man�s
tendency to press on the means of subsistence is due solely to the evils of capitalism,
which can be abolished by socialistic reforms. Poverty can be abolished by increasing
the productivity of labour through technological change. Marx believed that the
appropriate method to deal with population-resource relationship is essentially holistic.
The system should be internally dynamic to produce new operational methods, concepts
and categories to properly deal with population-resource imbalance. In this way, Marx
visualised the possibility of social transformation that could eliminate poverty and misery.
Poverty and misery are not natural inevitabilities in the Marxian system. Thus, Marx
looked at the population-resource problem from a very new angle of perception.

Marx points out that for every historical stage of production, there is a separate
law of population. And since there are different stages of production, there are
correspondingly different laws of population. In capitalism, the theory of relative surplus
population becomes applicable.
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Notes3.1.16  V.I. LENIN (1870-1924)

Lenin�s Theory of Imperialism
According to Lenin, imperialism is the highest stage of capitalism, and it will include

the following five essential features:

(i) Concentration of capital and production developed to such an extent that it
has created monopolies. This condition is very decisive in economic life.

(ii) The merging of bank capital with industrial capital and the creation of finance
capital. This leads to financial oligarchy.

(iii) Export of capital as distinguished from the export of commodities becomes a
matter of great importance.

(iv) International monopoly combines of capitalists are formed which divide up
the world.

(v) The territorial division of the world by the greatest capitalist powers is
completed.

Imperialism is a stage of capitalist development when several developed capitalist
countries (DCs) stand on a competitive footing with respect to the world market for
industrial products. In this stage, monopoly capital is the dominant form of capital. One
can easily witness during imperialism, a severe rivalry in the world market leading
alternately to cut-throat competition and international monopoly combines.

In the period of imperialism, nationalism and militarism become weapons in the
world struggle among rival groups of capitalists. The rise of militarism has far-reaching
economic consequences: (i) it leads to the growth of specially-favoured monopolists in
armament production. This group takes the lead in calling for an aggressive foreign
policy. (ii) Militarism constitutes an increasingly important offsetting force to the tendency
to under consumption. (iii) It provides the capitalist class with increased opportunities
for profitable investment of capital.

The net result of imperialism is to bind the middle classes closer to big capital
and to widen the gulf between the middle classes and the working class. Lenin pointed
out that when monopoly appears in some branches of industry, it increases and intensifies
the state of chaos inherent in capitalist production as a whole. A state monopoly in
capitalist society, Lenin observed, is nothing more than a means of increasing and
guaranteeing the income of millionaires in one branch of industry or another who are
on the verge of bankruptcy.

Lenin put forward the view that even a black capitalist nation may well become
imperialist. Lenin�s book, Imperialism: The High Stage of Capitalism, published in
1917 made a significant contribution to the understanding of imperialism in its various
ramifications. His definition of the essence of imperialism has been well-confirmed by
the subsequent history of imperialism. Free enterprise capitalism turned into imperialism
at the turn of the century. Imperialism is not a new mode of production, but a stage in
the development of capitalism. It exacerbates all the contradictions of capitalism.
Imperialism, according to Lenin, is moribund capitalism which occurs on the eve of
socialist revolution. In the epoch of imperialism, capitalist countries develop unevenly
and spasmodically. During imperialism, all are exploited including colonies and dependent
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Notes countries. Contradictions are aggravated between imperialist powers themselves in the
struggle for the appropriation of monopoly profit. These struggle and contradictions lead
to imperialism�s ultimate downfall.

Export of Capital is a very distinguishing feature of Lenin�s imperialism. It occurs
in the context of a world divided by different ruling classes whose power is represented
by states. Export of capital represents a mediating role of states and the potential
conflicts of ruling class interests (which may be between a precapitalist and a capitalist
state). Lenin placed particular stress on inter-capitalist rivalry. He observed that
accumulation in the imperialist era generates a tendency towards inter-capitalist wars.
Lenin�s imperialism follows the Marxian theory of accumulation. As pointed out earlier,
according to Lenin, two major factors�extension of accumulation and concentration
on the international economy�contributed to the development of imperialism (which
has been defined as the monopoly stage of capitalism).

The basic factor that contributes to the growth of imperialism is the investment
of accumulated funds in the profitable channels in other countries. The glaring examples
of the USA, England, France, Germany, etc., are before us. After the opening of the
Suez Canal in 1869, the developed capitalist countries set up their colonies in Asia, Africa
and South America. Imperialism and colonialism provided tremendous possibilities for
the growth of foreign interests of accumulated funds, which, according to Lenin, led to
the First World War.

Under imperialism, nationalism and militarism though bound. together, cease to
do the work of national unification, and become instruments, as pointed out earlier, to
fight with one another. Militarism affords a profitable investment to the capitalist. Rosa
Luxemberg has called militarism �a capitalist disease�.

It must be noted that from imperialism has emerged the theory of racial
superiority, according to which the dominant nation thinks that it has subordinated
foreign nations on account of its racial qualities. However, because of the development
of export industries, workers get more employment in an imperialist economy. But when
several imperialist powers compete, the hours of work are increased and wages are
depressed. Under such conditions, the interests of labour and capital clash.

As a result of imperialism, which reduces the power of the legislature as against
the executive, the powers and function of state expand, and parliamentarianism declines.
Imperialism leads to its own downfall and allows the development of socialism.

Limits to Imperialism
There are two main limits to the growth of imperialism:

(i) The growth of class conflict. The working class adopts an anticapitalist attitude
and tries to attain socialism. Socialism is opposed to international war and international/
internal exploitation.

(ii) The second limit arises from the relations between the metropolis and the
colony�the object of imperialist economic exploitation. When cheap commodities and
capital are imported, the entire economy of the colony is disrupted. All this gives rise
to the spirit of nationalism and the people struggle to throw away the shackles of
imperialism.
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NotesCritical Appraisal of Lenin�s Theory
1. According to Rosa Luxemberg, imperialism is not limited to monopoly stage.

The explanation of imperialism in terms of monopoly was not first done by
Lenin. The honour goes to Rudolf Hilferding. He did not treat it as a
qualitatively new element in capitalist economy.

2. It is not rational to think that monopolies will have super abundance of capital
to export out, particularly when, there is falling tendency of rate of profit.
There is no theoretical reason to link secular falling rate of profit with growth
of monopoly. However, it should be noted that Lenin himself never suggested
in his book that there was a falling rate of profit.

3. Lenin treated the backward countries as essentially passive, waiting for the
capital to arrive at from industrialised countries. This makes very little sense.

4. Lenin�s view that export capital grows out of monopoly is not theoretically
tenable. Lindsey has suggested that Lenin�s definition of imperialism as
monopoly stage of capitalism may not be the correct definition. In the late
19th century, there was considerable monopoly in Germany and USA, and
this was not the case in Britain and elsewhere, but Britain became imperialist
power of the first order.

5. Does monopoly capitalism occur simultaneously with, after or before, the
territorial division of the world? Lenin says that imperialism suggests a stage
where territorial division is completed. However, in his book, he showed that
there is redivision of the territory. The acquisition of territory had nothing to
do with monopoly or finance capital or with imperialism. Imperialism might
remain important in Lenin�s theory for the redivision of the world, but not its
division (Kiernan).

6. Modern imperialism is, no doubt, rooted in the nature of Capitalism. The
process may be intensified under monopoly capitalism; but it is not qualitatively
altered. The existence of monopoly and its internationalisation by the
multinationals in the Third World are important issues to understand more the
process of underdevelopment in backward countries than to explain
imperialism.

7. Kautsky interpreted monopolism, literally, as the opposite of competition,
signalling the end of inter-capitalist rivalry. However, Bukharin and
Preobrazhensky took the middle position and said that there is notion possible
within capitalist countries during imperialism; but there may be competition
between capitalist countries.

8. Though capital export is growing up in less developed countries (LDCs) from
DCs, the share of LDCs is relatively declining.

9. Remittances from LDCs in the forms of profit, interest, royalty to DCs are
exceeding capital export to LDCs.

10. Harry Magdoff rejects the fact of existence of surplus capital in DCs. Some
amount of surplus is being invested by the capitalist countries for expansion
and development of capital goods sector and R&D facilities.
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Notes 11. Decolonisation policy of our times, seems to disprove the thesis of territorial
division of the world.

12. The thesis about the absolute worsening of the conditions of labour has been
more or less falsified in recent years in many countries.

13. Of late, the strategy of imperialism is being changed by the imperialist
countries. They are using now more subtle and shrewd strategies rather than
direct assault. These modern strategies have found expression in
Neocolonialism. Thus, imperialism is not the last or highest stage of capitalism
as Lenin described. The highest stage of imperialism is Neocolonialism.

Despite the above points of criticism, it cannot be gainsaid that Lenin was perhaps
the first thinker to have supplied a systematic and composite picture of the genesis
and growth of imperialism. There may be differences on minor points of detail but
Lenin�s theory provides a complete analytical framework for the explanation of
imperialism as a necessary logical outcome of the capitalist form of development. Lenin�s
theory still remains the basic reference point for explaining the recent changes in the
imperialist strategies of many capitalist countries of our times.

3.1.17  SUMMARY

Sismondi was more and less than a classical writer. He was the first systematic
writer to write against the classical economic system, although he was basically a
classical economist. He wrote two important books. His Commercial Wealth was
published in 1803. It contained an exposition of classical ideas.

Sismondi considered political economy �as a moral science where all facts are
interwoven and where a false step is taken whenever one single fact is isolated and
attention is concentrated upon it alone.� According to him, political economy is essentially
a moral science which should look after the well-being of mankind.

A science is to be based on experience, observation and history. Thus, it is found
that political economy is not concerned with wealth as such, but with man. Political
economy is a study of economic activity in relation to human welfare. This definition
of political economy as given by Sismondi is more or less like the definition given by
Alfred Marshall. Sismondi gave more emphasis on distribution rather than production,
because he was concerned basically with the problem of social justice.

According to Simon, government interference is not essential in the new industrial
society. The interference should be minimum. The role of government will be like an
association which will look after the security, freedom and welfare of the workers. In
the new regime, the power of government will be curtailed. It will give simply new
direction for the betterment of the society. The new regime will have the executive
power vested in the chamber of deputies recruited from the representatives of industry,
agriculture, commerce and manufacture. The executive so constituted will either reject
or accept the legislative proposals of the two other chambers.

The capital of all the phalanges would be at Constantinople. The phalanges will
have short working sessions, minute division of labour, guarantee of minimum subsistence
to everybody, development of the spirit of emulation and copartnership among the
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Notesmembers. Phalanges would be able to reap a number of advantages: (i) Increase in
productivity. (ii) Possibility of full freedom. (iii) Enjoyment of leisure. (iv) Each member
will have the pride of being a cooperative owner rather than mere wage earner.
(v) There would be harmony between individuals. (vi) Labour will be able to exercise
his own faculty and judgement. There would be no compulsion or coercion. (vii) Mobility
of labour would be present. (viii) The worker will have an effective say in the
management of the phalanges.

Louis Blanc held a position in between socialists and associationists. He represents
a transition between associationism and socialism on the one hand, and between utopian
socialism and scientific socialism, on the other. Blanc deviated from utopian socialism
to proletarian socialism. He was in favour of the working class. According to him,
utopian socialism was by itself unrealistic. Therefore, he wanted to introduce a realistic
type of socialism. In such a socialism, the capitalist class would be gradually abolished,
and the workers will manage the whole show. He also found the necessity of state.

Proudhon was neither a socialist nor a communalist nor an associationist. He was
not a socialist because he did not advocate socialism as such. Socialism is utopian in
nature. Proudhon was against communism, because even in communism, the property
institution exists and it leads to inequality. Under communism, according to Proudhon,
the weak people exploit the strong people. Communism is merely an inverted form of
private property. According to him, socialism is really nothing. Communism cannot grant
full freedom of thought, mind and action to the individual.

Rodbertus observed that society is based on the idea of division of labour. If society
were to progress smoothly, then production, distribution and exchange must go on
smoothly and according to needs of society. He lamented that production is not organised
on the basis of the needs of society but rather it is guided by the market forces of
demand and supply. When production is based on market forces, the guiding principle
becomes profit maximisation and not the fulfillment of needs.

According to Karl Marx, there are certain laws or general tendencies in a capitalist
economy. These tendencies arise out of the capitalist mode of production.

Marx made an important assumption that the rate of surplus value remains the
same in all the branches of industries and in all firms. Such an assumption is based on
two propositions: (i) all firms and industries just use that amount of labour which is
socially necessary�neither less nor more. This means that the production process
everywhere is based on the technique of production and the same labour-intensity;
(ii) the existence of a labour force which is homogeneous, transferable and mobile.
However, these assumptions are limiting.

Marxian theory of value, commonly known as labour theory of value expresses a
social relation in a capitalistic society. A basic form of this relation is commodity. A
commodity contains use value as well as exchange value. Exchange value is the
quantitative proportion in which the use values of two commodities exchange.

Value is measured by measuring the abstract labour in units of time which is on
an average necessary to produce the commodity in question, i.e., socially-necessary
(average) labour. When labour time is shortened, i.e., less labour is required, the value
of the commodity falls.
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Notes In Marxian analysis, exchange value is the necessary form of appearance of value.
By neglecting the necessary form of value, Smith and Ricardo divorced value from
the specific relation of production, and their analysis was formal rather than dialectical.

A commodity is produced by labour power. The value of labour power is determined
by the labour time necessary for the production and reproduction (subsistence) of this
special article. Marx includes in the means of subsistence, cultural necessities (minimum),
food, shelter, comfort (minimum) necessary for procreation and perpetuation of the
labouring class. In other words, wages must be sufficient for the maintenance of the
labourer and his family.

The law of the falling rate of profit operates as a tendency which takes effect
only under definite circumstances and over a long period of time. The law is indicative
of the contradictions in capitalism, particularly between the aim of capitalist production
and means used to attain this aim.

The theory of surplus value provides the framework on which Marx bases his
analysis of capital accumulation and thus of economic development. As labour power,
applied to means of production, can produce something more than its own value, the
economy can have a surplus which is reaped by the capitalists who employ a part of it
for further investment. Capital accumulation directly depends upon the ability of the
capitalists to increase the surplus value.

Marxian theory of economic development is based on Marx�s theory of capital
accumulation. However, Marx�s approach was basically historical and descriptive rather
than analytical. Marx was proved to be a false prophet. For the working class, Marx
predicted increasing misery. The rising level of real wages and improvement in the
standard of living of the working class in the capitalist countries disprove Marxian
analytical asserting.

3.1.18  SELF ASSESSMENT QUESTIONS

1. Discuss the rise of Socialist ideology.
2. Explain the scientific and utopian socialism.
3. Discuss the Marx�s Labour Theory of Value.
4. Explain the Marxian Transformation Problem.
5. Explain the Marxian Theory of Crisis (Business Cycle).
6. Write a note on Marx�s Reproduction Schema: Simple and Extended.
7. Discuss the Marxian Theory of Economic Development.
8. Explain the Karl Marx�s Theory of Surplus Population.

! ! !! ! !! ! !! ! !! ! !
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Unit

3.2 REACTION AGAINST
CLASSICISM-GERMAN

HISTORICAL SCHOOL-R.

Objectives
After completing this chapter, you will be able to:
• Understand Historical School
• Know the William Roscher
• Understand Bruno Hildebrand
• Understand Karl Gustav Knies
• Know the Gustavschmoller

Structure:
3.2.1 Historical School (1843-1883)
3.2.2 William Roscher (1817-1894)
3.2.3 Bruno Hildebrand (1812-1878)
3.2.4 Karl Gustav Knies (1821-1898)
3.2.5 Gustav Schmoller (1830-1917)
3.2.6 Friedrich List (1789-1846)
3.2.7 Summary
3.2.8 Self Assessment Questions

3.2.1  HISTORICAL SCHOOL (1843-1883)

The Historical School was first started in Germany in the forties of the nineteenth
century. It was the outcome of realistic research in the social sciences. The Historical
School developed the historical method of study. The school had two branches: the
older and the young. The older group of writers is represented by William Roscher,
Karl Knies and B. Hildebrand. The younger group is dominated by a Gustav Schmoller.
The British historicism is represented by Bagehot, Spencer, Darwin, Ingram, among
others. Institutional school is a part of historical school.

Rise of Historical School
Historical School is a reaction against the classical school of economic thought.

Historicism grew in Germany at a time when the German economy was backward,
and it was undergoing a process of economic development. There was an air of change
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Notes in every walk of life in Germany in the mid-nineteenth century. Germany, during this
period, witnessed the existence of the classical system of economic philosophy and
also a wave of economic liberalism. There was the growth of criticism against the
classical philosophy. There were several reasons for the growth of historicism in
Germany:

1. The German economic thought was not till then strong enough to have any
independent philosophy of its own, and there was no strongly entrenched
economic doctrine prevailing in Germany. Theoretical economics had never
become firmly established in Germany. Schumpeter observed that theory was
an alien plant in Germany. It was therefore, a virgin soil for the growth of
indigenous theory.

2. German philosophy was based on an organic approach against the classical
individualistic approach. The German approach to life and things was
considerably influenced by the philosophy of Hegel and by the organic
jurisprudence of Savigny. Hegelian philosophy which was so influential was
based on the concept of change and relativity which gave a new direction
and a new thinking like historicism. Hegelian philosophy did not tolerate
individualism of the classical system. Savigny had a profound influence on
the growth of historical school. He showed that the formulation of laws
required a historical study of socio-economic phenomena. Hegel laid much
stress on the evolution of ideas as the motive force for social change. This
idea had a positive effect on the growth of historical school in Germany.

3. Freidrich List and Adam Muller had also the formative influence on the growth
of historical movement. These writers emphasised the need of a national
economy and a benevolent state for the growth of German economy. The
studies made by List were based on historical evidence and data.

4. William Dilthey advocated historical studies for realistic results and conclusions.
He also spoke on the need for understanding historical events. He said that,
on the basis of the understanding of history, the real foundation of a social
science like economics can be built up.

5. L.V. Stein, a distinguished contemporary thinker in Germany, combined
Hegelian idealism with French philosophy to explore the possibility of a new
approach to the study of economics.

6. Sismondi, another contemporary thinker, criticised the classical approach to
economic analysis, particularly of Ricardo. He emphasised the need for
historical study of facts and environments for the proper growth of economic
science.

7. The contemporary economic problems in Germany could not be solved by
the classical line of approach. New labour and industrial problems arose in
Germany which could be tackled only by a new type of approach which found
expression in the growth of historicism.

The Historical School had its origin, on the one hand, in German Romanticism
and, on the other, in the opposition to classicism. The former gives the school an anti-
individualistic trend. The Historical School was very influential for nearly forty years.
The school started its career with the publication of Roscher�s Grundriss. The Historical
School did not oppose the growth of capitalism, but it simply wanted to reform capitalism.
The Historical School was not very opposed to classical political economy, but the
younger generation of the historical school, particularly Schmoller, was vehemently
opposed to the classical philosophy.
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NotesHistorical School�s Criticism against Classicism
The Historical School levelled the following charges against the classical

economists:

(i) The classical system of economy is too much individualistic. It is based on
free individual choice, liberty, free trade and so on. It is not nationalistic. Nation
is not given supreme importance in the classical system of analysis. Nation
is subordinated to the individual will and freedom.

(ii) The classical system of political economy is based on materialism. It is based
on the concept of monetary gain, optimum return and national wealth. It is,
essentially, a system of the wealth of nations.

(iii) The classical system is based on the system of laissez faire. The system
does not allow for the beneficial role of the government. The role of
government is reduced to the least intervention in economic, social and political
matters. This is not justified according to the historical school. The government
should come to the forefront of all activities particularly in the matter of
economic development.

(iv) The classical school also neglected the role of environment and institutions.
Needless to say, they have important influences on the life of nations and
individuals. The classical economists have made a serious mistake by
neglecting the role of these very crucial factors.

(v) According to the historical school, the classical law or theory is supposed to
be universal or absolute in character. This is great sin of the classical
economists like Adam Smith, Ricardo and Malthus. The classicists believed
that economic laws were operative everywhere and always. The historical
school stressed the idea that no law is absolute or universal in character. Every
law is subject to change in theory and practice. The character of law is only
relative. The laws are provisional in the sense, that the economy is dynamic
in character, and every time the progress of history gives rise to new facts,
on the basis of which laws are to be modified. For example, free trade may
be very good for some countries, but it is not good for all the countries for all
the times. For the developing countries, protection may be a more desirable
rule. Therefore, the laws are only conditional, based on certain assumptions
and circumstances. The exact laws of physical sciences cannot be applied
to a social science like economics. Moreover, the laws of physical sciences
are also not absolute. They are also provisional and conditional. Alfred
Marshall also pointed out that economic laws are only statements of tendencies.
Knies clearly stated that economic laws are necessarily conditional.
However, it must be noted that the classical writers never strongly denied
the relativity of their own generalisations and conclusions. J.S. Mill particularly
stated that laws of distribution are man-made laws. Therefore, these can be
changed by human beings in times of necessity.

(vi) The classical economists treated human beings as self-interested entities. They
were guided by the concept of homo-economicus or economic man. The
classical concept of man was simply a man always after gain. The historians
observe that a man is not simply a profit-maximiser. He has many other
interests and motives, such as desire for glory, pleasure, sense of duty, love,
pity, benevolence and so on. The historical school did not approve of the
classical self-interested man. This crude psychological assumption about man
was not accepted by the historical school. Schmoller raised objection against
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Notes the classical self-interested man. According to Hildebrand, if the classical
concept of man (Homo-economicus) is taken as the basis, the political
economy could be a mere natural history of egoism.
However, it must be noted that J.S. Mill realised that self-interestedness is
not the only motive of human beings. A man is governed, according him, by
other motives as well. Therefore, this criticism of the historical school is not
wholly correct.

(vii) According to the historical school, the classical school has wrongly used
abstractions and deductions. The deductive or a priori method used by the
classical school is wholly unjustifiable. Instead of deduction, the historical
school suggested the use of induction based on observations. Inductive method
of reasoning is the essential feature of the historical school. The historians
pointed out that the premises for the deductive reasoning, as used by the
classical school, were based on empirically wrong facts. Therefore, the use
of such method is capable of doing more harm than good. Schmoller observed
that �only by patient observation and careful induction can we hope to build
up an economic theory that shall take full account of the complexity of
economic phenomena.� It is pointed out by the historical school that the
classical analysis is incomplete, wrong and hasty.
However, it has been pointed out by some authors that even the deductive
method is useful. In this connection, Schmoller remarked that induction and
deduction are both necessary for the growth of science. However, Pareto is
of the opinion that discussion on method is purely a wastage of time. The
aim of any science is to discover uniformities which can be done by following
an suitable method of enquiry. It must also be noted that J.S. Mill spoke about
the necessity of inductive or empirical studies in a science like economics.
His principles on experimental verifications are well-known to students of logic
and scientific method.

Positive Ideas of Historical School
The following are the major positive ideas of the historical school:

(i) The classical economists analysed economic phenomena mechanically with
the help of certain simplifying tools and assumptions. In this way, they reduced
the complex phenomena into some simple generalisations. In other words,
the classical economists used a simplifying procedure known as reductionism.
The historical school, on the other hand, gave importance to environment.
The historians pointed out that a mechanical view of life is inadequate for
analysing the complex socio-economic phenomena. An individual as a social
being must be studied with reference to environment and society which was
entirely neglected by the classical school.

(ii) The historical school observed that without the study of social organisations
and institutions, it is not possible to get a fruitful result. The historians
considered the organic view of society. They laid emphasis on the study of
economic phenomena with reference to the social facts. Such a line of
approach was advised by A. Comte.

(iii) The historians took a dynamic view of life and considered the economic
system as dynamic in nature, which means a constant need to write and
rewrite the political economy with reference to new facts and materials.

(iv) The historical school clearly recognised the importance of the application of
historical or inductive method in the analysis of economic phenomena. The
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Notesschool was of the opinion that without studying the facts of life, we cannot
get any realistic picture. Abstract reasoning is useless. Only historical study
can lead to important policy prescription.

(v) The historical school gave importance to the study of the past which can
provide an important insight into present events. Hildebrand observed that
human beings are the children of civilisation and are products of history. The
historians emphasised on the importance of the study of the different stages
of historical development of a nation so that every phenomenon can be
explained with reference to the stage of the history. History should be regarded
as the organon of social science. Comte wanted to found sociology of which
political economy was to be a single branch. The historical school regarded
economics in the same spirit.

(vi) The historians advocated the importance of state in the economic activity of
a nation. They did not favour the classical idea of laissez faire. The historians
were of the opinion that without the help of the state, national development
is not possible.

(vii) The historians favoured a national system of development and the growth of
nationalist economic system, and not a simple general economic system. This
idea found its best expression in the writings of F. List. In a sense, the
historians were nationalists of the first order.

(viii) It was one of the essential features of historismus to advocate for a complete
knowledge of history and historical sequences. According to the historians,
without the knowledge of history, it is impossible to appreciate the socio-
economic events and it is also impossible find out the solution required.
Knowledge of history is a thing of primary importance.

(ix) All social aspects, including the geography, the social structure, the natural
resources, the character of the people and so on are essential for a proper
study of economic life of a nation in the context of the whole milieu. A
complete understanding of a single aspect of life requites a careful study of
the whole society.

Critical Appraisal
The following points of criticism can be levelled against the historical school:

1. Historical study is not always very helpful. Historical study provides some
descriptive facts. However, a science is necessarily explanatory rather than
descriptive. Aristotle observed that there can be no science without
generalisation. Historical studies cannot provide any explanation. Therefore,
it is not a scientific method.

2. Historical method recommends the introduction of induction or empiricism.
But successful empiricism must be based on some theory. Therefore,
sometimes, it is pointed out that a correct method of analysis must take into
account both deduction and induction, or what is known as logical
positivism. Even Schmoller laid stress on the importance of deduction.

3. In fact, the historical explanations of many historical events may be correctly
known. History itself requires explication. It is a mistake to observe that history
alone can provide explanation for every event.

4. Historical method is a partial method. There is a counterpart of it known as
the deductive method. Just as the deductive method is not a complete method,
so is the historical method.
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Notes 5. The historical method put emphasis on the question of relativism. It said that
everything is relative in character. But still it did not question the existence
of the capitalist system. It did not say that capitalist system is a relative system
and a passing phase.

6. The historical school�s criticism against the classical system was too much
exaggerated. In fact, some of the classical economists advocated government
intervention, for the need of empirical study and also for the dynamic analysis
of economic events. In this connection, the name of J.S. Mill is noteworthy.

7. The historical school could not find out any historical law of Development.

Decline
Because of the above defects and criticisms of the historical school, many people

did not take historismus as a complete substitute for the classical system. Nor was it
taken as a superior school of analysis. Menger, an Austrian economist, vehemently
criticised the historical school. This caused a severe damage to the reputation of the
historical school. The schoo1 did not find any favour with French political economists.
So, there was, in course of time, a decline of the historical school. In America, the
historical school led to the development of Institutionalism under the leadership of
Thorstein Veblen. The publication of Marshall�s Principles, which provided a synthesis,
brought about the complete eclipse of the Historical School.

Merits (Impact)
In spite of the above points of criticism, the merits of historical school can hardly

be neglected. Historismus was clear enough in emphasising the importance of the study
of historical facts or empiricism. It provided a realistic and dynamic approach to the
study of economic problems. It also realised the importance of historical facts and
institutions. The school was responsible for the refinement of many of the classical
economic ideas. The historical school has shown the limitations of economic science
by pointing out that its analysis is relevant with reference to only particular time and
place. The school brought to the forefront the importance of relativism in the study of
economic phenomena. Jevons clearly noted the importance of statistical verification
for economic analysis. Marshall lauded the work of the historians. Keynes observed
that the study of economic history plays a distinct part in perfecting political economy.
The historians encourage high-level historical studies in economics. According to Gide
and Rist, the historical school has been instrumental in broadening the scope of
economics.

Some Authors of the Historical School
The renowned authors of the old historical school are William Roscher, Bruno

Hildebrand and Karl Gustav Knies. The most important representative of the young
historical school is Gustav Schmoller. Let us discuss their contributions very briefly.

3.2.2  WILLIAM ROSCHER (1817-1894)

Roscher is famous for his Principles of Political Economy. He is really the
founder of the German historical school. He also published his book, Outline of Lectures
on Political Science According to the Historical Method. Roscher regarded historical
study as the foundation of any analytical study. In his Outline, he has stated the principles
of historical method and has recommended the introduction of historical method in
economic investigation. According to him, the classica1 method was abstract and hence
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Notesis useless. He wanted to investigate into the laws and the characters of various
economic institutions. He referred to his method as the Physiological or Historical
Method. According to him, the historical method was more scientific and practical. He
suggested the importance of both historical data for the analysis of the economy and
of the institutions.

Roscher introduced the importance of acknowledging the relative nature of
economic theories and laws. Political economy is really a relative science. He also
observed that institutions are partly good and partly bad. Economic relations between
individuals reflect a social and cultural evolution. In fact, the state is not just the sum
total of its members. It is more than that. Roscher was of the opinion that for
establishing an economic truth, more and more historical data should be studied. The
historical method attempts to combine organic, statistical and biological analyses to
discover certain laws. These laws are relative in character. It should be noted that
Roscher was not an extreme historicist. He did not totally reject Ricardian economics.

Roscher was not willing to consider economics as simply a set of normative
principles. He did not favour normative analysis of economics. He considered economics
with various social configurations. He was in search of laws of socio-economic
development. He argued that �Once the natural laws of Political Economy are
sufficiently known and recognised, all that is needed, in any given instance, is more
exact and reliable statistics of the facts involved to reconcile all party controversies on
questions of the politics of public economy.�

Roscher thought that economics cannot be meaningfully separated from other
disciplines and phenomena. Roscher used in his study many historical and statistical
data. However, in spite of all this, he was not able to establish any law of historical
development. He was unable to reorient the method of economic analysis.

3.2.3  BRUNO HILDEBRAND (1812-1878)

In 1848, Hildebrand published his book, National Economy of the Present and
Future. In this book, Hildebrand challenged the claim of classical economists that they
had found out the natural economic laws which are valid for all times and for all
countries. He separated theoretical analysis from practical economic questions. He laid
more emphasis on theoretical analysis. Hildebrand did not believe in the existence of
natural laws of any type which could be made universally applicable. He did not also
believe in the harmony of class interests, which the classical economists had postulated.
He did not accept many of the classical propositions. He criticised the classical
proposition that man is the end object of political economy. Hildebrand did not believe
in the cosmopolitan nature of economic laws. He was of the opinion that knowledge
of history will not only be helpful for the growth of economic science but it also helps
to recreate it along more scientific and realistic lines.

Hildebrand proposed a stage theory of development based on historical evolution.
According to him, the evolution of the economy would be through different stages of
history, such as, means of exchange, money stage, credit stage, and so on. The credit
stage would be the final stage of economic evolution. He was interested in finding out
the basis of economic civilisation of different nations. He was primarily interested in
finding out the historical law of development. But unfortunately, he could not find
out any such law till the end of his life.

Hildebrand observed that the aim of political economy is to open a way for a
historical standpoint, and to transform the science of political economy into a body of
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Notes doctrines which will be mainly concerned with the development of national economy.
Hildebrand rejected the classical notion of atomistic society. He also could not agree
with the classical materialistic view of life and society. According to him, political
economy has to be based on the welfare of the people and of the state. He clearly
indicated the use of historical method. Hildebrand was interested in the application of
statistics for economic analysis and research: This itself was a distinct contribution.

3.2.4  KARL GUSTAV KNIES (1821-1898)

Knies was the third member of the German historical school. His book was on
the Political Economy from the Standpoint of the Historical Method (1853). He
also wrote a book on Gold and Credit. His work on Gold and Credit is an outstanding
contribution to the theory of money, banking and currency. Knies was a vehement but
systematic critic of the classical school. According to him, Roscher was not a systematic
and clear critic of the classical school. He chided Roscher for approving the classical
method of analysis. He observed that Hildebrand also could not perfectly realise the
mission of Historismus. According to Knies, Hildebrand�s law of development was a
concession towards a pure theory. Knies believes that historical studies are the basis
of economic analysis, and that the economic system passes through a number of
different phases which are dependent on the stage of civilisation. No economic system
can be regarded as the final and as the last one.

According to Knies, there is nothing like economic laws. Every economic aspect
must be examined with reference to history. Economic generalisations are never
universally valid. They are simply relative in character. He rejected the cosmopolitan
view of economic laws. Knies criticised Hildebrand and Roscher for their failures. But
all these writers agree to the fact that historical studies are the only legitimate basis
for economic analysis. He paid a good deal of attention to the development of analytical
method in economics. He never advocated the use of a partial method of analysis. He
was well aware of the difference between economic history and political economy.

3.2.5  GUSTAV SCHMOLLER (1830-1917)

Gustav Schmoller was the founder of the younger historical school of Germany.
His book Outline of General Economic Theory (1900-1904) contained the most
outstanding contribution of Schmoller towards the development of the young historical
school. He presented a dynamic view of economic life. He was also interested in the
theoretical analysis of economic problems, and offered solutions to these problems.
He analysed the historical evolution of various economic institutions. In his analysis of
economic problems, he profusely used statistical analysis.

The most important contribution of Schmoller was his ideas on the use of
methodology. Unlike the members of the German historical school, Schmoller was in
favour of using both deductive and inductive methods of analysis. He said: �Induction
and deduction are both necessary for the science just as the right and left foot are
both needed for walking�. The same view was also later on accepted by Marshall.
The new historical school concentrated more on the practical problems.

Schmoller had the ambition to develop economic science through hisorical and
descriptive facts. He was a very liberal member of the historical school. Schmoller
believed in the existence of economic laws. He was very critical of the laws of
development propounded by Hildebrand. According to him, it is very necessary to make
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Noteseconomics more pragmatic for national policy and development. In his Grundriss
(Outline...), he dealt with a number of topics on economic problems.

Schmoller observed that all received economic theories, like Ricardian theories,
are not only useless but also pernicious. Schumpter noted that Schmollerian economics
was essentially a historical sociology. Schmoller made an attempt to study economics
in its organic perspective. But Schmoller�s search for the laws regulating the economic
organism failed. Since the time of Schmoller, the German historical school began to
slowly disintegrate, partly due to the induction of inferior members and partly due to
its bias in favour of an incomplete methodology, namely, deduction. As pointed out earlier,
the German historical school was eclipsed by the rise of the Neo-classical school.

3.2.6  FRIEDRICH LIST (1789-1846)

List is considered as the father of American Protectionism. The ideas of List were
influenced by the backward economic conditions of Germany, when List was writing.
List had, at the beginning, a liberal view about foreign trade. But this view was
subsequently changed. List wrote a very fascinating book, The National System of
Political Economy. List�s economic ideas are the best examples of relativist analysis.
His ideas on theories were the product of circumstances prevailing in the then Germany.
By 1830, the German states were asking for economic unity and uniform tariffs. In
fact, Germany was passing through a stagnant industrial period. This situation compelled
List to take interest in the study of the relevance of free trade.

List was strongly opposed to the cosmopolitan and absolutist notions of classical
political economy. List argued that the principles of classical political economy are not
applicable to all countries under all circumstances. By contrast, the principles introduced
by List were strongly nationalistic and historical. He examined the classical principle
with reference to the German economy, and came to the conclusion that classical
economics was not applicable to Germany.

Theory of Nationality
List gave importance to the necessity of study of every nation very carefully. He

said that every nation is a different world with its own problems, possibilities and
prospects. Every man forms a part of some nation and his prosperity as a human being
depends to a large extent on the political power of the nation. Nations are of unequal
strength. Every nation must pass through several stages of growth.

Ultimately, it will come to a stage when it will get independence and become a
strong power. List favoured economic nationalism for every nation. Thus, the political
economy of every nation is different from that of every other. The national economy
of every state shows the path along with its economy can grow, attain its economic
culture and can freely mix up with the other independent nations of the world. In finding
out this path of development, a nation cannot segregate economics from politics. He
did not approve of laissez faire or non-intervention by the government. He supported
the view that the government must come in the forefront of action for the economic
development of the country. The government must know how the productive power of
a nation can be increased, protected and maintained. List subordinated economics to
politics in general. The government must know the economic effects of every political
change in the country. List argued that in a country like Germany of that time, free
trade which displaced population and domestic industry was undesirable. List was in
favour of sacrificing the present for the future. According to List, the ultimate objective
of economic activity is the national development and development of economic power.
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Notes In this process, industry becomes a very potent force. He said that industry is a social
force which can itself create and improve labour and capital. In addition to improving
the present, industry can also give a direction for the future development of a nation.
Thus, List recommended the introduction of industrialisation even at the temporary loss.

Theory of Productive Power
List advocated the creation of potential productive power. He said that the potential

productive power is more important than the present productive power. He said that
the nation�s growth depends on the potential productive power. List did not accept the
labour theory of valuation. He said it is simply a shopkeeper�s theory. He is of the
opinion that every change in the government action influences the productive power
of the nation. In this connection, as already pointed out, List observed that the present
temporary gain may be sacrificed for the greater future gain. The crucial economic
magnitude in the process of development is not wealth but the productive power. In
the words of List: �The power of producing wealth is... infinitely more important than
the wealth itself.� List speaks of properly utilising the economic resources for the future
development of a nation. In this connection, List justifies protection to the developing
or infant industries. He criticises the classical notion of capital accumulation by saying
that the accumulation of exchange value is not at all important. In this connection, List
says that it is necessary to properly maintain the economic, political and moral institutions
of a nation. However, the best productive power of a nation is its manufacturing
industries. Therefore, it must be noted that a nation should develop, first of all, its
manufacturing sector. Manufactures permit a better utilisation of the product of a
country as compared to agriculture. He is of the opinion that tariff can be utilised an
instrument of industrial development.

Stages of Economic Development
According to List, an economy must pass through the following five stages of

development before it attains maturity. These stages are: (1) barbaric, (2) pastoral,
(3) agricultural, (4) agricultural-manufacturing, and (5) agricultural-manufacturing-
commercial.

List found that in the case of first three stages, free trade between the nations
will be very helpful, but economies in transition between the last two stages require
protection by the government until the final stage of development is attained. Similarly,
at the final stage of development, free trade can be helpful. In fact, in such a situation,
free trade will guard against retrogression and indolence of the manufacturing industries.
List observed that until all nations reached the final stage of development, international
competition is not justified, because the nations will be on an unequal footing. Therefore,
any exchange before the attainment of the final mature stage, will be an unequal
exchange. In this connection, he favoured the imposition of protection on the
underdeveloped German industries because at the same time the German economy
could not attain the final stage of economic development.

List was in favour of free trade in the first stage for the promotion of agriculture.
In the second stage, the nation should develop manufacturing industries. Foreign trade
should be developed in the third stage and protection measures may be adopted in the
fourth stage. Unrestricted competition can be allowed between nations only in the fifth
stage of development.

Protectionism
It must be noted that List was not out and out a protectionist. He felt that protection

was justified only at some critical stages in the history of development of a nation. He,
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Noteshowever, supported the view that for the growth of infant industries, it is necessary to
protect these industries. List was neither a protectionist nor a free trader. He was a
supporter of both. He observed that each policy must be considered against the
economic situation of a nation. The following are the important features of List�s theory
of protection: (i) Protection can be granted for giving industrial education and for attaining
industrial independence. (ii) No protection should be given to agriculture because it
will lead to higher food prices and higher cost of living. (iii) Equal protection should not
be granted to all types of industries. (iv) Protection should be granted to the infant
industries. (v) Protection is desirable for those industries which are facing foreign
competition. (vi) Protection should not be granted to the developed industries.

Evaluation
List adopted in his analysis the method of historical comparison. He has shown

the importance of the relativist economic analysis. He has also given a number of valid
points against the economic orthodoxy of classical liberalism. He has provided the
necessary springboard for the German Historical School. In an important sense, List
may be considered as the real forerunner of this school.

3.2.7 SUMMARY

The Historical School was first started in Germany in the forties of the nineteenth
century. It was the outcome of realistic research in the social sciences. The Historical
School developed the historical method of study. The school had two branches: the
older and the young.

Historical School is a reaction against the classical school of economic thought.
Historicism grew in Germany at a time when the German economy was backward,
and it was undergoing a process of economic development. There was an air of change
in every walk of life in Germany in the mid-nineteenth century. Germany, during this
period, witnessed the existence of the classical system of economic philosophy and
also a wave of economic liberalism.

The German economic thought was not till then strong enough to have any
independent philosophy of its own, and there was no strongly entrenched economic
doctrine prevailing in Germany. Theoretical economics had never become firmly
established in Germany. Schumpeter observed that theory was an alien plant in Germany.
It was therefore, a virgin soil for the growth of indigenous theory.

The Historical School levelled the following charges against the classical
economists: (i) The classical system of economy is too much individualistic. (ii) The
classical system of political economy is based on materialism. It is based on the concept
of monetary gain, optimum return and national wealth. (iii) The classical system is based
on the system of laissez faire. The system does not allow for the beneficial role of
the government. (iv) The classical school also neglected the role of environment and
institutions. Needless to say, they have important influences on the life of nations and
individuals. The classical economists have made a serious mistake by neglecting the
role of these very crucial factors. (v) According to the historical school, the classical
law or theory is supposed to be universal or absolute in character. This is great sin of
the classical economists like Adam Smith, Ricardo and Malthus. (vi) The classical
economists treated human beings as self-interested entities. (vii) According to the
historical school, the classical school has wrongly used abstractions and deductions.
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Notes The following points of criticism can be levelled against the historical school:
(1) Historical study is not always very helpful. Historical study provides some descriptive
facts. (2) Historical method recommends the introduction of induction or empiricism.
(3) In fact, the historical explanations of many historical events may be correctly known.
History itself requires explication. It is a mistake to observe that history alone can
provide explanation for every event. (4) Historical method is a partial method. There
is a counterpart of it known as the deductive method. Just as the deductive method is
not a complete method, so is the historical method. (5) The historical method put
emphasis on the question of relativism. It said that everything is relative in character.
But still it did not question the existence of the capitalist system. It did not say that
capitalist system is a relative system and a passing phase. (6) The historical school�s
criticism against the classical system was too much exaggerated. (7) The historical
school could not find out any historical law of Development.

In spite of the above points of criticism, the merits of historical school can hardly
be neglected. Historismus was clear enough in emphasising the importance of the study
of historical facts or empiricism. It provided a realistic and dynamic approach to the
study of economic problems. It also realised the importance of historical facts and
institutions. The school was responsible for the refinement of many of the classical
economic ideas.

Roscher introduced the importance of acknowledging the relative nature of
economic theories and laws. Political economy is really a relative science. He also
observed that institutions are partly good and partly bad. Economic relations between
individuals reflect a social and cultural evolution. In fact, the state is not just the sum
total of its members. It is more than that. Roscher was of the opinion that for
establishing an economic truth, more and more historical data should be studied. The
historical method attempts to combine organic, statistical and biological analyses to
discover certain laws. These laws are relative in character.

Roscher thought that economics cannot be meaningfully separated from other
disciplines and phenomena. Roscher used in his study many historical and statistical
data. However, in spite of all this, he was not able to establish any law of historical
development. He was unable to reorient the method of economic analysis.

Knies was the third member of the German historical school. His book was on
the Political Economy from the Standpoint of the Historical Method (1853). He
also wrote a book on Gold and Credit. His work on Gold and Credit is an outstanding
contribution to the theory of money, banking and currency. Knies was a vehement but
systematic critic of the classical school. According to him, Roscher was not a systematic
and clear critic of the classical school. He chided Roscher for approving the classical
method of analysis.

3.2.8 SELF ASSESSMENT QUESTIONS

1. Explain in detail the Historical School (1843-1883).
2. Discuss about the William Roscher.
3. Discuss the contribution of Bruno Hildebrand.
4. Explain in detail about Karl Gustav Knies.
5. Discuss about Gustav Schmoller and his contribution in Economics.

! ! !! ! !! ! !! ! !! ! !
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Objectives
After completing this chapter, you will be able to:
• Understand the Marginalism
• Know the Hermann Heinrich Gossen
• Understand about the Willian Stanley Jevons
• Know about John Bates Clark
• Understand Gustav Cassel

Structure:
4.1.1 Salient Features of Marginalism
4.1.2 Hermann Heinrich Gossen (1810-1858)
4.1.3 Willian Stanley Jevons (1835-1882)
4.1.4 John Bates Clark (1847-1933)
4.1.5 Augustine Cournot (1801-1877)
4.1.6 Gustav Cassel (1866-1945)
4.1.7 Summary
4.1.8 Self Assessment Questions

4.1.1  SALIENT FEATURES OF MARGINALISM

Economics became a science since 1870 with the rise of marginal economics.
Marginal economists introduced a new technique in the analysis of economic
phenomena. The new technique, known as marginal analysis, is the heart of marginal
economics. According to some economists, the real story of the growth of economics
as a science is the improvement of its technique. Marginal revolution was a revolt which
was in favour of a genuine liberation, a shift from compiled literary generalisations to
precise logical formulation. Marginal revolution of 1870 started with the discovery of
the principle of diminishing marginal utility which became the fundamental building block
of a new kind of microeconomics popularised by Jevons, Mengers and Walras.

The basic objective of Marginal economics was to search for the conditions under
which optimum results could be obtained by the allocation of scarce resources. For
the first time, economics became a science that sought to study the relationship between
given ends and given scarce means that have alternative uses. The dominant role of

Unit – IV
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Notes the concept of substitution at the margin accounted for the sudden appearance of
mathematical reasoning. Economic functions were assumed to be differentiable
continuous functions. The marginal economists wanted to attain the maximisation of
certain objective functions such as profit, utility and so on. The maximisation principle
was applied both in the case of households as well is in the case of firms. In the
consumer�s equilibrium, the marginal economics introduced equi-marginal principle.

The marginal principle was applied in the case of value, production and distribution.
The classical theory of value based on the concept of labour-embodied stood changed
as a result of the introduction of the marginal utiliity theory. The marginalists paid little
attention to the cost of production and laid more emphasis on utility. However, it was
Marshall who combined the classical notion of cost of production and marginalist notion
of utility demand. Marshall, in fact, was adhering to the new marginal analysis. The
entire neo-classical school adopted most of the major doctrines of the marginal school,
so much so that some people think that neo-classical and marginal schools are one
school. This is, however, not the fact. These two schools are in fact separate. But,
marginalism found its comprehensive application in the writings of Marshall who used
the marginal principle extensively in the explanation of demand, supply, production and
their interaction.

Marginal economists put emphasis on the attainment of equilibrium Economic
discussion shifted from total quantity to small changes in these totals. The contribution
of the marginal economists to the development of macroeconomics was almost nil.
The marginalists argued for the welfare-maximising effects of perfect competition. They
borrowed from the earlier English economists some subjective principles like human
rationality, equilibrium technique, importance of competition and so on. They added an
emphasis on demand. The market pricing of factors was explained by them on the
basis of their marginal productivity.

Marginalism is a new paradigm in economic science. However, this is not a new
principle. Even Ricardo and others were aware of the Margin, The concept of margin
was brought from the earlier economists. Be that as it may, some economists consider
marginalism as the economics of the rentier class, as Bukharin did. Marginal utility
analysis is regarded as nothing but the bourgeois answer to Marxism.

Marginalism (or Marginal Analysis) is generally thought to be an analysis of
economic behaviour. This theory of economic behaviour is based on the assumption
that the individual maximises something which is a function of a set of variables which
are relevant to the economic position of the individual and which are under his control.
Marginal analysis is nothing but a detailed spelling out of the theory of maximisation.
In the case of households, utility is maximised and in the case of firms, profit or sale
or output is maximised. Marginal analysis is still retained because it yields as conclusion
the assumptions about behaviour function which are the postulates of economic analysis.

The whole structure of microeconomic analysis has been developed through
marginalism. On the basis on marginal analysis, the old puzzle about the pricing of
diamond and water is easily solved, and the tail wagging dog demonstrated. The
importance of the marginal lies in the fact that proper attention to the margin will enable
consumers and producers to get the best out of their limited resources. On the part of
the consumer, the price would be equal to the marginal utility of the commodity
concerned; and as for the produces, the value under perfect competition in the long
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Notesrun must be equal to the marginal cost from the standpoint of supply. The profit of the
firm is maximised when marginal revenue equals marginal cost. This equality is a
necessary condition for the firm to be in equilibrium. Marginal analysis is applicable to
all types of markets � perfect competition, monopoly and monopolistic competition.
Marginal analysis has also been employed in macroeconomic theory. Keynesian
concepts of marginal efficiency of capital and marginal propensity to consume are based
on marginal analysis.

The concept of margin has also been used in the modern theory of distribution,
which is called marginal productivity theory. The Austrian school of thought has used
Ricardian marginal analysis. A distinction is made between pricing of output and of the
factors of production. Here again, marginalism is the technique which facilitates the
achievement of the result. The classical economists emphasised the problem of sharing
of national product between the factors of production more than the problem of
determination of the prices of factors of production. But between the two approaches,
there is an obvious similarity in that, the former can be said to be a mere aggregation,
at the level of the economy, of the picture at the micro level. Moreover, if the total
product of a firm is exhausted by the factors of production, as Euler�s theorem shows,
the sharing of national product is a direct consequence of the sharing at the micro
level. The modern as well as the classical treatment is known as the theory of
distribution. The classical economists, particularly of the Ricardian tradition, looked upon
distribution of the national product as an important element, in the explanation of the
behaviour of national product itself.

Ricardian theory of distribution is partly based on marginal principle which seeks
to explain the share of rent. Rent is nothing but the difference average and marginal
products. The marginal productivity theory of distribution which is essentially a neo-
classical theory developed by Marshall is partially derived from the marginal principle
of the Ricardian theory. In the simplest form, the marginal productivity theory states
that price of a factor is equal to its marginal productivity. An important corollary from
the marginal productivity theory is the Exhaustion theorem or Euler�s theorem which
demonstrates that if the production function is of the Cobb-Douglas type, total product
is exhausted, if every factor is paid a reward equal to its marginal product.

A familiarity with the marginal principle prepares our mind to note the difference
between transformation or opportunity relations, on the one hand, and preference
functions, on the other. The marginal analysis draws our attention towards the problem
of optimum, although there is no simple rule of finding it. At least, the principle points
out the illusion based average behaviour.

Marginal anlaysis is sometimes criticised as an analysis of behaviour But in its
generalised form, it is not an actual analysis of behaviour, but an analysis of advantage.
It, however, becomes an analysis of behaviour if we further assume that men always
act according to their best advantage, which is only rarely true.

But marginal analysis does not depict a true equilibrium system. In order to have
a true equilibrium, the second order condition, over and above the first, has to be satisfied
for a firm, which implies that the marginal revenue curve must be intersected by the
marginal cost curve of the firm from below. The great defect of the marginal analysis
is the absence of any information system. If we do not know where the optimum point
is located, we cannot move towards it. If the marginal cost curve or marginal revenue
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Notes is of way character, there is the possibility of occurrence of multiple equilibria and the
unique equilibrium may not be available for study.

Marginal analysis has been empirically challenged by studying the actual behaviour
of the firms. Thus, Hall and Hitch have shown that producers determine their selling
prices on the basis of full average cost, rather than marginal cost and marginal revenue.
Pricing is generally based on average cost plus some profit margin. But the study of
Hall and Hitch has been criticised by Haley and Machlup. Hall and Hitch did not put
forward a full alternative theory to marginal analysis. They studied the oligopolistic
concerns, whereas the marginal analysis is applicable to perfect competition. Recently,
Earley�s empirical study of 110 companies supports marginalism � not marginalism
on the sitting but marginalism on the wing. It appears that for its simplicity, the
generalised marginal analysis will hold sway until a better alternative is found out.

To sum up: Marginalism can be said to have the following characteristics:
(1) emphasis on resource allocation, (2) application of a distinct technique of analysis,
(3) introduction of static method, (4) emphasis on relative prices and not on absolute
prices as the classicals did, (5) consumption is emphasised, (6) distribution is based on
imputed values (marginal productivity of a factor), (7) emphasis on micro analysis,
(8) absence of class conflict, and (9) possibility of factor substitutability in production.

4.1.2  HERMANN HEINRICH GOSSEN (1810-1858)

Gossen�s Contribution to Economics
Gossen wiIl remain ever important in the history of economic thought for his

contribution to the development of marginal utility doctrine. He developed the marginalist
doctrine in his book, Development of the Laws of Exchange among Men (1854). It
is said that his contribution is well-comparable with the contribution of Copernicus.
According to Gossen, there exists some confusion in economic theory owing to the
lack of mathematical treatment. If mathematics is not introduced in economics, the
analysis cannot be complete and precise. Therefore, he suggested the mathematical
interpretation of economic analysis. He even pointed out that while it is not possible to
measure absolute quantities of satisfaction, comparisons can always be made on the
basis of geometrical principles. His book is an attempt to interpret economics on the
basis of mathematics. Gossen�s book is the result of twenty years of research and
meditation.

Gossen is a utilitarian philosopher. He asserts that every man should try to raise
his enjoyment of life to a maximum. On the basis of satisfaction and utility, Gossen
has formulated the following three principles or laws:

1. The marginal utility derived from the consumption of any particular commodity
goes on decreasing as the consumer increases the consumption of that
commodity. This process goes on, till the relevant want is completely satisfied
and the point of satiety is reached. This is the first law of Gossen, which can
be regarded as the law of diminishing marginal utility.

2. Gossen states that when a consumer is to consume different goods, then he
equates their marginal utilities in order to derive maximum satisfaction from
the total consumption.
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NotesThus, if he consumes three goods (x, y and z), he will equate the marginal
utilities of these goods divided by their respective prices.
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This is the second law of Gossen. In modern times, this law is known as the
Law of Equi-marginal Utility. Obviously, this law applies to a situation where
the consumer is not able to satisfy all his wants at a time completely.

3. Gossen�s third law follows from the above two laws. Since the marginal utility
of a good diminishes with its stock, the good will have positive marginal utility
only so long as its supply falls short of its demand. If the supply is in a position
to satisfy the wants fully, the marginal utility of the commodity will come down
to zero.

These laws are based on assumption of rationality on the part of consumers. It is
also based on the assumption that every consumer wants to maximise his pleasure
and minimise his disutility (or pain).

According to Gossen, things have value in proportion to their ability to satisfy the
wants. On the basis of this, Gossen has divided commodities into the following three
types:

(i) There are goods which have all the properties of satisfying wants. These
commodities are called �consumer goods�.

(ii) There are some commodities which cannot alone satisfy completely the needs
of the consumers. These commodities are called �complementary goods�.

(iii) There are goods like land, machinery and so on which have an indirect value
due to their ability to produce goods of the other two classes. These goods
are called �producers� goods�

Gossen has also, in this connection, developed his Theory of Imputation.

According to Gossen, goods which can satisfy only one type of want have limited
consumption and use. Regarding the contribution of cost, Gossen states that the different
goods require different degrees of exertion (disutility) for their production. He says
that the value of a commodity reaches its maximum when the quantity AB is produced,
i.e., when production is continued up to the point which equalises disutility (difficulty)
and the utility (value). This is shown in the following diagram.
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Notes In order to achieve maximum satisfaction, men have to spend their time and energy
in such a way that the last unit of any one satisfaction is equal to the amount of disutility
which will be caused if that unit is produced in the last moment of exertion (i.e., at the
margin of disutility).

Gossen has always distinguished needs from luxury or pleasure. The meanings
of these concepts are self-explanatory.

However, Gossen has emphasised the subjective aspects of value. His classification
of goods into different types is suggestive of Menger�s analysis. Gossen�s theory of
value remained, in a sense, incomplete. Gossen gave more importance to utility rather
than to the cost of production. Cost of production was looked upon as a form of disutility.
He equated marginal utility (value of the good) with the marginal disutility of its
production. However, Gossen�s analysis of marginal utility is very precise and complete.
But the chief criticism levelled against Gossen is that his analysis lacks elegance and
clarity in exposition. Gossen anticipated much of the recent developments in the theory
of economics. He developed the subjective side of value and formulated the idea of
marginal utility of value. Jevons drew most of his inspiration from the writings of
Hermann Heinrich Gossen. In fact, Jevons� theory of value is based on Gossen�s ideas
on utility.

4.1.3  WILLIAN STANLEY JEVONS (1835-1882)

Jevons�s Contribution to Economic Analysis
Jevons attempted a comprehensive theory of value on the basis of the earlier utility

analysis. His main work, The Theory of Political Economy, was published in 1871.
According to him, economic laws can be reduced to certain basic mathematical
principles and these principles can be derived from human actions. Jevons maintained
that value depends entirely on utility. Utility can be defined as the quality possessed by
an object of producing pleasure and preventing pain. He has distinguished between
total utility and final degree of utility. His final degree of utility can be regarded as
marginal utility. According to him, the final degree of utility decreases as the quantity
of commodity increases. According to Jevons, value is equal to the final degree of
utility. Total utility never interested Jevons. To Jevons, final degree of utility was more
important than total utility. He also did not entertain the idea of interpersonal comparison
of utility. In Chapter 3, he defined utility as �the abstract quality whereby an object
serves our own purpose, and becomes entitled to rank as a commodity. Whatever can
produce pleasure or prevent pain may possess utility.� The utility, however, is not
proportional to the quantity of the commodity, but quantity does influence its amount.

The relationship between the amount of commodity and the utility has been
explained by Jevons in terms of a figure, as given below.
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In the above diagram, each rectangle measures the utility of an increment of food.
As the first two increments were vital to life, according to Jevons, they can be left as
undefined. In fact, they had no limit. In case, we assume that the increments of foods
are infinitely small, we can draw a continuous line as in the diagram 7.3.

The figure 7.3 shows total utility as an area and the degree of utility as a line,
such as CD. If u means the whole utility of consuming x, then u is a function of x. In
the above figure, DF is an increment of x, DCEF is an increment of u and CD is an
increment of u, increment of x or the degree of utility. Since the limit of increment of
u, increment of x is du/dx, the degree of utility can be regarded as the differential
coefficient of u as a function x.
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The final degree of utility is the utility from the last unit of the commodity. Jevons
observes that the concept of final degree of utility is very crucial for economic theorising.
On this basis, one can very easily explain away the diamond-water paradox. Water
has almost no value in a temperate climate simply because the supply of water is so
abundant in relation to its demand that its final degree of utility is reduced to nearly
zero.

According to Jevons, economics is concerned with the maximisation of total utility
in the context of given wants. Total utility, however, is maximised when a commodity
is distributed over different uses in such a way that its final degree of utility is the
same in every use. This law is the adaptation of Gossen�s second law. In modern times,
this law is interpreted as the law of equi-marginal utility or satisfaction. Jevons�
contribution lies in analysing value in terms of subjective utility analysis. The classical
theory of value was objective in the sense, that it took into account the whole social
process in the determination of value and entirely neglected the subjective factors.
Jevons was not satisfied with the classical objective theory of value. He, therefore,
introduced his subjective theory of value based on utility.
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Jevons also introduced the theory of exchange which explained prices in actual
markets. His concept of market included at least two persons trading in commodities.
Each trader was aware of the supply and the price response of the commodities. Every
trader wanted to maximise his own interest (profit) and exchange in the market takes
place on the basis of that slightest possibility of profit. According to Jevons, competitive
market requires complete knowledge for its smooth functioning.

Jevons introduced the concept of trading body for the management of demand
and supply in the market. Trading body was designed to solve the problems of price
determination in the market. However, his concept of trading body is not different from
the concept of individuals in the market. Jevons explained the problems and difficulties
involved in the process of market exchange. He also realised the importance of bargaining
capacities of buyers and sellers in the market. Jevons also recognised the possibility of
market distortion through differing marginal utilities of money of different persons
operating in the market. He observed that exchange produced equality of degrees of
utility for every individual. Exchange maximises utility only for a given income
distribution.

According to Jevons, labour changes the supply of a commodity and thereby
changes the final degree of utility (marginal utility). In this way, labour can have some
effects on prices. But he remarks that labour is never the cause of value because
value depends on the final degree of utility. In this explanation, cost of production
determines supply, and supply determines final degree of utility which determines the
value of a commodity.

Jevons did not give any complete theory of distribution. His analysis of distribution
depended mainly on Ricardo�s theory of distribution. He, of course, anticipated Austrian
capital theory. He explained the possibility of backward-sloping supply curve of labour.
His rent theory was purely in nature. In the analysis of wage, Jevons explained the
importance of the balance between pleasure and pain. This can be explained in the
figure below.

Fig. 4.1.4

In the figure, hours of work are shown on the horizontal axis and marginal utility
on the vertical axis. The top curve which measures the utility of the wage to the labourer
declines gradually according to the law of diminishing satisfaction. The bottom curve
measures the disutility or pain of the labour to the worker. Every work involves some
disutility. Since initially every work involves some inertia, the bottom curve has a
negative portion to the left of E. Some moderate amount of labour gives pleasure and
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Notestherefore, it can be depicted by the segment between E and F. Larger and larger amount
of work will cause pains and drudgery and can be explained by the negative segment
to the right of F. The point at which BC and CD become equal is the amount of labour
which will equate the pain of the work with the utility of the wage, and labour will stop
there.

It should be noted that Jevons� theory of exchange is till now considered as very
relevant. For the analysis of exchange problems in economics concerning individual,
he gave us the law that the ratio of exchange of any two commodities will be the
reciprocal of the ratio of the final degree of utility of the commodity available after the
exchange is completed. To convert Jevons� expression into the modern consumer�s
allocation formula, we can say that an equilibrium allocation of expenditures implies
the satisfaction of the following situation:
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(Where, MUx is the marginal utility of commodity x, MUy is the marginal utility
of commodity y, Px is the price of x and Py is the price of y.)

In this analysis, Jevons does not assume cardinal measureability of utility. He is
simply interested in the ratio of marginal utility.

Despite many shortcomings of Jevons� contributions to economic analysis, he is
still regarded as a major analytical economist of the same rank as Gossen, Menger
and Walras. According to Eric Roll, �Jevons made the scattered fragments of earlier
utility analysis into a comprehensive theory of value, exchange and distribution.�

4.1.4 JOHN BATES CLARK (1847-1933)

J.B. Clark is an American marginalist. He independently used the marginal utility
concept in the analysis of production and distribution. He had three complaints against
the classical economists: (i) the classical economists did not realise that society is an
organism, (ii) they wrongly emphasised competition. Competition was only a temporary
phase, (iii) by postulating economic man, the classical economists neglected the real
motive of human behaviour. Clark wanted to remove the classical defects from his
analysis.

Clark�s Contribution to Economics
Clark wanted to confine himself to deductive analysis. He used a unified

philosophy for the analysis of economics which was absent in the American economic
thought. Marshall in England and Clark in the United States adjusted the situation in
the fine spirit of scientific continuity.

Methodology
Clark based his analysis on marginal principle. The exposition of marginal

productivity principle is the most important contribution of J.B.Clark. In analysing so,
he postulated individual freedom, private property, mobility of labour and capital and
the desire of the individual to satisfy certain basic ones. Clark pointed out that society
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is like an organism and the economic laws are valid only if the moral sense of the
society approves of those laws. He also used static and dynamic analysis. Clark divides
the economic universe into three parts. The first explains the universal laws which are
related to isolated human beings. The second and the third are related to static and
dynamic socio-economic phenomena.

Clark abandoned the limitation of the economic man by removing the distinction
between productive labour and unproductive labour. He made a distinction between
marginal utility and effective utility. Effective utility is measured by the alteration in
the subjective conditions. Clark also introduced the concept of social value in explaining
economic phenomena.

Clark�s Marginalism
Clark�s economic analysis was essentially static in character. He enunciated five

principles according to Paul Homan for the explanation of economic phenomena. These
are: (i) capital and labour are freely mobile, (ii) economic activity is motivated by man�s
attempt to satisfy wants, (iii) private property is the basic social institution,
(iv) governmental interference should be selective, and (v) individual freedom operates
through competition.

Marginal Utility Theory of Value
Clark�s theory of value is essentially the same as Jevons� theory. He, however,

worked on this theory independently. Clark expanded the marginalist theory of value
by considering both qualitative and quantitative increments. He thought that most
economic goods are not simple utilities but bundles of utilities. Value, according to Clark,
is a measure of utility. Clark focussed on the fact that the last increment of a good
does not alone determine price every time, but an increment of quality in that incremental
good generally does. Value is determined by final utility which is a combination of many
utilities like necessity, luxury and so on.

Marginal Productivity Theory of Distribution
In his book, The Distribution of Wealth, Clark specifically mentioned that final

productivity is the regulator of value for every factor of production. Clark recognised
that the returns to labour and capital can be expressed as a differential surplus. This
can be shown in the following figure.

Fig. 4.1.5
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NotesIn the figure, BC is the marginal product of labour (CD is the wage rate), the
wage bill for AD workers will remain AECD and EBC will be the differential surplus
which goes to the capital in the form of interest. In this way, he showed that the return
to every factor can be calculated on the basis of marginal productivity of the factor.

It has to be noted that Clark was successful in integrating the theory of distribution
and the theory of value with the help of the same marginal principle. The marginal
productivity theory used by Clark is an extension of the Ricardian rent principle.

Clark limited his analysis to two factors: labour and capital. He realised that when
all factors are paid according to their marginal productivity, the total product would be
exhausted. This is known as the adding-up theorem. Thus, A, B, C can be regarded
as the three factors of product: each discrete and homogeneous, and P is the product.
The production function then defined as P = f (A, B, C). It is assumed that the production
function is of the form, such that if P = f (A, B, C) then, mP = f (mA, mC), for all
positive values of m. Thus, it follows from the rules of partial differentiation:
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The above expression means that the total product equals the quantities of various
factors multiplied by their respective marginal productivities. This theorem is valid if
there is a constant return to scale. From here, Clark observed that when every factor
is being paid according to its marginal productivity, there is no question of exploitation
of any factor of production as pointed out by the classical economists. Clark also does
not find any disharmony of interest among the different classes of people in a society.

Critical Estimates
1. Clark�s theory is not a supply and demand theory of price. He did not take

into account the demand and supply factors. This is regarded as a weakness
of his theory.

2. Clark has used purely static and competitive conditions where uncertainty
and risk are absent.

3. Clark considered marginal productivity theory on the basis of the normative
principle. He used this theory to justify income distribution under competition.

However, despite the above points of criticism, Clark�s contribution can be regarded
as substantial. He also provided inspiration and leadership to a large number of leading
economists of his time. He is also one of the founders of marginal analysis.

4.1.5  AUGUSTINE COURNOT (1801-1877)

Cournot was a mathematical economist. He interpreted economics in his own
original way. He wrote a number of books including Researches into the Mathematical
Principles of the Theory of Wealth (1838), Principles of the Theory of Wealth
(1863), and Review Summary of Economic Doctrines (1876). He also wrote
extensively on the theory of political economy.
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Economic Theory
Cournot explained he importance of mathematics in the analysis of economics.

He examines meticulously the theory of price. According to him, demand for an article
varies with its price, but demand, supply and price are all interrelated variables. He
analysed the theory of demand. He was responsible for the introduction of demand
curve in economic analysis. He stated that demand is a function of price D = f (P).
The quantity demanded is a function of a number of variables such as income, wealth
and so on. But these are assumed as constant at the time of drawing the individual
demand curve for a commodity. Cournot, however, noted that if any one of the above
variables changes, the demand for the commodity ultimately changes. Cournot
understood the importance of the assumption of other things remaining the same
(ceteris paribus). His law of demand is similar to the modern conceptions of the
demand function.

Cournot gave much importance to empirical analysis based on observations of
facts. Cournot rejected utility as the foundation of the demand analysis presented by
him. He observed that sales or demands increase when price decreases. He was
concerned with the average annual price. Cournot explained the theoretical foundation
of negatively-sloped demand function.

Monopoly
Cournot explained the profit-maximising behaviour of monopolists with reference

to his classic example of the proprietor of a mineral spring. Cournot demonstrated that
a monopolist does not necessarily charge the highest price, although he can get it. A
monopolist generally adjusts his price so as to maximise his net income. In the case of
zero cost, the monopolist will maximise his gross income. This occurs when the marginal
cost duals the marginal revenue. In the case of zero cost, a maximum occurs when
marginal revenue equals zero. Cournot�s analysis of monopoly can be explained with
the help of the following figure.

Fig. 4.1.6
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NotesAs shown in the figure, the owner of the mineral water having zero cost will adjust
the sale of mineral water in such a way that he is able to sell OB amount at BP price.
At this quantity, the marginal revenue is equal to marginal cost, i.e., MR = MC = zero.
As shown in the figure in the case of zero cost, the total revenue curve (TR) becomes
the profit function N0. Cournot established that profit will be maximum at a point where
MR = MC, and this point of output is OA and price will be AP. It is to be noted that in
this case of positive cost, the output would be lower and the price will be higher than
those in the case of zero cost. The mineral spring is not operated to maximise gross
returns at OB but to maximise the net returns at OA. Needless to say, Cournot�s work
on monopoly is well-comparable with any one of the modern works in the same subject.

Duopoly Model
Cournot is very famous for his duopoly analysis. His theory of duopoly is based

on the assumptions that buyers quote prices and sellers merely adjust their output to
those prices. Every duopolist calculates the demand function for the product and then
sets the quantity sold. In this process, he assumes that his rival�s output remains
unchanged. In this situation, it is possible to have a determinate solution. Cournot�s
solution is given in the figure below.
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In this figure, Cournot has introduced the reaction curves. Every reaction curve
shows the optimum output of one duopolistic as a function of the output of the second
one. It should be noted that in a duopoly, there are two sellers, A and B, both of whom
know the aggregate demand curve for their product which is perfectly homogeneous.
Cournot takes the case of mineral water. In order to analyse the duopoly problem,
Cournot developed a new tool of graphical analysis known as reaction curve. As per
the figure, A is producing A1 and B is producing B1, whereupon, A will produce A2 and
B will produce B2 and so on. The output will tend to have equilibrium values, A0 and
B0. The point of equilibrium would be P. At this point, the duopolists will share the
profits and charge a common price which is lower than the simple monopolist�s price
but higher than the price in a perfectly competitive market. According to Cournot, the
output under duopoly will be two-thirds of the output produced under perfect competition.
In fact, output can be determined by the formula: n/n + 1 (where n is the number of
producers). Thus, if the number of producers is 2, the output would be 2/3 times of the
competitive output. If there are five producers, the quantity of output to be produced
would be 5/6 times the competitive output. Cournot pointed out that if there is collusion
between the two duopolists, the result would be a monopoly. This will have its effect
on output and price.
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Cournot was an original writer. He provided many theoretical innovations in his

analysis of economic problems. He analysed many important problems in economics
such as a discussion on stability conditions of various economic equilibrium, composite
and derived demand and also a clear statement of the simple competitive model.
However, of all these, Cournot�s reputation lies in his analysis of monopoly and duopoly.
But, subsequently many of the assumptions of Cournot were changed by later theorists
like Edgeworth and Bertrand. Bertrand criticised Cournot�s solution of duopoly, and
suggested that it can be assumed that the sellers set prices and that every seller
determines his price on the assumption of his rival�s price. He found that this is more
realistic than the output setting behaviour of the duopolist. Similarly, Edgeworth modified
Cournot�s analysis of monopoly and introduced uncertainty of mutual reactions.

Be that as it may, many of the important developments in the areas of monopoly
and duopoly in our times are explained with reference to the solution already attempted
by Cournot. His simple model till now stimulates many ideas on similar problems in
economics. He had a grand insight into economic theories. He was, moreover, equipped
with the necessary tool kit of analysis of explaining the economic problems on empirical
foundation. However, unfortunately, economic historians could not properly appreciate
the contributions of Cournot.

4.1.6  GUSTAV CASSEL (1866-1945)

Cassel was a Swedish economist. He can also be categorised as a mathematical
economist. He is renowned for his work on monetary economics. He was the author
of many publications, including The Nature and Necessity of Interest, The Theory of
Social Economy, World�s Monetary Problems and so on.

Price and Value
Cassel in his Social Economy explained price and value systems. Cassel thinks

that human wants are unlimited but the means to satisfy these wants are limited.
Therefore, there must be a proper adjustment between the limited resources and the
unlimited wants. According to him, the system of price can be an instrument for checking
the human wants. He took note of the scarcity problem in the economy. He rejected
the theory of value and the theory of marginal utility. According to him, economic theory
is not able to deal with reality. It is indeed very difficult to know value in the proper
sense of the term. The subjective value has no scientific basis. Therefore, it can be
relegated to the background. He wanted to make the science of economics objective
and abstract. Although he took for granted the existence of utility, still he discarded
the concept of utility at the margin. He wanted economics to be a science dealing
with empirical things. To him, scarcity was the fundamental basis of price. In this
connection, he explained the equilibrium price which was determined at a point of
intersection between total demand and total supply. However, Cassel observed that it
is very difficult to measure the emotional intensity of demand by any means excepting
the measuring rod of money. This is one of the ways in which one can get an idea
about the subjective valuation of a commodity. When value is expressed in this way
by money, we get the price. Thus, it is more meaningful to speak about price than
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Notesabout value. An exchange economy which deals with money must use the expression
�price� and not �value�. The concept of value must be excluded from the science of
economy.

General Equilibrium
Being a mathematical economist, Cassel has discussed the pricing process through

a system of analysis known as general equilibrium. In this analysis of general equilibrium,
he has taken into account a set of demand functions, such that every demand function
for every good is dependent on the price of the good and also on the prices of other
relative goods. Cassel assumed a trendless economy with perfect competition. In his
analysis, the demand for every good must be equal to its supply in equilibrium. In his
analysis, supply depends on the factors of production available. The prices of the factors
of production are regarded equal to the prices of the goods and services they produce.
The prices of factors of production are related to the money income of those factors.
In this way, Cassel shows interrelationship and interdependence in the economic system,
and through a set of simultaneous equations, he presents the demand, supply and prices
of all goods and services available in the economy. He then arrives at a determinate
solution to the problem of general equilibrium much like the same way as the Walrasian
general equilibrium analysis. Such a solution can give us a set of relative prices. In this
system, if one price is specified, all the of her prices can also be specified. We can
have different sets of equilibria. Every equilibrium value would be different from every
other equilibrium value. When the variables are changed, a new equilibrium would be
created. In his system, there are a number of equations for finding out a number of
prices. If the prices are known, demand for every commodity can be estimated. In his
subsequent analysis, Cassel relaxed many of the assumptions and got more realistic
results. He also analysed the problem of price determination in a dynamic economy.
However, Cassel was more concerned with the determination of relative prices and
not so much with absolute prices.

Monetary Theory
He discussed the problem of monetary economics and the effects of gold and

other standards on the price level. Cassel was not happy with the marginal productivity
theory of distribution. Cassel pointed out that a trade cycle occurs because of the
fluctuations in the production of durable capital and its use. Rate of interest is the
outcome of waiting for a period of time for the durable good. It is the waiting, that is,
the time factor involving a sum of money, which generates the rate of interest. Cassel
observed that the rate of interest cannot fall below a critical minimum rate.

Purchasing Power Parity Theory
According to this theory of Cassel, the external value of a currency depends upon

its internal purchasing power. The equilibrium rate of exchange between two currencies
must stand essentially as the quotient of the internal purchasing power of these
currencies. Thus, if £15 has the same purchasing power as ` 10, the rate of exchange
should be £1.50 = Re.1. In other words,
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Notes The rate of exchange between £ and Re. will be equal to the ratio between the
purchasing power of each currency. The purchasing power parity theory of Cassel is,
however, only true under special conditions.

1. Contribution of Walras: A Walrasian auction, introduced by Leon Walras, is
a type of simultaneous auction where each agent calculates its demand for the good
at every possible price and submits this to an auctioneer. The price is then set so that
the total demands across all agents equals the total amount of the good. Thus, a
Walrasian auction perfectly matches the supply and the demand.

• Let x = { x1, ..., xL } represent an allocation of goods to L consumers. (Each
element of the above list is itself a vector of n goods.)

• Let w = { w1, ..., wL } represent the initial endowments of the L consumers.
• Let p = ( p1, ..., pn ) represent a vector of n prices.

Walrasian equilibrium is represented by a list (x*, p*) such that

• x*l is preferred to xl for all xl that satisfies the budget constraint
p* xl ≤ p* wl

That is, all consumers maximize their utility.
• Demand does not exceed supply for each good. That is,
Σl ( x

*l - wl ) ≤ 0
Define an aggregate excess demand function z(p) = Σl x

*l(p) - wl.

• If each consumer has strictly increasing and strictly convex preferences, then
z(p) is continuous.

• z(p) is homogeneous of degree 0.
• Walras� law holds: p z(p) = 0.

Proof of Walras� law
Since utility functions are strictly increasing, the budget constraint holds as equality.

The budget constraint for consumer l is

p xl = p wl

Sum over all l, we get p Σl xl = p Σl wl which is precisely Walras� law.

The practical significance of Walras� law is that if z1 = z2 = ... = zn-1 = 0 and if pn
> 0, then zn must be zero. This says that in computing the competitive equilibrium, we
just have to make sure that n-1 of the markets clear. Once this is satisfied, the n-th
market also clears.

To prove the existence of Walrasian equilibrium, we need a fixed-point theorem:

Brouwer�s fixed-point theorem
If f: S → S is a continuous mapping from a compact and convex set S to itself,

then there exists some x in S such that x=f(x).

Proof of existence of Walrasian equilibrium
Since excess demand functions are homogeneous of degree 0, whenever z(p*) ≤

0, we have z(tp*) ≤ 0. In other words, whenever (x*, p*) is a competitive equilibrium,
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Notes(x*, tp*) is also a competitive equilibrium. We normalize prices in such a way that they
always sum to 1. Hence, we restrict our attention to prices that belong to the n-1
dimensional unit simplex:

S = { p in R+
n : &sumi=1

n pi = 1 }

Define the mapping g: S → S by

gi(p) = [ pi + max{0,zi(p)} ] / [ 1 + Σj max{0,zj(p)} ]

Note that g is continuous and the range of g is in S because Σi gi = 1. So g is a
continuous mapping from S to S. By Brouwer�s fixed-point theorem, there exists a p*

such that p* = g(p*).

We want to show that this p* is a Walrasian equilibrium. From the fixed-point
property of p*, we have, for i=1, ..., n,

pi
* = [ pi

* + max{0,zi(p
*)} ] / [ 1 + Σj max{0,zj(p

*)} ]

Cross-multiply to get:

pi
* Σj max{0,zj(p*)} = max{0,zi(p*)}

Multiply the i-th equation zi(p*) and sum over all the n equations:

Σi pi
* zi(p*) Σj max{0,zj(p*)} = Σi zi(p*) max{0,zi(p*)}

By Walras� law, the left side of the above equation is 0, so

Σi zi(p*) max{0,zi(p*)} = 0

But each of the n terms in this sum is non-negative. So for the sum to be equal
to 0, we must have zi(p*) ≤ 0 for each i.

First Welfare Theorem
If an allocation (x, p) is Walrasian equilibrium, then x is a Pareto efficient allocation.

Proof:  Let x� be a feasible allocation that everyone prefers to x. Then, for every
consumer l, the bundle x�l must be beyond l�s budget:

p wl < p x�l

Sum over all l and using the fact that x� is feasible, we arrive at a contradiction:

p Σl wl < p Σl x�l = p Σl wl

Second Welfare Theorem
Suppose x* is a Pareto efficient allocation in an economy with endowment vector

w. Assume that preferences are convex. If the endowments are redistributed so that
the new endowment vector is x*. Then x* is a competitive equilibrium allocation
associated with this economy with endowment vector x*.

Proof: Since preferences are convex, the aggregate excess demand function for
the economy with endowment vector x* is continuous, so a Walrasian equilibrium exists.
Let (x~, p~) be a Walrasian equilibrium for this economy. We want to show that (x*,
p~) is a Walrasian equilibrium.
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Notes Since in Walrasian equilibrium everyone prefers the equilibrium bundle to his
endowment bundle, we must have

ul(x~l) ≥ ul(x*l)

But x* is a Pareto efficient allocation. There cannot be any other feasible bundle
that makes everyone strictly better off. So the above inequality must hold as an equality.

ul(x~l) = ul(x*l)

Now, this equation implies that if x~l solves max ul(xl) s.t. p~ xl ≤ p~ x*l  then x*l

must also be a solution to the same problem. In other words, x*l maximizes l�s utility
subject to the budget constraint at prices p~. Furthermore, x* ≤ w by definition of
feasibility. So (p~, x*) must be a competitive equilibrium.

It should be noted that the endowments need not be redistributed to x* to make
the second welfare theorem work. Any new endowment vector x� that satisfies p~ x�l

= p~ x*l for all l will equally does the trick.

4.1.7 SUMMARY

Marginal economists put emphasis on the attainment of equilibrium. Economic
discussion shifted from total quantity to small changes in these totals. The contribution
of the marginal economists to the development of macroeconomics was almost nil.
The marginalists argued for the welfare-maximising effects of perfect competition. They
borrowed from the earlier English economists some subjective principles like human
rationality, equilibrium technique, importance of competition and so on. They added an
emphasis on demand. The market pricing of factors was explained by them on the
basis of their marginal productivity.

The concept of margin has also been used in the modern theory of distribution,
which is called marginal productivity theory. The Austrian school of thought has used
Ricardian marginal analysis. A distinction is made between pricing of output and of the
factors of production. Here again, marginalism is the technique which facilitates the
achievement of the result. The classical economists emphasised the problem of sharing
of national product between the factors of production more than the problem of
determination of the prices of factors of production.

Ricardian theory of distribution is partly based on marginal principle which seeks
to explain the share of rent. Rent is nothing but the difference average and marginal
products. The marginal productivity theory of distribution which is essentially a neo-
classical theory developed by Marshall is partially derived from the marginal principle
of the Ricardian theory. In the simplest form, the marginal productivity theory states
that price of a factor is equal to its marginal productivity. An important corollary from
the marginal productivity theory is the Exhaustion theorem or Euler�s theorem which
demonstrates that if the production function is of the Cobb-Douglas type, total product
is exhausted, if every factor is paid a reward equal to its marginal product.

According to Gossen, there exists some confusion in economic theory owing to
the lack of mathematical treatment. If mathematics is not introduced in economics,
the analysis cannot be complete and precise. Therefore, he suggested the mathematical
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Notesinterpretation of economic analysis. He even pointed out that while it is not possible to
measure absolute quantities of satisfaction, comparisons can always be made on the
basis of geometrical principles. His book is an attempt to interpret economics on the
basis of mathematics. Gossen�s book is the result of twenty years of research and
meditation.

Gossen is a utilitarian philosopher. He asserts that every man should try to raise
his enjoyment of life to a maximum. On the basis of satisfaction and utility, Gossen
has formulated the following three principles or laws: (1) The marginal utility derived
from the consumption of any particular commodity goes on decreasing as the consumer
increases the consumption of that commodity. (2) Gossen states that when a consumer
is to consume different goods, then he equates their marginal utilities in order to derive
maximum satisfaction from the total consumption. (3) Gossen�s third law follows from
the above two laws. Since the marginal utility of a good diminishes with its stock, the
good will have positive marginal utility only so long as its supply falls short of its demand.
If the supply is in a position to satisfy the wants fully, the marginal utility of the
commodity will come down to zero.

Cournot provided many theoretical innovations in his analysis of economic problems.
He analysed many important problems in economics such as a discussion on stability
conditions of various economic equilibrium, composite and derived demand and also a
clear statement of the simple competitive model. However, of all these, Cournot�s
reputation lies in his analysis of monopoly and duopoly.

According to him, the system of price can be an instrument for checking the
human wants. He took note of the scarcity problem in the economy. He rejected the
theory of value and the theory of marginal utility. According to him, economic theory
is not able to deal with reality. It is indeed very difficult to know value in the proper
sense of the term. The subjective value has no scientific basis. Therefore, it can be
relegated to the background. He wanted to make the science of economics objective
and abstract. Although he took for granted the existence of utility, still he discarded
the concept of utility at the margin. He wanted economics to be a science dealing
with empirical things. To him, scarcity was the fundamental basis of price. In this
connection, he explained the equilibrium price which was determined at a point of
intersection between total demand and total supply.

4.8.8 SELF ASSESSMENT QUESTIONS

1. Mention the salient features of Marginalism.
2. Explain the contribution of Hermann Heinrich Gossen in Marginalism.
3. Discuss about the contribution of Willian Stanley Jevons in Economics.
4. Write a note on John Bates Clark and his explanation.
5. Explain the contribution of Augustine Cournot and Gustav Cassel.

! ! !! ! !! ! !! ! !! ! !
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Notes

Unit

4.2 THE AUSTRIAN SCHOOL �
MENGER, WIESER,

BOHM BAWERK

Objectives
After completing this chapter, you will be able to:
• Know Carl Menger
• Understand about the contribution of Freidrich Von Wieser
• Know about Eugenvon Bohm Bawerk

Structure:
4.2.1 Carl Menger (1840-1921)
4.2.2 Freidrich Von Wieser (1851-1926)
4.2.3 Eugen Von Bohm Bawerk (1851-1914)
4.2.4 Summary
4.2.5 Self Assessment Questions

4.2.1  CARL MENGER (1840-1921)

Carl Menger�s �Principles of Economics� was published in 1871. According to
some, Menger�s claim to the invention of marginal principle was as good as Jevons�s.
Menger is sometimes regarded as a marginal economist. In what follows, we will
examine some of the contributions of Menger in the different areas of economics.

Methodology of Economics
Menger considered individual as the centre of economic analysis. But his approach

is quite different from that of others. Menger observes that the atomistic approach is
a methodological necessity and that it has no ethical foundation. Menger was the first
economists to invent subjective theory of value which is free from hedonist philosophy.
When Menger was writing, the Historical School was at the apex of glory. However,
Menger castigated the historical method of study of economic phenomena. He was
not in favour of exclusive emphasis on the historical method of studying economic
problems. He also criticised the German Historical School for neglecting altogether
the deductive method of study. Menger reverted to the classical deductive method of
analysis, with some modifications.
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NotesThe Menger-Schmoller controversy, known as Methodenstreit, was a significant
step forward in the realm of economic methodology. The historical school was against
economic laws and economic theory. The school preferred the term �economic
regularities� and also substituted the term �doctrine� in place of economic theory.
According to the German historical school, economic theory was not really necessary
for scientific research. Menger was in favour of the deductive method and the theoretical
analysis of economics. This does not mean that he was against the historical method.
He simply pointed out that historical method alone was insufficient. Menger emphasised
on subjective factors and defended self-interest, utility maximisation and complete
knowledge as the grounds upon which economics must be built.

Goods
Menger made a systematic discussion on different types of goods prevalent in an

economy. Menger classified goods according to the directness with which they satisfied
human wants. Goods of the first order satisfied human wants immediately. Goods
of the second and higher order satisfied human wants only indirectly. Goods of the
first order are mostly consumption goods, whereas goods of the second and higher
orders are capital and production goods. In order that a thing may be a good, it must
satisfy the following four conditions:

1. There must be a human need.
2. The good must be able to satisfy the need.
3. The consumer must recognise the want-satisfying capability of the good.
4. The individual has the power and ability to apply the good to the satisfaction

of the one.
There are some goods which are scarce in supply in relation to demand. These

goods are called economic goods. However, when the goods are plentiful in supply in
relation to demand, they are called �non-economic goods� or �free goods�. There are
some goods known as complementary goods which can be used only combination with
other goods.

In the transformation of higher order goods into lower order goods, time is very
essential. According to Menger, economic progress requires the increasing use of goods
of a higher order. Menger also emphasises the basic complementarity and
interdependence among all the goods we consume. In this way, he forms the basis for
constrained utility maximisation.

Value
As has been pointed out earlier, the economic character of goods is the

consequence of a single cause � scarcity. Menger observes that the value of goods
arises from their relationship to our needs, and it is not inherent in the goods themselves.
Needless to say, value will differ as the relationship differs. Goods which are very
essential for life would be consumed first and goods of lesser necessities would be
consumed later. We must satisfy the more important needs first and the less important
needs subsequently. According to Menger, value is not dependent on the total utility,
but on the lowest utility one derives from the good. Although Menger did not clearly



178 History of Economic Thought

Notes state the law of diminishing marginal utility, still it was implicit in his analysis. Value is,
according to Menger, basically an individual phenomenon and it is independent of the
laws and the state. However, to discover the value of a good we have to measure the
satisfaction which will have to be sacrificed, if that portion were deducted from the
total quantity. In other words, the value of any portion of the available quantity of goods
is equal to the significance attached to the least satisfaction made possible by a single
portion of the total quantity available. This means that value depends on the marginal
utility of a good. This is the same Jevons�s final degree of utility. According to Menger,
subjective value is the basis of price determination.

When two persons are actually exchanging two goods, the relation between the
subjective values of the two goods will alter until the relation is the same for both the
persons. In other words, in equilibrium, the ratio of the marginal utilities of the two
goods will be the same for both the parties exchanging the goods.

Menger explained in his own remarkable way the law of equi-marginal utility which
can be explained from the following chart:

I II III IV V VI VII VIII IX X
10 9 8 7 6 5 4 3 2 1
9 8 7 6 5 4 3 2 1 0
8 7 6 5 4 3 2 1 0
7 6 5 4 3 2 1 0
6 5 4 3 2 1 0
5 4 3 2 1 0
4 3 2 1 0
3 2 1 0
2 1 0
1 0
0

In the above chart, ten goods are arranged in a descending order of importance
to the consumer such that good one (I) is having the highest utility and goods (X) is
having the lowest. Good I may be regarded as food. Every column of the chart shows
the units of satisfaction which the consumer can get by consuming the successive units
of the commodity. For example, if one unit of commodity (I) is consumed, the consumer
will get ten units of satisfaction, and then nine units, then eight and so on. It is assumed
that the satisfaction from the consumption of a good is independent. The price of one
unit of any good is assumed to be rupee one. The consumer with the given income
will start purchasing the first good which is a sheer necessity (food). The consumer
spends his money in such a way that the marginal utilities derived from the purchase
of different goods will be equal. Thus, if the consumer has three rupees to spend, he
will purchase two units of good (I) and one unit of good (II). In this case, the marginal
utility will be nine from both the goods. In the same way, if the consumer has ten rupees
to spend, he will purchase four units of good (I), three units of good (II), two units of
good (III) and one unit of good (IV), so that the marginal utility in every case becomes
seven units. This equalisation of marginal utilities is a way of attaining consumers�
equilibrium as has been explained by Carl Menger. This law reveals that given the
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Notesscarce means, the individual will arrange his various consumptions in such a way that
at the margin, satisfactions are all equal.

In Menger�s analysis, it is the least urgent satisfaction obtainable from a given
stock of goods which gives value to that good. Menger also considered the impact of
the differences in the quality of goods on their value. He also analysed the effects of
competition and monopoly on the value analysis. He, however, did not relate satisfaction
to the demand curve. He like Jevons, ignored consumer�s surplus. Menger observed
that the values of the higher order goods depended on the exited value of goods of the
lower order they serve to produce. In the Austrian theory, it is possible to get the value
of the producers� goods from the value of the consumers� goods. Value, after all, is a
judgement of the mind.

Imputation
Menger�s theory of distribution is based on his theory of imputation. Imputation

is a term which makes the value of the productive agents rest on the value of their
products. It must be noted that the value of the goods of a higher order (including the
value of the factor of production) is conditioned by the value of the goods of the lower
order which these goods produced. Thus, the value of flour depends on the value of
the bread it produces. In the same way, the value of labour depends on the goods it
produces. From this observation, Menger develops the marginal productivity theory of
distribution. The share of a factor of production is to be determined by the loss in value
which the product would suffer if that the factor was withdrawn from the production
process. In other words, value of a factor of production depends on the marginal value
of productivity of that factor. Thus, it can be shown that Menger was developing and
supporting marginal analysis. An outstanding merit of Menger�s distribution theory was
that a single analytical treatment was given to all the productive services.

Menger also wrote on the origin of money. He considered that the inconveniences
of barter were responsible for the development of money. Money also facilitated the
quantification of subjective value. Money acted as a price index and as a medium of
exchange. However, Menger�s contribution to economics was not free from criticism.
The following points of criticism can be levelled against Menger.

Criticisms
1. Menger did not give us a satisfactory theory of price.
2. He neglected the role of diminishing returns in the explanation of supply.
3. His theory of imputation has many difficulties regarding the method of

valuation.
4. The classification of goods of different orders is not scientific and precise.

Despite the criticisms, his masterly explanation of utility, value and imputation
cannot be minimised in any way. It is to be noted, that he is the father of the Austrian
school of economic thought.
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Notes 4.2.2  FREIDRICH VON WIESER (1851-1926)

Wieser wrote two important books: Natural Value and Social Economics. He
was following the tradition set by Menger. His important contributions are discussed
below:

Value Theory
According to Wieser, value is determined by cost and utility. Menger did not give

so much of importance to distribution as Wieser did. Wieser also gave much emphasis
on cost. The Austrian theory of value had a gap of which Menger was aware. But he
himself could not bridge the gap. It was Wieser who tried to fill the gap by introducing
the cost element in the determination of value. Of course, Wieser did not use the concept
of real cost. In the analysis of value, Wieser did not take into account disutility in the
traditional sense. To him, utility was the cause of value. However, value is, after all, a
circular process. According to Wieser, the value of goods of a higher order depends
on the values of their product. This derived value can be regarded as the cost. He
spoke about the opportunity cost. In the pricing process, cost and price become equal
at the margin. His idea of cost is different from the classical and neo-classical concepts
of cost. The cost element became the basis of his theory of value. Once found out,
cost may be taken as given. His concept of opportunity cost may be regarded as: �Given
the quantity of the factors of production, competition for the factors of production in
the different lines of employment will distribute them in such a way that the values of
the different products permit them to earn the same total amount in every alternative
use.�

According to Wieser, the value of producers� goods is determined by the value of
their products. Thus, the value of the factor depends on its marginal productivity. In
this sense, the classical cost of production is only a special case of the general marginal
utility-based value analysis. Wieser observes that classical theory of cost of production
is simply a utility concept. Wieser did not find any contradiction between utility and
cost. He considered cost in terms of marginal utility. According to Wieser, classical
labour theory of value is not conceptually correct. He sticks to the marginal utility
approach of value and completely breaks away with the classical objective cost analysis
of value. Wieser analyses value in terms of the subjective factor. Wieser clearly
explained the law of diminishing marginal utility in connection with his value analysis.
Thus, value necessitates scarcity.

According to Wieser, utility is the first principle in the undertaker�s economy; but
there may be conflict between exchanged value and social utility. In such a case, it is
the exchange value which emerges out victorious. He underlined the bad effects of
monopoly on social utility which otherwise is maximised under perfect competition.
Wieser, in this context, advocated selected governmental interferences, particularly for
the following four reasons:

1. Governmental interference is essential when the economy has a limited number
of capitalists.

2. Government should eliminate the bad effects of monopoly and the
concentration of economic power.
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Notes3. There are some areas such a education, police, defence, where governmental
interference is essential.

4. Government should intervene in a situation where the product is to be supplied
under uncertainty or where the profit is too low for the private enterprise to
attract.

In a self-contained, idealised economy, value-in-use depends on utility, and goods
are produced according to the rank of their value. Exchange value, in this context, is
the measure of personal acquisition. However, in a real economy, exchange value
depends on both purchasing power as well as utility. The price of some commodities is
determined by the valuation by the weakest (poorest) buyers. Thus, the prices in the
real world do not reflect necessarily marginal utility.

Natural Value
Wieser�s analysis of natural value is a distinct contribution to economics. Wieser

defines natural value as �value as we should find it in a community at a high stage of
development carrying on its economic life without price or exchange.� This type of
value exists in a communistic state. This value is relevant in an economy where goods
are valued simply by the relation between the amount of the stock and the marginal
utilities. It is not disturbed by anything like error, fraud, force and so on. In the real
world, however, natural value is a single element in the formation of price. There may
be many other factors responsible. Natural value, of course, is completely a neutral
phenomenon.

The formulation of natural value requires, however, a market system of allocation.
Natural value does not provide evidence either for or against a socialist system. Be
that as it may, it must be noted, that Wieser was the first economist to point out the
generality of the theory of utility valuation and also the usefulness of the market system
of allocation.

Theory of Imputation
According to Wieser, Menger�s method of imputation was defective in the sense

that it could lead to overvaluation of inputs. Wieser assumes that all production goods
are actually employed in an optimum manner and those resources are combined in
fixed proportions. In his theory of imputation, Wieser showed with the help of
simultaneous equations that every input has a definite share in the total product and
that the total product is exhausted if the factors are paid their shares. Wieser replaced
the negative imputation method by a positive method of imputation. He said that the
contribution of a factor can be measured by the productive contribution that is made
by the addition of a factor to the total value. Wieser observes that the withdrawal of a
factor affects the productivity of other factors, too. This was not realised by Menger.

Wieser explained that when a factor is used in the production of a number of
goods, its value will be determined by the least valuable good it produces. Input value
is imputed, and the value of the input establishes the opportunity cost of utilising it in
other directions. Through the opportunity cost, values of inputs and outputs are
determined in a system.
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Notes The value of an extra unit of input applied to production is determined by the
marginal utility of the additional units produced rather than by a marginal value of
productivity. In this sense, the Austrians have a marginal utility product theory of
input valuation. It must be admitted that value analysis of the Austrians reached its
peak with Wieser�s natural value which can be regarded as the highest theoretical
achievement of Wieser.

Social Economics
Theory of Social Economics is a seminal work of Wieser. It has four parts

covering the theory of simple economy, the theory of social economy, the theory of
state economy and the theory of world economy. Economics is concerned with social
process. Therefore, it has to be based on social economy. Wieser came to the conclusion
that economic forces played a very dominant role in social revolution. He carefully
analysed economic sociology. Wieser�s theory of social economics is nothing but a
theory of economic welfare. The evolution of economic society, according Wieser, is
determined by certain characteristics of human nature, and mostly, by the elements of
power and leadership. These developments led to a stratification of social structure
which leads to the fragmentation of utilities and prices. On the basis of his theory of
Social Development, Wieser was able to make normative evaluation and to place labour
and business power block at the centre. He argued for the establishment of labour
unions as a countervailing force in the labour market, particularly against the exploitation
by the monopolist and oligopolist. Wieser wanted the labourers to unite and use strike
as a defensive weapon. He was also in favour of the expanded role of state for
protecting properties, for national progress, for economic welfare, and for the regulation
of social economy. State�s role was essential for the establishment of certain types of
industries like public utilities. The state is helpful for the social equalisation of use-value.

His social economics is a normative programme for economic policy. His view
of economic process was Darwinian but he did not advocate stationary state. His was
a theory of power-oriented evolution with a framework of static utility analysis. He
deduced conclusions regarding the of power on welfare. Wieser favoured private
property. His constitution lies in combining utility theory with an evolutionary theory of
institution. The importance of his contribution lies in the solution he suggested to solve
the paradox that exists between private property and maximisation of utility.

4.2.3  EUGEN VON BOHM BAWERK (1851-1914)

Bohm-Bawerk�s Theory of Capital
Bohm-Bawerk�s contribution lies in the theory of capital and interest. His

contribution to capital theory can be known from his book, Positive Theory of Capital.
A number of influences contributed towards his theory of capital. Firstly, there was
the desire to apply more consistently the theory of marginal utility to the problem of
interest. Secondly, he wanted to make some original contribution to the theory of capital.

Bohm-Bawerk defines capital �as a group of products which serve as a means
to the acquisition of goods�. According to him, capital is a produced means of
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Notesproduction. The aim of production is the making of goods for consumption. Goods
may be produced either directly or indirectly. The indirect method is the round-about
process which takes time. The round-about process calls for the production of producers�
goods (capital) before the production of consumption goods. Bohm-Bawerk treats
capital as a factor of production because it is the source of income in the form of
interest. Capital is the result rather than the cause of profitable method of production.
According to him, capital is an intermediate product of nature and labour. He says that
there is a close relation between saving and capital formation. Capital goods can be
regarded as future goods. Capital is not a third and independent factor of production.

Capital is an intermediate factor whose supply is dependent on land and labour
expended for the production of capital in the past. The distinction between the original
factor of production (like land and labour) and the produced factors of production is
very crucial to Bohm-Bawerk.

The importance of capital in production is to permit the introduction of more
productive and at the same time more time-consuming run-about method of production.
The round-about method of production is a check against the production of capital in
abundance. It is complemented be situation of time preference. The ultimate limitation
to investment is imposed by time one is willing to wait for return.

The round-about method of production gives a better result than the direct method
of production. This is one of the most fundamental proposition of production theory.
However, Bohm-Bawerk observes that round-about methods are necessarily and always
more time-consuming than direct methods. It has to be noticed that with every increase
in time required for the production, the total product increases at a diminishing rate.
The round-about method of production has been found to be more productive than
ordinary direct method of production required for the production.

According to Bohm-Bawerk, since capital is stored-up labour, the more the capital,
the older is the average age of the capital stock. However, his theory of capital makes
much better sense when it is realised that his concept of capital includes only circulating
capital (i.e., funds tied up in the form of goods in process). The function of the working
capital is to supper labour during the gestation period of production. On the assumption
that labour remains fixed, longer production time requires more capital per worker when
it is found that period of production can be extended.

Bohm-Bawerk also made a distinction between the produced means of production
and other forms of capital because he was trying to solve the problems connected
with interest and rent. He also make a distinction between national capital and individual
capital. He made it clear that he was concerned with the problems of national capital.

Productivity, on account of round-about process of production, increases due to
technical improvement. He observes: �This is the true importance which attaches to
our entering on round-about ways of production, and this is the reason of the result
associated with them: every round-about way means the enlisting in our service of a
power which is stronger or more cunning than the human hand; every extension of the
round-about way means an addition to the powers which enter into the service of man,
and the shifting of some portion of the burden of production from the scarce and costly
labour of human beings to the prodigal powers of nature.�
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Notes When the round-about method of production increases productivity of capital, every
capital increases the demand for capital. Bohm-Bawerk observes that every lengthening
of the round-about process is accompanied by a further increase in the technical result,
and as the process is lengthened, the amount of product increases in a smaller proportion.
The demand for capital is mainly because of its necessity in production and because
of its higher productivity as compared to the direct method of production of consumer
goods. The demand for capital cannot be infinite because of the decreasing marginal
productivity of capital in a round-about method of production.

In Bohm-Bawerks�s theory, it is very important to find out the length of the period
of production. What determines the average period of production? If the flow of input
is equal to the flow of output in an economy, the average period of production can be
regarded as equal to the value of capital invested in the plant divided by the value of
the flow of input or output per year. The quotient or average period of production is
lengthened either when more capital is invested during a period of time or when the
same capital is frozen in production for a longer period of time. The average period of

production in a one-sector economy is equal to I
K

=θ  (where K is the amount of real

capital and I is the flow of inputs or investment). In a stationary state, the net investment
being zero, the application of inputs corresponds to capital consumption. The workers�
consumption is fully replenished.

When capital consists of consumer goods in process, �the average period of
production is simply the sum of investment periods of all the labour inputs weighted by
the number of inputs. The average period of production remains a weighted arithmetic
mean of labour-days per year weighted by the duration of labour services up to the
moment of final sale divided by the total number of labour-days applied.� The basic
objective of calculation of average period of production is to get an index of capital
intensity for the purpose of comparison in a production process which is characterised
by varying capital structure.

Bohm-Bawerk�s Theory of Interest
The most important contribution of Bohm-Bawerk to the theory of interest can

be found in his book Capital and Interest: A Critical History of Economic Theory.
His first volume entitled History and Criticism of Interest Theories contains a criticism
of earlier theories of interest. His book entitled Positive Theory of Capital contains
his own theory of capital and interest. Before giving his own theory of interest, Bohm-
Bawerk critical examined all the existing theories of interest, including the Marginal
Productivity Theory, the Abstinence Theory and so on. He found that all the existing
theories of interest were unsatisfactory. In his theory of interest, Bohm-Bawerk
introduced the importance of time element in the determination of the rate of interest.
According to him, interest is a social as well  as a political problem. In fact, the problem
of interest is a problem of distribution because out of the total flow of national income,
a portion goes to the capitalist as interest income. Bohm-Bawerk thinks that since
capital is not an original source of wealth, the problem of interest is not a problem of
production theory.
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NotesWhy is interest paid? Bohm-Bawerk explains the existence of interest and its size
on three grounds (the famous dire grunde). The two of the grounds are psychological
and the third ground is technical in nature. Bohm-Bawerk observes that an individual
faced with a choice between present and future goods will normally overestimate future
resources and underestimate future wants. Hope is the cause of the former and lack
of imagination the cause of the latter. These two causes help to increase the marginal
utility of goods in the present as compared to the marginal utility of goods in the future.
Therefore, they create an Agio or a premium on the present goods. To call forth a
supply of present in return for future goods, an Agio or premium has to be paid.
Another reason for preferring present to future is the uncertainty of life and things in
future. Bohm-Bawerk asserts that present goods are preferable instruments for the
satisfaction of human wants and desire. Therefore, they have a higher marginal utility
than the future goods. Another reason for the emergence of interest is the superiority
of round-about method of capitalistic technology which is used for production. More
can be produced by a wisely-chosen round-about method of production that can be
produced by the direct method. The round-about method of production uses capital
which is more productive. Therefore, some interest has to be paid for its use. This
method of production requires present investment which will command a premium
because of the promise of future increased output at a reduced cost and also because
of the sacrifice on the part of the saver to part with his capital. From all this, the payment
of interest appears to be justified. Interest is a natural phenomenon which cannot be
dispensed with even in a socialist economy.

What determines the rate of interest? The rate of interest is determined by the
demand for capital and the supply of capital. The demand for capital depends on the
marginal productivity of capital. The demand for capital can never be unlimited. The
supply of capital or saving is dependent directly on the rate of interest. The higher the
rate of interest, the higher is the supply of capital, and the lower the rate of interest,
the lower is the supply of capital. It has to be noted that capital mainly consists of
means of subsistence advanced to the labourers. Therefore, the determination of the
rate of interest is a matter of exchange of labour for consumer goods. With a given
supply of subsistence fund, the rate of interest is determined by the marginal productivity
of lengthening the average period of production. At a lower rate of interest, the profitable
period of production becomes longer. In Bohm-Bawerk�s analysis, the equilibrium rate
of interest is determined by �the productiveness of the last extension of production
economically permissible.� In other words, the marginal productivity of extending the
period of production actually determines the rate of interest. Interest arises from the
productivity of capitalistic method of production. Many factors such as the size of the
subsistence fund, number of workers and technological conditions are responsible for
a change in the rate of interest.

Bohm-Bawerk�s Agio Theory of interest was the first systematic theory of interest
which is still regarded as the foundation of the classical and the neo-classical theory
of interest. Bohm-Bawerk�s theory of interest is original in nature. However, it has
been criticised by many on different grounds. His theory has been attacked at least on
three grounds:

1. He had either misunderstood or misinterpreted all the earlier theories of
interest.
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Notes 2. His own theory of interest is nothing but a new interpretation of the earlier
theories.

3. His own assumptions and reasoning are inadequate and incomplete.
Despite Bohm-Bawerk�s criticism against productivity theories of interest, his own

theory of interest has remained essentially the same as the marginal productivity theory
of interest.

4.2.4 SUMMARY

Carl Menger�s Principles of Economics was published in 1871. According to
some, Menger�s claim to the invention of marginal principle was as good as Jevons�s.
Menger is sometimes regarded as a marginal economist.

Menger considered individual as the centre of economic analysis. But his approach
is quite different from that of others. Menger observes that the atomistic approach is
a methodological necessity and that it has no ethical foundation. Menger was the first
economists to invent subjective theory of value which is free from hedonist philosophy.

Menger made a systematic discussion on different types of goods prevalent in an
economy. Menger classified goods according to the directness with which they satisfied
human wants. Goods of the first order satisfied human wants immediately. Goods
of the second and higher order satisfied human wants only indirectly. Goods of the
first order are mostly consumption goods, whereas goods of the second and higher
orders are capital and production goods. In order that a thing may be a good, it must
satisfy the following four conditions: (1) There must be a human need. (2) The good
must be able to satisfy the need. (3) The consumer must recognise the want-satisfying
capability of the good. (4) The individual has the power and ability to apply the good to
the satisfaction of the one.

 According to Menger, subjective value is the basis of price determination. When
two persons are actually exchanging two goods, the relation between the subjective
values of the two goods will alter until the relation is the same for both the persons. In
other words, in equilibrium, the ratio of the marginal utilities of the two goods will be
the same for both the parties exchanging the goods.

Menger�s theory of distribution is based on his theory of imputation. Imputation
is a term which makes the value of the productive agents rest on the value of their
products. It must be noted that the value of the goods of a higher order is conditioned
by the value of the goods of the lower order which these goods produced. Thus, the
value of flour depends on the value of the bread it produces. In the same way, the
value of labour depends on the goods it produces. From this observation, Menger
develops the marginal productivity theory of distribution. The share of a factor of
production is to be determined by the loss in value which the product would suffer if
that the factor was withdrawn from the production process.

According to Wieser, value is determined by cost and utility. Menger did not give
so much of importance to distribution as Wieser did. Wieser also gave much emphasis
on cost. The Austrian theory of value had a gap of which Menger was aware. But he
himself could not bridge the gap. It was Wieser who tried to fill the gap by introducing
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Notesthe cost element in the determination of value. Of course, Wieser did not use the concept
of real cost. In the analysis of value, Wieser did not take into account disutility in the
traditional sense. To him, utility was the cause of value. However, value is, after all, a
circular process. According to Wieser, the value of goods of a higher order depends
on the values of their product. This derived value can be regarded as the cost.

Wieser�s analysis of natural value is a distinct contribution to economics. Wieser
defines natural value as �value as we should find it in a community at a high stage of
development carrying on its economic life without price or exchange.� This type of
value exists in a communistic state. This value is relevant in an economy where goods
are valued simply by the relation between the amount of the stock and the marginal
utilities. It is not disturbed by anything like error, fraud, force and so on. In the real
world, however, natural value is a single element in the formation of price. There may
be many other factors responsible. Natural value, of course, is completely a neutral
phenomenon.

Bohm-Bawerk�s contribution lies in the theory of capital and interest. His
contribution to capital theory can be known from his book, Positive Theory of Capital.
A number of influences contributed towards his theory of capital. Firstly, there was
the desire to apply more consistently the theory of marginal utility to the problem of
interest. Secondly, he wanted to make some original contribution to the theory of capital.

Bohm-Bawerk defines capital �as a group of products which serve as a means
to the acquisition of goods�. According to him, capital is a produced means of
production. The aim of production is the making of goods for consumption. Goods
may be produced either directly or indirectly. The indirect method is the round-about
process which takes time. The round-about process calls for the production of producers�
goods (capital) before the production of consumption goods. Bohm-Bawerk treats
capital as a factor of production because it is the source of income in the form of
interest. Bohm-Bawerk observes that round-about methods are necessarily and always
more time-consuming than direct methods. It has to be noticed that with every increase
in time required for the production, the total product increases at a diminishing rate.

The round-about method of production gives a better result than the direct method
of production. This is one of the most fundamental proposition of production theory.
However, Bohm-Bawerk observes that round-about methods are necessarily and always
more time-consuming than direct methods. It has to be noticed that with every increase
in time required for the production, the total product increases at a diminishing rate.
The round-about method of production has been found to be more productive than
ordinary direct method of production required for the production.

4.2.5 SELF ASSESSMENT QUESTIONS

1. Discuss about Carl Menger.
2. Explain the contribution of Freidrich Von Wieser.
3. Discuss about the Eugen Von Bohm Bawerk.

! ! !! ! !! ! !! ! !! ! !
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4.3 NEO-CLASSICISM � MARSHALL:
HIS IMPORTANT CONTRIBUTIONS

Objectives
After completing this chapter, you will be able to:
• Understand about Alfred Marshall
• Know about the Post-Marshallian Developments
• Understand about the Joan Robinson
• Know about Edward Chamberlin
• Understand about Sir John Hicks

Structure:
4.3.1 Alfred Marshall (1842-1924)
4.3.2 Post-Marshallian Developments
4.3.3 Joan Robinson (1903-1983)
4.3.4 Edward Chamberlin (1899-)
4.3.5 Sir John Hicks (1904-1989)
4.3.6 Summary
4.3.7 Self Assessment Questions

4.3.1  ALFRED MARSHALL (1842-1924)

Economics started its career as a science since the year 1870. The year 1870
witnessed two important streams of thought: one was neo-classical school and the other
was marginalist revolution. The classical period formally ended in 1870 but the
dominating classical spirit still continued for quite some time. Marshall was also
contributing profusely to economic thought since the seventies of the nineteenth century.
He was the leader of the Cambridge school or what is popularly known as the Neo-
classical school.

Marshall�s Contribution to Economics
Marshall�s Principles of Economics is divided into six books. Books I and II

deal with Preliminary Survey and Some Fundamental Notions. Book III deals with
Wants and their Satisfaction. Book IV deals with The Agents of Production. Book
V deals with The General Relations of Demand, Supply and Value, and Book VI
discusses Distribution of the National Income.
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NotesNature, Scope and Method of Economics
For the first time, Marshall disintegrated economics from political economy.

Economics was started as an independent science. In the introductory chapter, Marshall
defined economics as follows: �Political Economy or Economics is a study of mankind
in the ordinary business of life; it examines that part of individual and social action
which is most closely connected with the attainment and with the use of the material
requisites of well-being.� He regarded economics as a science analysing wealth-earning
and wealth-spending activities of human beings. To him, economics is a social science.
It is not a Gospel of Mammon. Economics is a study of wealth, but more importantly,
it is a study of man.

According to Marshall, �The function of the science is to collect, arrange, and
analyse economic facts and to apply the knowledge gained by observation and
experience, in determining what are likely to be immediate and ultimate effects of
various groups of causes; and it is held that the laws of economics are statements of
tendencies expressed in the indicative mood and not ethical percepts in the imperative.
Economic laws and reasoning in fact are merely a part of the material which conscience
and common sense have to turn to account in solving practical problems and in laying
down rules which may be a guide in life.�

The method of analysis that Marshall followed is called the partial equilibrium
analysis. He concentrated on the demand for a single commodity in terms of the rest.
In the partial equilibrium analysis, the interdependence in the economic system is not
taken for granted. The analysis is based on a method where other things are assumed
to remain constant (ceteris paribus). This takes into account one thing at a time by
considering other things remaining the same.

He recognised the absence of a long chain of deductions in economics. According
to him, no economist, not even Ricardo, attempted a simple deductive approach. He
combined both deductive and inductive approaches.
Cardinal Utility

Marshall assumed that marginal utility is measurable in principle. Utility can be
measured in terms of money. He also assumed the constancy of marginal utility of
money. Marshall observed that marginal utility of a commodity is independent of the
quantity of other commodities possessed. On the basis of these two assumptions,
Marshall tried to analyse consumers� equilibrium.

Demand, Supply and Price
Marshall has reconciled the marginal utility principle of Jevons and the Austrian

school with the classical cost of production theory by introducing time element into the
analysis. He is regarded as a great synthesiser. Marshall synthesised the earlier theories
by introducing his theory of demand and supply as determinants of value. Behind
demand is marginal utility and behind supply is the marginal cost of production. Marshall
utilises the utilitarian approach of the Austrian school in the demand side and the cost
of production approach of the classical school. Thus, Marshall brought about a harmony
of two opposite trends of economic thought. As Marshall puts it: �We might as
reasonably dispute whether it is the upper or the lower blade of a pair of scissors that
cuts a piece of paper, as whether the value is governed by utility or cost of production.
It is true that when one blade is held still and the cutting is effected by moving the
other, we may say with careless brevity that the cutting is done by the second; but the
statement is not strictly accurate. Just as two blades of a pair of scissors are equally
important for cutting a piece of paper, similarly both utility and cost (demand and supply)
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Notes are equally important in the determination of value. The demand-supply construct is
the most notable contribution of Marshall in the theory of value.

Marshall also introduced the general law of demand: the greater the amount to
be sold, the smaller must be the price at which it is offered in order that it may find
purchasers; or, in other words, the amount demanded increases with a fall in price and
diminishes with a rise in price.

Marshall�s analysis of price is based on time element. He distinguished between
the market value and the normal value. Whereas the market value is a short-term
phenomenon, the normal value is a long-term phenomenon. Marshall distinguishes four
cases: Firstly, there are the market values equating supply and demand, supply being
given. Secondly and thirdly, there are normal values which may relate to short periods
or long periods. In the formal category, we conceive of supply as an amount which
can be produced at a given price with a given supply of equipment and labour, and in
the latter, supply means what can be produced by a plant which itself can be
remuneratively produced and applied within a given period of time. Finally, in the very
long run, we can take into account Changes in the economic data like population,
techniques, capital, organisation and so on. Thus, there would be slow and secular
changes in normal values. It should be noted that demand is an active factor in the
short period. Normal value is attainable only lit a long period of time, which corresponds
to the cost of production.

Agents of Production
The agents of production are land, labour, capital and organisation. The supply of

land is fixed. It has no cost of production. Marshall observes that land is subject to the
law of diminishing returns. This can be stated as follows: An increase in the capital
and labour applied in the cultivation of land causes in general a less than proportionate
increase in the amount of produce raised, unless it happens to coincide with an
improvement in the arts of cultivation. Labour is defined as the economic work of man,
either manual or intellectual. Capital is stored-up provision for the production of material
goods and services. Capital is a derived agent. It is the combination of man�s work
and nature�s assistance. In fact, wealth and knowledge can be had from the primary
agents which are man and nature.

Law of Diminishing Utility
Marshall defines the law of diminishing utility as: the additional benefit which a

person derives from a given increase of his stock of a thing, diminishes with every
increase in the stock that he already has.

The demand price in Marshall�s analysis is based on the marginal utility of a
commodity. On this basis, it is possible to construct a demand schedule which relates
quantities and amounts a person would be willing to pay for a commodity.

Elasticity of Demand
Marshall very precisely defined the elasticity of demand (Ed) as the percentage

change in the amount demanded divided by the percentage change in price. Or,

Q
P

p
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δ
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Where, δQ is the change in the quantity demanded, δP is the change in the price.
The elasticity of demand for a commodity in a market is great or small accordingly

as the amount demanded increases much or little for a given fall in price and diminishes
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Notesmuch or little for a given rise in price. Marshall�s analysis of elasticity proved useful in
many practical economic applications. However, it must be noted that the concept of
elasticity did not originate with Marshall. The concept was used by Cournot and others.

Consumer�s Surplus
Marshall introduced the concept of consumer�s surplus in connection with the price-

utility relationship. Consumer�s surplus is the surplus satisfaction that can be derived
by a consumer when he buys a commodity at a lower price when he would be prepared
to buy it at a higher price. It is the difference between the total utility (OMPD) and
the marginal utility (OMPK), as in our diagram. In the diagram, the consumer�s surplus
is DKP.
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The concept has been extensively used by the welfare economists. Marshall also
used the concept of producer�s surplus. This is measured by the difference between
the market price and the supply price of labour and capital. The concept of consumer�s
surplus is based on the notion of interpersonal comparisons of utility. The concept of
consumer�s surplus has been borrowed by Marshall from Dupuit.

Internal and External Economies
The benefits of large-scale production are called economies of scale. There are

two types of economies of scale: internal economies and external economies. Internal
economies arise because of internal factors like specialisation, better management,
efficiency and so on. External economies arise out of the external factors such as
common transportation, common infrastructure, common information among a number
of industries of the same type in a particular area of production.

Representative Firm
In discussing the factors governing the supply price of a commodity. Marshall

introduced the concept of representative firm. A representative firm is one which has
a fairly long life and fair success, which is managed with normal ability and which has
normal access to economies�external and internal. Marshall introduced this concept
to find a solution for difficulties in determining the long-run normal value of a commodity
whose production obeys the law of increasing returns. According to him, the long-run
normal value should be equal to the cost of production of a representative firm. The
representative firm remains about the same size, as does the representative tree in a
virgin forest and that the economies resulting from its own resources are constant.
This concept was developed by Marshall for analysing the supply price of a commodity.

Quasi-Rent
Quasi-rent is a kind of surplus income earned by the factors of production other

than land in the short period. The term is used for the income derived from machines
and other appliances for production made by man. Quasi-rent refers to the short period
income accruing to fixed capital. It is the net return to an asset of limited life. If the
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Notes demand for machines goes up in the short run, they will earn an extra income similar
to rent. Bur in the long run, their supply can be increased, and as such, quasi-rent will
vanish away.

Distribution of Income
According to Marshall, distribution of income is an integral part of the process of

valuation. Each of the agents of production has both demand and supply. Each factor
has its demand price which is set by its marginal productivity, and its supply price which
is set by its marginal cost. Marshall uses the demand and supply approach for
determining the values of factors of production. His theory of rent is Ricardian in nature.
Marshall, like Ricardo, emphasised the surplus aspect of rent. However, he has
distinguished between pure rent and quasi-rent. The pure rent arises on land which
has no supply price. Rate of interest is determined by the demand for and the supply
of capital at least in the temporary period. The supply of capital is governed by the
cost of saving and waiting, and the demand for capital is determined by the prospective
gain and/or loss. According to Marshall, wage is determined by the joint influence of
demand for and supply of labour. The supply price of labour is determined by the cost
or rearing and training. Marshall calls profits as earnings of management and returns
on capital. Profits fluctuate with price changes and depend on many factors. Profits
are not certain income. In the short period, there may be or may not be any profit.

Marshall�s distribution theory is but an extension of his general theory of value.
According to Haney, �On the whole or at bottom, Marshall�s theory of distribution is
dominated by cost.�

Appraisal
Marshall is rightly considered as the father of modern economics. �Marshall for

the first time revealed the unity of the economic system and presented it as a coherent
whole of interrelated parts functioning in mutual dependence upon one another�. He
established the Cambridge school of economics which is still functioning with all the
seriousness and originality. Marshall�s remarkable work has guided the economic
literature for more than a generation. He developed the new engine of analysis for
unfolding the truth involved in economic phenomena. His Principles of Economics
will remain a great book for all times to come. It has already earned its place as a
classic. Marshall was one of the first economists to rationalise that economics is an
evolutionary science. He was fully aware that he was building an essentially temporary
structure. According to Lord Keynes, as a scientist he was, within his own field, Marshall
was the greatest in the world in a hundred years. Marshall�s tools of analysis have
remained very useful particularly for the development of economic science. Though
he had a static theory, he always looked beyond it and introduced dynamic elements
whenever he could.

Marshall was the first economist to show that perfect competition will not always
maximise output. Marshall anticipated the theory of imperfect competition. He had a
definite theory of economic evolution which stood in the very centre of his thought
process. His analysis was partial in nature. But, he made generalisations about the
economic process and system.

Despite many limitations of his analysis, like incomplete distribution theory, partial
equilibrium analysis, unrealistic representative firm and so on, Marshallian economics
has stood the test of time. Marshall developed a system and analysed economic problems
with his own tool kit to derive necessary conclusions. Schumpeter has rightly called
him a great economist. Marshall �will stand in the history of economic thought as one
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Noteswho made more progress towards a united and consistent theory of value and distribution
than any predecessor.�

4.3.2  POST-MARSHALLIAN DEVELOPMENTS

Post-Marshallian developments have seen the emergence of many economists
like Wicksteed, Piero Sraffa, Mrs. Joan Robinson, Edward Chamberlin, Sir John Hicks,
Lord Robbins and so on. However, in this section, we will confine only to a few authors.

4.3.3  JOAN ROBINSON (1903-1983)

Joan Robinson was brought up under the Marshallian tradition. She has written a
number of books and articles. Some of her important publications are: The Economics
of Imperfect Competition (1933), Introduction to the Theory of Employment (1937),
An Essay on Marxian Economics (1942), Essays in the Theory of Employment
(1942), Collected Economic Papers (1951), The Rate of Interest (1952), The
Accumulation of Capital (1956) and Economic Philosophy (1962).

Her most important work is the Economics of Imperfect Competition which
heralded the Cambridge revolt against the father of Cambridge economics (Marshall).
Her book was published in 1933. She pointed out that perfect competition does not
hold good in the real world. Therefore, she considered the situation of imperfect
competition where the number of sellers is limited. The book consisted of examinations
of pricing situations under monopoly with varying degrees of discrimination, and
monopsony. She considered the fact that buyers show irrational preference for the
products of some sellers. In the analysis of imperfect competition, she pointed out that
the equilibrium price and output will follow the rule of equality between marginal revenue
and marginal cost. But she did not take into account the cases of oligopoly, and selling
cost. Her analysis shows that under imperfect competition, prices would be higher and
output would be lower than under competitive conditions. Imperfect competition is
marked by the presence of excess capacity. In her analysis, product differentiation
and non-price competition do not play any important role. Joan Robinson has dealt with
the cases of discriminating monopoly in a masterly way. She has shown that under
imperfect competition, the demand curve for a firm is downward sloping from left to
right.

Robinson�s book had a number of chapters dealing with rents, supply curve,
exploitation and so on. She showed that exploitation takes place on account of the
absence of perfect elasticity in the supply of labour, which can be enforced effectively
by trade unions.

Joan Robinson was also very much influenced by the Keynesian General Theory.
Joan Robinson gave a popular account of Keynes�s General Theory in her Introduction
to the Theory of Employment. She was trying to graft the problem of long term
accumulation to the short-period economics of the General Theory.

She was rather critical of Marx�s neglect of the productivity improvement effect
of the increase in capital intensity of labour. However, she clearly expressed her
ideological sympathies with Marxism. She was also a critique of Marx as she pointed
out that some of the Marxian theories (for example, falling rate of profit) are simply
truism and meaningless. She published her severe critique of dogmatic Marxists in her
On Rereading Marx. But she agreed with Marx in his attempt to improve the lots of
poor people.
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Notes Her book on Accumulation of Capital came out in 1956. This book brought her
fame and name. In this book, she raised a number of issues regarding the meaning
and measurement of capital, marginal productivity of capital and so on. She observed
that the marginal productivity of capital could not be stated to determine the rate of
interest, since without the rate of interest, capital could not be quantified as a value
sum. In this book, she made an attempt to integrate capital theory with growth theory.
This book contains a great deal of analysis supporting the possibility of a sort of growth
equilibrium. She adopted the approach of measuring capital through a process of dated
labour years. Later, she referred to the measurement of capital by means of its deflation
by the consumption goods� wage rate.

One fundamental view which Joan Robinson never deviated from was that money
wage rates determine money prices. In other words, the level of money wage rates
determines the level of money prices. Joan Robinson frequently used this approach in
order to criticise the quantity theory of money. Her mind seems to have been almost
continuously preoccupied with a value theoretic basis for macroeconomics. But in the
area of macroeconomics, she realised the importance of both Keynes and Kalecki.
Ultimately, it was the empirical non-relevance of the theoretical economics that
increasingly came to occupy the mind of Joan Robinson. She started liking empirical
economies rather than theoretical economics. She observed that neo-classical economics
could not capture reality because it did not study historical facts. She was a critique of
neo-classical equilibrium economics.

She had a strong affinity with G. Myrdal in understanding the plight of the
underprivileged persons in a society. Her sympathy with Marxism was not on the score
of her acceptance of Marxisam Economics which she rejected almost completely, but
with the ideals that inspired some Marxists for a better order of society.

In the end, it must noted that her magnum opus, The Economics of Imperfect
Competition is the first step in the rejection of Marshallian economics. It introduces
non-competent markets as a normal analytical phenomenon in the actual world. In her
book, The Accumulation of Capital, she rejected any long-run tendency towards golden
age path of growth. She found a contradiction between high potential profits and savings
under a high degree of monopoly and the generation of required volume of effective
demand for maintaining full employment in short period.

She has been praised by many great economists. Samuelson called her the greatest
analytical economist of our times. Solow compared her to an irriated oyster producing
pearls. However, she never took these complements seriously but went on knocking
and knocking on the sensitive spots to unfold the truth. Joan Robinson lived and died
for establishing a rationale for a cause which was nothing but the development of the
science of economics.

4.3.4  EDWARD CHAMBERLIN (1899-)

As a contemporary of Joan Robinson, Edward Chamberlin published his doctoral
dissertation on The Theory of Monopolistic Competition in 1933 in the form of a
book. This was the same year in which Joan Robinson�s Theory of Imperfect
Competition was also published. Both books had many important similarities, but there
were also decisive differences. Both Robinson and Chamberlin went away from the
Marshallian tradition by emphasising the importance of imperfection in the market
structure.
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NotesIn the Marshallian tradition, it was customary to analyse price equilibrium from
the point of view of perfect competition. Monopoly was regarded as an exceptional
case. However, P. Sraffa suggested in 1926 that the actual conditions in the market
are not either perfect competition or monopoly but are to be found scattered along the
intermediate zone. This idea of Sraffa encouraged both Robinson and Chamberlin to
have a new look at the problem of pricing and output conditions. Chamberlin attempted
to blend the theories of monopoly and competition into a more general theory of value.
The name of his theory is monopolistic competition. This is also a form of market
imperfection. Chamberlin observes that sellers introduce imperfection in the market.
Sellers are selling goods which are almost similar but they appear to be different. The
products are in some way or the other differentiated. Every seller has a monopoly
with respect to the supply and the price of his products. But since goods are similar,
there is an element of competition among the sellers in the market. This is true in the
case of consumer goods like toothpaste, soaps and so on. For selling these goods, selling
and advertisement expenses are to be incurred by the sellers. The combination of
monopoly element and competition is called monopolistic competition by Chamberlin.

In such a case, the seller has the choice of fixing the price of his product, and
also deciding about the supply position of the goods. Chamberlin has taken a middle
position between pure monopoly and pure competition. Monopolistic competition
considers not only the problem of individual equilibrium but also the problem of group
equilibrium. Under monopolistic competition, producers of similar products are always
in competition regarding price and output. In fact, each is a monopolist but each has
competition in the market. This type of analysis is more realistic than the analysis of
pure monopoly or pure competition.

In Chamberlin�s theory, there is no concept of industry. Every firm is a monopolist
of its own product which is differentiated from the similar products of other firms. In
his analysis of equilibrium, a group of firms and their products can be considered.
Chamberlin has taken into account the cases of two producers (duopoly) and also the
cases of a few producers (oligopoly). Chamberlin calls his system monopolistic
competition because in such a system, there is competition between monopolists of
individual differentiated products. One of the most important elements of Chamberlin�s
theory of monopolistic competition is that most firms involve themselves not only in
price competition but also in non-price competition. According to him, every monopolistic
firm has a unique product or comparative advantage which gives it some control over
price and output.

In Chamberlin�s theory, equilibrium solution is attained when the marginal cost
and marginal revenue are equal and also when the average cost and average revenue
are equal. In such a situation, the demand curve is downward slopping from left to
right. Under monopolistic competition, excess capacity exists in the market and output
level goes down but price level goes up. Moreover, on account of selling expenses, the
cost of supply increases. Thus, the purchasers have to pay higher price.

In Chamberlin�s theory, product differentiation may convince the consumers that
some differences exist among the products, although really there may not be any
difference. The product differentiation may be due to brand names, trade marks,
packings and economic space. Location may differentiate the products, and it may be
indeed the overriding consideration. However, it must be noted that the differentiated
products are highly substitutable. Chamberlin thought that under monopolistic competition,
both price and products can be regarded as variables under the control of firms.
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Notes We can now attempt a comparison between Joan Robinson�s imperfect competition
and Chamberlin�s monopolistic competition.

Robinson�s Theory and Chamberlin�s Theory Compared
There are many similarities between the theory of Robinson and the theory of

Chamberlin:
(i) Both Robinson and Chamberlin have gone away from the Marshallian tradition

of perfect competition.
(ii) Both the writers have observed that market is not perfect.
(iii) Both considered the equilibrium position as one where marginal cost equals

marginal revenue.
(iv) In both cases, the demand curve is downward sloping.
(v) In both cases, excess capacity exists and supply is restricted but price is

increased.
(vi) Both the writers have used the marginal apparatus.
The following are the major differences in the theories of Robinson and

Chamberlin:
(i) Whereas Robinson considers imperfect competition, Chamberlin considers

monopolistic competition.
(ii) Robinson does not consider the cases of duopoly and oligopoly. Chamberlin

does consider these cases.
(iii) Robinson does not take into account selling and advertisement expenses but

Chamberlin takes into account these expenses.
(iv) Robinson does not consider product differentiation. Chamberlin considers

product differentiation.
(v) Non-price competition does not play any role in Robinson�s theory. Non-price

competition is important in Chamberlin�s theory.
(vi) Robinson makes a dichotomy between competition and  monopoly. Chamberlin

makes a blending of competition and monopoly.
Chamberlin�s theory of monopolistic competition is an important benchmark in the

development of value theory in twentieth century economic analysis. Many economists
like Fellner, Smithies, Machlup and others have followed Chamberlin�s monumental
work. His main contribution has been to strike a responsive chord in economic analysis
by emphasising monopolistic element in the competitive process. He has provided an
alternative to the competitive model which is independent and in some respects goes
ahead of Joan Robinsonian model of imperfect competition.

4.3.5 SIR JOHN HICKS (1904-1989)

Sir John Hicks occupied the Drummond Chair in political economy at the University
of Oxford for many years. He has written a number of books and research articles.
The following are his important books: Theory of Wages (1932), Value and Capital
(1939), A Contribution to the Theory of Trade Cycle (1950), A Revision of Demand
Theory (1956), Capital and Growth (1965), Theory of Economic History (1970),
Capital and Time (1976) and Causality in Economics (1979).

J.R. Hicks was awarded the Nobel prize in Economics in 1972 in appreciation
for his contribution to the general equilibrium theory and welfare theory. Value and



Neo-Classicism � Marshall: His Important Contributions 197

NotesCapital is his most outstanding publication. In this book, he has popularised the concept
of income effect and substitution effect and constructed a general theory of the working
of interrelated markets based on the general equilibrium theories of Walras and Pareto.
His analysis of general equilibrium takes into account the conditions of perfect
competition. He studied the problem from the point of view of individual firm. However,
he observes that the concept of equilibrium has much wider application than that of
the general equilibrium of exchanges. Value and Capital extends the concept of general
equilibrium to those problems which arise from capital and interest. The importance of
his book, Value and Capital has continued for a pretty long time. The two books written
by him in the 1970s, Capital and Time and Causality in Economics reflect a shift in
viewpoint from Value and Capital.

Hicks explained in his own way the concepts of statics and dynamics. He says
that economic statics includes the study of those elements of economic theory, whose
dating is not essential, but economic dynamics treats of those parts where every quantity
must be dated. According to him, stationary state is but a special case of dynamic
system. In such a state, tastes, techniques and resources remain more or less the same
over the given period of time.

His indifference curve technique has provided a better alternative to the
Marshallian theory of demand in the analysis of consumer demand theory. He has utilised
the concept of preference in the analysis of consumers� equilibrium. This concept does
not require the Marshallian concept of measurability of utility which has been questioned
by many economists. His theory also is not based on the limiting Marshallian assumption
of the constancy of marginal utility of money. Hicks�s theory has been able to show
both income effect and substitution effect. Marshall ignored the income effect.
Therefore, Hicks�s theory is considered to be a better theory of consumer demand.

Hicks has also pointed out the weaknesses inherent in Marshallian analysis of
consumer surplus. He pointed out that the gain accruing to the consumer can be better
explained by the theory of compensating variation in income.

He was interested in applying the tools of value theory to issues of capital
theoretic nature. His early interest was to deploy Paretian theory of choice to illuminating
the issues in the area of monetary theory. Hicks was interested in issues relating to
endogenous movements of economic variables such as prices, interest and economic
fluctuations on a capital theoretic basis. He was profusely fond of the subject of capital
as is borne out by his three outstanding books: Value and Capital, Capital and Growth
and Capital and Time.

Hicks provided a widely used condensation of Keynes�s theoretical schema, which
became the working basis of much macroeconomic analysis of our times. This IS-LM
paradigm hung around him as an albatross. In his Contribution to the Theory of Trade
Cycle, he extended the Harrod-type dynamic analysis to produce an elegant model of
business cycle based on the concepts of multiplier and acceleration. According to Hicks,
the limits of cyclical fluctuations are determined by the level of full employment and
minimum investment.

In his Capital and Time, he adopted a neo-Austrian approach to explain the
nature of traverse, i.e., passage from one level of growth equilibrium to another. The
main purpose of this theory was to study the economy in motion in real time. It was
the study of the way in which a stationary economy moves into the growing phase.
Hicks used insight to explain the growth problems in historical perspective. In his Theory
of Wages, he argues that a rise in wages would lead to unemployment through a
substitution effect against labour.
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Notes According to Hicks, growth theory is a part of that department of economic theory
which deals with both trend and cycle. Growth theory is a branch of economic
dynamics. In mechanics, statics is concerned with rest and dynamics is concerned with
motion; but no economic system is ever at rest. In fact, production itself is a process.

Hicks�s contribution to welfare economics lies in his rejection of the Paretian
position that general welfare can be increased if the welfare level of some people goes
up but no one is worse off at the same time. Hicks considered the overcompensation
criterion which left room for cases in which some were better off and some worse
off. Hicks emphasised on the total conditions rather than the marginal conditions.

In his Theory of Economic History, he emphasised on the capital-intensive and
labour-displacing technical improvements in explaining the course of industrial revolution.
Economic history had great fascination for Hicks. He felt that economics was at the
edge of theory and history. This idea is implanted in his book, A Theory of Economic
History. It analyses the historical processes from the vantage point of view of evolution
of exchange. His book on Causality in Economics is a kind of self-examination to
see whether economics has been able to find the appropriate method or not.

Hicks has also introduced the concepts of strong and weak orderings in the analysis
of consumer behaviour in his book, A Revision of Demand Theory. Although all his
publications are outstandingly original, his most famous book is Value and Capital which
outlines his general equilibrium analysis. According to AK. Dasgupta, judged by the
totality of his achievements, Hicks must be ranked as one of the greatest economic
theorists of all times.

4.3.6 SUMMARY

Economic laws and reasoning in fact are merely a part of the material which
conscience and common sense have to turn to account in solving practical problems
and in laying down rules which may be a guide in life. The method of analysis that
Marshall followed is called the partial equilibrium analysis. He concentrated on the
demand for a single commodity in terms of the rest. In the partial equilibrium analysis,
the interdependence in the economic system is not taken for granted. The analysis is
based on a method where other things are assumed to remain constant. This takes
into account one thing at a time by considering other things remaining the same.

Marshall assumed that marginal utility is measurable in principle. Utility can be
measured in terms of money. He also assumed the constancy of marginal utility of
money. Marshall observed that marginal utility of a commodity is independent of the
quantity of other commodities possessed. On the basis of these two assumptions,
Marshall tried to analyse consumers� equilibrium.

Marshall has reconciled the marginal utility principle of Jevons and the Austrian
school with the classical cost of production theory by introducing time element into the
analysis. He is regarded as a great synthesiser. Marshall synthesised the earlier theories
by introducing his theory of demand and supply as determinants of value. Behind
demand is marginal utility and behind supply is the marginal cost of production. Marshall
utilises the utilitarian approach of the Austrian school in the demand side and the cost
of production approach of the classical school. Thus, Marshall brought about a harmony
of two opposite trends of economic thought.

Marshall�s analysis of price is based on time element. He distinguished between
the market value and the normal value. Whereas the market value is a short-term
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Notesphenomenon, the normal value is a long-term phenomenon. Marshall distinguishes four
cases: Firstly, there are the market values equating supply and demand, supply being
given. Secondly and thirdly, there are normal values which may relate to short periods
or long periods. In the formal category, we conceive of supply as an amount which
can be produced at a given price with a given supply of equipment and labour, and in
the latter, supply means what can be produced by a plant which itself can be
remuneratively produced and applied within a given period of time. Finally, in the very
long run, we can take into account Changes in the economic data like population,
techniques, capital, organisation and so on. Thus, there would be slow and secular
changes in normal values. It should be noted that demand is an active factor in the
short period. Normal value is attainable only lit a long period of time, which corresponds
to the cost of production.

Marshall defines the law of diminishing utility as: the additional benefit which a
person derives from a given increase of his stock of a thing, diminishes with every
increase in the stock that he already has. The demand price in Marshall�s analysis is
based on the marginal utility of a commodity. On this basis, it is possible to construct a
demand schedule which relates quantities and amounts a person would be willing to
pay for a commodity.

Marshall very precisely defined the elasticity of demand (Ed) as the percentage
change in the amount demanded divided by the percentage change in price. The
elasticity of demand for a commodity in a market is great or small accordingly as the
amount demanded increases much or little for a given fall in price and diminishes much
or little for a given rise in price. Marshall�s analysis of elasticity proved useful in many
practical economic applications. However, it must be noted that the concept of elasticity
did not originate with Marshall. The concept was used by Cournot and others.

The benefits of large-scale production are called economies of scale. There are
two types of economies of scale: internal economies and external economies. Internal
economies arise because of internal factors like specialisation, better management,
efficiency and so on. External economies arise out of the external factors such as
common transportation, common infrastructure, common information among a number
of industries of the same type in a particular area of production.

Quasi-rent is a kind of surplus income earned by the factors of production other
than land in the short period. The term is used for the income derived from machines
and other appliances for production made by man. Quasi-rent refers to the short period
income accruing to fixed capital. It is the net return to an asset of limited life. If the
demand for machines goes up in the short run, they will earn an extra income similar
to rent. Bur in the long run, their supply can be increased, and as such, quasi-rent will
vanish away.

According to Marshall, distribution of income is an integral part of the process of
valuation. Each of the agents of production has both demand and supply.

Marshall uses the demand and supply approach for determining the values of
factors of production. His theory of rent is Ricardian in nature. Marshall, like Ricardo,
emphasised the surplus aspect of rent. However, he has distinguished between pure
rent and quasi-rent. The pure rent arises on land which has no supply price. Rate of
interest is determined by the demand for and the supply of capital at least in the
temporary period. The supply of capital is governed by the cost of saving and waiting,
and the demand for capital is determined by the prospective gain and/or loss. According
to Marshall, wage is determined by the joint influence of demand for and supply of
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Notes labour. The supply price of labour is determined by the cost or rearing and training.
Marshall calls profits as earnings of management and returns on capital. Profits fluctuate
with price changes and depend on many factors. Profits are not certain income. In the
short period, there may be or may not be any profit.

 Post-Marshallian developments have seen the emergence of many economists
like Wicksteed, Piero Sraffa, Mrs. Joan Robinson, Edward Chamberlin, Sir John Hicks,
Lord Robbins and so on. However, in this section, we will confine only to a few authors.

Joan Robinson was brought up under the Marshallian tradition. Her most important
work is the Economics of Imperfect Competition which heralded the Cambridge revolt
against the father of Cambridge economics (Marshall). Her book was published in 1933.
She pointed out that perfect competition does not hold good in the real world. Therefore,
she considered the situation of imperfect competition where the number of sellers is
limited. The book consisted of examinations of pricing situations under monopoly with
varying degrees of discrimination, and monopsony. She considered the fact that buyers
show irrational preference for the products of some sellers. In the analysis of imperfect
competition, she pointed out that the equilibrium price and output will follow the rule of
equality between marginal revenue and marginal cost. But she did not take into account
the cases of oligopoly, and selling cost. Her analysis shows that under imperfect
competition, prices would be higher and output would be lower than under competitive
conditions. Imperfect competition is marked by the presence of excess capacity. In
her analysis, product differentiation and non-price competition do not play any important
role. Joan Robinson has dealt with the cases of discriminating monopoly in a masterly
way.

In Chamberlin�s theory, there is no concept of industry. Every firm is a monopolist
of its own product which is differentiated from the similar products of other firms. In
his analysis of equilibrium, a group of firms and their products can be considered.

 Chamberlin has taken into account the cases of two producers (duopoly) and
also the cases of a few producers (oligopoly). Chamberlin calls his system monopolistic
competition because in such a system, there is competition between monopolists of
individual differentiated products. One of the most important elements of Chamberlin�s
theory of monopolistic competition is that most firms involve themselves not only in
price competition but also in non-price competition. According to him, every monopolistic
firm has a unique product or comparative advantage which gives it some control over
price and output.

4.3.7 SELF ASSESSMENT QUESTIONS

1. Discuss about Alfred Marshall
2. Explain the contribution of Alfred Marshall in Economics.
3. Discuss the Post-Marshallian Developments.
4. Explain about Joan Robinson.
5. Discuss the major contribution of Edward Chamberlin.
6. Explain about Sir John Hicks and his explanation.

! ! !! ! !! ! !! ! !! ! !
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4.4 WICKSELL AND SWEDISH
SCHOOL

Objectives
After completing this chapter, you will be able to:
• Understand about Kunt Wicksell
• Know about the Capital and Interest
• Understand the Monetary Theory
• Know the Saving and Investment
• Understand the Trade Cycle

Structure:
4.4.1 Kunt Wicksell (1851-1926)
4.4.2 Capital and Interest
4.4.3 Monetary Theory
4.4.4 Saving and Investment
4.4.5 Trade Cycle
4.4.6 Evaluation
4.4.7 Summary
4.4.8 Self Assessment Questions

4.4.1 KNUT WICKSELL (1851-1926)

Wicksell is a very renowned representative of the Swedish school. He has made
important contributions to the development of the theory of value, theory of distribution,
theory of capital and monetary theory. He developed the marginal productivity theory
of value and distribution. His most famous contribution is towards the monetary theory.
He has also contributed to the theory of business cycle. The most important expression
of his ideas can be found in his book, Lecture of Political Economy. His another famous
book is, Interest and Price.

4.4.2  CAPITAL AND INTEREST

Wicksell used the Austrian definition of capital. However, he made sufficient
improvement over the Austrian theory of capital. Wicksell considered interest as the
return on capital. �Interest is an organic growth out of capital, a certain percentage.�
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Notes According to him, capital is saved-up labour and saved-up land. Interest is the difference
between the marginal productivity of saved-up labour and land, and of current labour
and land. In the current period, there is abundance of labour and land relative to the
stored-up land and stored-up labour. The stored-up land and labour are separated from
the current land and labour through a time element. Wicksell argues that if the
productivities of stored-up land and labour and those of current land and labour are
equal, there would be no rate of interest. When the rate of interest is low, there would
be increased demand for long-term capital investment. This will gradually relate to a
rise in the rate of interest. However, ultimately there would be a tendency of the rate
of interest to be equal for different maturity periods of capital investment. In other
words, the short period and the long period rate of interest will be equal.

The equality of interest rates assures a constant amount of saving of both land
and labour. This type of relationship should be maintained over the years, otherwise,
interest might disappear. When the short rates and long rates are equal, an equilibrium
will be established between the amount of capital and the rate of interest on the basis
of marginal productivity. For Wicksell, interest is the marginal productivity for waiting.
Wicksell thinks that whereas a high rate of interest stimulates saving, a low rate of
interest discourages it.

Capital Structure
Wicksell gives a broad definition of capital which includes all sources of income.

In the narrow sense, capital is the intermediate product. Wicksell observes that from a
micro point of view, where the price or value of capital is taken as given, one can fully
apply the marginal productivity theory. But microeconomically, every increment of capital
leads to a change in wages and interest rates. According to Wicksell, capital structure
has both vertical and horizontal aspects. The horizontal aspect or width means the
proportion of primary factors invested every year for replacement of capital goods.
The vertical dimension or height implies length of time for capital investment. The
horizontal and vertical expansion of capital can be shown in the following diagram.

CAPITAL DEEPENING
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Fig. 4.4.1

The width refers to the capital widening and the height refers to capital
deepening. Wicksell thinks that, in the initial stage, there may be capital widening.
This, however, reduces the rate of interest and tends to raise the real wage and rent.
This situation will disturb the composition of equilibrium capital stock and will encourage
capital deepening, which will counteract the declining tendency of the rate of interest
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MARKET RATE

NATURAL RATE

and rise in wages and rent. Labour-saving innovation will make deepening more
attractive and may also lead to a reduction in the wage level. However, deepening of
capital increases the marginal productivities of capital and labour. Thus, capital deepening
and capital widening may go hand in hand. According to Wicksell, a capitalist saver is
basically a friend of the workers.

Wicksell Effect
An increment of capital changes wages and interest, and hence the purchasing

power of the capital. This is called precisely the Wicksell Effect. The Wicksell effect
is the key to the whole theory of capital accumulation, according to Joan Robinson.
When capital is defined as goods in process, the value of capital in terms of the product
rises when wages rise and the rate of interest falls. But when capital includes durable
assets, then an increase in wages is accompanied by a downward revaluation of capital
through a reduction in the rate of interest. Wicksell effects says that a fall in the rate
of interest tends to increase the value of capital by more than the increase in its physical
stock. In fact, the real Wicksell effect involves a change in the technique of production
induced by a change in the rate of interest. A negative Wicksell effect is a situation
where capital-intensive technique of production is chosen at a low rate of interest. After
all, Wicksell believed that the demand for capital is inversely related to the rate of interest.

4.4.3  MONETARY THEORY

Wicksell is more famous for his contribution to monetary economics. He recognises
the existence of two rates of interest: Natural rate of interest and Market rate of
interest. The relationship between these two rates of interest is an important determinant
of price level. The natural rate of interest is that rate which tends to equate saving
and investment in the economy, and tends to equal the expected yield on capital. This
is almost the same concept as that of marginal efficiency of capital of Keynes. The
natural rate of interest is also the rate of interest which equates the demand for capital
and the supply of saving. The market rate of interest (bank rate) is charged by the
institutions. As shown in the figure below, the market rate of interest may be lower or
higher than the natural rate of interest. When the market rate of interest is below the
natural rate, saving will decrease and expenditure will go up on capital outlay and on
consumption. This will tend to increase the level of prices.

Fig. 4.4.2

With the market rate of interest exceeding the natural rate of interest, the reverse
situation will follow. The monetary equilibrium will be maintained, according to Wicksell,
if the following three conditions are fulfilled: (i) The demand for capital is equal to the
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Notes supply of saving. (ii) The commodity prices are stable. (iii) The natural rate of interest
is equal to the market rate of interest. Under a situation of monetary equilibrium, money
will be neutral. These three criteria must be satisfied simultaneously. When there is
monetary equilibrium, there is obviously equilibrium in the money market. However,
Wicksell observed that money is not always neutral.

Wicksell understood the full implication of real balance effect, i.e., the effect
produced by change in the price level on consumption and saving. He demonstrated
the real balance effect as an equilibrating mechanism which ensures stability in the
money market. He did not accept the rate of interest as a purely monetary phenomenon.
Wicksell�s dynamic analysis took the form of a cumulative process. His analysis of
cumulative process is based on an interrelationship between money market and product
market. He gave an important role to the rate of interest and aggregate demand in
explaining aggregate adjustment to changes in money supply. His monetary theory has
done an important job by filling up the missing chapter in the neo-classical monetary
theory. His theory of interest is really a synthesis of Austrian marginal productivity
theory and the general equilibrium theory of Walras. He was one of the first economists
to formulate ideas explaining price movements. He was an independent discoverer of
the marginal productivity theory.

Once the price level is changed, Wicksell observes that it becomes cumulative.
However, ultimately, the cumulative process comes to a halt. Wicksell�s cumulative
process is concerned with the determinants of money supply under various situations.
It shows that it is not proper to describe the quantity theory of money as merely a
theory of demand for money, as regarded by Milton Friedman.

4.4.4  SAVING AND INVESTMENT

Wicksell considered saving and investment in an ex-ante sense. In this sense,
saving and investment are equal but if saving exceeds investment, income is reduced,
consumption goes down and the price level falls. On the other hand if saving is below
investment, the income level and price level will rise. Thus, a situation like inflation will
be created. The relationship between saving and investment can be maintained by the
use of technique of monetary control such as the bank rate. If the bank rate is kept
sufficiently low, investment can be stimulated, and saving will be discouraged. Likewise,
a high bank rate will encourage saving and discourage investment. Thus, a trial and
error method of saving-investment equilibrium can be found out by suitably adjusting
the bank rate. In an important sense, Wicksell integrated the real sector of the economy
with its monetary sector. Wicksell was very optimistic about the efficacy of monetary
policy in bringing about monetary equilibrium.

4.4.5  TRADE CYCLE

Wicksell�s analysis of trade cycle springs from his analysis of cumulative process.
Trade cycle essentially arises out of disequilibrium in the monetary sector. Another
reason for the growth of trade cycle is the disequilibrium between technical progress
and population growth. He introduced period analysis into the explanation of capital
formation and capital productivity. He was one of the earliest economists to explain
the price movement inter-temporally. He explained the inflation between 1895 and 1910
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Notesas due to the overproduction of gold in the Transvaal. He explained the decrease in
the price level during the 1930s as due to a fall in the production of goods and services.
Wicksell ultimately gave up his own perception on economic crises, and adopted the
Spiethoff theory and to some extent, Aflation�s theory.

4.4.6 EVALUATION

Wicksell will remain an important monetary economist for all times to come for
his path-breaking analysis of the nexus between natural and market rate of interest
and his analysis of monetary equilibrium. He has been a source of inspiration to many
Swedish economists like Ohlin, Lindhal and Myrdal.

4.4.7 SUMMARY

Wicksell is a very renowned representative of the Swedish school. He has made
important contributions to the development of the theory of value, theory of distribution,
theory of capital and monetary theory. He developed the marginal productivity theory
of value and distribution. His most famous contribution is towards the monetary theory.

Wicksell used the Austrian definition of capital. However, he made sufficient
improvement over the Austrian theory of capital. Wicksell considered interest as the
return on capital. �Interest is an organic growth out of capital, a certain percentage.�

According to him, capital is saved-up labour and saved-up land. Interest is the
difference between the marginal productivity of saved-up labour and land, and of current
labour and land. In the current period, there is abundance of labour and land relative
to the stored-up land and stored-up labour. The stored-up land and labour are separated
from the current land and labour through a time element.

Wicksell argues that if the productivities of stored-up land and labour and those
of current land and labour are equal, there would be no rate of interest. When the rate
of interest is low, there would be increased demand for long-term capital investment.
This will gradually relate to a rise in the rate of interest. However, ultimately there
would be a tendency of the rate of interest to be equal for different maturity periods
of capital investment.

Wicksell is more famous for his contribution to monetary economics. He recognises
the existence of two rates of interest: Natural rate of interest and Market rate of
interest. The relationship between these two rates of interest is an important determinant
of price level. The natural rate of interest is that rate which tends to equate saving
and investment in the economy, and tends to equal the expected yield on capital. This
is almost the same concept as that of marginal efficiency of capital of Keynes. The
natural rate of interest is also the rate of interest which equates the demand for capital
and the supply of saving. The market rate of interest (bank rate) is charged by the
institutions. The market rate of interest may be lower or higher than the natural rate
of interest. When the market rate of interest is below the natural rate, saving will
decrease and expenditure will go up on capital outlay and on consumption.

Wicksell considered saving and investment in an ex-ante sense. In this sense,
saving and investment are equal but if saving exceeds investment, income is reduced,
consumption goes down and the price level falls. On the other hand if saving is below
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Notes investment, the income level and price level will rise. Thus, a situation like inflation will
be created. The relationship between saving and investment can be maintained by the
use of technique of monetary control such as the bank rate. If the bank rate is kept
sufficiently low, investment can be stimulated, and saving will be discouraged.

Wicksell�s analysis of trade cycle springs from his analysis of cumulative process.
Trade cycle essentially arises out of disequilibrium in the monetary sector. Another
reason for the growth of trade cycle is the disequilibrium between technical progress
and population growth. He introduced period analysis into the explanation of capital
formation and capital productivity. He was one of the earliest economists to explain
the price movement inter-temporally. He explained the inflation between 1895 and 1910
as due to the overproduction of gold in the Transvaal. He explained the decrease in
the price level during the 1930s as due to a fall in the production of goods and services.

Wicksell will remain an important monetary economist for all times to come for
his path-breaking analysis of the nexus between natural and market rate of interest
and his analysis of monetary equilibrium. He has been a source of inspiration to many
Swedish economists like Ohlin, Lindhal and Myrdal.

4.4.8 SELF ASSESSMENT QUESTIONS

1. Who is Kunt Wicksell? Discuss about the explanation of Kunt Wicksell.
2. Explain the concept of Capital and Interest.
3. Discuss about the Monetary Theory.
4. What are saving and investment? Explain each of them.
5. Discuss various stages of Trade Cycle.

! ! !! ! !! ! !! ! !! ! !
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5.1.1  JOHN MAYNARD KEYNES (1883-1946)

Keynes is perhaps the greatest economist of the twentieth century and will remain
one of the greatest in the history of economics. Keynes introduced a new paradigm
in the analysis of economics. His new paradigm may be called a general macroeconomic
analysis. He revolutionised economic thinking so much so that the Keynesian economics
is called Keynesian revolution. Without going into the appropriateness of the term
�revolution� here, one can safely pen down the fact that Keynes introduced a school
which can be called New Economics. Keynes was basically a classical economist.
Keynes� contribution to the classical tradition is his famous Treatise on Money. Keynes
is primarily a monetary economist. He analysed the monetary problems in macro
perspective. Keynes found that the classical prescription of monetary policy could not
eliminate unemployment and the great depression of the thirties. He then examined
very closely the problems associated with unemployment and depression. This is treated
in his General Theory of Employment, Interest and Money, which was published in

Unit

5.1 KEYNESIANS IDEAS AND
EMPLOYMENT AND INCOME �

INFLUENCE OF KEYNESIAN IDEAS

Unit – V
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Notes 1936. Keynesian economics, therefore, is sometimes called the economics of depression.
Anyway, Keynes pointed out the inefficacy of monetary policy and prescribed the use
of fiscal policy for curing unemployment and depression. Keynes has written a number
of books including Indian Currency and Finance (1913), A Tract on Monetary
Reform (1923) and How to Pay for the War (1940). However, the General Theory
is his magnum opus.

Although Keynes was primarily a classical economist, still he differed on many
important points from the classical economists. The main points of differences between
Keynes and the classicists can be shown in the following chart:

Classical Views                   Keynesian Views

1. There is a direct relationship between the 1. No such direct relationship exists. The
money supply and the price level. relation is only indirect.

2. Saving-investment equality is brought about 2. The equality between saving and investment
by the rate of interest mechanism. is brought about by income level.

3. Rate of interest is a flow. 3. Rate of interest is a stock.
4. Labour supply depends on real wage rate. 4. Labour supply depends on money wage rate.
5. There is no money illusion. 5. There is money illusion.
6. The economy is at full employment 6. The economy is at underemployment

equilibrium. equilibrium.
7. The automatic adjustment works. 7. There is no such thing.
8. No speculative demand for money. 8. There is speculative demand for money.
9. Wages arc flexible. 9. Wages are rigid downward.

10. Supply creates its own demand. 10. Supply is generally greater than demand.
(They are not equal).

11. Money is a veil. 11. Money is important for dynamic activity.
12. Rate of interest is a reward for saving 12. Rate of interest is a reward for parting

with liquidity.
13. Laissez faire. 13. No laissez faire.
14. When the wage level goes down, 14. When the wage level goes down,

employment goes up. employment goes down.
15. Saving is good. 15. Saving is bad.
16. Balance budget. 16. Unbalanced budget.
17. Long-run. 17. Short-run.

5.1.2  KEYNESIAN MACRO MODEL

Keynes built up a short-run macroeconomic model with many variables. He
divided the economy into the following three markets and analysed their economic
variables and equilibrium conditions.

Goods Market
The equilibrium in the goods market is determined by the equality of aggregate

demand and aggregate supply, or,

Y = Cp + Ip (Income is equal to planned consumption and planned
investment.)

Cp = f (Y, r, A, α ) (Planned consumption depends on income, rate of interest,
real value of assets and income distribution.)
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NotesIp = f (Y, r) (Planned investment is a direct function of income and
indirect function of rate of interest.)

Sp = f (Y, r) (Planned saving depends on income and rate of interest.)

Ip = Sp (Planned investment and planned saving are equal.)

Money Market

Md = Ms (Demand for money is equal to supply of money.)

Md = L (PY) + L (r) (Total demand for money consists of transaction demand
for money and speculative demand for money.)

Ms = M0 (Money supply is fixed.)

Labour Market

Nd = Ns (Demand for labour is equal to supply of labour.)

Nd = f (W/P) (Demand for labour is a function of real wage rate.)

Ns = f (W) (Supply of labour is a function of money wage rate.)

Q = f (N, K, T) (Output depends on labour, capital and technology being
given.)

Diagrammatically,

In the panels A and C: Given the equilibrium rate of interest (r0) investment is I0.
Given the saving function S, at equilibrium, I0 = S0 and equilibrium income is Y0.

In panel D: Y is the production function, corresponding to Y0 and N0.

In panel F: No employment corresponds with W/P0 (real wage rate), which is
determined by real wage function W/P in panel (G).

In panels G and E: At P0, the money wage rate is W0, and money income is P0Y0,
then transaction demand for money (LPY) is MT0.
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Fig. 5.1.1

In panel B: (M-Ms) function divides total money OM between OMT0 (active
balance) and MS0 (speculative balance) (at r0 rate of interest). If the rate of interest
is below r0, income, investment, employment go up and the real wage rate goes down.
The model clearly suggests that equilibrium may occur at any level of employment
(N0 is not necessarily full employment in the diagram) within the upper limit by the
size of the labour force. It also denies the existence of any automatic adjustment
mechanism, because of the existence of rigidities caused by either endogenous or
exogenous factors. This model prescribes government intervention for attaining higher
employment and income.

Income Determination
Keynesian economics is basically concerned with the determination of income

and employment. Keynes explained the income theory systematically through saving
(S) and investment (I) equilibrium approach in his General Theory. The income theory
upholds that aggregate demand is determined by aggregate expenditure (E) which
consists of consumption expenditure (C) and investment expenditure (I). Expenditure
generates income in a macroeconomic sense, and income generates further expenditure.
In this way, there is some circularity, where income (Y) and expenditure can be
interchangeably used. Let us briefly explain his ideas:

E = C + I

(Total expenditure is equal to consumption and investment expenditures.)
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NotesHowever, one part of the income is saved and the other part is consumed. Thus,

Y = C + S

In Keynesian hypothesis, total expenditure (E) determines total income in such a
way that:

E = Y

Thus, Y = C + L.

Income (Y) is composed of the following two sets of factors:

Y = C + I

Y = C + S

or C + I = C + S

or I = S

Saving (S) and Investment (I) equality is, thus, definitional. According to Keynes,
saving-investment equality is a condition of equilibrium in the economy, irrespective of
the level of employment. Saving-investment equality is, however, brought about by the
mechanism of income and this equality leads to stability in the price level. However,
when (S) and (I) are not equal, then price level and income level cannot be in
equilibrium.

Needless to say, the process of income determination involves many forces, many
variables, many stages and many sectors. In a simplistic analysis with a two-sector
model, comprising households and business sector, the income generation can be
regarded as:

Y = C0 + bY + I

(where C0 is autonomous consumption and b is marginal propensity to consume)

Given the values of b(MPC), C0 and investment (I), it is possible to find out the
level of income. The equilibrium income is disturbed under the following two situations:

(i) If saving is not equal to investment.
(ii) If aggregate demand is not equal to aggregate supply.
If the level of investment changes, income will be changed. This can be explained

with the help of the investment multiplier which says that if investment is changed,
income will change by a multiple of investment. All this will give the short-run
determination of income, as in the Keynesian theory. The income determination process
can also be discussed with reference to the government sector and open economy.

5.1.3  KEYNESIAN THEORY OF EMPLOYMENT

In his General Theory, Keynes attacks the classical theory of employment and
systematically develops his own theory of employment, output and income. According
to Keynes, total income of an economy is a function of total employment. The volume
of employment depends on effective demand. The effective demand depends on
aggregate demand price and aggregate supply price. The equilibrium point between
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Notes aggregate demand function and aggregate supply function determines effective demand.
In the Keynesian model, aggregate supply function is assumed as given, and the whole
analysis centres round the factors that determine and influence aggregate demand
function. Effective demand depends on consumption demand and investment demand.
Consumption depends on the level of income and the propensity to consume. The
propensity to consume does not increase in the same proportion as the increase in
income. Keynes observes that in the short period, consumption function is more or
less stable. Therefore, for increasing employment in the short period, the main emphasis
is placed on investment. Investment bridges the gap between income and consumption.
If the volume of investment is insufficient, the aggregate demand price will fall short
of aggregate supply price, and employment and income would be reduced. Thus,
variation in employment and income mainly depends on the variation in investment.

Investment depends on two factors: (i) marginal efficiency of capital, and (ii) rate
of interest. Marginal efficiency of capital depends on the supply price of capital and
the prospective yield from capital. The supply price of capital depends on the physical
and technical conditions of production, which, in the short run, cannot be significantly
altered. Therefore, in the short run, prospective yield becomes a more dominant factor
in investment decision. When profit expectations are high and the entrepreneurs are
guided by �animal spirits�, the rate of investment generally becomes higher. On the
other hand, when profit expectations are low, investment goes down.

The rate of interest (another determinant of investment) depends on the quantity
of money and the liquidity preference. If the supply of money is given, the rate of
interest will be determined by the liquidity preference. Liquidity preference depends
on three human motives: (1) transaction motive, (2) precautionary motive, and
(3) speculative motive. The first two motives for holding money are generally interest-
inelastic, while the third one may be said to be interest-elastic. However, if liquidity
preference is given, the rate of interest is determined by the monetary policy of the
banking system. Investment can be stepped up either by raising the marginal efficiency
of capital or by lowering the rate of interest, or by both.

Ordinarily, an increase in investment leads to increase in income and employment.
But employment will not increase, if the propensity to consume of the people is reduced
at the same time. In fact, consumption function is the �heart of Keynesian analysis�
of employment and income. A rise in income and employment without a corresponding
increase in investment is sustained by increased consumption at least up to a point.

The importance of investment and consumption, for employment, income and
output, in the Keynesian theory, can be best understood with reference to the operation
of the multiplier effect. The multiplier refers to the numerical coefficient indicating the
increase in income that results from a given increase in investment. The multiplier
�establishes a precise relationship, given the propensity to consume, between aggregate
employment and income and the rate of investment.� A rise in investment leads to a
rise in income out of which there arises a higher demand for consumption goods which
again leads to a further increase in income and employment. When the process becomes
cumulative, a given rise in investment causes a multiple increase in income, via the
propensity to consume. The size of the multiplier depends on the marginal propensity
to consume. If the marginal propensity to consume is high, the multiplier will be large
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Notesand vice versa. Therefore, for increasing income and employment, both marginal
propensity to consume as well as investment have to be increased. But since marginal
propensity to consume is likely to fall with an increase in income, what is necessary is
to step up the rate of investment in the economy. Investment demand along with
consumption demand will determine the effective demand which, in turn, will determine
the level of income and employment of an economy. This, in a sense, is the Keynesian
theory of employment, income and output. Keynesian theory of employment is
summarised in the chart 5.1.1.

Chart 5.1.1

5.1.4  KEYNES� VIEWS ON DEVELOPMENT

Keynes did not develop any systematic analysis on economic development in his
General Theory. But his ideas on development can be gathered from the broad insight
which he has given in his various writings. In an essay, Keynes suggested that the
future rate of economic progress would depend on: (1) our power to control population,
(2) our determined effort to avoid civil wars and depressions, (3) our willingness to
entrust to science the direction of those matters which are properly the concern of
science, and (4) the rate of accumulation as fixed by the margin between output,
production and consumption. These propositions outline the fundamental conditions of
economic development.

Keynes was a prophet of boom. He observed that if capitalism is modified through
deliberate state action, it will not only be saved from the possible breakdown but also
be a source of human progress.
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Notes Keynesian insights were used by Mrs. Joan Robinson, Harrod-Domar and others
in constructing sophisticated models of economic growth. Without Keynes� theory of
effective demand, Harrod�s theory of growth might not have seen the light. Harrod
gave long-run considerations to his theory and emphasised the capacity-increasing aspect
of saving in contradistinction to Keynes� demand-decreasing aspect. Similarly, Domar
synthesised Keynesian theory of multiplier with the classical theory of productivity.
Keynes� General Theory was static in formulation.. But it �opened the way for a
great outburst of analysis of dynamic problems.� Both Mrs. Robinson and Nurkse have
used the tools of dynamic economics in analysing the problems of investment demand
and capital formation in underdeveloped countries.

Kurihara observes that Keynes� national income analysis may be a useful basis
for estimating consumption, saving, investment, employment and other operationally
significant variables required under development programmes. Keynesian national
income analysis unfolds the important fact that for guiding industrialisation in
underdeveloped countries, statistical data or techniques alone will be quite insufficient
without some plausible hypothesis for interpreting the behaviour of various components
of national product.

Keynes did not believe in the classical notion that the inherent tendency of an
economy is to maintain full employment. He, on the other hand, demonstrated that the
economy is always in underemployment equilibrium. Thus, Keynes, although in a
different context, hints at the very basic characteristic feature of an underdeveloped
economy.

Keynesian secular stagnation thesis reveals that if there are overproduction,
underconsumption and very low marginal efficiency of capital, capitalism may face a
breakdown. Keynes� advocacy of the increasing role of state in rejuvenating the
economy might appeal to those underdeveloped countries which are trying to come
out of the low-level stagnation trap mainly through state action. Keynes� analysis of
�Depression� is a pointer to the fact that economic progress cannot be attained without
state help.

Economic progress requires increasing magnitude of investment. According to
Keynes, if domestic resources are not sufficient for financing the required investment,
deficit financing may be resorted to in the economy. This will not only make available
the resources but also lead to all-round prosperity by creating a favourable climate for
investment. A mild inflation will allocate resources in productive lines and will remove
the bottlenecks in the way of production. Keynes believes that a mild inflation can
augment investment, income, output and employment. In the context of limited economic
resources, development plan can be based to some extent on this method of financing
that Keynes prescribed.

Keynes thought that international economic homogeneity may serve as a useful
path to universal prosperity and peace. With this aim in view, he advocated the
establishment of a World Bank for the purposes of reconstruction and development.
He deemed that this bank would be able to make the savings� propensities of the rich
nations compatible with the development requirements of the poor nations. The IBRD
which has been guiding and helping the economic development of many poor nations
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Notesof today owes its origin to the bold imagination and genuine internationalism of J.M.
Keynes.

Criticisms
1. Some of the very crucial variables in the Keynesian system, for instance,

consumption function, multiplier, etc., are insufficient and practically not very
useful. His multiplier idea is tautological and instantaneous.

2. His forecast that mature economies would experience secular stagnation has
not been correct.

3. His model �is too aggregative.� Proper application of Keynesian model requires
certain disaggregation. It should have contained more variables and
relationships than it does.

4. Keynesian model, being static, fails to analyse short-run dynamics of income
change.

5. His is a short-run model. He does not consider very long-run economic
problems. Keynes neglects long-run analysis by saying that �in the long run,
everyone of us is dead.�

6. It is alleged that Keynes has failed to take note of Pigou Effect or Real
Balance Effect, and that it is not possible to attain equilibrium, as Keynes
believes, at less than full employment level, if wages and prices are perfectly
flexible.

7. There is hardly any significant difference between the classical and Keynesian
models. Some economists are of the opinion that Keynesian model might
better be considered as an extension and improvement of, rather than as a
substitute for, the classical macroeconomic model.

In recent years, the outstanding macroeconomic problems appear to be associated
with economic growth and inflation. While the Keynesian model cannot be made directly
applicable to the problems of economic growth, it can be utilised for understanding the
problems of inflation. Keynesian economics provides significant and new insights that
were previously lacking. Despite limitations and deficiencies, the Keynesian analysis
still provides the most useful points of departure in macroeconomic thinking. It has
been a perennial source of encouragement to the great majority of significant works in
the areas of both macroeconomics and growth economics in the contemporary world.
As Prof. J.R. Hicks once observed, �The General Theory is neither the beginning
nor the end of Dynamic Economics,� but it remains the common starting point for a
good many works on economics.

5.1.5  KEYNESIAN ECONOMICS AND UNDERDEVELOPED
  COUNTRIES

Controversy
Some writers are of the view that Keynesian economics does not command

universal application. Its application, they say, is limited to advanced countries like the
UK or the USA. Keynesian economics is believed to be the economics of �Depression�;
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countries, for such countries are in the midst of secular inflation. Schumpeter contends
that �practical Keynesianism is a seedling which cannot be transplanted into foreign
soil; it dies there and becomes poisonous before it dies.� In the same sentiment, Harris
writes that �those who seek universal truths applicable in all places and at all time, had
not better waste their time on the General Theory.�

Some Indian economists also hold a similar view. A.K. Dasgupta remarks:
�Whatever the generality of the General Theory may be in the sense in which the
term �general� was used by Keynes, applicability of the propositions of the General
Theory to conditions of an underdeveloped economy is at best limited.� V.K.R.V. Rao
observes that the �blind application of the Keynesian formulae to the problems of
economic development has inflicted considerable injury on the economies of
underdeveloped countries and added to the forces of inflation that are currently afflicting
the whole world.�

But there are others who hold quite opposite views. Some writers in this latter
group maintain that �the Keynesian theory is a general theory of income determination;
it is valid for a developed as well as underdeveloped economy.� A few among these
writers have challenged the views of the former group of writers who are opposed to
the application of Keynesian economics to backward countries. According to this latter
camp, Keynesian tools and concepts are still applicable to cases of underdeveloped
countries. Let us examine the views of both the groups of writers side by side with
reference to Keynesian concepts, tools and assumptions.

Nature of Unemployment
Keynes is mainly concerned with the problem of involuntary unemployment in

the advanced countries and his whole thesis relates to the question of how to secure
full employment in the case of these countries. In Keynesian theory, unemployment is
caused by deficiency in effective demand. V.K.R.V. Rao maintains that in
underdeveloped countries, there is no involuntary unemployment, but there is disguised
unemployment. Again, unemployment here is caused not by lack of effective demand
but by lack of complementary resources.

The above view, however, is not always correct for underdeveloped countries. In
these countries, unemployment is rampant, both in the agricultural sector as well as in
the industrial sector. Similarly, underemployment, be it visible or disguised, is partly
involuntary in nature, and arises out of lack of alternative openings. It is also not right
to say that in backward economies, there is always lack of resources. Underdeveloped
countries are often rich in resources; but the problem is that these resources are not
yet properly utilised. These resources can be utilised with the help of higher monetary
incentives and effective demand. In fact, effective demand in underdeveloped countries
is not adequate.

Effective Demand
It is often contended that in underdeveloped countries, effective demand is quite

sufficient, and the Keynesian analysis which mainly advocates the raising of effective
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In underdeveloped countries, due to the low per capita income, effective demand
(i.e., purchasing power) is never adequate; on the other hand, it is very low. The principle
of aggregate demand has the same significance in the explanation of inflationary
conditions in developing countries as in the case of the inflationary gap analysis in mature
economies. The principle provides a theoretical basis for policies aimed at controlling
inflation in developing countries. But for the concept of aggregate demand and the
related tool of analysis, the technique of national income accounting, which forms so
important a basis for development planning, would not have been perhaps possible.
Even in backward economies, the conditions of rising effective demand are essential
for a favourable investment outlook, at least in the private sector. Rising aggregate
demand is very important for breaking the vicious circle and for initiating a take-off.

Multiplier
Rao believes that Keynesian multiplier analysis does not work in underdeveloped

economies. The working of the multiplier requires the existence of the following
conditions: (1) Involuntary unemployment, (2) Elastic supply of output, (3) Excess
capacity, (4) Elastic supply of working capital.

According to Rao, absence of the above conditions in backward economies stands
in the way of operation of the multiplier process.

We have already explained that involuntary unemployment exists in backward
countries. Here, all the above-mentioned conditions are very much present. Excess
capacity in industries, particularly in the public sector, as in India, is a problem. Investment
itself has capacity-creating effect in the long run. Supply of output and working capital
in developing countries is not completely inelastic. Monetary and credit-creating
institutions have been expanding the supply of working capital in all such countries in
recent years. Outputs of agricultural and consumption goods sector have also shown
an upward movement in recent decades. There are enormous possibilities for increasing
the output in these sectors still further. In the long run, forward and backward linkage
effects may help to increase output. Rao views the multiplier process in a quite static
setting. In a developing economy (and not in the traditional society of Rostownian type),
in the long run, output cannot be inelastic. In the developing countries, interaction
between the multiplier and the accelerator is likely to come about almost immediately
after the initial injection of investment. Multiplier in underdeveloped countries will
increase output, and bottlenecks and skill will not be stumbling blocks, if investment is
taken up in moderate doses, and confined to quick-yielding type of consumer goods
industries. In that case, Rao�s fear of possible inflation may be eliminated.

Rao asserts that the existence of disguised unemployment in backward countries
hinders the working of the principle of multiplier. To be operationally effective, multiplier
requires, among other things, an elastic supply of labour force willing to accept
employment at the current wage level. However, Rao�s view is not a correct
presentation of the real situation in backward countries. In such countries, labour is
abundant and cheap. A high magnitude of unemployment in the industrial sector, not to
speak of agricultural sector, makes the supply of labour elastic at current wages, as
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mobilised, as shown by Nurkse, at the current industrial wage rate, which is higher
than the agricultural wage.

Deficit Financing
Prof. Rao maintains that the economic policy of deficit financing advocated by

Keynes for securing full employment does not apply in backward countries. He holds
this view primarily on the ground that the supply curve of output is inelastic in an
underdeveloped country, and deficit financing in such a context is bound to be inflationary.

Rao himself accepts that deficit financing need not always be inflationary. It is
rather self-liquidating in character. As we have already noted, supply curve of output
in developing countries is not really inelastic. If deficit financing is used for increasing
the capacity and for expanding the output in the quick-yielding type of consumer goods
industries, it need not be inflationary. Deficit financing, on the other hand, creates forced
saving in the economy and thereby can increase the rate of capital formation in poor
countries. Prof. Rao accepts this to be true. Deficit financing should be properly planned
and should be moderate in dose.

Saving and Investment
According to Prof. Rao, Keynesian policy of disregard for thrift is not helpful for

economic progress in backward countries. He holds that the old-fashioned classical
prescription of save more and work harder is relevant for poor countries.

It is not right to believe that saving always determines investment. Saving and
investment are independently taken up by different categories of people. Mere increase
in saving cannot do anything favourable if it is hoarded or not productively utilised. It
is investment and not saving that determines growth. The idea that low saving is bad
arises implicitly from the connection that is believed to exist between saving and
investment, more particularly from the connection that savings determines investment.
In fact, more correctly, investment determines saving and not vice versa. Investment
has its effects on prices, which in turn influence income distribution and shares of profit
and wage; and given the marginal propensity to save, the magnitude of saving is
determined. Low saving is sometimes beneficial. Low saving means higher consumption
which means, other things being the same, higher profit, higher reinvestible surplus and
higher investment. Thus, low saving need not hinder investment. The main bottleneck
in underdeveloped countries is not low saving, but lack of utilisation of resources and
of organisational ability. However, the bottlenecks can be reduced to a very great extent
by increasing the tempo of investment, a large part of which can be financed by foreign
capital. Thus, Keynes� analysis in which saving plays a passive role is still valid in
backward countries.

Importance of Other Measures
Keynes lays great emphasis on the role of state in eradicating depression. In

underdeveloped countries, state action is indispensable in guiding and in lifting the
economy from the rut of low level stagnation trap. The state can increase investment
in social overhead capital and can create a favourable climate for increasing private
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development can be a success.

Keynesian policy of public investment to achieve a higher standard of living and
to provide increasing employment opportunities is applicable to underdeveloped countries.

Keynes emphasised the positive role of monetary and fiscal policies in advanced
countries. In underdeveloped countries, monetary and fiscal policies are becoming more
and more growth-oriented. Keynesian monetary theory provides a logical framework
for the discussion of the place of money in economic development. His framework
helps us to identify the points at which quantitative monetary expansion may fail to
generate economic development. Keynesian concepts of liquidity, national income
accounting, inflationary gap and deficit financing, etc., are still being used with much
popularity in developing economies.

Conclusion
Keynesian analysis has been used in recent years by Joan Robinson, Harrod-

Domar and others for analysing long-run dynamic growth problem. Though not in the
stagnant traditional society, Keynesian largely valid in the case of developing societies
with a growing sector. Keynesian theory provides an apparatus of thought, and its
essential contents can be used for analysing a wide range of problem under varying
conditions. Keynesian concepts and tools may be more or less in our context much
the same way as Malthusian, Marxian or Marshallian concepts. What is more important
is not so much the written words of Keynes but the spirit of his analysis. Keynesian
system as a whole may not be fully applicable, but taken with a grain of salt, the tool
kits can be of great significance in the analysis and solution of economic underdeveloped
countries. To use Dr. K.N. Raj�s words, �discarding the Keynesian thesis as altogether
inoperative in underdeveloped countries, is really throwing the baby away with the bath
water.�

Challenges to Keynesianism
The key insight of Keynesian economics is that the problem during recessions is

inadequate aggregate demand.  Taken to the extreme, which some Keynesians do, it
says that aggregate demand is the only thing to worry about during downturns.  Changes
in aggregate supply (due to, say, high marginal tax rates or adverse incentives associated
unemployment insurance) don�t matter, they argue, because employment is being
constrained by the low level of aggregate demand.

University of Chicago economist Casey Mulligan offers a challenge to that view. 
Casey points out that there is a regular surge in teenage employment during the summer
months because more teenagers are available to work (that is, the supply of their labor
has increased).  That is no surprise: It is normal supply and demand in action.  But if
aggregate demand were the main constraint on employment, this increase in supply
should not translate into higher employment during deep recessions such as this one. 
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Most economists, Keynesians and otherwise, ignore this summer change in
employment because we focus on seasonally adjusted data.  But as Casey points out,
the raw unadjusted data may have something important to teach us.

Criticisms of Keynesianism
1. Borrowing causes Higher Interest Rates and crowding out: Keynesian

economics advocated increasing a budget deficit in a recession. However, it is argued
this causes crowding out. To borrow more, the interest rate on bonds rises. Also it
means that the private sector have less to invest on private projects.

2. Inflation: A problem of fiscal expansion is that it often comes too late when
economy is recovering anyway and therefore, it causes inflation.

3. Difficulty of predicting Output gap: An assumption of Keynesian economics
is that it is possible to know how much demand needs to be increased to deal with
output gap.

4. Encourages big government: In a recession governments increase spending,
but, after recession government spending remains leading to high tax and spend regimes.

5. Time Lags: It takes a long time to change aggregate demand by the time
AD increases it may be too late and it leads to inflation.

5.1.6  SUMMARY

Keynes� contribution to the classical tradition is his famous Treatise on Money.
Keynes is primarily a monetary economist. He analysed the monetary problems in macro
perspective. Keynes found that the classical prescription of monetary policy could not
eliminate unemployment and the great depression of the thirties. He then examined
very closely the problems associated with unemployment and depression.

Keynes built up a short-run macroeconomic model with many variables. He
divided the economy into the three markets and analysed their economic variables and
equilibrium conditions.

Keynes attacks the classical theory of employment and systematically develops
his own theory of employment, output and income. According to Keynes, total income
of an economy is a function of total employment. The volume of employment depends

Scasonal Employment for School-Aged Workers, 2006-10
2006 July exceeds May by 20%
2007 July exceeds May by 22%
2008 July exceeds May by 12%
2009 July exceeds May by 15%
2010 July exceeds May by 17%
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Noteson effective demand. The effective demand depends on aggregate demand price and
aggregate supply price. The equilibrium point between aggregate demand function and
aggregate supply function determines effective demand. In the Keynesian model,
aggregate supply function is assumed as given, and the whole analysis centres round
the factors that determine and influence aggregate demand function. Effective demand
depends on consumption demand and investment demand. Consumption depends on
the level of income and the propensity to consume. The propensity to consume does
not increase in the same proportion as the increase in income. Keynes observes that
in the short period, consumption function is more or less stable. Therefore, for increasing
employment in the short period, the main emphasis is placed on investment. Investment
bridges the gap between income and consumption.

If the volume of investment is insufficient, the aggregate demand price will fall
short of aggregate supply price, and employment and income would be reduced. Thus,
variation in employment and income mainly depends on the variation in investment.

Monetary and credit-creating institutions have been expanding the supply of
working capital in all such countries in recent years. Outputs of agricultural and
consumption goods sector have also shown an upward movement in recent decades.
There are enormous possibilities for increasing the output in these sectors still further.

A high magnitude of unemployment in the industrial sector, not to speak of
agricultural sector, makes the supply of labour elastic at current wages, as Prof. Lewis
observes. Disguised unemployment of the primary sector can also be mobilised, as
shown by Nurkse, at the current industrial wage rate, which is higher than the agricultural
wage.

According to Prof. Rao, Keynesian policy of disregard for thrift is not helpful for
economic progress in backward countries. He holds that the old-fashioned classical
prescription of save more and work harder is relevant for poor countries. It is not right
to believe that saving always determines investment. Saving and investment are
independently taken up by different categories of people. Mere increase in saving cannot
do anything favourable if it is hoarded or not productively utilised. It is investment and
not saving that determines growth. The idea that low saving is bad arises implicitly
from the connection that is believed to exist between saving and investment, more
particularly from the connection that savings determines investment. In fact, more
correctly, investment determines saving and not vice versa. Investment has its effects
on prices, which in turn influence income distribution and shares of profit and wage;
and given the marginal propensity to save, the magnitude of saving is determined. Low
saving is sometimes beneficial. Low saving means higher consumption which means,
other things being the same, higher profit, higher reinvestible surplus and higher
investment. Thus, low saving need not hinder investment.

5.1.7  SELF ASSESSMENT QUESTIONS

1. Discuss about John Maynard Keynes.
2. Explain about the Keynesian Macro Model.
3. Discuss the Keynesian Theory of Employment.
4. Explain the Keynes� Views on Development.
5. Discuss the Keynesian Economics and Underdeveloped Countries.

! ! !! ! !! ! !! ! !! ! !
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Unit

5.2 ECONOMIC THINKING OF
NAOROJI, GOKHALE AND

GANDHIJI

Objectives
After completing this chapter, you will be able to:
• Know about Dadabhai Naoroji
• Understand about Mahadev Govind Ranade
• Know about the Romesh Chandra Dutt
• Understand about Gopal Krishna Gokhale
• Know about Mohandas Karamchand Gandhi

Structure:
5.2.1 Dadabhai Naoroji (1825-1917)
5.2.2 Mahadev Govind Ranade (1842-1901)
5.2.3 Romesh Chandra Dutt (1848-1909)
5.2.4 Gopal Krishna Gokhale (1866-1915)
5.2.5 Mohandas Karamchand Gandhi (1869-1948)
5.2.6 Summary
5.2.7 Self Assessment Questions

5.2.1  DADABHAI NAOROJI (1825-1917)

The major economic ideas of Naoroji are contained in his book, Poverty and Un-
British Rule in India, which was first published in 1901, and was revised in 1911.
Naoroji has contributed to the understanding of the drain theory, national income analysis,
poverty and public finance and public expenditure system in India. Let us discuss these
one by one briefly.

Drain Theory
Dadabhai Naoroji was the first Indian economist to have discussed the draining

away of Indian resources from India to England. The transfer of resources from India
to England which started in the middle of the eighteenth century is regarded as the
drain of Indian resources. Dadabhai Naoroji analysed the drain theory in 1871 in his
book very elaborately. The drain took the form of unrequited export of goods from
India. The drain arose out of the following items: (i) remittance of saving from India to
England by the employees of the East India Company; (ii) remittances to England by
European employees for the support of their families; (iii) remittances for the purchase
of British goods; (iv) Government purchase of stores manufactured in Britain; and
(v) interest charges paid to England on public debt.
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NotesThe remittances were responsible for creating a surplus of export in India�s external
trade. According to Naoroji, the extent of drain was to the tune of £350 million during
1814-1865. Roughly, the drain on the East India Company�s account has been estimated
to be £3 million per year. Later on, the drain went on increasing. There was also an
internal drain in the form of transfer of purchasing power from the poor rural areas to
the rich urban areas. Naoroji found that seventy-five per cent of India�s tax revenue
was collected from the poor people of India. Much of the public debt was also political
in nature and the rate of interest on the public debt was also very high. The drain also
consisted of the wastage of human skill and efficiency. When the Britishers destroyed
villages, cottage and handicrafts, the artisans had to go back to the rural areas. In this
process, a good deal of artistic efficiency and skill was lost. This is one form of drain
of human resources. Agricultural export was the instrument through which the resources
were drained out of India.

The drain of resources was responsible for the poverty and underdevelopment of
the Indian economy.

The drain included the profit of exports, freight and insurance. India had to bear
the war expenditure of Britain. The expenditure on the maintenance of British army
was also borne by India. There was also the draining away of professionally-skilled
Indian people from India to England. This is what is regarded as the brain drain today.
Dadabhai called it a moral drain.

National Income Estimate
Naoroji was not satisfied with the wrong estimation of national income in India

by the British Government. The official estimate was not satisfactory, according to
Naoroji. In the Material and Moral Progress of India, the British Government used
to give some data regarding India�s national income. Naoroji wanted that national
income should be computed every year. For the year 1870-71, Naoroji�s calculation
showed that India�s per capita income was only ` 20, whereas it was ` 420 in the
United Kingdom. His calculation was based on the bare minimum needs of human
beings to keep them in ordinary good health and decency. In this connection, Naoroji
took into account the daily maintenance requirements of emigrant coolies, common
agricultural labourers, lowest-paid government servants and prisoners in Indian jails.
He found that the average daily requirement of these categories of people was to the
extent of ` 34 for bare subsistence. Naoroji found that the per capita income was
much less than the per capita requirement of average Indian people.

The main points of criticism against his method of calculation were that Dadabhai
did not take into account many items like railway wealth, government stock, foreign
trade and so on. Naoroji pointed that railways do not produce any wealth. It simply
transfers wealth from one area to another area. Similar is the case of government
stock. Stock does not increase the material wealth of any country. Similarly, house
property and internal trade, etc., do not create any material wealth. Foreign trade, of
course, does create wealth. But in the case of India, all profits from foreign trade go
to England. These are the replies given by Dadabhai against the facts of non-inclusion
of certain items in the calculation of India�s national income, as pointed out by Danvers.
V.K.R.V. Rao supported Naoroji�s method of calculation of national income and pointed
out that Naoroji�s treatment of national income was based on �the physiocratic concept
of the materiality of income�.

Poverty in India
The evidence of Indian poverty can be found from the data on per capita income,

as calculated by Naoroji. The per capita income was ` 20 on an average, whereas the
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Notes per capita subsistence cost in India was ` 34. From here, one can gauge the extent
of Indian poverty. Most of the Indian people were in the midst of adject poverty. They
simply existed by drawing on the capital wealth, by incurring debt and by making
dissaving disinvestment. A common man�s economic position was much worse than
that of criminals in jails. Dadabhai wrote: �Even for such food and clothing as a criminal
obtains, there is hardly enough of production in a good season, leaving alone all little
luxuries, all social sorrow and any provision for a bad season.� The economic position
of the middle class and the rich class of people was certainly better. The pattern of
income distribution was highly skewed against the poor people of India. The differences
in income distribution were also accentuated by racial and regional disparities of income.
The Indians used to get much less salaries than the English people in India. The people
of India by and large were exploited by the British people. The exploitation led to poverty.

Another very important cause of Indian poverty was the economic drain from
India. The drain which was on a regular basis reduced India to a land of paupers.
Population of India was also increasing, but there was diminishing agricultural produce.
The wages of the agricultural labourers were very low. The real wages still went down
as the prices went up regularly. Poverty in India was due to the exploitation by British
rulers of Indian agriculture, trade, manufacture and commerce. But overpopulation was
not the real cause of Indian poverty. The real cause was the flight of Indian capital to
England. J.S. Mill identified the scarcity of capital as the cause of industrial as well as
agricultural backwardness of India. Along with poverty, there was a sense of alienation
that haunted the people of India. Most of the good Indian jobs were taken up by the
British people. Many Indians, though capable, had to remain unemployed and
underemployed. The Indian people could not enjoy their legitimate rights, and they
remained aloof from the drama of national development. There was a sense of
frustration among the Indian people. In the opinion of Naoroji, the main reason for
India�s poverty was the exhaustion of the wealth of India and also the excessive
expenditure on European service and public debt. Dadabhai tried to quantify the level
of India�s poverty and its deleterious effects. He showed the immiserisation of Indian
people as caused by British rule.

Public Finance and Financial Administration
Naoroji showed the mismanagement created by the British rulers in the realm of

income and expenditure. The bulk of the revenue was realised from the Indian people.
The incidence of land revenue ultimately fell on the poor cultivators. The tax system
was highly regressive in character. This was particularly true in the case of salt tax.
The tax rate was very high. It was twenty-two per cent in India whereas it was merely
eight per cent in England. But the British rulers maintained that the people of India
were taxed lightly. There was another aspect of the Indian tax system. Whereas in
the case of England, the taxpayers used to get some benefit in return from the
government, in India, there was no such quid pro quo in return.

There was also heavy expenditure on the army and defence. Gladstone admitted
that the military expenditure in India in 1893 was indeed alarming. In India, the people
did not enjoy benefits from the railways. Indian money was spent on the home
establishment of the railway officials who were living in England. In the railways, the
good jobs were meant for English people. The interest charges on the public debt in
India were very high. Naoroji estimated the public debt in 1871 to be £100 million.
The home charges were also very heavy. Dr. Ganguli points out that there are three
areas of recurrent concern in the realm of public finance: (i) heavy burden of taxation
in relation to limited taxable capacity in India; (ii) higher tax rate in India as compared
to England; and (iii) a positive correlation between taxation and continuous flow of
economic drain to Britain.
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NotesThere was also tremendous export of spices from India to England and the
consequence was the shortage of spices in India. The British people always kept the
exchange rate against the Indian rupee as compared to British pound sterling. The Indian
silver standard was at the disadvantage of India. The public debt of India was rapidly
growing every year, and it became a matter of concern for every Indian leader. The
debt servicing charge was also very high which was partly responsible for the poverty
of Indian people. The financial administrative system was having a built-in bias in favour
of wastages and unnecessary government expenditure. On every opportunity, the
government was bleeding the Indian people.

Reforms
Naoroji suggested a few reformative measures for giving a better shape to things.

These measures are: (i) An equitable adjustment of financial relations between England
and India. (ii) Permission to be given to India for the use of her own produce for
consumption and investment. (iii) Increasing Indianisation of employment opportunities.
(iv) Public loans for investment in India at a lower rate of interest. (v) Ceiling on
government expenditure, pay, allowances, pension and so on. (vi) Interest rate on public
debt to be reduced. (vii) The administrative expenditure to be reduced to the minimum.
(viii) A comprehensive plan for national education. (ix) Attractive capital for cultivating
wastelands, and supply of capital for public works programmes.

Naoroji assigned a positive role to be played by the state in the different areas of
economic activities such as public finance, trade, employment, education and economic
development. For accelerating the tempo of public works programmes, Naoroji
advocated the import of foreign capital but not foreign capitalists. He was also in favour
of mixed economy where the government sector and the private sector will work side
by side. He rejected the classical laissez faire attitude. He urged the government to
supply the necessary infrastructure and remove poverty from the country. He strongly
advocated the stoppage of exploitation by manipulating the exchange rate. He observed
that government should come forward to build up human capital in a backward country
like India.

Evaluation
Naoroji can be regarded as the father of Indian political economy. His works on

national income estimate and drain theory still remain the authentic works of reference
for further research in these areas. His drain theory has been the starting point of the
theory of imperialism. From his writings, we get the idea of the working of the economic
process in British India, and the genesis of Indian poverty and underdevelopment.
Dadabhai was in favour of a welfare state for India. Even in spite of the scarcity of
statistical data, Naoroji was able to estimate India�s national income more or less
correctly. Naoroji occupies a place of pride among the nationalist economists of India.

5.2.2  MAHADEV GOVIND RANADE (1842-1901)

The economic ideas of Ranade can be found in his Essays on Indian Economics
(1898). The main message of the work is given in the first chapter �Indian Political
Economy�. This chapter was discussed in the form of a lecture in 1892 in the Deccan
College, Puna. The economic ideas of Ranade concentrate on mainly three subjects:
(i) Methodology of study, (ii) Explanation of backwardness/poverty in India and
(iii) Development and industrialisation of India and the role of state. Let us discuss
these three aspects.
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Notes Historical Method of Study
Ranade was a great advocate of the historical method of study in economics. He

said, �If the law of relativity and correspondence holds good in politics and social
sciences generally, it ought to hold good equally in all kindred subjects, including among
others, the science of National Wealth or it is more popularly described, Political
Economy.� He said that political economy is intimately connected with many other
branches of social philosophy. He, like J.S. Mill, admits that the laws of distribution
are partly human institutions. Therefore, these laws can be changed. He did not accept
the classical notion of absolutism in economics. He was a practical economist. He did
not like deductive method of analysis of the classical system. On the other hand, he
thought that the historical method which takes the past into account in its forecast of
the future is more appropriate than the deductive abstract classical method. It is relativity
on which the practical science of economics stands. According to him, political economy
is a hypothetical science where relative historical method seems to be more appropriate.
However, he suggested the simultaneous study of theory and practice. �Theory is only
enlarged practice and practice is theory in its relation to proximate causes.� He criticised
the classical economists for their unrealistic assumptions and absolutism. He said that
the traditional assumptions of economic theory are not applicable anywhere except in
England. He rejected the assumptions of the British classical political economy in the
light of facts in India. He castigated the classical writers for their historical approach
to the study of economies. However, Ranade accepted the Malthusian theory of
population for a country like India.

Backwardness/Poverty in India
He elaborated a number of reasons which are responsible for the poverty and

backwardness in India. These factors are: conservative attitude, uncertain conditions
in agriculture, scarcity of capital, unskilled labour, unenterprising people, absence of
desire for accumulation, drainage of resources and talents from the county and so on.
In India, raw materials are produced only for export. Cooperation is almost unknown.
Agriculture is carried on traditionally. There are petty farming, retail dealing and job
working by poor people on borrowed capital. In a country like India, there is complete
absence of a landed gentry or wealthy middle class. According to Ranade, our laws
and institutions favour a low standard of life, our religion condemns accumulation of
wealth and power. Stagnation and dependence, depression and poverty�these are
written in broad characters on the face of the Indian people. Moreover, India has been
losing every year sufficient amount of wealth and talent to Britain. This is a distinct
cause of Indian poverty.

Poverty in India has increased quite considerably after the entry of Britishers.
Indian industries are backward and lopsided. There is lack of proper credit facilities.
The land policies are also defective. Lack of credit facilities stood in the way of industrial
development. Ranade observes that the faulty British policy has made India a producer
of raw materials for the British industries, and a ready market for the British goods.
The basic cause of India�s poverty is too much dependence on backward agriculture.

Development and Industrialisation in India
Ranade observed that Indian economy can be developed and poverty can be

removed, provided certain steps are taken sincerely and appropriately. These are briefly
discussed below:

In a country like India, industrialisation and urbanisation must be linked together.
Agricultural growth should also be linked with urbanisation and industrialisation. India
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Notesshould concentrate more on the industrial development of the country. Indian industries
require protection. Ranade wanted India to produce raw materials and process the
same for export in the form of finished goods to other countries. He was in favour of
import of skill and technique of production. He suggested the imposition of heavy tariff
in the case of sugar import to India. He urged the Government of India to pursue a
positive policy for the industrial development of India. In spite of the policy of free
trade adopted by the British Government, Ranade thought that India should compete
with foreigners. India has to organise labour and capital by cooperation and import
freely foreign skill and machinery.

According to him, diversification of the Indian economy was the only remedy for
making the country free from famines. He was in favour of development of certain
strategic industries like the iron and steel industry in India.

Ranade�s concept of wealth included not only physical capital but also education
and technology. This idea is clearly stated in his essay on Indian Political Economy.

Ranade suggested that land should belong to the actual tillers. He also suggested
the fixation of the shares of farmers in the total produce. He advocated permanent
Ryotwari land settlement for a period of at least thirty years. For facilitating credit in
the agricultural sector, Ranade suggested institutional changes in the agricultural sector.
In this regard, he suggested the promoting role of the state. He was advocating the
removal of uncertainty in land assessment in India.

Ranade pointed out that economic development is a function of many factors:
social, political, economic and institutional. He was also inclined to have a planned
economy for India which would in fact be a welfare state.

Ranade suggested liberalisation of land policy and payment of tax according to
the convenience of the cultivators. He wanted to have a proper reorganisation for
streamlining the credit system in the country. The essential condition of rescuing the
country from its helplessness, according to Ranade, is to effect a radical change in the
relationship of soil with the persons who cultivate it. He stood for co-existence of
different types of farming.

Ranade argued against the statement by the Britishers that torrid zones are meant
for producing raw materials only. Ranade was against this motivated interpretation of
the Ricardian comparative cost theory. He said that India can very well specialise in
the production as well as in the processing of raw materials. He suggested remedies
for boosting up domestic production.

He blamed Indians for hoarding of gold and silver. According to him, these precious
metals can be used productively for the purpose of development. It is necessary to
properly husband economic resources of the country. India has a distinct advantage in
having large natural resources and abundant supply of labour. Thus, those industries
can be started in India which require raw materials and labour.

Ranade was in favour of a balanced approach towards population policy for the
country. He suggested that people should emigrate from thickly-populated areas to thinly-
populated areas. He wanted a balance of population in the various regions of the country.

Ranade explained that agricultural development must be linked with the existence
of the non-agricultural market. He accepted the existence of interdependence between
agriculture and industry. The method of industrial development in India may be based
on labour-intensive methods of production, as India possesses a large number of surplus
labour. He suggested the development of the institutional lending system. India has capital
but that capital has to be mobilised for the purpose of development. This requires



228 History of Economic Thought

Notes institutions like banking and financial intermediaries. At the start of development, Ranade
suggested protection to the developing industries.

Ranade was of the opinion that for the industrial development of the country, what
is of utmost importance is the positive role of the state. Let us explain this point.

Role of State
Ranade urged the government to undertake a positive role for the industrial

development of the country by protecting home industries and through various other
ways. He said that the policy of the state in India has been harmful to both agriculture
and industry. The British policy was mainly responsible for the economic backwardness
and poverty in India. Ranade wanted the state to be a welfare state which has to
undertake a number of reforms in various directions. Economic development in India
was essentially dependent on political, social and economic institutions whose activities
are to be channelised by the state. The state should come into the forefront of all actions,
particularly because the private sector in India is almost conspicuous by its absence.
�The state�, said Ranade, �is now more and more recognised as the national organ for
taking care of national needs in all matters in which individual and cooperative efforts
are most likely to be so effective and economical as national effort. To relegate them
to the simple duty of maintaining peace and order is really to deprive the community
of many of the advantages of the social union.

According to Ranade, for a poor country like India, the policy of laissez faire
could be doing more harm than good. The state, in such a country, has to work like a
friend, philosopher and guide. It has to give subsidies and bounties for industrial
development. The state has to organise trade, finance and commerce. It has also to
regulate cooperative efforts. Ranade praised the British government for providing capital
to India at a low rate of interest. State has to look after education, communication,
industrial development, agricultural development and so on. In this regard, Ranade
supported the policy of Cultural System. The state has to take up a number of
development-oriented measures and policies.

Evaluation
Ranade could not notice the plunder of Indian resources through the investment

of British capital. However, Ranade was a practical economist. He suggested a number
of important practical steps for the development of India. He is a nationalist economist
and a relativist.

5.2.3  ROMESH CHANDRA DUTT (1848-1909)

Romesh Chandra Dutt was a civil servant and economic historian. He wrote two
very famous books, Economic History of India (Two Volume), and Famines in India.

Dutt was moved by the poverty of Indian people. He took into account the various
causes responsible for poverty in India. According to him, the Britishers were not
interested in the development of Indian economy. However, he praised the Britishers
for bringing into India modern civilisation, peace, modern education, modern science
and technology and so on. They had built up a strong and efficient administrative
machinery, and framed good laws. For all these, Dutt had high regards towards the
British administration. But he was of the opinion that the British administration could
not improve the material prosperity of Indian people, rather it had worsened gradually.
Indian people became the victims of absolute and relative poverty. Famine was a
contributory cause of poverty in India. But there were other causes responsible for
Indian poverty.
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NotesCauses of Indian Poverty
1. Backwardness of Indian Agriculture. Because of the heavy taxation of

land, the agriculturists in India could not generate any surplus for their own
welfare and for the development of the agricultural economy. The land tax
was very heavy and uncertain. It was even to the extent of eighty to ninety
per cent in Bengal and Northern India of the rental. The realisation of the
tax was done in a very crude manner by oppressing the people. Every time
the tax was increased without giving any reason for such an increase.
Sometimes, the land tax appropriated the whole of the surplus produce on
land. All this implied that Indian agriculture was not in a position to generate
any surplus, nor could it sufficiently maintain its dependent population. The
result was heavy indebtedness and acute poverty. Agriculture lacked irrigation
facilities and modern technology. The agrarian structure was highly traditional
and unproductive. The technique of production was poor, equipment inadequate
and soil condition poor. The prices of agricultural products were not favourable
for the cultivators and the land tenure system was also very traditional. All
these meant low productivity of Indian agriculture.

2. Downfall of Indian Industries. The Britishers were not interested in the
industrial development of India. They wanted to make India only a market
for the British goods and also the supplier of raw materials to the British
industries. The Britishers arrested the development of Indian industries. Their
commercial policy was selfish. It discouraged the growth of Indian
manufacturing industries. Heavy tariff was imposed on the entry of Indian
goods to Britain, particularly, the Indian silk and cotton goods; But British goods
were admitted into India free of duty or on nominal duty. Many skilled Indian
artisans lost their jobs. The cottage and village industries were destroyed by
the British Government. The artisans had to go back to agriculture where
the pressure of population on land increased considerably, making the condition
of poverty worse. The invention of powerloom brought about a complete
decay of Indian industries. On the production of cotton fabrics, the Government
of Britain imposed an excise duty. This resulted in the loss of competitive
ability of Indian manufactures in the foreign market.

3. High Growth of Population. According to Dutt, Indian poverty was largely
due to the high rate of growth of population. The high density of population
was responsible for the low per capita productivity in Indian agriculture. The
standard of living of the people went down considerably during the British
regime.

4. Unsound Taxation. The land tax was very high, and it was based on
uncertainty. Taxation was not based on a reciprocal advantage principle. The
state was simply a taker, but it was not a giver of benefit to the people. The
state did not develop new industries or revive old ones, but it always tried to
squeeze the people for getting whatever maximum it can get out of them.
According to Dutt, Indian tax-payer was taxed forty per cent more than the
tax-payer in Ireland and Britain. Indian taxation was also not based on any
sound principle. The heavy burden of tax was also due to the very costly
financial administrative system. In many ways, the sources of national wealth
in India had been narrowed under British rule.

5. Excessive Home Charges. A large amount of money every year was sent
from India to England in the name of Home Charges. The earlier foreign
rulers in India also exploited Indian people, but they spent the money here in
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Notes India. Thus, indirectly, the Indian people were benefited. But during British
rule, things were different. Indian money flowed into England on a regular
basis. This impoverish India but enriched England. All the high posts were
reserved for the English officers in India. The Horne Charges rose gradually
with excessive taxation. The Home Charges were a definite cause of draining
away of Indian money and contributed heavily to the growth of Indian poverty.

Suggested Remedies to Remove Poverty
R.C. Dutt suggested a number of measures for the removal of poverty in India.

The following are his main suggestions:

(i) The land revenue system should be rationalised. He suggested that land
settlement should be made for a period of more than thirty years. The cess
on land tax has to be used for the direct advantage of the cultivators. When
the direct land revenue is collected by the state, the rate should not be more
than twenty per cent in individual cases, and not more than ten per cent for
the district as a whole.

(ii) The excise duties on mill industries should be abolished.
(iii) Rate of interest of public debt should be lowered.
(iv) A sinking fund may be created for the repayment of public debt.
(v) There should be the sharing of military and civil expenditure by the government

of Great Britain.
(vi) Civil charges may be reduced by employing more Indians in the civil services

and in good jobs.
(vii) Irrigation works should be extended to the rural areas, and the expenditure

may be borne from the ordinary revenues.
(viii) Further construction of railways may be prohibited.
(ix) Indian people should be given representation in the legislative bodies. In this

connection, the Constitution of India may be changed.
(x) He suggested the revival of cottage and small-scale industries.
(xi) Economy in government expenditure.
(xii) Reduction in Home Charges.
(xiii) Extension of irrigation facilities to the agricultural sector.

Dutt observed that the expenses of Mutiny had increased the liability of India
and had led to still heavier taxation. Most of this increased burden of taxation had to
be borne by the agricultural sector. The construction of railways was a heavy burden
on India�s limited financial resources. This necessarily led to the growth of public debt
in India. Under these circumstances, any country will be a victim of poverty. All this
was due to the operation of certain economic laws which are constant and uniform in
similar cases.

Famines in India
R.C. Dutt also studied the famines of India. His book on Famines in India came

out in the year 1900. He has given a number of causes responsible for famines in
India. He said that famine is mainly due to the very low purchasing power of the people.
It is not necessarily due to low productivity or production. He has contested the
misconceived ideas of the British people regarding the causes of Indian famines. The
British people think that Indian famines are due to: (i) High rate of growth of population,
(ii) Careless and excessive spending habit of the people, (iii) Exploitation by the
moneylenders, and (iv) Crop failures.
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NotesAccording to Dutt, the rate of growth of population in India was much lower than
that in England when Dutt was writing. He also did not accept the idea that Indian
people were careless in spending. He says that Indian people are thrifty and frugal.
The moneylenders, no doubt, exploited the Indian people but the cultivators of India
are forced to go to the village moneylenders in order to pay taxes to the government.
Dutt says that famines occur not because of crop failures but because of their inability
to purchase the supplies from the neighboring provinces which are rich in harvest. The
root cause of famine is the lack of income. He observed that famines had desolated
India in the last quarter of the nineteenth century very badly. The remedial measures
against famines are common with the measures suggested for the removal of poverty.

Evaluation
Dutt�s contribution to tile analysis of famines and poverty is noteworthy. His insight

into the economic history of India is remarkable. He rightly observed that the real cause
of underdevelopment of the Indian economy, during the British period, was the poverty
of the Indian people. India�s underdevelopment was due to the faulty British economic
policy.

5.2.4  GOPAL KRISHNA GOKHALE (1866-1915)

Gopal Krishna Gokhale was more a political leader than an economist. He was
the political guru of Mahatma Gandhi. Gokhale is known for his budget speeches and
for his evidence before the Welby Commission on expenditure in India. Most of the
views of Gokhale on economics can be known from a book entitled, Gokhale and
Economic Reforms, by V.G. Kale. Some of the important economic ideas of Gokhale
are discussed below.

Drain Theory
According to Gokhale, India�s drain of resources has been created because of

the economic and social conditions created by the Britishers. England imposed on India
many undesirable policies such as free trade, destruction of industries and so on which
are responsible for the creation of the drain. Gokhale thought that the poverty of India
was because of the draining away of resources from India. He was in favour of
industrial development for a country like India.

However, Gokhale was not blind to the intricacies of the theory of drain as
propounded by Dadabhai Naoroji. Gokhale was very clear to point out that some of
the payments made to England were against the benefits received by India from
England, for example, borrowing of capital, maintenance of army and navy for the
defence of the country. However, Gokhale observed that the amount of drain was very
heavy and could be considerably reduced. He complained that the cost of Indian
administration is very high. He was in favour of giving to Indians civil and military
posts. Be that as it may, Gokhale warned that any sweeping generalisations regarding
the effect of drain from India would be highly preposterous.

Public Finance and Public Administration
Gokhale raised four important issues before the Welby Commission. These

important issues are: (1) There has been a high rate of growth of public expenditure in
India without a corresponding prosperity of the country. (2) The charges between India
and England are unevenly distributed. Therefore, Gokhale pleaded that these charges
be equally distributed between India and England. (3) The provinces do not have
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Notes sufficient financial power. Therefore, they should be given more and more financial
power in the administration of the federal finance. (4) The control of finances should
be in the hands of the Viceregal Council which will consist of a reasonable number of
Indian representatives.

Gokhale pointed out a number of unreasonable duties imposed by the British
Government in India. These duties are salt duty, cotton duty and so on. The salt duty
was most regressive in nature. Gokhale also wanted to abolish the cotton duty and the
opium revenue. He was also against the duty on petroleum as it fell mainly on the
poor people.

Gokhale found that for a few years, the British Government in India showed a
surplus budget. The British Government claimed, it was a sign of prosperity of India.
Gokhale refuted this point. He said that the surplus was merely a monetary surplus
which did not indicate any prosperity in real terms. Secondly, Gokhale pointed out that
the surplus budget implies that poor people have been more seriously taxed than what
is justified. Thus, surplus budget means greater sufferings of the poor people. Thirdly,
through the surplus budget, the government wanted to create a financial equilibrium at
a time when the rupee had the lowest exchange value. Surplus budget creates a false
notion of prosperity. It will also mean that the surplus money can be spent by the
government in any way it likes. It gives more power in the hands of the government to
play ducks and drakes with the lives of the people. If there is really any surplus, the
government should spend it for the welfare of the people, or should reduce the taxes
of the people. It should be noted that Gokhale was immensely interested in the welfare
of Indian people. The surpluses were created for the additional expenditures incurred
by the British Government in India. But these expenditures were the sources of drain.

In his budget speech of 1902, Gokhale pointed out that there must be economy in
government expenditure and taxes should be kept as low as possible. He wanted more
funds to be spent on education, public health, agriculture, industry, sanitation and so
on. He pleaded for the introduction of progressive taxation.

He was also concerned with the growing inflation of the Indian economy. He
said that inflation caused acute sufferings to the poor people and an increase in the
cost of developmental projects. Inflation also disturbed the currency. He pleaded for
an enquiry into the high prices by an expert committee.

Gokhale analysed very competently the exchange rate manipulation by the British
Government against the interest of India. He said that such a manipulation was done
to increase the salary of the British people. Gokhale showed that because of the
unjustified manipulation of exchange rate, the additional burden on the Indian tax-payer
came to the extent of ` 30 lakh a year. He was in favour of exchange rate stability
and reform.

Economic Conditions in India
Gokhale noticed the pauperism in India. He gave evidence in proving the growing

poverty in India and refuted the British Government�s statement that in India, there
was a growing prosperity. He said that although there was a surplus budget, the tax
burden of the people, which was an important cause of poverty, did not decrease. He
said that the revenue under income-tax and salt tax did not even keep pace with the
normal growth of population. This led to the conclusion that the material condition of
the people of India was steadily deteriorating, and to him, the phenomenon was the
saddest in the whole range of the economic history of the world.
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NotesSuggested Reforms
Gokhale suggested a number of reforms for the better financial administration

and management of the country and also for improving the welfare of the people. The
following are the main suggestions of G.K. Gokhale:

(i) He was in favour of industrial development of India.
(ii) He recommended an enquiry for looking into the possibilities of the growth

of sugar industry in India.
(iii) He pleaded for the introduction of permanent settlement in the matter of land

revenue.
(iv) He urged the government to introduce land mortgage banks for reducing the

exploitation by the moneylenders.
(v) He recommended the introduction of education, specially for child labour.
(vi) He moved a resolution for the prohibition of the recruitment of indentured

labour for the colony of Natal. According to him, indentured labour was a
defacto slave system.

(vii) He pleaded more for protective irrigation than for famine relief from budgetary
revenues.

(viii) He wanted to bring the railways under the management of the state.
(ix) Gokhale advocated the policy of protection (right kind of protection) to the

Indian industries.
(x) Training of selected Indians abroad and promotion of industrial and technical

education.
(xi) Improvement of the living conditions of the workers.
(xii) Reduction in revenue.
(xiii) Creation of cooperative societies which will lend out money at a low rate of

interest.
(xiv) Removal of agricultural indebtedness.
(xv) He advocated decentralisation of power.

Evaluation
Gokhale is mainly known for his original views on Indian public finance and

financial management. His view that where the private enterprise is weak, the public
enterprise must fill up the gap, seems to be well-founded. He suggested a number of
pragmatic reformative proposals for increasing the welfare of the Indian people. He
well understood the implications of a change in the government expenditure on
production, distribution and employment in the country. He was mainly concerned with
the eradication of Indian poverty. Gokhale advocated provincial autonomy and a more
rigorous financial control and economy. �Gokhale was perhaps the first in India to
emphasise that government expenditure and income should be directed to set right
deficiencies in the working of the economic system.�

5.2.5  MOHANDAS KARAMCHAND GANDHI (1869-1948)

M.K. Gandhi was neither an economist nor a politician. His was a socialist plan
based on non-violence, truth, love and sympathy. Gandhi wanted to have an ideal society
of his own imagination. His ideas on economics are a part and parcel of his philosophical,
political and sociological ideals. Gandhi was essentially concerned with the free growth
of human beings, emancipation of the downtrodden and exploited masses. The economic
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Notes ideas of Gandhi are scattered in his various writings. The major economic ideas of
Gandhi are briefly discussed below.

Welfare Economy
Gandhi was in favour of the maximisation of social welfare. The welfare is not

in the material sense of the term but it is more of spiritual nature. His concept of welfare
is based on the growth of the totality of human personality. It is against the classical
notion of homo-economicus or economic man. Gandhi wanted reduction in inequalities
and the free growth of human beings. To Gandhi, wealth does not mean welfare. Gandhi
was in favour of the satisfaction of the basic human wants like food, clothing and shelter.
He was against the concentration and acquisition of wealth beyond the point of necessity.
He was dreaming of a socialist type of society where the basic demands of the people
would be met. Gandhi thought that sometimes it is necessary to voluntarily reduce the
wants.

The basis of economic activities should be, according to Gandhi, moral and ethical
considerations. In fact, Gandhian economics is very much interlinked with ethics. His
economics was pragmatic but not amoral.

Village Reorganisation and Agricultural Development
Gandhi was in favour of self-sufficient villages. He wanted to use such technique

of cultivation which will not deplete our soil. The use of fertiliser must not spoil the
soil. He was against the use of artificial fertilisers. For irrigation, he preferred well
irrigation to large hydroelectric projects, as these will lead to exploitation. Gandhi was
against the individual ownership of land. He thought that it is better to have communal
ownership of land for balanced cultivation. Land should belong to the cultivators. The
surplus produce on the land must be distributed to the rest of the communities. Gandhi
said that India lives in villages. Therefore, the development of India depends on the
development of villages. Every village has to be a self-contained republic. Every village
has to grow the articles for its own consumption. Every village must have all the
amenities and facilities such as school, theatre, water supply, public hall and so on. He
wanted the revival of the ancient village system. He evolved the system of village
Sarvodaya. The problems of villages must be solved properly so that poverty is
eradicated and people can be happy and self-reliant. Gandhi laid emphasis on the revival
of village industries like soap-making, paper-making, hand-grinding, khadi and hand-
pounding. The village will serve as a part of a decentralised economy.

Gandhi wanted the abolition of zamindari system without any compensation. He
did not favour individual or peasant farming, but advocated the need for collective effort
in this direction.

Industrial Development and Industrial Economy
In villages, there are village industries and cottage industries. In the case of village

industries, production, consumption and distribution are confined within the villages. In
the case of cottage industries, the articles may be produced for the country as a whole
and even for foreign countries. Gandhi found the possibilities of exploitation in the case
of cottage industries but not in the case of village industries. Human development is
more possible in village industries. In large-scale industries, human initiative is destroyed
and there is a sense of alienation. The large-scale industries bring out things convenient
to life. Gandhi says that this makes the consumer lazy. Khadi industries are based on
the ideas of non-violence and truth, though mill-made products are cheaper than khadi
products. Large-scale production through machinery involves the danger of violence
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Notesand untruth. Therefore, such a type of production should not be allowed. Moreover,
the capitalist method of production also involves the possibilities of clash between labour
and capital. Khadi industry is the symbol of unity, freedom and equality. Khadi implies
the decentralisation of production and distribution of the necessary products.

Large-scale industries are profit-oriented. Therefore, they are bad for the society
because they lead to concentration of wealth and power in a few hands. They violate
the basic tenet of Gandhian economics.

Decentralisation
Gandhi wanted decentralised pattern of development because such a pattern is

better normally and spiritually. Decentralised industries can play a crucial role in the
development of a country like India with least disturbance and dislocation. The small
industries and village industries can serve the purpose of decentralisation. The centralised
industries are generally large-scale industries. These industries are anti-democratic and
lead to regimentation. Village industries are highly democratic and also conducive to
the growth of happiness between labour and capital. However, some industries are by
nature large scale. They cannot be avoided. In that case, Gandhi advocated state control
over such industries. These industries should be under strict control.

Gandhi advocated decentralisation because it can avoid violence. He suggested
delocalisation of production as against concentration in particular areas. He observed
that village industries can be mechanised gradually.

Large-scale industries are sometimes found to be wasteful. These industries are
unrelated to the rest of the economy. Gandhi thought that, by and large, the people
should try to use the indigenous power and material for the development of the economy.
Power has to be used in small-scale and cottage industries very cautiously, lest it should
generate exploitation. Cows, bullocks, horses, etc., give not only power but also manure.
They are helpful for not only ploughing the land but also for manure.

Gandhi was not in favour of industrialisation, because it does not help the growth
of personality; it simply favours material progress. The end of life is not material
progress. He wanted decentralisation from the initial stage of industrial development.
He advocated nationalisation of some basic and key industries. Gandhian pattern of
decentralisation is to correct the evils of centralised economy.

Use of Machinery
Gandhi was against the use of machinery. �It is machinery that has impoverished

India,� said Gandhi. Indian handicrafts were destroyed by the use of machinery.
Machinery makes labourer slaves. It produces horrible working conditions. It displaces
human labour and increases unemployment. Gandhi says that it is criminal to displace
labour by the introduction of power-driven machinery. It is wrong to think that machinery
saves labour. Machinery improves the lot of a few persons only but it deteriorates the
conditions of the common people who are unemployed and exploited. Small-scale type
of family industries help to grow employment arid output more than the large-scale
industries. Under large-scale industries, employment is always lower to which Gandhi
objected. The employment differences between these two types of industries can be
shown in the following diagram which shows that large-scale industries have the
possibility of generation of more unemployment.

Gandhi was perhaps influenced by the labour-absorptive power of cottage and
village type of industries. This thinking was rational in the perspective of the existence
of a large number of surplus labour in India.
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In the above diagram, ON is the amount of employment generated by the large-
scale industries which want to maximise profit; but a family-type industry which wants
to maximise output and employment can generate OL amount of employment. Thus, if
employment generation is regarded as an objective function, Gandhi�s advocacy for
village-type industries seems to be on a rational ground.

Gandhi does not find any necessity of industrialisation in any country. Gandhi seems
to be opposed to machinery because machines establish �their own mastery over man
and make him their slave.� He was reasonable enough to say that machinery is
permissible if it does not deprive masses of man of the opportunity of labour, increases
his efficiency and does not make people slave. He was in favour of the use of electricity
in the village. He hated machinery because it creates conflict between labour and capital
Machinery also encroaches upon the individuality of the labourers. But Gandhi was
not against the use of all machinery. He was against the craze for the labour-saving
machinery. He welcomed that type of machinery which helped the workers and which
worked as servants. Mechanisation was good particularly for labour-deficit countries.
It is bad for labour-surplus economies.

On Labour
Labour has a very crucial role to play in an economy. Gandhi favoured the

formation of trade unions in different production places. The actions of the trade union
should be based on non-violence, arbitration and truth. The trade unions will safeguard
the rights and interests of their members. The trade unions will share the functions of
the state. He favoured strike. He himself was the leader of many strikes. But he pointed
out that the cause of strike must be just. He advocated the participation of labour in
management. He advocated economic equality in factories, shortening of the hours of
work and more leisure. He was in favour of equal pay for equal work. He observed
that if the distinction between labour and capital is eliminated, the world would be a
much happier place to live in. What he wanted is the cooperation between labour and
capital. Capital should be a servant of labour, not its master. Gandhi was in favour of
maximisation of labour welfare. He understood the importance of dignity of labour.

Bread Labour
Gandhi expressed the idea that every man must earn his daily bread by his own

labour. This is applicable for all types of labour. If this is followed, the life of labourers
would be happier and healthier. Bread labour is a sort of physical labour without which
no one is entitled to have his food. He condemned idle labour.

Food and Population
Gandhi was convinced that the food problem in India was a genuine problem. He

requested the business people not to undertake speculative activities in foodgrains. He
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Notessuggested a number of measures for solving the food problem in the country, such as
the extension of cultivation, reduction in demand for food, removal of black-marketing,
spread of irrigation facilities, and so on. In 1947, Gandhi requested the government to
introduce decontrol in foodgrains. He was of the opinion that control on foodgrains
will lead to corruption and inflation.

Gandhi favoured the natural way of controlling population through self-control or
Brahmacharya. He did not advocate the use of contraceptives. He wanted to propagate
sex education. According to him, till 1947, India was not overpopulated, because there
was enough possibility of increasing the food supply for the growing population.

Trusteeship Doctrine
Gandhi was against the concentration and misuse of wealth. He said that the rich

people who have accumulated wealth should distribute it for maximising the welfare
of the rest of the community. The wealth really belongs to the entire community. The
rich people should consider themselves to be the trustees. The capitalists are like thieves.
However, no force should be used to get rid of their wealth. Their wealth should be
used properly through their consent as trustees. The capitalists should act as only the
trustees of the accumulated wealth. The poor workers, under trusteeship, will consider
the capitalists as their benefactors, and would place every faith in their good actions.
In such a case, the labour welfare can be maximised. The rich people should not use
their wealth arbitrarily but for the benefit of others. Trusteeship is a means of
transforming the capitalist order of society into a socialist one. Under the trusteeship
scheme, the rich people will keep for them only that much of wealth which is essential
for a good standard of living. The rest would be meant for others in the society.
Trusteeship will eliminate economic inequalities between the rich people and the poor
people.

Evaluation
Gandhi is regarded as a utopian socialist. He was not a theoretical economist.

There is no place for capital accumulation in his schema. Gandhi never thought of the
process of accumulation of surplus for economic development. His was a model of
simple reproduction. The development of agriculture suggested by Gandhi has to be
based on some sort of industrial development, the type of which Gandhi has never
clarified. Be that as it may, Gandhian economics is the economics of bare self-sufficiency.
He disfavours an acquisitive society, and materialistic conception of development. He
was right in emphasising labour-intensive method of production for a labour-surplus
economy like India�s. His scheme of development is also relevant for a capital-poor
and inflation-biased economy as India is. To some extent, Gandhian economics seems
to be relevant for the developing economies of our times, and also for those economies
which are fed up with the excess of materialism and lack of human values and relations.
The spirit of Gandhian economics seems to be still alive today in the form of a low-
aspiration model of development, as proposed by Mellor and others.

5.2.6  SUMMARY

Dadabhai Naoroji was the first Indian economist to have discussed the draining
away of Indian resources from India to England. The transfer of resources from India
to England which started in the middle of the eighteenth century is regarded as the
drain of Indian resources.
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Notes The evidence of Indian poverty can be found from the data on per capita income,
as calculated by Naoroji. The per capita income was ` 20 on an average, whereas the
per capita subsistence cost in India was ` 34. From here, one can gauge the extent
of Indian poverty. Most of the Indian people were in the midst of adject poverty. They
simply existed by drawing on the capital wealth, by incurring debt and by making
dissaving disinvestment. A common man�s economic position was much worse than
that of criminals in jails.

Naoroji showed the mismanagement created by the British rulers in the realm of
income and expenditure. The bulk of the revenue was realised from the Indian people.
The incidence of land revenue ultimately fell on the poor cultivators. The tax system
was highly regressive in character. This was particularly true in the case of salt tax.
The tax rate was very high. It was twenty-two per cent in India whereas it was merely
eight per cent in England. But the British rulers maintained that the people of India
were taxed lightly.

Naoroji can be regarded as the father of Indian political economy. His works on
national income estimate and drain theory still remain the authentic works of reference
for further research in these areas. His drain theory has been the starting point of the
theory of imperialism. From his writings, we get the idea of the working of the economic
process in British India, and the genesis of Indian poverty and underdevelopment.

The economic ideas of Ranade can be found in his Essays on Indian Economics
(1898). The main message of the work is given in the first chapter �Indian Political
Economy�. This chapter was discussed in the form of a lecture in 1892 in the Deccan
College, Puna. The economic ideas of Ranade concentrate on mainly three subjects:
(i) Methodology of study, (ii) Explanation of backwardness/poverty in India and
(iii) Development and industrialisation of India and the role of state.

Ranade was a great advocate of the historical method of study in economics. He
said, �If the law of relativity and correspondence holds good in politics and social
sciences generally, it ought to hold good equally in all kindred subjects, including among
others, the science of National Wealth or it is more popularly described, Political
Economy.� He said that political economy is intimately connected with many other
branches of social philosophy. He, like J.S. Mill, admits that the laws of distribution
are partly human institutions.

Romesh Chandra Dutt was a civil servant and economic historian. He wrote two
very famous books, Economic History of India (Two Volume), and Famines in India.
Dutt was moved by the poverty of Indian people. He took into account the various
causes responsible for poverty in India. According to him, the Britishers were not
interested in the development of Indian economy. However, he praised the Britishers
for bringing into India modern civilisation, peace, modern education, modern science
and technology and so on. They had built up a strong and efficient administrative
machinery, and framed good laws.

The Britishers were not interested in the industrial development of India. They
wanted to make India only a market for the British goods and also the supplier of raw
materials to the British industries. The Britishers arrested the development of Indian
industries. Their commercial policy was selfish. It discouraged the growth of Indian
manufacturing industries. Heavy tariff was imposed on the entry of Indian goods to
Britain, particularly, the Indian silk and cotton goods; But British goods were admitted
into India free of duty or on nominal duty.
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NotesThe land tax was very high, and it was based on uncertainty. Taxation was not
based on a reciprocal advantage principle. The state was simply a taker, but it was not
a giver of benefit to the people. The state did not develop new industries or revive old
ones, but it always tried to squeeze the people for getting whatever maximum it can
get out of them.

Gopal Krishna Gokhale was more a political leader than an economist. He was
the political guru of Mahatma Gandhi. Gokhale is known for his budget speeches and
for his evidence before the Welby Commission on expenditure in India. Most of the
views of Gokhale on economics can be known from a book entitled, Gokhale and
Economic Reforms, by V.G. Kale.

M.K. Gandhi was neither an economist nor a politician. His was a socialist plan
based on non-violence, truth, love and sympathy. Gandhi wanted to have an ideal society
of his own imagination. His ideas on economics are a part and parcel of his philosophical,
political and sociological ideals. Gandhi was essentially concerned with the free growth
of human beings, emancipation of the downtrodden and exploited masses. The economic
ideas of Gandhi are scattered in his various writings.

 Gandhi was in favour of the maximisation of social welfare. The welfare is not
in the material sense of the term but it is more of spiritual nature. His concept of welfare
is based on the growth of the totality of human personality. It is against the classical
notion of homo-economicus or economic man. Gandhi wanted reduction in inequalities
and the free growth of human beings. To Gandhi, wealth does not mean welfare. Gandhi
was in favour of the satisfaction of the basic human wants like food, clothing and shelter.
He was against the concentration and acquisition of wealth beyond the point of necessity.

Gandhi said that India lives in villages. Therefore, the development of India depends
on the development of villages. Every village has to be a self-contained republic. Every
village has to grow the articles for its own consumption. Every village must have all
the amenities and facilities such as school, theatre, water supply, public hall and so on.
He wanted the revival of the ancient village system. He evolved the system of village
Sarvodaya. The problems of villages must be solved properly so that poverty is
eradicated and people can be happy and self-reliant. Gandhi laid emphasis on the revival
of village industries like soap-making, paper-making, hand-grinding, khadi and hand-
pounding.

Gandhi wanted the abolition of zamindari system without any compensation. He
did not favour individual or peasant farming, but advocated the need for collective effort
in this direction.

Gandhi was perhaps influenced by the labour-absorptive power of cottage and
village type of industries. This thinking was rational in the perspective of the existence
of a large number of surplus labour in India.

5.2.7  SELF ASSESSMENT QUESTIONS

1. Discuss about Dadabhai Naoroji.
2. Explain about Mahadev Govind Ranade and his contribution in Economics.
3. Discuss about Romesh Chandra Dutt.
4. Explain about Gopal Krishna Gokhale.
5. Explain about Mohandas Karamchand Gandhi and his economic thinking.

! ! !! ! !! ! !! ! !! ! !
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