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Foreword to the Third Edition

It is an honor to write the foreword for this new edition of History of Economic
Thought: A Critical Perspective. On rare occasions we read something that
grabs us by the shoulders, shakes us, and changes the way we see the world
around us. Early in my career as a young economist, an article by someone I
only came to know personally years later forever changed the way I think about
markets. In hopes that a passage E.K. Hunt wrote which changed my world
view may affect others in the same way, I quote from the passage at length.

The Achilles heel of welfare economics is its treatment of externalities. . . . In a
market economy any action of one individual or enterprise which induces pleasure
or pain to any other individual or enterprise and is under or over priced by a market
constitutes an externality. Since the vast majority of productive and consumptive
acts are social, i.e., to some degree they involve more than one person, it follows
that they will involve externalities. . . . . If we assume the maximizing economic
man of bourgeois economics, and if we assume the government establishes prop-
erty rights and markets for these rights whenever an external diseconomy is dis-
covered [the preferred “solution” of the conservative and increasingly dominant
trend within the field of public finance], then each man will soon discover that
through contrivance he can impose external diseconomies on other men, knowing
that the bargaining within the new market that will be established will surely make
him better off. The more significant the social cost imposed upon his neighbor, the
greater will be his reward in the bargaining process. It follows from the orthodox
assumption of maximizing man that each man will create a maximum of social costs
which he can impose on others. Ralph d’Arge and I have labeled this process “the
invisible foor” of the laissez faire . . . market place. The “invisible foot” ensures us
that in a free-market . . . economy each person pursuing only his own good will
automatically, and most efficiently, do his part in maximizing the general public
misery. . . . To paraphrase a well-known precursor of this theory: Every individual
necessarily labors to render the annual external costs of the society as great as he
can. He generally, indeed, neither intends to promote the public misery nor knows
how much he is promoting it. He intends only his own gain, and he is in this, as in
many other cases, led by an invisible foot to promote an end which was no part of
his intention. Nor is it any better for society that it was no part of it. By pursuing
his own interest he frequently promotes social misery more effectually than when
he really intends to promote it.!

Unlike many students today, my graduate education had already taught
me how disequilibrating forces can cause markets to generate inefficient out-

xiii



xiv FOREWORD TO THE THIRD EDITION

comes, and why labor and capital markets fail to distribute income equitably.
Moreover, I already favored finding ways for people to cooperate with one
another equitably rather than succumb to the economics of competition and
greed that markets force us to engage in. But Hunt’s point was that even if
we ignored distributive issues, even if markets miraculously found their new
equilibria instantaneously, even if monopolistic elements did not intrude; in
other words, even under the best possible circumstances, if externalities are
ubiquitous, markets cannot be relied upon to do the one thing their advocates
assure us they do well—allocate resources efficiently. If externalities are the
rule rather than the exception, markets will systematically misallocate too
many resources to the production of goods whose consumption or produc-
tion entails negative external effects, and too few resources to the production
of goods whose production or consumption generates positive externalities.
Moreover, creating new property rights may well exacerbate rather than ame-
liorate the problem.

I am also happy to be writing the foreword for the 2011 edition of a book
that reviews the history of economic thought with a critical eye. These days
inquiring minds are wondering how the economics profession could have
been asleep at the wheel while policies they smiled upon for decades were
busy brewing the great financial crisis of 2008. And tens of millions who are
unemployed, have lost their homes, or have fallen from the “middle class” are
asking why, after three years of “Great Recession” with no recovery in sight—at
least for them—the economics profession continues to recommend ineffective
and counterproductive measures. In part the answer is as simple as it is hard
to fathom: Economists today are woefully ignorant of the history of their own
profession. Unfortunately, a course in the history of economic thought where
new economists can learn important lessons from their predecessors has been
dropped from the list of required courses for students studying for their PhDs
at one “prestigious” economics department after another. As a result many of
today’s generation of economists, while highly trained in mathematical tech-
niques, behave like idiot savants when called upon to provide useful advice
to those who govern us.

Hopefully nobody who reads this history of economic thought, and therefore
comes to understand something of the life and work of the greatest economist
of the twentieth century, John Maynard Keynes, will fall victim to the mistakes
of nineteenth century economists and recommend fiscal austerity in the midst
of a deep recession. Hopefully nobody who reads this history of economic
thought, and therefore learns something about how industrious and pecuniary
interests conflict from the greatest American economist, Thorstein Veblen,
will fail to understand why deregulation of the financial industry creates an
accident waiting to happen, and bank bailouts without conditions are a recipe
for greater disasters to come. Hopefully nobody who overcomes Cold War
prejudice long enough to read something about Karl Marx in this history of
economic thought will fail to realize that economic policies are often chosen
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to serve class interests rather than the social interest. And hopefully those who
read this history of economic thought will understand that the virtues of free
market fundamentalism have never gone unchallenged, and many who became
our most famous economists did so because they alerted us to some new kind
of “market failure” requiring some new form of social intervention.

Robin Hahnel

Note

1. “ARadical Critique of Welfare Economics,” in Growth, Profits, and Property, ed. Edward
J. Nell (New York: Cambridge University Press, 1980), pp. 245-246.






Preface

This book offers a unique perspective on the history of economic thought. We
emphasize the competing visions and beliefs economists have had regarding
how capitalism functions, and the resulting divergent theoretical frameworks
they constructed. At no time in recent history would it seem more important
to understand the history of economic thought from the perspective of the
divergences that have occurred in its history. By studying the history of eco-
nomics in this way, we believe a greater understanding can be gained of the
current state of economic theory and the policies that flow from it. Since we
do present a critical perspective of the history, this preface begins by stating
three of our beliefs that influenced the criteria for selecting the economists
and theories included in the following chapters.

Criteria of Selectivity

The writer of a history of economic thought must have, above all else, some
principles of selectivity. Over the past two hundred—odd years, many hundreds
of economic thinkers have written thousands of books on economic theory
and capitalism. The contemporary intellectual historian, in the space of one
book, can therefore present only a limited number of the most important ideas
of the most important thinkers.

But “importance” is not a scientific category upon which all historians of
thought can agree. Every historian musthave some criteria of selectivity. When
one examines all of the histories of economic thought now in print, it seems
that custom and tradition are the principal criteria. The ideas included in one
generation’s histories of thought seem to be restated by most of the historians
of the next generation with few changes. To what degree the similarity is
simply a question of the historians restating what they have found in previous
secondary sources, and to what degree it is a consequence of a common set of
criteria for selection, is difficult to say.

This book, however, is very different from any other history of thought in
print. It is therefore important to give the reader some idea of the fundamental

xvii
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intellectual preconceptions that underlie the criteria of selection. The criteria
used here stem from three general beliefs:

First, we believe that social theories and social-historical processes are
reciprocally interconnected. Theories are based upon, grow out of, reflect, and
attempt to explain ongoing social events and circumstances. Therefore, there is
asense in which it can be said that social theories are the products of the social
and economic circumstances in which they are conceived. But it is equally true
that human beings act, create, shape, and change their social and economic
circumstances on the basis of ideas they hold about these circumstances. Con-
sequently, it can be concluded that social and economic circumstances are the
products of ideas and social theories. Accordingly, despite the fact that this
is a book about the history of economic thought, several brief descriptions of
some aspects of social and economic history have been included that should
prove useful in attaining an understanding of the ideas discussed.

Second, we believe that while social and economic change are continuous,
and while today’s capitalism is, in numerous respects, substantially different
from capitalism of the late eighteenth century, there are important and fun-
damental institutional foundations that have continuously underlain capital-
ism throughout all of these changes, as obvious and striking as the changes
are. Therefore, to the degree that economists have concerned themselves
with these basic underlying features of capitalism, the various differences
in points of view among late eighteenth- and nineteenth-century economists
have their counterparts today in the writings of contemporary economists.
Consequently, in writing this book we have tried to illuminate the nature
of contemporary controversies in economic theory by examining their his-
torical antecedents. This has affected the selection of theorists to examine.
For example, most histories of economic thought do not discuss the ideas
of Thompson, Hodgskin, and Bastiat. We have included them because we
believe they are clear, cogently argued statements of points of view that, in
only slightly modified form, are very important today. Similarly, the ideas
of Hobson, Luxemburg, and Lenin have largely been ignored in histories of
economic thought. However, for us, their ideas represent significant contribu-
tions to a critical understanding of the debates surrounding the implications
of globalization today.

Third, we believe that all economists are, and always have been, vitally
concerned with practical, social, political, and moral issues. Consequently,
their writings have both a cognitive, scientific element and emotive, moral, or
ideological element. Moreover, these two elements are not entirely separable.
Cognitive, scientific inquiry is always directed toward certain questions and
problems, and the range of solutions to these questions and problems that
any thinker will consider as “legitimate” is always limited. A thinker’s moral
feelings and ideological views give the direction to the cognitive, scientific
inquiry and set the limits as to what will constitute the “legitimate” range of
solutions for that thinker. Moreover, moral feelings and ideological views
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are based on, and are always defended by means of, the thinker’s cognitive
or scientific theories of how society actually functions. It follows that even
though we can conceptually, at least partially, separate the scientific and ideo-
logical elements of a social theory, this separation can never be complete. We
can never fully understand the cognitive, scientific element in an economist’s
theory without some understanding of the evaluative and ideological elements
of the theory. Throughout this book we discuss both elements in the various
theories considered.

Distinctive Features of this Book

The third belief explaining the criteria of selectivity is, perhaps, what differ-
entiates this book most markedly from others of its kind. There is in academic
circles a widely held view that science and value judgments are antithetical.
According to this view, to the degree that value judgments creep into a work,
the work is not scientific. Consequently, historians of this persuasion gener-
ally view their own work in the history of economic thought as “value free”
and present the writings of those theorists whom they like as though they
were “value free.” Similarly, theorists whom they dislike, particularly Marx,
are presented as having values in their writings and these values are (at least
implicitly) held to partially vitiate the scientific value of the writings. In our
view, all theorists, all historians, and all human beings (including the present
writers of this book, of course) have values that significantly interpenetrate all
cognitive endeavors. Therefore, when we discuss the values and ideological
aspects of the various theorists’ writings, there is no intention of conveying the
notion that the having of values, per se, is a basis for criticizing a thinker. We
believe that the contention that some theorists are “value free” is either a self-
deception or an attempt to deceive others. Judgments should not be made on
the basis of whether or not a theorist had values—since every one of them did
have values—but on the basis of the concrete nature of those values. For that
reason, we discuss some of the values underlying the theories presented.

Rather than attempting to treat each theorist presented in isolation, we have
used certain themes that run throughout the book in order to provide a more
coherent narrative. One of the frequently recurring themes in the history of
economic thought—atheme thatis central to this book—is the issue of whether
capitalism is a social system that conduces toward harmony or toward con-
flict. In the writings of Smith and Ricardo both views were developed. After
Ricardo, most economists saw capitalism as either fundamentally harmonious
or fundamentally conflictive. Each economist’s view on this issue has been
extremely significant in determining the scope, method, and content of his or
her analysis. Another persistent theme is the debate over the inherent stability
or instability of capitalism. Each of these and other issues are discussed at
length in this book.

One issue that perhaps deserves special mention in this preface is the ques-
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tion of the relationship between the pricing of consumer goods and the pricing
of “the factors of production” or income distribution. The classical economists
and Marx held that income distribution was an important determinant of the
prices of commodities, whereas the neoclassical economists generally reversed
the direction of causality. Most authors of histories of economic thought
have accepted the neoclassical version without question and have treated the
classical Marx version as a historically antiquated curiosum. The theoretical
developments that began in the 1960s with the publication of Piero Sraffa’s
Production of Commodities by Means of Commodities turned the tables. The
classical Marx view now appears to rest on a much more secure theoretical
foundation. Since the publication of Sraffa’s book, a revitalization of the
classical Marx view has occurred among some present day economists, while
the neoclassical economists have sought to ignore the implications for their
own theory. The present book not only seeks to describe Sraffa’s theoretical
breakthrough, but uses Sraffa’s insights to reinterpret previous thinkers.

New to the Third Edition

We had two goals for this new edition. First, we wanted to increase the acces-
sibility of the book and flexibility of its use in classes. The book has always
been directed at a wide-ranging audience. On the one hand, we hope that a
reader without a background in economic theory can benefit from this book.
The mathematics behind the theories has been kept to a minimum while still
covering the essential ideas and logic of the theories. On the other hand, we
believe that the perspective from which we cover the various theorists differs
so substantially from other history of economic thought texts that advanced
undergraduates, graduate students, and professors will find the book both
informative and stimulating. With this diverse audience in mind, we have
placed some of the more technically difficult material within the appendices.
For instance, the technical detail of Walras’s general equilibrium theory is now
contained within an appendix to Chapter 10. The discussion within the chapter
will be sufficient to grasp the essential ideas of the general equilibrium frame-
work in order to understand its significance and its mention in later chapters.
Two additional appendices to Chapters 15 and 16 have been added that contain
slightly more difficult technical issues. The placement of these technical issues
within appendices should allow for greater flexibility for the instructor who
adopts this book as part of a class on the history of economic thought.
Chapters 14 to 16 constitute a critique of what we call the three tenets of
neoclassical economics. Chapter 14 begins this critique by questioning the
picture of capitalism as an ideal of rationality and efficiency culminating in
rational market prices. Chapter 15 relies on the writings of Keynes to ques-
tion the faith in the automatic, self-adjusting nature of the market. Chapter 16
concentrates on the critique begun by Sraffa, reaching its peak in the capital
controversy, of the picture of capitalism as an ideal of distributive justice.
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The new appendices to Chapters 15 and 16 provide additional background in
understanding the issues surrounding the stability or instability of capitalism
and the distribution of income. The appendix for Chapter 15 presents the im-
portant ideas of Harrod and Domar on the potential instability of capitalism.
The appendix for Chapter 16 demonstrates how these ideas of instability get
tamed within the Solow growth model. By covering Solow’s contribution, we
hope to make clear the far-reaching implications of the capital debates for the
very conception of capital, problems with the marginal productivity theory of
distribution, and the neoclassical theory of growth.

Our second goal for this edition was to make necessary updates. Some of
these updates relate to data contained within the book. Readers of previous
editions will recall that in several places mention is made of contemporary
issues. This was one of those unique features of the book among others on the
history of economic thought. In several places we have attempted to demon-
strate how an understanding of the history of economic theories can be used to
garner a deeper understanding of contemporary economic issues and debates.
Given the recent turmoil within capitalist economies and the ensuing policy
debates, it was especially important to update data contained in the sections
on the military and debt economies of Chapter 15 on Keynes. Although we do
not provide a detailed analysis of the current state of the economy, we hope
that what is presented can begin to create the conceptual link between past
and present.

Updates were also made to the final three chapters of the book. These
chapters are intended to provide an introduction to contemporary economics
and its various schools of thought. The reader will find that the tone of these
chapters differs from earlier chapters due to their purpose. In a book such as
this, we cannot possibly present in detail the state of current economic theory
in any of its various approaches. Entire textbooks are devoted to nearly ev-
ery section of these final three chapters. The purpose of these chapters is to
demonstrate how the history of economic thought informs an understanding
of contemporary economics. With this in mind, it was not necessary to at-
tempt a complete overhaul of the chapters. For example, the bifurcation that
exists within neoclassical economics today has its historical roots in the di-
vergence of opinions between Mill and Bastiat in the mid-nineteenth century.
The writings of Samuelson and Friedman in the twentieth century carry this
bifurcation forward to the edge of the current state of the neoclassical tradi-
tion. The readers who continue their study of economic theory should be in
a good position to understand the history of the bifurcation they find today.
A final section in Chapter 17 was added in order to aid in this understanding.
The last two chapters attempt to do much the same in terms of contemporary
schools of thought outside of the mainstream. Here again, we can only hope to
introduce the reader to these alternative schools of thought while at the same
time demonstrating how they are linked to past theorists. Chapter 18 in the
present edition contains new material on post-Keynesian economics, while a
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new section in Chapter 19 highlights some of the important recent develop-
ments within the Radical tradition.
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Chapter 1

Introduction

Modern economic theory is customarily said to have begun with Adam Smith
(1723-1790). This book is concerned primarily with the economic ideas
from Smith to the present. The common element in the ideas presented here
is the concern to understand the nature of the capitalist economic system.
The writers that we shall discuss all sought to understand what features were
most essential to the functioning of capitalism, how the system functioned,
what determined the volume of production, what was the source of economic
growth, what determined the distribution of wealth and income, and many
other questions as well. They also sought to evaluate capitalism: How ad-
equately did the system fulfill human needs? How could it be changed to
better fulfill these needs?

A Definition of Capitalism

It is, of course, simplistic to say that attempts to understand capitalism began
with Adam Smith. Capitalism as the dominant social, political, and economic
system, first of western Europe and later of much of the world, emerged very
slowly over a period of several centuries. As it emerged people sought to
understand it.

To survey the attempts to understand capitalism, it is necessary first to define
it and then to review briefly the historical highlights of its emergence. It must
be stated at the outset that there is no general agreement among economists
or economic historians as to what the essential features of capitalism are. In
fact, some economists do not believe that it is fruitful to define distinctly dif-
ferent economic systems at all; they believe in a historical continuity in which
the same general principles suffice to understand all economic arrangements.
Most economists would agree, however, that capitalism is an economic sys-
tem that functions very differently from previous economic systems and from
contemporary noncapitalist systems. This book is based on a methodological
approach that defines economic systems according to the mode of production

3
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on which the system is based. The mode of production is, in turn, defined by
the forces of production and the social relations of production.

The forces of production constitute what would commonly be called the
productive technology of a society. These consist of the current state of produc-
tive or technical knowledge, skills, organizational techniques, and so forth, as
well as the tools, implements, machines, and buildings involved in production.
Within any given set of forces of production there are certain necessary costs
that must be met in order to insure the system’s continued existence. Some new
resources, or raw materials, must be continuously extracted from the natural
environment. Machinery, tools, and other implements of production wear out
with use and must be replaced. Most important, the human beings who ex-
pend the effort necessary to secure raw materials and to transform these raw
materials into finished products must have a minimum level of food, clothing,
shelter, and other necessities to sustain social life.

Modes of production that have not satisfied these minimum requirements
of continued production have vanished. Many historical modes of production
successfully met these minimum requirements for a period of time and then,
due to some change in circumstances, were unable to continue doing so, and,
consequently, became extinct. Most modes of production thathave continued to
exist for very long periods of time have, in fact, produced enough to meet not
only these necessary costs but also an excess, or social surplus, beyond these
necessary costs. A social surplus is defined as that part of a society’s material
production that is left over after the necessary material costs of production
have been deducted.

The historical development of the forces of production has resulted in a con-
tinuously increasing capacity for societies to produce larger social surpluses.
In this historical evolution, societies have generally divided into two separate
groups. The vast majority of people in every society has toiled to produce the
output necessary to sustain and perpetuate the mode of production as well as
the social surplus, while a small minority has appropriated and controlled it. In
this book, social classes are distinguished accordingly; the social relations of
production are defined as the relationships between these two classes. A mode
of production, then, is the social totality of the technology of production (the
forces of production) and the social arrangements by which one class uses these
forces of production to produce all output including the surplus and another
class appropriates the surplus (the social relations of production).

Within the context of this general set of definitions, we can define capitalism,
the particular mode of production with which the thinkers surveyed in this book
have been concerned. Capitalism is characterized by four sets of institutional
and behavioral arrangements: market-oriented commodity production; private
ownership of the means of production; a large segment of the population that
cannot exist unless it sells its labor power in the market; and individualistic,
acquisitive, maximizing behavior by most individuals within the economic
system. Each of these features will be discussed briefly.
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In capitalism, the products of human labor are valued for two distinct rea-
sons. First, products have particular physical characteristics by virtue of which
they are usable and satisfy human needs. When a commodity is valued for its
use in satisfying our needs, it is said to have use value. All products of human
labor in all societies have use value. In capitalism, products are also valued
because they can be sold for money in the market. This money is desired be-
cause it can be exchanged for products that have a desired use value. Insofar
as products are valued because they can be exchanged for money, they are said
to have exchange value. Products of human labor have exchange value only in
modes of production characterized by commodity production. A society must
have a well-developed market in which products can be freely bought or sold
for money in order for commodity production to exist. Commodity produc-
tion exists when products are created by producers who have no immediate
personal concern for the use value of the product but are interested only in its
exchange value. Thus commodity production is not a direct means of satisfying
needs. Rather, it is a means of acquiring money by exchanging the product for
money, which, in turn, may be used to acquire products desired for their use
value. Under such conditions, the products of human labor are commodities,
and the society is described as a commodity-producing society.

Under commodity production, a person’s productive activity has no direct
connection to that person’s consumption; exchange and the market must me-
diate the two. Furthermore, a person has no direct connection to the people
who produce the commodities he or she consumes. This social relationship is
also mediated by the market. Commodity production implies a high degree of
productive specialization, in which each isolated producer creates only one or
a few commodities and then must depend on other individuals, with whom he
or she has no direct personal relations, to buy the commodities on the market.
Once the person has exchanged the commodity for money, that person again
depends on people with whom he or she has no direct personal relationship
to supply on the market the commodities he or she must purchase in order to
satisfy personal needs.

This type of economy is one in which extremely complex economic in-
terrelationships and dependencies exist that do not involve direct personal
interaction and association. The individual interacts only with the impersonal
social institution of the market, in which the individual exchanges commodi-
ties for money and money for commodities. Consequently, what is in reality
a set of complex social and economic relations among people appears to
each individual to be merely so many impersonal relations among things—
namely, commodities. Each individual depends on the impersonal forces of
the market—of buying and selling or demand and supply—for the satisfaction
of needs.

The second defining feature of capitalism is private ownership of the means
of production. This means that society grants to private persons the right to
dictate how the raw materials, tools, machinery, and buildings necessary for
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production can be used. Such a right necessarily implies that other individuals
are excluded from having any say about how these means of production can
be used. Early defenses of private property spoke in terms of each individual
producer owning and therefore controlling the means of individual production.
But very early in the evolution of capitalism things developed differently. In
fact, the third defining feature of capitalism is that most producers do not own
the means necessary to carry on their productive activity. Ownership came to
be concentrated in the hands of a small segment of society—the capitalists.
An owner-capitalist needed to play no direct role in the actual process of pro-
duction in order to control it; ownership itself granted control. And it was this
ownership that permitted the capitalist to appropriate the social surplus. Thus,
ownership of the means of production is the feature of capitalism that bestows
the power on the capitalist class by which it controls the social surplus, and,
thereby, establishes itself as the dominant social class.

This domination, of course, implies the third defining feature of capitalism—
the existence of a large working class that has no control over the means
necessary to carry out their productive activity. In capitalism, most workers
own neither the raw materials nor the implements with which they produce
commodities. Consequently, the commodities that they produce do not be-
long to them but rather are owned by the capitalists who own the means of
production. The typical worker enters the market owning or controlling only
one thing—the capacity to work, that is, his or her labor power. In order to
engage in productive activity, the person must sell his or her labor power to a
capitalist. In return, the person receives a wage and produces commodities that
belong to the capitalist. Thus, unlike any prior mode of production, capitalism
turns human productive power itself into a commodity—labor power—and
generates a set of conditions in which the majority of people cannot live unless
they are able to sell their commodity, labor power, to a capitalist for a wage.
With the wage, they are able to buy back from the capitalists only a portion
of the commodities that they themselves have produced. The remainder of the
commodities that they produce constitutes the social surplus and is retained
and controlled by the capitalist class.

The fourth and final defining feature of capitalism is that most people are
motivated by individualistic, acquisitive, maximizing behavior. This is nec-
essary for the successful functioning of capitalism. First, in order to assure
an adequate supply of labor and to facilitate the strict control of workers, it
is necessary that working people produce commodities whose value is far
in excess of the value of the commodities that they consume. In the earliest
period of capitalism, workers were paid such low wages that they and their
families were kept on the verge of extreme material deprivation and insecurity.
The only apparent way of decreasing this deprivation and insecurity was to
work longer and harder in order to obtain a more adequate wage and to avoid
being forced to join the large army of unemployed workers, which has been
an ever-present social phenomenon in the capitalist system.
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As capitalism evolved, the productivity of workers increased. They began to
organize themselves collectively into unions and workingmen’s associations to
fight for higher wages. By the late nineteenth and early twentieth centuries, after
many hard battles and innumerable setbacks, these struggles began to have an
impact. Since that time, the purchasing power of the wages of working people
has been slowly and consistently increasing. In place of widespread physical
deprivation, capitalism has increasingly had to rely on new types of motiva-
tion to keep working people producing the social surplus. A new social ethos,
sometimes called consumerism, has become dominant, and is characterized
by the belief that more income alone always means more happiness.

The social mores of capitalism have induced the view that virtually every
subjectively felt need or unhappiness can be eliminated if one can buy more
commodities. The competitive and economically insecure world within which
workers function generally creates subjective feelings of anxiety, loneliness,
and alienation. The cause of these feelings has been perceived by most work-
ing people as their inability to buy enough commodities to make them happy.
But as workers have received higher wages and bought more commodities,
the general unhappiness and anxiety have continued. The problem, they have
tended to conclude, is that the increase in wages was insufficient. Misperceiv-
ing the root cause of their condition, they have frequently gotten aboard an
Alice in Wonderland treadmill, where the more one gets the more needy one
feels, the faster one runs the more inadequate one’s pace appears to be, the
harder one works the greater appears to be the need for even harder work in
the future.

Secondly, capitalists have also been driven to acquisitive, combative
behavior. The most immediate reason for this is the fact that capitalism has
always been characterized by a competitive struggle among capitalists to se-
cure larger shares of the social surplus. In this endless struggle the power of
any given capitalist depends on the amount of capital that he or she controls.
If a capitalist’s competitors acquire capital—and hence size and economic
strength—more rapidly than he or she does, then it becomes highly likely that
he or she will face extinction. So continued existence as a capitalist depends
on the ability to accumulate capital at least as rapidly as competitors. Hence,
capitalism has always been characterized by the frantic effort of capitalists to
make more profits and to convert these profits into more capital.

Consumerism among capitalists has also been important for the successful
functioning of capitalism. In the process of production, after the workers have
produced surplus value, the capitalists own this surplus value in the form of the
commodities that the workers have produced. In order for this surplus value
to be converted into monetary profit, these commodities must be sold on the
market. The workers can usually be counted on to spend all of their wages
on commodities, but their wages can purchase only some of the commodities
(or else there would be no social surplus). Capitalists will purchase many of
the commodities as investments to add to their accumulation of capital. But
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these two sources of demand have never been adequate to generate enough
spending for the capitalists as an entire class to sell all of their commodities.
Therefore, a third source of demand, ever-increasing consumption expenditures
by capitalists, has also been necessary to assure adequate money demand to
enable capitalists to sell all of their commodities.

When such demand has not been forthcoming, capitalism has experienced
depressions in which commodities cannot be sold, workers are laid off, profits
decline, and a general economic crisis ensues. Throughout its history, capital-
ism has suffered from recurring crises of this kind. A major concern of most
of the economic thinkers discussed in this book has been to understand the
nature and causes of these crises and to ascertain whether remedies can be
found to eliminate or at least to alleviate the crises.

Precapitalist European Economy

In order to trace the outlines of the historical evolution of capitalism, it is nec-
essary first to say a few words about feudalism—the socioeconomic system
that preceded capitalism in western Europe. The decline of the western part
of the old Roman Empire left Europe without the laws and protection that the
empire had provided. The vacuum was filled by the creation of a feudal hier-
archy, in which the serf, or peasant, was protected by the lord of the manor,
who, in turn, owed allegiance to and was protected by a higher overlord. So
the system went, ending eventually with the king. The strong protected the
weak, but they did so at a high price. In return for payments of money, food,
labor, or military allegiance, overlords granted the fief, or feudum—a hereditary
right to use land—to their vassals. At the bottom was the serf, who tilled the
land. The vast majority of the population raised crops for food or clothing or
tended sheep for wool and clothing.'

Custom and tradition are the keys to understanding medieval relationships.
In place of laws as we know them today, the custom of the manor governed.
There was no strong central authority in the Middle Ages that could have
enforced a system of laws. The entire medieval organization was based on a
system of mutual obligations and services up and down the hierarchy. Pos-
session or use of the land obligated one to certain customary services or pay-
ments in return for protection. The lord was as obligated to protect the serf as
the serf was to turn over a portion of his crop to or perform extensive labor
for the lord.

Customs were broken, of course; no system always operates in fact as it
is designed to operate in theory. One should not, however, underestimate the
strength of custom and tradition in determining the lives and ideas of medieval
people. Disputes between serfs were decided in the lord’s court according to
both the special circumstances in each case and the general customs of the
manor for such cases. Of course, a lord would usually decide in his own favor
in a dispute between himself and a serf. Even in this circumstance, however,
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especially in England, an overlord would impose sanctions or punishments
on alord who, as the overlord’s vassal, had persistently violated the customs
in his treatment of serfs. This rule by the custom of the manor stands in sharp
contrast to the legal and judicial system of capitalism. The capitalist system
is based on the enforcement of contracts and universally binding laws, which
are softened only rarely by mitigating circumstances and customs that often
swayed the lord’s judgment in medieval times.

The extent to which the lords could enforce their “rights” varied greatly
from time to time and from place to place. It was the strengthening of these
obligations and the nobleman’s ability to enforce them through a long hi-
erarchy of vassals over a wide area that eventually led to the emergence of
modern nation-states. This process occurred during the period of transition
from feudalism to capitalism. Throughout most of the Middle Ages, how-
ever, many of the lords’ rights were very weak or uncertain because political
control was fragmented.

The basic economic institution of medieval rural life was the manor, which
contained within it two separate classes: noblemen, or lords of the manors,
and serfs (from the Latin word servus, “slave”). Serfs were not really slaves.
Unlike a slave, who was simply property to be bought and sold at will, the
serf could not be parted from either his or her family or land. If the serf’s lord
transferred possession of the manor to another nobleman, the serf simply had
another lord. In varying degrees, however, obligations were placed on the serfs
that were sometimes very onerous and from which there was often no escape.
Usually, they were far from being free.

The lord lived off the labor of the serfs who farmed his fields and paid taxes
in kind and money according to the custom of the manor. Similarly, the lord
gave protection, supervision, and administration of justice according to the
custom of the manor. It must be added that although the system did rest on
reciprocal obligations, the concentration of economic and political power in
the hands of the lord led to a system in which, by any standard, the serf was
exploited in the extreme.

The Catholic Church was by far the largest owner of land during the Middle
Ages. Although bishops and abbots occupied much the same place as counts
and dukes in the feudal hierarchy, there was one important difference. Secular
lords might shift their loyalty from one overlord to another, depending on
the circumstances and the balance of power involved, but the religious lords
always had (in principle at least) a primary loyalty to the church in Rome.
This was also an age during which the religious teaching of the church had a
very strong and pervasive influence throughout western Europe. These factors
combined to make the church the closest thing to a strong central government
throughout this period.

Thus, the manor might be secular or religious (many times secular lords
had religious overlords and vice versa), but the essential relationships between
lords and serfs were not significantly affected by this distinction. There is little
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evidence that serfs were treated any less harshly by religious lords than by
secular ones. The religious lords and the secular nobility were the joint ruling
classes; they controlled the land and the power that went with it. In return for
very onerous appropriations of the serf’s labor, produce, and money, the nobility
provided military protection, and the church provided spiritual aid.

In addition to manors, medieval Europe had many towns, which were im-
portant centers of manufacturing. Manufactured goods were sold to manors
and sometimes traded in long-distance commerce. The dominant economic
institutions in the towns were the guilds—craft, professional, and trade asso-
ciations that had existed as far back as the Roman Empire. If anyone wanted
to produce or sell any good or service, that person had to join a guild.

The guilds were as involved with social and religious questions as with
economic ones. They regulated their members in all their activities: personal,
social, religious, and economic. Although the guilds did regulate the produc-
tion and sale of commodities very carefully, they were less concerned with
making profits than with saving their members’ souls. Salvation demanded
that the individual lead an orderly life based on church teachings and custom.
Thus, the guilds exerted a powerful influence as conservators of the status quo
in the medieval towns.

But medieval society was predominantly an agrarian society. The social
hierarchy was based on individuals’ ties to the land, and the entire social
system rested on an agricultural base. Yet, ironically, increases in agricultural
productivity were the original impetus for a series of profound changes, oc-
curring over several centuries, which resulted in the dissolution of medieval
feudalism and the beginnings of capitalism. The mostimportant technological
advance in the Middle Ages was the replacement of the two-field system of
crop rotation with the three-field system. Although there is evidence that the
three-field system was introduced into Europe as early as the eighth century,
its use was probably not widespread until around the eleventh century.

Yearly sowing of the same land would deplete the land and eventually make
itunusable. Consequently, in the two-field system, half of the land was always
allowed tolie fallow in order to recover from the previous year’s planting. With
the three-field system, arable land was divided into three equal parts. Rye or
winter wheat would be planted in the fall in the first field. Oats, beans, or peas
would be planted in the spring in the second field, and the third field would lie
fallow. Every year there was a rotation of these positions. Any given piece of
land would have a fall planting one year, a spring planting the next year, and
none the third. A dramatic increase in agricultural output resulted from this
seemingly simple change in agricultural technology. With the same amount
of arable land, the three-field system increased the amount under cultivation
at any particular time by as much as 50 percent.?

The three-field system led to other important changes. Spring sowing of
oats and other fodder crops enabled the people to support more horses, which
began to replace oxen as the principal source of power in agriculture. Horses
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were much faster than oxen, and, consequently, the region under cultivation
could be extended. Larger cultivated areas enabled the countryside to support
more concentrated population centers. Transportation of men, commodities,
and equipment was much more efficient with horses. Greater efficiency was
also attained in plowing: a team of oxen required three men to do the plowing;
a horse-drawn plow could be operated by one man. The costs of transporting
agricultural products were substantially reduced in the thirteenth century when
the four-wheeled wagon with a pivotal front axle replaced the two-wheeled
cart. These improvements in agriculture and transportation contributed to two
important and far-reaching changes. First, they made possible arapid increase
in population growth. The best historical estimates show that the population
of Europe doubled between 1000 and 1300.® Second, closely related to the
expansion of population was a rapid increase in urban concentration. Before
the year 1000, most of Europe, except for a few Mediterranean trade centers,
consisted only of manors, villages, and a few small towns. By 1300, there
were many thriving cities and larger towns.

The growth of towns and cities led to a growth of rural-urban specializa-
tion. With urban workers severing all ties to the soil, the output of manufac-
tured goods increased impressively. Along with increased manufacturing and
increased economic specialization came many additional gains in human
productivity. Interregional, long-distance trade and commerce was another
very important result of this increased specialization.

The Increase in Long-Distance Trade

Many historians have argued that the spread of trade and commerce was the
single most important force leading to the disintegration of medieval feudal-
ism. The importance of trade cannot be doubted, but it must be emphasized
that this trade did not arise by accident or by factors completely external to the
European economy, such as increased contact with the Arabs. On the contrary,
it was shown in the previous section that this upsurge in trade was supported
by the internal economic evolution of Europe itself. The growth of agricultural
productivity meant that a surplus of food and handicrafts was available for lo-
cal and international markets. The improvements in power and transportation
meant that it was possible and profitable to concentrate industry in towns, to
produce on a mass scale, and to sell the goods in a widespread, long-distance
market. Thus, these basic agricultural and industrial developments were nec-
essary prerequisites for the spread of trade and commerce, which then further
encouraged industry and town expansion.

The growth of commerce cannot, however, be considered as the principal
force in either the dissolution of feudalism or the creation of capitalism. While
the transition from feudalism to capitalism coincided with increases in com-
merce in western Europe, and while commerce definitely was an important
force in the dissolution of feudalism and the growth of capitalism there, in-
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creases in commercial activity in eastern Europe tended to contribute to the
consolidation and perpetuation of feudal social and economic relationships.

These differing effects of commerce were due to the different stages of the
historical development of feudalism in these two regions. In eastern Europe,
feudalism was a relatively young and vigorous economic system with consider-
able potential for further development. In this context, commerce tended to be
kept strictly subordinate to the interests of the feudal ruling class. In western
Europe, feudalism had reached and possibly surpassed its full economic po-
tential. Long before commerce became a significant part of western European
life, feudalism had begun to dissolve. The initial impetus to its dissolution was
the fact that, despite the increases in productivity, the social surplus became
increasingly less adequate to support arapidly growing ruling class. This led to
increasingly severe and irreconcilable conflicts within the ruling class. Within
the context of these acute conflicts among various segments of the nobility and
the church, commerce became a corrosive, destabilizing force.* In our short
summary, we shall confine ourselves to a discussion of western European
feudalism, where commerce tended to accelerate the dissolution of feudalism
and to establish many of the institutional foundations of capitalism.

The expansion of trade, particularly long-distance trade in the early pe-
riod, led to the establishment of commercial and industrial towns to service
this trade. The growth of these cities and towns, as well as their increased
domination by merchant capitalists, led to important changes in both industry
and agriculture. Each of these areas, particularly agriculture, weakened and
ultimately dissolved the traditional ties that held together the feudal economic
and social structures.

From the earliest part of the medieval period, some long-distance trade
had been carried on throughout many parts of Europe. This trade was very
important in southern Europe on the Mediterranean and Adriatic seas and in
northern Europe on the North and Baltic seas. Between these two areas of
commercialism, however, the feudal manorial system in most of Europe was
relatively unaffected by commerce and trade until the later Middle Ages.

From about the eleventh century onward, the Christian Crusades gave the
impetus to a marked expansion of commerce. Yet the Crusades themselves
cannot be viewed as an accidental or external factor to European development.
They were not undertaken for religious reasons, nor were they the result of
Turkish molestation of pilgrims, for the Turks continued the Moslem policy of
tolerance. Developments on the Moslem side did lead to increased attacks on
Byzantium, but the West would normally have sent only token aid, because it
had no great love for Byzantium. The basic reasons for the Crusades may be
seen in the internal developments of France, where they had their most pow-
erful backing. France had been growing stronger; it had more trade relations
with an interest in the East; and it needed an outlet for social unrest at home.
Additional propaganda for the Crusades came from the oligarchy of Venice,
which wanted to expand its own eastern trade and influence.’
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The development of trade with the Arabs—and with the Vikings in the
north—Iled to increased production for export and to the great trade fairs that
flourished from the twelfth through the late fourteenth centuries. Held annu-
ally in the principal European trading cities, these fairs usually lasted for one
to several weeks. Northern European merchants exchanged their grain, fish,
wool, cloth, timber, pitch, tar, salt, and iron for the spices, brocades, wines,
fruits, and gold and silver that were the dominant items in southern European
commerce.

By the fifteenth century, the fairs were being replaced by commercial cities
where year-round markets thrived. The trade and commerce in these cities
were incompatible with restrictive feudal customs and traditions. Generally
the cities were successful in gaining independence from church and feudal
lords. Within these commercial centers there arose complex systems of cur-
rency exchange, debt-clearing, and credit facilities, and modern business
instruments like bills of exchange came into widespread use. New systems of
commercial law developed. Unlike the system of paternalistic adjudication
based on custom and tradition that prevailed in the manor, commercial law
was fixed by precise code. Hence, it became the basis of the modern capitalist
law of contracts, negotiable instruments, agency sales, and auctions.

In the manorial handicraft industry, the producer (the master craftsman)
was also the seller. The industries that burgeoned in the new cities, however,
were primarily export industries in which the producer was distant from the
final buyer. Craftsmen sold their goods wholesale to merchants, who in turn
transported and resold them. Another important difference was that the ma-
norial craftsman was also generally a farmer. The new city craftsman gave
up farming to devote himself to his craft, with which he obtained a monetary
income that could be used to satisfy other individual needs.

The Putting-Out System and the Birth of Capitalist Industry

As trade and commerce thrived and expanded, the need for more manufactured
goods and greater reliability of supply led to increasing control of the produc-
tive process by the merchant-capitalist. By the sixteenth century, the handicraft
type of industry, in which the craftsman owned the workshop, tools, and raw
materials and functioned as an independent, small-scale entrepreneur, had been
largely replaced in the exporting industries by the putting-out system. In the
earliest period of the putting-out system, the merchant-capitalist would furnish
an independent craftsman with raw materials and pay him a fee to work the
materials into finished products. In this way the capitalist owned the product
throughout all stages of production, although the work was done in independent
workshops. In the later period of the putting-out system, the merchant-capitalist
owned the tools and machinery and often the building in which the production
took place. The merchant-capitalist hired workers to use these tools, furnished
them with the raw materials, and took the finished products.
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The worker no longer sold a finished product to the merchant. Rather, the
worker sold only his or her labor power. The textile industries were among
the first in which the putting-out system developed. Weavers, spinners, full-
ers, and dyers found themselves in a situation where their employment, and
hence their ability to support themselves and their families, depended on the
merchant-capitalists, who had to sell what the workers produced at a price that
was high enough to pay wages and other costs and still make a profit.

Capitalist control was, then, extended into the process of production. At
the same time, a labor force was created that owned little or no capital and
had nothing to sell but its labor power. These two features mark the appear-
ance of the economic system of capitalism. Some writers and historians have
defined capitalism as existing when trade, commerce, and the commercial
spirit expanded and became more important in Europe. Trade and commerce,
however, had existed throughout the feudal era. Yet, as long as feudal tradition
remained the organizing principle in production, trade and commerce were
really outside the social and economic system. The market and the search for
monetary profits replaced custom and tradition in determining who would
perform what task, how the task would be performed, and whether a given
worker could find work to support him or herself. When this occurred, the
capitalist system was created.®

Capitalism became dominant only when the relationship that existed be-
tween capitalists and workers in the sixteenth-century export industries was
extended to most of the other industries in the economy. For such a system to
evolve, the economic self-sufficiency of the feudal manor had to be broken
down and manorial customs and traditions undermined or destroyed. Agri-
culture had to become a capitalist venture in which workers would sell their
labor power to capitalists, and capitalists would buy the labor power only if
they expected to make a profit in the process.

A capitalist textile industry existed in Flanders in the thirteenth century.
When for various reasons its prosperity began to decline, the wealth and pov-
erty it had created led to a long series of violent class wars, starting around
1280 that almost completely destroyed the industry. In the fourteenth century,
a capitalist textile industry flourished in Florence. There, as in Flanders, ad-
verse business conditions led to tensions between a poverty-stricken working
class and their affluent capitalist employers. The results of these tensions were
violent rebellions in 1379 and 1382. Failure to resolve these class antagonisms
significantly worsened the precipitous decline in the Florentine textile industry,
as it had earlier in Flanders.

In the fifteenth century, England dominated the world textile market. Its
capitalist textile industry solved the problem of class conflict by ruralizing
the industry. Whereas the earlier capitalist textile industries of Flanders and
Florence had been centered in the densely populated cities, where the work-
ers were thrown together and organized resistance was easy to initiate, the
English fulling mills were scattered about the countryside. This meant that
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the workers were isolated from all but a small handful of other workers, and
effective organized resistance did not develop.

The later system, however, in which wealthy owners of capital employed
propertyless craftsmen, was usually a phenomenon of the city rather than
of the countryside. From the beginning, these capitalist enterprises sought
monopolistic positions from which to exploit the demand for their products.
The rise of livery guilds, or associations of merchant-capitalist employers,
created a host of barriers to protect these employers’ positions. Different types
of apprenticeships, with special privileges and exemptions for the sons of the
wealthy, excessively high membership fees, and other barriers, prevented am-
bitious poorer craftsmen from competing with or entering the new capitalist
class. Indeed, these barriers generally resulted in the transformation of poorer
craftsmen and their sons into a new urban working class that lived exclusively
by selling its labor power.

Decline of the Manorial System

Before a complete system of capitalism could emerge, however, the force
of capitalist market relations had to invade the rural manor, the bastion of
feudalism. This was accomplished as a result of the vast increase of popula-
tion in the new trading cities. Large urban populations depended on the rural
countryside for food and much of the raw materials for export industries. These
needs fostered a rural-urban specialization and a large flow of trade between
the rural manor and the city. The lords of the manors began to depend on the
cities for manufactured goods and increasingly came to desire luxury goods
that merchants could sell them.

The peasants on the manor also found that they could exchange surpluses
for money at the local grain markets; the money could be used to purchase
commutation of their labor services.” Commutation often resulted in the peasant
very nearly becoming an independent small businessman. The peasant might
rent the land from the lord, sell the produce to cover the rent, and retain the
remaining revenues. This system gave peasants a higher incentive to produce,
and, thereby, increased their surplus marketings, which led to more commuta-
tions, more subsequent marketings, and so forth. The cumulative effect was a
very gradual breaking down of the traditional ties of the manor, substituting
the market and the search for profits as the organizing principle of production.
By the middle of the fourteenth century, money rents exceeded the value of
labor services in many parts of Europe.

Another force that brought the market into the countryside, which was
closely related to commutation, was the alienation of the lords’ demesnes.
The lords who needed cash to exchange for manufactured goods and luxuries
began to rent their own lands to peasant farmers rather than having them
farmed directly with labor service obligations. This process led increasingly to
a situation in which the lord of the manor was simply a landlord in the modern
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sense of that term. In fact, he very often became an absentee landlord, as many
lords chose to move to the cities or were away fighting battles.

The breakup of the manorial system, however, stemmed more directly
from a series of catastrophies in the late fourteenth and fifteenth centuries.
The Hundred Years’ War between France and England (1337-1453) created
general disorder and unrest in those countries. The Black Death was even more
devastating. On the eve of the plague of 1348—49, England’s population stood
at 4 million. By the early fifteenth century, after the effects of the wars and the
plague, England had a scant 2.5 million population. This was fairly typical of
trends in other European countries. The depopulation led to a desperate labor
shortage, and wages for all types of labor rose abruptly. Land, now relatively
plentiful, began to rent for less.

These facts led the feudal nobility to attempt to revoke the commutations
they had granted and to reestablish the labor service obligations of the serfs
and peasants (peasants were former serfs who had attained some degree of
independence and freedom from feudal restrictions). They found, however,
that the clock could not be turned back. The market had been extended into
the countryside, and with it had come greater freedom, independence, and
prosperity for the peasants. They bitterly resisted efforts to reinstate the old
obligations, and their resistance did not go unchallenged.

The result was the famous peasant revolts that broke out over all of Europe
from the late fourteenth through the early sixteenth centuries. These rebellions
were extreme in their cruelty and ferocity. A contemporary French writer de-
scribed a band of peasants who killed a “knight and putting him on a broach,
roasted him over a fire in the sight of his wife and children. Ten or twelve of
them ravished the wife and then forced her to eat of her husband’s flesh. Then
they killed her and her children. Wherever these ungracious people went they
destroyed good houses and strong castles.”® Rebellious peasants were ulti-
mately slaughtered with equal or greater cruelty and ferocity by the nobility.

England experienced a series of such revolts in the late fourteenth and
fifteenth centuries. But the revolts that occurred in Germany in the early
sixteenth century were probably the bloodiest of all. The peasant rebellion in
1524-25 was crushed by the Imperial troops of the Holy Roman emperor, who
slaughtered peasants by the tens of thousands. Over 100,000 persons probably
were killed in Germany alone.

These revolts are mentioned here to illustrate the fact that fundamental
changes in the economic and political structure of a social system are often
achieved only after traumatic and violent social conflict. Any economic system
generates a class or classes whose privileges depend on the continuation of
that system. Quite naturally, these classes go to great lengths to resist change
and to protect their positions. The feudal nobility fought a savage rearguard
action against the emerging capitalist market system, but the forces of change
ultimately swept them aside. Although the important changes were brought
about by aspiring merchants and minor noblemen, the peasants were the pa-
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thetic victims of the consequent social upheavals. Ironically, they were usually
struggling to protect the status quo.

Creation of the Working Class

The early sixteenth century is a watershed in European history. It marks the
vague dividing line between the old, decaying feudal order and the rising
capitalist system. After 1500, important social and economic changes began
to occur with increasing frequency, each reinforcing the other and all together
ushering in the system of capitalism. Among the most important of these
changes were those creating a working class that was systematically stripped
of any control over the production process and forced into a situation in which
the sale of its labor power was its only means of survival. The population of
western Europe, which had been relatively stagnant for a century and a half,
increased by nearly one-third in the sixteenth century and stood at about 70
million in 1600.

The increase in population was accompanied by the enclosure movement,
which had begun in England as early as the thirteenth century. The feudal
nobility, in ever increasing need of cash, fenced off, or enclosed, lands that
had formerly been used for communal grazing, using the lands to graze sheep
to satisfy the booming English wool and textile industries’ demand for wool.
The sheep brought good prices, and a minimal amount of labor was needed
to herd them.

The enclosure movement reached its peak in the late fifteenth and sixteenth
centuries, when in some areas as many as three-fourths to nine-tenths of the
tenants were forced out of the countryside and into the cities to try to sup-
port themselves. Subsequent waves of enclosure continued until well into
the nineteenth century. The enclosures and the increasing population further
destroyed the remaining feudal ties, creating a large new labor force—a labor
force without land, without any tools or instruments of production, and with
only labor power to sell. This migration to the cities meant more labor for the
capitalist industries, more men for the armies and navies, more men to colonize
new lands, and more potential consumers, or buyers, of products.

But the enclosures and the increase in population were by no means the sole
source of the new working class. Innumerable peasants, yeomen, and minor
nobility were bankrupted by exorbitant increases in monetary rents. Mounting
debts that could not be repaid ruined countless others. In the cities and towns
the guilds came to be more and more concerned with the income levels of
their members. It was obvious to the craftsmen and merchants in the guilds
that steps taken to minimize their number would serve to monopolize their
crafts and to increase their incomes. Increasing numbers of urban producers
came to be denied any means of independent production as the guilds became
more exclusive. In this way, a considerable portion of the new working class
was created within the towns and cities.
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Many of the farmers and craftsmen who were thus uprooted and denied
access to their former means of production became vagabonds and beggars.
Even more attempted to secure a subsistence by squatting on marginal, unused
lands where they could grow crops for their own use. Harshly repressive laws
were passed against such farming and against being an unemployed vagabond.’
Therefore, when force, fraud, and starvation were insufficient to create the new
working class, criminal statutes and government repression were used.

Other Forces in the Transition to Capitalism

Other sources of change were also instrumental in the transition to capitalism.
Among these was the intellectual awakening of the sixteenth century, which
fostered scientific progress that was promptly put to practical use in navigation.
The telescope and the compass, which enabled men to navigate much more
accurately for much greater distances, ushered in the “Age of Exploration.”
Within a short period, Europeans had charted sea routes to India, Africa, and
the Americas. These discoveries had a twofold importance: first, they resulted
in a rapid and large flow of precious metals into Europe; and second, they
ushered in a period of colonization.

Between 1300 and 1500, European gold and silver production had stagnated.
The rapidly expanding capitalist trade and the extension of the market system
into city and countryside had led to an acute shortage of money. Because money
consisted primarily of gold and silver coin, the need for these metals was criti-
cal. Beginning around 1450, this situation was alleviated somewhat when the
Portuguese began extracting metals from the African Gold Coast, but the general
shortage continued until the middle of the sixteenth century. After that date there
occurred such a large inflow of gold and silver from the Americas that Europe
experienced the most rapid and long-lasting inflation in history.

During the sixteenth century, prices rose in Europe between 150 and 400
percent, depending on the country or region chosen. Prices of manufactured
goods rose much more rapidly than either rents or wages. In fact, the dispar-
ity between prices and wages continued until late in the seventeenth century.
This meant that both the landlord class (or feudal nobility) and the working
class suffered, because their incomes rose less rapidly than their expenses. The
capitalist class was the great beneficiary of the price revolution. It received
larger and larger profits as it paid lower real wages and bought materials that
appreciated greatly as it held the materials as inventories.

These larger profits were accumulated as capital. Capital refers to the ma-
terials that are necessary for production, trade, and commerce and consists
of all tools, equipment, factories, raw materials, goods in process, means of
transporting goods, and money. There are physical means of production in
every kind of economic system, but they can become capital only in a social
context in which the social relationships exist that are necessary for commod-
ity production and private ownership. Thus, capital refers to more than simply
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physical objects; it refers to a complex set of social relations as well. In our
earlier discussion, we saw that one of the defining features of the capitalist
system is the existence of a class of capitalists who own the capital stock. It is
by virtue of their ownership of this capital that they derive their profits. These
profits are then plowed back or used to augment the capital stock. The further
accumulation of capital leads to more profits, which leads to more accumula-
tion, and the system continues in an upward spiral.

The term capitalism describes this system of profit seeking and accumulation
very well. Ownership of capital is the source of profits and hence the source
of further accumulation of capital. But this chicken-egg process had to have a
beginning. The substantial initial accumulation, or primitive accumulation, of
capital took place in the period under consideration. The four most important
sources of the initial accumulation of capital were (1) the rapidly growing
volume of trade and commerce, (2) the putting-out system of industry, (3)
the enclosure movement, and (4) the great price inflation. There were several
other sources of initial accumulations, some of which were somewhat less
respectable and often forgotten—for example, colonial plunder, piracy, and
the slave trade.

During the sixteenth and seventeenth centuries, the putting-out system was
extended until it was common in most types of manufacturing. Although this
was not yet the modern type of factory production, the system’s increased
degree of specialization led to significant increases in productivity. Technical
improvements in shipbuilding and navigation also lowered transportation costs.
Thus, during this period, capitalist production and trade and commerce thrived
and grew very rapidly. The new capitalist class (or middle class or bourgeoisie)
slowly but inexorably replaced the nobility as the class that dominated the
economic and social system.

The emergence of the new nation-states signaled the beginning of the transi-
tion to a new dominant class. The new monarchs usually drew on the bourgeois
capitalist class for support in their efforts to defeat feudal rivals and unify the
state under one central power. This unification freed the merchants from the
feudal maze of different rules, regulations, laws, weights and measures, and
moneys; consolidated many markets; and provided military protection for
commercial ventures. In return, the monarch relied on the capitalists for much
needed sources of revenues.

Although England was nominally unified much earlier, it was not until Henry
VII (1485-1509) founded the line of Tudor monarchs that England was uni-
fied in fact. Henry VIII (1509-1547) and Elizabeth I (1558-1603) were able
to complete the work of nation building only because they had the support of
Parliament, which represented the middle classes of the shires and boroughs.
In the revolutions of 1648 and 1688, the supremacy of Parliament, or of the
bourgeois middle classes, was finally established.

The other important early capitalist nation-states also came into existence
during this period. In France, Louis XI (1461-1483) was the first king to unify
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France effectively since the time of Charlemagne. The marriage in 1469 of
Ferdinand of Aragon and Isabella of Castile, and their subsequent defeat of the
Moors, led to the unification of Spain. The Dutch republic, the fourth of the
important early nation-states, did not win its independence until 1690, when
it finally expelled its Spanish oppressors.

By the late sixteenth and early seventeenth centuries, most of the large
cities in England, France, Spain, and the Low Countries (Belgium and Hol-
land) had been transformed into thriving capitalist economies dominated by
the merchant-capitalists, who controlled not only commerce but also much
of the manufacturing. In the modern nation-states, coalitions of monarchs
and capitalists had wrested effective power from the feudal nobility in many
important areas, especially those related to production and commerce. This
period of early capitalism is generally referred to as mercantilism.

Mercantilism

The earliest phase of mercantilism, usually called bullionism, originated in the
period during which Europe was experiencing an acute shortage of gold and
silver bullion, and, hence, did not have enough money to service the rapidly
expanding volume of trade. Bullionist policies were designed to attract a flow
of gold and silver into a country and to keep them there by prohibiting their
export. These restrictions lasted from the late Middle Ages into the sixteenth
and seventeenth centuries.

Spain, the country into which most of the gold from the Americas flowed,
applied bullionist restrictions over the longest period and imposed the most
severe penalty for the export of gold and silver: death. Yet the needs of trade
were so pressing, and such large profits could be made by importing foreign
commodities, that even in Spain merchant-capitalists succeeded in bribing
corrupt officials or in smuggling large quantities of bullion out of the coun-
try. Spanish bullion rapidly found its way all over Europe and was to a large
extent responsible for the long period of inflation described earlier. Spain
did not legalize the export of gold and silver until long after the bullionist
restrictions had been removed in England and Holland in the middle of the
sixteenth century.

After the bullionist period, the mercantilists’ desire to maximize the gold
and silver within a country took the form of attempts by the government to
create a favorable balance of trade, that is, to have more money coming into
a country than was flowing out. Thus, exports of goods as well as things such
as shipping and insuring (when performed by countrymen and paid for by
foreigners) were encouraged, and imports of goods and shipping and insurance
charges paid to foreigners were discouraged.

One of the most important types of policies designed to increase the value
of exports and decrease that of imports was the creation of trade monopolies.
A country like England could buy most cheaply (e.g., from a backward area) if
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only one English merchant bargained with the foreigners involved rather than
having several competing English merchants bidding the price up in an effort
to capture the business. Similarly, English merchants could sell their goods
to foreigners for much higher prices if there was only one seller rather than
several sellers bidding the price down to attract each other’s customers.

The English government could prohibit English merchants from competing in
an area where such a monopoly had been established. It was much more difficult,
however, to keep out French, Dutch, or Spanish merchants. Various governments
attempted to exclude such rival foreign merchants by establishing colonial
empires that could be controlled by the mother country to ensure a monopoly
of trade. Colonial possessions could thereby furnish cheap raw materials to the
mother country and purchase expensive manufactured goods in return.

In addition to the creation of monopolies, all the western European coun-
tries (with the exception of Holland) applied extensive regulations to the
businesses of exporting and importing. These regulations were probably most
comprehensive in England, where exporters who found it difficult to compete
with foreigners were given tax refunds, or, if that was not enough, subsidized.
Export duties were placed on a long list of raw materials to keep them within
England. Thus, the price that English merchant-manufacturers would have
to pay for these raw materials would be minimized. Sometimes, when these
items were in short supply for British manufacturers, the state would com-
pletely prohibit their export. The English textile industry received this type
of protection. In the early eighteenth century it accounted for about half of
England’s exports. The English prohibited the export of most raw materials
and semi-finished products, such as sheep, wool, yarn, and worsted, which
were used by the textile industry.

Measures aimed at discouraging imports were also widespread. The im-
portation of some commodities was prohibited, and other commodities had
such high duties that they were nearly eliminated from trade. Special emphasis
was placed on protecting England’s principal export industries from foreign
competitors attempting to cut into the export industries’ domestic markets.

Of course, these restrictions profited some capitalists and harmed others. As
would be expected, coalitions of special interest groups were always working
to maintain the restrictions or to extend them into different areas in different
ways. Attempts such as the English Navigation Acts of 1651 and 1660 were
made to promote the use of British ships (British-made and British-manned)
in both import and export trade. All these regulations of foreign trade and
shipping were designed to augment the flow of money into the country while
decreasing the outflow. Needless to say, many of the measures also stemmed
from appeals and pressures by special interest groups.

In addition to these restrictions on foreign trade, there was a maze of re-
strictions and regulations aimed at controlling domestic production. Besides
the tax exemptions, subsidies, and other privileges used to encourage larger
output by industries that were important exporters, the state also engaged in
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extensive regulation of production methods and of the quality of produced
goods. In France, the regime of Louis XIV codified, centralized, and extended
the older decentralized guild controls. Specific techniques of production were
made mandatory, and extensive quality control measures were enacted, with
inspectors appointed in Paris charged with enforcing these laws at the local
level. Jean-Baptiste Colbert, Louis XIV’s famous minister and economic
adviser, was responsible for the establishment of extensive and minute regu-
lations. In the textile industry, for example, the width of a piece of cloth and
the precise number of threads contained within it were rigidly specified by
the government.

In England, the Statute of Artificers (1563) effectively transferred to the state
the functions of the old craft guilds. It led to central control over the training
of industrial workers, over conditions of employment, and over allocation of
the labor force to different types of occupations. Regulations of wages, of the
quality of many goods, and of other details of domestic production were also
tried in England during this period.

It is not clear exactly how much of mercantilist thinking was honestly
motivated by the desire to increase the power of the state and how much was
merely thinly disguised efforts to promote the special interests of capitalists.
The distinction is rather unimportant because most mercantilists believed that
the best way to promote the interests of the state was to promote policies that
would increase the profits of the merchant-capitalists. What is of much more
interest are the mercantilist views on a question that will recur throughout this
book: What are the nature and origins of profit? It is their thoughts on this
question to which we turn in the next chapter.
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Chapter 2

Economic Ideas Before Adam Smith

In the early mercantilist period, most production was carried on by workers
who still owned and controlled their own means of production. Capitalists
were primarily merchants, and their capital consisted mostly of money and
inventories of goods to be sold. It was only natural, therefore, that mercantil-
ist writers looked to exchange, or buying and selling, as the source of profits.
These profits were, of course, exchanged for commodities that constituted a
portion of the surplus. But the merchants’ share of the surplus was not, in this
early period, acquired through control of the production process. The feudal
lords still generally controlled production and expropriated the surplus. The
result of exchange between the merchants and the lords was a sharing of the
surplus by the two groups. Therefore, from the merchants’ points of view, it
was exchange and not production that generated their profits.

Merchant capital consists of ownership of the means of buying, transport-
ing, and selling, while industrial capital consists of ownership of the means
necessary for producing. During this period, industrial capital was still rather
insignificant and inconspicuous, while merchant capital was widespread and
significant. It was not, therefore, mental or theoretical inadequacy that caused
mercantilist writers to look to buying and selling rather than production as
the source of profits. Their ideas reflected the economic realities of the era in
which they were writing.

Early Mercantilist Writing on Value and Profits

Profit accrues to merchant capital when the price at which the merchant sells
a commodity is sufficiently high to cover the price the merchant pays for the
commodity, plus all expenses for handling, storing, transporting, and selling
the commodity, plus a surplus over and above these costs. This surplus is the
merchant’s profit. Therefore, an understanding of the determinants of the prices
at which commodities were bought and sold was central to an understanding
of the merchant’s profits.

23
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Earlier medieval thinkers had asserted that the price of a commodity had to
be sufficient to cover a craftsman’s direct costs of production and to yield the
craftsman a return on the labor expended sufficient to maintain the craftsman
in the style of life traditionally deemed appropriate. In other words, prices
were determined by the costs of production, including an imputed, appropriate
remuneration for the labor of the craftsmen.!

The early mercantilists generally abandoned this cost-of-production ap-
proach to the understanding of prices and focused on the point of sale to
analyze exchange values. One scholar of mercantilist ideas has concluded
that, despite a wide range of differences on specific issues, three important
notions run through most early mercantilist writings on value theory. First,
the “value” or “natural value” of commodities was simply their actual market
price. Second, the forces of supply and demand determined market value.
Third, mercantilist writers frequently discussed “intrinsic value” or use value
as the most important factor determining demand, and, hence, as an important
casual determinant of market value.?

Nicholas Barbon, one of the most important of the mercantilist writers,
summed up these three points in his pamphlet, A Discourse on Trade:

1. The Price of Wares is the present Value. . . . The Market is the best Judge of
value; for by the Concourse of Buyers and Sellers, the Quantity of Wares, and
the Occasion for them are Best Known: Things are just worth so much, as they
can be sold for, according to the Old Rule, Valet Quantum Vendi Potest.

2. The Price of Wares is the present Value, and ariseth by Computing the oc-
casions or use for them, with the Quantity to serve that Occasion. . . . It is
impossible for the Merchant when he has Bought his Goods, to know what he
shall Sell them for: The Value of them, depends upon the Difference Betwixt
the Occasion and the Quantity; tho’ that be the Chiefest of the Merchants
Care to observe, yet it Depends upon so many Circumstances, that it’s im-
possible to know it. Therefore if the plenty of the Goods, has brought down
the Price, the Merchant layeth them up, til the Quantity is consumed, and the
Price riseth.

3. The Value of all Wares arise from their Use; Things of no Use, have no Value,
as the English Phrase is, They are good for nothing. The Use of Things, are
to supply the Wants and Necessities of Man: There are Two General Wants
that Mankind is born with; the Wants of the Body, and the Wants of the
Mind; To supply these two Necessities, all things under the Sun become
useful, and therefore have a Value. . . . The Value of all Wares, arriveth from
their Use; and the Dearness and Cheapness of them, from their Plenty and
Scarcity.?

Barbon’s pamphlet was written at a time during which economic attitudes
were beginning to undergo rapid change. The passages just quoted reflect the
attitudes of the earlier mercantilist who saw profits as originating primarily
in the act of exchange. Their profits came largely from two sources. First, the
inflation of the sixteenth and seventeenth centuries (discussed in the previous
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chapter) had created a situation in which there was generally a substantial ap-
preciation of the value of the inventories held. Between the time at which the
merchants purchased commodities and the time at which merchants sold them,
the increases in the prices of these commodities resulted in windfall profits.
Second, and more important, the differing conditions under which production
took place in various regions of a country or various parts of the world, com-
bined with the fact that there was very little mobility of resources, technology,
and labor between these regions, resulted in substantially different relative
prices of commodities in the various regions or countries. Merchants would
buy a commodity in a region or country in which it was relatively inexpensive
and sell it in a region or country in which it was relatively expensive.

Under these conditions, it is not surprising that merchants should have
conceived of the value of a commodity in terms of its market price rather than
its conditions of production. Moreover, it was only natural for them to see
differences in market prices as resulting from differences in the willingness or
desire to purchase particular commodities. Supply entered the picture only to
the extent that the merchants saw that with a given level of desire to purchase a
commodity, the price of a commodity would be high if this commodity was in
short supply and low if its supply was abundant. It was for this reason that the
large merchant companies sought state-created and enforced monopolies.

Competition among merchants inevitably led to a reduction in relative price
differences and hence to a reduction of their profits. If a particular commodity
commanded a very high price in a particular region, then the merchant who
bought this commodity at a low price and transported it to this region would
make a larger profit. This profit, however, would inevitably act as alure induc-
ing other merchants to sell the same commodity in the same region. But more
merchants would mean a larger supply, which would lead to a lower price and
lower profits. Thus, the great merchant companies went to great lengths to
exclude competitors and to maintain their monopolistic privileges.

Itappeared to the early mercantilists that control over the conditions affect-
ing the supply of commodities was the principal means by which high profits
could be attained and perpetuated. But the early mercantilist period had not
yet experienced the change in social attitudes that was later to condone and
justify the ceaseless quest for profits simply for the sake of profits. Govern-
ments’ motivations and rationalizations for their policies of promoting mer-
chant profits were very different from those motivations and rationalizations
that were to become characteristic of capitalist governments beginning in the
nineteenth until the present time.

In the early mercantilist period, there was an ideological continuity between
the intellectual defenses of mercantilist policies and the earlier ideologies
that supported the medieval economic order. The latter relied on a Christian
paternalist ethic that justified extreme inequalities of wealth on the assump-
tion that God had selected the wealthy to be the benevolent stewards of the
material welfare of the masses.* The Catholic Church had been the institution
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through which this paternalism was effectuated. As capitalism developed, the
church grew weaker and the governments of the emerging nation-states grew
stronger. In the early mercantilist period, economic writers increasingly came
to substitute the state for the medieval church as the institution that should
oversee the public welfare.

During the reign of Henry VIII, England broke with Roman Catholicism.
This event was significant because it marked the final secularization (in
England at least) of the functions of the medieval church. Under Henry, “the
state in the form of God’s monarchy assumed the role and the functions of
the old universal church. What Henry had done in his own blunt way was to
sanctify the processes of this world.” During his reign as well as the reigns
of Elizabeth I, James I, and Charles I (1558-1649), there was widespread
social unrest. The cause of this unrest was poverty; the cause of much of this
poverty was unemployment; and the cause of much of this unemployment
was the enclosure movement.

Another factor, however, was the decline in the export of woolens in the
second half of the sixteenth century, which created massive unemployment in
England’s most important manufacturing industry. There were also frequent
commercial crises similar to, but without the regularity of, the depression phase
of later business cycles. In addition to these factors, seasonal unemployment
put many workers out of work for as many as four months of the year.

The people could no longer look to the Catholic Church for relief from
widespread unemployment and poverty. Destruction of the power of the church
had eliminated the organized system of charity, and the state attempted to
assume responsibility for the general welfare of society. In order to do this,
“England’s leaders undertook a general, coordinated program to reorganize
and rationalize . . . industry by establishing specifications of standards of
production and marketing.”® All these measures were designed to stimulate
English trade and alleviate the unemployment problem.

In fact, it appears that the desire to achieve full employment is the unify-
ing theme of most policy measures advocated by mercantilist writers. The
mercantilists preferred measures designed to stimulate foreign rather than
domestic trade “because they believe it contributed more to employment, to
the nation’s wealth and to national power. The writers after 1600 stressed the
inflationary effect of an excess of exports over imports and the consequent
increase in employment which inflation produced.”’

Among the other measures taken to encourage industry during this period
was the issuance of patents of monopoly. The first important patent was
granted in 1561, during the reign of Elizabeth I. Monopoly rights were given
in order to encourage inventions and to establish new industries. These rights
were severely abused, as might be expected. Moreover, they led to a complex
system of special privileges and patronage and a host of other evils, which
outraged most mercantilist writers every bit as much as similar abuses outraged
late-nineteenth-century American reformers. The evils of monopoly led to the
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Statute of Monopolies of 1624, which outlawed all monopolies except those
that involved genuine inventions or that would be instrumental in promoting
a favorable balance of payments. Of course, these loopholes were large, and
abuses continued almost unchecked.

The Statute of Artificers (1563) specified conditions of employment and
length of apprenticeships, provided for periodic wage assessments, and estab-
lished maximum rates that could be paid to laborers. The statute is important
because it illustrates the fact that the Crown’s paternalistic ethic never led
to any attempt to elevate the status of the laboring classes. Monarchs of this
period felt obliged to protect the working classes, but, like their predecessors
in the Middle Ages, believed those classes should be kept in their proper
places. Maximum wage rates were designed to protect the capitalists, and,
furthermore, the justices who set these maximums and enforced the statute
generally belonged to the employing class themselves. It is probable that these
maximums reduced the real wages of laborers because prices generally rose
faster than wages during the succeeding years.

Poor laws passed in 1531 and 1536 attempted to deal with the problems
of unemployment, poverty, and misery then widespread in England. The first
sought to distinguish between “deserving” and “undeserving” poor; only the
deserving poor were allowed to beg. The second decreed that each individual
parish throughout England was responsible for its poor and that the parish
should, through voluntary contributions, maintain a poor fund. This proved
completely inadequate, and the pauper problem grew increasingly severe.

Finally, in 1572, the state accepted the principle that the poor would have
to be supported by tax funds and enacted a compulsory “poor rate.” And in
1576, “houses of correction” for “incorrigible vagrants” were authorized and
provisions made for the parish to purchase raw materials to be processed by
the more tractable paupers and vagrants. Between that time and the close of
the sixteenth century, several other poor-law statutes were passed.

The Poor Law of 1601 was the Tudor attempt to integrate these laws into
one consistent framework. Its main provisions included formal recognition
of the right of the poor to receive relief, imposition of compulsory poor rates
at the parish level, and provision for differential treatment for various classes
of the poor. The aged and the sick could receive help in their homes; pauper
children who were too young to be apprenticed in a trade were to be boarded
out; the deserving poor and unemployed were to be given work as provided
for in the act of 1576; and incorrigible vagrants were to be sent to houses of
correction and prisons.®

From the preceding discussion it is possible to conclude that the period
of English mercantilism was characterized by acceptance, in the spirit of
the Christian paternalist ethic, of the idea that “the state had an obligation to
serve society by accepting and discharging the responsibility for the general
welfare.” The various statutes passed during this period “were predicated
upon the idea that poverty, instead of being a personal sin, was a function of
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the economic system.”'® These statutes acknowledged that those who were
the victims of the deficiencies of the economic system should be cared for by
those who benefited from it.

Later Mercantilist Writings and the Philosophy of Individualism

As capitalism developed, however, two economic developments increas-
ingly rendered the mercantilist outlook unsatisfactory to the needs of the
new system and most of the important capitalists of the time. First, despite
the efforts of the great trading companies to maintain their monopolies, the
spread of commerce and the growth of competition (especially within the
nation-states themselves) continuously reduced the relative magnitude of
price differences among different regions and nations. This correspond-
ingly reduced the profits that could be made simply from taking advantage
of these price differences.

The second change was closely related to the first: as potential profits
from price differences alone were reduced, there occurred an integration of
capitalist control over both the processes of production and commerce. This
integration came from two sources. Initially, the merchants sought greater
control over production by creating the putting-out system (as discussed in
the previous chapter). Somewhat later, however, a new and ultimately much
more revolutionary development occurred. As early as the sixteenth century,
the craft guilds came to be relatively closed systems designed to protect the
status and income of the guild masters by restricting the number of appren-
tices and journeymen who could become masters. Over time, in many of the
guilds the masters increasingly came to be the organizers and controllers of
the productive process rather than merely laborers working alongside the ap-
prentices and journeymen. The masters came to be employers or capitalists,
and the journeymen came to be simply hired workers with little or no prospects
for becoming masters.

By the early seventeenth century, these producer-capitalists began mov-
ing into the arena of commerce. They soon constituted a major force in the
economic life of England—a force that Maurice Dobb, an eminent economic
historian, believes constituted “an important shift in the center of gravity in
the English socioeconomic system.”!! The interests of this new segment of the
capitalist class were, from the beginning, frequently opposed to the interests
of the older merchant-capitalists.

These far-reaching economic changes led to two very important changes in
economic ideas. First, there was a large segment of philosophers, economists,
and other thinkers who rejected the older paternalist view of the state and state
regulation and began to formulate a new philosophy of individualism. Sec-
ond, there was a shift from the view that prices and profits were determined
primarily by the forces of supply and demand and utility in particular, to the
view that prices were determined by the conditions of production and that
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profits originated in the production process. Each of these two changes will
be considered in turn.

By the late seventeenth century, an increasingly large number of capitalists,
particularly those whose origins had been in the craft guilds, had come to be
significantly inhibited in their quest for profits by the maze of mercantilist
restrictions and regulations that had originally benefited the great trading
companies; they sought relief from these constraints. They also disliked the
mercantilist remnants of the older Christian paternalism that had condemned
greed, acquisitive behavior, and the desire to accumulate wealth. The capitalist
market economy, which was rapidly being extended into most significant areas
of production and commerce, demanded self-seeking, acquisitive behavior
to function successfully. In this context, new theories about human behavior
began to emerge. Writers began to assert that selfish, egoistic motives were
the primary if not the only ones that moved men to action.

This interpretation of man’s behavior is expressed in the writings of many
important thinkers of the period. Many philosophers and social theorists began
to assert that every human act was related to self-preservation, and, hence,
was egoistic in the most fundamental sense. The English nobleman Sir Robert
Filmer was greatly alarmed by the large number of people who spoke of “the
natural freedom of mankind, a new, plausible and dangerous opinion” with
anarchistic implications.'> Thomas Hobbes’s Leviathan, published in 1651,
trenchantly articulated a widely held opinion—that all human motives stem
from a desire for whatever promotes the “vital motion” of the organism (man).
Hobbes believed that all people’s motives, even compassion, were merely so
many disguised species of self-interest: “Grief for the calamity of another is
pity, and ariseth from the imagination that the like calamity may befall himself;
and therefore is called . . . compassion, and . . . fellow-feeling.”"?

Except for the few special interest groups that benefited from the exten-
sive restrictions and regulations of commerce and manufacturing during this
period, most capitalists felt constrained and inhibited by state regulations in
their quest for profits. The individualist and egoistic doctrines were eagerly
embraced by such men and began to dominate economic thinking, even among
the mercantilists. One careful history asserts that “most of the mercantilist . . .
policy assumed that self-interest governs individual conduct.”'*

The majority of mercantilist writers were either capitalists or privileged
employees of capitalists, and, thus, it was quite natural for them to perceive
the motives of the capitalists as universal. From the capitalists’ views of the
nature of humanity and their need to be free from the extensive economic
restrictions grew the philosophy of individualism that provided the basis of
classical liberalism. Against the well-ordered, paternalist view that Europe
had inherited from the feudal society, they asserted “the view that the human
person ought to be independent, self-directing, autonomous, free—ought to
be, that is, an individual, a unit distinguished from the social mass rather than
submerged in it.”!?
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Protestantism and the Individualist Ethic

One of the most important examples of this individualist and middle-class
philosophy was the Protestant theology that emerged from the Reformation.
The new middle-class capitalists wanted to be free not only from economic
restrictions that encumbered manufacturing and commerce, but also from the
moral opprobrium that the Catholic Church had heaped on their motives and
activities. Protestantism not only freed them from religious condemnation,
but eventually made virtues of the selfish, egoistic, and acquisitive motives
the medieval church had so despised.'®

The principal originators of the Protestant movement were quite close
to the Catholic position on questions like usury and the just price. On most
social issues they were deeply conservative. During the German peasant
revolt of 1524, Luther wrote a virulent pamphlet, Against the Murdering
Hordes of Peasants, in which he said princes should “knock down, strangle
and stab. . . . Such wonderful times are these that a prince can merit heaven
better with bloodshed than another with prayer.” Luther’s advice contributed
to the general atmosphere in which the slaughter of over 100,000 peasants
was carried out with an air of religious righteousness.

Yet, despite the conservatism of the founders of Protestantism, this reli-
gious outlook contributed to the growing influence of the new individualist
philosophy. The basic tenet of Protestantism, which laid the groundwork for
religious attitudes that were to sanction middle-class business practices, was
the doctrine that men were justified by faith rather than by works. The Catholic
Church had taught that men were justified by works, which generally meant
ceremonies and rituals. In the Catholic view no man could be justified on his
own merit alone. “Justification by works . . . did not mean that an individual
could save himself: it meant that he could be saved through the Church. Hence
the power of the clergy. Compulsory confession, the imposition of penance
on the whole population . . . together with the possibility of withholding
absolution, gave the priests a terrifying power.”!” These powers also created
a situation in which the medieval doctrines of the Catholic Church were not
easily abandoned and in which the individual was still subordinated to society
(as represented by the church).

The Protestant doctrine of justification by faith asserted that motives were
more important than specific acts or rituals. Faith was “nothing else but the
truth of the heart.”’® Each man had to search himself to discover if his acts
stemmed from a pure heart and faith in God; each man had to judge for him-
self. This individualist reliance on each person’s private conscience appealed
strongly to the new middle-class artisans and small merchants:

When the businessman of sixteenth and seventeenth century Geneva, Amsterdam
or London looked into his inmost heart, he found that God had planted there a deep
respect for the principle of private property. . . . Such men felt quite genuinely
and strongly that their economic practices, though they might conflict with the
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traditional law of the old church, were not offensive to God. On the contrary: they
glorified God."

It was through this insistence on the individual’s own interpretation of God’s
will that the “Puritans tried to spiritualize [the new] economic processes” and
eventually came to believe that “God instituted the market and exchange.”?
However, it was only a matter of time before the Protestants expounded dogma
that they expected everyone to accept. But the new dogma was radically differ-
ent from medieval doctrines. The new doctrines stressed the necessity of doing
well at one’s earthly calling as the best way to please God, and emphasized
diligence and hard work.

The older Christian distrust of riches was translated into a condemnation
of extravagance and needless dissipation of wealth. Thus, the Protestant ethic
stressed the importance of asceticism and abstemious frugality. A theologian
who has studied the connection between religion and capitalism sums up the
relationship in this way:

The religious value set upon constant, systematic, efficient work in one’s calling
as the readiest means of securing the certainty of salvation and of glorifying God
became a most powerful agency in economic expansion. The rigid limitations of
consumption on the one hand and the methodical intensification of production on
the other could have but one result—the accumulation of capital.?

Thus, although neither Calvin nor Luther was a spokesman for the new
middle-class capitalist, within the context of the new religious individualism,
the capitalists found a religion in which, over time, “profits . . . [came to be]
looked upon as willed by God, as a mark of his favor and a proof of success
in one’s calling.”?

Economic Policies of Individualism

Throughout the mercantilist period, this new individualism led to innumerable
protests against the subordination of economic affairs to the will of the state.
From the middle of the seventeenth century, almost all mercantilist writers
condemned state-granted monopolies and other forms of protection and favor-
itism in the internal economy (as opposed to international commerce). Many
believed that in a competitive market that pitted buyer against buyer, seller
against seller, and buyer against seller, society would benefit most greatly if
the price was left free to fluctuate and find its proper (market-equilibrating)
level. One of the earliest mercantilist writers of importance, John Hales,
argued that agricultural productivity could best be improved if husbandman
were allowed to

have more profit by it than they have, and liberty to sell it at all times, and to all
places, freely as men may do their other things. But then no doubt, the price of corn
would rise, specially at the first more than at length; yet that price would evoke every
man to set plough in the ground, to husband waste grounds, yes to turn the lands
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which be enclosed from pasture to arable land; for every man will gladder follow
that wherein they see the more profit and gains, and thereby must need ensue both
plenty of corn, and also much treasure should be brought into this realm by occasion
thereof; and besides that plenty of other victuals increased among us.?

This belief—that restrictions on production and trade within a nation
were harmful to the interests of everyone concerned—became increasingly
widespread in the late seventeenth and early eighteenth centuries. Numerous
statements of this view can be found in the works of such writers as Maly-
nes, Petty, North, Law, and Child.?* Of these men, perhaps Sir Dudley North
(1641-1691) was the earliest clear spokesman for the individualist ethic that
was to become the basis for classical liberalism. North believed that all men
were motivated primarily by self-interest and should be left alone to compete
in a free market if the public welfare was to be maximized. He argued that
whenever merchants or capitalists advocated special laws to regulate produc-
tion or commerce, “they usually esteem the immediate interest of their own
to be the common Measure of Good and Evil. And there are many, who to
gain a little in their own Trades, care not how much others suffer; and each
man strives that all others may be forced in their dealings to act subserviently
for his Profit, but under the cover of the Publick.” The public welfare would
best be served, North believed, if most of the restrictive laws that bestowed
special privileges were entirely removed.

In 1714, Bernard Mandeville published The Fable of the Bees: or Private
Vices, Publick Benefits, in which he put forth the seemingly strange paradox that
the vices most despised in the older moral code, if practiced by all, would result
in the greatest public good. Selfishness, greed, and acquisitive behavior, he
maintained, all tended to contribute to industriousness and a thriving economy.
The answer to the paradox was, of course, that what had been vices in the eyes
of the medieval moralists were the very motive forces that propelled the new
capitalist system. And in the view of the new religious, moral, and economic
philosophies of the capitalist period, these motives were no longer vices.

Many capitalists had struggled throughout the mercantilist period to free
themselves from all restrictions in their quest for profits. These restrictions—
from which only a relatively small number of the older, established, monopo-
listic merchant companies benefited—had resulted from the paternalist laws
that were the remnants of the feudal version of the Christian paternalist ethic.
Such an ethic simply was not compatible with the new economic system that
functioned on the basis of strict contractual obligations between people rather
than on traditional personal ties. Innumerable new merchants and capitalists
sought to undermine the privileged positions of the older merchant monopolies
and to create a sociopolitical system more conducive to free, uninhibited profit
making. Merchants and capitalists who invested large sums in market ventures
could not depend on the forces of custom to protect their investments. Nor
could they effectively seek profits within the maze of government restrictions
characteristic of the early mercantilist period.
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Profit seeking could be effective only in a society based on the protection of
property rights and the enforcement of impersonal contractual commitments
between individuals. Within such an institutional framework, capitalists had to
be allowed to pursue their quest for profits freely. The new ideology that was
firmly taking root in the seventeenth and eighteenth centuries justified these
motives and relationships between individuals. At the same time, an equally
important change was taking place in the ways in which economic thinkers
explained prices and the nature and origins of profits.

Beginnings of the Classical Theory of Prices and Profits

With the integration of production and commerce and the increasing difficulty
of making profits by simply exploiting price differences came the beginnings
of a new approach to understanding prices and profits. A leading scholar of
this period has written: “Inthe late seventeenth century, particularly in Britain,
the older producers’ cost approach to value begins to show distinct signs of
revival. More and more emphasis gradually comes to be laid on production
costs, particularly in manufacture.”?

With the creation of a “free” labor force—that is, a substantial number of
producers denied any control over the necessary means for production and
forced to sell their labor power (i.e., capacity to work) in order to survive—it
gradually became clear that control of these producers was the key to profit
making. Typical of this view was the statement by Daniel Defoe in his A Gen-
eral History of Trade (1713) that “it is the labor and industry of the people that
alone brings wealth and makes . . . trade profitable to the nation.”*” Another
of the many statements of this view is found in William Petyt’s Britannia
Language (1680): “Sufficient stores of treasure cannot otherwise be got but
by the industry of the people. . . . People are, therefore, the chiefest, most
fundamental and precious commodity, out of which may be derived all sorts
of manufacture, navigation, riches, conquests and solid dominion.”?®

Capitalist industry began to effect substantial increases in the productivity of
labor by furthering the division of labor, in which different laborers specialized
in only one or a few tasks; the economic thinkers of the early eighteenth century
began to see two separate and important principles at work in this increased
productivity. First, they saw that natural resources became commodities with
exchange value only after labor had transformed them into products having
use value. Second, with the increased specialization and division of labor, it
became clear that an exchange of commodities could be seen as an exchange
of the different specialized labor embodied in those commodities. This was
most clearly seen by Bernard Mandeville:

As Providence has so ordered it, that not only different parts of the same country,
have their peculiar most suitable productions; and like wise that different men have
geniuses adapted to a variety of different arts and manufactures; therefore commerce,
or the exchange of one commodity . . . foranother, is highly convenient and beneficial
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to mankind. . . . To facilitate exchange, men have invented MONEY, properly called a
medium of exchange, because through or by its means labor is exchanged for labor, or
one commodity for another. . . . Trade in general being nothing else but the exchange
of labor for labor, the value of all things is . . . most justly measured by labor.?

The clearest precursor of the classical economists’ labor theory of value was
the anonymous author of a pamphlet published in 1738 called Some Thoughts
on the Interest of Money in General, who concluded that:

[T]he Value of . . . [commodities] when they are exchanged the one for the other,
is regulated by the Quantity of Labour necessarily required, and commonly taken
in producing them; and the Value or Price of them when they are bought and sold,
and compared to a common Medium, will be govern’d by the Quantity of Labour
employ’d, and the greater or less Plenty of the Medium or common Measure.*°

From this point of view it is obvious that if labor is the most important
determinant of prices generally, then labor must also be the source of profits
because profits are made by buying and selling. When the profits are gotten
through control of the production process, then they must reflect a differ-
ence in the prices paid for the inputs necessary for production and the output
produced. Throughout this period numerous writers came to see profits as a
surplus left after the laborers had been given the commodities necessary for
their own consumption. In 1696, John Cary wrote that the commodities that
are “exported are more or less profitable as the labor of the people adds to their
value.”! By 1751, this source of profits was being referred to as a surplus of
production over the consumption needs of workers:

The source of wealth is from the number of its inhabitants . . . the more populous
a country is, the richer it is or may be. . . . For the earth is grateful and repays their
labour not only with enough but with an abundance. . . . Now whatever they have
more than they consume, the surplus is the riches of the nation.*?

But these thinkers failed to understand the process sufficiently clearly to
show how it was possible for the quantity of labor embodied in a commod-
ity to be simultaneously the determinant of prices and the source of surplus
value and profits. Before this would be possible there had to emerge a clear
recognition that profit on capital was a distinct category of class income that
accrued to the owner of capital because ownership permitted him or her to
control the employment of laborers and that accrued roughly in proportion
to the exchange value of the owner’s capital. Ronald L. Meek, an eminent
historian of economic ideas, has concluded:

Profit on capital, and the social classes which came to receive incomes of this type,
were of course the ultimate products of several centuries of economic development.
But it was apparently not until the latter half of the eighteenth century that profit
on capital, as a new generic type of class income, became so clearly differentiated
from other types of income that economists were able to grasp its full significance
and delineate its basic characteristics.®
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In 1776, Adam Smith published his famous book The Wealth of Nations.
This was the first systematic and extensive analysis of capitalism in which
such an understanding of profit on capital was fully developed. In the next
chapter we will examine Smith’s ideas. Before doing so, however, it is neces-
sary briefly to summarize the ideas of the Physiocrats, an eighteenth-century
French school of economists whose writings were to exert considerable influ-
ence on the subsequent development of economic doctrines.

The Physiocrats as Social Reformers

The Physiocrats were a group of French social reformers who were intel-
lectual disciples of Francois Quesnay (1694-1774). Most of their ideas
came directly or indirectly from Quesnay’s Tableau économique.>* Their
immediate influence in French economic and political affairs lasted about
two decades and ended when their most politically influential member, Anne
Robert Jacques Turgot (1727-1781), lost the office of comptroller general
of finances in 1776.

The Physiocrats were interested in reforming France, which was experienc-
ing economic and social disorder caused primarily from a motley combination
of many of the worst features of feudalism and merchant capitalism. Taxa-
tion was disorderly, inefficient, oppressive, and unjust. Agriculture still used
feudal technology, was small-scale and inefficient, and remained a source of
feudal power that inhibited the advance of capitalism. The government was
responsible for an extraordinarily extensive and complex maze of tariffs,
restrictions, subsidies, and privileges in the areas of industry and commerce.
The results were the social and economic chaos that culminated in the French
Revolution.

The Physiocrats believed that societies were governed by natural law and
that France’s problems were due to the failure of her rulers to understand this
natural law and to order production and commerce accordingly. Quesnay
developed a simple model of how a society should be structured in order to
reflect natural law, and, on the basis of this model, the Physiocrats advocated
political reform: the abolition of guilds and the removal of all existing tariffs,
taxes, subsidies, restrictions, and regulations that hindered industry and com-
merce. They proposed substituting large-scale, capitalist agriculture for the
inefficient small-scale farming that prevailed. But the proposed reform for
which they are most remembered was the recommendation that all government
revenue be raised with a single, nationwide tax on agriculture (for reasons that
will become clear in the following discussion).

The reforms were destined to be unattainable because the Physiocrats did
not question the right of the feudal nobility to receive the rents from their lands,
while the nobility perceived, quite correctly, that the Physiocratic schemes
would lead to the impoverishment of the land-owning class and a takeover by
the capitalist class. Social changes that require the displacement of one rul-
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ing class by another cannot be achieved by reforms. They require revolution,
and France required the revolution of 1789 before changes similar to those
advocated by the Physiocrats would be possible.*

The Physiocrats’ influence was, therefore, primarily intellectual, not
political. Some of the ideas expressed in Quesnay’s Tableau économique
were subsequently to become very important in economic literature. We
will devote the remainder of this chapter to a discussion of three topics in
which Quesnay’s ideas were to have an important impact: (1) the notion of
productive and unproductive labor and the economic surplus, (2) the mu-
tual interdependencies of production processes, and (3) the circular flows
of money and commodities and the economic crises that can result from
hoarding money.

Quesnay’s Economic Ideas

The Tableau économique is basically a model of an economy. The model
shows the processes of production, circulation of money and commodities,
and the distribution of income. The model assumes that production takes place
in yearly cycles and that everything produced in one year is either consumed
in that year or becomes the necessary inputs for the next year’s production.
The central focus is on agriculture. As an example, in one year the agricultural
sector produces an output of 5 milliards.* The manufacturing sector produces
an output of 1 milliard. Gross output is 6 milliards. One milliard immediately
goes to replace the durable agricultural assets used up in production, leaving
a net output of 5 milliards.

Agricultural output of 2 milliards is retained by the cultivators. This includes
the seed grain for the next period as well as the wages of management (profit)
for the capitalist farmers and wages for farm laborers. The entire stock of
money (2 milliards) is in the hands of the capitalist farmers at the beginning
of the period. They pay the 2 milliards of money to the landlord class as rent.
This is the surplus income in the system. The landlords perform no economic
function for which this is a payment.

These 2 milliards represent a surplus produced in the agricultural sector
in excess of the consumption of the cultivators and the replacement costs of
the assets used up in producing the agricultural output. The Physiocrats saw
this surplus as a gift of nature and believed that only in dealing directly with
nature in extractive or agricultural production could human labor produce a
surplus. Cultivators were therefore referred to as the productive class. Pro-
ducers of manufactured commodities were referred to as the sterile class, not
because they did not produce but because the value of what they produced
was presumed to be equal to the necessary costs of raw materials plus the
necessary subsistence wages of the producers. No surplus or profits were
thought to originate in manufacturing. There were therefore three classes:
the productive class (capitalists and workers engaged in agricultural produc-
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tion), the sterile class (capitalists and workers engaged in manufacturing),
and the idle class (the landlords who consumed the surplus created by the
productive class).

After the landlord class receives its money rent, the Tableau goes through
a long list of transactions that show how the products of the agricultural and
manufacturing sectors are distributed or allocated and how the smooth circula-
tion of money is necessary for this allocation. At the end of the entire process,
if the transactions are aggregated, we see that the economy is restored to its
initial state. Each period, the manufacturing sector reproduces the same value
it uses up in inputs (raw materials and subsistence consumption from the
agricultural sector); the agricultural sector reproduces the value of its inputs
(seed grains, subsistence consumption, and durable agricultural assets used
up) and a surplus value of 2 milliards, which is appropriated by the landlord
class and consumed in the form of agricultural products and manufactured
commodities.

The model illustrates that the two production sectors are interdependent,
the output from each sector being a necessary input for the other. This tech-
nological interdependence of different industry ties (as we will discuss in
a later chapter) was to form the foundation of future versions of the labor
theory of value. The model also illustrates that the allocation of inputs and
outputs requires the continuous circulation of money. The Physiocrats an-
ticipated T.R. Malthus, Karl Marx, J.M. Keynes, and many other subsequent
economists who showed how the hoarding of money or the development
of bottlenecks or imbalances in the process of monetary circulation could
disrupt the allocation of inputs and commodity outputs and create economic
crises or depressions.

Finally, even though virtually all subsequent economists rejected the notion
that the economic surplus was a gift of nature, the classification of those work-
ers whose labor power creates surplus value as productive and those whose
labor power does not create surplus value as unproductive was to become an
important cornerstone of nineteenth-century economic analysis.

Conclusion

In general, it should be stated that very few of the economists prior to Adam
Smith presented the same kind of coherent, elaborate analyses of the eco-
nomic processes of capitalism that we will encounter in subsequent chapters.
This was not because they were intellectually inferior to their successors,
but because they were writing during a time of socioeconomic transition in
which the features of the newly emerging capitalist system were intertwined
with innumerable vestiges of the old system. By the late eighteenth century,
the broad features of capitalism had become much more apparent. From that
point onward, economic thinkers could perceive many of these features with
increased clarity. Furthermore, once capitalism had clearly emerged as the
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dominant economic system in western Europe, each subsequent generation of
economists could build on and refine the ideas of its predecessors.

Nevertheless, the reader will see that many of the ideas discussed in this
chapter have recurred again and again up to the present. Despite the enormous
changes that have occurred since the sixteenth century, capitalism continues
to rest on many of the same social, political, legal, and economic foundations
that were only dimly perceived during the period in which they were originally
coming to dominate western European society.
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Chapter 3
Adam Smith

Adam Smith (1723-1790) was born in Scotland, where he lived most of his
life. He attended Glasgow and Oxford Universities (1737-1746) and was a
professor at Glasgow from 1751 to 1764. In 1759 he published one of his two
major works, The Theory of the Moral Sentiments, a treatise on social and
moral philosophy. He spent two years in France, from 1764 to 1766, where he
interacted with many of the leading French intellectuals, including the Physi-
ocrats Quesnay and Turgot. In 1776 he published his most important work,
An Inquiry into the Nature and Causes of the Wealth of Nations (generally
referred to as The Wealth of Nations).

Smith is distinguished from all prior economists not only by his scholarship
and breadth of knowledge, but also by his development of a complete and
relatively consistent abstract model of the nature, structure, and workings of
the capitalist system. He clearly saw that there were important interconnec-
tions between the major social classes, the various sectors of production, the
distributions of wealth and income, commerce, the circulation of money, the
processes of price formation, and the process of economic growth. He based
many of his policy recommendations on the conclusions derived from his
model. Such systematic models of capitalism, whether considered as a whole
or in part, have characterized the writings of most of the important economists
since Smith. Smith’s model is equally interesting whether one examines its
logical consistencies or its contradictions. He was a seminal influence on
modern economic thinking, and most of the nineteenth- and twentieth-century
economists (even up to the present time) who have been in sharp intellectual
conflict with each other can trace many of their important ideas to concepts
first developed systematically in The Wealth of Nations.

Historical Context of Smith’s Ideas

The capitalist mode of production, after it finally overcame the fetters of
feudalism and the transitional period of mercantilism, reached its height and
40
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most clearly displayed its inherent socioeconomic features in the industrial
revolution, which occurred first in England and Scotland roughly in the last
three decades of the eighteenth century and in the early nineteenth century. It
spread to many parts of western Europe in the early nineteenth century.

Between 1700 and 1770, the foreign markets for English goods grew much
faster than England’s domestic markets. During the period 1700-50, output
of domestic industries increased by 7 percent, while that of export industries
increased by 76 percent. For the period 1750-70, the respective figures are 7
percent and 80 percent. This rapidly increasing foreign demand for English
manufactures triggered the industrial revolution, which ultimately proved to
be one of the most fundamental transformations of human life in history.

Eighteenth-century England had an economy with a well-developed market,
in which the traditional anticapitalist market bias in attitudes and ideology had
been greatly weakened. In England at this time, larger outputs of manufactured
goods produced at lower prices meant ever-increasing profits. Thus, profit seek-
ing, stimulated by increasing foreign demand, was the motive that accounted
for the virtual explosion of technological innovations that occurred in the late
eighteenth and early nineteenth centuries—and that radically transformed all
England and eventually most of the world.

The textile industry was most important in the early industrial revolution.
In 1700, the woolen industry had persuaded the government to ban the import
of Indian-made “calicoes” (cotton) and thus had secured a protected home
market for domestic producers. As outlined earlier, rising foreign demand
spurred mechanization of the industry.

More specifically, an imbalance between the spinning and weaving processes
led to many of the innovations. The spinning wheel was not as productive as
the handloom, especially after the 1730s, when the flying shuttle was invented
and the weaving process was speeded up considerably. This imbalance was
reversed by three later inventions: the spinning jenny, developed in 1769,
with which one person could spin several threads simultaneously; the water
frame, invented in 1775, which improved spinning by using rollers operating
at different speeds; and the mule, developed in the late 1770s, which com-
bined features of the other two and permitted the application of steam power.
These new inventions could be used most economically in factories located
near sources of water power (and later steam power). Richard Arkwright, who
claimed to be the inventor of the water frame, raised sufficient capital to put
many factories into operation, each employing anywhere from 150 to 600
people. Others followed his example, and textile manufacturing in England
was rapidly transformed from a cottage to a factory industry.

The iron industry was also very important in the early drive to mechanized
factory production. In the early eighteenth century, England’s ironindustry was
quite inconsequential. Charcoal was still used for smelting and had been since
prehistoric times. By this time, however, the forests surrounding the iron mines
were almost completely depleted. England was forced to import pig iron from
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its colonies, as well as from Sweden, Germany, and Spain. In 1709 Abraham
Darby developed a process for making coke from coal for use in the smelting
process. Despite the relative abundance of coal near the iron mines, it was not
until the latter part of the eighteenth century (when military demands on the
arms and munitions industries were very great) that the iron industry began
using coke extensively. This increased demand led to the development of the
puddling process, which eliminated the excess carbon left by coke. A whole
series of innovations followed, including the rolling mill, the blast furnace, the
steam hammer, and metal-turning latches. All these inventions led to a very
rapid expansion of the iron and coal-mining industries, which permitted the
widespread use of machines made of iron in a wide variety of industries.

Entrepreneurs in many other industries saw the possibilities for larger
profits if they could increase output and lower costs. In this period there was
a “veritable outburst of inventive activity”:

During the second half of the eighteenth century, interest in technical innovations
became unusually intensive. For a hundred years prior to 1760, the number of patents
issued during each decade had reached 102 only once, and had otherwise fluctuated
between a low of 22 (1700-1709) and a high of 92 (1750-1759). During the follow-
ing thirty-year period (1760-1789), the average number of patents issued increased
from 205 in the 1760s to 294 in the 1770s and 477 in the 1780s.’

Undoubtedly the most important of these innovations was the development
of the steam engine. Industrial steam engines had been introduced in the early
1700s, but mechanical difficulties had limited their use to pumping water from
mines. In 1769 James Watt designed an engine with such accurate specifica-
tions that the straight thrust of a piston could be translated into rotary motion.
A Birmingham manufacturer named Boulton formed a partnership with Watt,
and with Boulton’s financial resources they were able to go into large-scale
production of steam engines. By the turn of the century, steam was rapidly
replacing water as the chief source of power in manufacturing. The develop-
ment of steam power led to profound economic and social changes.

With this new great event, the invention of the steam engine, the final and most deci-
sive stage of the industrial revolution opened. By liberating it from its last shackles,
steam enabled the immense and rapid development of large-scale industry to take
place. For the use of steam was not, like that of water, dependent on geographi-
cal position and local resources. Whenever coal could be bought at a reasonable
price a steam engine could be erected. England had plenty of coal, and by the end
of the eighteenth century it was already applied to many different uses, while a
network of waterways, made on purpose, enabled it to be carried everywhere very
cheaply: the whole country became a privileged land, suitable above all others for
the growth of industry. Factories were now no longer bound to the valleys, where
they had grown up in solitude by the side of rapid flowing streams. It became pos-
sible to bring them nearer the markets where their raw materials were bought and
their finished products sold, and nearer the centers of population where their labor
was recruited. They sprang up near one another and thus, huddled together, gave
rise to those huge black industrial cities which the steam engine surrounded with a
perpetual cloud of smoke.2



ADAM SMITH 43

The growth in the major manufacturing cities was truly spectacular. For ex-
ample, the population of Manchester rose from 17,000 in 1760 to 237,000 in 1831
and to 400,000 in 1851. Output of manufactured goods approximately doubled
in the second half of the eighteenth century and grew even more rapidly in the
early nineteenth century. By 1801, nearly 30 percent of the English workforce was
employed in manufacturing and mining; by 1831, this figure had risen to over 40
percent. Thus, the industrial revolution transformed England into a country of large
urban manufacturing centers, where the factory system was dominant. The result
was a very rapid growth of productivity that vaulted England into the position of
the greatest economic and political power of the nineteenth century.

The fact that Adam Smith wrote The Wealth of Nations in the period dur-
ing which the industrial revolution was just getting under way attests both to
the fact that many of the economic features that were to dominate the great
industrial cities of the early nineteenth century were present in some form in
some mid-eighteenth century English and Scottish cities (particularly Glas-
gow) and to the fact that Adam Smith was indeed a most perspicacious social
scientist. A leading historian of this period has written, “Smith, looking at the
economic organization of industry in his day, was apparently able to observe
as something like a norm what many economic historians of today, looking
back at the same period, have been able to observe only as an exception.”

By the mid-eighteenth century, in many commercial and industrial cities
(including Glasgow), a significant amount of production took place in what
have been called “manufactories.” A manufactory was a center of production
in which a capitalist owned the building, production equipment, and raw ma-
terials and hired wage laborers to do the work. It can be distinguished from
the typical factory of the later stages of the industrial revolution in that the
laborers generally used the older handicraft techniques of production rather
than mechanized, assembly-line techniques.

In the manufactories, the capitalist manufacturer could be seen as economi-
cally distinct from both the merchant and the wage laborer. Furthermore, by
Smith’s time the great productive potential of the capitalist organization of
production was clearly seen in these manufactories. Smith was greatly im-
pressed with the degree to which they had carried the division of labor and
the resulting increases in labor productivity.

Within this context, Smith was the first important economist to distinguish
clearly between profits that accrued to industrial capital and wages, rents, and
profits on merchant capital. He was also the first to appreciate the significance
of the fact that the three principal functional categories of income—profits,
rents, and wages—corresponded to the three most important social classes in
the capitalist system of his day—capitalists, landlords, and the “free” labor-
ers who could not live unless they sold their labor power for a wage. He also
developed a historical theory in which he attempted to explain the evolution
of this form of class society and a sociological theory to explain the power
relations among the three classes.
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Smith’s Theories of History and Sociology

Smith’s theories of history and sociology included an analysis of the origins
and development of class conflict in society and an analysis of the manner in
which power was wielded in the class struggle. There was, at the same time,
a persistent theme in these theories that Smith discussed most elaborately
in his economic theory; this theme was that even though individuals might
act selfishly and strictly on their own behalf or on the behalf of the class of
which they were a part, and even though individual conflict and class conflict
seemed at first sight to be the result of these actions, there was operative in
the “laws of nature” or in “divine providence” what Smith called an “invisible
hand” that guided these seemingly conflict-creating actions into a benevolent
harmony. The invisible hand was not the intentional design of any individual
but was simply created by the systematic working out of natural laws. This
was unquestionably the most important incongruity, if not contradiction,
within Smith’s writings. The same contradiction can be found in the writings
of David Ricardo, as we will see in Chapter 5. It is for this reason thatthe two
major conflicting streams of economic thought in the nineteenth and twentieth
centuries, one emphasizing its social conflicts, can both trace their intellectual
roots to the writings of Smith and Ricardo.

Smith’s theory of history began with the proposition that the way in which
humans produced and distributed the material necessities of life was the most
important determinant of any society’s social institutions as well as of the
personal and class relationships among its members.* The types of property
relationships were of particular importance in determining the form of gov-
ernment in any society. Smith believed that there were four distinct stages of
economic and social development: hunting, pasturage, agriculture, and com-
merce. At each stage, an understanding of a society’s methods of producing
and distributing economic necessities was key to understanding its social
institutions and governments. The relationship between the economic base
and the social and political superstructure was not, however, rigidly deter-
ministic. Smith left room for local and regional variations due to geography
and culture. All societies were primarily at one of these stages, although they
might be undergoing a period of transition in which certain features of two of
the stages were present. There was, however, no presumption that societies
necessarily progressed from one stage to the next higher stage. Only when the
appropriate set of geographical, economic, and cultural circumstances were
present would progressive social evolution take place.

Smith defined the hunting stage as “the lowest and rudest state of society,
such as we find it among the native tribes of North America.” In such societies,
the poverty and precariousness of existence involved an equality in which no
institutionalized forms of privilege and power existed because the economic
basis necessary for such privilege and power was lacking. Therefore, “in this
state of things there is properly neither sovereign nor commonwealth.”
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The next higher stage was that of pasturage, “a more advanced state of
society, such as we find it among the Tartars and Arabs.”” In this stage, the
economy supported larger social groupings. Production was based on the
domestication of animals, and herding required a nomadic existence. In this
type of society, we find for the first time a form of wealth that could be accu-
mulated—cattle. Ownership of cattle thus became the first form of property
relationship and with it came the necessity of establishing institutionalized
protection of privilege and power:

The acquisition of valuable and extensive property, therefore, necessarily requires
the establishment of civil government. Where there is no property . . . civil govern-
ment is not so necessary.

Civil government supposed a certain subordination. But as the necessity of civil
government gradually grows up with the acquisition of valuable property, so the
principal causes which naturally introduce subordination gradually grow up with
the growth of that valuable property.?

Smith then went on to investigate the circumstances or causes that “give men
. . . superiority over the greater part of their brethren.”® He analyzed several
particular circumstances that led to the institutionalized, coerced subordination
of some people to others in various social settings, but he found one important
circumstance to be common in all instances: “Civil government, so far as it
is instituted for the security of property, is in reality instituted for the defence
of the rich against the poor, or of those who have some property against those
who have none at all.”'°

The third social state, that of agriculture, was seen in the medieval, feu-
dal economy of western Europe. In this stage, societies permanently settled
in one area, and agriculture became the most important economic activity.
Accordingly, ownership of land became the most significant property rela-
tionship in differentiating classes according to their privileges and power.
During this period all lands “were engrossed, and the greater part by a few
great proprietors.”!!

Ownership of great estates was the source of social and political power.
Therefore, society was divided into the ruled and the rulers. The rulers were
nobility and were thought to be genetically superior to the ruled. The law of
primogeniture prevented the great estates from being divided and thereby
protected the power of the ruling class:

When land was considered as the means, not of subsistence merely, but of power
and protection, it was thought better that it should descend undivided to one. In
those disorderly times, every landlord was a sort of petty prince. His tenants were
his subjects. He was their judge, and in some respects their legislator in peace and
their leader in war.'?

Smith believed that two features of agricultural society were particularly
important. First, the wealthy nobility were severely limited in the ways in
which they could use their wealth:
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In a country which has neither foreign commerce, nor any of the finer manufactures,
a great proprietor, having nothing for which he can exchange the greater part of
the produce of his lands which is over and above the maintenance of cultivators,
consumes the whole in rustic hospitality at home. If this surplus is sufficient to
maintain a hundred or a thousand men, he can make use of it in no other way than by
maintaining a hundred or a thousand men. He is at all times, therefore, surrounded
with a multitude of retainers and dependents, who having no equivalent to give in
return for their maintenance, but being fed entirely by his bounty, must obey him,
for the same reason that soldiers must obey the Prince who pays them.'?

Second, this method of economic organization involved the wielding of
absolute power by the nobility, with very few rights and very little freedom
existing for the vast majority of people. The extension of the rights of and the
increase in the freedom for the majority of producers were thought by Smith
to be two of the most important improvements created by the advance to the
highest or commercial state of society.

In Smith’s view, the rise of European cities was the major force that led
to the establishment of the commercial stage of social development. These
cities were seen as dependent on foreign trade, and, to a great extent, eco-
nomically independent of the medieval agricultural economy. The medieval
lords permitted the growth of independent cities because of the rents and other
benefits that they could derive from the cities. Within the cities a new politi-
cal atmosphere evolved in which producers enjoyed more freedom than they
had in any previous stage of social development. A much wider extension of
the rights of property also developed, which permitted producers to aspire to
create wealth for themselves rather than for an overlord. This greater freedom
and security unleashed one of the most powerful of human motives, the desire
to accumulate material wealth.

Smith believed that nature had everywhere created an illusion in people:
that personal happiness came primarily from material wealth. Although Smith
himself believed this illusion false, he was impressed with the economic and
social effects of the desire for personal gain that this illusion created. In dis-
cussing nature’s deception, Smith wrote:

It is well that nature imposes upon us in this manner. It is this deception which
rouses and keeps in continual motion the industry of mankind. It is this which first
prompted them to cultivate the ground, to build houses, to found cities and com-
monwealths, and to invent and improve all the sciences and arts which ennoble and
embellish human life."

Here we see the theme that pervaded Smith’s writings: the idea that people
are led by an invisible hand to promote the social good when such a promotion
was never a part of their intent or motive.

The growth of the cities, in Smith’s view, transformed rural agriculture and
created the commercial stage of society, capitalism, by creating markets where
the feudal lords could exchange their agricultural surplus for manufactured
goods. The desire for manufactured goods led to the enclosure movements.
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This was, Smith believed, because medieval agriculture had been very inef-
ficient. The desire to buy more goods led the lords to increase efficiency by
dismissing the unnecessary tenants and reducing the number of workers on
the land “to the number necessary for cultivating it, according to the imperfect
state of cultivation and improvement in those times.”'

This also led to the feature that Smith considered most progressive about
capitalism—the increase in freedom and security for the majority of producers.
As landlords strove to increase economic efficiency, purely selfish motives
led them to abolish the conditions of serfdom and slavery and to permit these
former serfs and slaves to enjoy certain rights of property and security. Smith
argued that “a person who can acquire no property, can have no other interest
but to eat as much and to labour as little as possible.”!¢ Thus, what might seem
an enlightened and moral act was in reality another example of the invisible
hand or the “wisdom of God”: “When by natural principles we are led to ad-
vance those ends which a refined and enlightened reason would recommend
to us, we are very apt . . . to imagine that to be the wisdom of man which is
in reality the wisdom of God.”"”

The increased efficiency of commercially oriented agriculture established
the economic base for the expansion of the cities and for a continuous enlarge-
ment of profitable manufacturing. From that point,the development of industry
and commerce promoted efficient, capitalist agricultural production, while the
latter in turn spurred the greater development of the former. The growth of
this mutually beneficial exchange created the commercial or capitalist society,
which Smith believed to be the highest and most progressive form of human
society. But again, this result was never intended by the people who created
it. In the words of Andrew Skinner, a leading scholar of Smith’s ideas:

Thus, on the one hand, he [Smith] argued that the proprietors who used the pro-
duce of their lands in exchange for manufactures only sought to gratify “the most
childish vanity”; while on the other, the merchants and artificers only acted on the
(self-interested) principle of “turning a penny wherever a penny was to be got.” He
added: “Neither of them had either the knowledge or foresight of that great revolu-
tion which the folly of one, and the industry of the other was gradually bringing
about.” Once again, we find an example of the typical Smithian thesis, that man is
led, as if by an Invisible Hand, to promote ends which were no part of his original
intention. '8

In a capitalist society Smith saw that differing conditions of property
ownership were, once again, the basis of the major class divisions. Property
ownership determined the source of an individual’s income, and the source of
income was the principal determinant of social class status:

The whole annual produce . . . of every country . . . naturally divides itself . . . into
three parts; the rent of land, the wages of labour, and the profits of stock; and con-
stitutes a revenue to three different orders of people; to those who live by rent, to
those who live by wages, and to those who live by profit. These are the three great,
original and constituent orders of every civilized country.!®
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However, in a market society in which land and capital had not come to
be owned by separate classes, that is, a society in which workers themselves
controlled the means of production, “the whole produce of labour belongs to
the labourer.”? Smith had no doubt about the fact that of the three main social
classes, labor was the sole creator of value or wealth: “The annual produce
of the land and labour of any nation can be increased in its value by no other
means, but by increasing either the number of productive labourers, or the
productive powers of those labourers who had before been employed,”! and
again, “It was not by gold or by silver, but by labour, that all the wealth of the
world was originally purchased.”?

But once a small class came to own the means of production, it acquired the
power, through its property rights, of preventing the worker from producing
unless it received a share of what the worker produced:

As soon as stock has accumulated in the hands of particular persons, some of them
will naturally employ it in setting to work industrious people . . . in order to make
a profit by the sale of their work, or by what their labour adds to the value of the
materials. . . . The value which the workmen add to the materials, therefore, resolves
itself in the profits of their employer.?

The division of the produce of labor between wages and profits was de-
termined in the struggle between laborers and capitalists over what the wage
rate would be:

What are the common wages of labour, depends everywhere upon the contract usu-
ally made between those two parties, whose interests are by no means the same.
The workmen desire to get as much, the masters to give as little as possible. The
former are disposed to combine in order to raise, the latter in order to lower wages
of labour.?*

But this struggle was by no means a struggle of equals. Smith had no doubt
that the capitalists were the more powerful, dominant class in the conflict. The
following passage, quoted at length, shows that Smith identified three sources
of the capitalists’ power to dominate workers. Their greater wealth enabled
them to hold out much longer in industrial disputes; they were able to ma-
nipulate and control public opinion; and they had the incalculable advantage
of having the government (which, it will be remembered, was “instituted for
the defence of the rich against the poor”) on their side. In their struggles, both
capitalists and workers colluded among themselves (in Smith’s words, they
formed combinations) to better their position in the class struggle:

It is not, however, difficult to foresee which of the two parties must, upon all ordinary
occasions, have the advantage in the dispute and force the other into a compliance
with their terms. The masters, being fewer in number, can combine much more
easily; and the law, besides, authorizes, or at least does not prohibit their combina-
tions, while it prohibits those of workmen. We have no acts of parliament against
combining to lower the price of work; but many against combining to raise it. In all
such disputes the masters can hold out much longer. A landlord, a farmer, a master
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manufacturer, or merchants, though they did not employ a single workman, could
generally live a year or two upon the stocks which they have already acquired.
Many workmen could not subsist a week, few could subsist a month, and scarce
any a year without employment. . . . Masters are always and everywhere in a sort
of tacit, but constant and uniform combination, not to raise the wages of labour. . . .
We seldom, indeed, hear of this combination, because it is the usual, and one may
say, the natural state of things which nobody ever hears of. Masters too sometimes
enter into particular combinations to sink the wages of labour even below this rate.
These are always conducted with the utmost silence and secrecy, till the moment of
execution, and when the workmen yield, as they sometimes do, without resistance,
though severely felt by them, they are never heard of by other people. Such com-
binations, however, are frequently resisted by a contrary defensive combination of
the workmen. . . . But . . . their combinations . . . are always abundantly heard of.
... They are desperate, and act with the folly and extravagance of desperate men,
who must either starve, or frighten their masters into immediate compliance with
their demands. The masters upon these occasions are just as clamorous upon the
other side, and never cease to call aloud for the assistance of the civil magistrate,
and the rigorous execution of those laws which have been enacted with so much
severity against the combinations of servants, labourers, and journeymen. The . . .
[workers’] combinations . . . generally end in nothing, but the punishment or ruin
of the ring-leaders.?

Thus, Smith clearly recognized the central importance of the class conflict
between capitalists and workers. He saw the principal basis of class differen-
tiation to be the ownership of land and capital. He also saw that the power of
capitalists came from several interrelated sources: their wealth, their ability
to influence public opinion, and their control of the government.

Smith’s Value Theory

Although Smith never presented a consistent labor theory of value, he did
present many ideas that were to become the basis for the more sophisticated
versions of the labor theory of value by David Ricardo and Karl Marx. The
starting point of this theory is the recognition that in all societies the process
of production can be reduced to a series of human exertions. Unlike some
animals who live in a natural environment that is readily adaptable to their
survival needs, humans generally cannot survive without exerting effort to
transform the natural environment into a form that is more livable. Advances
in human productivity have usually been associated with the extension or
elaboration of the labor processes that culminate in the creation of some par-
ticular product. Most generally this increased productivity has resulted from
producing new tools.

When these tools are subsequently used in production, it appears to some
observers, particularly to certain schools of contemporary economic thinking,
that the tools themselves are partly responsible for the subsequent production.
Thus, it is said that both “capital” (i.e., tools or other means of producing) and
labor are productive, that both contribute equally to subsequent production.
Smith and other labor theorists, however, recognized the obvious fact that tools
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are the products of labor and that the contribution they make to production is,
inreality, simply the human contribution made by the producers of the tools. A
worker making a loom is really contributing one of the several series of labor
expenditures that culminate in the production of cloth; viewed in this way, the
loom is a kind of intermediate product that can be seen as so much partially
produced cloth. This is the starting point of the labor theory of value and was
emphasized by Smith: “Labour was the first price, the original purchase-money
that was paid for all things. It was not by gold or by silver, but by labour, that
all the wealth of the world was originally purchased.””

So Smith declared that the necessary prerequisite for any commodity to
have value was that it be the product of human labor. But the labor theory
of value goes beyond this. It asserts that the exchange value of a commod-
ity is determined by the amount of labor embodied in that commodity, plus
the relative allocation at different points in time of indirect labor (that labor
which produced the means of production used in producing the commodity)
and direct labor (that labor which uses the means of production to produce
the commodity) used in production. Smith was able to see labor as the deter-
minant of exchange value only in early precapitalist economies, where there
were neither capitalists nor landlords:

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

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

But when capitalists gained control of the means of production and landlords
monopolized the land and natural resources, Smith believed that exchange
value or price came to be a sum of three component parts: wages, profits, and
rents. “As soon as stock has accumulated in the hands of particular persons,”
he wrote, then the laborer

must in most cases share it [the produce of his labor] with the owner of the stock
which employs him. Neither is the quantity of labour commonly employed in
acquiring or producing any commodity, the only circumstance which can regulate
the quantity which it ought commonly to purchase, command or exchange for. An
additional quantity, it is evident must be due for the profits of stock. . . .

.. . As soon as the land of any country has all become private property, the
landlords, like all other men, love to reap where they never sowed, and demand
arent. . . . [The laborer] must give up to the landlord a portion of what his labour
either collects or produces. This portion, or what comes to the same thing, the price
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of this portion, constitutes the rent of land, and in the price of the greater part of
commodities makes a third component part.®

Because profits and rents must be added to wages in order to determine
prices, Smith’s theory of prices has been called, by an eminent historian, “an
‘Adding-up Theory’—a summation (merely) of three primary components.”?
The reason this theory differed from the labor theory that Smith believed to be
applicable in the “early and rude state of society” was that the profit component
of a price did not have any necessary relationship to the labor embodied in
the commodity. Smith realized that competition tended to equalize the profits
earned on capitals of the same value, that is, if a capitalist owned $100 worth
of looms and received $40 per year profit on these looms, competition and the
search for maximum profits would tend to lead to a situation in which $100
worth of any other kind of capital would also yield $40 per year profit:

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

It followed from this principle that prices could remain proportional to the
amounts of labor embodied in commodities only if the value of capital per
worker was the same in different lines of production. If this condition held,
then profits based on the value of capital would stand in the same proportion
to wages in each line of production, and wages added to profits would yield
a sum (or a price if rent is ignored) proportional to the labor embodied in the
production of the commodities. But if the value of capital per worker differed
among the various sectors of the economy, then the addition of profits to wages
would yield a sum that would not be proportional to the labor embodied in
the production of the commodities. Smith accepted as an obvious empirical
fact the assertion that the value of capital per worker differed from industry
to industry. He could not see any way of showing how the labor embodied in
production determined exchange value in these circumstances. It remained
for David Ricardo to show the general nature of the relationship between the
labor embodied in commodities and their exchange values under these circum-
stances, and for Karl Marx and subsequent theorists to work out a complete
and logically coherent labor theory of value.

Smith’s cost-of-production theory of prices was not intended to explain
the actual day-to-day fluctuations of prices in the market. He distinguished
between market price and natural price. The market price was the actual com-
modity price thatexisted atany particular point in time in a particular market.
He believed that it was regulated by the relationship between the amount of
the commodity that sellers wished to sell and the quantity that buyers wished
to buy at various prices. In other words, the market price was determined by
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the forces of supply and demand. If supply was small relative to demand, then
the small supply would be allocated to those purchasers willing to pay a high
price. If supply was large relative to demand, then the price would have to be
lowered to induce buyers to purchase the entire amount. The natural price was
that price where the proceeds of the sale were just sufficient to provide the
landlord, the capitalist, and the workers with rent, profit, and wages equivalent
to the ordinary or socially average rates of rent, profits, and wages.

There was, however, a very important connection between the market price
and the natural price. The natural price was a kind of equilibrium price around
which day-to-day changes in the market price fluctuated, and it was the forces
of supply and demand that tended to push the market price toward the natural
price. If demand was large relative to supply and the market price was higher than
the natural price, then profits would exceed the socially average rate of profit.
These high profits would attract other capitalists who were constantly looking
for industries in which they could make higher profits. As these new capitalists
began producing and selling the commodity, it would increase the supply of, and
thereby reduce the market price of, the commodity. As long as the market price
remained above the natural price, this process would continue. But when the
market price had been forced down to the natural price, the profits earned in that
industry would be equal to the socially average rate of profit, and there would no
longer be any incentive for capitalists to expand the supply of the commodity.

If demand was small relative to supply and the market price was lower than
the natural price, then profits would fall short of the socially average rate.
These low profits would induce some of the capitalists to leave the industry
and invest their capital in other industries where the profit rate was higher.
This would reduce the supply and thereby increase the market price of the
commodity. Again, this process would continue until the market price had
been pushed up to the natural price.

Thus, the natural price was an equilibrium price determined by the costs of
production but established in the market by the forces of supply and demand,
and fluctuations in the market price would tend to occur around the natural
price. In Smith’s theory of prices, the amount of demand would allocate
society’s capital among the various industries and thereby determine the
composition or the relative quantities of the different commodities that were
produced. But the cost of production alone would determine the equilibrium
or natural price that would tend to prevail in any market.

There were two major weaknesses in Smith’s theory of prices. First, the
three components of prices—wages, profits, and rents—were themselves either
prices or derived from prices. A theory that explains prices on the basis of other
prices cannot explain prices in general. If to understand one price we have to
know what other prices are, the question immediately arises as to how those
other prices are explained. And if they also must be explained in terms of still
other prices, we become involved in an endless chain in which the ultimate
determinants of prices can never be explained.
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Smith vaguely understood this difficulty and devoted Chapters 8, 9, and 11 of
Book I of The Wealth of Nations to attempts at explaining the levels of wages,
profits, and rents in terms of the historical and institutional circumstances of
the capitalist system of his time. These attempts, while filled with important
insights, were not successful, and Smith’s theory of prices must be judged to
have contained an element of circularity (explaining prices in terms of other
prices) from which he was never completely able to extricate himself. As we
will see in later chapters, only two theories of value have really succeeded
in breaking out of this circularity and explained all prices on the basis of an
external determinant. The first was the labor theory of value, which Smith
was unable to formulate in situations in which the value of capital per worker
differed in different sectors of the economy. The second was the utility theory
of value, which made prices dependent on use value, or utility.

Smith’s rejection of use value as a possible determinant of prices was
explicit:

The word VALUE, it is to be observed, has two different meanings, and some-
times expresses the utility of some particular object, and sometimes the power of
purchasing other goods which the possession of that object conveys. The one may
be called “value in use,” the other “value in exchange.” The things which have
the greatest value in use have frequently little or no value in exchange; and on the
contrary those which have the greatest value in exchange have frequently little or
no value in use. Nothing is more useful than water: but it will purchase scarce any-
thing; scarce anything can be had in exchange for it. A diamond, on the contrary,
has scarce any value in use; but a great quantity of other goods may frequently be
had in exchange for it.!

Economists having a utility theory of value generally refer to this pas-
sage as “the water—diamond paradox.”*? Smith did not, however, see it as a
paradox, but simply as a statement that use value and exchange value were
not systematically related to each other. Later utility theorists were to explain
this by differentiating between the total utility of diamonds (to which Smith
was referring) and their marginal utility.*>* The utility theory of value will be
discussed in later chapters. For now, it must suffice to say that Smith explicitly
rejected both the utility and the labor theories of price determination and was
left with a theory having an unresolved element of circularity.

The second major weakness of Smith’s cost-of-production theory of prices,
which was to be the focal point of Ricardo’s critique of Smith, was that it
yielded conclusions about the general level of all prices (or, what amounts to
the same thing, about the purchasing power of money) rather than the relative
values of different commodities. In Smith’s theory, if anything happened to
increase any of the three cost components of a commodity, then the value of
the commodity had to increase. This was particularly true of wages, because
they represented the major part of the costs of producing all commodities.
Smith and all of the classical economists believed that wages would tend to be
at or near the subsistence level. The major part of a worker’s subsistence was
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foodstuffs, which in Smith’s time were mostly products produced from grains
(or “corn,” as grains were called at that time). It therefore followed that if the
price of corn was high, then the money wages necessary to keep laborers at
subsistence would also have to be high. But if wages were high, the price of
all commodities would have to be high because wages constituted the largest
component of costs in all production.

From this line of reasoning, Smith concluded that a tax that was used to
subsidize the export of corn would immediately raise the domestic money
price of corn. The ultimate effect of such a tax would be

not so much to raise the real value of corn as to degrade the real value of silver; or
to make an equal quantity of it exchange for a smaller quantity, not only of corn,
but of all other home-made commodities: for the money price of corn regulates
that of all other home-made commodities. . . . The money price of labour, and of
everything that is the produce either of land or labour, must necessarily either rise
or fall in proportion to the money price of corn.>*

The practical political significance of the contemporary British govern-
ment’s taxes and subsidies affecting the price of corn will be discussed in
Chapters 4 and 5 on Malthus and Ricardo. At this point we are interested in
the implications of this view for a theory of value. The idea that the value of
silver did not, as with other commodities, depend on its costs of production but
rather on the value of corn would seem to be a paradox requiring an explana-
tion. Furthermore, it is clear that price changes for any commodity that was
widely used as a productive input would have the same impact on the value
of silver as did changes in the value of corn. Therefore, Smith’s theory could
be reduced to the assertion that the value of silver depends on the value of the
commodities that are widely used as productive inputs.

But this introduced special problems. Silver (or money) was the com-
monly used measure of exchange value (or the numeraire in terms of which
relative exchange values were expressed). It was clear to Ricardo and other
critics of Smith that if the price of corn or any other widely used produc-
tive input increased, then the effects on the values of various commodities
would differ. For some commodities corn would be a very significant input
(they can be called corn-intensive commodities), while for others it would
be relatively insignificant. It was obvious that the money price of the corn-
intensive commodities would increase much more than the money prices of
those commodities in which corn was a less significant input. This meant
that there would be a change in the exchange ratios between the two sets of
commodities. The corn-intensive commodities would be relatively higher in
value, and the other commodities relatively lower. But in Smith’s theory, the
value of all commodities would be higher simply because the measuring rod of
value (the value numeraire, or money) had changed. Smith gave no argument
to support the notion that an increase in the price of corn would decrease the
relative value of silver. Moreover, if the commodity in which corn was the
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very most intensively used as an input was used as a measuring rod, then it
would have been the case that the value of all other commodities would have
decreased (because this commodity would have increased in value relative to
all other commodities).

It followed, then, that in Smith’s theory the impact of a change in the price
of corn on the values of other commodities would depend on which commodity
was chosen as a numeraire. But Smith, the other classical economists, and Marx
were all interested in developing a value theory in which they not only could
explain relative prices but also calculate the total value of output in a manner
that would not reflect the ambiguity of an arbitrarily chosen measuring rod. If
the composition of output was changing, and relative exchange ratios and the
value of the measuring rod were also changing, then the value of total output
could increase or decrease depending on the measuring rod chosen.

For those economists who developed the labor theory of value, this was a
particularly important problem, as we will see in Chapters 5 and 9 on Ricardo
and Marx. Ricardo’s version of the labor theory of value required a measuring
rod independent of price changes that he could use to compare the total social
output with the total of necessary inputs in order to arrive at the total surplus
value. Surplus value, in turn, became the basis for calculating the rate of profit,
which, in turn, was necessary to explain the pattern of relative prices. This will
be discussed at greater length later, but for now it will suffice to explain why
the classical economists searched for an “invariant measure of value” and why
Ricardo, in particular, criticized this deficiency in Smith’s price theory.

Although Smith’s inability to show how a labor theory of value could explain
prices in a capitalist economy indicated that he did not attach the same importance
to finding an invariant measure of value as did Ricardo and Marx, nevertheless,
he did try to find a measuring rod that would be the best measure of value. He
began by rejecting gold and silver because the conditions under which they were
produced varied and hence they would be variable measuring rods. He insisted
that “a commodity which is itself continually varying in its own value, can never
be an accurate measure of the value of other commodities.” The best measure of
value, in his opinion, was the amount of labor any commodity could command in
exchange. When a person owned a commodity, Smith argued, the

power which that possession immediately and directly conveys to him, is the power
of purchasing; a certain command over all the labour, or over all the produce of
labour which is then in the market. His fortune is greater or less, precisely in propor-
tion to the extent of this power; or to the quantity either of other men’s labour, or,
what is the same thing, of the produce of other men’s labour, which it enables him
to purchase or command. The exchangeable value of everything must always be
precisely equal to the extent of this power which it conveys to its owner.>

This choice, however, was not a good one. Just as the price of gold or silver
can vary, so can the wages of labor. And because the wage rate represents the
price at which labor can be purchased, Smith’s measure of value is variable.
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It is obvious that the price of any commodity can and does vary. Therefore,
the amount of any commodity that can be purchased depends both on its own
value and the value of the object being exchanged for it and can vary as either
or both of these vary. Therefore, the amount of any commodity obtainable in
exchange can never be an invariant standard of value.

Sometimes we can gain understanding by analyzing the errors that a great
thinker makes as well as by studying his or her scientifically valid propositions.
Smith’s choice of labor commanded as an invariant measure of value is such
an error. It can give us insights into the general social perspective through
which Smith frequently tended to view the economic processes of his day.
The historian Ronald L. Meek has written:

From the point of view of a capitalist employer, who organizes the production of
commodities not because he wishes to consume them himself or to exchange them
for subsistence goods but because he wishes to sell them at a profit and accumulate
capital, the most appropriate measure of the “real value” of these commodities may
well appear to be the amount of wage-labour which the proceeds of their sale en-
able him to command in the next period of production. The larger the quantity of
wage-labour which the commodities will command, the larger will be the addition
he is able to make to his labour force, and the larger, therefore, will be the amount
which can be accumulated.”’

In concluding our discussion of Smith’s theory of value, it should be stated
that here, as well as in many other parts of his social and economic theories,
there are perplexing ambiguities. He explicitly stated that when capitalists
monopolized the ownership of the means of production and landlords monopo-
lized the ownership of land, the amounts of labor embodied in the production
of different commodities no longer regulated the value of these commodities;
yetin many of his discussions, he wrote as though the labor theory of value
still sufficed to explain prices. The following three quotations are examples
of his use of the labor theory:

As it cost less labour to bring those metals from the mine to the market, so when
they were brought thither they could purchase or command less labour.3®

In a country naturally fertile, but of which the far greater part is altogether unculti-
vated, cattle, poultry, game of all kinds, &c. as they can be acquired with a very small
quantity of labour, so they will purchase or command but a very small quantity.*

It cost a greater quantity of labour to bring the goods to market. When they were
brought thither, therefore, they must have purchased or exchanged for the price of
a greater quantity.*

Smith’s Theory of Economic Welfare
Smith’s economic theory was, above all else, a normative or policy-oriented

theory. His principal concern was to ascertain what social and economic forces
were most conducive to increasing human welfare, and, on the basis of this, to
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recommend policies that would best promote human happiness. Smith’s defi-
nition of economic welfare was fairly simple and straightforward. Economic
welfare depended on the amount of the annual “produce of labour” and “the
number of those who are to consume it.”*! Another criterion of welfare, not
explicitly stated by Smith but important in many of his discussions, was that
welfare could be increased as the composition of productive output conformed
more to the needs and desires of those who purchased and used the output.

In analyzing the forces that tended to increase economic welfare, Smith
developed a model that delineated the most important social and economic
components of capitalism and made explicit the principal motivation that
propelled the system. Capitalism was divided into two primary sectors of
production—agriculture and manufacturing. The production of commodities
required three distinctive groups of inputs—land (including natural resources),
labor, and capital. Corresponding to these three groups of inputs were the three
principal social classes of capitalism—Ilandlords, laborers, and capitalists. The
legal and social bases of this class division were the laws of property owner-
ship and the distribution of actual ownership among the people. The three
social classes each received a distinct form of monetary return—rent, wages,
and profits. These forms of class income, as we have seen, corresponded to
the three component parts of production costs and determined the prices of
commodities. Smith assumed that selfish, acquisitive motives characterized
all economic behavior (despite his admission that in noneconomic behavior
people had other motives, including those considered altruistic). The assump-
tion that all economic behavior is based on selfish, acquisitive motives was
to become the foundation of neoclassical economics beginning in the late
nineteenth century.

Within the context of Smith’s theory of history, capitalism represented the
highest stage of civilization, and capitalism would reach its greatest height
when it had evolved to a state in which the government had adopted a laissez-
faire policy, allowing the forces of competition and the free interplay of supply
and demand to regulate the economy, which would be almost entirely unhin-
dered by government restrictions or interventions. The entire structure of The
Wealth of Nations builds toward Smith’s laissez-faire conclusions. The first
third of the book (Books I and II) develops Smith’s own economic concepts
and theories. Book III details Smith’s views on the historical rise of capitalism.
Book IV is devoted primarily to a discussion of the policies and theories of the
mercantilists (Chapters 1 through 8) and the Physiocrats (Chapter 9).

Toward the end of Chapter 9 of Book IV, all of the threads of analysis
come together. On the basis of his own analyses, Smith rejected the theories
and policies of both the mercantilists and the Physiocrats and then stated
what system would maximize economic welfare. This statement is the main
conclusion of the book: Laissez-faire capitalism, or, as Smith calls it, “the
obvious and simple system of natural liberty,” is asserted to be the best pos-
sible economic system.
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All systems either of preference or of restraint, therefore, being thus completely
taken away, the obvious and simple system of natural liberty establishes itself of
its own accord. Every man . . . is left perfectly free to pursue his own interest in his
own way, and to bring both his industry and capital into competition with those of
any other man, or order of men. The sovereign is completely discharged from . . .
the duty of superintending the industry of private people, and of directing it towards
the employments most suitable to the interest of the society.*

We shall now summarize some of the arguments by which Smith arrived
at this ultimate conclusion.

The level of production in any society depended, in Smith’s view, on the
number of productive laborers and the level of their productivity. Productivity,
in turn, depended on specialization, or the extent of the division of labor: “The
greatest improvement in the productive powers of labour, and the greater part
of the skill, dexterity, and judgment with which it is anywhere directed, or
applied, seem to have been the effects of the division of labor.”* The extent
of the division of labor was governed by two circumstances. First, there had
to be a well-developed market, or a commercial exchange economy, in order
for extensive specialization to take place. When a market economy existed,
the degree of specialization would depend on the size of the market. “As it is
the power of exchanging that gives occasion to the division of labour, so the
extent of this division must always be limited by the extent of that power, or,
in other words, by the extent of the market.”*

The most important or fundamental division of labor was that between rural
agriculture and urban manufacturing. “There are some sorts of industry,” Smith
wrote, “which can be carried on nowhere but in a great town.”* The natural
order of economic development was agriculture first, then urban manufacturing,
and then foreign commerce. “The great commerce of every civilized society
is that carried on between the inhabitants of the town and those of the country.
It consists in the exchange of rude for manufactured produce.”*

When a commercial society had developed to a point where this urban-rural
specialization was possible, then the second circumstance governing the extent
of the division of labor became more important:

As the accumulation of stock must, in the nature of things, be previous to the division
of labour, so labour can be more and more subdivided in proportion only as stock
is more and more accumulated. The quantity of materials which the same number
of people can work up, increases in a great proportion as labour comes to be more
and more subdivided; and as the operations of each workman are gradually reduced
to a greater degree of simplicity, a variety of new machines come to be invented
for facilitating and abridging those operations . . . therefore . . . a greater stock of
materials and tools . . . must be accumulated.’

When we compare, therefore, the state of a nation at two different periods, and find,
that the annual produce of its land and labour is evidently greater at the latter than at
the former, that its lands are better cultivated, its manufactures more numerous and
more flourishing, and its trade more extensive, we may be assured that its capital
must have increased during the interval.®®
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The accumulation of capital, then, was the principal source of economic prog-
ress, and profits were the source of new capital. Given this central significance
of profits and capital accumulation, Smith placed a great deal of emphasis on his
distinction between productive and unproductive labor. He was concerned with
countering the Physiocrats’ argument that labor expended in manufacturing was
sterile or unproductive. He realized that such labor was a source of profits and
further accumulation, and, hence, a source of economic progress.

Smith advanced two definitions of productive labor. First, he argued that labor-
ers were productive when their labor resulted in revenues, accruing to capitalists
that were sufficient torepay wage costs and still leave a profit. Second, he argued
that laborers whose labor was embodied in a tangible, vendible commodity were
productive. In both cases he was attempting to distinguish those laborers who
contributed to the process of capital accumulation from those who merely sold
their services to either wealthy persons or the government. The latter he viewed as
a variety of “menial servants,” whose services, however desirable, did not result
in the generation of profits or the accumulation of capital and, hence, did not
further economic progress. Such services he regarded as unproductive labor.

It is obvious from our contemporary vantage point that Smith’s two definitions
of productive labor were inconsistent. But, as Maurice Dobb has observed:

[I]t can reasonably be supposed that Adam Smith saw no conflict between the two
definitions because he did not suppose it to be possible for there to be a profit or
surplus-value unless the labour in question produced a vendible commodity. Over
a large area, no doubt, the two notions amount to the same thing. But as Marx . . .
observed, actors, musicians, dancing masters, cooks and prostitutes may all create
a surplus or profit for an employer if they happened to be employed by “an entre-
preneur of theaters, concerts, brothels, etc.”*

The important point was that productive labor was the labor that furthered
the accumulation of capital. The new capital increased economic welfare
because it increased the productivity of labor.

Smith argued, however, that capital was more productive in some employ-
ments than in others. Capital employed in agriculture was the most produc-
tive, manufacturing was next, then came domestic trade, and last was foreign
trade.® The reader will recall that this ranking of the productivity of capital
corresponds with what Smith believed to be the natural order of economic
development. If governments did nothing either to encourage or to discourage
the investment of capital in any particular sector, then the capitalists’ selfish
quest for maximum profits would cause economic development to take place
in accordance with this natural and socially beneficial order. “If human institu-
tions had never thwarted . . . [man’s] natural inclinations,” Smith wrote, then
that “order of things . . . is . . . promoted by the natural inclinations of man.”>!
In the natural order of economic development, agriculture came first. If the
market was free and there was no government intervention, “most men will
choose to employ their capitals rather in the improvement and cultivation of
land, than either in manufacturers or in foreign trade.”*
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After agricultural production was developed in a “system of natural
liberty,” capital would flow into manufacturing. Still, at this stage of de-
velopment, domestic industry contributed more to human welfare than to
foreign commerce. In describing the flow of capital into domestic industry,
under a “system of natural liberty,” Smith formulated the most famous
statement of his thesis that in a free market the selfish actions of individuals
are directed, as though by an invisible hand, in such a way as to maximize
economic welfare:

Every individual who employs his capital in the support of domestic industry, neces-
sarily endeavours so to direct that industry, that its produce may be of the greatest
possible value.

The produce of industry is what it adds to the subject or materials upon which it is
employed. In proportion as the value of this produce is great or small, so will likewise
be the profits of the employer. But it is only for the sake of profit that any man employs
acapital in the support of industry; and he will always, therefore, endeavour to employ
it in the support of that industry of which the produce is likely to be of the greatest
value, or to exchange for the greatest quantity either of money or of other goods.

Butthe annual revenue of every society is always precisely equal to the exchange-
able value of the whole annual produce of its industry. . . . As every individual,
therefore, endeavours as much as he can both to employ his capital in the support
of domestic industry, and so to direct that industry that its produce may be of the
greatest value; every individual necessarily labours to render the annual revenue
of the society as great as he can. He generally, indeed, neither intends to promote
the public interest, nor knows how much he is promoting it. By preferring the sup-
port of domestic to that of foreign industry, he intends only his own security; and
by directing that industry in such a manner as its produce may be of the 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 not part of his intention. Nor
is it always the worse for the society that it was no part of it. By pursuing his own
interest he frequently promotes that of the society more effectually than when he
really intends to promote it.*

Thus, Smith concluded that government interventions, regulations, grants of
monopoly, and special subsidies all tended to misdirect capital and to diminish
its contribution to economic welfare. Furthermore, such government actions
tended to restrict markets and thereby to reduce the rate of capital accumula-
tion, to decrease the extent of the division of labor, and, accordingly, to reduce
the level of social production.

Notonly would free, competitive markets direct the employment of capital
to those industries in which it would be most productive, but they would also
result, again through the invisible hand directing selfish profit-maximizing
into socially beneficial channels, in those commodities being produced that
people need and desire most intensely:

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 of our own necessities
but of their advantages.*
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The influence of Smith on the socially conservative economic doctrines of
the past two centuries lies primarily in his belief that, in a competitive, laissez-
faire, capitalist economy, the free market channeled all self-seeking, acquisi-
tive, profit-oriented actions into a socially beneficial, harmonious “obvious
and simple system of natural liberty.” He declared that the appropriate duties
of governments ought to be strictly limited:

The statesman who should attempt to direct private people in what manner they
ought to employ their capitals, would not only load himself with a most unneces-
sary attention, but assume an authority which could safely be trusted, not only to
no single person, but to no council or senate whatever, and which would nowhere
be so dangerous as in the hands of a man who had folly and presumption enough to
fancy himself fit to exercise it.5

The government ought to be given only three duties:

[Flirst, the duty of protecting the society from violence and invasion of other indepen-
dent societies; secondly, the duty of protecting, as far as possible, every member of
the society from the injustice or oppression of every other member of it, or the duty
of establishing an exact administration of justice; and, thirdly, the duty of erecting
and maintaining certain public works and certain public institutions, which it can
never be for the interest of any individual, or small number of individuals, to erect
and maintain; because the profit would never repay the expense to any individual
or small number of individuals, though it may frequently do much more than repay
it to a great society.>

Class Conflict and Social Harmony

It is clear that Smith’s “obvious and simple system of natural liberty” was envi-
sioned as an economic system in which harmony prevailed. Of course, Smith was
aware that selfish, acquisitive motives led to individual and class conflicts. But
within the social context of competitive capitalism, these conflicts were only appar-
ent and not ultimately real. The invisible-hand automatically resolved superficial
or apparent conflicts in a manner most conducive to human happiness.

Smith’s writings strike the reader as extremely ambiguous, if not contra-
dictory, however, on the issue of class conflict versus social harmony within
capitalism. A central argument, which will recur in later chapters of this book,
is that proponents of the labor theory of value view class conflict to be of
fundamental importance in understanding capitalism, while the utility theory
of value sees social harmony as fundamental and leads inevitably to some
version of Smith’s invisible-hand argument. Only insofar as Smith abandoned
the labor theory of value was he able to argue for the invisible hand and social
harmony.

But much of Smith’s analysis flows from his labor theory perspective. Thus,
he was able to argue that labor was the only original creator of value, that the
laborers had to share the produce of their labor with two classes whose source
of power and claim to income came not from creating commodities but from



62 HISTORY OF ECONOMIC THOUGHT

property ownership, that property ownership gave some people “the right to
reap where they did not sow,” and that the government’s protection of property
rights was primarily a “defence of the rich against the poor.”

Furthermore, as we have seen, Smith believed that wages were determined
by an economic, social, and political struggle between workers and capitalists,
in which the capitalists nearly always had the upper hand. He was also aware
that businessmen used every means at their disposal to avoid competition and
to secure monopolies, as is evidenced by the two following quotations:

People of the same trade seldom meet together, even for merriment and diversion,
but the conversation ends in a conspiracy against the public, or in some contrivance
to raise prices.”’

The interest of the dealers, however, in any particular branch of trade or manufac-
tures, is always in some respects different from, and even opposite to, that of the
public. . . . To narrow the competition is always the interest of dealers. . . . But to
narrow the competition must always be against . . . [the interests of the public],
and can serve only to enable the dealers, by raising their profits above what they
naturally would be, to levy, for their own benefit, an absurd tax upon the rest of
their fellow-citizens.>

In analyzing the effects of capitalism, the accumulation of capital, and
its attendant division of labor on the majority of workers, the following two
quotations are equally revealing:

The difference of natural talents in different men is, in reality, much less than we
are aware of. . . . The difference between the most dissimilar characters, between a
philosopher and a common street porter, for example, seems to arise not so much
from nature, as from habit, custom and education. When they came into the world,
and for the first six or eight years of their existence, they were, perhaps, very much
alike, and neither their parents nor playfellows could perceive any remarkable dif-
ference. About that age, or soon after, they come to be employed in very different
occupations.®

In the progress of the division of labour, the employment of the far greater part of
those who live by labour, that is, of the great body of the people, comes to be confined
to afew very simple operations, frequently to one or two. But the understandings of
the greater part of men are necessarily formed by their ordinary employments. The
man whose whole life is spent in performing a few simple operations, of which the
effects too are, perhaps, always the same, or very nearly the same, has no occasion
to exert his understanding, or to exercise his invention in finding out expedients for
removing difficulties which never occur. He naturally loses, therefore, the habit of
such exertion, and generally becomes as stupid and ignorant as it is possible for a
human creature to become. The torpor of his mind renders him, not only incapable
of relishing or bearing a part in any rational conversation, but of conceiving any
generous, noble, or tender sentiment, and consequently of forming any just judgment
concerning many even of the ordinary duties of private life.*°

For such workers, the value of the invisible hand and the “obvious and
simple system of natural liberty” seem rather far removed. Moreover, when
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one considers that government exists to “protect the rich from the poor,” that
the use of the government is a principal means by which capitalists overpower
laborers in their struggles over wage rates, and that capitalists use every means
at their disposal, including government, to secure and protect monopolies,
then one wonders how Smith even hoped to achieve the “system of natural
liberty” in which the government had only three duties and in which the invis-
ible hand channeled all selfish, acquisitive actions into a mutually beneficial,
harmonious whole.

Considering these difficulties and the many insightful analyses in The
Wealth of Nations, it is not surprising that Smith’s intellectual influence can
be seen in two rival traditions in nineteenth- and twentieth-century economic
thinking, one that emphasizes the labor theory of value and class conflict and
another that emphasizes the utility theory of value, social harmony, and the
invisible hand.
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Chapter 4
Thomas Robert Malthus

Thomas Robert Malthus (1766—1834) was the son of a comfortably well-to-do
English family. He was educated at Cambridge University and in 1805 was
appointed to the faculty of the East India Company’s college at Harleybury.
He held the first British professorship of political economy and continued in
that post until his death in 1834.

Malthus lived in tumultuous times of intense class conflicts, and his writings
reflect his positions on these conflicts. There were two principal conflicts, each
of which will be briefly discussed here. First, the industrial revolution was
made possible only through immense, widespread sacrifice and suffering by
the working class. The workers did not always meekly accept these sacrifices
and consequently suffered from notonly social and economic distress, but also
legislative and political oppression. Second, during thelate eighteenth and early
nineteenth centuries, the older landowning class still had effective control of
the British Parliament, and an intense class conflict was waged between this
class and the new industrial, capitalist class. This conflict was fought over
the control of Parliament, but the ultimate issue was whether England was to
remain a relatively self-sufficient agricultural economy or to become an island
devoted primarily to industrial production.

Class Conflicts of Malthus’s Times

The industrial revolution brought about increases in human productivity without
precedent in history. The widespread construction of factories and the extensive
use of machinery constituted the mechanical basis for this increase. In order to
channel the economy’s productive capacity into the creation of capital goods,
however, it was necessary to devote arelatively much smaller part of this capacity
to the manufacture of consumer goods. Capital goods had to be purchased at a
social cost of mass deprivation. Although technological change increased pro-
ductivity and thereby mitigated somewhat this social cost, its effects were by no
means sufficient to provide for the growing volume of accumulated capital.

65
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Historically, in all cases in which society has had to force a bare subsis-
tence existence on some of its members, it has always been those with the
least economic and political power who have made the sacrifices. And so it
was in the industrial revolution in England. The working class lived near the
subsistence level in 1750, and their standard of living (measured in terms of
the purchasing power of wages) deteriorated during the second half of the eigh-
teenth century. The trend of working-class living standards in the first several
decades of the nineteenth century is a subject of dispute among historians.
The fact that many eminent scholars find sufficient evidence to argue that the
living standard failed to increase, or even decreased, leads to the conclusion
that any increase during this period was slight at best.

Throughout the period of the industrial revolution, there is no doubt that the
standard of living of the poor fell precipitously in relation to the standards of
the middle and upper classes. A detailed analysis shows that the

relatively poor grew poorer, simply because the country, and its rich and middle
class, so obviously grew wealthier. The very moment when the poor were at the
end of their tether . . . was the moment when the middle class dripped with excess
capital, to be wildly invested in railways and spent on the bulging opulent household
furnishings displayed at the Great Exhibition of 1851, and on palatial municipal
constructions . . . in the smoky northern cities.!

There can be no doubt about which class paid the social costs in terms of
the sacrificed consumption that was necessary for industrialization.

Yet, the costs in terms of decreased consumption were by no means the
only, and perhaps not even the worst, hardships forced on the laboring class
by the industrial revolution. The new factory system completely destroyed
the laborers’ traditional way of life, throwing them into a nightmare world
with which they were completely unprepared to cope. They lost the pride of
workmanship and close personal relationships that had existed in handicraft
industries. Under the new system their only relationship with their employer
was through the impersonal market, or cash nexus. They lost direct access
to the means of production and were reduced to mere sellers of labor power
totally dependent on market conditions for their livelihood.

Perhaps worse than any of these was the monotonous, mechanical regu-
larity imposed on the worker by the factory system. In preindustrial Europe,
a worker’s tasks were not so specialized. The worker went from one task
to another, and the work was interrupted by variation in the seasons or the
weather. When the worker felt like resting or playing or changing the pace of
the work routine, he or she had a certain amount of freedom to do so. Factory
employment brought the tyranny of the clock. Production was mechanized,
and absolute regularity was necessary to coordinate the complex interaction
of processes and to maximize the use of new, expensive machinery. The pace
of work was no longer decided by the worker but by the machine.

The machine, which had formerly been an appendage to the worker, was now
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the focal point of the production process. The worker became a mere append-
age to the cold, implacable, pacesetting machine. During the late eighteenth
and early nineteenth centuries, a spontaneous revolt against the new factory
system saw bands of workers smashing and destroying machines and factories,
which they believed were responsible for their plight. These revolts, called the
Luddite revolts, ended in 1813 when large numbers of workers were hanged
or deported for their activities.

The extensive division of labor in the factory made much of the work so
routine and simple that untrained women and children could do it as well as
men. Because women and children could be hired for much lower wages than
men, and because in many cases entire families had to work in order to earn
enough to eat, women and children were widely employed. Many factory
owners preferred women and children because they could be reduced to a
state of passive obedience more easily than men. The widespread ideology in
this period that the only good woman was a submissive woman was a great
help to their employers.

Children were bound to factories by indentures of apprenticeship for seven
years, or until they were twenty-one. Almost nothing was given the children
in return for long hours of work under the most horrendous conditions. Poor-
law authorities could indenture the children of paupers, which led to “regular
bargains . . . [where] children . . . were dealt with as mere merchandise . . .
between the spinners on the one hand and the Poor Law authorities on the
other. Lots of fifty, eighty or a hundred children were supplied and sent like
cattle to the factory, where they remained imprisoned for many years.”?

These children endured the cruelest servitude. They were totally isolated
from anyone who might take pity on them and were thus at the mercy of the
capitalists or their hired managers, whose main concern was the challenge of
competitive factories. The children’s workday lasted from fourteen to eighteen
hours or until they dropped from complete exhaustion. The foremen were paid
according to how much the children produced and therefore pushed them mer-
cilessly. In most factories the children had hardly more than twenty minutes
a day for their main (and often only) meal. “Accidents were very common,
especially towards the end of the overlong day, when the exhausted children
almost fell asleep at their work. The tale never ended of fingers cut off and
limbs crushed in the wheels.”® The children were disciplined in such savage
and brutal ways that a recitation of the methods would appear completely
incredible to the reader of today.

Women were mistreated almost as severely. Work in a factory was long,
arduous, and monotonous. Discipline was harsh. Many times the price of fac-
tory employment was submission to the sexual advances of employers and
foremen.* Women in the mines toiled fourteen to sixteen hours a day, stripped
to the waist, working with men and doing the work of men. There were reports
of women who came out of the mines to bear children and were back in the
mines within days after giving birth. Many accounts have been written of the



68 HISTORY OF ECONOMIC THOUGHT

fantastically cruel and dehumanizing working conditions for women during
this period. And, of course, the men who worked were not much better off
than the women or the children.

Another important consideration in assessing the living standard of the
working class during the period of capitalist industrialization was the rapid
urbanization that took place at that time. In 1750, only two cities in Britain had
populations over 50,000. In 1850, there were twenty-nine. By the latter date,
nearly one person in three lived in a city with over 50,000 inhabitants.

Conditions in the cities of this period were terrible:

And what cities! It was not merely that smoke hung over them and filth impregnated
them, that the elementary public services—water supply, sanitation, street-cleaning,
open spaces, etc.—could not keep pace with the mass migration of men into the
cities, thus producing, pace especially after 1830, epidemics of cholera, typhoid
and an appalling constant toll of the two great groups of nineteenth-century urban
killers—air pollution and water pollution, or respiratory and intestinal diseases. . . .
The new city populations . .. [were] pressed into overcrowded and bleak slums,
whose very sight froze the heart of the observer. “Civilization works its miracles”
wrote the great French liberal de Tocqueville of Manchester, “and civilized man is
turned back almost into a savage.”

Included in these slums was a district in Glasgow that, according to a report
of a government commissioner, housed

a fluctuating population of between 15,000 and 30,000 persons. This district is
composed of many narrow streets and square courts and in the middle of each court
there is a dunghill. Although the outward appearance of these places was revolting,
I was nevertheless quite unprepared for the filth and misery that were to be found
inside. In some bedrooms we visited at night, we found a whole mass of humanity
stretched on the floor. There were often 15 to 20 men and women huddled together,
some being clothed and others being naked. There was hardly any furniture there
and the only thing which gave these holes the appearance of a dwelling was fire
burning on the hearth. Thieving and prostitution are the main sources of income
of these people.®

The total destruction of the laborers’ traditional way of life and the harsh
discipline of the new factory system, combined with deplorable living con-
ditions in the cities, generated social, economic, and political unrest. Chain
reactions of social upheaval, riots, and rebellion occurred in the years 1811-13,
1815-17, 1819, 1826, 1829-35, 1838-42, 1843-44, and 1846-48. In many
areas these uprisings were purely spontaneous and primarily economic in char-
acter. In 1816, one rioter was reported to have shouted: “Here I am between
Earth and Sky, so help me God. I would sooner lose my life than go home
as I am. Bread I want and bread I will have.”” In 1845, an American named
Colman reported that the working people of Manchester were “wretched,
defrauded, oppressed, crushed human nature lying in bleeding fragments all
over the face of society.”®

There can be no doubt that industrial capitalism was erected on the base of the
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wretched suffering of a laboring class denied access to the fruits of the rapidly
expanding economy and subjected to the most degrading of excesses to increase
the capitalists’ profits. The basic cause of the great evils of this period was

the absolute and uncontrolled power of the capitalist. In this, the heroic age of great
undertakings, it was acknowledged, admitted and even proclaimed with brutal candor.
It was the employer’s own business, he did as he chose and did not consider that
any other justification of his conduct was necessary. He owed his employees wages
and once those were paid the men had no further claim on him.’

From the earliest introduction of factory production in the textile industries,
workers tried to band together to protect their interests collectively. In 1787,
during a period of high employment, the Glasgow muslin manufacturers at-
tempted to lower the piece rates that they were paying. The workers resisted
collectively, refused to work below a certain minimum rate, and organized
a boycott of the manufacturers who would not pay the minimum rate. The
struggle led to open rioting and shooting, but the workers proved to be a strong
and well-disciplined group, and they built a strong union. In 1792, a union of
weavers forced a collective agreement on Bolton and Bury Manufacturers.

Labor organizations spread rapidly in the 1790s. As a result of this and
the concurrent growth of social and economic discontent, the upper classes
became very uneasy. The memory of the French Revolution was fresh in
their minds, and they feared the power of united workers. The result was
the Combination Act of 1799, which outlawed any combination of workers
whose purpose was to obtain higher wages, shorter hours, or the introduction
of any regulation constraining the free action of their employers. Proponents
couched their arguments in terms of the necessity of free competition and the
evils of monopoly—cardinal tenets of classical liberalism—but did not men-
tion combinations of employers or monopolistic practices of capitalists. The
effects of this legislation have been summarized as follows:

The Combination Laws were considered as absolutely necessary to prevent ruinous
extortions of workmen, which, if not thus restrained, would destroy the whole of the
trade, manufactures, commerce and agriculture of the nation. . . . So thoroughly was
this false notion entertained, that whenever men were prosecuted to conviction for
having combined to regulate their wages or the hours of working, however heavy
the sentence passed upon them was, and however rigorously it was inflicted, not
the slightest feeling of compassion was manifested by anybody for the unfortunate
sufferers. Justice was entirely out of the question: They could seldom obtain a hear-
ing before a magistrate, never without impatience or insult. . . . Could an accurate
account be given of proceedings, of hearings before magistrates, trials at sessions
and in the Court of King’s Bench, the gross injustice, the foul invective, and terrible
punishments inflicted would not, after a few years have passed away, be credited
to any but the best evidence.'®

Another cause for which the proponents of laissez-faire capitalism cam-
paigned vigorously was the abolition of the Speenhamland system of poor
relief that had come into existence in 1795. This system was (continuing in
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the tradition of the Elizabethan Statute of Artificers) the result of the Chris-
tian paternalist ethic. It held that unfortunates would be entitled to a certain
minimum living standard whether employed or not. To be sure, the system
had serious drawbacks: it actually depressed wages below the relief level in
many cases (with the parish taxes making up the difference) and severely
limited labor mobility at a time when greater mobility was needed. But most
of the arguments were not confined to these features of the Speenhamland
system. They were opposed to any government aid to the poor, and many of
their arguments were based on the ideas of Malthus.

During the 1790s, the plight of workers had deteriorated sharply. The wars
in which England was fighting had cut off much of its food imports, and the
price of grains rose very substantially. Wheat, for example, cost 31 shillings
per quarter of a ton in 1750. By 1775, the price was 46 shillings, and over the
next twenty-five years it soared to 128 shillings. While money wages rose
during the period, the amount of food a worker could buy with his or her pay
declined.

Of equal importance was the fact that the prices of manufactured goods
generally did not rise as fast as wages (some even fell during the period),
much less as fast as agricultural prices. In 1815, with the long series of wars
over, the corn laws became one of the most critical political issues facing the
British Parliament. The landlord class used all of its social, intellectual, and
political influences to obtain a new set of tariffs on agricultural products. It
wanted to raise the tariffs high enough to keep foreign grains, which could
be imported at prices far lower than those prevailing in Britain, from entering
the country. This would sustain British agricultural prices at a high rate and
assure continuation of the equally high incomes that landlords had enjoyed
throughout the war years.

The British industrial capitalists, however, opposed the corn laws for two
fundamental reasons. First, because grains and products made from grains
constituted the largest part of the necessary subsistence of laborers, the high
price of grains forced the capitalists to pay workers a higher money wage in
order for the workers and their families to subsist. This higher money wage cut
into the capitalists’ profits. Thus, the high agricultural prices had the effect of
transferring much of the surplus value created by the workers from the profits
of the capitalists to the rents of the landlords. Second, by the early nineteenth
century, British manufacturing had become much more efficient than its conti-
nental competitors, and, hence, the prices of British manufactured goods were
much lower than those of the other countries of Europe. This meant that if all
tariffs could be abolished and free international trade could be established,
British manufacturers could undersell their European competitors. For Brit-
ain to sell manufactured goods to continental Europe, however, it had to buy
some commodities there. If Britain imported grain from continental Europe,
this would place British pounds in the hands of Europeans, which would then
permit those Europeans to buy British manufactured commodities.
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The ultimate issue at stake was tremendously important. The landlords
wanted Britain to remain a predominantly agricultural economy in order to
perpetuate their position, income, and power. The industrial capitalists wanted
Britain to specialize in manufacturing in order to expand their income and
power and to reduce the portion of surplus value that was accruing to the
landlords. What in fact was occurring was the last battle between two antago-
nistic elements of the British ruling class. The landlords were the last vestige
of the feudal ruling class, and, like the feudal nobility, their power came from
control of the land. The capitalists’ power came from their control over labor
and the production process. The surplus value created by workers was shared
by capitalists and landlords, who were each fighting to become the controlling
faction of the ruling class of capitalism.

In 1815, the landlords won a round in the fight. A corn law was passed that
prohibited all grain importation until certain relatively high domestic prices
had been reached. Wheat, for example, could not be imported until the British
price reached 80 shillings per quarter. The industrial capitalists had economic
dominance, but the landlords still controlled Parliament. This situation could
not be maintained indefinitely, however. The dominant economic class has
always eventually extended its economic dominance to political dominance.
So the struggle continued, and finally, in 1846, Parliament voted for the total
abolition of the corn laws. The event dramatized the final political dominance
of the industrial capitalists.

The Theory of Population

Malthus wrote many books, pamphlets, and essays during his lifetime. His writ-
ings can be separated into two periods, each characterized by its own overriding
social concern and theoretical approach. During the 1790s and early 1800s,
his chief concerns were the unrest of labor and the schemes being advocated
by radical intellectuals to restructure society in order to promote the welfare
and happiness of workers. These schemes, Mal thus correctly perceived, could
attempt to promote the cause of laborers only by eroding the wealth and power
of the two classes of proprietors, capitalists and landlords. Malthus was an
outspoken champion of the wealthy, and his theory of population provided the
framework within which he defended them. In 1798 he published An Essay
on the Principle of Population as It Affects the Future Improvement of Society,
with Remarks on the Speculations of Mr. Godwin, M. Condorcet, and Other
Writers, generally referred to as the first Essay on the Principle of Popula-
tion. In 1803, he published a revised edition in which the revisions were so
extensive that it was, in reality, a new book. This book is generally referred
to as the second Essay on the Principle of Population. He later published A
Summary View of the Principles of Population."

From about 1814 onward, Malthus’s chief concerns became the corn
laws and the struggle between the landlords and the capitalists. During this
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period he was a consistent defender of the interests of the landlord class. The
intellectual foundation for this defense of the landlords is contained in his
Principles of Political Economy Considered with a View to Their Practical
Application, first published in 1820."? In the Principles, the most important
theoretical basis for his defense of the landlords was his theory of economic
“gluts,” or depressions.

The abject conditions of the working class and the labor unrest of the late
eighteenth century had spawned many intellectual champions of the working
class. Particularly influential among these were the Frenchman Marie Jean
Antoine Nicholas de Caritat, Marquis de Condorcet (1743-1794), and the
Englishman William Godwin (1756-1836). It was primarily against the ideas
of these two men that Malthus’s first Essay was directed.

Condorcet had been an important influence in the first phases of the French
Revolution. But after the Jacobins had come to dominate the Convention, he
argued that the Republic should abolish the death penalty, protested the ex-
ecution of the king and the arrest of the Girondins, and told the Convention
that Robespierre lacked both ideas and human feelings. As a consequence,
Condorcet was sentenced to death. He went into hiding where he wrote the
Esquisse d’un tableau historique des progreés de 1’espirit humain, his most
famous work. In this book, he argued that there was a natural order of human
progress, which was to reach its highest stage during the period following the
French Revolution. In this stage, humans could develop morally, spiritually,
and intellectually far beyond the level that had been possible previously.

The most important prerequisites for such development, however, were
greater economic equality and security. Condorcet advocated two basic reforms
to achieve these goals. First, while accepting the existing class divisions of
society, he argued that the precariousness of the incomes of the working poor
could be eliminated by the government establishing a fund for the welfare of
the aged and of women and children who had lost their husbands and fathers.
Second, he believed that the power and wealth of capitalists could be reduced
by government regulation of credit. By limiting the amount of credit available
to the powerful capitalists and by extending credit to ordinary working people,
he believed thatlaborers could slowly become more independent of capitalists
and that much greater social and economic equality would result.

William Godwin was much moreradical than Condorcet. While most Brit-
ish conservatives as well as many classical liberal reformers were bemoaning
the natural laziness and depravity of the working class, Godwin argued that
the defects of the working class were attributable to corrupt and unjust social
institutions. The capitalist society, in his opinion, made fraud and robbery
inevitable: “If every man could with perfect facility obtain the necessaries of
life . . . temptation would lose its power.”!* Men could not always obtain the
necessities because the laws of private property created such great inequalities
in society. Justice demanded that capitalist property relations be abolished and
that property belong to that person whom it would benefit most:
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To whom does any article of property, suppose a loaf of bread, justly belong? To
him who most wants it, or to whom the possession of it will be most beneficial. Here
are six men famished with hunger, and the loaf is, absolutely considered, capable of
satisfying the cravings of them all. Who is it that has a reasonable claim to benefit by
the qualities with which the loaf is endowed? They are all brothers perhaps, and the
law of primogeniture bestows it exclusively to the eldest. But does justice confirm
this award? The laws of different countries dispose of property in a thousand different
ways; but there can be but one way which is most conformable to reason.'*

That one way, of course, must be based on the equality of all men. To whom
could the poor turn to correct the injustices of the system? In Godwin’s opinion,
it most certainly would not be the government. With economic power went
political power. Therich are “directly or indirectly the legislators of the state;
and of consequence are perpetually reducing oppression into a system.”'* The
law, then, is the means by which the rich oppress the poor, for “legislation is
in almost every country grossly the favorer of the rich against the poor.”!¢

These two ideas of Godwin’s were to be voiced again and again by
nineteenth-century socialists: (1) that capitalist social and economic institu-
tions, particularly private property relations, were the causes of the evils and
suffering within the system, and (2) that the government in a capitalist system
would never redress these evils because it was controlled by the capitalist class.
But Godwin had an answer to this seemingly impossible situation. He believed
human reason would save society. Once men became educated about the evils
of the situation, they would reason together and arrive at the only rational so-
lution. As Godwin saw it, this solution entailed the abolition of government,
the abolition of laws, the abolition of private property and social classes, and
the establishment of economic, social, and political equality.

Again, Malthus’s first Essay was directed against the ideas of Condorcet
and Godwin. A man subscribing to such ideas, Malthus believed,

equally offends against the cause of truth. With eyes fixed on a happier state of
society, the blessings of which he paints in the most captivating colours, he allows
himself to indulge in the most bitter invectives against every present establishment,
without applying his talents to consider the best and safest means of removing abuses
and without seeming to be aware of the tremendous obstacles that threaten, even in
theory, to oppose the progress of man towards perfection.'”

Throughout the first Essay there were two recurring dominant themes. The
first is an argument that no matter how successful reformers were in their at-
tempts to alter capitalism, the present class structure of wealthy proprietors and
poor laborers would inevitably reemerge. Such a class division was, Malthus
believed, the inevitable consequence of natural law.

Malthus devised elaborate arguments to show that even if Godwin and his
disciples were able to reconstruct society according to their ideals, such

a society constituted according to the most beautiful form that imagination can
conceive, with benevolence for its moving principle, instead of self-love, and with
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every evil disposition in all its members corrected by reason and not force, would,
from the inevitable laws of nature, and not from any original depravity of man, in a
very short period degenerate into a society constructed upon a plan not essentially
different from that which prevails in every known state at present; I mean a society
divided into a class of proprietors, and a class of labourers, and with self-love the
main-spring of the great machine.'®

The second theme pervading his population theory was that abject poverty
and suffering were the inevitable lot of the ma jority of people in every society.
Furthermore, attempts to alleviate the poverty and suffering, no matter how
well intentioned they might be, would make the situation worse, not better:

It has appeared, that from the inevitable laws of our nature some human beings
must suffer from want. These are the unhappy persons who, in the great lottery of
life, have drawn a blank.'’

No possible sacrifices of the rich, particularly in money, could for any time prevent the
recurrence of distress among the lower members of society, whoever they were.?

We “should reprobate specific remedies for human suffering,” Malthus
argued, and we should also reprobate “those benevolent, but much mistaken
men, who have thought they were doing a service to mankind by projecting
schemes for the total extirpation of particular disorders.”?!

The population theory on which Malthus based these conclusions was
relatively simple. He believed that most people were driven by an insatiable
desire for sexual pleasure and that consequently rates of reproduction, when
unchecked, would lead to geometric increases in population; specifically,
population would double at each generation. “All animals,” he argued, “must
have a capacity of increasing in a geometrical progression.”?? In this regard,
humans were no different from other animals:

Elevated as man is above all other animals by his intellectual facilities, it is not to be
supposed that the physical laws to which he is subject should be essentially different
from those which are observed to prevail in other parts of animated nature.?

It may be safely asserted therefore, that population, when unchecked, increases
in a geometrical progression of such a nature as to double itself every twenty-five
years.?*

It was obvious to Malthus that in no society had population grown at this rate
for very long, because within arelatively short period of time every square foot
of theearth would have been inhabited. Thus, the central question to which he
addressed himself was what forces had operated to check population growth
in the past and what forces were likely to operate in the future.

The most immediate and obvious answer was that the population in any
given territory was limited by the available food there. While Malthus was
aware that by applying more labor or better methods of food production,
humans could increase the level of food production, he asserted that in all
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probability the increases from each generation to the next would become
successively smaller within a given territory. At best, he believed that food
production could be increased at an arithmetic rate, that is, each generation
could only increase production by roughly the same amount as the previous
generation had:

By the laws of nature in respect to the powers of a limited territory, the additions
which can be made in equal periods to the food which it produces must, after a short
time, either be constantly decreasing, which is what would really take place; or, at
the very most, must remain stationary, so as to increase the means of subsistence
only in arithmetrical progression.?

So if there were no other checks, ultimately, starvation would limit popula-
tion growth to the maximum rate at which food production could be increased.
But there were many other checks. Sometimes Malthus classified these checks
into two categories, preventive and positive. Preventive checks reduced the
birth rate; these included such things as sterility, sexual abstinence, and birth
control. Positive checks increased the death rate; these included famine, misery,
plague, war, and the ultimate inevitable check of starvation. The population
was always checked by some combination of these so that it was kept within
the bounds of the available food supply. If preventive checks were inadequate,
then positive checks were inevitable; and if there was an insufficiency of
disease, war, and natural catastrophes, then starvation would always check
population growth.

Malthus also had a second classificatory scheme, which gets us much
closer to an understanding of the normative side of his theory. The positive
and preventive “checks which repress the superior power of population, and
keep its effects on a level with the means of subsistence, are all resolvable
into moral restraint, vice and misery.”?® Within this scheme of classification,
Malthus was able to argue that if the wealth and income of everyone in society
were increased, the vast majority would respond by having so many children
that they would very soon be pushed back to bare subsistence living; only the
morally virtuous could escape this fate. “Moral restraint” was defined very
simply as “the restraint from marriage which is not followed by irregular
gratifications.”?’ It is obvious, however, throughout Malthus’s writings, that
he believed such moral restraint was found only in the persons who had all of
the other moral virtues that he valued. It is also obvious that Malthus believed
that the lack of sexual restraint would be found among those who squandered
every penny that they received above their subsistence on “drinking, gaming,
and debauchery.”?®

Thus, in Malthus’s theory, the ultimate difference between the rich and the
poor was the high moral character of the former and the moral turpitude of
the latter. He considered birth control to be a vice that a good Christian would
hardly mention, much less advocate. Furthermore, he associated it exclusively
with premarital or extramarital sexual intercourse:
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A promiscuous intercourse to such a degree as to prevent the birth of children
seems to lower, in the most marked manner, the dignity of human nature. It cannot
be without its effect on men, and nothing can be more obvious than its tendency to
degrade the female character, and to destroy all its most amiable and distinguishing
characteristics.?’

The conclusion seemed obvious to Malthus when he observed “that care-
lessness and want of frugality . . . [predominates] among the poor.” He noted
that “even when they have an opportunity of saving they seldom exercise it,
but all that is beyond their present necessities goes, generally speaking, to the
ale-house.”*® Any Christian gentleman, such as Malthus, had to conclude that
where moral restraint was absent, population would be checked by either vice
or misery. Therefore, a good Christian must virtuously denounce vice and then
realistically accept the inevitable misery necessary to keep population from
outstripping subsistence.

Malthus therefore rejected all schemes that would redistribute wealth or
income. Such redistributions would merely increase the number of poor work-
ers and push them all back to subsistence. Sometimes Malthus even argued
that such a redistribution would not even raise workers’ welfare for the brief
period until they were able to have children:

Suppose that by a subscription of the rich the eighteen pence a day which men earn
now was made up five shillings, it might be imagined, perhaps, that they would then
be able to live comfortably and have a piece of meat every day for their dinners.
But this would be a very false conclusion. . . . The receipt of five shillings a day,
instead of eighteen pence, would make every man fancy himself comparatively
rich and able to indulge himself in many hours or days of leisure. This would give
a strong and immediate check to productive industry, and, in a short time, not only
the nation would be poorer, but the lower classes themselves would be much more
distressed than when they received only eighteen pence a day.?

Malthus also opposed virtually every attempt to legislate some form of
relief for the suffering of the poor.

The poor laws of England tend to depress the general condition of the poor in these
two ways. Their first obvious tendency is to increase population without increasing
the food for its support. . . . Secondly, the quantity of provisions consumed in work-
houses upon a part of the society that cannot in general be considered as the most
valuable part diminishes the shares that would otherwise belong to more industrious
and more worthy members.>?

The most valuable members of society were, of course, the wealthy class
of proprietors, whose value was both economic and cultural. To illustrate
the economic value of the wealthy, Malthus argued that in any society the
only possible escape from anarchy and total insecurity was the establishment
of property rights and marriage. Once these institutions were established,
then those persons of high moral character would begin to accumulate,
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while most of the members of society would dissipate their property in
riotous living.

At this point, the lower classes would have no means to continue their
existence unless the moral, wealthy elite shared their accumulated funds. But
there would be so many poor persons that the wealthy elite would have to
choose with whom to share their funds.

And it seems both natural and just that . . . their choice should fall upon those who
were able, and professed themselves willing, to exert their strength in procuring a
further surplus produce; and thus at once benefiting the community, and enabling
these proprietors to afford assistance to greater numbers. . . .

On the state of this [proprietors’] fund, the happiness, or degree of misery, pre-
vailing among the lower classes of people in every known state at present chiefly
depends.®

This statement is followed by the previously quoted assertion that the “in-
evitable laws of nature” decree that all societies will be “divided into a class
of proprietors and a class of labourers.”

Thesocial and cultural value of the wealthy class of proprietors was even greater.
Malthus believed that the private property system and the class inequality that it
created were responsible for all of the great cultural achievements of humanity:

It is to the established administration of property and to the apparently narrow
principle of self-love that we are indebted for all the noblest exertions of human
genious, all the finer and more delicate emotions of the soul, for everything, indeed,
that distinguishes the civilized from the savage state; and no sufficient change has
as yet taken place in the nature of civilized man to enable us to say that he either is,
or ever will be, in a state when he may safely throw down the ladder by which he
has risen to this eminence. . . .

It should be observed that the principal argument of this Essay only goes to prove
the necessity of a class of proprietors and a class of labourers.**

Sometimes Malthus went beyond merely opposing redistributions of wealth
and income and legislative attempts to mitigate the harshness of poverty:

It is an evident truth that, whatever may be the rate of increase in the means of
subsistence, the increase in population must be limited by it, at least after the
food has once been divided into the smallest shares that will support life. All the
children born, beyond what would be required to keep up the population to this
level, must necessarily perish, unless room be made for them by the deaths of
grown persons.

... To act consistently therefore, we should facilitate, instead of foolishly and
vainly endeavouring to impede, the operation of nature in producing this mortality;
and if we dread the too frequent visitation of the horrid form of famine, we should
sedulously encourage the other forms of destruction, which we compel nature to
use. Instead of recommending cleanliness to the poor, we should encourage contrary
habits. In our towns we should make the streets narrower, crowd more people into
the houses, and court the return of the plague. In the country, we should build our
villages near stagnant pools, and particularly encourage settlements in all marshy
and unwholesome situations. But above all, we should reprobate specific remedies
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for ravaging diseases; and those benevolent, but much mistaken men, who have
thought they were doing a service to mankind by projecting schemes for the total
extirpation of particular disorders. If by these and similar means the annual mortality
were increased . . . we might probably every one of us marry at the age of puberty,
and yet few be absolutely starved.>

Perhaps Malthus sensed that even the most hard-hearted conservative might
find his policy suggestions a little too harsh, so he ended the first Essay with
a sanctimonious appeal to religion and God’s will. Near the conclusion of the
last chapter he reassured his readers:

Life is, generally speaking, a blessing. . . . The partial pain, therefore, that is inflicted
by the supreme Creator, while he is forming numberless beings to a capacity of the
highest enjoyments, is but as the dust of the balance in comparison of the happi-
ness that is communicated, and we have every reason to think that there is no more
evil in the world than what is absolutely necessary as one of the ingredients in the
mighty process.>

Malthus’s population theory was to have tremendous intellectual influence.
It inspired Charles Darwin to formulate his theory of evolution, and variations
of this population theory are widely accepted today—especially in theories
dealing with economically less-developed countries. The normative orienta-
tion of the theory remains now, as with Malthus, to convince us that poverty
is inevitable, that little or nothing can be done about it, and that poverty is,
generally speaking, due to the weakness or moral inferiority of the poor.

Economics of Exchange and Class Conflict

During and after the second decade of the nineteenth century, Malthus’s con-
cern shifted from the class conflict between the proprietors and laborers to the
conflict between the two antagonistic classes of proprietors—the capitalists
and the landlords. Most of his theoretical writings during the period were in-
corporated into his Principles of Political Economy, and the remainder of this
chapter will be devoted to a discussion of the ideas contained in that work.
Malthus lacked Smith’s appreciation of history. In his rather culture-bound,
egocentric view, there were only two states of society: the rude, uncivilized
state and the civilized state. He had gone to great lengths in his Essay on
the Principle of Population “to prove the necessity of a class of proprietors
and a class of laborers” in every civilized society. But such a class division
presupposed not only a money-exchange, commodity-producing society, but
one in which labor power had become a commodity. With such an ahistorical
view, it is not surprising that, unlike Smith, Malthus was unable to compare
the methods of appropriating the economic surplus that had been utilized in
precapitalist societies with those utilized in capitalism. Had he made such a
comparison, he, like Smith, would have realized that the surplus is created
in the production process and that, in order to understand the creation of the
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surplus, one must examine the process of production, not the process of the
circulation of money and commodities; that is, the processes of exchange,
or market supply and demand, can never furnish insights into the nature and
origins of surplus value.

When Smith examined capitalism from the vantage point of production, he
was led to a class conflict view of the economy; when he examined it from the
vantage point of exchange, he was led to a social harmony view. Malthus, while
forcefully aware of the class conflicts that characterized British society, adopted
the exchange or supply-demand vantage point. Consequently, it seemed to him
that existing conflicts were based on ignorance of how the capitalist economy
worked. When a proper understanding was achieved, Malthus believed that
all classes would see their common, harmonious interests.

The reason the exchange vantage point generally supports a view of social
harmony is that it takes for granted existing laws of ownership and the exist-
ing distribution of property rights. The production vantage point (or the labor
theory of value) on the contrary, considers these as elements of the economy
to be explained by the theory and generally sees them as the legal manifesta-
tion of class division. When the laws of ownership and the distribution of
property rights are taken for granted, then every exchange can be seen as
mutually beneficial to both parties involved. The laborer who has nothing to
sell but labor power is better off if he or she can find a buyer—no matter how
low the wage—than if he or she starves. Therefore, all exchange is beneficial
to capitalist and laborer alike, particularly if one accepts the inevitability of a
class of proprietors and a class of laborers.

The universal beneficence of exchange, which we will see in later chapters
was to become the normative core of neoclassical economics, was succinctly
stated by Malthus:

Every exchange which takes place in a country, effects a distribution of its produce
better adapted to the wants of society. It is with regard to both parties concerned, an
exchange of what is wanted less for what is wanted more, and must therefore raise
the value of both the products.’’

This is the foundation of theories that stress social harmony. Therefore,
Malthus had to show that apparent class conflicts in his society were, in fact,
amenable to harmonious solution. He did this by constructing an argument
in which, despite superficial appearances to the contrary, the ultimate, long-
run interests of both capitalists and laborers would best be promoted by the
promotion of the immediate, short-run interest of the landlords: “It may be
safely asserted that the interest of no other class in the state is so nearly and
necessarily connected with its [the state’s or general society’s] wealth, pros-
perity, and power as the interest of the landowner.”*

The exchange vantage point entered Malthus’s analysis from the outset.
Whereas Smith had defined wealth as the produce of labor, Malthus wrote,
“I should define wealth to be material objects, necessary, useful, or agreeable
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to man, which are voluntarily appropriated by individuals or nations.”’ In a
footnote to this definition, he stated that “an object might be considered as
wealth which had no labor employed upon it.”* He defined productive labor
as that labor that produced material wealth. He objected, however, to the
term unproductive labor because he believed it connoted that such labor was
socially unimportant. He preferred “to substitute the term personal services
for unproductive labor.”*!

Like Smith, Malthus believed that the quantity of labor commanded was the
best measure of value. He also accepted the cost-of-production theory of value.
The natural price was the sum of the wages, rent, and profits when each of these
costs yielded their recipients the “normal” rate of return on their labor, land,
and capital. His discussion of the cost-of-production theory of value differed
from Smith’s, however, in two very important ways. First, unlike Smith, who
saw labor as the only absolutely necessary social cost of production, Malthus
argued that wages, rent, and profits were all equally necessary. Second, Malthus
did not believe that the market forces of supply and demand would necessar-
ily move the market price toward the natural price. Both of these differences
were significant, and we will discuss each at length.

From the production vantage point, one can abstract from the particular
social institutions whereby the economic surplus is appropriated, that is, from
the forms of property relations prevailing in a given economy. When one does
this, production is seen as a sequence through time of labor exertions directed
toward the transformation of natural resources into useful products. This is
true for every mode of production. It was from this vantage point that Smith
asserted that labor was the only necessary social cost of production, and that
prior to the private appropriation of land and capital, labor received the total
of what it produced.

From Malthus’s exchange vantage point, property ownership was taken
as “natural” and inevitable. Production was viewed as an exchange of pro-
ductive inputs. Each class owned a different but equally necessary input. In
the Principles, as in his Essay, Malthus was fond of referring to a “lottery”
where some just happened to come into the ownership of only their own labor,
while others happened to come into the ownership of capital and land. The
fundamental principle of ownership was, he believed, the same in all three
cases (i.e., because laborers were not owned by others, or were not slaves,
they were on the same socioeconomic or legal footing as the owners of the
means of production). One “cannot imply,” he asserted, “that the labourer or
farmer, who in the lottery of human life has not drawn a prize of land, suffers
any hardship of injustice in being obliged to give something in exchange for
the use of what belongs to another.”*

Each class owned a unique type of commodity, and each had to be remuner-
ated if it was to give permission to use its commodity in production. “It is not,
therefore, correct,” Malthus insisted, “to represent as Adam Smith does, the
profits of capital as a deduction from the produce of labour.”* Furthermore,
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“in speaking of the landlords, Adam Smith’s language is again exceptionable.
He represents them, rather invidiously, as loving to reap where they have
not sown.”** All three components of the natural price had the same basis in
property ownership:

The possessors of land . . . conduct themselves, with regard to their possessions,
exactly in the same way as the possessors of labour and of capital, and let out or
exchange what they have for as much money as the demanders are willing to give
them for it.

The . . . compensation which . . . [forms] the ordinary price of any exchangeable
commodity, may be considered as consisting of three parts; that which pays the
wages of the labourers employed in its production; that which pays the profits of
the capital, including the advances to the labourers, by which such production has
been facilitated; and that which pays the rent of land, or the compensation for those
powers attached to the soil which are in the possession of the landlord; the price
of each of these component parts being determined exactly by the same causes as
those which determine the price as a whole.*

Because production could not take place without natural resources, the
products of past labor, and present labor, and because the owners of each of
these just happened to draw that particular type of property “in the lottery of
human life,” each class was equally entitled to a compensation representing
the contribution to the production process of its property. From this exchange
vantage point, which was later to dominate neoclassical economics, the
distinctly human contribution to production was owning property—not a
productive activity but a legal relationship. Furthermore, owning nothing but
one’s own labor power was, in principle, no different from owning the means
of production.

Malthus’s justification of profits as a return to a productive contribution of
capitalists was simple. Workers could produce more when they had tools and
machinery than when they had none. This added productivity was caused by
the capitalists allowing their tools and machinery to be used. Therefore, Smith
was wrong, and capitalists did contribute to production. Malthus entirely missed
Smith’s point that tools and machinery were simply the present embodiment
of past labor exertions.

In Malthus’s defense of the landlords’ rent as also constituting remunera-
tion for their contribution to production, he was concerned to refute the then
widely held notion that rent was either the return to a monopoly or some form
of unearned income. As early as 1815, he published a pamphlet entitled An
Inquiry into the Nature and Causes of Rent, and the Principles by Which It Is
Regulated. In this pamphlet, he developed a theory of rent that was very similar
to a theory being simultaneously developed by David Ricardo (and others) and
that subsequently came to be associated primarily with Ricardo. Malthus’s ideas
on rent will be very briefly summarized here. A more complete discussion of
what has come to be known as “Ricardian rent” is in the next chapter.
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Malthus equated income from a monopoly with income resulting from arti-
ficially created restraints of supply. He insisted that “rent is the natural result of
a most inestimable quality in the soil, which God has bestowed on Man—the
quality of being able to maintain more persons than are necessary to work it.”*
But all soil did not furnish an equal bounty. “Diversities of soil and situation
must necessarily exist in all countries. All land,” he argued, “cannot be the most
fertile.”*’ Rent existed because of the differences in the fertility of the soil.

When a country’s population was small, its need for food could be satisfied
by farming only the most fertile land. As capital was accumulated and the
population grew, however, it would necessitate the farming of increasingly
less fertile land. With inferior land, the profit and wage costs of producing
a given quantity of agricultural produce would increase. Therefore, to make
farming profitable on inferior lands, agricultural prices would have to rise to
sufficiently high levels to cover these increased costs. But the costs of produc-
ing a given quantity of agricultural produce on the most fertile land would
remain lower. It followed that the increasing agricultural prices would yield a
larger surplus of price over costs of production on those crops grown on the
most fertile land. It was this surplus, created by differences in the fertility of
land, that was the basis of rent. Thus, rent was not the return to an artificially
created restraint on supply; it was due to the differences in nature’s gifts to
man. Again, Malthus did not question the rights of property ownership but
considered it quite appropriate to consider nature’s gifts as the personal con-
tributions to production of the landowners. In addition to the rent based on
differences in natural soil fertility, Malthus argued that some differences in
fertility were due to the landlord’s improvement of the soil. Rent also had a
special social value, which profits did not. Increased food production permit-
ted a larger population to subsist and thereby created its own demand because
the additional people had to eat. Increased manufacturing did not provide the
necessities for a larger population, he argued, and, therefore, did not create
any additional demand. In his theory of gluts, or depressions, as we will see,
this created demand was an important social benefit of agriculture.

In discussing the economic causes of high rents, Malthus concluded that
high profits, economic prosperity, and population growth were generally the
forces that led to increased agricultural production. Increased agricultural
production must bring successively less fertile land under cultivation and
thereby increase rents. Therefore, high rents were both the result of and the
best single indicator of general economic and social prosperity.

Rents are the reward of present valour and wisdom, as well as of past strengths
and abilities. Every day lands are purchased with the fruits of industry and talents.
They afford the great prize, the “otium cum dignitate” to every species of laudable
exertion; and, in the progress of society, there is every reason to believe, that, as
they become more valuable from the increase of capital and population, and the
improvements in agriculture, the benefits which they yield may be divided among
a much greater number of persons.
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In every point of view, then, in which the subject can be considered, that quality of
land which, by the laws of our being, must terminate in rent, appears to be a boon
most important to the happiness of mankind.®

The Theory of Gluts

Malthus’s second qualification to Smith’s theory of prices was his insistence
that the market forces of supply and demand do not automatically push the
market price toward the natural price. “The worth of a commodity, in the
place where it is estimated,” wrote Malthus, “is its market price, not its natu-
ral price.”* When market prices differed from natural prices, then the former
were “determined by the extraordinary or accidental relations of supply and
demand.”* It was in his analysis of such extraordinary or accidental relations
of supply and demand that Malthus made his most important and lasting con-
tribution to economic theory—his theory of gluts, or depressions.

Whereas the production vantage point permitted Smith and Ricardo to de-
velop much more sophisticated understandings of the nature of surplus value
than that developed by Malthus, the latter’s exchange vantage point was, per-
haps, a factor that led him to investigate in a more thorough and sophisticated
manner the process of the circulation of money and commodities. Malthus was
aware that for the natural value of all produced commodities to be realized
through money exchange, there would have to be a total “effectual” (or “ef-
fective,” as it is now generally labeled) money demand for these commodities
that was equal in value to the natural value of the commodities. Because the
component costs of the natural value of all commodities also represented the
incomes to the three classes in society, it followed that, in any given period,
the total costs, making up the aggregate natural value of all commodities pro-
duced, had to equal the aggregate income accruing to the three classes for that
period. Therefore, the necessary condition for effectual demand to equal the
value of all commodities produced was that the three classes, taken together,
had to be willing and able to spend all of their collective income on the com-
modities produced in each production period.

There were two ways in whichincome could be spent. The first was in the
acquisition of commodities for consumption. The second was in the acquisition
of commodities that were accumulated as capital. The classical economists (and
nearly all economists to the present) defined saving as that income remaining
after expenditures for consumption have been deducted. It followed that for
all income to be spent, the expenditures for commodities to be accumulated
as capital would have to be equal to the amount of income that was saved.
(Modern economists define the purchase of currently produced commodities
for the purpose of capital accumulation as investment. Therefore, the neces-
sary condition for aggregate supply and aggregate demand to be equal is that
investment equals saving.)

Adam Smith had been aware of this necessary condition for the smooth,
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continuous circulation of money and commodities. He had assumed, however,
that no person saved unless that person desired to provide for the future. With
this saving, a person could accumulate capital that would return the original
saving plus a profit, or he or she would lend it to a capitalist in return for a
portion of the capitalist’s profits, paid as interest. In either case, the person
would get more in the future than if that person had let the money sit idle.
Smith had thus concluded:

Whatever a person saves from his revenue he adds to his capital, and either employs
it himself in maintaining an additional number of productive hands, or enables
some other person to do so, by lending it to him for an interest, that is, for a share
of the profits. . . .

What is annually saved is as regularly consumed as what is annually spent, and nearly
in the same time too; but it is consumed by a different set of people.®!

Therefore, Smith and nearly all of the other classical economists argued
that capitalism would never experience the difficulty of having insufficient
aggregate demand for all of the produced commodities to be sold. But the
capitalist system did have and always has had such problems.

From the very beginning, wherever the market forces of supply and de-
mand have been relied on to regulate the production of commodities and the
allocation of resources, the result has always been recurring economic crises,
or depressions. In such depressions, businessmen have always had problems
finding buyers for their commodities, productive capacity has gone unused,
unemployment among workers has been much worse than usual, and increases
in poverty and social distress have been the inevitable results.

In Britain in late 1818, there was a sharp decline of agricultural prices,
followed by a general depression in 1819. The depression resulted in severe
unemployment, a resurgence of labor militancy, and general social unrest.
In August of that year, thousands of workers demonstrated in the streets of
Manchester. The British government called outthe armed forces and the dem-
onstrators were brutally suppressed. Ten demonstrators were killed and many
hundreds were severely injured in what came to be known as the “Peterloo
Massacre.” This occurred just one year before the publication of the first edi-
tion of Malthus’s Principles. Malthus was extremely aware that depressions
not only could but did happen in a capitalist economy; he was also well aware
of the potential revolutionary danger of such labor uprisings. His single most
important goal in writing the Principles was to promote an understanding of
these crises, or gluts, and to propose policies to mitigate them. These poli-
cies were, of course, always consistent with his belief that “the interest of no
other class in the state is so nearly and necessarily connected with its wealth,
prosperity, and power as the interest of the landowner.”>2

It seemed obvious to Malthus that the cause of a general glut of commodi-
ties was the periodic insufficiency of effectual demand. In order to understand
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the source of, and remedy for, this lack of demand, he analyzed the patterns
of expenditure of each of the three classes. Laborers of necessity spent all of
their incomes on their subsistence. Capitalists were driven by a passion to ac-
cumulate capital and had neither the inclination nor the time to spend much of
their profits on consumption or on personal services. He concluded that

such consumption is not consistent with the actual habits of the generality of capital-
ists. The great object of their lives is to save a fortune, both because it is their duty
to make a provision for their families, and because they cannot spend an income
with so much comfort to themselves, while they are obliged perhaps to attend a
counting-house for seven or eight hours a day.>

Landlords, however, were gentlemen of leisure. Being assured of a continual
income from rents, they spent all of their income on comfortable surround-
ings, servants, and patronizing the arts, universities, and other institutions of
culture. They always spent all of their income on consumer goods, or “personal
services,” and in the process promoted “all the noblest exertions of human
genius, all the finer and more delicate emotions of the soul.”*

Each of the three classes attempted to spend all of their income. But the
capitalists attempted to spend all of their profits for new capital. The problem,
Malthus believed, was that, as capitalism progressed, there was a tendency
for capitalists to receive too much income. They could not profitably invest
in capital all of the money that they saved. “Almost all merchants and manu-
facturers save, in prosperous times,” he wrote, “much more rapidly than it
would be possible for the national capital to increase, so as to keep up the
value of the produce.”*

The important question that Malthus had to answer was why the capital-
ists could not, as Smith had suggested, continually employ more workers and
make more profits as they expanded their capital at whatever rate they were
able. Malthus gave two answers to this question. Either the new capital would
embody the same technology as the old, or it would embody technical innova-
tions that rendered workers more productive. In either case, he believed that
problems would develop.

In a period of prosperity, if profits were invested in new capital that embodied
the same technology as the old capital, then any given quantity of new capital
would employ the same number of workers as that same quantity of old capital.
This would require, in order for sufficient workers to be available, that the work
force grow at the same rate as capital. The problem was that with the advent
of prosperity, capital would begin to grow immediately. But Malthus insisted
that it was “obvious. . . that from the very nature of population, and the time
required to bring full-grown labourers into the market, a sudden increase of
capital and produce cannot effect a proportionate supply of labour in less than
sixteen or eighteen years.” Therefore, when this new capital outstripped the
labor supply, two things would happen. First, some capital would find no labor
to employ and would remain idle. Second, there would be a temporary shortage
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of labor. “If the market were comparatively understocked with labor,” Malthus
wrote, “the landlords and capitalists would be obliged to give a larger quan-
tity of produce to each workman.”’ In this case, “wages . . . would continue
progressively to rise . . . as long as capital continued to increase.”*® In either
case, capitalists would prefer to hold their income in barren cash rather than
continuing to reduce profits on existing capital by accumulating more capital.
Thus, capitalists would cease spending all of their income, and there would
be an insufficiency of effectual demand.

Such imbalances in the circulation of money and commodities undoubtedly
do occur, and Malthus made an important contribution to economic under-
standing when he analyzed their effects. The analysis, however, appears to
contradict his population theory. Although it is true that if the rate of capital
accumulation was to “suddenly increase,” the size of the mature labor force
could not suddenly increase. What is not clear, given his population theory,
is why there should ever be a sudden increase in capital that would require
the sudden increase in population. No matter what the rate of profit and
consequent rate of accumulation, once they were historically established,
it would appear that the rate of population growth should adjust to the rate
of accumulation. Thus, if capital was accumulated at an annual rate of 10
percent every year, then one year’s 10 percent population growth would sup-
ply the laborers for the 10 percent growth in capital that would take place in
sixteen years. Similarly, if that rate had been maintained for some time, the
increase in population sixteen years ago would have been sufficient to meet
the current demand for labor. Therefore, as a matter of theoretical consistency,
Malthus could not explain imbalances in the circulation of money and com-
modities in this way while retaining his theory of population. The difficulty,
in the present writers’ opinion, lies not in Malthus’s theory of gluts but in
his theory of population.

The second possible type of accumulation involved technical change that
augmented the productivity of labor. This new labor-saving capital would act
as a substitute for labor. The same quantity of produce could be produced with
more capital and less labor. But the displacement of workers would reduce
demand. Therefore,

if the substitution of fixed capital were to take place much faster than an adequate
market could be found for the more abundant supplies derived from it and for
the new products of the labour that had been thrown out of employment, a slack
demand for labour and distress among the labouring classes of society would be
universally felt.>

Thus, in either case the ultimate cause of gluts was excessive profits lead-
ing to an unsustainable rate of capital accumulation. The only answer to the
problem, in Malthus’s opinion, was to pursue policies that would alter the
distribution of income, leaving the capitalists with lower profits and some other
class with more income to spend on consumption. The relationship between
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Malthus’s theory of gluts and the controversy surrounding the corn laws now
becomes apparent. In Malthus’s words:

There must therefore be a considerable class of persons who have both the will and
power to consume more material wealth than they produce, or the mercantile classes
could not continue profitably to produce so much more than they consume. In this
class the landlords no doubt stand preeminent.*°

The landlords themselves would not consume all of the excess material pro-
duce. They would, Malthus believed, hire large numbers of servants and other
unproductive laborers, or providers of “personal services,” who would spend
their incomes on the material commodities produced in the manufacturing
sector. Thus Malthus’s solution entailed the creation of an army of unproduc-
tive workers who were the servants of the landlords. They would consume
material wealth without producing it and thereby eliminate the problem of
inadequate aggregate demand.

The only way to assure adequate effectual demand, then, was through some
redistributional device, such as the corn laws, that would permit the landlords
to receive more rent, and, thereby, through their own expenditures and those of
their servants, to contribute more to aggregate demand without contributing to
further increased production. Once again the economic welfare of all society
depended on promoting the interests of the landlords. To further cement his
case, after showing thatlandlords were economically and culturally indispen-
sible to England, Malthus argued that their political power in Parliament was
also in the best interest of all of society:

It is an historical truth which cannot for a moment be disputed, that the first forma-
tion and subsequent preservation and improvement of our present constitution, and
of the liberties and privileges which have so long distinguished Englishmen, are
mainly due to a landed aristocracy.®!

One final question remains: how did Malthus argue against a redistribution
that would increase wages in order to increase aggregate demand? From his
Essay on the Principle of Population, one might suppose that he would have
argued that no social benefit would come of this because increases in the num-
ber of workers would simply push the workers back to the subsistence level.
But as we have seen, in his theory of gluts, Malthus abandoned his population
theory, at least in the short run. Or, again from the Essay, one might suppose
thathe would argue that the increase in wages “would make every man fancy
himself comparatively rich” and thereby create “a strong and immediate check
to productive industry.”®* Although there were hints of the latter argument in
the Principles, Malthus’s primary case against increased wages was contained
in the following passage:

It is indeed most important to observe that no power of consumption on the part
of the labouring classes can ever . . . alone furnish an encouragement to the em-
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ployment of capital. No one will ever employ capital merely for the sake of the
demand occasioned by those who work for him. Unless they produce an excess of
value above what they consume . . . it is quite obvious that his capital will not be
employed in maintaining them. . . . As a great increase of consumption among the
working classes must greatly increase the cost of production, it must lower profits,
and diminish or destroy the motive to accumulate.®?

This passage is interesting because it illustrates a point made in the previ-
ous chapter of this book: When a significant and powerful thinker makes a
seemingly obvious error of logic, it frequently illustrates the degree to which
the social orientation or the class loyalty of the thinker, rather than pure logic,
determines his or her conclusions. Because the categories of class income
were identical to the three components of the cost of production, any political
measure, such as the corn laws, that resulted in an increase of either rents or
wages would have the effect of lowering profits. Malthus correctly assumed
that the objections that the capitalists had against reforms to reduce profits by
increasing wages were identical to the objections they had against reforms to
reduce profits by increasing rents.

David Ricardo, the leading intellectual spokesman for the capitalist class
of that time, immediately and clearly understood the error of Malthus’s con-
clusion. He wrote:

A body of unproductive labourers are just as necessary and as useful with a view to
future production, as a fire, which should consume in the manufacturer’s warehouse
the goods which those unproductive labourers would otherwise consume. . . . What
advantage can it be to me thatanother man who returns nothing to me shall consume
my goods? How does such a consumption enable me to realize my profits? . . . To
enable the capitalists to continue their habits of saving, says Mr. Malthus, “they must
either consume more or produce less.” . . . Commodities consumed by unproductive
consumers are given to them, not sold for an equivalent. . . . Will the taking of 100
pieces of cloth from a clothier’s manufactury, and clothing soldiers and sailors with
it, add to his profits? Will it stimulate him to produce?—yes, in the same way as a
fire would. . . . What would be more wise if Mr. Malthus’ doctrine be true than to
increase the army and double the salaries of all the officers of the government?%4

Who was correct in this debate between Malthus and Ricardo? In the pres-
ent writers’ opinion, they were both partially correct, but each was oblivious
to the partial truth of the other’s argument. Capitalism does tend to generate
imbalances in the circulation of money and commodities. These imbalances are
frequently manifested as crises, in which aggregate demand is insufficient to
purchase all of the commodities that have been produced. In such a situation, it
is in the interests of capitalists, taken collectively as a class, to find some source
of increased demand. However, each capitalist, taken individually, realizes that
his or her own production costs do not directly affect the demand for his or her
product in any significant manner. His or her costs do, however, significantly
affect profits. He or she therefore has a strong motivation to keep production
costs as low as possible. But the costs of production of capitalists, taken col-
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lectively, generate the incomes that are used to buy their products. Therefore,
it would be ideal for each capitalist, taken individually, to keep costs as low as
possible while all other capitalists paid high rates of wages and rents, thereby
generating a high demand for the individual capitalist’s products.

There is,in short, a contradiction between the needs of any capitalist, taken
individually, and the needs of all capitalists, taken collectively. Malthus and
Ricardo were each clearly aware of one horn of the dilemma, but each tried
to solve the problem by ignoring or denying the other horn. No such solution
was or is possible. We will discuss this dilemma more fully in Chapter 15 on
John Maynard Keynes, where we evaluate the impact of his ideas on post—
World War II capitalist economies.
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Chapter 5
David Ricardo

David Ricardo (1772-1823) was the son of a wealthy English capitalist
who had made a fortune on the stock exchange after migrating to England
from Holland. The younger Ricardo was even more successful on the stock
exchange than his father had been, becoming a very wealthy man before he
was thirty. In 1799 he read Adam Smith’s The Wealth of Nations, and from
that time until his death he divided his time between studying and writing
about issues in political economy and enlarging his fortune. It is generally
agreed that he was the most rigorous theoretician of the classical econo-
mists. His ability to construct an abstract model of how capitalism worked
and then to depict all of its logical implications was unsurpassed in his own
time. Furthermore, his economic theorizing established a style of abstract
deductive economic models that has dominated economic theory down to
the present. Like Adam Smith, he was to exert a powerful influence on both
the radical Marxist and the conservative neoclassical traditions of economic
theorizing throughout the remainder of the nineteenth and twentieth cen-
turies. Unquestionably, he has been one of the five or six most influential
economists of modern times.

Ricardo lived through the same turbulent era as Malthus, and, like the lat-
ter, was influenced by the French Revolution, the industrial revolution, the
increasing unrest of the working class, and the struggle between the English
capitalists and landlords. His attitude toward the working class was not essen-
tially different from that of Malthus. Ricardo accepted Malthus’s population
theory and Malthus’s conclusions regarding the nature and causes of laborers’
poverty. Ricardo wrote:

Of Mr. Malthus’s Essay on Population 1 am happy in the opportunity here afforded
me of expressing my admiration. The assaults of the opponents of this great work
have only served to prove its great strength; and I am persuaded that its just repu-
tation will spread with the cultivation of that science of which it is so eminent an
ornament.'

91
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He was, however, a life-long intellectual antagonist, although close personal
friend, of Malthus. The primary social issue on which they differed was the
conflict between the capitalists and the landlords. Ricardo was a consistent de-
fender of the interests of the capitalist class. The principal theoretical issues on
which they differed were the theory of value and Malthus’s theory of gluts.

In the preface to his Principles of Political Economy and Taxation, Ricardo
stated what he saw as the central problem of political economy:

The produce of the earth—all that is derived from its surface by the united application
of labour, machinery, and capital, is divided among three classes of the community,
namely, the proprietor of the land, the owner of the stock of capital necessary for its
cultivation, and the labourers by whose industry it is cultivated.

To determine the laws which regulate this distribution is the principal problem
in Political Economy.?

Malthus published An Inquiry into the Nature and Causes of Rent in 1815,
and Ricardo read it immediately after publication. He recognized that Malthus’s
rent theory complemented a theory of profits on which he had been working
for some time.’ He had already concluded that the price of corn, relative to
the prices of manufactured commodities, was regulated by the tendency for
labor and capital, applied to successively less fertile lands, to be less and less
productive of corn. He had also concluded that the rate of profit was governed
by the diminishing productivity of agricultural labor. Malthus’s theory of rent
therefore gave explicit statement to ideas that were already implicitin Ricardo’s
theory of profit. Three weeks after the publication of Malthus’s pamphlet,
Ricardo published An Essay on the Influence of a Low Price of Corn on the
Profits of Stock, Showing the Inexpediency of Restrictions on Importation. In
it, he first developed the essentials of his theory of distribution.

The Theory of Rent and First Approach to Profits

Ricardo’s theory of rent in the Principles was a consistent elaboration of the
view contained in his Essay of 1815. He defined rent as “that portion of the
produce of the earth which is paid to the landlord for the use of the original
and indestructible powers of the soil.”* His theory of the determination of rent
was based on two assumptions: first, that land differed in its fertility and that
all lands could be arrayed along a spectrum from the most fertile to the least
fertile; and second, that competition always equalized the rate of profit among
the capitalist farmers who rented land from the landlords. His theory of rent
cannot be summarized better than he himself summarized it. His discussion of
the determination of rent shall therefore be quoted at length. Before reading
this quotation, however, it is necessary for the reader to understand Ricardo’s
definition of net produce. Net produce was the total quantity produced minus
all of the necessary costs of production, including the replacement of capital
used up in production and the wages of workers. Net produce was therefore
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the total of the surplus value, created by labor, which could go to either profit
or rent. Ricardo’s theory of rent follows in his own words:

It is only . . . because land is not unlimited in quantity and uniform in quality, and
because, in the progress of population, land of an inferior quality . . . is called into
cultivation, that rent is ever paid for the use of it. When, in the progress of society,
land of the second degree of fertility is taken into cultivation, rent immediately
commences on that of the first quality, and the amount of that rent will depend on
the difference in the quality of these two portions of land.

When land of the third quality is taken into cultivation, rent immediately
commences on the second, and it is regulated as before by the difference in their
productive powers. At the same time, the rent of the first quality will rise, for that
must always be above the rent of the second by the difference between the produce
which they yield with a given quantity of capital and labour. With every step in the
progress of population, which shall oblige a country to have recourse to land of a
worse quality, to enable it to raise its supply of food, rent, on all the more fertile
land, will rise.

Thus suppose land—No. 1, 2, 3—to yield with an equal employment of capital and
labour a net produce of 100, 90, and 80 quarters of corn. . . . As soon as population
had increased as to make it necessary to cultivate No. 2 . . . rent would commence
on No. 1; for either there must be two rates of profit on agricultural capital, or ten
quarters . . . must be withdrawn from the produce of No. 1 for some other. Whether
the proprietor of the land, or any other person, cultivated No. 1, these ten quarters
would equally constitute rent; for the cultivator of No. 2 would get the same result
with his capital whether he cultivated No. 1, paying ten quarters rent, or continued
to cultivate No. 2, paying no rent. In the same manner it might be shown that when
No. 3 is brought into cultivation, the rent of No. 2 must be ten quarters . . . whilst the
rent of No. 1 would rise to twenty quarters; for the cultivator of No. 3 would have
the same profits whether he paid twenty quarters for the rent of No. 1, ten quarters
for the rent of No. 2, or cultivated No. 3 free of all rent.’

It was competition among capitalist farmers that assured that rent would
progress in this way. Suppose that the farmer on number 1, in Ricardo’s ex-
ample, paid only 15 quarters rent after number 3 was brought into cultivation.
In thatevent, he would be making 85 quarters profit (100 quarters net produce
minus 15 quarters rent) on the same capital with which the other two capitalist
farmers were making only 80 quarters profit. The other two capitalist farm-
ers could increase their profits by offering to pay landlord number 1 more
rent, say 18 quarters, to allow them to farm his land. But as long as the rent
on land number 1 was below 20 quarters, capitalists would continue to have
an incentive to bid the rent up. Only when the rent was bid up to 20 quarters
would they no longer have such an incentive. At that point, the rate of profit
would be the same for all capitalist farmers. Ricardo believed that, in general,
competition would tend to equalize the rate of profit for all capitalists. The
“restless desire on the part of all the employers of stock,” he wrote, “to quit
a less profitable for a more advantageous business has a strong tendency to
equalize the rate of profits of all.”

Ricardo’s theory of rent was so important to the conclusions of his eco-
nomic model that we shall give two illustrations of it. In Figure 5.1, the
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Figure 5.1 Net Produce and Rent on Three Tracts of Land
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geometrical areas of each of the three bars represent the net produce in
Ricardo’s example. Net produce is comprised of profit plus rent; that is, it
is the same as total produce less wages and replacement of capital used up
in production. If only number 1 is farmed, the capitalist farmer makes 100
quarters profit. If number 2 is brought into cultivation, competition bids
the rent up to 10 quarters in number 1, and each capitalist earns 90 quarters
profit. If number 3 is brought into cultivation, competition bids the rent up to
10 quarters on number 2 and to 20 quarters on number 1, and each capitalist
earns 80 quarters profit.

As additional land is brought into cultivation, the quantity of land that we
label as a parcel is arbitrary. Therefore, since we have assumed that land gets
continuously less fertile, we could subdivide the land into smaller and smaller
parcels, each successive parcel yielding a smaller net produce than the previ-
ous parcel. Putting the bars onto a quadrant whose axes indicate the number
of parcels of land being farmed and the net produce per parcel, we might get
something resembling Figure 5.2. As the size of the parcels gets smaller and
smaller, the steplike tops of the bars come closer and closer to being a simple
downward sloping line. We can assume that each land unit is so small that a
straight line can be used to show the diminishing fertility of land. In Figure 5.2,
NP is such a line. It shows that net produce per small unit of land diminishes
as the quantity of land under cultivation increases. If we assume that wages
are the only cost of production, then wages paid per unit of land farmed can
be added to line NP in Figure 5.2 to show total produce. The result, in Figure
5.3, is aline, P, showing total produce for any quantity of land as the amount
of land in cultivation is increased. While line NP shows only net produce
(profit plus rent), line P shows total produce (profit plus rent plus wages). If x
units of land are under cultivation, then y will be the total produce on the last
(or no-rent) small unit of land brought into cultivation. The area of triangle
a will be the total amount of rent received by the landlord class; the area of
rectangle b will be the total profits and wages received by the capitalists and
laborers in agriculture. This diagram will be used below to illustrate one of
the most important conclusions of Ricardo’s model.
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Figure 5.2 Diminishing Productivity in Agriculture

\

K
-

Net produce per %
parcel of land

NP

Number of parcels of land

Ricardo’s theory of profits was, perhaps, the most crucial and central ele-
ment of his overall theory. In his first approach to his profit theory, he assumed
a simple economy, consisting of landlords, capitalists, and laborers, which
produced only corn. Ricardo saw profits as a surplus. We have already seen
that competition equated the profits of all of the capitalist farmers cultivating
the superior grades of land with those accruing to the capitalist farmer cultivat-
ing the no-rent, marginal land. Therefore, profits would be determined by the
determinants of the profit of the capitalist cultivating the no-rent land.

Ricardo accepted Malthus’s population theory and its most important cor-
ollary that population growth would tend to force the wages of labor to the
subsistence level. Therefore, the level of profit on the no-rent land was the total
produce of that land minus the subsistence of the labor working on that land. In
other words, profit was simply what was left over after paying wages. In this
single commodity model, the capital consisted simply of the corn, which the
capitalist “advanced” to the laborers as wages. Accordingly, the rate of profit
was the ratio of the net produce on the no-rent land to wages, both expressed
in corn. It followed that as long as the net produce was decreasing with each
less fertile plot of land brought under cultivation, and as long as the corn-wage
rate remained the same, the rate of profit (the net produce in corn over the
wage in corn) had to decrease.

This view of profits has been called Ricardo’s “Corn Theory of Profit.”’
Ricardo believed that the model could easily be expanded to include manufac-
tured commodities. For if population increases decreased the rate of profit in
agriculture, and if the rate of profit was determined solely by the productivity
of labor and capital on the no-rent land, and if competition equalized all rates
of profit, then it followed that the rate of profit in the manufacturing sector as
well as in agriculture depended solely on productivity on the no-rent land.
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Economic Basis of Conflict Between Capitalists and Landlords

We can now use the graph in Figure 5.3 to demonstrate Ricardo’s conten-
tion in the Essay that “the interest of the landlord is always opposed to the
interest of every other class in the community.”® Ricardo identified economic
prosperity with capital accumulation and the economic growth and prosperity
that this accumulation fostered (as did all of the classical economists). When
capitalists earned profits they accumulated capital, which would result in an
increased demand for labor. The increased demand for labor led to an increase
of the market wage rate above the natural wage rate (subsistence), which led
to an increase in population. As long as capitalists continued to make profits,
this sequence could repeat itself over and over again. As long as the sequence
repeated itself, the economy would be growing, there would be general pros-
perity, and the wages of labor would be above the subsistence level. But the
economy ran into difficulty because of diminishing productivity in agriculture,
which caused rents to squeeze out profits.

Ricardo’s reasoning is illustrated in Figure 5.4. This figure is the same as
Figure 5.3, except that the line labeled w has been added to show the subsis-
tence wage that must be paid to the laborers farming one unit of land, and the
double line w* has been added to show the somewhat higher wage that will
prevail as long as capital accumulation is occurring. Various points on the
graph have been lettered to permit us to illustrate our point.

Assume that we observe the economy at a point where x, units of land are
under cultivation. Assume also that accumulation has taken place in the past
and the wage rate is at w*. Now at x, the total quantity of the produce going
to rents would be the area of the triangle abc. Wages would be the area of the
rectangle Ohed (with the rectangle fged representing the excess of wages over
the amount necessary for subsistence). Profits would be the residual, or the area
of rectangle debc. With wages at w*, above subsistence, population growth will
take place. This will require that more land be brought under cultivation.

Now suppose that population has grown to the point where x, is the amount
of land under cultivation. At this point, wages are now given by the area of
the rectangle Omld, rent is the area of triangle akj, and profits are the area of
rectangle dlkj. Notice that while the wage rate has remained the same, total
profits as a share of the total product, as well as the rate of profit, have declined
substantially.

It is easy to see in Figure 5.4 that there is an ultimate limit to this economic
growth. Once the economy has brought x, amount of land under cultivation,
wages will have been pushed back to subsistence (w); rent will be the area of
triangle anf, and wages will be the area of rectangle Ognf. There will be no
profits, and, thus, wages will be back at the subsistence level.

This explains why, in the struggle of the landlords and capitalists for the
surplus or net product, Ricardo believed that diminishing productivity in ag-
riculture would cause profits to be squeezed out steadily by higher and higher
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Figure 5.3 Separation of Rent from Profits and Wages
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rents. Thus, in his Essay, Ricardo stated that rent was “in all cases a portion of
the profits previously obtained on the land. It . . . [was] never a new creation
of revenue, but always a part of a revenue already created.”

In Ricardo’s model, rent was not directly responsible for squeezing out
profit. Rather, it was the increases in the cost of labor created by the increase
in the cost of corn, labor’s principal staple for subsistence. Ricardo had to
show how the increase in wages redistributed a larger and larger share of
the net product from profit to rent. To do this he assumed a constant average
level of prices (or a constant purchasing power of money). With his belief
that competition equalized all rates of profit, then it followed that when the
prices of corn and labor increased, prices would have to adjust to equalize
the rate of profit in the different sectors of the economy. The labor embodied
in producing corn had increased because labor became less productive as the
margin of cultivation was extended. This lowered profits in the agricultural
sector. But the productivity of labor remained the same in manufacturing, and,
therefore, the labor embodied in manufactured goods did not change. In order
for competition to equate the rates of profit, it would therefore be necessary
for the prices of most manufactured goods to decline relative to corn. With
Ricardo’s assumption of a constant average level of prices, the increase in the
prices of agricultural products would have to be offset by a decrease in the
prices of at least some manufactured goods. The effect of these price changes
would be the reestablishment of a uniform rate of profit in both sectors but
at a lower profit rate. Each increase in the margin of cultivation would thus
result in a further decline in the general price level of manufactured goods
(all prices, including agricultural prices, again remaining at the same average
level) and a decline in the general rate of profit. The decline of profits meant
a decline in the rate of accumulation and, hence, a retardation of economic
growth and a decrease in general social welfare.
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Figure 5.4 Changes in the Distribution of Income as the Margin of Cultivation
Is Extended
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On the basis of these arguments, Ricardo opposed the corn laws. By pro-
hibiting the importation of grains, the British government was causing the
agricultural sector to bring successively less fertile land under cultivation.
This process was reducing profits and would, if continued long enough, bring
economic progress to a halt. In their debate over the corn laws, Ricardo’s
argument was certainly more coherent and logical than that of Malthus, even
though it generally failed to impress most of the members of Parliament who
represented the interests of the landlords.

Malthus, however, found several grounds on which to attack Ricardo’s
argument. In particular, one of his objections was taken very seriously by
Ricardo. Malthus wrote that

profits depend upon the prices of commodities, and upon the cause which determines
these prices, namely the supply compared with the demand . . . [while Ricardo’s]
theory of profits depends entirely upon the circumstance of the mass of commodities
remaining at the same price, while money continues of the same value, whatever
may be the variation in the price of labor. . . . We can infer nothing respecting the
rate of profits from a rise of money wages, if commodities, instead of remaining of
the same price, are very variously affected, some rising, some falling, and a very
small number indeed remaining stationary.'®

Ricardo realized that to defend his model against this criticism, he needed to
work out a more adequate theory of prices. In his Principles he did just that.

The Labor Theory of Value

Ricardo began his Principles by stating that while all commodities having
value had to have utility, or they would otherwise not be marketable, utility
did not regulate value. He stated: “Possessing utility, commodities derive
their exchangeable value from two sources: from their scarcity, and from
the quantity of labour required to obtain them.”!" On the next page he stated
that scarcity was important only for those commodities that were not freely
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reproducible. Some commodities, such as “rare statues and pictures, scarce
books and coins, [and] wines of a peculiar quality” had a value that “is wholly
independent of the quantity of labour originally necessary to produce them,
and varies with the varying wealth and inclinations of those who are desirous
to possess them.”!?

These commodities were, however, quite unimportant in Ricardo’s opinion.
The vast majority of commodities, he insisted, “may be multiplied . . . almost
without assignable limit, if we are disposed to bestow the labor necessary to
obtain them.”" It was only such freely reproducible commodities with which
his theory of value was concerned.

One argument that was to be advanced by later proponents of the utility
theory of value was that their theory was more general than Ricardo’s. The
utility theorists were to make all prices ultimately dependent on “the varying
wealth and inclinations of those who are desirous to possess them.” The advan-
tage of this greater generality of the utility theory would not have impressed
Ricardo, however. He did not believe that these few nonreproducible luxuries
had any importance in determining the laws that affect the distribution of the
“produce of the earth . . . among the three classes of the community,”'* and
hence, they were unimportant in their effect on the accumulation of capital.
The accumulation of capital was the principal determinant of the welfare of
a country. “In proportion as the capital of a country is diminished,” wrote Ri-
cardo, “its productions will be necessarily diminished; . . . with a constantly
diminishing reproduction, the resources of the people and the state will fall
away with increasing rapidity, and distress and ruin will follow.”'

The labor theory of value permitted Ricardo to focus on those forces af-
fecting the accumulation of capital. The utility theory has never contributed
to an understanding of such forces (for reasons that will be discussed in later
chapters). Therefore, Ricardo would not have been impressed by the fact that
the utility theory could explain those few prices of nonreproducible luxuries
while the labor theory could explain the prices of only the freely reproducible
commodities. In later chapters, it will be argued that the labor theory focuses
on the social aspects of commodity production and exchange while the utility
theory focuses on the individual aspects of exchange only. The latter theory’s
greater generality is purchased at a rather high price.

“If the quantity of labour realized in commodities regulates their ex-
changeable value,” wrote Ricardo, “every increase of the quantity of labour
must augment the value of that commodity on which it is exercised, as every
diminution must lower it.”!¢ Of the importance of this he had no doubt: “That
this is really the foundation of the exchangeable value of all things, excepting
those which cannot be increased by human industry, is a doctrine of the utmost
importance in political economy.”"”

Ricardo developed the theory by first stating it as the simplified hypothesis
that the prices of commodities were strictly proportional to the labor embodied
in them in the production process. He then went to some length to describe
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how this simple principle would have to be modified due to a variety of special
circumstances. He believed that these modifications were fully explainable
in a systematic and coherent way and, therefore, did not constitute arguments
against the labor theory of value, but rather showed the complexity and real-
ism of the theory.

Ricardo began by approvingly quoting Adam Smith’s previously cited
assertion:

If among a nation of hunters, for example, it usually costs twice the labour to kill
a beaver which it does to kill a deer, one beaver should naturally exchange for or
be worth two deer. It is natural that what is usually the produce of two days or two
hours labour should be worth double of what is usually the produce of one day’s
or one hour’s labour.'®

Unlike Smith, he believed that this assertion was as valid for a capitalist
society as it had been in the “early and rude” state of society. In capitalist
society, however, several qualifications and modifications of the assertion of
simple proportionality of labor embodied and prices were necessary. Before
making these modifications, Ricardo discussed and then dismissed two objec-
tions to the labor theory of value. These were, first, that one could not combine
different types of labor having differing skills and differing rates of wages;
and second, that the labor theory did not account for the increased productivity
made possible by natural resources and capital. These objections have been
made repeatedly from the time of the first formulations of the labor theory
until the present time. Therefore, Ricardo’s answers to these objections are
of considerable interest.

In considering the problem of differing skills and wage rates among laborers,
Ricardo was mainly interested in the variations of relative prices over time;
that is, he was interested in why agricultural prices would increase through
time relative to the prices of manufactured goods. With only this objective,
he was quite correct in asserting that the general structure of varying labor
skills and wage rates “when once formed is liable to little variation.”' From
this he drew a valid conclusion:

In comparing, therefore, the value of the same commodity at different periods of
time, the consideration of the comparative skill and intensity of labour required for
that particular commodity needs scarcely to be attended to, as it operates equally
at both periods.?°

But when the labor theory is used to explain the exact structure of relative
prices at one particular time, this solution to the problem is insufficient. In
one sentence Ricardo mentioned, in passing, the crucial idea that was to form
the basis for later adequate solutions to this problem: “whatever the . . . time
necessary for the acquirement of one species of manual dexterity more than
another, it continues nearly the same from one generation to another.”*! Later
developments in the labor theory of value took this notion that differences in
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skills could be reduced to time spent acquiring these skills and showed that
skilled labor was itself created by the exertions of labor. Skilled labor could
thereby be reduced to a multiple of simple unskilled labor in calculating the
total labor embodied in a commodity. The main reason that Ricardo did not
work out this solution, while Marx later did, was that Ricardo did not consider
labor power itself to be a commodity whose value was determined in the same
manner as that of other commodities. Marx’s recognition of the fact that labor
power was a commodity whose price could be explained in the same way as
other commodity prices constituted one of his principal advances over Ricardo
in developing the labor theory of value.

Ricardo’s answer to the charge that the labor theory did not consider
increases in productivity made possible by land and capital, however, was
more adequate and remains to the present time an integral part of the labor
theory of value. Tools and machinery, he argued, were intermediate products
of labor, created only because they contributed to the ultimate end of produc-
ing a commodity for consumption. Production was a series of labor exertions
that effected a transformation of natural resources from the unusable forms
in which they existed prior to human activity into forms that had use value.
Without an environment to transform, production could not take place; thatis,
human beings could not even exist. But to consider the environment itself to
be productive was to attribute human activity to inert matter. Production, and
hence the creation of exchange value, was a strictly human endeavor involving
only labor. Ricardo insisted that the resources found in nature

are serviceable to us, by increasing the abundance of productions, by making men
richer, by adding value in use; but as they perform their work gratuitously, as noth-
ing is paid for the use, of air, of heat and of water, the assistance which they afford
us adds nothing to value in exchange.?

Now Ricardo was certainly aware that rent was paid to the owners of natu-
ral resources; indeed, as we have seen, a large portion of his Principles was
devoted to analyzing rent. But rent was strictly a social method of distributing
the produce of labor. Production remained solely an activity of human beings.
In terms of human costs, he was certainly correct in stating that natural re-
sources perform “their work gratuitously.” He quoted, with complete agreement
and approval, the following sentences from Adam Smith: “The real price of
everything . . . is the toil and trouble of acquiring it. . . . Labour was the first
price—the original purchase money that was paid for all things.”?

Natural resources, then, were the objects that labor transformed in produc-
tion. But they were simply gratuitously there and were not a social cost of
production. Capital was merely so many products of human labor, represent-
ing resources that were only partially transformed into their ultimately usable
forms. A loom, for example, was produced by labor only to aid in the further
production of cloth. Therefore, a loom embodied some of the labor that was
ultimately to be embodied in the cloth. In this light, a loom could be seen as
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merely so much partly produced cloth. To produce was a human activity. Instead
of saying, as later neoclassical economists were to say, that the weaver and the
loom each contributed to the production of cloth, Ricardo said that the weaver
and the laborer who produced the loom each contributed to the production of
cloth. We shall let Ricardo speak for himself on this matter:

In estimating the exchangeable value of stockings, for example, we shall find that
their value, comparatively with other things, depends on the total quantity of labour
necessary to manufacture them and bring them to market. First, there is the labour
necessary to cultivate the land on which the raw cotton is grown; secondly, the labour
of conveying the cotton to the country where the stockings are to be manufactured,
which includes a portion of the labour bestowed in building the ship in which it is
conveyed, and which is charged in the freight of the goods; thirdly, the labour of
the spinner and the weaver; fourthly, a portion of the labour of the engineer, smith,
and carpenter, who erected the buildings and machinery, by the help of which they
are made; the labour of the retail dealer, and of many others, whom it is unneces-
sary further to particularize. The aggregate sum of these various kinds of labour
determines the quantity of other things for which these stockings will exchange,
while the same consideration of the various quantities of labour which have been
bestowed on those other things will equally govern the portion of them which will
be given for the stockings.?

In his recognition of the fact that the contribution of machinery to production
was really only the contribution of past labor, Ricardo was repeating Smith’s
insight, aninsight that has always served as the starting point of the labor theory
of value. But Ricardo had an ahistorical view of capitalism, in which he saw
the social relationships of capitalism as natural or eternal. He therefore saw all
previous history as simply the development of the institutions of capitalism.
As a result, he made a fundamental error in asserting that capital was every-
where and always identical with tools, machinery, and other produced means
of production. “Capital,” he wrote, “is that part of the wealth of a country
which is employed in production, and consists of food, clothing, tools, raw
materials, machinery, etc., necessary to give effect to [the] labourer.”? Thus,
he asserted that “even in that early state to which Adam Smith refers, some
capital, though possibly made and accumulated by the hunter himself, would
be necessary to enable him to kill his game.”? Ricardo believed thatif workers
made and owned their own capital, it would not result in a different system of
prices than that which would prevail when “all the implements necessary . . .
[for production] belong to one class of men, and the labour employed . . . be
furnished by another class.””’

In arriving at this conclusion, Ricardo reasoned that when laborers owned
their own capital, their incomes would consist partly of profits and partly of
wages. The system of pricing would work in exactly the same manner, but each
person would be simultaneously a laborer and a capitalist. Ricardo’s error was
in not realizing that although tools had always been used in production, profits
had never accrued to anyone from merely owning tools, and people had never
even imagined or mentally conceived of profits from the simple ownership of
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capital until one class had gained a monopoly on the ownership of the means of
production and another class evolved that had no means of existing except by
selling the commodity of labor power in the market. Capital, then, only came
into existence when this class relationship developed. But tools have existed
as long as humans have produced. It remained for Thomas Hodgskin, whom
we will discuss in Chapter 7, to recognize that the truly essential feature of
capital was that it reflected a particular social relationship.

Having obviated the two previously mentioned objections to the labor theory
of value, Ricardo next considered the objection that had caused Adam Smith
to abandon the theory. Because Ricardo considered only agricultural produc-
tion at the no-rent margin of cultivation along with manufacturing, all prices
were resolvable into wages and profits. Rents, it will be remembered, were
a residual income determined by the price of agricultural products (which,
in turn, depended on the extent of cultivation). Rents were not, therefore, a
component part of the costs that determined prices but, rather, were a residual
determined by prices. Hence, in analyzing the costs of production that would
determine the natural price of a commodity, Ricardo considered only profits
and wages. His definitions of natural prices and market prices were identical
to Smith’s, with the exception that rent was not a component of the necessary
costs of production. His discussion of how supply and demand, by equalizing
all rates of profit, tended to push the market price into equality with the natural
price was also much the same as Smith’s. The problem for the labor theory of
value was to show how the natural prices, each being the sum of wage costs
and profit costs, were determined by the labor embodied in the production of
commodities.

Price Determination with Differing Compositions of Capital

Smith, it will be recalled, had realized that in order for prices to be proportional
to the quantities of labor embodied, it was necessary for the ratio of profits to
wages to be the same for every commodity. But because competition tended to
equalize the rate of profits on different capitals, then an equal ratio of profits to
wages necessarily implied an equal ratio of capital to labor in the production
of each commodity. He had realized that the amount of capital per worker dif-
fered widely from industry to industry, and it was likely that such differences
would always exist. He therefore abandoned the notion that the quantity of
labor embodied in a commodity determined its value. He then used a simple
cost-of-production theory of prices.

Both Ricardo and Marx believed that competition tended to equalize the
rates of profit on different capitals. They also believed that the natural price
(or equilibrium price) was equal to the cost of production when labor and
capital received the socially average rates of wages and profits. But both men
realized that because both wages and profits are either prices or derived from
other prices, one could not explain prices in general without finding a cause
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or a determinant that was not itself a price. In our discussion of Adam Smith’s
theory in Chapter 3, it was explained why his theory of prices in general was
circular and therefore not adequate. For Ricardo and Marx, the labor embod-
ied in commodities served as that casual factor or determinant that was not a
price. The labor theory of value and the utility theory of value (which will be
discussed in later chapters) are the only consistent theories that have worked
out solutions to this problem.

Ricardo, then, had to show that even with differing ratios of capital to labor,
the labor theory could be modified to show a systematic connection between
the labor embodied in a commodity and the exchange value of that commod-
ity. The problem can be easily seen if one imagines two capitalist firms. In
the first, the owner’s capital consists almost entirely of a fund to pay workers’
wages during the production period before the commodity being produced
can be sold. In the second, the owner’s capital consists primarily of expensive
machines, with only a small portion consisting of a fund with which to pay
wages. If in the first period of production each firm employs 100 workers, the
price of the first firm’s commodity will then have to be equal to the wages of
the 100 workers plus the profits of, say, 10 percent on the fund from which
the capitalist paid the wages. The price of the second firm’s commodity will
be higher. The second commodity contains the labor of the 100 workers plus
some of the labor of the workers who produced the expensive machines. The
second price will then include the wages of the 100 workers, plus the 10 per-
cent profit on the capitalist’s wages fund, plus the cost of the machines that are
used up in production, plus the 10 percent profit on the money the capitalist
has invested in the machines. Let us assume that when these costs are totaled,
the price of the second commodity is twice that of the first.

Now let us assume that in the next production period, for whatever rea-
sons, the wage rate increases. Given the same level of output and the same
employment of labor using the same productive techniques, it is obvious that
the higher wages will result in a decrease in profits. But if the labor embodied
in the commodities is the only determinant of their prices, the relative prices
should remain the same, insofar as the labor embodied did not change.

But consider the new prices. Wages constituted roughly 90 percent of the first
commodity’s cost, and profits constituted 10 percent. The increase in wages will
have a very large effect on the new price, and the decrease in the rate of profit
will have a relatively small effect. The first commodity’s price will undoubtedly
go up substantially. Wages constituted a relatively small percent of the second
commodity’s cost, so the impact of the increased wages on its total costs will be
relatively small. The costs of the machinery it uses may go up or down, depend-
ing on the impact of the wage increase on the firm thatproduces these machines.
But included in the costs of the second commodity are the profits on both the
wages fund and the expensive machinery used in its production. Therefore, the
effect of the new lower rate of profits will be much greater on the costs of the
second commodity than on those of the first commodity.
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Three possibilities emerge regarding the change in the price of the second
commodity. First, the smaller increase in its wage costs may still more than
offset the decline in its costs caused by the lower rate of profit. In this case, its
price will rise, but by a much smaller percentage than the increase in the price
of the first commodity. Second, its increased wage costs may be exactly equal
to its decreased profit costs, in which case the price will remain unchanged.
Third, the decrease in profit costs may be greater than the increase in wage
costs, in which case the price will decline. (For the sake of simplicity, we have
ignored any changes in the prices the second firm would have to pay for its
machinery as a consequence of the change in the wage rate.)

In each of these three cases one fact emerges: whether the price of the second
commodity goes up or down, the price of the first commodity will increase
much more than the price of the second commodity. Therefore, the price ratio
will no longer be 2:1; the first commodity will have a relatively higher price.
The ratio may go to 1.5:1, for example. All that we can deduce from this ex-
ample is that the second commodity must still have a higher value (because it
has the same wage costs but also has machinery costs), while the difference
between the two prices must decline (because the price of the first commodity
increases relative to the price of the second commodity). The most important
point to note is that the price ratio has changed while the quantities of labor
embodied in the two commodities have remained unchanged. This was what
motivated Adam Smith to abandon the labor theory of value.

Ricardo’s task was to explain under what conditions a change in the wage
rate would lead to a change in relative prices, even though the amounts of
labor embodied in commodities remained unchanged. This was particularly
important for Ricardo because he had argued that extending the margin of
agricultural cultivation would increase corn prices, that increased corn prices
would necessitate higher wages to keep the laborers at subsistence, and that
higher wages would always decrease the general rate of profits as well as
decrease the average price level of manufactured goods. He had to use the
labor theory of value to demonstrate how all of these effects followed from an
extension of the margin of cultivation. There were, he stated, three situations
in which a change in the wage rate would alter relative prices, that is, three
situations in which prices would not be proportional to labor embodied.

First, the “proportions . . . in which the capital that is to support labour, and
the capital that is invested in tools, machinery, and buildings, may be vari-
ously combined.”?® This was the case in our example above, where the ratio of
the capitalists’ wages funds to the value of their machinery differed. Ricardo
divided capital into fixed capital and circulating capital. In circulating capital
he included the money for wages, the raw materials, and generally all capital
that was used up immediately within one production period. Fixed capital was
all capital having greater durability. If the two were in different proportions
in two production processes, then the prices would not be proportional to the
labor embodied. Second, “the tools, implements, buildings, and machinery
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employed in different trades may be of various degrees of durability.”? In this
case, even if the direct labor used in production and the cost of the machin-
ery actually used up in production were equal, the capitalist who had much
more durable machinery would have more money invested in machinery. An
equal rate of profit would mean that this capitalist would receive profits that
would be higher in relation to the labor embodied in production than those
received by the capitalist having less durable machinery. Therefore, the two
prices would not be proportional to the labor embodied in production. The
third situation was one in which there was “unequal rapidity with which . . .
[the capital of different capitalists was] returned to its employer.”*° A capitalist
who had his capital tied up for a longer period would receive a profit that was
more than proportionally higher than a capitalist using the same labor inputs
over a shorter period.

Actually, all three of Ricardo’s special cases are merely different ways of
looking atthe same phenomenon. Because this phenomenon is very important
in every version of the labor theory of value from Ricardo to the present, we
will discuss it at length.

Each of Ricardo’s three cases can be characterized in either of two ways.
First, if we consider capital to be merely previously produced commodities
that are used as production inputs, then, in each case, the ratio of commodi-
ties to labor used in production is different. Remembering that Ricardo saw
capital as merely the embodiment of past labor in commodity inputs currently
being used in production, we could restate this: in each of the three cases, the
ratio of past labor (embodied in commodities) to present labor is different.
Second, as soon as we introduce the words past and present, we introduce a
time dimension into production. In Ricardo’s three cases, it is also true that if
production is seen as a time sequence of labor inputs, then there are differing
time sequences of labor inputs in each. Both ways of stating the common ele-
ment in each of Ricardo’s three cases are equivalent.

We will now illustrate the effect of differing ratios of capital to labor (or
past labor to present labor). First, in Figure 5.5, we see how capital can be
reduced to a series of time-dated labor inputs. The bars on the top row repre-
sent the productive inputs of labor (1) and previously produced commodities
(c). The commodities were produced in the previous period by labor (1,) and
commodities (c,). These commodities were in turn produced in the period
before that by labor (1,), and commodities (c,), and so on. In each case, the
bar representing commodities is constructed with a dotted line to indicate
that these commodities can be replaced by labor and commodities used in the
previous period.

In Figure 5.6, we have simply removed the dotted rectangles representing
commodities. This removal reflects the fact that each of the commodity bars
has been reduced to prior labor and commodities. At some point, the remaining
commodities have become sufficiently small that they can be ignored. All that
remains in the production process is a series of time-dated labor. In Figure 5.6,
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Figure 5.5 Reduction of Capital to Past Labor
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the present labor is labeled 1; past labor has a subscript, indicating how many
periods into the past the labor was exerted.

We get at the root of the difficulty when we realize that profit is received
on capital for the entire period during which the capitalist has funds tied up in
the production process. In the process symbolized in Figure 5.6, for example,
the capitalist hired labor, represented by 1., three years previously (assuming
each period is one year). The labor embodied in the commodities produced
by 1, does not come to fruition in a finished consumer commodity until the
present period ends. Three years ago the capitalist paid the wages of 1,. At
the end of that year, the value of the intermediate goods produced by 1, was
the labor costs plus the profits earned by the capitalist because he or she had
money tied up in this production process. At the end of the following year
(two years previously), the capitalist again calculated profits, this time on the
original wage costs and the profits of the last period that were still tied up in
production. The same process is repeated each year, so that the initial costs
three years ago grow at a compounded rate each year.

For example, if the wage costs of 1, are $100 and the rate of profit is 10
percent throughout the period, then the capitalists have two choices. They can
invest the $100 at the beginning of a series of one-year production processes
and then reinvest each year the entire amount, including all profits earned in
the previous period; or they can invest in the four-year project illustrated in
Figure 5.6. If the capitalist chooses the first alternative, he or she will receive
$110 at the end of the first year. Reinvesting the entire amount, he or she will
receive $121 at the end of the second year and $133.10 at the end of the third.
Therefore, if the four-year project is to be equally profitable, the commodi-
ties representing that part of capital embodying the labor 1, must be valued
at $133.10 at the beginning of the final year, and the profits in the final year’s
production must be $13.31 on this portion of capital. So the labor 1,, which
originally costs the capitalist $100, finally results in $146.41 being added to
the price of the commodity. Of this, $100 repays the capitalist the initial $100
wage expense, and $46.41 is considered profit for having $100 in capital tied
up for four years. The capitalist ends up with the same amount if he or she
invests in four separate one-year ventures with a return of 10 percent profit,
provided that each year the capitalist reinvests the original $100 plus all profits
earned to that point.

This is why, in Ricardo’s terms, either more capital per worker or a longer
period of production would give the same result. If the capitalist had $100 tied
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Figure 5.6 Sequence of Time-Dated Labor
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up for only two years, the value of that capital at the beginning of the final
year would be $110 ($100 plus $10 profit from the preceding year); whereas
if the capitalist had $100 tied up for four years, the value of that capital at
the beginning of the final year would be $133.10 ($100 plus $10 profit the
first year, plus $11 profit the second year, plus $12.10 profit the third year).
Thus, the value of capital is greater in the four-year process than in the two-
year process, even though the initial wage costs (and hence the original labor
embodied in the capital) were the same in each case.

A Numerical Example of Price Determination

Although numerical examples of price determinations are rather tedious, most
readers can understand the principle more easily if such examples are used
rather than relying solely on abstract mathematical formulas. We will there-
fore go through a numerical illustration of (1) how differing capital-to-labor
ratios result in prices that are not proportional to labor embodied, and (2)
how changes in the wage rate alter such prices. In Figure 5.7, two production
processes are illustrated. In part (a), 400 units of embodied labor produce 100
units of commodity x, and in part (b), 400 units of embodied labor produce
100 units of commodity y. It requires 100 units of present labor (labeled 1) and
300 units of past labor (labeled c), applied uniformly at the rate of 75 units per
year over the four previous years, to produce x. It requires 300 units of present
labor and 100 units of past labor, applied at the rate of 50 units per year over
the two previous years, to produce y. Obviously, if prices were proportional
to labor embodied, the two prices would be equal. However, commodity x
has both more past labor and a longer period of production; it therefore has a
higher ratio of capital to present labor. We assume that all of the commodity
inputs are used up at the end of each production process.

We will make two simple computations using the production formulas of
Figure 5.7. In the first, we assume that the wage rate is $1.00 per labor unit
and the profit rate is 50 percent. In the second, we assume that the wage rate is
$2.00 per labor unit and the profitrate is reduced to 10 percent. (The examples
are computed with very large changes in the rates of profit and wages in order
to illustrate the point dramatically.)

We can see from Table 5.1 that, at these particular profit and wage rates,
the price of x is more than double the price of y, even though they both have
400 units of labor embodied in 100 units of the commodity. The difference is
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Figure 5.7 Two Production Processes Having the Same Quantity of Labor but
Differing Compositions of Capital

100¢ 300c¢ 300/ 100c¢
756 50¢,
154, 50¢,
75¢, (b) Labor units necessary to produce 100
units of commodity y. (400 units of
labor over a period of three years.)
75¢,

(a) Labor units necessary to produce 100
units of commodity x. (400 units of
labor over a period of five years.)

entirely in the greater profits that went into the cost of x at each stage of the
production process.

Now we will assume that the wage rate goes up to $2.00 per unit of labor.
With the same quantity of production being divided between capitalists and
laborers, it follows that the profit rate must go down. We have assumed that
the profitrate falls to 10 percent. When Ricardo made the assertion that higher
wage rates always mean lower profit rates, he was always comparing two situ-
ations in which the techniques of production and the quantities of output were
the same. Table 5.2 shows the computations at these new rates.

Three important observations can be made in comparing the results in
Tables 5.1 and 5.2. First, changing the wage rate substantially alters the rela-
tive prices of x and y; whereas the price of x is more than double that of y in
Table 5.1, it is only slightly higher in Table 5.2. This illustrates the fact that
it is the difference in profits that causes prices not to be proportional to labor
embodied. In Table 5.2, profits are much smaller, and, hence, the deviation
of the price ratio from the labor ratio is also much smaller. If the wage rate
would rise to the point where there are no profits, the prices of x and y would
be equal, reflecting the equal total labor embodied in them.

The second point to note is that the tables illustrate why Ricardo rejected
Adam Smith’s assertion that an increase in wages always increases the prices
of all commodities produced by labor. In Table 5.2 the price of commodity x
has declined from $15.21 to $10.62 as a consequence of doubling the wage
rate. Smith’s error was his failure to consider the fact that at any level of
output, the capitalists and the laborers are antagonistically competing for the
produce of labor. When the technique of production remains unchanged and



Table 5.1

Costs and Prices When Wage Rate Is $1.00 and Profit Rate Is 50 Percent (in dollars)

B. Cost of machinery

A. Labor cost (cost of past labor C. Profit cost
(number of labor units ~ compounded each year (rate of profit times D. Total cost E. Price per unit
times wage rate) by the rate of profit) the sum of A and B) (A+B+C) (D divided by 100)
Commodity x 100.00 914.08 507.04 1,621.12 15.21
Commodity y 300.00 187.50 243.75 731.25 7.31

0IL



Table 5.2

Costs and Prices When Wage Rate Is $2.00 and Profit Rate Is 10 Percent (in dollars)

B. Cost of machinery

A. Labor cost (cost of past labor C. Profit cost
(number of labor compounded each year (rate of profit times D. Total cost E. Price per unit
units times wage rate) by the rate of profit) the sum of A and B) (A+B+C) (D divided by 100)
Commodity x 200.00 765.78 96.58 1,062.36 10.62
Commodity y 600.00 231.00 83.10 914.10 9.14

IIL
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the quantity of output remains unchanged, an increase in the wage rate can
be achieved only through a decrease in the profit rate. This point was central
to Ricardo’s argument. If the wage rate increases, the consequent decrease in
the profit rate will lower the prices of those commodities in which the profit
component of costs is large.

The third important point illustrated in the two tables is this: aslong as the
rate of profit is positive, commodity x will always have a higher price than
commodity y. Commodity x also has a higher ratio of capital to labor than
commodity y. This furnished Ricardo with two systematic rules for predicting
the deviation of price ratios from labor ratios. First, as long as the profit rate
is positive, price ratios will diverge from labor ratios in the same direction
that the ratios of capital per worker diverge. In other words, of two production
processes embodying the same quantity of labor, that process having more
capital per present laborer will always have a higher price. By more capital
per present laborer is meant the same thing to which Ricardo was referring
when he characterized a production process as having a higher ratio of durable
to circulating capital, or greater durability of machinery, or a longer period
before a capitalist’s capital was returned to him.*' Second, the higher the rate
of profit, the larger will be the deviation of price ratios from labor ratios.

Distribution of Income and the Labor Theory of Value

We can now return to Ricardo’s discussion of value theory and see how his
value theory was tied to the conclusions that he had reached in his earlier
model of the simple corn theory of profits. In the simpler model, only corn
was produced, and the rate of profit was given by the ratio of the net produce
per worker on the marginal no-rent land (or the net produce minus rents per
worker on all lands) to the quantity of the produce per worker required for
labor’s subsistence, all expressed in terms of corn. The place of Ricardo’s
labor theory of value in his general theory of distribution has been succinctly
stated by Maurice Dobb, a leading scholar of Ricardo’s ideas:

In using the Labour Theory of Value. . . . Ricardo in effect was substituting Labour
for Corn as the quantity in terms of which product, wages and surplus were alike
expressed. Profit was now conceived as the surplus, or residual difference, between
the amount of labour required to produce subsistence for the labour-force and the
total labour-force.??

In Ricardo’s words, of the total value produced by labor, some

proportion of what remains of that value, after paying rent is consumed by the
producers, and it is this, and this alone, which regulates profits. . . .

Thus we again arrive at the same conclusion which we have before attempted
to establish: that in all countries, and at all times, profits depend on the quantity of
labour requisite to provide necessaries for the labourers on that land or with that
capital which yields no rent.®
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It was thus the total value of what was produced and its division among the
three main classes of society that interested Ricardo. Value depended on the
labor embodied in commodities, but differences in the value of capital per man
would cause variations of prices. “In estimating . . . the causes of the variations
in the value of commodities,” he wrote, “although it would be wrong wholly
to omit the consideration of the effect produced by a rise or fall of [the wages
of] labour, it would be equally incorrect to attach much importance to it.”3*

These variations were relatively unimportant for two reasons. First, Ricardo
believed that they would be quite small.>* Second, when considering the ag-
gregate quantities, with which his theories of distribution and accumulation
were concerned, the variations of price ratios from labor ratios would cancel
out. It was obvious that if all production processes had the same composition of
capital, these ratios would be equal. By the same reasoning, any commodities
that were produced by processes having the socially average composition of
capital would always have prices proportional to the labor embodied in them.
Commodities produced with more capital than the social average would have
their prices “fall as wages rise, and rise as wages fall,” while those with less
capital than the social average would have their prices “rise as wages rise, and
fall as wages fall.”* It followed from the definition of an average that devia-
tions above the average exactly cancelled deviations below the average. It also
followed thatany commodity “produced with precisely the same combinations
of fixed and circulating capital as all other things,” or the same combination as
the social average, “would be a perfect measure of value™’ because its price
would depend only on the labor embodied in it.

When Ricardo considered a complex economy, the aggregates of net product
and wages were composed of many commodities. In order to measure these
aggregates and arrive at a rate of profit, Ricardo had to find a commodity
whose price did not vary when wages and profits varied. The other commodi-
ties could then be measured in terms of this commodity, and the value of the
aggregates would be invariant to changes in wages and profits. If he could not
find such a commodity, his aggregates would reflect not only the quantities
of actual commodities produced by labor but also the distribution of income.
Furthermore, as we have seen in our previous numerical example, a knowl-
edge of the extent to which the price of a commodity would vary from being
proportional to the labor in it when its production involved a composition of
capital that deviated from the social average depended on a prior knowledge
of the rate of profit. In other words, Ricardo’s theory of prices required that
the rate of profit be ascertained before one could calculate the deviation of
price ratios from ratios of labor embodied.

For these reasons, it was very important for Ricardo to find a commodity
that was produced under socially average conditions to serve as an “invariable
measure of value.”® While both Smith and Malthus had searched for such a
measure, it was Ricardo who first understood the full importance of finding
it. Such a measure has been an important concern of theorists having a labor
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theory of value to this day. Ricardo, unfortunately, was unable to find any
commodity that he was prepared to defend as an invariable measure of value.
He simply tentatively and provisionally took gold to be this measure, knowing
that in reality it was not.

On the basis of his labor theory of value, Ricardo was able to give a much
more sophisticated theoretical basis for the simple distributional model that
was illustrated in Figure 5.4. The essence of his theory can be extracted, in
his own words, from the following quotations:

The natural tendency of profits then is to fall; for, in the progress of society and
wealth, the additional quantity of food required is obtained by the sacrifice of more
and more labour.*

But suppose corn to rise in price because more labour is necessary to produce it; that
cause will not raise the price of manufactured goods in the production of which no
additional quantity of labour is required. . . . But if, as is absolutely certain, wages
should rise with the rise of corn, then profits would necessarily fall.*°

Every rise of wages . . . would lower the relative value of those commodities which
were produced with a capital of a durable nature, and would elevate those which
were produced with capital more perishable.*!

In estimating . . . the causes of variations in the value of commodities . . . it would be

. . incorrect to attach much importance to [variations caused by the increase in
wages]. . . . All the great variations which take place in the relative value of com-
modities . . . [are] produced by the greater or less quantity of labor which may be
required . . . to produce them.*?

Commodities . . . will be subject to . . . a minor variation . . . from the rise or fall of
wages and profits. . . . But those profits would be unequal if the prices of the goods
did not vary with a rise or fall in the rate of profits.*?

If amanufacturer always sold his goods for the same money, his profits would depend
on the price of the labour necessary to manufacture those goods. . . . In proportion
then as wages rose would profits fall. But if the price of raw produce would increase,
it may be asked whether the farmer at least would not have the same rate of profits,
although he should pay an additional sum for wages? Certainly not: for he will not
only have to pay, in common with the manufacturer, an increase of wages to each
labourer he employs, but he will be obliged either to pay rent, or to employ an ad-
ditional number of labourers to obtain the same produce; and the rise in the price of
raw produce will be proportioned only to that rent, or that additional number, and
will not compensate him for the rise of wages.*

[As profits fell, eventually] there would be no motive for accumulation; for no one
accumulates but with a view to make his accumulation productive, and it is only
when so employed that it operates on profits. Without a motive there could be no
accumulation.®

The result of this cessation of accumulation would be a halt of economic
progress, a sinking of the market wage rate down to the subsistence level, and
general social distress and poverty. This was Ricardo’s stationary state. Some
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historians have said that Ricardo’s theory was pessimistic and gloomy because
his model seemed to imply that this stationary state was inevitable. Others have
said that his theory was wrong because it did not foresee the technological
changes that were to occur in agricultural production during the nineteenth and
twentieth centuries, changes that were to result in a more or less continuous
increase in productivity in agriculture. Both of these assessments of Ricardo’s
theory are based on misunderstandings.

Ricardo saw society from the labor theory or production perspective. He
focused sharply on the two major class conflicts of his era, and, in his theory,
the interests of workers and capitalists were opposed. “If wages should rise,”
he repeatedly stated, “then . . . profits would necessarily fall.”* Similarly, the
interests of capitalists and landlords were always opposed. His theory was not
an attempt to predict what was, in fact, going to happen over the next century.
It was an attempt to influence Parliament on issues and policies that were cur-
rently being debated. In particular he wanted to see the corn laws abolished.

Inlooking at the three antagonistic classes, Ricardo argued, as did Malthus,
that because of their tendency to increase the size of their families when their
income increased, workers would always be near or at the subsistence level.
In the conflict between the landlords and the capitalists, Ricardo wanted to
show that the interests of the landlords were always opposed to the general
well-being of society, while those of the capitalists were always in accord with
the general well-being of society.

England did not face a crisis of food production in the nineteenth and twenti-
eth centuries. But this was because England repealed the corn laws and allowed
the free importation of foodstuffs, and because agricultural productivity in-
creased throughout the period. Considering the following two quotations from
Ricardo’s Principles, it is obvious that he was aware of these remedies:

This tendency . . . [for profits to fall] is happily checked at repeated intervalsby the
improvements in machinery connected with the production of necessaries, as well
as by discoveries in the science of agriculture.*’

A small but fertile country, particularly if it freely permits the importation of food,
may accumulate a large stock of capital without any great diminution in the rate of
profits, or any great increase in the rent of land.*

Ricardo was simply attempting to persuade legislators that the landlord’s
interests were opposed to both of these sources of improvement in England’s
social and economic well-being. The legislators’ opposition to the free importa-
tion of foodstuffs was, of course, obvious. He also argued that improvements
in agricultural technology would have the immediate effect of lowering the
labor content of corn and lowering agricultural prices. The immediate effect
would be a reduction inrent, even though further increases in cultivation might
eventually restore these rents and more. The landlords generally opposed
anything that would immediately reduce rent. He concluded that
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[T]he interest of the landlord is always opposed to that of the consumer and manufac-
turer. . . . The dealings between the landlord and the public are not like the dealings
in trade, whereby both the seller and buyer may equally be said to gain, but the loss
is wholly on one side, and the gain wholly on the other.*’

The Impossibility of Gluts

Malthus’s theory that inadequate aggregate demand was the cause of periodic
gluts or depressions was the basis on which he had recommended that the
landlords ought to receive a larger share of national production. Accordingly,
Ricardo opposed this theory. First, as we have seen in the previous chapter, he
argued that for the capitalist to subsidize the unproductive consumption of the
landlord would be as profitable to the capitalist as having a fire in the capitalist’s
warehouse that destroyed some of his commodities. Second, Ricardo argued
that the forces of supply and demand would automatically adjust prices and the
composition of aggregate output so that a general glut would be impossible.
In this latter argument, he advanced an analysis that was, in its essentials, the
same as one argued by the French economist J.B. Say. The analysis is usually
associated with Say (in fact, it is called Say’s law) and will be explained in
somewhat more detail in the next chapter. It has been an influential doctrine
and has had many devotees down to the present time.

The argument is relatively simple. It asserts that capitalists produce what
they themselves do not need only because they intend to exchange it for
something that they do need. Money mediates the exchange, but money is not
desired for itself. A producer produces a commodity to exchange for a dif-
ferent commodity. When the producer exchanges the commodity for money,
he or she intends to exchange the money for the other commodity. Because
money itself does not have any useful property other than the fact that it can
purchase another commodity, no one desires to hoard it. Therefore, production
creates its own demand. For each dollar in commodities a capitalist produces,
he or she has a one-dollar demand for other commodities. Ricardo stated the
argument very succinctly:

No man produces but with a view to consume or sell, and he never sells but with an
intention to purchase some other commodity, which may be immediately useful to
him, or which may contribute to future production. By producing, then, he necessar-
ily becomes either the consumer of his own goods, or the purchaser and consumer
of the goods of some other person.

Commodities are always bought by commodities, or by services; money is only the
medium by which the exchange is effected. Too much of a particular commodity may
be produced, of which there may be such a glut in the market as not to repay the capital
expended on it; but this cannot be the case with respect to all commodities.>'

But Ricardo was aware that the decade prior to the appearance of the third
edition of his Principles had been one of generally depressed business con-
ditions and widespread unemployment. The explanation he advanced was
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similar to those that would continue to be advanced by theorists who wanted
to believe that capitalism automatically created full employment, despite the
persistence of cyclical crises and depressions:

A great manufacturing country is peculiarly exposed to temporary reverses and con-
tingencies, produced by the removal of capital from one employment to another. . . .
The demand for any particular manufactured commodity is subject, not only to the
wants, but to the tastes and caprice of the purchasers. . . . [When demand for a com-
modity decreases] considerable distress, and no doubt some loss, will be experienced
by those who are engaged in the manufacture of such commodities; and it will be felt,
not only at the time of the change, but through the whole interval during which they are
removing their capitals, and the labour which they can command, from one employ-
ment to another.>

He thus explained the depressions of his era as simply the necessary ad-
justment to the abnormal patterns of supply and demand during the preceding
war years.

Machinery as a Cause of Involuntary Unemployment

In the course of his debate with Malthus, however, Ricardo made a major
concession in the third edition of his Principles. He added Chapter 31, entitled
“On Machinery.” This chapter discussed the possibility that new machinery,
which displaced labor in the production process, could be injurious to work-
ers. In the first chapter, he had discussed the effects of introducing new types
of machinery that could lower the capitalist’s costs of production. He had
assumed that this would result in increased production and lower prices for
the commodities produced by this machinery. Therefore, he had concluded,
all of society benefited from this machinery.

The manufacturer . . . who . . . can have recourse to a machine which shall . . . [de-
crease the costs] of production on his commodity, would enjoy peculiar advantages
if he could continue to charge the same price for his goods; but he . . . would be
obliged to lower the price of his commodities, or capital would flow to his trade
till his profits had sunk to the general level. Thus then is the public benefited by
machinery.>

Ricardo’s belief that the public would always benefit from the introduction
of machinery was based on the assumption that market prices would smoothly
and rapidly decline and that labor would be relocated smoothly and rapidly so
as to increase the volume of production. His debates with Malthus, however,
convinced him that this was not necessarily so. In the third edition of the
Principles, Ricardo began his new Chapter 31 by stating:

Ever since I first turned my attention to questions of political economy, I have been
of the opinion that . . . an application of machinery to any branch of production
as should have the effect of saving labour was a general good, accompanied only
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with that portion of inconveniences which in most cases attends the removal of
capital and labour from one employment to another. It appeared to me that . . . the
landlords . . . would be benefited by the reduction in the prices of some of the com-
modities on which . . . [their] rents were expended. . . . The capitalist, I thought,
was eventually benefited precisely in the same manner. He, indeed who made the
discovery of the machine . . . would enjoy an additional advantage by making great
profits for a time; but in proportion as the machine came into general use, the price
of the commodity produced would, from the effects of competition, sink to its cost
of production, when the capitalist would get the same money profits as before . . .
[but he would be] enabled, with the same money revenue, to command an additional
quantity of comforts and enjoyments. The class of labourers also, I thought, was
equally benefited . . . as they would have the means of buying more commodities
with the same money wages.>*

Ricardo then stated that he still believed capitalists and landlords would
benefit by such a change in productive technology, but “that the substitution of
machinery for human labor is often very injurious to the interests of the class
of labourers.”> This was because laborers initially would be diverted from the
production of wage goods to the production of capital goods. In the following
period, there would be fewer wage goods and hence areduced demand for labor
because the demand for labor was limited by the availability of wage goods.
When the new machinery was put into use, it would require some laborers,
but not nearly as many would be put back to work as were previously fired,
because the machinery was constructed only in order to reduce the number of
laborers necessary to produce a given output and hence to reduce the capitalist’s
wage costs and increase profits. Thus, the net income of society (profits and
rents) could be increased while the gross income (profits, rents, and wages)
was being reduced. In that case, many laborers would “be thrown out of em-
ployment,” and a large part of the working class would “become redundant
compared with the funds which are to employ it.”*

Ricardo concluded “that the opinion entertained by the labouring class, that
the employment of machinery is frequently detrimental to their interests, is not
founded on prejudice and error, but is conformable to the correct principles of
political economy.” Such a conclusion meant that he agreed with Malthus
that the market might not be very effective in reallocating resources when a
change in the conditions of production took place, and that the result could be
a chronic depression in the labor market that would reduce the total produce of
the economy. It also meantthat Ricardo’s faith in the accumulation of capital as
the principal force that would increase the economic welfare of all society was
unfounded. But his main sympathy was clearly with the capitalist class, not with
society as a whole. He concluded the chapter by asserting: “The statements which
I have made will not, I hope, lead to the inference that machinery should not be
encouraged.”*® This hope was not based on a plan to ameliorate the conditions
of workers. For he had stated, and he still believed, that like “all other contracts,
wages should be left to the fair and free competition of the market, and should
never be controlled by the interference of the legislature.”°
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The Theory of Comparative Advantage and International Trade

Ricardo was the first economist to argue consistently that free international
trade could benefit two countries, even though one country produced all of
the traded commodities more efficiently than the other. He was also one of the
first economists to argue that, because capital was relatively immobile between
nations, a separate theory of international trade was needed.

Ricardo argued that a country need not have an absolute advantage in the
production of any commodity in order for international trade between it and
another country to be mutually beneficial. By absolute advantage was meant
greater efficiency in production, or the use of less labor in production. Two
countries could both benefit from trade if each had a relative advantage in
production. By relative advantage was meant simply that the ratio of the la-
bor embodied in two commodities differed between two countries, such that
each country would have at least one commodity where the relative amount
of labor embodied would be less than that of the other country. Table 5.3 is a
reproduction of Ricardo’s example to illustrate the principle of comparative
advantage. In this table, Portugal has an absolute advantage in the produc-
tion of both wine and cloth; that is, fewer labor hours are required to produce
either commodity in Portugal than are required in England. If we assume that
the prices of wine and cloth are proportional to the labor embodied in them in
both England and Portugal, then the ratios of the two prices in each country
will be the same as the ratio of labor hours required to produce the commodi-
ties in each country.

In Portugal it takes ninety hours to produce one unit of cloth and eighty hours
to produce one unit of wine. This means that wine requires only 88 percent as
much labor as cloth and that the price of wine is only 88 percent that of cloth.
In England, the labor embodied in and the price of wine are both 120 percent
that of cloth. Thus, Portugal uses relatively less labor to produce wine, and
the price is relatively lower. On the other hand, Portugal uses 112 percent as
much labor to produce cloth as wine, and the price of cloth in that country
is 112 percent that of wine. England uses only 83 percent as much labor to
produce cloth as wine, and, again, the price of cloth is only 83 percent that of
wine. Thus, England uses relatively less labor to produce cloth, even though
it uses absolutely more labor; therefore, England has a relative advantage in
producing cloth.

Now suppose that the Portuguese have been producing only wine (the com-
modity in which they have a comparative advantage) and decide thatthey want
cloth as well. They have two ways of getting the cloth—diverting some labor
from the production of wine to the production of cloth or trading wine with
England for cloth. Suppose that if trade takes place it does so at the price ratio
prevailing in England. To produce one unit of cloth will require ninety working
hours. This means that the Portuguese must discontinue producing 1.12 units
of wine for every unit of cloth they produce. But if they trade with England
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Table 5.3

Number of Hours Required to Produce One Unit of Cloth and Wine in
England and Portugal

Ratio of price of wine Ratio of price of cloth
Cloth Wine to price of cloth to price of wine
England 100 120 1.20 0.83
Portugal 90 80 0.88 1.12

at the English price ratio, they need only give up 0.83 units of wine for each
unit of cloth. Obviously, trading would leave them a greater combined total
of wine and cloth than would the production of both commodities.

Similarly, if England has been producing only cloth but could trade at the
price ratio prevailing in Portugal, then it should not produce wine. To do so
would require that it give up 1.2 units of cloth for each unit of wine produced,
while it could give up only 0.88 units of cloth for one unit of wine if it trades
with Portugal.

It is obvious that both countries could benefit if each could trade at the
price ratio prevailing in the other country. But both countries could benefit if
they trade at a price ratio that is between the ratios prevailing in each country.
The ratio of the price of wine to the price of cloth is 1.2 in England and 0.88
in Portugal. If both countries trade on a one-to-one basis, one unit of cloth
for one unit of wine, both could consume a larger combined total of wine and
cloth than if they each produce both commodities.

This, then, explains Ricardo’s theory of comparative advantage. On this
basis, he argued that free trade would be beneficial to both countries. Every
extension of trade would “very powerfully contribute to increase the mass of
commodities and the sum of enjoyments.”*® Every restriction on trade would
likewise reduce the “sum of enjoyments.” This principle, then, was another
link in Ricardo’s general attack on the corn laws.

Social Harmony and Class Conflict

Ricardo’s particular choice of words clearly illustrates a main theme of the
present book: the utility theory of value, or any approach to economics that
tends to equate prices and utility, usually supports the view that social harmony
prevails through the “invisible hand” of the free market. When Ricardo asserted
that free trade would increase the “sum of enjoyments” of each country, he was
merely restating Adam Smith’s principle that free exchange increases the utility
or “enjoyments” of both parties to the exchange. When this principle becomes
the focal point of economic analysis, the remedy to nearly all problems of
human material deprivation becomes one of extending the market or making
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exchange and trade freer. If this policy is followed, it appears as if everyone
would benefit, and hence all interests would be harmonious.

In order for Ricardo’s conclusion to follow from his premises, he had to
assume that if England imported the relatively more expensive commodity,
then the higher price of that commodity would be a reasonable index of the
increase in the “sum of enjoyments.” In other words, suppose wine were drunk
only by landlords and capitalists and that laborers did not have enough clothing
to keep themselves warm. The labor theory perspective would tend to focus
on the circumstances that resulted in so much of the produce of labor being
expropriated as rent and profit. The utility theory, however, generally assumes
the laws of property ownership and the distribution of wealth to be fixed, or
“natural,” and, consequently, would tend to focus on the fact that capitalists
and landlords would prefer having their surplus in both cloth and wine rather
than in cloth alone. Free trade would increase the enjoyments of those who
had the wealth and purchasing power but not necessarily the enjoyments of
the working class.

Ricardo could have suggested, for example, that the importation of wine be
prohibited until every worker had adequate clothing. Some would certainly
argue that this would increase social welfare more than importing more wine
for the capitalists and the landlords would. But he did not do so, instead insist-
ing that free trade would maximize the “sum of enjoyments.”

This point illustrates that the same contradiction that we have discussed
concerning Adam Smith’s writings was present in Ricardo’s theories. Most
of Ricardo’s Principles is based on the labor theory, or production vantage
point. The book is filled with discussions of the basic class conflicts among the
three classes. “Can any point be more clearly established,” he asked, “than that
profits must fall with a rise in wages?”¢' Or again, “the interest of the landlord
is always opposed to that of the consumer and manufacturer.”®> Most of his
book was an analysis of the factors underlying these conflicts.

Adam Smith’s theory of history stopped with capitalism, which he con-
sidered the highest possible stage of social evolution. For that reason, Smith
tended to take the property relationships and the distribution of wealth pre-
vailing in capitalism as given and fixed. Only when these class differences
were taken as given and fixed could Smith argue for the beneficence of the
invisible hand. Ricardo’s approach to understanding capitalism was much
more ahistorical than Smith’s. He considered the property relationships,
distribution of wealth and power, and class relationships of capitalism to be
eternal, unchanging, and natural. The labor theory of value sees society from
a perspective that focuses on conflict, as Ricardo’s Principles so clearly il-
lustrates. But conflict implies change. And change implies that socioeconomic
systems, such as feudalism or capitalism, have alife process of their own: they
are born; they grow to maturity; and they decay and die. It was precisely this
part of the labor theory perspective that Ricardo denied. In one of his most
illuminating passages he wrote:
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It must be remembered . . . that the retrograde condition is always an unnatural state
of society. Man from youth grows to manhood, then decays, and dies; but this is not
the progress of nations. When arrived to a state of the greatest vigour, their further
advance may indeed be arrested, but their natural tendency is to continue for ages
to sustain undiminished their wealth and their population.®?

Within the context of this ahistorical view, it is not surprising that Ricardo
did not consider policies that would increase the “sum of enjoyments” by
altering the distributions of wealth, privilege, or power. When these distribu-
tions are accepted as natural or eternal, the enjoyments of those who have the
purchasing power generally are thought to be synonymous with the overall
social welfare. From this, a belief that the free market acts as an invisible hand
to maximize everyone’s welfare nearly always follows. Thus, Ricardo wrote
the following defense of free trade:

Under a system of perfectly free commerce, each country naturally devotes its capi-
tal and labour to such employments as are most beneficial to each. This pursuit of
individual advantage is admirably connected with the universal good of the whole.
By stimulating industry, by rewarding ingenuity, and by using most efficaciously
the peculiar powers bestowed by nature, it distributes labour most effectively and
most economically: while, by increasing the general mass of productions, it diffuses
general benefit, and binds together, by one common tie of interest and intercourse,
the universal society of nations throughout the civilized world.**

The invisible hand operated locally, nationally, and internationally, harmo-
nizing everyone’s interests.

But Ricardo’s advocacy of the interests of the capitalists had been best
served by taking a labor theory perspective. It was therefore inevitable that
his writings should involve contradictions on the issue of whether capitalism
creates conflict or a harmony of interests. We have already encountered an
example where the invisible hand did not work: “The dealings between the
landlord and the public are not like dealings in trade, whereby both the seller
and buyer may equally be said to gain, but the loss is wholly on one side, and
the gain wholly on the other.”® Similarly, in discussing international trade,
as soon as he did not take the balance of real, coercive power to be given, it
became obvious to Ricardo that conflict, not harmony, was the result. It was
clear to him, for example, that

a mother country may . . . sometimes be benefited by the restraints to which she
subjects her colonial possessions. Who can doubt . . . that if England were the colony
of France, the latter country would be benefited by a heavy bounty paid by England
on the exportation of corn, cloth and any other commodities?%

Again, four pages later, he stated: “It is evident, then, that trade with a
colony may be so regulated that it shall at the same time be less beneficial
to the colony, and more beneficial to the mother country, than a perfectly
free trade.”®’
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Every argument that Ricardo gave showing how coercive restrictions in
the free market could benefit the mother country at the expense of the colony
could just as easily demonstrate how exchange between capitalists and labor-
ers could be regulated by coercive restrictions that benefited the capitalist at
the expense of the laborer (or vice versa, as many of the leaders in the rising
labor movement of Ricardo’s time hoped).

Given Adam Smith’s assertion that “civil government, so far asitis instituted
for the security of property, is in reality instituted for the defence of the rich
against the poor, or of those who have some property against those who have
none at all,”®® it behooved both Smith and Ricardo to show why government
would not be used by capitalists in exactly this way. Without such a demonstra-
tion, the invisible-hand argument would inevitably be used simply to justify
any observed outcome in a market, capitalist system.

It seems obvious that this central contradiction in the doctrines of Smith and
Ricardo would result in a cleavage of their doctrines into two antagonistic schools
of thought. In the next chapter, we will examine the writings of Jeremy Bentham,
J.B. Say, and Nassau Senior, the three men who began the process of substituting the
utility perspective for the labor perspective in the doctrines of Smith and Ricardo.
Chapter 7 will discuss the writings of William Thompson and Thomas Hodgskin,
who attempted to push the labor theory to its ultimate implicit conclusions.
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Chapter 6

Rationalistic Subjectivism: The Economics of
Bentham, Say, and Senior

Capitalist commodity production, as we have seen in Chapter 1, necessarily
involved certain socioeconomic institutions, modes of human behavior, and
human self-perceptions as well as perceptions of others. The insatiable quest
for profit led to an extensive division of labor and productive specialization;
specialization meant an increase in social interdependence; but this increased
interdependence was not experienced as a dependence on other human beings
but as a personal, individual dependence on a nonhuman social institution—the
market. Those who dominated and controlled markets were motivated by the
acquisition of profits; but while capitalists, taken collectively, dominated and
controlled markets, they did not experience or perceive this domination and
control personally or subjectively. The intense competitive struggle for profits
was experienced by individual capitalists as an impersonal, social force over
which they generally had little or no personal control; the forces of market
competition were seen as natural, immutable laws, similar in every way to
the laws of nature.

Social Origins of the Premises of Utility Theory

There are several human consequences of this competitive process. While these
consequences are the particular results of the capitalist mode of production,
they are most frequently perceived as general human conditions, existing in
all societies, in all places and times. At several points throughout the previ-
ous three chapters, we have stressed the distinction between the labor theory
of value, or the production perspective, and the utility theory of value, or
the market perspective, in analyzing the capitalist economy. The intellectual
foundations of the utility theory are (1) the mental awareness of these special
human conditions engendered by the capitalist mode of production and (2)
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the universal projection or generalization of these conditions as pervasive,
unalterable, natural characteristics of all human beings in all societies. We will
discuss five particularly important features of capitalism and how they have
been perceived by those within the utility tradition in economic theory.

First, the specialization oflabor and the isolation of producers led individu-
als to see themselves not as integral parts of an interconnected, interdependent
socioeconomic whole, but as isolated, independent, atomistic units, each con-
cerned with his or her own survival against the impersonal, immutable forces
of the market. To a considerable extent, individuals felt alone, isolated, and
alienated in their humanness; other individuals were not seen as integrally con-
nected, mutual sharers of a common humanity, but merely as so many facets,
aspects, or embodiments of the impersonal forces of the market.

Thus, each person came to be seen as fundamentally egoistic and as a natural
antagonist or combatant of every other person. This new point of view can be
seen most clearly in the writings of Thomas Hobbes, who lived when capitalist
relations were first being perceived as the increasingly dominant form of human
relations in England. His Leviathan, published in 1651, trenchantly articulated a
widely held opinion—that all human motives stemmed from an egoistic desire
for whatever promotes the “vital motion” of the individual organism (person).
He believed that all human motives, even compassion, were so many disguises
for egoistic self-interest: “Grief for the calamity of another is pity,” he wrote,
“and ariseth from the imagination that the like calamity may befall himself;
and therefore is called . . . compassion, and . . . fellow-feeling.”"

In the absence of social restraints, Hobbes believed that this innate egoism
inevitably led to a “natural state” of war, with each person pitted against all
others. In this “state of nature,” the life of each person was “solitary, poor,
nasty, brutish, and short.” The only escape from brutal combat, Hobbes ar-
gued, was the establishment of some source of absolute power—a central
government—to which each person submitted in return for protection from
all other persons.?

Hobbes was writing in a period during which the features of capitalism
were still mixed with those of the medieval social order. While he advocated
submission to an absolute monarch as the means of escaping the brutal conflict
among people, later writers accepting his view of human nature advocated the
“invisible hand” of the market as the means of reconciling the conflicts arising
from the natural combativeness and competitiveness of human nature.

Second, accepting that human nature was competitive and egoistic, how
did the thinkers in the utility tradition conceive the basis, or essential source,
of human motivation? Increasingly, they came to see all human motives as
stemming from the desire to achieve pleasure and avoid pain. This belief is
called utilitarianism and is the philosophical basis of the utility theory of value
and modern neoclassical economics (although in the twentieth century and
up to the present time neoclassical economists have gone to some lengths, as
we shall see, to disguise the utilitarian basis of their theories). Utilitarianism



RATIONALISTIC SUBJECTIVISM 127

received its most distinctive, classical formulation in the writings of Jeremy
Bentham, whom we will consider in the following pages.

Third, economic specialization necessarily created a complete dependence,
both individual and social, on the successful functioning of the market. Indi-
vidual specialized producers could not live if they could not sell their commod-
ity for money and then buy the assortment of commodities, each produced by
other specialized producers, that was necessary for them to sustain themselves.
A relatively freely functioning market was, therefore, a necessary part of the
capitalist mode of production—as unnecessary as it might have been for previ-
ous modes of production or as it may be for future modes of production.

But most economists within the utility theory tradition in economics have
always taken the capitalist mode of production for granted. Therefore, when
these economists evaluated the market, they saw no necessity of evaluating
the entire capitalist mode of production of which it was but one necessary part.
Accepting capitalism as natural and eternal, they were powerfully impressed
with how much better off all people were when the market functioned well
than when it functioned poorly, or with how much better off all people were
with a market than they would be without one. The market, then, was seen as
a universally beneficial social institution.

When one begins by accepting capitalism as eternal, it is obvious that not
only capitalists but also workers and all other people in society benefit from
a market. Indeed, within a capitalist system, hardly anyone could continue to
exist without it. This universal dependence on the market has always been the
foundation of the perceived social harmony of all persons’ interests within
the tradition of the utility theory of value. We have already encountered the
intellectual rationalization of this universal dependence in the invisible-hand
argument of Smith and in the ideas of Malthus and Ricardo.

In the writings of Smith and Ricardo, however, this social harmony perspec-
tive frequently contradicted the class conflict conclusions implicit in their labor
theory of value approach. The three writers considered in this chapter each
contributed to the abandonment of the labor theory of value—and hence its
class conflict conclusions—in favor of the orthodox, conservative economics
of most of the nineteenth century. Their influence helped to remove the con-
tradictions inherent in the ideas of Smith and Ricardo and to make orthodox
economics essentially a theory of social harmony.

Fourth, the most important prerequisite for productive specialization was
the creation and accumulation of new and more complex tools, machinery,
and factories, that is, the accumulation of capital. It is obvious that, in any
society, the means of production can themselves be produced and accumulated
only if a significant portion of the society’s productive capacity is devoted to
producing these tools and machinery rather than to producing food, shelter,
clothing, and other consumption goods.

Therefore, capital accumulation, or industrialization, must involve the for-
going of some consumption goods that otherwise could have been produced;
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this is a universally necessary social cost of industrialization. In capitalism,
where a small capitalist class owns and controls the means of production,
this means that profits must increase relative to wages (or, to say the same
thing differently, wages must decrease relative to profits) in order that prof-
its be large enough to maintain the consumption of the capitalist class, and,
simultaneously, to finance industrialization. If capital accumulation were not
financed by profits, the capitalist class would lose its control of the means of
production, and the economic system would cease being a capitalist system.
Therefore, capitalist industrialization necessarily means capital accumulation
financed by profits.

But whether the capitalist class or the working class pays the real social
cost of decreased consumption necessary for industrialization depends on what
happens to the relative magnitudes of profits and wages during the process. In
the actual history of capitalism there is no question but that the working class
paid most of these real social costs. Economic historians generally agree that
the purchasing power of wages fell in the last third of the eighteenth century
in England; however, the direction of the change in the purchasing power of
wages in the first half of the nineteenth century is disputed. Some historians
have argued that real wages (the purchasing power of wages) increased in this
period; some have argued that they decreased; and some have maintained that
they remained unchanged. Obviously, the historical evidence is contradictory,
and the issue cannot be clearly decided. However, it is clear that, at best, any
increase in real wages was relatively much smaller than the increase in the
total amount produced in this period.

Therefore, throughout the period of English industrialization, real wages
declined in relation to the size of profits. It is thus true that the real social
costs of industrialization were paid by the working class. What this meant in
terms of the poverty and suffering of the working class was described briefly
in Chapter 4.

But when a theorist takes the capitalist system for granted and assumes
that the market determination of wages and profits is natural and just, then
it inevitably appears as though capitalists paid the social costs of industrial-
ization. When one does not question the initial division of income between
wages and profits, then the fact that capital accumulation was financed out of
profits seems to be de facto evidence that capitalists paid these social costs.
The theorists in the social harmony, or utility, tradition have always taken the
class distribution of income for granted. Thus, beginning with Nassau Senior,
whose ideas we will examine in this chapter, they have usually attempted to
justify profits morally on the basis of the sacrifices made by capitalists.

Fifth, as the capitalist market system developed, the intensity of competi-
tion among capitalists increased. Profit making was no casual, relaxed, idyllic
affair. Each capitalist was faced with competitors trying to undercut prices,
outsell, and in general destroy him or her economically. Making profits de-
pended on achieving some measure of calculated, rational, and predictable
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control overraw materials, labor power (i.e., capacity to work), expenses of
production and transportation, and final sales in the market. Double-entry
bookkeeping, complex systems of accounting, uniform and codified laws of
private property, contractual commitments, and commercial laws generally
all originally came into existence during the period of early capitalism, and
all were indispensable in the capitalists’ quest to control the processes of
production and exchange.

This aspect of capitalists’ behavior, entirely necessary within a capitalist
system, came to be seen by the theorists within the utilitarian tradition as
being at the core of all human decision-making processes. Human behavior
was never explained as merely habitual, capricious, accidental, superstitious,
religious, altruistic, or as simply emotional and nonrational. All human acts
came to be seen as the consequence of rational, calculated decisions in which
the individual acted much like an accountant, weighing all of the benefits
(pleasures) that would come from any particular act, deducting all the costs
(pains) of that act,and then rationally choosing the action that would maximize
the surplus of pleasure over pain. Thus, in modern neoclassical textbooks on
microeconomic theory, all human behavior is reduced to rational, calculated
attempts to maximize either profits or utility. And profit maximization is fre-
quently reduced to merely an indirect form of utility maximization (although,
as we will see, the word utility is sometimes dropped in favor of a synonym
such as “preference ordering”).

These five aspects of human behavior and self-perception under cap-
italism—atomistic individualism, egoistic utilitarianism, dependence on
markets, the financing of industrialization out of profits, and calculating
rationalism—became the intellectual foundation of the neoclassical theory
of utility and social harmony in the late nineteenth and twentieth centuries.
Bentham, Say, and Senior formulated most of the ideas that later economists
were to use in extricating the concepts of the social harmony and the social
beneficence of the market from the labor theory of value perspective, in
which these concepts had so uncomfortably rested in the writings of Smith
and Ricardo.

Jeremy Bentham on Utility

Jeremy Bentham (1748-1832), an Englishman whose career as a writer and
influential social theorist spanned over sixty years, wrote numerous articles,
essays, and pamphlets on economic topics.? The work that exerted the most
powerful influence on nineteenth-century economic theory, however, was An
Introduction to the Principles of Morals and Legislation, published in 1780,
about six years before he turned his attention to the immediate issues of eco-
nomic theory. The Introduction was intended to be a part of a general preface
to a complete code of law. Although it does not deal directly with economic
theory, it contains an elaborate statement of the utilitarian social philosophy,
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which was to become the philosophical basis of neoclassical economics during
the last several decades of the nineteenth century.
Chapter 1 of the Introduction begins with this statement:

Nature has placed mankind under the governance of two sovereign masters, pain
and pleasure. 1t is for them alone to point out what we ought to do, as well as to
determine what we shall do. . . . They govern us in all we do, in all we say, in all
we think. . . . The principle of utility recognizes this subjection, and assumes it for
the foundation of [its social theory].*

Thus, he began with the assertion that all human motivation, in all times and
all places, can be reduced to a single principle: the desire to maximize one’s
utility.

By utility is meant that property in any object, whereby it tends to produce benefit,
advantage, pleasure, good, or happiness (all this in the present case comes to the
same thing), or (what comes again to the same thing) to prevent the happening of
mischief, pain, evil, or unhappiness to the party whose interest is considered.’

All of these various motivations, Bentham believed, were merely manifesta-
tions of the desire for pleasure and the avoidance of pain. Because pain was
merely negative pleasure, Bentham’s principle of utility could be restated as
“all human activity springs from the desire to maximize pleasure.”

By reducing all human motives to a single principle, Bentham believed that
he had found the key to the construction of a science of human welfare or hap-
piness that could be stated mathematically and might someday be worked out
with the same numerical exactitude as the science of physics. “Pleasures . . .
and the avoidance of pains are . . . ends,” he argued, which can be numerically
quantified such that we can “understand their value.”®

He suggested a possible method for quantifying pleasures:

To a number of persons, with reference to each of whom the value of a pleasure
or pain is considered, it will be greater or less, according to seven circumstances:
. viz.

. Its intensity.

. Its duration.

. Its certainty or uncertainty.

. Its propinquity or remoteness.
. Its fecundity.

. Its purity.

. Its extent.”

N O AW -

He then went into a discussion of the specific ways in which these cir-
cumstances might suggest how one could rationally calculate the values of
pleasures and pains.
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Bentham not only conceived of human beings as calculating maximizers
of pleasure, he also saw them as being fundamentally individualistic. “In the
general tenor of life,” he wrote, “in every human breast, self-regarding inter-
est is predominant over all other interests put together. . . . Self-preference
has place everywhere.”® People were also, he believed, essentially lazy. Any
kind of exertion or work was viewed as painful, and, therefore, work would
never be undertaken without the promise of greater pleasure or the avoidance
of greater pain. “Aversion,” he insisted, “is the emotion—the only emotion—
which labour, taken by itself, is qualified to produce. . . . In so far as labour is
taken in its proper sense, love of labour is a contradiction in terms.”’

Each of these ideas of Bentham was to become important in the subsequent
development of the utility theory of value. Smith, it will be remembered, re-
jected the notion thatutility could be systematically related to exchange value.
Although Smith, Ricardo, and Marx allrealized that commodities had to have
use value in order to have exchange value, they did not believe that one could
find a scientific explanation of the magnitude of exchange value by examining
a commodity’s use value. Smith had used the example of water and diamonds
to illustrate the absence of such a systematic connection. The later proponents
of the utility theory of value were to reject Smith’s illustration by arguing that
it was not the total utility of a commodity that determined its exchange value,
but rather its marginal utility, that is, the additional utility derived from a small,
marginal increase in the commodity. Here, again, Bentham was an important
precursor of the later utility theorists:

The terms wealth and value explain each other. An article can only enter into the
composition of a mass of wealth if it possesses some value. It is by the degrees of
that value that wealth is measured.

All value is founded on utility. . . . Where there is no use, there cannot be any
value.'”

Smith and Ricardo would have agreed that use value was a necessary con-
dition for exchange value. But, as Ricardo insisted, when one sees value as
created by labor, then an increase in the productivity of labor lowers the value
of a commodity while increasing the general wealth. When Bentham stated
that “it is by the degree of that value that wealth is measured,” he was speaking
from the utility theory perspective, in which an increase in utility increases a
commodity’s value and hence increases its owner’s wealth.

Somewhat later in the same essay, Bentham criticized Smith’s water—
diamond illustration and consequently came very close to explicitly developing
the principle of marginal utility, which was later to become the cornerstone
of neoclassical economics:

Value in use is the basis of value in exchange. . . . This distinction comes from Adam
Smith but he has not attached to it clear conceptions. . . .
Water is the example he has chosen of that sort of article which has great value
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with a view to use but none with a view to exchange. In order to realize how erro-
neous the latter assertion is, he would only have had to consult in London the New
River Board, and to remember that at Paris he had seen it sold retail by those who
carry it into the houses.

He gives diamonds as an example of that sort of article which has great value
with a view to exchange and none with a view to use. This example is as ill chosen
as the other. . . .

The value [in use] of diamonds . . . is neither essential nor invariable like that
of water: but this is no reason why its utility with regard to enjoyment should be
doubted. . . .

The reason why water is found not to have any value with a view to exchange
is that it is equally devoid of a value with a view to use. If the whole quantity re-
quired is available, the surplus has no kind of value. It would be the same in the
case of wine, grain, and everything else. Water, furnished as it is by nature without
any human exertion, is more likely to be found in that abundance which renders it
superfluous: but there are many circumstances in which it has a value in exchange
superior to that of wine.!

Thus, Bentham not only formulated the philosophical foundation of the later
tradition of neoclassical economics but also came very close to developing a
theory of the relationship between marginal utility and price. The development
of his ideas also foreshadowed an important split in the orthodox utility ap-
proach to economics. In the late eighteenth century, he was an ardent spokes-
man for a laissez-faire policy, believing that the free market would allocate
resources and commodities in the most socially beneficial manner possible.
In his later writings, he fundamentally altered his position.

Bentham as a Social Reformer

In Bentham’s earlier writings, he accepted Smith’s argument that a competitive
free market would allocate productive resources to those industries in which they
would be the most productive. He therefore believed that government interfer-
ence in the free market might very likely diminish the level of production. At
best, such interference could not possibly increase production: “Therefore no
regulations nor any efforts whatsoever, either on the part of subjects or governors,
can raise the quantity of wealth produced during a given period.”!?

Bentham also accepted, during this early period, the notion that nearly all of
the economists of his generation, except Malthus and a few lesser-known writ-
ers, believed to be true—that aggregate supply would always equal aggregate
demand in a free market. In such a market there need never be a depression or
any involuntary unemployment because any saving was automatically converted
into more capital with which to employ more labor. “Whoever saves money,”
Bentham asserted, “adds proportionately to the general mass of capital.”"?

However, by 1801, Bentham’s opinions about government intervention in
the economy had undergone a change:

I have not . . . any horror, sentimental or anarchical, of the hand of government. I
leave it to Adam Smith and the champions of the rights of man (for confusion of ideas
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will jumble together the best subjects and the worst citizens upon the same ground)
to talk of invasions of natural liberty, and to give as a special argument against this
or that law, an argument the effect of which would be to put a negative upon all
laws. The interference of government, as often as . . . [it results in] the smallest . . .
advantage . . . is an event I witness with . . . satisfaction.'*

This change of opinion was prompted by two principal concerns, each of
which was later to become an important argument against complete laissez
faire. First, Bentham, like Malthus, came to see that saving might not be
matched by new investment. In this event, production would diminish, un-
employment would be created, and the free market would not be functioning
in the best interests of the public. “Suppose an increase in the habit of frugal-
ity,” he wrote. “Its first effect will be to diminish the mass of expenditure on
consumption.”" Its ultimate effect would depend on how the saving was used.
Suppose, he continued, that the money, “instead of being putinto circulation,
is for an indefinite time put into a chest and kept there.”¢ In that case, saving
would lead to decreased prices and production; profits would decline and so
would investment. In such a case, Bentham argued, if the government increased
the amount of money in circulation, “then the money introduced . . . becomes
a source of increasing wealth.”"’

The second reason for government interference in the market was to lessen
the socially harmful effects of great inequalities of wealth and income. Bentham
believed that a person’s capacity to get enjoyment from money declined as he
got more money. In modern utility terminology, he believed in a diminishing
marginal utility of money. Therefore, all other things being equal, a government
measure that redistributed money from the rich to the poor would increase the
total of society’s aggregate utility:

Take, for example, on the one hand, a labouring man, who, for the whole of his life,
has a bare but sure subsistence. . . . Take, on the other hand, the richest man in the
country. . . . [Suppose the richest man receives an income] 50,000 times as great
as that received, in the same time, by the labourer. This supposed, the quantity of
pleasure in the breast of the . . . [rich man] will naturally be greater than the quan-
tity in the breast of the labourer: Be it so. But by how much—by how many times
greater? Fifty thousand times? This is assuredly more than any man would take it
upon himself to say. A thousand times then?—a hundred?—ten times?—five times?
... Five times the labourer’s seems a very large, not to say excessive allowance:
even twice, a liberal one.'®

Bentham was by no means an advocate of complete equality. If redis-
tributions of wealth and income were made, he believed, a point would be
reached where their beneficial effects would be more than offset by harmful
effects. Particularly harmful would be the effects of decreasing the workers’
inducement to labor. The ideal degree of inequality, he believed, “should be
that which has place in the Anglo-American United States: meaning always
those in which slave-holding has no place.”'” To the modern reader this might
seem a rather minimal reform for Bentham to have advocated. But when these
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words were written, the degree of inequality in those states to which he was
referring was substantially less than the inequality in England. This criterion
would have meant a very radical reform indeed.

Thus, over Bentham’s lifetime, there was a split or antagonism between
his earlier extreme laissez-faire attitude and his later reformist attitude. This
same split was to be reflected later in the neoclassical tradition, which was
constructed on the foundation of Bentham’s utilitarian philosophy.

In addition, an inadequacy that was to be pervasive in the neoclassical ap-
proach can be seen clearly in Bentham’s reformist phase: If the government
carried out reforms that increased the general welfare by redistributing wealth
and income from the rich to the poor, then it was necessary for the government
to have no narrow or special interests of its own. It had to be a benevolent,
impartial institution, equally interested in every individual’s welfare. How-
ever, the government was not made up of angels, or “philosopher kings,” but
of ordinary persons, who, in accordance with “general human nature,” were
egoistic and interested in maximizing their own pleasure. If one asks the
question of whether legislators were more likely to receive material benefits
by promoting the interests of the poor or the interests of the rich, the inherent
difficulty in Bentham’s belief in beneficial social reform by a fair and impartial
government becomes obvious.

Jean-Baptiste Say on Utility, Production, and Income Distribution

J.B. Say (1767-1832) considered himself to be a disciple of Adam Smith.
He claimed to be simply systematizing Smith’s ideas and correcting certain
minor errors that Smith had made. The correction of minor errors, however,
ultimately resulted in the abandonment of some of Smith’s most important
ideas and the laying down of a foundation for a quite different tradition of
economic theory. One historian has summarized Say’s relation to Smith in this
way: “Say put Smith’s theory in order in the same way that a cautious spouse
puts her husband’s trousers in order when she turns them upside down and
empties them of all their valuables. It is much safer that way. So Say ‘purged’
Smith of ‘dangerous thoughts.””*

In the introduction to his A Treatise on Political Economy, Say praised Smith
for his contributions to political economy and then concluded with a passage
that is the key to understanding most of Say’s writings:

After having shown . . . the improvement which the science of political economy
owes to Dr. Smith, it will not, perhaps, be useless to indicate . . . some of the points
on which he erred. . . .

To the labour of man alone he ascribes the power of producing values. This is
an error.?!

The price, or exchange value, of any commodity, Say asserted, depends
entirely on its use value, or utility:



RATIONALISTIC SUBJECTIVISM 135

The value that mankind attaches to objects originates in the use it can make of them.
...[To the] inherent fitness or capability of certain things to satisfy the various wants
of mankind, I shall take leave to affix the name utility. . . . The utility of things is the
ground-work of their value, and their value constitutes wealth. . . .

Although price is the measure of the value of things, and their value the measure
of their utility, it would be absurd to draw the inference, that, by forcibly raising
their price, their utility can be augmented. Exchangeable value, or price, is an index
of the recognized utility of a thing.?

In rejecting the notion that labor was the source of value and insisting that
only utility created values, Say not only departed sharply from the ideas of
Smith and Ricardo. He also placed the utility approach in the context of a
methodological approach and a social philosophy that show him to be, along
with Nassau Senior, the most important of the forerunners of the neoclassical
tradition that came to dominate economics beginning in the late nineteenth
until the present time. In the writings of Smith and Ricardo, it is clear that
labor incomes are fundamentally different from the incomes that accrue
from ownership of the means of production. In recognizing the source of this
difference, they were led to the conclusion that class conflict characterized
capitalism. We have seen, however, that when they reverted to the exchange
or utility approach to economic theory, they were led to the conclusion that
free market capitalism was inherently a system of social harmony.

Say resolved this dilemma by rejecting completely the production per-
spective or labor theory of value approach to economic theory. Within his
utility framework, he totally obliterated the theoretical distinction between
the incomes of the different social classes. Instead of seeing the process of
production as a series of human exertions applied to transform natural raw
materials into usable goods, Say asserted the existence of different “pro-
ductive agencies” that combined together to produce goods. What these
productive agencies were ultimately producing was “utility,” and each
agency was coequally responsible for the production of the utility. These
productive agencies included “human industry, with the aid of capital and
of natural agents and properties,” and altogether they created “every kind
of utility, which is the primary source of value.”? In other words, there was
no qualitative difference, in the creation of utility, between the exertion
of human labor, on the one hand, and the ownership of capital, land, and
property, on the other.

Say attempted to defend the essential similarity between working and own-
ing by arguing that commodities were “invested with value by the necessity
of giving something to obtain them.”?* Objects of wealth were obtained only
by human sacrifice. The sacrifice given up by the workers who produced the
commodities was obvious. Say wanted to show that owners of the means of
production received their incomes from similar sacrifices. He asserted that
frugality was the source of capital ownership, and frugality involved as much
sacrifice as working. He wrote:
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Perhaps it is scarcely necessary to remark, that property in that class of productive
means, which has been called human industry, and in that distinguished by the
general name of capital, is far more sacred and indisputable, than in the remaining
class of natural powers and agents. The industrious faculties of man, his intelligence,
muscular strength, and dexterity, are peculiar to himself and inherent in his nature.
And capital, or accumulated produce, is the mere result of human frugality and for-
bearance to exercise the faculty of consuming, which, if fully exerted, would have
destroyed products as fast as they were created, and these never could have been
the existing property of any one; wherefore, no one else, but he who has practised
this self-denial, can claim the result of it with any show of justice. Frugality is next
of kin to the actual creation of products, which confers the most unquestionable of
all titles to the property in them.?

Having thus argued that working and owning capital involved similar
sacrifices and that workers and capitalists had similar moral justifications
for their incomes, Say anticipated the neoclassical theory of distribution by
totally revising the relationship that Smith and Ricardo had seen between
income distribution and commodity values. Whereas Smith and Ricardo had
argued that commodity prices reflected the rate of wages and therate of profits
(even though for Ricardo this was an influence of secondary significance) and
that these rates were determined by other social and technical considerations
(namely, the subsistence of workers and the total productivity of labor), Say
argued that wage and profit rates were determined by the relative contributions
to utility creation made by labor and capital. In Say’s words:

The value of products is not founded upon that of productive agency [that is, not
the rates of profit and wages], as some authors have erroneously affirmed; . . . since
the desire of an object, and consequently its value, originates in its utility, it is the
ability to create the utility . . . that gives value to a productive agency; which value is
proportionate to the importance of its co-operation in the business of production.?

This theory of income distribution, which we will see in Chapter 11 was
fully developed by John Bates Clark, had the ideological advantage of show-
ing that each person received as income an amount determined solely by the
importance of his or her sacrifices in creating the utility enjoyed by all of so-
ciety. Not only were profits and wages paid for very similar reasons, but also
there was an important sense of social justice in the notion that each person
received from society an amount determined only by his or her own (or his or
her capital’s) contribution to society’s well being.

It is not surprising that within this utility approach to value and distribu-
tion theory, all notions of class conflict disappeared. A central purpose of
Say’s Treatise was to demonstrate that social harmony and not class conflict
was the natural result of a capitalist economy. Once these ideas were widely
understood, “people, becoming more enlightened as to their true interests,
will perceive that these interests are not at variance with each other.”?” The
greatest value would be attached to studying political economy, he believed,
when it was realized that political economy “proves that the interest of the
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rich and poor . . . are not opposed to each other, and that all rivalships are
mere folly.”?®

Say’s ideas were founded on an unquestioned acceptance of capitalist
property relationships. He asserted that property ownership was “sacred and
indisputable” and that the question of “whether the actual owner . . . or the per-
son from whom he derived its possession, has obtained it by prior occupancy,
by violence, or by fraud, can make no difference whatever in the business of
the production and distribution of its product or revenue.”?

Say’s Law of Markets

Another important aspect of Say’s writings was his belief that a free market
would always adjust automatically to an equilibrium in which all resources—
including labor—were fully utilized, that is, to an equilibrium with full em-
ployment of both labor and industrial capacity. Although, as we have seen,
Smith, Ricardo, and Bentham (in his earliest writings) had argued that a free,
competitive market automatically created full employment, this belief in the
automaticity of the market subsequently came to be known as “Say’s law.”
Economists who rejected this “law” have included Malthus, Bentham (in his
later writings), Karl Marx, and John Maynard Keynes.

In a lengthy and famous exchange of letters with Malthus, Say defended
his belief that there could never be a general glut or a depression involving
involuntary unemployment. He argued that a market economy is one in which
specialized producers exchanged their products. Money had no inherent impor-
tance but was merely a means of facilitating exchange. No one would produce,
Say argued, unless that person wanted to exchange his or her production for
someone else’s production. Therefore, a supply creates a demand of the same
magnitude. “Produce opens a vent for produce,”’ he maintained. If this was
true for each producer taken individually, it must be true of the aggregates of
supply and demand; that is, aggregate supply must equal aggregate demand.

There could be, Say argued, a temporary glut of some commodities, but
this would result from the fact that market equilibrium had not been attained.
Some prices would be too low and others too high, relative to their respective
long-run equilibrium prices or costs of production. In this case, there would
be a glut of those commodities whose prices were too high and simultane-
ously a shortage of those commodities whose prices were too low. The gluts
and shortages would exactly cancel out in the aggregate. Furthermore, those
capitalists selling commodities at too low a price would receive a low profit,
while those selling them at too high a price would receive high profits. The
search for maximum profits would then cause capitalists to leave the low-priced
industries and enter the high-priced industries. This migration of capitalists
would have two effects. First, it would alter the prices, raising the prices that
were too low (because less would be produced and sold, and buyers would bid
up the prices in their attempt to secure their share of the diminished produce)
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and lowering the prices that were too high (because more would be produced
and sold, and sellers would bid down the prices in their effort to find buyers
for the additional produce). Second, it would lower the quantity produced of
the commodities for which there was a glut, and it would increase the quantity
produced of commodities for which there was a shortage. Thus, throughout the
entire process, aggregate supply would always equal aggregate demand, but
individual shortages and surpluses would be eliminated by price changes and the
migration of capitalists from low-profit industries to high-profit industries.
In Say’s words,

If there is an overstock, of many kinds of goods, it is because other goods are not
produced in sufficient quantities.!

That [commodity] which sells above its cost of production will induce a part of the
producers of the other commodity to the production of . . . [the higher-priced com-
modity] until the productive services are equally paid by both.3?

This, then, will assure that aggregate demand not only equals aggregate
supply, but that demand and supply for each and every commodity will be
equal. Thus, the market can never have a glut of all commodities. Further-
more, temporary shortages and surpluses among different commodities will be
eliminated automatically by the free, competitive market. These conclusions
constitute Say’s law and are still accepted by many economists, and policy
makers, today.

Nassau Senior’s Social Orientation

Nassau Senior (1790-1864), like Bentham and Say, was an important precur-
sor of modern neoclassical economics. Like Say, he carefully selected certain
ideas of prior classical economists, modified some of them, and added ideas
of his own to develop a consistent theoretical justification of the status quo of
nineteenth-century capitalism. His ideas about the appropriate methodology
of economic theory, the place of utility in explaining value, and the moral and
intellectual justification of profit and rent constitute the most important areas
in which he influenced the later neoclassical tradition.

Senior was a lawyer with a strong interest in social, economic, and political
issues. He was an intimate friend of many of the most prominent members of
the Whig party and was the party’s general adviser on social and economic
questions. In 1825, he was appointed to the first chair of political economy at
Oxford University. The social and economic problems that most consistently
commanded his attention were the general condition of the working class and
the causes and consequences of poverty. Senior’s ideas about the working
class and poverty underwent a dramatic change in 1830, and, in the period
after 1830, he produced the ideas that were to have the most influence both
intellectually and politically.
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Prior to 1830, Senior was a politically conservative man with a keen
sympathy and benevolent concern for the poverty of the working class. His
Introductory Lecture on Political Economy was published in 1826, and his
Two Lectures on Population was published in 1828. In these early works, he
showed an optimism about the future of the working class. He did not believe
that Malthus’s population theory could legitimately lead one to the conclu-
sion that working people would always be at a subsistence level. He believed,
rather, that increases in productivity could be accompanied by improvements
in the moral character of workers, and, consequently, the standard of living
of most workers would rise. He actively supported efforts that he believed
would uplift the intellectual and moral status of the poor, and he saw moral
education as the only hope for eliminating poverty. However, his views were
to change in 1830.

Between 1829 and 1842, England experienced a long series of labor dif-
ficulties. Industrialization had reduced the English working class to an almost
subhuman level of exploitation and degradation. In the 1820s and 1830s, the
working class fought back. After 1829, there were many massive efforts to
organize labor, which frequently met with harsh repression. The consequence
was widespread strikes, riots, and industrial sabotage, all of which profoundly
frightened Senior. Particularly important in changing some of his views were
what he called “the fires and insurrections which terrified the south of England
in the frightful autumn of 1830.”** Senior became convinced that the poor
laws and the government’s dole to the poor and the unemployed were the
principal causes of poverty and a great threat to the very existence of English
capitalism.

In 1830, he published Three Lectures on the Rate of Wages, written in
the early part of that year; after the “frightful autumn of 1830,” he added a
preface entitled “The Causes and Remedies of the Present Disturbances.” In
this preface, he argued that capitalists had a “fund for the maintenance of la-
bourers” (this notion came to be known in economic literature as the “wages
fund doctrine™).** He asserted that the size of this fund was determined solely
by labor’s productivity. Therefore, improving the living standard of workers
required either an increase in their productivity or a decrease in the number of
workers among whom the wages fund was divided. There were, he stated, two
ways of increasing labor’s productivity: first, the removal of all restrictions
on free commerce and accumulation of capital, and second, the abolition of
the poor laws, which had “made wages not a matter of contract between the
master and the workman, but a right for the one, and a tax on the other.”*

In the preface, it is clear that Senior was no longer concerned with the
misery caused by poverty, but with “the threat of an arrogant laboring class,
resorting to strikes, violence, and combinations [unions], a threat to the foun-
dations not merely of wealth but of existence itself.”*® The great danger, in
Senior’s eyes, was that labor unions would fight to maintain and extend the
notion that wages should reflect the needs of each worker’s family rather than
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the free play of the forces of supply and demand. The poor laws were based
on a system of family allowances for the unemployed and the destitute. Such
laws, Senior believed, decreased workers’ incentives to work and created the
arrogant attitude of workers that their families had a right to exist even if the
workers themselves did not or could not find work. This created an “unnatu-
ral” relationship between capitalists and workers. When the capitalist worker
relationship was in “the natural state,” Senior wrote,

greater exertion and severer economy are . . . [the laborer’s] resources in distress;
and what they cannot supply, he receives with gratitude from the benevolent. The
connexion between him and his master has the kindliness of a voluntary associa-
tion, in which each party is conscious of benefit, and each feels that his own welfare
depends. . . on the welfare of the other. But the instant wages cease to be a bargain—
the instant the labourer is paid, not according to his value, but his wants, he ceases
to be a free man. He acquires the indolence, the improvidence, the rapacity, and
the malignity, but not the subordination of a slave. He is told that he has a right to
wages. . . . But who can doubt that he will measure his rights by his wishes, or that
his wishes will extend with the prospect of gratification? The present tide may not
complete the inundation, but it will be a dreadful error if we mistake the ebb for a
permanent receding of the waters. A breach has been made in the sea-wall, and with
every succeeding irruption they will swell higher and spread more widely. What we
are suffering is nothing to what we have to expect.’’

The unchecked anger, arrogance, and fanaticism of the poor, Senior argued,
would ultimately lead to a situation in which “rent, tithes, profit,and capital, are
all eaten up, and pauperism produces what may be called its natural effects—for
they are the effects which, if unchecked, it must ultimately produce—famine,
pestilence, and civil war.”

In this period, the ideas of radicals and socialists were spreading fast.
Thomas Hodgskin and William Thompson had written books in the 1820s
in which they argued that profits were generally unearned income coercively
expropriated from workers.** These ideas were being widely disseminated and
discussed. The socialist doctrines of Robert Owen were also rapidly becoming
influential. Senior deplored socialist ideas, calling them a mistaken belief that
the conditions creating inequality could be remedied. Such a mistaken belief
he called “the political economy of the poor,” and he argued that these ideas
had a natural appeal to the uneducated. Equality can only involve extreme
misery, he argued, because “though it is in the power of human institutions to
make everybody poor, they cannot make everybody rich; . . . they can diffuse
misery, but not happiness.”*

Senior believed that every educated, knowledgeable person would under-
stand the utter futility and great danger of socialist ideas. Discussing the futility
of socialist ideas, he wrote:

Among philosophers . . . [an understanding of the futility] is a conviction; among
the higher and middle classes . . . [it] is a prejudice founded partly on . . . their own
apparent interest. But the apparent interest of the lower classes is the other way.
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They grossly miscalculate the number and value of the prizes in the lottery of life,
they think that they have drawn little better than blanks, and believe those who tell
them that if all the high lots were abolished everybody might have a hundred-pound
prize.

As long as this is the political economy of the poor, there seem to be only three
means of governing a densely peopled country in which they form the large ma-
jority. One is to exclude them from political life. This is our English policy. . . .
Another is the existence among them of a blind devotion to the laws and customs
of the country. . . . A third plan is to rely on military power—to arm and discipline
the higher and middle classes, and to support them by a regular army trained to
implicit obedience.*

With his connections to the most powerful members of the Whig party, Se-
nior was able to put some of his ideas into practice. In 1832, he was appointed
a member of the Poor Law Inquiry Commission, which was to study existing
poor laws and methods of dealing with poverty and to recommend reforms
designed to make the system of poor relief function more effectively and eco-
nomically. According to reliable sources, the report thatthe commission issued
in 1834 was largely Senior’s work, and it became the basis of a new poor law,
passed also in 1834. The new poor law reflected the following commission
views: (1) workers should accept any job the market offered, regardless of the
working conditions or pay involved; (2) any person who would not or could
not find work should be given just barely enough to prevent physical starva-
tion; and (3) the dole given to such a person should be substantially lower
than the lowest wage offered in the market, and his general situation should
be made so miserable and should so stigmatize him as to motivate him to seek
any employment, irrespective of the pay or conditions.

One present-day economic and social historian has written that the poor
law Senior was so influential in creating was

an engine of degradation and oppression more than a means of material relief. There
have been few more inhuman statutes than the Poor Law Act of 1834, which made
all relief “less eligible” than the lowest wage outside, confined it to the jail-like
workhouse, forcibly separated husbands, wives and children in order to punish the
poor for their destitution, and discourage them from the dangerous temptation of
procreating further paupers.*?

Such was the social philosophy underlying, and the policies that grew out
of, Senior’s economic analysis of capitalism.

Senior’s Theoretical Methodology

Senior’s economic analysis was most completely developed in his An Outline
of the Science of Political Economy, first published in 1836. The first chapter
of the Outline contains a statement of his methodology that is important for
three reasons: first, it is the first explicit statement of a particular methodologi-
cal approach that has subsequently been very influential among economists
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and other social scientists of a conservative bent down to the present; second,
it is a methodology that, we will argue (both in this chapter and in Chapter
17 on the Chicago School of economics), attempts to hide and obscure the
conservative normative foundations of Senior’s (and the later conservative
economists’) economic theory; and third, it appears to give Senior’s (and the
later conservative economists’) ideas the authority of a detached, objective,
neutral, and scientific foundation, removed from the supposed stigma of de-
fending the interests of any particular persons or classes.

Senior believed that so much controversy existed in theories of political
economy because economists had concerned themselves with social welfare
rather than merely analyzing wealth. When one considered social welfare, one
was immediately involved in normative or ethical statements reflecting the
positions of varying contending groups involved in social conflicts. It was thus
inevitable that intellectual conflicts would arise. Ethical statements, Senior de-
clared, were not subject to either scientific confirmation or disproof. Therefore,
as long as they remained a part of economic theorizing, scientific advancement
could never result in agreement among theoreticians. If political economy was
to become a science, it was first necessary to eliminate all of the unscientific,
ethical premises contained within it. After these were eliminated, a few clearly
established empirical principles of economic life would remain. Then, using
deductive logic, economists would be able to explore scientifically all of the
theoretical and practical implications of these few empirically substantiated
principles. The use or application of these conclusions would not be the concern
of the economist as scientist, but rather of the moralist or the legislator. Political
economics would be a value-free, neutral, “pure science.” Senior wrote:

The subject treated by the Political Economist . . . is not Happiness, but Wealth; his
premises consist of a very few general propositions, the result of observation, or con-
sciousness, and scarcely requiring proof, or even formal statement, which almost every
man, as soon as he hears them, admits as familiar to his thoughts, or at least as included in
his previous knowledge; and his inferences are nearly as general, and, if he has reasoned
correctly, as certain as his premises. Those which relate to the Nature and Production
of Wealth are universally true. . . . But his conclusions, whatever be their generality and
their truth, do not authorize him in adding a single syllable of advice.*?

The difficulty with Senior’s methodology is that the ongoing empirical
reality of a capitalist social and economic system is composed of a nearly
infinite number of interconnected and interrelated empirical “facts.” Nothing
inherent in experience per se suggests to us that any particular “few general
propositions” are of central importance in understanding capitalism. The pro-
cess of constructing a social theory is one in which we abstract from or ignore
innumerable “facts” and simultaneously isolate and focus on a few others that
we believe to have explanatory power.

If one believes his or her theory to have any importance whatsoever (and
Senior as well as the later economists using his methodology always clearly
believed their theories to be important), that person must believe that he or she
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has abstracted from, or ignored, irrelevant or unimportant facts and focused on
relevant and important ones. But the questions of relevance and importance
have no meaning at all unless one asks, relevant or important with respect to
what problem? Thus, the social or economic issue or problem to which a theory
is addressed is crucial in determining what aspects of reality the theoretician
ignores and what aspects he or she focuses on in a “few general propositions.”
But what constitutes an important problem or an important issue is a judgment
based entirely on the values of the theoretician.

Thus, values stand at the very foundation of the process of theorizing. They
dictate not only what a theoretician will consider an important social issue but
also what types of solutions to social problems would be acceptable. Social
theories are generally addressed to problems that the theoretician considers
important. Furthermore, the “few general propositions” selected are generally
chosen in a manner so that the theory will produce conclusions that are accept-
able within the context of the theoretician’s values. Similarly, the “few general
propositions” generally preclude theoretical conclusions that are morally or
ethically unacceptable. Such was definitely the case with Senior, and such has
been the case with virtually all later theorists who repeated Senior’s claim to
have elevated economic theory to a higher plane, where it was supposedly
uncontaminated by moral or ethical values.

Itis also very clear that Senior wanted his theory to be seriously considered
by those who had decision-making power in the most important social, politi-
cal, and moral issues of his era. In fact, given his social and moral values, he
believed that it would be disastrous if legislators did not act in accordance
with the conclusions of his theory. This is clearly illustrated in the following
sentence, contained in his discussion of methodology: “The business of a Po-
litical Economist is neither to recommend nor to dissuade, but to state general
principles, which it is fatal to neglect.”**

In what sense did Senior mean it would be “fatal to neglect” his principles?
Surely he could not have meant that such neglect would have led to the physi-
cal extinction of the humanrace, in thatthe humanrace had existed for untold
centuries without having his principles to guide it. The only possible meaning
of the phrase was that he believed a failure to follow his principles would lead
to consequences that he judged to be morally bad.

So much for Senior’s attempted separation of the scientific and the norma-
tive. We shall see that later theoreticians who followed Senior in attempting
this separation generally did so for the same reasons as Senior, and that their
attempts have been no more successful than his.

Senior’s Four Propositions
After stating his methodological approach, Senior listed four general proposi-

tions that he considered to be self-evidently true from ordinary experience and
introspection. He wrote:
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We have already stated that the general facts on which Political Economy rests, are
comprised in a few general Propositions, the result of observation or consciousness.
The Propositions to which we have alluded are these:—

1. That every man desires to obtain additional Wealth with as little sacrifice as
possible.

2. That the Population of the world . . . is limited only by moral or physical evil,
or by a fear of a deficiency of those articles of wealth which the habits of the
individuals of each class of its inhabitants lead them to require.

3. Thatthe powers of Labour, and of the other instruments which produce wealth, may be
indefinitely increased by using their Products as the means of further production.

4. That, agricultural skill remaining the same, additional Labour on the land within a
given district produces in general a less proportionate return, or, in other words, that
though, with every increase of the labour bestowed, the aggregate return is increased,
the increase of the return is not in proportion to the increase of the labour.*

It was on the basis of these four supposedly value-free propositions, which
Senior believed to be obviously scientifically valid, that he attempted to con-
struct the science of political economy. We will examine his treatment of each
of the four propositions both to understand what he saw as the implications of
these premises and to see how free from moral considerations his conclusions,
based on these principles, really were.

Senior on Utility Maximization, Prices, and Gluts

In the development of the first proposition, Senior expressed clearly two of the
themes discussed in the first section of the present chapter. First, he believed
thatintrospection would prove that all economic behavior was calculating and
rationalistic, and, like Bentham, he saw this behavior as ultimately reducible
to the maximizing of utility. He spoke of maximizing wealth, but in explain-
ing the nature of wealth he wrote: “Of the . . . qualities which render anything
an article of Wealth, or, in other words, give it Value, the most striking is the
power, direct or indirect, of producing pleasure. . . . Utility . . . comes nearest
to [expressing this quality].”* The first proposition stated that people always
desired to increase wealth with as little sacrifice as possible. In our discus-
sion of Senior’s third proposition, we will see that all means of acquiring
wealth did, in his view, involve a sacrifice or a disutility (or negative utility).
Therefore, as with Bentham, we can speak of maximizing utility or minimiz-
ing disutility. But both these amount to simple utility maximization. Senior
differed with Bentham, however, on the basic assumption whereby the latter
argued for his egalitarian reform. Bentham, it will be recalled, believed that
as wealth or income increased, the utility of each successive, or marginal,
increment declined.

The diminishing marginal utility of wealth was the basis of Bentham’s
argument that wealth taken from the richest people and given to the poorest
people in a society would increase social utility. Two premises seem to under-
lie Bentham’s belief—first, that people can acquire so much wealth that they
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become satiated, and thus a slight increment or decrement to their wealth has
very little, if any, effect on the total utility that they derive from their wealth;
and second, that the utilities that any two people derive from their wealth can
be compared. Later utility theorists were generally much more conservative
than Bentham, so it was necessary for them to deny these two egalitarian
premises. Senior explicitly denied both of them.

Senior asserted that no matter how unequally wealth might be distributed,
“no person feels his whole wants to be adequately supplied; . . . every per-
son has some unsatisfied desires which he believes that additional wealth
would gratify.”*” Furthermore, “the nature and urgency of each individual’s
wants are as various as the differences in individual character.”*® Therefore,
we cannot make comparisons among individuals as to the amount of utility
that they would receive or lose from an increment or a decrement in their
wealth.

The second important theme of this chapter, expressed in Senior’s discus-
sion of his first proposition, is that prices reflect individuals’ utilities derived
from consuming the various commodities rather than the labor embodied in
commodities. Although he did not develop a theory of how utility determined
prices, Senior repeatedly stated that commodities “exchange in proportion to
the force or weakness of the causes which give utility to them.”* In response
to Ricardo’s labor theory of value he wrote that

if all the commodities used by man were supplied by nature without any intervention
whatever of human labor, but were supplied in precisely the same quantities as they
now are, there is no reason to suppose either that they would cease to be valuable,
or would exchange in any other than their present proportions.

The reply to Mr. Ricardo is . . . that the articles of wealth which do not owe
the principal part of their value to the labour which has been bestowed on their
respective actual production, form, in fact, the bulk of wealth, instead of a small
and unimportant portion of it.>

Finally, Senior’s first proposition was used against Malthus to argue that
economic gluts or depressions were impossible. He believed that if the desire
for wealth were insatiable, then there could never be a general glut of com-
modities. And because common observation “proved” the desire for wealth to
be insatiable, the belief that depressions or general gluts had existed or would
exist in the future must be false. He argued that

the only . . . hypothesis on which the existence of a general glut can be supposed
is that of a general satiety, that all men may be so fully provided with the precise
articles which they desire as to afford no market for each other’s superfluities. And
this doctrine is opposed to the proposition which we set out, that every man desires
to obtain additional wealth.’!

Senior appears to be more extreme than either Ricardo or Say in his rejec-
tion of the possibility of gluts. The latter two theorists at least recognized that
there had been recurring periods of general economic distress but argued that
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a competitive market would automatically alleviate this distress and restore a
proper balance in the various industries in disequilibrium. Senior, in his vari-
ous writings, does not appear to have recognized the very existence of such
periodic crises. But, as we said above, values frequently dictate those aspects
of reality from which theoreticians will abstract, and, by implication, those
aspects that they will ignore as being unimportant.

Senior’s Views on Population and Workers’ Welfare

Senior’s second proposition nearly restated Malthus’s views on population.
Like Malthus, he believed that unless the moral character of the poor was
improved, misery would be their inevitable lot. Prior to 1830, however, he
believed thatthe moral character of England’s poor was improving, and he was
optimistic that it would improve even more in the future. After the “frightful
autumn of 1830,” his views changed. In the preface to the 1831 edition of Three
Lectures on the Rate of Wages, he argued that there was only one “effectual
and permanent means” of alleviating poverty—"to raise the moral and intel-
lectual character of the labouring population.” But, whereas he had formerly
believed that workers’ characters had already been improved considerably,
he now went on to say it was necessary “to improve, or I fear we must say, to
create habits of prudence, of self-respect, and of self-restraint.”>? It is obvious
that when he said these habits had to be created, he was asserting that, in fact,
English workers lacked them entirely.

Thus, in the statement of his second proposition, Senior stressed that the
only alternative to “moral and physical evil” in controlling population was
the “fear of deficiency.” Senior believed it to be absolutely necessary to keep
the working class living in a constant and extreme “fear of deficiency,” and he
believed that the older poor laws had lessened this fear by giving workers a
minimal level of security. His objection to this and his belief in the importance
of maintaining extreme fear and insecurity were to become the foundations of
the 1834 poor law. But Senior, like Malthus, believed that the attainment of
the ultimate good of society frequently required suffering (inevitably it was
the poor whom they believed had to suffer). “Nature has decreed,” he wrote,
“that the road to good shall be through evil—that no improvement shall take
place in which the general advantage shall not be accompanied by partial
suffering.”

Senior on Capital Accumulation and Abstinence

Senior’s third proposition was, on the surface, a denial that there would be dimin-
ishing returns in manufacturing. As the amount of labor devoted to manufacturing
increased, the output of manufactured goods could increase at least proportion-
ately if not more than proportionately, depending on whether the products of labor
and capital were accumulated as additions to the capital stock, thus augmenting
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the productivity of labor. Senior agreed with Say that capital was productive in
the same way as labor. In fact, Senior frequently argued as though capital was
much more important than labor in creating commodities. But he had read the
writings of Thompson and Hodgskin (to be discussed in the next chapter) and
was aware of the popular appeal of these writers, who had focused on the fact
that work is a human activity that is absolutely necessary if production is to
occur. Capital, they had insisted, is simply a fact of legal ownership. As such,
capital is a legal or social relationship between different classes of people, and
it is not necessary to production. Labor, they had argued, is a real human cost
of production and capital is not. Therefore, wages can be morally justified as the
remuneration for a real human exertion, and profits cannot be so justified.

Senior disagreed. And despite his claim that morality had no place in
scientific political economy, he proceeded to give the moral justification for
profits that is still usually given by conservative economists today. It was
not enough to attempt to show that physical capital was productive, because
physical capital and capitalists were not the same. Senior had to show how
the ownership of capital involved a real human cost analogous to working if
he was to give profits the same moral justification as wages. This is exactly
what he attempted to do:

According to the usual language of Political Economists, Labour, Capital, and Land
are the three instruments of production; Labourers, Capitalists, and Landlords are the
three classes of Producers; and the whole Produce is divided into Wages, Profit, and
Rent. . . . We approve, on the whole, of the principles on which this classification
is founded, but we have been forced, much against our will, to make considerable
alterations in the language in which it has been usually expressed.>

The principal changes in terminology that he referred to were, not surpris-
ingly, the terms capital, capitalist, and profit.

These terms express the instrument, the person who employs or exercises it, and
his remuneration; but there is no familiar term to express the act, the conduct of
which profit is the reward, and which bears the same relation to profit which labour
does to wages. To this conduct we have already given the name of Abstinence. . . .
Abstinence expresses both the act of abstaining from the unproductive use of capital,
and also the similar conduct of the man who devotes his labour to the production of
remote rather than of immediate results.>

Thus, the capitalist abstains from the unproductive use of his capital, and
this is the contribution that entitles him to receive a profit. Senior, like Ben-
tham, thought that working was painful, and, therefore, it required a wage to
bribe a worker to endure the pain. Similarly, he asserted: “To abstain from
the enjoyment which is in our power, or to seek distant rather than immedi-
ate results, are among the most painful exertions of the human will.”* Thus,
capitalists, like laborers, had to be paid for enduring pain, and therefore they
had to receive profits. There were, then, no really important differences in the
nature of or justification for wages and profits.
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Only by carefully protecting the rights of private property, and, thereby,
protecting capital and profits, could the government be assured that men would
engage in abstinence and thus accumulate capital. The final and most important
conclusion of Senior’s third proposition was that only capital accumulation
could assure a country that its manufacturing capacity would grow at least as
fast as its population. Thus, the most important source of a nation’s prosperity
was ultimately the abstinence of its capitalists.

Senior on Rent and Class Distribution of Income

Senior’s fourth and last proposition would appear to be a mere restatement of
Ricardo’s assertion of diminishing returns in agricultural production. Senior’s
interests, however, were very different from Ricardo’s.

First, Senior was not really interested in what happened when “agricul-
tural skill remained the same.” Like Malthus, he stressed improvements in
agricultural skills that would more than offset the diminishing productive
returns that would result without the improvements. He believed that such
improvements had actually resulted in increasing productive returns in Great
Britain’s agriculture over the previous century: “The total amount of the an-
nual agricultural produce of Great Britain has much more than doubled during
the last hundred years; but it is highly improbable that the amount of labour
annually employed has also doubled.”’ Here, again, Great Britain owed its
prosperity and its escape from the Ricardian specter of the stationary state
to the beneficial effects of abstinence and the accumulation of capital in the
agricultural sector of the economy.

Senior’s modification of the notion of differential rent was his second
important difference from Ricardo in the development of this fourth proposi-
tion. Rent was defined by Senior as “an advantage derived from the use of a
natural agent not universally accessible.” It was a return to any ownership
that conveyed monopoly power because the object owned could not be freely
reproduced. It might therefore be supposed that, unlike wages and profits,
rent could not be morally justified in Senior’s theory. This was not the case.
Agricultural rent, he argued, was the only “means by which the population of
a country is proportioned to the demand for labour. In this as in many other
cases, nature has provided that the interests of the landlord and the interests
of the public shall coincide.”

The most important part of Senior’s discussion of rent, however, was his
assertion that much of what were normally called wages and profits contained
an important component of rent. If any worker or capitalist enjoyed an ad-
vantage that could not be reproduced by his rivals, then a part of his wages
or profits was really rent. Variations in the fertility of land, he argued, were
not different in principle from variations in the productive abilities among
workers or machines. This was important because it was the initial step in
a chain of reasoning whereby Senior eliminated the distinctions between
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the incomes of the various classes and made all types of income virtually
identical. If the sources of all incomes were the same, then the distinguishing
features of different classes became economically unimportant—and eventu-
ally, among thinkers influenced by Senior, the belief evolved that capitalism
was essentially a classless society. This was a central development in the
social harmony tradition of economic theory, because with class distinctions
being either unimportant or nonexistent, class conflict also became either
unimportant or nonexistent.

Senior’s elimination of the distinctions among the incomes of the three
classes was summarized in the following quotation:

We have defined RENT to be the revenue spontaneously offered by nature or acci-
dent; WAGES, the reward of labour; and PROFIT, that of abstinence. At a distance
these divisions appear clearly marked, but when we look into the details, we find
them so intermingled that it is scarcely possible to subject them to a classification
which shall not sometimes appear to be inconsistent, and still more frequently to
be arbitrary. . . . [For] all useful purposes, the distinction of profit from rent ceases
as soon as the capital, from which a given revenue arises, has become, whether by
gift or by inheritance, the property of a person to whose abstinence and exertions
it did not owe its creation. . . .

[The] extraordinary remuneration of the labourer, which is assisted by extraor-
dinary talents . . . might be termed, with equal correctness, rent, which can be re-
ceived only by a labourer, or wages, which can be received only by the proprietor
of a natural agent. . . .

It is still more difficult to draw the line between Profit and Wages. . . . And, as a
general rule, it may be laid down that capital is an instrument which, to be produc-
tive of profit, must be employed, and that the person who directs its employment
must labour, that is, must to a certain degree conquer his indolence, sacrifice his
favourite pursuits, and often incur other inconveniences.®

Thus, class differences were, he believed, largely illusory. “In the natural
state,” the relationship between a worker “and his master has the kindliness
of a voluntary association.”! Their interests were in harmony and were best
promoted by a free market and the protection of private property.

Social Harmony Versus the Political Economy of the Poor

The doctrine that classes were naturally antagonistic and that the working class
might benefit from actions that harmed the interests of landlords and capitalists
was labeled by Senior as “the political economy of the poor.” Such ideas were
believed only by those “whose reasoning faculties are either uncultivated, or
perverted by their feelings or their imagination.”®? The correct doctrine was
that all interests were in harmony and were promoted by a free market and the
accumulation of capital. “Among philosophers,” he wrote, “this is a conviction;
among the higher and middle classes . . . this is a prejudice founded partly on
. . . their own apparent interest.”® Only when laborers saw that the prejudice
founded on the “apparentinterest” of the rich coincided with the ultimate truth
of which philosophers (such as Senior) had a conviction, would they abandon
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their false notions of class conflict and begin to support the “economics of the
rich” (which ultimately promoted the welfare of all of society).

Most later proponents of what Senior called “the political economy of the poor”
accepted the notion that the distinction between rents and profits had become
unimportant by the middle of the nineteenth century. During the seventeenth and
eighteenth centuries, the landlord class had retained many of its characteristics
as the old ruling class of feudalism. In this era, their interests frequently clashed
with those of the capitalist class (as we have seen in the chapters on Malthus and
Ricardo). By the mid-nineteenth century, industrial capital had clearly established
its supremacy. As a result, increasing numbers of capitalists ceased functioning as
entrepreneurs or organizers of production and began to rely on hired managers to
perform those functions. Increasingly, profits, like rents, became a return to passive
ownership alone. Consequently, the distinction between landlords and capitalists,
or between rents and profits, became unimportant.

The advocates of “the political economy of the poor” have continued,
however, to insist on the importance of the distinction between income from
working and income from owning. These two sources of income, they believe,
form the basis of a fundamental, ongoing class antagonism. It is therefore not
surprising that these theorists have persistently attacked Senior’s notion that
abstinence is a social cost of production borne by capitalists.

These critics of Senior have insisted that the origins of capital were almost
never capitalists’ abstinence (see Chapter 9 on Marx). Moreover, most capital
in modern capitalist society is inherited, and, hence, an accident of birth. When
abstinence is defined, as Senior frequently defined it, as “abstaining from the
unproductive use of capital,”®* it merely means that a capitalist uses his fac-
tory (or other physical capital) as a means of making profit and accumulating
more capital rather than as a place of personal enjoyment (if one can imagine
how a factory could be used as a consumption good for one’s personal enjoy-
ment). This means that using capital to make profit is simply defined as painful
and the profit is justified by that pain. Even Senior, in many of his passages,
showed a recognition of the absurdity of this notion. Contrary to what one
would expect from Senior’s theory of abstinence, in capitalism, capitalists
enjoy making profits. In fact, it is generally a passion that dominates their
lives. Senior admitted that vanity encouraged the upper classes to save rather
than spend, and among the educated classes vanity was “the most powerful
of human passions.”% Furthermore, capitalists

can show their wealth by the magnitude of their concerns and by the firmness of
their credit. Ostentation would rather lower than raise them in the estimation of the
class whose opinion they value. They go on producing and amassing and leave the
task of expending to their heirs.*

Finally, Senior considered the “desire of wealth for its own sake” to be
“instinctive,” it seemed “to be implanted in us by nature as a counterbalance
to the strong propensities to indolence and to expenditure.”®’
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Thus, when he was not directly attempting to justify profits morally, Senior
made many observations that would appear to refute his assertion that absti-
nence was “among the most painful exertions of the human will.”®®
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Chapter 7

Political Economy of the Poor: The Ideas of
William Thompson and Thomas Hodgskin

The “frightful autumn of 1830,” which created in Nassau Senior a terror of
working-class mass actions, was merely one of a series of strikes, riots, and
rebellions through which laborers expressed their hatred of what the industrial
revolution was doing to them and their families. Industrialization resulted in
the total destruction of the laborers’ traditional way of life. Harsh discipline
in the factories and deplorable living conditions in the cities were the fruits of
finding and keeping a job. High unemployment made finding and keeping a job
very uncertain. Moreover, with most of the important changes in productive
technology came forced, technologically related job losses for large numbers of
workers. The three evils that galvanized the most worker resistance, then, were
low wages, bad working and living conditions, and economic insecurity.

Workers’ Resistance to Industrialization

In the earliest attempts to resist the effects of capitalist industrialization, work-
ers very frequently tried to form combinations or unions. In Chapter 4, we
mentioned the early successes of some of these workers’ combinations in the
textile industry. In England, the decade of the 1790s was one of widespread
labor unrest and frequent attempts to form combinations. Wealthy Englishmen,
the memory of the French Revolution fresh in their minds, became increas-
ingly alarmed by both the combination movement and the growing influence
of many radical writers such as William Godwin (1756-1836). Their response
to the workers’ movement was the Combination Act of 1799.

The employers realized that individually a worker was powerless against
them. With a large reserve of unemployed laborers, any “arrogant” or recal-
citrant worker could be immediately and easily replaced. Such a replacement
would serve as an example to increase the insecurity and hence the docility of
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the remaining workers. But laborers had significantly more power when bar-
gaining collectively. The Combination Act was enacted for only one purpose:
the complete destruction of the combination movement and the preservation
of the powerlessness of workers. Although it did not ultimately succeed, for
twenty-five years it dealt a very severe blow to the labor movement. Enforce-
ment of the law was incredibly harsh. Frequently, the prosecution’s argument
was little but foul invective, the evidence was sparse if not fabricated, and the
punishments were terrifying and cruel.

Another form of worker rebellion was the destruction of machinery. Labor-
ers often did not realize that it was not machinery per se that put them out of
work but the ways in which it was used in the capitalists’ quest for maximum
profits. In 1758, English laborers destroyed many of the first mechanical wool-
shearing machines. The result was something near mass panic, and Parliament
passed a law threatening execution for any worker caught destroying a factory
or a machine. But machine wrecking continued as workers continued to face
economic insecurity and material deprivation.

After the passage of the Combination Act, workers had no means of legal
resistance and machine wrecking became even more widespread. From 1811
onward, the rebellion grew rapidly in numbers and intensity. Chain reactions
occurred in the years 1811-13, 1815-17, 1819, 1826, 1829-35, 183842,
1843-44, and 1846-48. Most of these upheavals were spontaneous manifesta-
tions of the utter wretchedness and desperation of the working class. Despite the
poignant opposition of Lord Byron in 1812, the British government repeatedly
sought to solve the problem by making machine breaking a capital offense.

By the 1820s, however, many defenders of working-class interests were
clearly aware that the machines were not the source of the evil. The plight of
working people, they argued, was the outcome of economic, legal, social, and
political institutions. Therefore, any substantial improvement in the conditions
of the poor would require a transformation of these institutions. Thus, the
working class would have to understand the institutional basis of oppression
and organize collectively to create a better society.

Robert Owen (1771-1858), a humane middle-class capitalist, became
the most influential leader of this movement in the 1830s. Owen served as a
draper’s apprentice from the age of ten. At age twenty, he was the manager of
alarge mill. Wise business decisions and good luck soon resulted in the acqui-
sition of a considerable fortune. He acquired a factory at New Lanark, which
became known throughout England because he insisted on decent working
conditions, livable wages, and education for working-class children.

He was a man of benevolent sentiments who was appalled by the suffering
and hardships endured by workers. At first he hoped to show other capitalists,
by the example of his factory at New Lanark, that their treatment of workers
was shortsighted and ignorant. The capitalists could, he believed, get more
productivity out of workers and, consequently, make more profits if they treated
their workers more humanely.
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He found, however, that almost no capitalists were interested in following
his example, and so he became convinced that the answer lay in the formation
of voluntary “cooperatives,” in which the producers themselves would jointly
control their own economic destinies. He believed that a system of cooperatives
could coexist and compete with existing capitalist enterprises and eventually
replace them entirely.

The cooperatives were to be self-governing industrial and agricultural
communities in which private ownership of the means of production would
be abolished and the selfish quest for profits eliminated.

One portion of mankind will not, as now, be trained and placed to oppress, by force
and fraud, another portion, to the great disadvantage of both; neither will one por-
tion be trained in idleness, to live in luxury on the industry of those whom they
oppress, while the latter are made to labor daily and to live in poverty. Nor yet will
some be trained to force falsehood into the human mind and be paid extravagantly
for so doing while other parties are prevented from teaching the truth, or severely
punished if they make the attempt.!

Owen’s cooperative movement and the ideas behind it became very influ-
ential in the English labor movement of the 1820s, particularly after the repeal
of the Combination Act in 1824 once again made labor organizations legal. It
is therefore not surprising that several theorists of this period who were sym-
pathetic to the labor movement combined many of the ideas of the Owenite
cooperative movement with the class conflict perspective of the labor theory
of value found in the writings of Adam Smith and David Ricardo. Two of the
most interesting and influential of these theorists were William Thompson
and Thomas Hodgskin.

Thompson’s Utilitarianism and Labor Theory of Value

William Thompson (1775-1833) published several books and pamphlets, the
two most important being An Inquiry into the Principles of the Distribution of
Wealth Most Conducive to Human Happiness (1824) and Labour Rewarded,
The Claims of Labour and Capital Conciliated (1827). The three principal
intellectual influences on Thompson were the labor theory of value of the
classical political economists, the Owenite philosophy of the cooperative
movement, and the utilitarianism of Jeremy Bentham.

In the previous chapter, we asserted that Bentham’s utilitarianism furnished
the philosophical foundation for later neoclassical economics and the utility
theory of value. We also asserted that the utility theory of value proceeds
from and intellectually reinforces a social harmony perspective, which usu-
ally culminates in an ideological justification of the status quo of free market
capitalism. But, as was discussed in the previous chapter, during the last few
decades of his career, Bentham was an advocate of fairly far-reaching social,
political, and economic reforms. Thompson advocated reforms that were much
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more radical than Bentham’s. As we will see in the next chapter, John Stuart
Mill considered himself a disciple of Bentham and believed that legal reforms
should restrict the domain of free market capitalism.

Therefore, in this discussion of Thompson’s ideas, we will attempt to show
that whenever Bentham’s utilitarianism is used (whether by Bentham, Mill, or
Thompson) to justify reforms, restrictions, or abolition of free market capital-
ism, irreconcilable contradictions are involved. It is our opinion that only the
conservative neoclassical devotees of laissez-faire capitalism have developed
the implications of Bentham’s utilitarianism with logical consistency, and
that Bentham’s philosophy will support only their conservative defense of
capitalism.

Thompson was an avowed disciple of Bentham. Like Bentham, he espoused
both psychological hedonism and ethical hedonism, although, as we will see,
he also held social theories that were incompatible with his utilitarianism. His
psychological hedonism is evident in passages such as the following:

Our organization has made us sentient beings, that is to say, capable of experiencing
pleasure and pain from various sources. The only rational motive to exertion of any
sort, whether to acquire wealth or for any other purpose, is to increase the means of
happiness or to remove or lessen causes of annoyance, immediate or in prospect.?

Thompson did not defend his ethical hedonism. He simply asserted that
utilitarian ethical theory, in the writings of Bentham, had been “developed and
established forever, to the exclusion of all other pretended tests of morals.”?

Thompson believed that the distribution of wealth was the most important
determinant of how much pleasure and happiness the various members of
society could attain. He also believed that as a person’s wealth increased,
equal increments of wealth would give that person successively smaller incre-
ments of pleasure.* Moreover, he believed that if all members of society were
treated equally, they would have equal capacities to experience pleasure and
happiness.’ These beliefs were very similar to those of Bentham discussed in
the previous chapter.

Thompson also accepted the labor theory of value. He believed that only
labor created wealth and that the quantity of labor bestowed on a commodity
was the chief determinant of the value of that commodity:

Without labour there is no wealth. Labour is its distinguishing attribute. The agency of
nature constitutes nothing an object of wealth. Labour is the sole parent of wealth. . . .

Land, air, heat, light, the electric fluid, men, horses, water, as such are equally
unentitled to the appellation of wealth. They may be objects of desire, of happiness;
but, till touched by the transforming hand of labour they are not wealth.®

Thompson’s Argument for Egalitarian, Market Socialism

Thompson concluded from his utilitarian premises that “in all cases where
human effort has not been concerned in production, equality of distribution is
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therule of justice.”” There was, he believed, only one defense of any inequal-
ity whatsoever:

Without security—which means the exclusive possession by every man of all the
advantages of his labour—labour would not be called forth. Therefore, in the dis-
tribution of such articles where labour is employed, called articles of wealth, and
in these alone, equality must be limited by security, because in no other case are
equality and production incompatible with each other?

Thompson’s description of the only possible defense of inequality was
similar to Bentham’s. But Thompson was much more radical than Bentham.
Whereas Bentham had believed that the distribution of wealth and income in
England was significantly more unequal than was necessary, he nevertheless
believed that the existing capitalist economy was quite compatible with a just
distribution of wealth and income. Thompson strongly disagreed. He did not
believe that capitalism could ever be a “system of security” in which each
person had the fruits of his or her labor secured: “The tendency of the existing
arrangement of things as to wealth is to enrich a few at the expense of the mass
of producers, to make the poverty of the poor more hopeless.”’

Capitalism had far greater extremes of wealth and poverty than could be
justified in utilitarian philosophy, Thompson believed. Within capitalism, he
asserted,

to inequality of wealth there is no bound: it becomes the ruling passion: the dis-
tinction which it confers, the envy which it excites, urge men to acquire it by any
means. Every expedient which force and cunning can use to appropriate the fruits
of other men’s labour, and with this view to turn the mass of mankind into ignorant
contented drudges, is erected into a custom or a law. A universal and always vigilant
conspiracy of capitalists . . . exists everywhere . . . to cause the labourers to toil for
the lowest possible wage, and to wrest as much as possible of the products of their
labour to swell the accumulations and expenditures of capitalists. Yet such is the
rage of these men for distinction, for expenditure as an instrument of distinction
rather than of any direct enjoyment, that the products of the labour of thousands
are swallowed up for no other end than to gratify such unsubstantial desires. What
accumulated wealth there is in such a community is gathered into the hands of a
few; and as well from its bulk as from its contrast with the surrounding poverty, it
strikes every eye. The productive labourers, stript of all capital, of tools, houses,
and materials to make their labour productive, toil from want, from the necessity of
existence, their remuneration being keptat the lowest, compatible with the existence
of industrious habits.'°

Moreover, under capitalism the wealth of the capitalists “engenders posi-
tive vices in the possessors of these excessive shares of wealth,”!! while at
the same time it “excites the admiration and the imagination [of the poor],
and in this way diffuses the practice of the vices of the rich, amongst the rest
of the community.”'?

As a result of capitalist property relations, the capitalist class coercively
expropriated “at least one-half of the products of labour from the use of the
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producer.”’® Moreover, capitalism was inherently unstable. The instability
resulted in depressions that created unemployment, economic waste, and
widespread suffering:

The ordinary wants and comforts of society remain through the ages nearly the
same; the food, and clothing, form and mode of constructing dwellings, change but
slowly. . .. The nature and form of the productions to which they give rise, partake,
of course, of their steadiness of character. . . .

But there exists, in the very nature of things, a constant source of caprice in the
demand for all those extra articles of luxury called for by excessive wealth. . . . The
urgency of the caprice enhances the demand . . . for the article in request; and this
naturally induces many to leave other lines of industry, and engage in the more liber-
ally paid new branch. At length, however, the sickly ardour of fashion relaxes—the
bauble becomes old and familiar, ceases to please, and the trade in the superfluity,
so lately active, is now comparatively at a stand. On the fixed and moveable capital
employed during the great demand, there must be more or less of loss in transferring
it to other employment. . . . The inclination, the ability to work, remain as before; but
the employment, without any fault of the labourers, is taken away from them.!'*

Thompson concluded that capitalism was inevitably a system of exploita-
tion, degradation, instability, suffering, and grotesque extremes of wealth
and income. He believed that utilitarianism would always lead a thoughtful
inquirer to the same conclusions. Ironically, Thompson accepted nearly all of
the utilitarian arguments that have been used to morally justify competitive,
free market capitalism. He asserted that voluntary exchange would always
benefit both parties to the exchange because each party would receive more
utility than he gave up: “All voluntary exchanges of the articles of wealth,
implying a preference on both sides, of the thing received to the thing given,
tend to the increase of happiness from wealth, and thence to increase the mo-
tives to production.”’ This passage was identical to the utilitarian defense of
capitalism. It was with just such a defense of free exchange that utilitarians
could argue that the market harmonized the interests of everyone, capitalists
and workers included.

Thompson was able to argue against this conservative, utilitarian defense
of capitalism because he denied the assertion that laborers freely sell their
labor power (i.e., capacity to work) under capitalism. He maintained that
when workers did not own the tools and materials with which to produce,
they were unfree. The selling of their labor power was not a free exchange,
but was coerced. The threat of starvation was as coercive as a threat of death
by violent means.

Therefore, Thompson concluded that in a fair, competitive, exchange society
“all the products of labour ought to be secured to the producers of them.”'® This
meant that an owner of capital should be able to live only “in equal comfort
with the more actively employed productive labourers.”!” If this rule were
enforced, then Thompson concluded that, within a generation, all workers
would, either individually or within groups, own their own capital and retain
all of the fruits of their labor.'
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Thus, in order for free exchange to harmoniously benefit all exchangers,
Thompson believed that two very stringent conditions were necessary. First,
workers would have to have their own capital and materials necessary for
production in order for them to produce freely rather than under coercion. Be-
cause no single worker used substantially more capital than any other worker,
such a society would have a substantially more equal distribution of wealth
than capitalism—even though there would still be some inequality. Second,
if competition was to be universally beneficial, then all restrictions on free
competition would have to be removed. To remove these restrictions would
require the repeal of all laws that restricted or directed production, established
or maintained monopolistic advantage in any market, levied taxes on or gave
subsidies for production, permitted the government to regulate the money
supply, or permitted the acquisition of wealth through inheritance.'

The system Thompson was describing resembled very closely many twen-
tieth-century theoretical models or intellectual visions of egalitarian, market
socialism. It was Thompson’s belief that any consistent utilitarian would arrive
at similar conclusions.?

Thompson’s Critique of Market Socialism

Having attempted to use utilitarian moral arguments to show the superiority
of competitive, market socialism over capitalism, Thompson then posed the
question:

May there not be found a mode of labour consistent with security which will not
only obviate the evils of individual competition, but which will afford its peculiar
benefits—abundant production and development of all the faculties—to a greater,
an incalculably greater extent, than the best arrangements of individual competition
could afford??'

To answer this question, he outlined five evils that “seem to be inherent”
in “the very principle of individual competition.”?

The first evil of competitive, market socialism was that every “labourer,
artisan and trader [saw] a competitor, a rival in every other.” Moreover,
each saw “a second competition, a second rivalship between . . . [his or her
profession] and the public.”?* Hence, the “principle of selfishness neces-
sarily . . . [dominated] in all ordinary affairs of life.”?* For example, under
competitive, market socialism, it would be “in the interest of all medical men
that diseases should exist and prevail, or their trade would be decreased ten,
or one hundred, fold.”? It would never be in the interest of medical men to
practice social, preventative medicine. Many other professions could reap
similar benefits by contriving to create or induce a strong need for their
products or services even in cases where society would benefit when such
products or services were not needed. Such an evil was irremediable under
market socialism because
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individual remuneration is . . . opposed at every step to the principle of benevo-
lence; and the only remedy to the public evil which the system admits, is private
competition between individuals of the same calling, mitigating the evils on a large
scale, by developing