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To Our Readers 

We wrote this book to accomplish two broad goals. First, we wanted to 
produce an introduction to Marxian economics that would incorporate 
several major analytical breakthroughs achieved in Marxism in the last 
twenty-five years. Second, we wanted to define and develop that intro­
duction in relation to the dominant economic theory taught explicitly in 
the United States and prevalent implicitly within most readers' minds. 
From many years of teaching introductory courses, we have learned that 
discussing Marxian theory in the context of a· sustained comparison 
with .neoclassical theory is the most effective method of presentation. 
Unfortunately, no currently available book presents Marxian eco­
nomics within such a framework of comparative theory. 

Certain presumptions underlie this book's organization and style. 
The core introduction to Marxian theory in chapter 3 assumes little or 
no familiarity with the subject. It proceeds from first principles through 
basic analytics to various applications. Every effort has been made to 
integrate the changes in Marxian theory over especially the last twenty­
five years into a systematic exposition. Since Marxian economics in­
cludes several distinct theories, we identify the particular theory we have 
found most convincing and which we therefore present here •. Similarly, 
the overview of neoclassical economics in chapter 2 offers a basic 
grounding in neoclassical micro- and macroeconomics. 

Thus, this book is directed especially to the reader who is interested 
in mastering the basics of neoclassical micro- and macroeconomics and 
in learning what Marxian economics is and how it compares to neoclas­
sical theory. For college and university teaching purposes, the book 
serves both introductory and more advanced courses. As a supplemen­
tary reading, it is a useful accompaniment at all levels of economics­
including introductory courses-where instructors wish to introduce 
students to alternative approaches or merely to sharpen students' 
knowledge of neoclassical theory by comparing it with Marxian theory. 
Finally, for courses across the social sciences generally, this book intro­
duces economics as a field struggling with its own disagreements and 
alternative visions like all the other disciplines. The book clearly dis­
sents from any notion of economics as a technical or mechanical profes­
sion. 

Throughout the volume, but especially in the' first and fourth chap­
ters, important philosophical issues are addressed as they pertain to a 
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xlv To Our Readers 

comparison of economic theories. Issues of epistemology are raised to 
acquaint readers with our method for comparing economic theories. 
We discuss verification and validity to address the important question 
necessarily posed by any such comparative endeavor-namely, How can 
we assess and decide between the competing claims and analyses offered 
by different economic theories? Consistent with the method of the book 
throughout, we explain that theqretical differences in economics are 
matched by theoretical differenees within philosophy, including the 
epistemological issue of how to decide between alternative theories. 

We believe that the particular method used in this book to compare 
and contrast different economic theories may also serve as a useful ana­
lytical tool to compare still other forms of thinking. What we describe 
here as a particular theory's entry-point concepts, logic, produced ob­
jects, and social consequences may be considered as so many indices of 
difference among theories. Readers are presented with a concrete exam-' 
ination of a particular theory in terms of how it differs from alternative 
theories. 

This book offers, then, two interdependent formulations that are· 
not, to our knowledge, available elsewhere. First, economics as a disci­
pline is presented in a format of sustained comparison of alternative 
theQries. Modem principles of discourse analysis are applied to the con­
frontation between Marxian and neoclassical economic theories. The 
distinguishing features of these theories are examined in juxtaposition 
as a method of teaching economics. Second, a Marxian theory is devel­
oped systematically and rigorously from its first principles and assump­
tions through its formal economics to some illustrative appJications to 
social analysis. 

Economics: Marxian versus Neoclassical 



1 Two Different 
Theories 

A. Thl.1ook and Theories of Economics 

This book contrasts two very different and clashing kinds of economics. 
One is usually called neoclassical economics and the other Marxism. 
Each is a distinct way of understanding how economies work and how 
they interact with societies as a whole. In other words, these are two 
different theories about the economic part of society. This book invites 
you to confront the two major economic theories that compete for our 
attention in the modern world. 

We wrote this book because students need to know that there is more 
to economics than just the currently dominant neoclassical theory. We 
also think students deserve to know how these two theories differ. Most 
important, we want to show how understandings based on one theory 
versus the other will tead individuals, families, governments, and soci­
eties in very different directions. 

A.1. Theories: Economic and Otherwise 

Attempts to understand how economies work-economic theories-ex­
ist in our minds alongside theories about how everything else in life is 
organized and connected. All of our theories, whether we are aware of 
them or not, play major roles in shaping all of our experiences. 

Some examples can make this point clear. The particular theory of 
love and feeling that we hold will influence our intimate relationships all 
through life. The person whose theory of love holds it to be identical 
with sex will probably have very different experiences in life than a per­
son who thinks that sex and love are related but distinct. Theories of 
spirituality and religion affect many aspects of daily living. A govern­
ment founded on a theory of society which holds that the Bible or the 
Koran is the absolute source of law will often behave very differently 
from a government committed to a theory of the necessary separation of 
religion from politics. The different theorie~of what is beautiful among 
people produce correspondingly different choices about how cities con­
struct their streets and parks, how architects design homes and other 
buildings, and how individuals style their hair, clothing, personal man­
ners, and so on;-~ 
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2 Two Different Theories 

Natural scientists debate contesting theories of biology. chemistry, 
and physics. Their differing theories lead them to make different exper­
iments and different discoveries. Techn()logical change varies from 
community to community depending in part on which theories are be­
lieved and acted upon by community members in general and by the 
scientists among them in particular. 

. Similarly, different economic tpeories have different impacts on soci­
ety. How an individual makes eC9nomic decisions (about careers, per­
sonal expenditures, investments, and business opportunities) depends 
in part on how he or she thinks about the economy. Likewise, the eco­
nomic policies preferred by political leaders depend on their under­
standings-their preferred theories-of the economy. Which political 
candidate gets your vote is influenced by how you understand the candi­
dates' economic thinking and proposals. . 

We all form judgments about the causes of and cures for poverty, 
inflation, recession, and unemployment. Whether casual and superfi­
cial or carefully researched and sophisticated, our views about eco­
nomic issues affect our behavior. What do economic trends suggest to 
you about your personal career choices? Do you favor a welfare system 
to assist poor people? Is technology the key to Japan's recent economic 
growth? Is it better to lower taxes or raise government spending in order 
to build prosperity in America? Is private enterprise the problem or the 
solution in terms of oiIr economic future? To think through answers to 
such questions is to engage in economic theorizing. The parti~ular eco­
nomic theory we use shapes the answers we find convincing. answers 
that in turn will shape our actions throughout life. 

Do you think that capitalist enterprises would carry the U.S. econ­
omy to great new heights if only they were freed from irrational govern­
ment regulations? If you do, your political loyalties and activities differ 
sharply from someone whose theory suggests rather that only govern­
ment action has kept the U.S. economy from depression. If your theory 
connects poverty and unemployment to the basic class structure of the 
United States, your commitment to overcoming such problems implies 
that you favor changes in that class structure. A different economic the­
ory sees social problems as the result of bad individual choices that 
should be remedied by education and laws, not by changes in the class 
structure. 

Suppose that your particular theory of economic development viewed 
future prosperity as dependent on the formation of mammoth corporate 
giants through the merging of U.S. companies into multiproduct, mul­
tinational conglomerates. With that understanding. it would make little 
sense for you to support government policies favoring small business 
and little sense for you to seek a career in small business. A different 
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theory of economic development might focus instead on small busi­
nesses as the chief generator of jobs, new products, and new technolo­
gies. People who believed that theory would favor the opposite govern­
ment policies and would tend toward the opposite personal career 
choices. 

Different personal decisions and different social policies grow out of 
such different beliefs. Each of these beliefs or understandings of the 
economy grows out of a distinct economic theory. Partly as a result of 
the basic differences that exist among current economic theories people 
arrive at different conclusions and quite literally see different economic 
and social realities. Different theories have different impacts on each of 
us, on our society, and on the future of both. 

A. 2. Economic Theories in Disagreement 

This book might not have been necessary if everyone agreed about how 
economies work. If one economic theory had won universal assent, we 
would probably teach it in the manner that algebra, grammar, and auto 
mechanics are usually taught. In that case, regular textbooks would suf­
fice to educate each generation about economics. However, profound 
disagreement rather than agreement characterizes economics. 

In America and around the world, very different theories produce 
intense debates over how economies work, how they develop, and how 
they ought to be changed. Neoclassical and Marxian economic theories 
contradict each other in basic ways. Their proponents contest for peo­
ple's allegiance. (At the same time, to complicate matters, advocates of 
different versions of neoclassical and Marxian theory fight among 
themselves. In this book, we will concentrate on the two major kinds of 
economic theory, and only secondarily consider their differing ver­
sions.) Since we' all have to live with the consequences of the struggle 
between the two great economic theories, we all need to compare and 
evaluate them. This book aims to help you do that. 

. Deeply felt thoughts and convictions are woven into the economic 
theories people believe in and use. How we think about the economy is 
influenced by how we think about nature, politics, religion, and so on. 
We do nof easily change our allegiance to economic theories, precisely 
because these theories are closely connected to our understanding of the 
world and of ourselves. In short, different basic philosophies are in­
volved in different economic theories. We aim to show how much is at 
stake in the current debates and conflicts among economic theories. 
Whatever your preferences might be, amQng these theories, you will 
likely benefit from a clarification of just what distinguishes one theory 
from another. 
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A.3. Are We All Economic Theorists? 

Economic theorizing is something absolutely everyone does. We all 
make some sort of sense of the production and distribution of goods and 
services. But it is possible to be unaware of the particular economic the­
ory used by your mind. Every time you decide to produce or buy or bor­
row or invest or save something, your mind is at work. That is, you 
weigh various factors in reaching ,your decision. You take some a~count 
of various aspects, implications, and possible consequences of your de­
cision. Which factors you weigh and which aspects you take into. aC­
count depend on your theory of how the economy works. 

Now/you obviously cannot think about and consider everything in 
reaching your decision. So you consider only some things, weigh only 
some factors, focus ,on only some ,aspects. In a word, you se,lect certain 
things to consider and you consider them in the particular way you 
think is appropriate. The things you select and how you consider them 
are matters that depend on your theory of how economies work. Your 
conclusions about economic issues in your life likewise depend on that 
theory. 

You may not be self-conscious about the theory you use to reach each 
economic decision you make. Nevertheless, the decisions you make and 
the actions you take are influenced by economic theory. Therefore, 
whether or not you take formal courses in economics, you necessarily 
use some economic theory throughout your life. 

Every time a person explains why some people are wealthy and others 
are poor, he or she uses one or another economic theory to produce that 
explanation. The same applies to explanations of why some people are, 
employed while others go jobless, why some nations rank high or low in 
levels of income, and why some careers look promising while others do 
not. The explanations we generate with our theories then lead us to take 
certain actions-actions that will differ according to which theory we 
use. 

For example, suppose that the theory we use holds that individuals' 
incomes are rewards for what they contribute to production. What they 
get to spend on goods and services equals what they have coritributed to 
producing them. Wo(kers give their labor, landlords their land. and 
capitalists their money and equipment (machines.' offices, factories, 
etc.). In this theory, wages and salaries are labor's reward while rents 
compensate the contributors of land. Finally, interest and profit are the 
rewards that capitalists obtain for contributing their capital. From the 
standpoint of this theory, individuals' incomes may well seem to be fair: 
your earnings match your contributions. Rich people contribute much 
while the poor offer little or nothing. A believer in this theory might 
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oppose government programs that shift incomes from rich to poor as 
unfair and absurd: unfair because they punish those who contribute to 
production and indulge those who do not; and absurd because such 
punishment will discourage contributions to production and so will di­
minish the total output of goods and services available in our society. 

Now suppose instead that we use a different theory. We believe that 
some people receive incomes without contributing anything, while oth­
ers contribute more than they get back in income. In this theory, a por­
tion of the goods and services produced by some becomes the income of 
other people who made no contribution to production. The rich may 
then be understood to be those in a social position to get their hands on 
what other people produce. A believer in this theory might well be out­
raged at what he or she sees asa kind of theft and would then look 
favorably upon government actions thattake income from certain peo­
ple and shift it to others. Precisely such actions would seem to be fair 
and appropriate. 

Two people who thought about the world by means of these two theo­
ries would likely favor different government policies (on taxes, welfare, 
and much else), support different political parties. and show very differ­
ent attitudes toward wealth and poverty. In short, these two people 
would act very differently just as they think very differently. 

A.4. Theories and Society 

So far we have been stressing how economic theories matter, howalter­
native theories lead people to different conclusions, different experi­
ences, and different actions in society. However, the relation between 
theories and society is a two-way street. Not only do theories shape soci­
ety but society shapes theories. Precisely because different theories lead 
individuals and communities in different directions, we have to ask the 
question, Why are there different theories? 

This question has provoked various answers-and whole philosophic 
systems-across human history. We think that social conditions impact 
upon individuals in,such a way that they come to invent and to endorse 
alternative theories. In different environments, people experience life 
differently and think about its meaning (theorize) differently as well. 
For example. rural and urban people do not typically think about na­
ture in the same way. Teen-agers and the aged often conceptualize life 
quite distinctly. Women and men display sharply contrasting notions 
about sex and child-rearing in many societies. Wealthy suburban exec­
utives may well theorize about the pleasures of life in a fishing village in 
a manner that is utterly incomprehensible to the villagers, who think 
about fishing in a radically different way. 
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Modern psychology has taught us that the members of one family 
will often experience and understand family relations in radically differ­
en.t ways. A wife's theory about marriage, when verbalized, often stuns 
and amazes her husband, who "sees" it all very differently. Parents and 
children often generate sharply divergent theories of the family's prob­
lems. Such divergent theories can and often do lead family members to 
expectations of and resentments toward each other which threaten the 
ability of individuals to remain In the family. Different experiences in 
the world, from one culture to another and from one family member to 
another, generate different theories about-different ways of making 
sense of-that world. 

Sometimes the different theories are quite similar and compatible. 
Then people have a feeling of "being in agreement, "sharing a vision of 
how their world works. At other times, the different theories stand in 
contradiction to one another. Then people may feel a certain tension 
about how to understand and cope with the disagreements that keep 
intruding upon their conversations and interactions. 

Along these lines, we find it reasonable to suppose that people may 
well understand economics differently, literally "see" different things 
when they survey the economic scenery around them. What they see and 
what they think are different because their life situations and experi­
ences are different. We expect alternative theories of economics to 
emerge for the same reasons that alternative theories of love, politics, or 
religion have emerged in history. The complex diversities of our lives 
provoke ways of seeing our surroundings and ways of thinking about 
them that add up to being alternative theories of how the economy 
works alongside our alternative theories about everything else. 

Sometimes the different economic theories have seemed close to one' 
another and not the occasion for profound tension about the causes and 
consequences of their differences. That has not been the case since 
Marxism arose to challenge classical political economic theory during 
the nineteenth century. It is not the case now. Neoclassical and Marxian 
economics not only clash as profoundly different theories. They are also 
linked in most people's minds to many other theoretical and social con­
flicts that engage the passions of our time. 

Today, social conditions around the world shape and propel the the­
oretical confrontation of neoclassical and Marxian economics. At the 
same time, the theoretical clash between these alternative economic the­
ories affects and will continue to affect the development of modern soci­
ety. Thus we have a perfect example of the two-way mutual conditioning 
of society and economic theories: society as a whole determines ~he na­
ture of and conflict among economic theories and is itself shaped by' 
them. 
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By understanding the nature and implications of the differences 
among economic theories, we can better appreciate the interconnec­
tions between them and contemporary social issues. No matter which 
theory you find more convincing, your grasp of economics will benefit 
from exploring their confrontation. 

B. theoretical Differences 
. , , , , 

In what ways do economic theories differ? The simplest atiswer is to say 
that they focus on different aspects of the economy and interpret them. 
in different ways. They result in different understandings of economics. 
It is rather like two schools of painters, one emphasizing landscapes 
presertted in an impressionistic stylet the other concentrating on geo­
metrically ab~tract portraits. The collection of works a~sembled by each 
school will reveal quite different feelings about Hfe, different artistic 
visions. 

With two kinds of economic theory, much the same process occurs. 
Neoclassical economics emphasizes individual behavior, which, it ar­
gues, is motivated by rational self-interest. The economy, asneoclassi­
cal economists theorize it, is the aggregate end product of individuals 
maximizing their own material self-interest. Marxian theory empha­
sizes social structure more than individual behavior. It centers attention 
on what it terms "class exploitation," which, it claims, is interwoven 
with every other aspect of society in complex and contradictory ways. 
The economy, Marxists theorize, is the place in society where exploita­
tion occurs and exerts its powerful influence over the rest of social life. It 
is no surprise, then, that neoclassical and Marxian economists produce 
different analyses of economic issues, different visions of the economy 
they aim to understand. . 

B. 1. Neoclassical Theory 

Neoclassical theory attaches basic importance to three economic acts 
that are attributed to all individuals: owning, buying, and selling. It 
assumes that all goods and services are privately owned by individuals 
and that all individuals seek to maximize their satisfaction from con­
sumiilg goods and services. Neoclassical economists proceed to analyze 
what such rationally motivated individuals will do with their property as 
they maximize their satisfaction. Will they sell their own goods and ser­
vices for money to buy the goods and services of others which they pre­
fer? Will they sell the service that is called their labor to an individual 
who will use it to produce other goods and se.rvices? Or will they buy the 
labor of others and the machines of others, and so on, in order to carry 
on production themselves? 
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Notice right away that neoclassical theory is based on presumptions 
about individual human nature. Notice also that the arena in which in­
dividuals are presumed to act economically is the market: literally the 
place where things are bought and sold. At the center of attention are 
individual private property owners who are free to sell or not sell what 
they own in the markets around them. Finally, notice that the theory 
divides goods and services into two broad groups: (1) those that are des­
tined for individual consumption; and (2) those that.. are destined to be 
used up in producing other goods and services. The market is under­
stood as a place where individuals come with their property to sell and/ 
or to buy as they wish for the purpose of maximizing their satisfaction. 

Neoclassical theory does not just analyze markets, it celebrates them. 
Markets are praised as the best possible institution in which to accom­
modate the diverse goals of diverse individuals with diverse property 
holdings. All actions in markets are thought to be voluntary; you buy or 
sell only when you want to. You advance your interests by selling some­
thing only if and when you can find in the market someone whose own 
interests are advanced by buying what you wish to sell. Every transac­
tion is mutually beneficial or else it will not occur. Thus neoclassical 
economists reach the concepts of efficiency and optimality. Free mar­
kets are seen as the most efficient and best way to ensure that economic 
affaiJ:s benefit everyone, consumers and producers alike. Free markets 
bring genuine social justice to the economic interactions of individuals. 
A philosophic notion of justice is closely intertwined with neoclassicaf 
economic theory. , 

Markets are not necessarily free. Individuals may get together out­
side the market to manipulate it to their advantage and to the disadvan­
tage of others. Governments may impose regulations on the market be­
haviors of some or all individuals. Unfree markets will not have the 
efficiency or the optimality of free markets. They will be less just. Con­
fronted by possibilities of this sort, neoclassical theory displays a strong 
bias toward laws and traditions that aim to block all such interferences 
in free markets. 

Neoclassical theory's analysis of the desirability of free markets 
amounts to a conclusion of major importance. It continues to have very 
important political consequences in our lives as leaders influenced by 
neocll'lssical theory strive to remove governmental and other interfer­
ences from markets worldwide. Social changes and political (and even 
military) conflicts crucial to global survival may unfold as governments 
devoted to free markets encounter governments that view markets dif­
ferently. Such governments may well be influenced by economic theo­
ries that do not equate economic justice with markets and that assess 
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their economic problems and solutions altogether differently. As we 
have said, economic theories matter. 

B.2. Marxian Theory 

By contrast, Marxian economic theory proceeds by focusing first and 
foremost on class exploitation. It defines "class" as a process whereby 
some people in society produce goods and services for others without 
obtaining anything in exchange. Marxian theory begins not with pre­
sumptions about human nature but rather with presumptions about so­
cial relationships, which shape and change what human beings are and 
think and do. Individuals are understood to be born into social arrange­
ments they did not create nor choose to live with. 

In Marxian theory, the logic runs from an analysis of social relation­
ships to the reSUlting patterns onndividual behavior. The emphasis is 
on class as one economic relationship within the broader society. This 
reflects Marxism's view that the class division of society into exploiters 
versus exploited-those who obtain goods and services produced by oth­
ers versus those who must produce for others-is unjust and has an un­
desirable influence upon every aspect of that broader society. Marxian 
economic theory also is intertwined with a philosophic position: that the 
individualism and free markets favored by the neoclassicals serve to 
hide and perpetuate class injustice. 

Marxian economic theory approaches the economy as a complex set 
of relationships, and includes class exploitation alongside the buying 
and selling and owning emphasized by neoclassical theory. Indeed, a 
major purpose of Marx's original critique of classical economics was to 
remedy what he saw as its fear and loss of theoretical nerve inthe face of 
class exploitation. Thus Marxian economic theory persists to this day in 
its insistence on the role of class in economic analysis. Starting from its 
presumption of class exploitation, Marxian theory proceeds to explore 
how other aspects of an economy and of the broader society interact 
with that society's specific class structure (its specific division of citizens 
into antagonistic; class groupings). 

Marxian theOry is no less biased than neoclassical theory. Both theo­
ries have their biases, but the biases, like the theories, are different. 
Marxian theory concludes that class divisions-particularly those la­
beled as "capitalist" -damage modern societies in countless ways and 
impose suffering that could be avoided. The point is that stopping the 
suffering and undoing the damage would require changing the class 
structure. Those who obtained the fruits of others' labor without provid­
ing anything in return would have to give up that position; the social 
division between capitalists and workers would have to be abolished. 
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Governments influenced by Marxian theory may well aim to alter the 
class structures of their societies in specific ways. Justice for them is not 
a matter of free markets, but rather of far-reaching (revolutionary) class 
transformations. Social progress for them requires such transforma­
tions. As they strive to accomplish class transformations, they encoun­
ter governments that equate progress with free markets and that resist 
government-led class changes as unacceptable interferences in those 
markets. Here again major PQlitical .confrontations loom as clashing 
economic theories inform alternative strategies. 

B.3. Theoretical Differences Today 

The differences between the two economic .theories are not minor. They 
amount to profound disagreements about how .economies work and 
ought to be changed. Each reflects and helps develop very different vi­
sions of social life. Different personal and policy decisions are made by 
the adherents of each theory. The history of our time bears the imprint 
of both theories and of their critical reactions to each other. 

Neoclassical theory, whose first systematic contributor was Adam 
Smith at the end of the eighteenth century, is the prevalent economic 
theory in the United States today. Most professional U.S. economists 
subscribe to one or another version of it. Most Americans use the basic 
arguments of neoclassical theory when making sense of the economic 
issues in their lives. 

Marxian theory, whose foundation was presented by Karl Marx hi 
tlte second half of the nineteenth century, has attracted many econo­
mists in the hundred years since Marx's death. Relatively few profes­
sional economists in the United States work within the Marxist theoreti­
cal tradition, although their number has grown rapidly over the last 
fifteen years .. Elsewhere in the world, many professional economists 
look favorably upon Marxist theory in Qne or another of its versions. 
Similarly, Marxist theory enjoys far greater general public support in 
most countries of the world than in the United States. 

There are other economic theories as well. Only limitations of space 
prevent us from giving them the serious attention they deserve. We 
chose to aim this book at a critical assessment of neoclassical and Marx­
ian economics because they are the two major contesting theories in the 
world today. But the kind of analysis presented here could and we hope 
will be extended to the other economic theories alive in our world. 

C. Comparing Different Economic Theories 

Comparing two different economic theories is a tricky business. Com­
parisons of different things always are. We can fortunately ease our task 
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by making good use of much recent work concerned precisely with the 
problem of comparing theories (see the recommended readings at the 
ud of this chapter). 

In this book we will compare neoclassical and Marxian theories as 
different kinds of something we will call "theory in general." This 

is rather like distinguishing apples from cherries by showing 
they are different kinds of fruit, or differentiating igloos from split­

by showing how they are different kinds of housing. 

,1. Comparing Theories in General 

A theory in general amounts to a set of sentences. Sometimes the words 
IIconcepts" and "ideas" are used as synonyms for what we mean by sen­
tences. The groups of sentences or concepts of which every theory is 
composed display some basic similarities. The sentences of any theory 
focus on particular things-usually called "objects" of the theory. No 
one can think about everything imaginable, so all people necessarily 
narrow their mental energy to focus on some among the infinity of possi­
ble objects. Every theory is a means of making sense of some particular 
objects. The selection of the objects for attention-for theorization-is 
explained historically in terms of the events and proqlems that have pro­
voked human beings to think about particular objects in particular 
ways. 

To illustrate. this discussion of theory in general, let us briefly com­
pare three specific kinds of theories. Relations among moons and stars 
have long fascinated people and have been the major objects of theories 
in the fields we call physics and astronomy. Intimate interpersonal rela­
tions provoked interest in new ways of studying the human psyche about 
a hundred years ago and became characteristic objects of what we now 
call psychological theories. In economics, the emergence of capitalism 
from European feudalism in the seventeenth and eighteenth centuries 
provoked thi~king about some particular objects: the production and 
distribution of goods and services. Modern economic theories evolved 
from that thinking. 

All theories share one characteristic: the sentences or concepts mak­
ing up a theory do .not merely contain objects; they also tell us specific 
things about those objects. They define their objects. Astronomical the­
ories contain sentences that define what planets and stars are, what pre­
cise qualities entitle them to be understood and analyzed as. such. Psy­
chological theories define their objects as well. A major originator of 
modern psychological theory, Sigmund Freud, wrote sentences assert­
ing that the human mind contains something he called "the uncon­
scious," and he proceeded to define this object of psychological theory 
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as thoroughly as he could. Many psychologists since have extended and 
elaborated Freud's theory into a large collection of sentences about the 
unconscious and its linkages to all parts of modern life. 

Economic theories likewise do not merely contain such objects as 
goods and services and production and distribution. These theories', 
sentences offer definitions of these objects,. thereby attaching particular 
senses or meanings to them. In~eed, the content of economic theories is 
the set of sentences that attache.~ specific meaning to the objects deemed 
suitable for attention. 

All theories are alike insofar as none ever stands still. As people live, 
they not only use their theories to cope with the world around them but 
they also change them continually. As new experiences occur, people 
feel the need to extend their theories to try to take account of those expe­
riences. They then defme some new objects and link them $Omehow to 
the previous objects of their theory. In this way theories grow and de­
velop explanations of more and more objects. However, newexperi­
ences may also provoke people to question some aspect of their theory 
which, in light of the new experiences, looks doubtful. It is then that the 
growth of theory goes hand in hand with changes in the theory. 

When astronomers find a new body in space, they may not only ex­
tend their theory to take account of it. They may also feel the need to 
revise certain of their sentences about (concepts of) gravity or the trajec­
tory of light or other specific objects of astronomy. Astronomical theo­
ries then grow and change together. Similarly, psychological theories 
grow and change depending on how people extend the theories, where 
they direct the attention of their theories, and what alterations they feel 
impelled to make in them as a result. The same is true of economic 
theories. New experiences with recession or inflation or foreign trade 
problems may provoke not only extensions of the sentences of the theory 
to explain these experiences but also changes that the theory appears to 
need. 

It is also common for developments outside of a theory to change it. 
For example, new developments in theories of chemistry may lead as­
tronomers to alter one of their theories. New developments in the study 
of brain anatomy may likewise induce psychologists to change their sen­
tences about, say, schizophrenia. Often in the history of economics, 
changes in mathematics have helped transform economic theories. Ba­
sically, changes in theories can result from all kinds of influences, from 
developments inside the theories themselves as well as from all other 
parts of the society in which the theories exist. 
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C.2. The Logics of Different Theories 

All theories are also similar in that they establish and follow rules about 
how they will connect the objects of their theorizing. There is a system­
atic quality-or "logic" -to the way every theory links up the parts of 
reality it is concerned to understand. Theories can and do differ about 
which particular logic to use in linking their respective objects, l;mt all 
theories use some logic. 

A theory's logic concerns its particular notion of cause and effect. 
Many theories assign the role of cause to some of their objects and the 
mle of effect to others. Astronomers might explain the shape of one 
planet's orbit by the size of.a certain star: the object "star" would then 
be the cause, while the object "planetary orbit" would be the effect. In 
psychology. childhood abuse might be the cause, and adult neurosis the 
effect. In economics, the object "recession" might be theorized as the 
effect of another object, "interest rates." . 

It is also possible that a theory might link its objects in a differe~t 
kind of cause-and-effect relationship. Eve;ry object of a theory might be 
understood as necessarily always both cause and effect, in which case it 
WOUld never be possible to isolate one from the other. The objects of 
such a theory would necessarily be linked to one another in a logic of 
mutual causation rather than in a logic that separates causes from 
effects. 

C.3. How Theoretical Differences Matter 

The three basic properties of all theories-the ability to select objects to 
theorize about, to define those objects, and to establish logical linkages 
among the objects-provide us with a convenient b~sis for drawing key 
distinctions between different astronomical or psychological or eco­
nomic theories. Thus, neoclassical theory and Marxian theory will be 
shown to be different collections of sentences about different objects 
that are linked in different ways. Neoclassical theory and Marxian the­
ory are alternative sets of sentences with which people can and do make 
sense of the world. In more formal language. the two different sets of 
sentences constitute alternative knowledges or alternative sciences of 
economics. 

Our comparison of neoclassical and Marxist economic theories will 
have to show clearly how their respective objects are defined and linked 
differently to produce their alternative understandings of the economy. 
We will note that even when both theories use the same words-for ex­
ample, "value," "price," "commodity," "wage," and "profit,"-they 
define such objects differently. They literally mean different things by 
those words. indeed, the same holds in all other kinds of theory. Freud-
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ian and non-Freudian psychologists attach different meanings to words 
like "libido," "ego," and "unconscious." Different theories in astron­
omy offer different definitions for terms like "universe" and "black 
holes in space." Indeed, when talking with each other, two students will 
often use the same words-for instance, "love," "work," and '.'fun"­
but will tum out to have quite different meanings for each of them. 

Finally. our comparison will lead us to ask whether it matters much 
that people using different theones arrive at different understandings of 
things like the economy. Is it ali sonte sort of rando~ chance that makes 
you theorize in one way and me in another? Can we all just compare and 
marvel at the different theories we e.ach find appropriate in our daily 
lives? Or is this a more serious issue, since persons who think about the 
world in a certain way will likely also act in certain ways to cope with the 
world? If your theory of economics leads you to strive to change the U.S. 
economy in ways that my theory holds to be damaging to the nation's 
future, we have something beyond a disagreement in theory to deal 
with. Theories are one way by which people arrive at their decisions 
about how to act, and if such actions bother us, we will likely want to 
challenge the theories that lie behind them. 

Thus, we will end this book with an effort to come to terms with the 
problem of how theories .matter in our society. Knowing what social 
consequences flow from using one economic theory versus another will 
help each of you sort out your feelings about both theories. 

D. An Overview of Two Theories 

Because our goal is to understand the current confrontation and debate 
between the world's two major economic theories, we will begin with a 
general overview of each theory. This basic outline will stress the con­
tours of each theory in such a way as to alert us to significant points of 
difference between them. It will also serve as a guide to the detailed 
examination of both theories to which chapters 2 and 3 are devoted. 

0.1. The Objects and logic of Neoclassical Theory 

Neoclassical economic theory directs the bulk of its attention to some 
distinctive objects. Individuals, markets, commodities, technologies, 
and prices figure most prominently, followed by money, income, sav­
ings, and investments. In making sense of (theorizing about) these ob­
jects, neoclassical economic theory defines and attends to a long list of 
other objects. Chief among these are individual preferences, utility, 
supply, demand, production, distribution, labor, capital, growth, 
GNP, interest rates, and uncertainty. 

These and the other particular objects that play central roles in neo-
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classical economic theory form part of a general image of how society 
works. For neoclassical economists, society is the collection of individ­
uals in it. Individual wants, thoughts, and deeds combine to make soci­
ety what it is. To understand an economy is then to make sense of the 
aggregate effects of individual wants and acts. Neoclassical theory does 
this by demonstrating how individuals maximize their material self-in­
terests by utilizing their owned resources and the available technology in 
market transactions. What happens in an economy is always explained 
as the result of individuals acting in this way (with more or less allow­
ance being made for possible external interference with individual mar. 
ket freedoms). .. 

As we will. show, neoclassical economic theory also distinguishes it­
self by the particular cause-and-effect· concepts it uses to connect its 
particular set of objects. Its notion of causality. usually has a few objects 
combining to cause some other object. It expresses this relationship by 
attaching the description "dependent variables" to objects it views as 
effects and "independent variables" to objects it holds to be causes. 

This particular notion of causality has been calied "essentialism," or 
sometimes "determinism," among philosophers for many years. In re­
cent years, the term "reductionism" has become popular. In this book, 
we will use these three terms as synonyms. What do they mean? 

They refer to the presumption that any event can be shown to have 
certain causes or determinants that are essential to its occurrence. Es­
sentialist (or determinist or reductionist) reasoning proceeds as follows: 
(1) when event A occurs in society, we know that an infinite number of 
other events are occurring simultaneously and that an infinite number 
of other events have occurred previously; (2) we presume that a few of 
this vast number of other events were the key, chief, "determinant," or 
"essential" causes of A; and (3) we therefore define theoretical work as 
separating the essential (determinant) from the inessential (nondeter­
minant) causes. The result is an "explanation" of A: the cause of A has 
been reduced to its final determinants. Hence the term "reductionism" 
refers to theories that reduce the explanation of events. in the world to a 
few essential causes. 

For example, suppose that event A was an increase in the price of 
coffee during August 1986. A quick survey of economic news that 
month would show that many other events happened then as well: inter­
est rates fell. oil prices fell, the price of tea rose, the value of the dollar 
rose, unemployment worsened, and so on. Further research would indi­
cate that. millions of other economic and noneconomic aspects of our 
world changed during and before August, 1986: rainfall increased, tax 
rates were cut, President Reagan's health became an issue, military 
conflict in Central America spread, and so on. Faced with this over-
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whelming mass of data on simultaneous and prior occurrences, all of 
which probably had some impact on the price of coffee, what do neo­
classical economists do? 

Believing that they can determine which of the many influences on 
the price of coffee were "the most important," they group these in~lu .. 
ences-typically such things as individual income, the cost of producing 
coffee, weather, taxes, and a few other preferred influences-under the 
heading "supply and demand.'i Thus they affirm the basic logic of neo­
classical theory: they presume that the change in the price of coffee (de­
pendent object or "variable") resulted from changes in the supply of 
and demand for coffee (independent objects or "variables"). Neoclassi­
cal economists then investigate exactly how some or all of what they 
believe to be the final causal determinants produced the effect in ques­
tion. That is why the term "determinism" describes this particular 
causal method so accurately. 

Reductionists or determinists explain the events they deem to be im­
portant by centering on the essential causes of those events. This ~re­
sumption-that it makes sense to think that events have some particu­
lar fundamental causes that can be isolated-runs deep in the 
co~sciousness of many people. It appears in many theories, not only in 
neoclassical theory. 

Neoclassical theory is reductionist across the entire range of its ana­
lytical claims. At the most general level, economic developme~t can ~e 
reduced to an ultimately determining cause: individuals pursuing their 
self-interest. More narrowly, market prices are presumed to have an 
ultimate cause-for example supply and demand. Profit rates are 
thought to have an ultimate cause-for example, the marginal contri­
bution of capital to the production of output. Interest rates are thought 
to be determined by savings, investments, monetary conditions, and 
perhaps a few other selected factors. . 

Neoclassical economists do often argue among themselves over which 
precise causes are the essential determinants of the objects of their the­
ory. Their arguments vary from issue to issue and usually tum on the 
debaters' different preferences among a small group of generally fa­
vored essential causes. What we want to stress here, however, is that 
they do not question or dispute the reductionism common to them all. 
They presume, as if it were natural, that an essence-an ultimately d~­
termining cause-of every event exists and needs only to be found Via 

proper theoretical work. Each event can be explained by (reduced to) 
that essence. Indeed, a subfield of growing importance in recent de­
cades-econometrics-develops and applies mathematical tests to de­
termine which essentialist hypotheses of economic theory best fit the 
facts that are collected by neoclassical economists. 
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0.2. The Objects of Marxian Theory 

Marxian theory has its distinctive objects too, those aspects of the econ­
omy that it deems to be most worthy of attention. First among these is 
class, which it defines as the relationship among people in which some 
individuals work for others while obtaining nothing in return. To ex­
plain class, Marxian theory requires the notion of surplus. Some people 
in society produce a quantity of goods and services that is greater than 
what they get to keep. This surplus is delivered to people who did not 
assist in its production. Class relations exist when this kind of surplus 
production and deliverance occurs in society. Beyond class and surplus, 
Marxian theory focuses on such objects as capital, labor, labor power, 
commodities, values, production and distribution, accumulation of 
capital, crises, and imperialism. .. 

Further, Marxian theory attaches distinctive qualities and qualifica­
tions to its objects of theoretical attention. For example, there are dif­
ferent kinds of relationships in which surplus gets produced by some 
and delivered to others. Indeed, these different qualities of class rela­
tionships are used in Marxian theory to divide human history into dis­
tinct epochs: capitalist, feudal, slave, communist, and some other kinds 
as well. Marxian theory also distinctively qualifies certain of its ob­
jects-labor and capital-with the adjectives "productive" and "unpro­
ductive," and another of its objects-surplus value-with the adjectives 
"absolute" and "relative." 

This partial and preliminary listing underscores a remarkable differ­
ence in the neoclassical and Marxian theories. Notwithstanding the 
considerable overlap in the words and phrases that appear in both theo­
ries, basic objects in one theory exist as secondary objects or are alto­
gether absent in the other. Self-interest-maximizing individuals are as 
scarce in Marxian theory as surplus labor is in neoclassical theory. 
Qualifications that are central to Marxian theory-productive, unpro­
ductive, relative and absolute-do not figure significantly, if at all, in 
neoclassical theory. Likewise, the adjectives "dependent" versus "inde­
pendent," which neoclassical theory attaches to its objects, do not exist 
in Marxian theory. 

0.3. A Digression: Theories and Their Objects 

Recognizing such sharp differences in the two theories' basic objects 
suggests that we can and should amplify a general point made earlier 
about different theories. We have been saying that theories differ if they 
focus on different objects. Now we see that objects in and for one theory 
may literally not exist in another. Class exploitation is a key object for 
Marxian theory, while most neoclassicals would deny its existence; like-



18 Two Different Theories 

wise, the self-interest-maximizing individual as specified in neoclassical 
theory would be rejected as an imaginary creation by most Marxists. 
This tells us something important about the objects of any and all theo­
ries. 

Objects of theories do not exist out there in the world just waiting f?r 
theories to observe and explain them. Our view of the world-the ob­
jects we find in it-is itself shaped by the theories we use to analyze the 
world that we see. It is importa* that we not get caught in a philosophi­
cal version of the old question', Which came first, 'the chicken or the 
egg? It is not the case that first came objects in the world which everyone 
can and does observe; and then came theories' that selected various sets 
of these objects and explained them. Nor is it true that we first have 
theories in our heads which then determine both the particular objects 
we see and how we understand them. 

Rather, human beings are always observing and thinking at the same 
time. What we see is shaped by how we think just as much as how we 
think is shaped by what we see. Marxists observe class and theorize 
about it; their theory plays a role in influencing what they see just as 
their observations shape their theorizing. Neoclassicals observe individ­
ual-maximizing behavior and theorize about it; their theory plays a role 
in influencing what they see just as their observations shape their theo­
rizing. 

Of course, what each of us observes is determined by more than the 
theories we find convincing. Theories we reject may also be important 
enough in our communities to force us to consider their objects and find 
some sort of place for them in our theories, or to adjust them to fit into 
our theories. Some neoclassical economists do admit that class exists, 
but typically they define it quite differently from Marxists. Similarly, 
some Marxists have come to agree that self-interest-maximizing indi­
viduals are factors in any economy's development, although they dis­
cuss them in ways most neoclassicals would oppose. 

What this discussion teaches us is to realize that all theories not only 
explain the world differently but also influenCe us to see a different 
world to explain. Part of the difficulties faced by people with different 
theories when they try to communicate their understandings to one an­
other is that the world they see is not the same for each of them. For 
successful communication to occur, both sides need to grasp that they 
differ not only on how to explain the world but also on what they per­
ceive that world to be. 

This is not cause for alarm about the chances for humans to talk and 
interact positively. Communication among us is not made impossible 
because we see and think about the world differently. On the contrary, 
communication can be richer and more productive precisely because of 
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our differences as long as we are committed to honestly facing them and 
learning from them. 

The diversity of human life which enriches and stimulates all cultures 
extends not only to different ways of dressing, praying, cooking, danc­
ing, and the like. People are also diverse in their thinking and observ­
ing-in how their minds work and how their senses interact with (see, 
hear, taste, touch, and smell) their environments. Trying to understand 
all such differences is the mark of an advanced civilization eager to 
learn from all the cultural diversity within it. Communication is neces­
sary and enriching among people precisely because of their differences. 

As civilizations have learned slowly that there is no one right way to 
eat or dress or pray or love or vote, we need to remember also that there 
is no one right way to see our surroundings or to think about what they 
mean. How people theorize about their world and how they observe the 
world are different. Neoclassical and Marxian theories thus involve 
more than different ways of analyzing the economy. Their objects of 
analysis-the "observed realities" they aim at-are also and corre­
spondingly different. A chief purpose of this book is to confront their 
differences. . 

0.4. The logic of Marxian Theory 

In addition to its concept of class exploitation, what is often most strik­
ing about Marxian theory is its distinctive notion of causality, of how its 
objects connect to one another as causes and effects. As chapter 3 will 
explain, the Marxian theory presented here rejects any presumption 
that economic (or, for that matter, noneconomic) events have. essential 
causes. Such presumptions are referred to as "economic determinism" 
when there is thought to be an essential economic determinant of the 
event, or as "cultural" or "political" determinism when an essential 
cultural or political determinant is thought ultimately to cause the 
event. 

In contrast to these determinisms (essentialisms), the Marxian the­
ory of chapter 3 will presume that any event occurs as the result-the 
effect-of everything else going on around that event and preceding that 
event. If we suppose that the world comprises an infinite number of 
events, then the occurrence of anyone of them depends on the influence 
of all the others, not some "essential few." This means that since all 
events add their unique effectivity or influence to producing the occur­
rence of anyone happening, no single event can ever be considered to 
occur by itself, independent of the existence of the others. Events thus 
always occur together, in relationships with one another. It follows that 
Marxian theory cannot use the independent-versus-dependent variable 
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or cause-and-effect terminology of neoclassical economics. It cannot do 
so because each event is always understood to be simultaneously a cause 
(it adds its own influence to the creation of all others) and an effect (its 
own existence results from the combined influence of all others on it). 

In the Marxian tradition, this kind of logic was often ·referred to as 
"dialectical" reasoning. Dialectics has become the Marxian way of un~ 
derstanding how events exist (~ caused), However, despite its place' 
within the Marxian tradition, we will not use the term "dialectics" in 
this book. We will use instead the newer and, we think, more exact term 
"overdetermination" to refer to this Marxian notion of causation. "Dia­
lectics" is a term with a long history in both Marxian .and non -Marxia~ 
philosophic discourses. It is overloaded with diverse meanings deriving 
from often bitter debates, especially among Marxists. One important 
reason for preferring "overdetermination" is to distance its meaning 
from many of the meanings that have been attached to "dialectics." 
"Overdetermination" gives us a more precise definition of a specifically . 
Marxian notion of causality without burdening that definition with the 
complex intellectual hjstory of dialectics. 

To illustrate this Marxian notion of overdeterriJ.ination, consider the 
occurrence of an economic recession. It is not presumed to follow from 
high interest rates or government spending or foreign trade or any re­
stricted group of such factors. Rather, in this Marxian view, a recession 
is "caused" not only by these but also by all other factors that exist in 
our world. Natural changes in climate and soil chemistry, political 
changes in voting and legal patterns, cultural changes in religious and 
sexual preferences-these and many other factors like them play roles 
in shaping-in influencing-the occurrence of a recession. For Marxian 
theory, none of these factors can be ruled out as causes-each in its 
particular way-of the recession. Indeed, the prefix "over-" in the term 
"overdetermination" is a way of signaling the reader that this event, a 
recession, is (over)determined by the influences emanating from all of 
these factors. If we decide to focus our attention on only some of the 
causes, that is no problem so long as we are aware of and explicit about 
the necessarily partial and incomplete analysis that results. 

Such a notion of causality sometimes startles people. They rightly 
wonder whether we can ever explain anything if we are required to in­
vestigate everythingin.order to do so. If the world is infinitely complex, 
if everything is caused by everything else, we can hardly examine an 
infinity each time we propose to understand or explain some event. How 
do Marxists respond to this dilemma? . , 

Marxists answer that no explanation, no matter what theory is used 
to produce it, is ever complete, total or finished. Human beings can no 
more fully explain an event than they can fully appreciate a work of art, 
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fully understand another person, or fully control their environment. In­
stead, we all do these things partially, utilizing our thoughts and feel­
ings as best we can to produce some appreciation of a ~ainting, so~e 
understanding of a friend, and some control over out .envlr?nment. S? ~t 
is with any theory. It uses its particular appar~tus-It~ objects, q~allf~­
cations, and notions of causality-to produce Its particular (and meVI-
tably partial) explanation of an event~. .: 

Marxists thus insist that they, like everyone else, are producmg their 
distinctively partial explanations. The point i.s simply that the Marx~an 
explanation is different from the non-Marx tan one; both ~re partial. 
Indeed, what differentiates Marxists is their view that theories and ex­
planations are all partial, their own inclu~ed, while neocl;assical theo­
rists presume that final causes of events eXlst and that their ~eory can 
and will disclose them in Ii finished and completed explanatlOn. Once 
discovered these final causes by definition cannot be reduced to any­
thing else. 'That is why such theorists believe that they have obtained a 
complete explanation. " 

By contrast, Marxists cannot talk of independent and dependent­
or essential and nonessential-variables among the objects of their 
theory. Each aspect of society, for them, is dependent o,!l all. the other 
aspects. No event or aspect of a society is independent;nothmg de~er­
mines other things without itself being determined by them. Marxtsts 
do not look for the ultimate causes of events, because they presume that 
such final explanations do not exist. Neoclassical the?rists do lo?k for 
and claim to have found such essences among the objects of thea the­
ory. Hence they order aspects of society into dependent and indepen­
dent variables: 

So Marxian theorists produce their partial explanations of social de­
velopment and contrast them with the partial ex-planations produced 
via alternative theories. Marxian explanations focus on the class as­
pects, class .causes, and class consequences of social life. Marxi~ts do 
not claim that they focus on class because class is the essenti~l, ultlma~e 
cause of social structures. and changes. Such a claim would Violate their 
own commitment to overdetermination, their rejection of the presump­
tion of and the search for essential causes of any kind. Marxian theory is 
antiessentialist and antireductionist. Its analyses proceed in terms of 
the mutual. cause-and-effect relationships (overdetermination) between 
class and nonclass aspects of any economy and society chosen for e~am!­
nation and explanation. Class exploitation is no more a cause of ~Istorl­
cal development than any of the other nonclass and noneconomic com­
ponents of a society. 

Marxists justify their antiessentialist focus on class on two grounds: 
(1) class as an,aspect of social life has been neglected; and (2) the ne-
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gleet of class has prevented people from constructing the kind of soci~ 
eties which Marxists would like to see. A theory of social structures and 
historical changes which emphasizes class, the Marxists argue, can help 
remedy the neglect-especially by neoclassical theory-of class exploi­
tation. Marxists want to direct attention to class because they see it as a 
part of social life that will have to be changed if social justice is to be 
achieved. Marxists clearly feel that their theory will stimulate the 
needed attention. Notice thatiheir justification of'the focus on class is 
not a claim that it is some final and ultimate determinant of historical 
change, but rather a judgment about how analytical thought can and 
should be oriented to achieve social goals. 

0.5. Communication between Neoclassical and Marxian Economists 

Muc;:h separates neoclassical from Marxian economic theory. People in 
both camps try to make sense of the world they both live in, but they do 
this differently and so produce different explanations of that world. It is 
almost as if each kind of theorist lived in a different world. As we will 
see, they produce different understandings of capitalism, profits, 
wages, and prices. Yet they do inhabit the same world and they do defi­
nitely communicate with each other. Marxian and neoclassical econo­
mists read each other's books and articles, debate with each other at 
conferences, and talk together in countless settings. Noneconomists 
convinced by one or the other theory likewise communicate with each 
other in all kinds of situations inside families, workplaces, and social 
gatherings of all sorts. 

An interesting question thus arises: What happens when people com­
mitted to different theories communicate? The answers vary. Some­
times one side gives way to the other; a "meeting of minds" occurs as 
people who think one way decide to change their minds and think the 
other way. Basic disagreement gives way to unanimity. This is one kind 
and result of communication among people. Sometimes, after each side 
has presented its knowledge and the theory it used to produce that 
knowledge, neither side abandons its positions. Both refleet on and re­
act (in their own ways) to the differences between them. This is another 
kind and result of communication. 

Sometimes, people holding one particular theory about how the 
world works reach the conclusion that some other theory has dangerous 
social consequences in the sense that people who believe it tend to act in 
dangerous ways. Then discussion changes into verbal and/or physical 
battle as people holding these two theories seek to control, constrain, 
and sometimes even eliminate one another. This too is a kind of com­
munication. 
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How neoclassicals and Marxists communicate-in mutually instruc, 
tive exchanges of analyses, in discussions that result in a "meeting of 
minds," or in tense hostilities that spill over into conflict-depends on 
all the social conditions that overdetermine that communication. Neo­
classicals and Marxists have experienced all three kinds of communica­
tion over the past hundred years. Too often, communications in the . 
United States have been laced with hostility and suspicion, so much so 
that little has been .learned. Since Marxists have frequently been 
blocked from university or other positions that would allow their theory 
more exposure and general discussion, most Americans have had little 
opportunity to encounter Marxian theory or to communicate with 
Marxian theorists. This has had negative consequences for the majority 
neoclassicals and the minority Marxists. We hope that this book will 
improve matters by enhancing the likelihood for better, mutually in-. 
structive communication between the two theoretical traditions. 

E. The History of Two theories 

Before moving to in-depth analyses of both major economic theories, we 
will sketch their histories. Theories, like individuals or groups, are bet~ 
ter understood when we know where they came from and how they 
evolved to the present. The history of each theory also illustrates again 
how societies shape the theories that arise within them, and how those 
theories in turn influence the history of those societies. 

E.l. Transition from Feudalism to Capitalism in Europe 

The transformation of Europe from a feudal to a capitalist region of the 
world altered radically the way life was lived on that continent. Across 
the seventeenth and eighteenth. centuries , everything changed: how peo­
ple CUltivated the soU, reared their children, understood God, designed 
their monuments, and organized their economies, to name only a few 
examples. Not surprisingly, such vast changes provoked people to think 
in new ways about their lives. New theories arose, clashed with, and 
cross-fertilized one another. Gradually a few caught the popular imagi­
nation and became the broadly accepted ways of making sense of a 
changed" world .. 

The old theories, born and developed within feudal society, struck 
Europeans as no longer adequate or acceptable. New social conditions 
not only provoked, they also required, hew theories to understand them. 
People sought some sense of control over the often traumatic flow of . 
events, and new theories seemed important as contributions toward 
such control. 

The theories were expected to aid in coping with social change and 
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even in directing the path of change. New theories were to be practical 
guides to social action. Thus, the new theories, once widely adopted, 
did exert great influence on how capitalism actually developed. The new 
theoretical commitments shaped social development not only in Europe 
but also globally as European capitalism expanded through successive 
waves of colonial acquisitions. 

Many theories inherited fr~m feudalism underwent great changes 
during the centuries of transition to capitalism. Fo~ example, the reli­
gious theories of God changed sufficiently to .induce major conflicts, 
including protracted military actions, among Europeans. A whole new 
theory and institution arose, Protestantism, which differed from the 
formerly predominant Roman Catholic tradition. A key part of the new 
kind of Christianity emphasized the individual and his or her personal 
capacity to communicate directly with God and without a specially ap­
pointed religious hierarchy acting as an intermediary. Nor did Roman 
Catholicism pass untouched through the transition to capitalism. The 
ability of the Roman Catholic tradition to survive into the present at­
tests to its ability to adjust to a profoundly changed world. 

Theories of natural science changed drastically too. Newton, Galileo, 
Copernicus, and many others invented new theories of how the universe 
and nature worked. The Bible appeared to be no longer adequate as a 
theoretical guide to coping with life. Scientific investigations of all sorts 
challenged biblical formulations, or at least modified them. 

Instead of answering questions about life's mysteries by invoking 
God as the cause, science sought the cause elsewhere, usually in some 
aspect of physical nature or human nature. Instead of invoking God as 
the essential cause of all phenomena, the new scientific attitude found 
essential causes in nature and individuals (the discovered "laws" of 
physics, biology, politics, economics, etc.). The result was not only new 
theories of how nature worked (and how it might be controlled by peo­
ple), but a new sense of the power, possibilities, and rights of the indi­
vidual. As the poet Alexander Pope later put it, "The proper study of 
mankind is man." 

The powerful ascent of science combined with the changes and divi­
sions within religion to generate a broad new theoretical attitude. The 
mysteries of nature and society, previously ascribed to the will .and 
workings of God, became instead riddles the human mind was thought 
able to solve. Science, viewed as the close investigation of how nature 
and society work, could and would unravel the mysteries. Not Divine 
Will but gravity, or thermodynamics, or centrifugal force, or the cellu­
lar structure of living organisms, would explain events in nature. Not 
Divine Will but markets, the accumulation of wealth, and individual 
thirst for political power would explain events in society. 
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The complex and interconnected changes in way~ of ~hought th~t oc­
curred amid the transition from feudalism to capitabsm gave rIse to 
some basic themes in most of the new theories. Human individuals, not 
God, occupied center stage. The new theories exalted the ind~vidual.as 
the center of attention: individuals could comprehend the Universe, tn­
dividuals could make the world go round, the individual was the proper 
foundation for social life. . 

Perhaps most striking of all the changes in thought was ~heredisc~v-
ery and reinterpretation by Europeans of ancient Greek notIons ofpoht­
icallife. The idea of democracy attracted and inspired growing n~mbers 
of Europeans. As they understood it, individuals shaped so:Ie~ ,by 
agreeing to the limits a social form of existence imposes on each tndiVId­
ual's freedom. Thus the only acceptable and ultimately durable form of 
government in any society was one that derived its power and legitimacy 
from, in Thomas Jefferson's phrase, the "consent of the governed." 
This differed greatly from the feudal notion that government rc:pr~­
sented part of God's plan, a plan that hardly n~eded the con~nt of tndI­
viduals. In feudal times, kings and nobles claimed that theIr power to 
govern derived from divine rights (granted by ~d); as capitalism dis­
placed feudalism, not only divine rights but the ktngs and nobles them-
selves generally disappeared. . 

"Humanism" was the name often given to the broad change tn theo­
retical attitude that accompanied the emergence of capitalism. It sum­
marized the new focus on the individual as the source and object of life 
and thought. Humanism placed the individual at the center of the uni­
verse rather in the manner that previous religious thought had ac­
cord~d that place to God. A human essentialism dis~laced the earlier 
divine essentialism. As the German philosopher LudwIg Feuerbach put 
it, "God did not create man; it was the other way round." 

E.2. The New Economic Theories 

The transitional changes in European society stimulated not o~ly trans­
formations in existing theories but also altogether new theorIes. Eco­
nomic theories were such new theories. The idea of thinking about the 
economy as a distinct aspect of society, of separating it out from other 
parts (such as family 1ife or morality or religious practi~), was new: So 
too was the idea that the economy was a system of partIcular relatton­
ships within a society. The idea that the production and distribution of 
goods and services were subject to systematic "laws," rather like nature 
and the universe, was a striking proposition. 

The growth of theories that designated "the economy" as their obje~ 
had a powerful impact on Europe. As these theories elaborated their 
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sentences-their concepts and arguments-about the economy, people 
paid increasing attention to the basic notion that there existed a special 
part of society called "the economy." They eventually came to believe 
that societies as a whole depended in important ways on an internal 
economic system. It therefore made sense for individuals to study the 
economy and to design government policies aimed at specific economic 
results: Individuals and governqlents used one or another of the various 
economic theories then availab}e to reach decisions. that affected the 
course of social developments throughout Europe. 

The seventeenth and eighteenth centuries produced many bits and 
pieces of economic theory as people struggled to understand the newly 
emerging capitalist world. Paniphlets. were written about the new .sys~ 
tems of production that were developing in the rapidly growing towns. 
There, employer-employee relationships that involved wage payments 
were replacing the preVious landlord-peasant-rent system of feudalism. 
The production of goods and services for sale in market exchanges in­
stead of for local consumption made people eager to think through how 
markets worked. They were most intently concerned to Understand why 
market prices rose and fell as they did. 

Writings on that subject poured forth wherever commodity trade de­
veloped and shook societies that had not previously accomplished their 
production and distribution of goods and services through market 
transactions. These were societies, largely feudal, in which religious and 
customary rules governed most of the decisions about who produced 
what and how the products were to be divided among the population. 
Such societies had little need to worry about market price movements, 
for they did not rely so much, or at all, on market exchanges. When 
market transactions grew-a nearly universal accompaniment of the 
transition to capitalism-the worrying increased and turned into the 
formation of theories to explain price movements. 

Money, which had been present before, took on new importance as it 
became the universal medium for buying and selling in markets. It be­
came the means to act successfully in market-oriented economies, to 
gain one's livelihood. Pamphleteers wrote much about the mysteries 
and power of money: why it was so valuable and what determined its 
precise value. The problems of governments occupied their attention as 
well. How should governmental pOlicies-on taxes, on regUlations gov­
erning wages, prices, rents, and interest rates, on building canals, har­
bors and roads, on foreign trade, and so on-be designed and effec­
tively implemented? 

Many valuable contributions to economic analysis were made in the 
pamphlets, journals, and other writings that appeared in those years. 
Passionately committed arguments were provoked amid a growing 
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group of active writers. This was especially true in Western Europe and 
above all in England, where the transition from feudalism to capitalism 
had deepened more rapidly than elsewhere. In the late eighteenth cen­
tury, general interest and an abundance of writings made it possible to 
organize the somewhat fragmented thinking of two centuries into a gen­
eral theory of how the new capitalist economy worked. 

E.3. Classical Political Economy 

Not surprisingly, the new general theory was deeply humanist in struc­
ture and tone. The cause and motor energy of the economy was the indi­
vidual. The growth of wealth depended on individual initiative, ingenu­
ity, and self-interest. Problems and crises afflicting an economy were to 
be understood as consequences of particular individua:I actions taken in 
response to the specific social conditions that constrained those individ­
uals. In short, the first modem, general economic theory also served as 
the foundation of the neoclassical theory we treat in this book. 

Adam SI'flith's Wealth of Nations (1776) introduced this general the­
ory. A second English writer, David Ricardo, reVised and condensed 
Smith's somewhat rambling work into a more formal, textbook-style 
exposition of basic economic theory, The Principles of Political Econ­
omy and Taxation (1817). The general economic theory provided by 
Smith and Ricardo came to be known widely as "classical political econ­
omy" and sometimes as "political economy." With many additions and 
changes, it dominated European thought about economics from 1780 to 
1880. Karl Marx read the works of Smith and Ricardo very closely and 
devoted voluminous critical commentaries to them. His Capital, volume 
1 (1867), offered a basic alternative economic theory to that of Smith 
and Ricardo. Marx gave Capital the subtitle A Critique of Political 
Economy. 

Over the last hundred years, both classical economics and the Marx­
ian alternative have undergone changes and additions. Both classical 
and Marxian theorists have extended their theories to areas not in­
cluded in the original formulations. Theorists in each camp have de­
bated and argued among themselves as well as with members of the 
opposing camp. As a result, significant changes continue to be made in 
both theories: 

E.4. The History of Neoclassical Economics 

The classical school of economics shifted its focus quite dramatically 
after the 1870s. From its concern with macroeconomic issues-the capi­
talist economy as a whole, and especially its growth over time-classical 
economics turned to detailed studies of the decision-making processes 
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of individuals and individual enterprises-what we now call microeco­
nomic issues. Terms like ."individual preferences" and "marginal utili· 
ties," "production functions" and "marginal costs," which had rarely 
figured in classical economics, now took center stage. 

Of course, not all classical economists became microeconomists. 
Since major macroeconomic problems (inflation, depression, stagnant 
growth, etc.) beset all the capitalist economies periodically, some econ­
omists maintained their macrdeconomic' orientation. However, the 
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broad shift toward a microeconomic theoretical foundation was clear, 
especiaJly in th~ tendency to view macroeconomic problems strictly as 
the results of decisions reached by individuals and firms. This shift was 
broad and deep enough to warrant a new name for classical economics: 
neoclassical economics. The period from 1870 to 1930 saw most of the 
basic propositions of neoclassical economics established and woven 
mathematically into an impressive economic theory. 

The events of the 1930s, however, shook neoclassical economics to its 
roots. A destructive and lasting depression stllggered nearly all of the 
West European and North American capitalist economies. The massive 
unemployment, bankruptcies, and attendant social disruptions that en­
sued forced a back-to-the-drawing-boards anxiety among neoclassical 
economists. Their theories, in both the original Classical and the post-
1870 neoclassical form, had prepared no one for such a depression. 
Neoclassical economists had few explanations to offer, and fewer still 
that seemed adequate to the vast human tragedy that spread everywhere 
in the 1930s. Most serious of all was their failure to offer clear and effec­
tive proposals for remedying the situation. The policies they suggested 
to the governments of the depressed economies met with little success 
prior to the onset of World War II in 1939-1940. 

However, an innovative economist in England who was ,able to cast a 
critical eye on neoclassical theory from within, John Maynard Keynes, 
did produce a theoretically important reaction to the Great Depression. 
In his General Theory oj Employment. Interest, and Money (1936), 
Keynes tried to persuade neoclassical economists-he dubbed them 
"orthodox" in the book's preface-Hto re-examine critically certain of 
their basic assumptions." Keynes's reaction to the worldwide depres­
sion of capitalism took the form of a critical reassessment of neoclassi­
cal theory. 

Keynes 'shifted the 'tradition back toward macroeconomics from its 
focus (excessive and flawed in Keynes's view) on microeconomics. His 
reformulation of neoclassical theory also emphasized certain obstacles 
in the structure of capitalist economies which prevented them from real­
izing the predictions often contained in neoclassical analyses: full em­
ployment, smooth operation, and regular growth. Keynes endorsed ac-
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tive government intervention in and regulation ofthe capitalist economy 
as indispensable to delivery of the economic well-being that people 
would and should demand. 

Keynes's work provoked the entire body of neoclassical economists. 
It has deeply affected public discussion of economic problems and poli­
cies throughout the world since its publication. Some neoclassical econ­
omists were outraged by Keynes's critical reformulation. They have la. 
bored ever since to show that hemisunderstood neoclassical theory and 
vastly overrated some occasional, temporary "market imperfections" 
that can afflict capitalism. Contrary to Keynes, these neoclassical econ­
omists argue that the capitalist market itself cutes whatever market 1m-, 
perfections may temporarily occur. Other neoclasskal economists were 
inspired to continue and develop Keynes's beginnings. Their premise 
has been that Keynes properly identified the problems that government 
could and should deal with directly. Their analyses have favored govern­
ment intervention in the economy to avoid depression, overcome intrac­
table market imperfections, and so generate economic growth and so­
cial stability. 

The intense debate, among neoclas,sical economists over the legacy of 
Keynes has probably been the central issue agitating this theory for the 
last fifty years. Sometimes the debate has centered on microeconomics 
versus macroeconomics. Sometimes the two sides have accused each 
other of abandoning the neoclassical tradition altogether. Sometimes 
the debaters on one side have even accused the other side of disloyalty to 
capitalism itself. (It is worth remembering that various socialist cri­
tiques of capitalism were heard increasingly during these decades.) 

Politicians and political controversies also got caught up in the de­
bate. Republican Presidents Eisenhower, Nixon, Ford, and Reagan of­
ten couched their" speeches in anti-Keynesian ter~s. The Democrats 
Roosevelt, Truman, Kennedy, and Carter frequently chose Keynesian 
language. Each side both framed and publicly justified their adminis­
trations' economic policies by relying on pro- or anti-Keynesian varia­
tions of neoclassical economic theory. Indeed, liberals and conserva­
tives in the United States still often distinguish one another according to 
their attitudes toward the Keynesian innovations in neoclassical theory. 

Thus the administrations that were influenced chiefly by Keynesian 
economists tended toward major interventions in the econo:q:ty: en­
hanced government monitoring of the private sector's economic perfor­
mance, greater regulation, more economically motivated spending and 
tax change initiatives, and the like. The administrations that listened 
rather to the anti-Keynesians tended toward deregulation, less govern­
ment oversight of the private economy, lower spending rates, and so on. 
Of course, practical politics has rarely permitted any administration to 
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be all pro or all con in relation to Keynesian theory; mixtures of both 
approaches are usual, but with the emphasis tilting one way or the 
other. 

At all times, U.S. citizens have felt direct and indirect consequences 
as government economic policies have changed in part because of the 
debate among neoclassical economists. Again we can see how society 
and theory continually shape each other or, as explained earlier, overde­
termine each other. Social change (a depression) impacts on a theory 
(neoclassical economics), and the resulting theoretical changes and de­
bate influence the development of a society. 

In chapter 2 we will explore and analyze neoclassical theory in light 
of this debate, which has greatly influenced neoclassical theory's cur­
rent interpretations of the capitalist economies. However, our purpose 
there will also be to capture the enduring, basic qualities of neoclassical 
theory, those which both Keynesian and "orthodox" economists have 
neither questioned nor rejected. 

E.5. The History of Marxion Economics 

Karl Marx's work focused overwhelmingly on the capitalist economic 
system. That is why, to understand it,he spent so much time on th~ 
writings of Smith, Ricardo, and the other classical and even preclassical 
economists. He gained much from their work and often acknowledged 
his debt to their theorizing. However, the theory that took shape in 
Marx's mind broke away from the classical theory. For him the transi­
tion from feudalism to capitalism stimulated a different way of seeing 
the modern world and a different way of theorizing about its meaning. 

Whereas the classical economists welcomed and celebrated capital­
ism's emergence from feudalism, Marx saw the transition as 'a very 
mixed blessing. Whereas the classicals justified capitalism on the 
grounds of its technical dynamism, productive efficiencies, and rapid 
rate of overall economic growth, Marx was struck as well by the massive 
human costs of capitalism. He reacted to the SUffering of the workers in 
capitalist factories and offices, to the drudgery and powerlessness of 
their lives. For Marx the liberation of productive capacities accom­
plished in the transition from feudalism to capitalism was not a~compa­
nied by the liberation of the masses of people from oppressive living 
conditions. 

Marx never denied what he termed the "historically positive contri­
butions of capitalism": above all its technical and productive break­
throughs. He rather aimed to explain why, despite those break­
throughs, the transformation of most people from feudal peasants to 
capitalist wage laborers occasioned so much suffering and so little hu-
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man liberation. In his view, the masses of people continued to be denied 
the enjoyment of the goods and services their labor made possible. They 
still lacked the freedoms that for so long had been limited to a tinr pro­
portion of the populations of the world, those who lived off the surplus 
produced by others. 

Marx's reaction to capitalism clearly differed·from the reactions of 
the leading classical economists. Marx's theoretical training also dif­
fered quite sharply. Whereas the classical economic authors, chiefly 
British, developed their ways of thinking in the particular atmosphere 
of eighteenth-century English philosophy, Marx studied in the German 
philosophical tradition. that culminated in G. W. F. Hegel. Marx's per­
sonal history likewise departed from the middle-class stability that 
characterized most classical political economists. While he began life in 
circumstances similar to theirs-Marx was the university student son of 
an educated state bureaucrat-his radical leanings changed. his life. 
When political influences blocked his career as a university professor, 
he turned to active political involvements. 

Revolutionary upheavals in a Germany wracked by the tensions of 
transition from feudalism to capitalism provided Marx with ample op­
portunities to learn about capitalism's darker sides and to speak out 
against them. Consequently, in the 1840s the German authorities exiled 
Marx, as did the authorities in France and Belgium when he sought 
asylum there. He finally settled in London, where he lived the rest of his 
life under endlessly difficult and financially insecure conditions of the 
sort that beset most political refugees. 

All of the mature works of economic analysis for which Marx is fa­
mous were written in England. Cut off from his native Germany and 
from the immediate scenes of social upheaval, Marx understandably 
shifted his emphasis f~om polemical writings and daily activism to sys­
tematic reading, study, and theorizing (although political activism was 
always an important part of his life). By contrast, Adam Smith spent his 
life as a university professor in Glasgow, Scotland, while David Ricardo 
lived the life of a rich banker in London. 

These different conditions help explain how and why Marx and the 
classical economists produced different theories of capitalism's struc­
ture and development. Whereas the classical economists focused on the 
individual as the beginning point of their analyses, Marx began his the­
ory with an emphasis on class as a common feature of both the fading 
feudalism and the rising capitalism. By "class" he meant one particular 
process in a society. In this class process, some members of the soci­
ety-the workers-perform "surplus labor." Marx defined this as labor 
beyond that needed to produce the goods and services the workers 
themselves consumed. The fruits ofthis surplus labor, in Marx's view of 
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both feudalism and capitalism, passed immediately to persons other' 
than the workers who produced the surplus. Marx carefuJJy defined this 
situation as "exploitation": the production of surplus by one group 
its receipt by another. 

In the case of feudalism, individuals caJJed "lords" obtained this 
plus through regular deliveries from their peasants and serfs. What 
italism accomplished was a change in the form of this surplus labor 
rangement, but not the aboli~ion of a cJass structure that divided people ' 
into the surplus-producers arid the surplus-receivers. Under capitalism 
the masses of people were still workers, still surplus producers whose 
surplus passed to other people. AU that changed, in terms of class, were 
the details and the particulars and the names. New people calJe<i "capi­
talists" replaced feudal lords; but both were receivers of other peoples' 
surplus. New producers of surplus called "wage laborers" or "proletari­
ans" replaced the feudal peasants and serfs. Exploitation continued; 
only its particular form changed, and with it the name given to the sur­
plus, from feudal "rent" to capitalist "profit." 

Much of Marx's theory spelJed out the important economic and so­
cial consequences of this historic change in the form of the cJass process 
from feudal to capitalist. His became a class theory of society in the 
sense that it emphasized an understanding of both the changes and the 
underlying continuity in the class processes of feudalism and capital­
ism. Marx's focus on class as against the neoclassicals' different empha­
sis on the individual reflected and also influenced the two different 
agendas for social change. Marx clearly identified with those people 
who wanted further social transitions beyond capitalism: not merely an­
other change in the form of exploitation, but rather the abolition of ex­
ploitation. Marx envisioned a society in which the people who produced 
the surplus would also receive it and decide how to utilize it: a workers' 
society to which he attached the name "communism." No longer would 
people be set against one another as surplus-producers versus surplus­receivers. 

Whereas the classical economists celebrated capitalism as the fuUiJI­
ment of human aspirations, Marx and Marxists after him strove for fur­
ther social transitions toward communism. Indeed, they labeled transi­
tional periods, when capitalism would be replaced by communism, as 
"socialism." POliticaHy they defined themselves as socialists committed 
to establishing such transitional periods. Marx believed that his theory,. 
with its class analysis of capitalism, was an indispensable contribution 
to the political project of establishing socialism and, beyond that, com­
munism. 

Marx reasoned that in order for capitalist society to be changed into 
communist SOciety, people would have to understand the cJass structure 
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uld establish and maintain a new commu­of capitalism. Before they co d have to understand how class pro-
nlst class structure, people woul. d nd were overdetermined by) all 
cesses interacted with (Ov~rd~ter;tne : he found such an understand­
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larly, the growth of large enterprises (often linking manufacturers and 
bankers in close cooperation) generated new Marxian theories about 
monopoly and economic stagnation in advanced capitalist economies. 
Of course, when any theory is extended to new topics, it undergoes all 
sorts of changes that occasion all kinds of debates among its practitio­
ners; Marxian theory has been no exception. Marxists have entered new 
fields and tried to generate Marxian approaches to such diverse topics 
as literary criticism, psychoanalysis, anthropology, and bioiogy. In 
many of these fields, Marxian theories have emerged, as in ecotlomics, 
as the basic alternative to the prevalent theory. 

The development of Marxhm economics. like that of Marxian theo­
ries in other disciplines, has. been influen~d by debates· among the 
Marxists themselves. Intensity .and passion. have ruled these debates as 
much as they did the neoclassical debates over Keynes. A central issue 
in the Marxian debates since 1917 has been the Soviet Union. Have the 
policies of that country-under V. I. Lenin, then under Josef Stalin, 
and since 1953 under a succession of leaderships-constituted a confir- . 
m~tion of, a challenge to, or a refutation of, Marx's theories and hopes? 
Different answers to this question and the related issue of one's attitude 
toward communist movements around the world have agitated all writ­
ers in Marxian economics from 1917 to the present. A similar debate 
stirred Marxists after the 1949 revolutionary victory of the Chinese 
Communist Party in China. How have the policies and evolution of that 
country under Mao Tse-tung and the leadership since his death affected 
Marxian theories? Despite these debates., we have yet to see detailed 
Marxian examinations of the class processes (forms of the production 
and distribution of surplus labor) that exist in these two countries. 

Another major provocation of debates among Marxists has been the 
successful development of large, mass-based socialist and communist 
parties in West European noncommunist countries in the twentieth cen­
tury. Marxists in these countries have sought to connect their theoreti­
cal work to the practical political struggles waged by these parties in 
parliament and other public arenas. Marxian theories have been influ­
enced by the twists and turns of party politics. Thus, Marxian notions of: 
"Eurocommunism" have emerged; they focus on how socialist transi­
tions might be accomplished without the class violence that character­
ized the transition from feudalism to capitalism or the anticommunist 
violence many expected from a threatened capitalist establishment. 
Marxists have also produced new theories about ideology and mass psy­
chology as large socialist parties have struggled against conservative 
parties over the political loyalties of masses of European voters. . 

Still another major development since Marx's time has provoked de­
bates among those interested in Marxian economics: the rise of power-
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ful trade unions in most capitalist societies. Such organizations gather 
workers around the proposition that collective action and bargaining 
can best improve their position in conflicts with their capitalist employ­
ers. Trade unions have thus quite naturally attracted Marxists' interest. 
In theoretical terms, Marxian economists have worked to extend their 
theory to cover issues of concern to trade unionists. To take some exam­
ples, Marxian theorists have sought to explain when and how capitalists 
will obtain the help of state power in their confrontations with workers 
over wages, salaries, and working c0rtditions. Marxian economists have 
also tried to explain trends iti the investment plans of major corpora­
tions and to relate them to union organizing strategies. Marxian econo­
mists have also analyzed the relationships among modern, multina­
tional corporations, their employees in the advanced capitalist 
countries, and workers in the so-called less developed economies of 
Asia, Mrica, and Latin America. 

In the decades since 1945, Marxian theory has undergone some of its 
most intense challenges and changes. In the advanced capitalist soci­
eties today, Marxian theory is .in a period of intense self-examination 
and reformulation. Marxists are arguing over whether class analysis is 
to remain the central contribution by Marxism to the complex move­
ments toward socialism and communism. They disagree on whether to 
accept and absorb portions of neoclassical theory, and, if so, exactly 
which portions. In many parts of Asia, Mrica, and Latin America, 
Marxian theorists are debating the applicability of the current state of 
the theory to the specific development. problems that face these soci­
eties. In the communist countries, economic growth across the period 
and the emergence of deep divisions among these countries have like­
wise prompted much rethinking of Marxism. 

In this introductory book, we cannot give all these developments 
their due. Our emphasis must be on the basic contours of Marxian the­
ory as an alternative to neoclassical theory. However, in the case of 
Marxian theory, as in our discussion of neoclassical theory, we must 
take account of some of the debates and rethinking since they so pro­
foundly agitate and influence Marxian theory today. 

F. Conclusion 

One major objective of this book is to acquaint readers with the central 
differences of the two dominant economic theories in the world today. 
Another equally important objective is to aid readers in reaching their 
own conclusions about the context and consequences of these theories. 
Depending on which one you find convincing, your understanding of 
economics will be influenced in one direction or another. In turn, how 
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you understand economics will necessarily influence your general beliefs 
about the world and your actions in the world. In short, your theory 
matters tangibly in terms of your conversations and other actions day by 
day. 

Our concluding chapter will therefore seek to present some of the 
different consequences-in terms of people's general beliefs and 
actions-that flow from one theory as opposed to those that emanate 
from the other. Our premise is th~t you will be concerned to know how 
the differences in theory explained in this book make a difference in 
daily life. We can assure you at this point that they make significant 
differences indeed. 
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2 Neoclassical 
Theory 

A. The Neoclcaslcal Tradition 

What is neoclassical theory? The purpose of this chapter is to provide an 
answer to this question. We intend to present the logical structure of 
neoclassical theory in terms of the three indices discussed in chapter 1. 
We will proceed in a parallel fashion for Marxian theory in chapter 3. 
This chapter begins by specifying neoclassical theory's conceptual point 
of entry-namely, the unique concepts it recognizes as the focus and 
starting point of its analysis of society. Next. it discusses neoclassical 
theory's logic, the reductionist method it deploys to link its entry-point 
concepts to all the other ideas contained within its theoretical structure. 
Finally. it examines what that theory produces. its unique analysis of the· 
objects with which it is concerned. 

In presenting the overall structure of neoclassical theory, we have as­
sumed that our readers are basically familiar with the theory's specific 
parts, typically those covered in an introductory economics text. Our 
intention in this chapter is not to teach or even review the components of 
neoclassical theory-the analytics and derivation of supply and demand. 
the income determination model, and so forth. Rather, it is to discuss the 
overall structure and logic of the theory . 

This task is often neglected in introductory neoclassical textbooks. 
Too often the writers of such texts proceed like a sophisticated French 
chef who assembles all the specific ingredients of a rich meal. but then 
fails to combine them into a fully cooked dinner. We have assumed that 
our readers are familiar with the appropriate ingredients of neoclassical 
theory. but that no one has yet carried out the last, crucial step of com­
bining. We expect, as in any prepared meal, that the fully cooked out­
come will be very different from its uncooked individual parts. We aim to 
present a prepared meal, neoclassical theory, and then to compare it to a 
very differently prepared dinner. Marxian theory. We will then have 
established one of the key conditions for discussing, in the fmal chapter 
of this book, the interesting question of how and why one theory may 
taste better than the other. 

38 
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A. 1. Neoclassical Theory's Contributions 

The originality of neoclassical theory lies in .its ~otion that innate hu­
man nature determines economic outcomes. 'According to this notion, 
human beings possess within their own given natures the inherent ra­
tional and productive abilities to produce the maximum wealth possible 
in a society. What is required is a set of societal institutions that will 
permit this inner human essence to work itself out to the greatest happi­
ness of the greatest number. Capitalism is thought to be the one type of 
society which provides these institutions. It best conforms to human 
nature; it is the proper societal reflection of private ratio~ality and 
technology. . 

The writings of both the early classicat and the later ne~classic.al 
economists focused on and underscored this key idea. For the readers of 
Adam Smith, the new spokesman for and advocate of capitalism in 
1776, it was a revolutionary idea,· for capitalism was still struggling 
against a declining but. powerful noncapitalist set of social· institutions 
and ways of thinking. Smith's notion that maximum wealth for the soci­
ety corresponded to the maximum freedom given to each individual to 
pursue his or her own economic self-interest wal!', to say the least, star­
tling. Indeed, over two hundred years later, it still seems to be a shock­
ing and radical idea. 

Classical economists explored and pushed this idea. On the one 
hand, the long transition from feudalism to capitalism in England had 
created new social conditions that demanded a new theory to explain 
them. New ideas were needed to explain what determined the value of 
the wealth that was being turned out in ever-increasing quantities by the 
growing industrial factories. New ideas were required to explain the dis­
tribution of wealth among those who were thought to be responsible for 
its production. Ideas had to be created to explain how such a productive 
economic system could be reproduced and extended. And ideas were 
needed to explain and deal in one way or another with the seemingly 
continual and increasingly dangerous cycles exhibited by this new wage­
labor, profit-seeking society. The early classical writers responded to 
the pressures of the times. They addressed the issues of their day, 
which, for them, demanded not only these new explanations but also 
new policies: Why was free trade better than restricted trade between 
nations? Why were the monopolies granted by governments to mer­
chant companies destructive to growth? Why should guild restrictions 
on craft production give way to individuals' producing and. selling what­
ever the market would bear? 

On the other hand, these new ideas helped'introduce and shape the 
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complex ways in which the newly emerging industrial capitalists and 
wage laborers understood and related to one another. They acted in 
part to shape the way the state related to enterprises and households in 
society. In other words, these ideas of the classical writers helped create, 
but also changed, the very capitalist society to which they were 
responding. 

A principal aim of first the classical ,and then the neoclassical analy­
sis of society was to demonstrate how capitalism could reach its poten­
tial only if all economic and noneconomic barriers to private wealth 
maximization were removed. Even for some of classical and neoclassical 
theory's severest critics, such as John Maynard Keynes (1883-1946), the 
goal remained the removal of obstacles (in Keynes's case the obstacle 
was a lack of effective demand) that prevented and distorted this maxi­
mizing behavior. It took a very different kind of critic-Man-and a 
very different kind of theory-Marxism-to fundamentally challenge 
the classical and neoclassical economists' common essentialization of 
the human subject and the institutions understood to be created by hu­
man subjects. 

A.2. Neoclassical Theory since Adam Smith 

When Adam Smith died in 1790, no country in the world had yet be­
come a fully capitalist society. England, however, was well on the road 
to capitalism and would be followed after the 1850s by the countries of 
Western Europe, by the United States, and by Japan. Neoclassical po­
litical economy grew rapidly in all these countries, extending its theory . 
to groups and issues the two most famous classical economists, Adam 
Smith (1723-1790) and David Ricardo (1772-1823), had barely men­
tioned. Neoclassical analysis of consumer choice, the behavior of firms, . 
income distribution, business cycles, market structures, general equi­
librium, foreign trade, growth, and development led to lively debates. 
In time, of course, such analysis and debates changed neoclassical the­
ory. Indeed, classical political economy gave way to neoclassical theory 
as it extended its ideas to explain how human choice (preferences) is an 
essential determinant of the value and distribution of commodities in a 
capitalist society. And, in fact, neoclassical theory eventually gave way 
to different kinds of neoclassical theories. 

The depression of the 1930s dealt a major blow to neoclassical the­
ory. For perhaps the first time, neoclassical economists were not confi­
dent that the theory that had developed over the previous one hundred 
ftfty years adequately explained current economic behavior in the capi­
talist economies. They feared that the only solution this by now well­
developed theory could offer to the depression was to allow the markets 
to self-correct themselves. Moreover, it seemed that the market solu-
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don, even if it was viable, would come too late to save capitalism. The 
immediate danger was that of a social revolution by the unemployed, 
the poverty stricken, and the generally disillusioned individuals in soci­
ety. Into these dangerous times for capitalism and neoclassical theory 
stepped John Maynard Keynes, who was an important neoclassical 
economist in his own right. 

Keynes attempted tWo things: to extend neoclassical theory to ex­
plain why the operation of markets alone would not end the depression, 
and, most important, to offer a way to end it without destroying capital­
ism in the process. However, extending the theory in this way also al­
tered it, as Keynes himself well recognized. Therefore, the changes in­
troduced into the theory divided neoclassical economics into two more 
or less distinct parts: a microeconomic part often referred to as that 
branch of economic theory developed in the spirit of Smith, Ricardo, 
Leon Walras (1834-1910), and Alfred Marshall (1842-1924), and a 
macroeconomic part typically called, after the economist who did the 
most to develop it, Keynesian economics. 

A. 3. Which Economic Theory Shall We Present? 

To present an economic theory that somehow encompassed all varia­
tions within the neoclassical and Keynesian traditions would be an over­
whelming task. Yet to present only one approach from each would be to 
invite the criticism that we have ignored viable alternatives. 

Nonetheless, we have chosen to follow the latter course. Only one 
version of neoclassical theory and one of Keynesian theory will be pre­
sented. They are the approaches with which we fe~l most comfortable 
because we have found them to be the most persuasive and coherent, 
especially as alternatives to Marxian theory. They are also fairly repre­
sentative of the approaches that have been taught in most micro- and 
macroeconomics textbooks in the last twenty years or so. And this last 
consideration is of some importance to us since we intend for this chap­
ter on neoclassical theory to serve as an overall view of the theory our 
readers have already encountered in an introductory course on neoclas­
sical economics. 

B •. Market Values: The AnalytIc. of Supply and Demand 

Let us begin where most introductory economics courses start after the 
usual initial lectures preparing the students for what is to come. The 
first set of questions-and these are not minor questions-often asked 
by neoclassical economists concern the valUe: of produced things and 
resources in society. More specifically, What determines the values, the 
prices, of goods and services produced by human beings? What deter-
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mines the values of the owned resources that are necessary to produce 
these goods and services? 

The economist asks for an explanation of why we must part with 
money to acquire produced things and resources and why some of these 
things and resources require us to part with more money than do others. 
Why does an apple cost money, and, typically, why does it cost less than 
an au~omobile? Why does the perform~nce of work command a wage? 
Why IS the reward for work different ~rom that for savings? What ex­
plains the origin of profit in society? 

Parallel to all questions asked by individuals' about their social and 
natural environments, these economic questions require some kind of a 
theory in order to be answered. As we pointed out in chapter 1, to 'an­
swer any question about the world-in this case the economic world-is 
to deploy some theory. To answer these particular value questions, we 
need a theory of value or price. 

~eoclassicals provide one theory: the neoclassical theory of value, 
which p~oduces it.s unique answers. In contrast, Marxists provide their 
contendmg MarXian theory of value, which produces its particular an­
swers. !hese are two radically different theories of value and thus pro­
duce different answers to the same economic question asked about 
society. 

Typically, the neoclassical answer to these value questions and, in­
deed, to almost all neoclassical questions involves the specification and 
use of what might be called market analysis. Markets are considered to 
~e locations or sites in society where values are determined. As you 
hkely already know from your neoclassical text, one of the first and 
most important devices of neoclassical market analysis is the graph de­
picting supply-and-demand schedules. These schedules are taken to re­
flect the behavior of individual buyers (agents of demand) and individ­
ual sellers (agents of supply) who interact with one another in and 
through these markets. The interactions of these buyers and sellers de­
termine the market prices of whatever they buy and sell. 

Figure 2.1 depicts the demand behavior of all buyers as Ed (where E 
signifies the summation of all the individual demands, d) and the sup­
ply behavior of all sellers as Es (where E signifies the summation of all 
the individual sellers, s). The interaction of buyers and sellers deter­
mines the price of the commodity, p. We may say, then, that p is the 
n~?clas.sical eco?omists' answer to the question of what will be the spe­
~Iflc price for this commodity. We now know how m'uch this commodity 
IS worth, according to this particular theory of price. 

This is as good a place as any to explain our use of mathematical 
graphs and equations to present neoclassical theory. There is certainly 
no necessity to use mathematics. Everything argued by neoclassical 
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Price 
per unit (p) 

Demand = Id 

o L--------Q~-----Tot-a-I q-ua-n-tity of the 

commodity demanded 
and supplied (0) 

Figure 2.1. Determination of price by market actions of demanders and suppliers. 

economists could be explained just as clearly and logically without it. 
However, mathematics has become the preferred language' of modem 
neoclassical economics, and therefore it seems appropriate to use some 
of its language to convey its structure. 

Beginning with a few essential ideas about human nature, and on the 
basis of a few simple rules of mathematics, neoclassical theorists have 
been able to construct a deductiye knowledge of some complexity and 
power. Their basic mathematical reasoning involves what is typically 
called the "constrained-maximization problem": it is assumed to be in 
the nature of each human being to maximize his or her pleasure, subject 
to some societal constraint. The language of geometry is used repeatedly 
to express this idea throughout the different parts of the theory. Once 
its key location within the logic of that theory is understood, the use of 
math is less of a problem for students of economics, and the basic mes­
sage of neoclassical thepry becomes more apparent. 

It is interesting, of course, to consider why neoclassical economists 
prefer and emphasize mathematical formulations. Part of the answer 
lies no doubt in the deductive logic deployed in the theory. The lan-
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guage of mathematics, eSlXlcially the use of geometry in the neoclassical 
argument, lends itself to this form of reasoning. Another part of the 
answer has to do with the desire of neoclassicals to bestow on economics 
the aura of Science and Truth. Moreover, we think a similar motivation 
also exists for many modern Marxlsts: like the neoclassicals, they too 
make much use of mathematics, and they too desire the status of Sci­
ence and Truth for their economics. 

Since the "hard" natural sciences Hnk precision and accuracy to 
mathematics and they are the most respected disciplines in this century, 
neoclassical and to a degree Marxian economics have always sought to 
be like them. An equally important part of the answer, therefore, is the 
neoclassical and Marxian economists' aim to establish their respective 
theory as more than just one of several alternatives appealing to the 
public. Neoclassicals and Marxists have used mathematics to suggest· 
that their theory has the. force of mathematical necessity. They have pre­
sented their propositions mathematically to suggest that their truth is 
incontrovertible, rather like the claim that 2 + 2 = 4. They have then 
extended this idea to suggest that support of any other theory is a matter 
of gross error, rather like claiming that 2 + 2 ¢ 4. In any case, we use 
mathematics in this and the next chapter in recognition of its basic 
place in neoclassical economics and its increasingly important place in 
Marxian economics, not to endorse the claims that it is the absolutely 
necessary Truth about economics. 

To neoclassical economists, the mathematical analysis of markets fo­
cuses on the behavior of those agents who relate to one another by offer­
ing to sell and/or buy privately owned goods, services, and resources. 
The neoclassical answers to our earlier questions now follow directly. 
The prices of aU produced things and resources are determined by the 
market supply of and demand for them. In turn, this market behavior 
emanates from the agents of supply (sellers or producers) and demand 
(buyers). Indeed, market values. and the amount of goods, serviCes, and 
resources produced and sold are understood by neoclassical economists 
only in relation to this supply-and-demand analysis and thus to the un­
derlying behavior of these individual agents. We may conclude, there­
fore, that the geometrical analytics of supply and demand is really a 
kind of shorthand way of discussing a rather complex relationship that 
exists in society between human beings who at any given moment may 
confront one another as potential buyers (agents of demand) or sellers 
(agents of supply). 

Apples cost money, then, because of the peculiar interaction of the 
demand for and supply of apples. Automobiles cost a different amount 
of money than do apples because of the specifically different supply­
and-demand interactions that determine their value. 
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Laborers receive wages because of the unique demand for and supply 
of that which they produce and sell, their ability to work. Savers obtain 
interest or profit from supplying their savings because of the unique. 
demands for and supplies of such savings~ Finally, laborers receive a 
different amount of money than do savers because of the different sup­
ply-and-demand configurations that characterize each ofthese resource 
markets .. 

. We now have a partial definition of the neoclassicaltheory ofvalue: a 
neoclassiCal theory of value .is a neoclassical. theory of supply-and-de­
martd behavior. The definition is incomplete, however, because neo­
classical theory then asks what exactly.causes that behavior. What de­
terminesthe supply-and-demand behavior of individual human agents? 

B.l. The. Determinants of Supply and Demand 

To answer this question, neoclassical theory goes one. step further: . it 
focuses attention on what it believes to be the underlying forces that 
ultimately shape the behavior of market agents. Its most important hy- . 
pothesis is that observed market prices are really the outcome of a less 
obvioQs, but far more fundamental, interaction between the wants and 
productive abilities of these human agents. One of its major tasks be­
comes the demonstration of precisely how the basic underlying wants 
and productive abilities of human beings ultimately govern, via supply 
and· demand, the determination of market prices. Simply stated, the 
neoclassical hypothesis holds that the value of all goods, services, and 
resources is caused by the interaction between human beings' wants and 
productive abilities. 

Put this way. the reductionist logic of neoclassical theory becomes 
evident in its explanation (i.e., theory) of value. In .the first instance, 
value is caused or determined by the agents of demand and supply. The 
theory then "looks" behind these agents' market schedules (i.e., their 
market behavior) to discoVer the forces that ultimately cause their be­
havior. A neoclassical theory of value becomes, then, in the last in­
stance,.a theory of these forces: the wants and productive abilities of 
human beings, the individuals who act out their market roles as de~ 
manders and suppliers of goods, services, and resources. The logic runs 
as follows: price is first reduced to individuals' supply-and-demand be­
havior; then this behavior is reduced to individuals' wants and produc­
tive abilities. 

Is there a next step? In other words, are there additional forces that 
determine these wants and abilities? The neoclassicals' answer is no. 
These wants and abilities are assumed to be the final causal determi­
nants of supply-and~demand behavior and thus of value. One might 
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think of them as the ultimate building blocks of economic behavior. 
What the neoclassical economist has discovered in these forces are es­
sences. They are the source of effects on other variables (market prices, 
quantities of goods produced and sold, etc.), but are not themselves 
affected by these other variables. Individual wants and productive abili­
ties exist as the essential or absolute forces that generate all other eco­
nomic events, such as demands, supplies, and prices. 

Of course, the tastes and productiv~ abilities of human beings may 
change. Neoclassical theory assumes, however, that such changes are 
caused by noneconomic factors: factors exogenous to whatever eco~ 
nomic variables neoclassical theory focuses on. So, for example, a 
change in prices or incomes cannot cause a change in tastes or produc- . 
tive abilities. Neoclassical causality runs in only one direction: from in­
dividual wants and productive abilities to the rest of the economy. This 
unidirectional causality is precisely what makes those wants and abili­
ties the essences of economic life for neoclassical theory. 

We are now in a position to give a preliminary description of the over­
all structure and logic of neoclassical theory. Its starting point involves 
our specifying concepts of human tastes and productive abilities. The 
notion of tastes or wants is equivalent to what the theory calls the "pref­
erences" or "choices" of human beings. The notion of productive abili­
ties is further discussed in terms of two other related concepts: the pro­
duction function (the technology of production), and the productive 
resources (land, labor, machinery, etc.) available to individuals in a so­
ciety. These three concepts taken together-individual tastes (prefer­
ences), the production function, and individual resource endowments­
form neoclassical theory's conceptual point of entry. However, they 
form more than just a way to begin theorizing about the economy. They 
are also understood in this theory to characterize essential attributes of 
human beings. The entry point of neoclassical theory is an essentialized 
one. In stark contrast, the contending Marxian theory will pose not only 
a completely different point of entry but a nonessentiaHst one at that. 

Neoclassical theory's essentialism means that the three concepts of 
human tastes, productive technology, and resource ~ndowments gener­
ate all the other economic concepts-supply, demand, and price-to 
which the theory addresses itself. The logic and goal of the theory is to 
deduce these secondary concepts-supply, demand, price-from those 
ideas which are taken to be the most fundamental of all-namely, hu­
man tastes and productive abilities. Deduction, or what in this book we 
call "reductionism," is the logic of neoclassical theory. As we will see, 
this kind of logic is very different from that of Manian~eory. ' 

We can now say that although neoclassical theorYdqe~:give a special 
analytical location to markets, it is never satisfied with snerely a supply-
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and-demand answer to price determination. It cannot be, because mar­
ket behavior is not understood to be the ultimate cause of price. In other 
words, supply and demand are not independent and self-reproducing 
wholes. Their actions are determined by something outside of them. 
That is why a further reduction of supply and demand becomes neces­
sary, so that the theory can get at that "something." When neoclassical 
theory finally arrives at individuals' tastes and productive abilities, it 
has reached the most basic analytical level possible: microeconomics. 
By . definition, it <;annot reduce these concepts to anything else. 
Hence, it has its final and complete answer to the question of price 
determination. 

B.2. Markets, PrivoteProperty; Conservatives, and Liberals 

Before we begin to discuss exactly how human wants and productive 
abilities act together to determine prices, we need to comment on one 
additional feature of the role of markets within neoclassical theory's 
overall structure .. We can get at this best by asking a simple question of 
the theory: Why do markets play such an important role within the the­
ory? After all , one could easily argue th~t the history of human beings 
has witnessed, and still does witness, many societies in which markets 
do not exist to any significant extent. Some of these so-called nonmar­
ket societies may even have existed for a longer period than market soci­
eties. It is therefore likely that the importance of markets to neoclassical 
theory has little to do with their quantitative importance in the long 
history of societies. Rather, their special place within that theory has 
more to do with a quite remarkable insight of one of the founders and 
most important contributors to what would eventually become neoclas-' 
sical theory. 

Some two hundred years ago, Adam Smith theorized that if a society 
allowed its citizens the freedom to compete in all markets, then that 
society would make more wealth available to its citizens than if it did not 
permit such behavior. If wealth became the measure of the economic 
progress of a society's citizens and if maximum wealth became the ob­
jective of the society, then achieving that objective would necessarily re­
quire the establishment of competitive markets. Thus the idea of com­
petitive markets became a key concept first in Smith's classical theory of 
political economy and later in neoclassical economic theory. 

According to neoclassical economic theory, capitalist societies are 
societies that establi.sh and protect two key institutions. The first is pri­
vate property: each citizen has the power freely to own, buy, or sell his 
or her resources and produced goods. The second is a system of fully 
competitive markets: no citizen has any power to control prices, and all 
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buyers and sellers take market prices as facts on which to base their 
decisions. When both institutions exist, a society has what is typically 
called a "private enterprise market economy." Following Smith's in­
sight, that society also has in place the conditions for something more: 
the achievement of maximum wealth. In other words, capitalism allows 
and encourages the citizens of a society to reach their maximum pro­
duction and consumption potential. thus, given these citizens' tastes 
and productive abilities, markets and private property offer citizens the 
optimum opportunity to gain the maximum wealth possible. , 

This conclusion of neoclassical theory is so powerful and provocative 
that economists have been arguing for many years about its precise 
meaning and consequences. For example, there is a group of econo­
mists-likely a minority group-who have been unhappy with some of 
the social effects of private property. This particular institution is un­
derstood by them to produce unequal distributions of wealth and power 
among the citizenry. For that reason, they sometimes advocate keeping 
the institution of competitive markets (which is still thought to permit 
the achievement of maximum wealth) while abolishing private property 
(which causes the unequal distribution of that wealth). Such a changed 
society may be called "noncapitalist," "mixed," or perhaps even "so­
cialist," because it has lost one of the definitive characteristics of capi­
talism-namely, private property. 

A different group, encompassing the vast majority of neoclassical 
economists, defends and argues for both institutions. These neoclassi­
cals often insist that private property and competitive markets are mu­
tually supportive of one another. Thus, to eliminate the institution of 
private property-in the hope of achieving a more equitable distribu­
tion of wealth in society-is, in their view, also to jeopardize the com­
petitive market structure that allowed the maximum wealth to be 
achieved in the first place. 

Despite their differences, both groups of economists affirm the im­
portance of markets as vehicles that allow and facilitate the citizens' 
achievement of maximum wealth. In other words, when markets per­
form properly, a society is efficient: it produces as much as possible with 
its limited resources. It follows that imperfections in markets, whatever 
their source, may prevent a society from achieving its maximum wealth 
production and consumption. Neoclassical theory recognizes a major 
economic problem in the existence of market imperfections in modern 
societies. 

Neoclassical theory also proposes solutions to this problem. At one 
extreme are the economists we will call "neoclassical conservatives." 
They think the best solution is to protect the institution of private prop­
erty from those who would reform, regulate, or destroy it, and to do this 
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by leaving competitive markets alone. They argue that most market im­
perfections are caused by the quite visible interference of human beings 
and bureaucracies in the workings of supply and demand. In their view, 
efforts to reform or' modify private property and competitive markets 
are inherently wrong. since they create the very barriers to maximum 
wealth-the market imperfections-that are the problem in the first 
place. Leave buyers and sellers alone, they insist; let them pursue their 
own self-interest in free markets and work out individually their desires, 
wishes, and abilities to produce. Then all citizens will be better off. 
These economists warrant the label "conservative" because they want to 
conserve from change those institutions wpich define a society as "capi­
talist" and which encourage maximum wealth for its citizens. 

At the other extreme of neoclassical theory are the economists we will 
call "neoclassical liberals." They believe that the best solution to the 
problem of market imperfections is for some individuals and institu­
tions to intervene in these imperfect markets to get them to work prop­
erly. Market imperfections are understood to flow partly from the very 
nature of buyers and sellers themselves: The only way to compensate for 
this imperfection in human nature is to intervene so as to get the market 
to work properly. To leave the market alone, as the conservatives would 
have it, is to allow this imperfection to continue and thus to prevent 
society from reaching its maximum point of efficiency in generating 
wealth. 

The minority of economists mentioned earlier who criticize the role 
of private property in society would certainly belong to this liberal 
camp. They might advocate not only the nationalization of property but 
also the planning of markets by some state body. Such econolllists 
would form a kind of left wing within this liberal camp. Most otber neo­
classical liberal economists would rarely embrace these proposals, but 
they would argue for some kind of state intervention in society to elimi­
nate or at least lessen the impact of imperfections that block the proper 
workings of markets. 

It would not be surprising to find most economists holding first one 
position along this spectrum and then, at a different moment, another. 
Indeed, most neoclassical economists often hold the conservative and 
liberal positions simultaneously: the conservative one in regard to what 
are called microissues and the liberal one with respect to macroissues. 
In fact, this seemingly contradictory position has in part stimulated still 
other neoclassical economists to try to reconcile the conservative and 
liberal positions into some kind of neoclassical synthesis. . 

What is rarely challenged by either conservative or liberal econo­
mists, however, is the place and importance given to markets within 
their theory. The.schedules of supply and demand are either considered 
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herent ability of each and every individual in society to rank order in a 
consistent way all conceivable combinations of goods and services with 
which they may be confronted, whether now or in the future. In other 
words, it is taken to be part\ of our human nature that we are able to 
express some form of preference or ordering between, say, any two bun­
dles of goods, and that the expressed ordering is made in a consistent 
way. Each and every individual is assumed to be able to express a pref­
erence for one good over another or to be indifferent between them. 
Moreover, this expression of choice is assumed to be transitive in na­
ture, which means simply that if an individual chooses good A over good 
B, and B over C. then he or she will also choose A over C. 

Another key initial assumption about human nature is that everyone 
always wants or prefers more rather than less of any good or service. 
This is sometimes referred to as the assumption of nonsatiation. Still 
other assumptions are perhaps less easy to understand, but they are just 
as crucial to the neoclassical conception of a rational, choice-making 
individual. One such assumption concerns how individuals will substi­
tute one good for another while maintaining the same total level of satis­
faction from consuming both. The assertion here is that as an individual 
gives up successive units of one of the goods, he or she must increase the 
quantity of the other good consumed in order to maintain the same total 
level of satisfaction. This assumption is often referred to in the neoclas­
sicalliterature as the "diminishing marginal rate of substitution" be­
tween two goods. It asserts that the psychological ability or willingness 
of a human being to give up a unit of one good for another falls as more 
units are given up. As the good being given up becomes relatively more 
important, its loss is offset only by an ever-increasing number of units of 
the good that is being gained. There are other, more technical assump­
tions, such as that of continuity, which need not concern us here. 

We may think of all these assumptions as both defining and reveal-
ing to neoclassical observers one particular aspect of human nature­
namely, its rationality. Each and every human being, regardless of his 
or her cultural setting, gender, race, class, or political position, is as­
sumed to conform to this neoclassical view of the rationality of human 
beings. We all have one characteristic in common: we are all rationally 
motivated, choice-making machines, no matter what differences may 

separate us. 
What determines this rationality of human nature? The neoclassicals 

answer this question by dismissing it as pointless. Rationality is under­
stood to be among the most basic components of human nature. Of 
course, rational preferences may change-just as human nature may 
change-but they do not change because of some change in the econ­
omy. In other words, preferences are understood to be the origin of eco-
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nonsatiation); (3) that all curves are negatively sloped (also derived from 
the assumption of nonsatiation); (4) that there are no sharp jumps or 
gaps in the curves (following from the technical assumption of continu­
ity); (5) that the curves do not touch:or intersect (derived from the as­
sumption of consistent behavior); and (6') that all curves are convex to 
the point of origin (following from the assumption of a diminishing 
marginal rate of substitution). 

Preference curves are used within neoclassical theory to help explain 
almost all oUhe economic choices we make as individuals, including the 
demand for and supply of all .commodities and resources in the econ­
omy .. The powerful explanatory role of these curves should not be sur­
prising, given the essentialist logic of neoclassical theory. It is precisely 
the nature of a theoretical essence that it ultimately governs the actions 
of all other entities treated in the theory. 

Neoclassical theory now adds some additional information (Le., as­
sumptions) concerning each individual's preferences. Suppose that in a 
society each individual's income is known, and, in addition, suppose 
that each individual accepts the prices of commodities as given: In other 
words, each person has a given sum of money and faces desired com­
modities over whose prices he or she has no influence. The latter as­
sumption is equivalent to assuming perfectly competitive markets: no 
single individual in society has any power over price because all individ­
uals, acting together via the market, determine price. We will return to 
the subject of competitive markets later in this chapter. 

With this added information about incomes and prices, neoclassical 
theory can construct one of its most important diagrams to explain the 
demand behavior of individuals. Figure 2.3 poses a fundamental neo­
classical problem: Individuals' wants are assumed to be unlimited (the 
assumption of non satiation as captured by the infinite set of indiffer­
ence curves labeled, I, II, ... , in the figure); however, the money in­
comes of individuals are assumed to be limited (as indicated by the only 
straight line, AB, drawn in the diagram).1 How, then, do we as individ-

1. An individual's money income, y, may be spent on goods and services, p, . q, + 
P2 . q2, where p, and P2 represent, respectively, the prices of the two different commodi­
ties, and q, and q2 are the respective quantities of the two goods demanded. The income 
equation for the straight line AB in figure 2.3 becomes 

y p, 
q2=---'q, 

P2 P2 

where P,IP2 represents the slope of this line, or 

/lq2 p, 

/lq, P2 
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social ability to actually consume, as dictated by the impersonal mar­
ket. This struggle is necessitated by the constraint the impersonal mar­
ket, the social environment we face, places on fulfilling our desires. On 
the one hand, the social ability to consume is measured by the price 
ratio between the two commodities: P1ip2.2 It is obviously the market 
rate, given to the individual by competition, at which one good may be 
exchanged for the other. On the other hand, the private ability to 
choose rationally is measured by the marginal rate of substitution be­
tween the two goods. It is given to the individual by his or her human 
nature. The ultimate objective for each individual in society is to bring 
these two measures into harmony with each other. 

Clearly, the ability to choose rationally among commodities is under­
stood in terms of an. individual's preferences; indeed, the concept of 
individual preference governs human choice in neoclassical theory. Let 
us present the neoclassical measure of this private ability in terms of 
these preferences in more detail. Consider figure 2.4, where we have 
labeled two points A and B along the same preference curve. Relative to 
pointA, point B indicates more ql and less q2. A problem arises: How 
are we to compare this loss of one good with a gain in the other? Is there 
a unit of measure, some property, that is common to both goods which 
would allow us to compare this loss and gain? 

Neoclassical theory's answer is yes. All commodities are conceived to 
be sources of satisfaction; hence our preferences for them. A typical 
phrase in neoclassical theory refers to commodities as sources of "util­
ity." Utility becomes, then, a property that is assumed to be common to 
all commodities and that may therefore serve as a standard of compari­
son among them. As we will see in chapter 3, when a parallel question is 
asked of Marxian theory-How are we to compare the loss of one com­
modity with the gain of another?-a completely different answer is pro­
duced. There the common property will be something called •• abstract 
labor time," not "utility." Each theory will thus produce its own unique 
standard to understand the substitution of one commodity for another. 

According to the definition of a preference curve, any individual will 
be indifferent to different bundles of commodities along his or her 
curve. Thus, as seen in figure 2.4, the consumer is understood to receive 
the same level of satisfaction or utility at point A as at point B. There­
fore, if the individual in society is to remain on the same curve, we may 
think of the loss in satisfaction or utility incurred by giving up some q2 
to be exactly balanced by-that is, to be equal to-the gain in satisfac-

2. This price ratio is precisely the given slope of the income equation presented in 
footnote 1. 
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FIgure 2.4. Movements along a preference cu (f 
balancing the loss in utility with the gain in util;~ rom A to B) can be thought of as 

-l:1q2' mUq2 = +l:1ql . muql . 
~ 

"loss" "gain" 

~ion or utility experienced by gaining more ql. Figure 2.4 shows the loss 
m q2 as - tlq2, the minus sign indicating that the consumer has lost 
some ?2. It ~~ows the gain as +tlqh the plus sign indicating the con­
~u~e~ s ~lddltl.onal consumption of q 1. 3 The loss in satisfaction or utility 
IS yplca y written as - tlq2 . mU2, and the gain as + tlq . h 
mu and . 1 muJ, were 
th 1 mu? .repJesent, respectively, the per unit marginal utilities of 

e commodities. Along the same preference curve, by definition, these 
two terms must always equal each other: -tlq2' mU2 = +tlql' mUl. 

_1:1
3

. The notation 1:1 i~ a short-hand way of conveying a change in a variable. Thus, 
q2 means a decrease In the amount of q2 consumed and +1:1 • d' t . . 

the amount of ql consumed. qlln Ica es an Increase In 

4 .. Recall ~hat neoclassical theory considers the relevant measure of utilit to be the 
marhglnal (the Incremental and not the total) utility experienced by an individu~1 when he 
or s e consumes more or less of a commodity. 
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Neoclassical theory has used what it assumes to be the common prop­
erty of both commodities-that they are objects of utility-as its weight­
ing scheme (the respective marginal utilities) to understand the substi­
tution of one commodity for the other. 

We now have an exact measure of the private ability to substitute one 
commodity for another along any given preference curve. Solving the 
above equation for tlq2/ tlqh we get 

where MRS 12 stands for the marginal rate of substitution of commodity 
one for commodity two. 

Let us recast the aforementioned neoclassical solution in these new 
terms. The optimal point for the individual (point T in figure 2.3) can 
now be written as 

The private ability to choose rationally among commodities, as mea­
sured by this ratio of marginal utilities, is equal to the social ability to 
consume, as measured by the ratio of prices. In reaching this point, the 
individual has acted in an efficient way in regard to consumption deci­
sions: the best possible consumption result has been achieved given the 
market constraint faced. 

It is but a small step to derive demand curves from figure 2.3. By 
continually varying the price of one of the commodities, say Ph we can 
predict an individual's demand behavior-that is, what amounts of 
commodity one he or she would like to buy at these different prices. 
Figure 2.5 illustrates this procedure. In figure 2.5(a) the price of com­
modity one has been decreased relative to the price of commodity two; 
the new price lines, denoted in the figure asAC, AD, andAE, indicate 
the assumed decreases in the price of commodity one. As the constraint 
faced by the individual changes with each assumed decrease in price, 
ever-new points of correspondence between the private and social ability 
to substitute are generated. The logic of the theory that asserts this es­
sential human struggle to achieve the highest possible level of satisfac­
tion guarantees that these new points of correspondence will be 
reached. 

The resulting new points of balance, or what neoclassical economists 
often refer to as equilibrium points, are indicated in figure 2.5(a) by the 
letters U, V, and W. Obviously, many such points could be produced. 
When all of them are connected, a price-consumption locus, denoted in 
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figure 2.S(a) as TW. is constructed. Each of the equilibrium points of 
this locus thus represents an equality between the ratio of marginal util­
ities and the corresponding price ratios. 

Figure 2.S(b) shows the derived demand curve for the commodity one 
depicted in figure 2.S(a). The horizontal axes of both figures are lined 
up since both measure the demand for ql' Each point on the price-con~ 
sumption locus, TW, in figure 2.S(a) is mapped onto.the demand sur­
face in figure 2.S(b). Following the dotted lines from figure 2.S(a) to 
figure 2.S(b), we find the points T', U', V', and W' in figure 2.S(b); 
these points constitute the demand curve for the commodity ql' We 
know that such points must fall in a southeasterly direction because we 
have previously assumed a continued lower price of PI relative to P2 and 
an increase in the demand for ql.5 

The well-known downward sloping demand curve for any individual 
is thus logically derived in figure 2.S(b). Using the same procedure, we 
could derive an individual's demand curve for each commodity: ql> qz, 
q3. and so forth. By adding up such demand curves across all individ­
uals. we could derive the aggregate demand curve for each commodity 
in the society (as shown in figure 2.1). 

Each of these curves would be constructed from individuals' prefer­
ences and incomes and from the prices these individuals faced. The 
logic of the diagrams illustrates this construction: figure 2.S(b) is de­
rived from figure 2.S(a), and figure 2.S(a) is derived from figure 2.3. In 
the interaction of preferences, incomes, and prices, therefore, we have a 
partial answer to our initial question of what determines individuals' 
demand for commodities. Let us examine this conclusion more closely. 

For any particular individual, the prices of commodities are deter­
mined, as previously noted, by the market. Preferences are also as­
sumed to be given, in this case by the individual's human nature. What, 
however, determines the individual's income? 

The income of anyone individual may be thought of as the wage rate 
earned per hour times the number of hours worked. If we let w stand for 

S. Advanced texts in neoclassical theory show how a change in demand for any com­
modity can be broken down into two distinct parts: a so-called substitution effect, in 
which the level of utility is kept constant and a consumer is shown to move along the same 
preference curve in figure 2.5(a), substituting the cheapened commodity (q,) for the other 
(q2); and a so-called income effect, in which initial prices are kept constant and a con­
sumer moves to a higher preference curve because of changed income. Neoclassical theory 
combines these two effects into what it typically calls the Slutsky equation. Named after 
the person who first published this result in 1915, the Slutsky equation is considered a 
fundamental rendering of the neoclassical theory of value, for its purpose is to specifically 
relate individuals' changed demands for commodities to their underlying preferences for 
those commodities. 
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this wage rate and h stand for the hours worked per individual, we have 
y = W • h, where y represents the income earned. The total income for 
all individuals would then be Y = W' h . L, whereL stands for the given 
total number of workers and Y for their aggregate wage income. To 
keep our focus on the core of neoclassical theory, we will make the sim­
plifying assumption throughout that. the total number of laborers is 
fixed while the number of labor hours they offer varies. 

We may now ask what determines wand hL for workers The answer 
is the aggregate demand for and the a'ggregatesupply of labor-that is, 
the labor market, which is depicted in figure 2.6. Figure 2.6 demon­
strates that the intersection of the total demand for and supply of labor 
hours determines simultaneously the wage rate for each individual ( w) 
and the total quantity of labor hours supplied and demanded (hL). 
Once again recalling the logic of neoclassical theory, we may ask, What 
determines these particular supply-and-demand schedules and thus the 
income of individuals? 

Money wage 
rate (W) 

Wr---------~~ 

Total supply of 
labor hours 

Total demand for 
labor hours 

O~--------------L-________ ~ 
hL Total labor hours 

demanded and 
supplied (hL) 

Figure 2.6. Determination of the money wage rate and the labor hours demanded and 
supplied in the labor market. 
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8.4. Preferences: Determining the Supply of labor 

According to neoclassical theory, the supply of labor hours by individ­
uals depends on their preferences. and on the given real wage rate. Neo­
c1assicals assume that individuals spend income on commodities and 
that that income is derived from work-that is, from the quantity of 
hours allocated to work by each individual. The person who offers more 
hours in the labor market receives more income and can then purchase 
more commodities. Income provides the individual with satisfaction or 
utility since it is u,sed to purchase objects of utility-that is, commodi­
ties. However, the more hours an individual offers in the labor market, 
the fewer hours he or she has available for leisure. Neoc1assicals assume 
that leisure has utility for individuals just as purchased commodities do. 
Therefore, each individual must choose between the consumption of 
commodities (via offered hours of work) an.d the consumption of leisure. 

FigUre 2.7 depicts the choice between real income (the collection of 
commodities purchased) and leisure. Since we are .endowedwith only so 
many hours per day, we must. choose between the two items of pleasure. 
Parallel to our previous map of preference curves, we have drawn in this 

Real income 
(yR) 

OL-----------------------~ 
leisure (I) 

Figure 2.7. Set of preference curves depicting an individual's taste for real income (yR) 
and leisure (I). 
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.; 

diagram a set of curves showing the trade-off between real income and 
leisure. It is worth underscoring the point that all of our previous state­
ments concerning the derivation of preference curves apply here as well. 
They are, as always, dictated by our human nature. 

Along any given preference curve, we may calculate the individual's 
private substitution-that is, choice between real income and leisure. 
To differentiate this marginal rate qf substitution from our previous 
one, we will use the subscripts I for lejsure and yR for real income: 

mu/ 
MRSlyR = ---, 

mUyR 

where mu/ stands for the marginal utility of leisure and mUyR for the 
marginal utility of real income. 6 

Let us now introduce the real wage rate faced by each individual. It is 
determined, like all prices, by the impersonal workings of the competi­
tive market. In this case, the question is, How many hours of labor will 
any individual offer, given this real wage rate and his or her preferences 
for leisure and real income? To discover the answer, we employ the 
same procedure that we used in the previous analysis of an individual's 
choice between any two commodities. The same theme repeats itself in a 
slightly different form: each individual struggles to achieve the highest 
preference curve possible, subject to whatever constraints are given. In 
this example, the goal of the individual is to maximize the satisfaction 
received from consuming real income and leisure, given the economic 
constraint of a real wage rate, which is the price of that leisure in terms 
of the real income forgone. 

Figure 2.8 shows a real wage rate line, AX, which has been derived in 
the following way. Suppose that OX is the total quantity of hours avail­
able for both leisure and work. It may be considered the endowment of 
time available to any individual. Assume, for the moment, that an indi­
vidual works XX' hours (measured from X) and thus chooses OX' 

6. This marginal rate of substitution is calculated in the same way we calculated our 
previous rate. Recall that along any preference curve between real income and leisure we 
have -llyR. mUyR = + Al . mUl, where we assume that a utility loss in real income is 
exactly offset by a utility gain in leisure. Solving the equation for AyR I Al yields 

AyR mUI 

T/= - mUyR' 

which is our MRSiyR' 
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Figure 2.8. The optimal solution for a laborer is at point T' , where the .highest. prefer­
ence curve has been reached subject to the real-wage constraint. The optImal point may 

be described as mUll mUyR = w R
• 

hours of leisure (measured from 0). If the individual rec.eiyes a total real 
income of X I y' dollars, then the real hourly wage rate IS 

X'y' _ income wR, 
X' X - number of hours worked 

where wR stands for the real hourly wage rate. . ' 
Introduce, now, the set of preference curves fro.m figure. 2. 7 mto ftg­

ure 2.8. Using the logic we employed in the prevIous sectlo~ w?~n we 
discovered the most efficient consumption point ~or .th~ mdlvldual 
(point T in figure 2.3), we can write the optimal pomt m figure 2.8 as 
T I. Here the individual laborer has once again brought ~nto harmo~y 
the private ability to choose among objects (Ml!-~~) wl:h th~ SOCial 
ability (wR ) to do so. We may write this new equIllbrmm sltuatlOn as 

mu/ R -·--=w. 
mUyR 
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To derive the supply of labor hours from this preference map, let us 
first vary the real wage rate in figure 2.9(a). Suppose the real wage is 
increased, as indicated by the new linesXB, XC, andXD. New points of 
equilibrium are reached by the individual indicated in the diagram by 
the points B, C, and D, where once again the MRSlyR is brought into 
equality with each new real wage rate. Connecting these equilibrium 
points, neoclassicals derive an individual's offer curve of labor hours 
(indicated in the diagram as T' BCD~. The supply curve is derived di­
rectly from this offer curve. 

Figure 2.9(b) lines up its horizontal axis with that of figure 2.9(a) 
such that the hours of work offered by the individual can be mea~ured in 
both diagrams (reading from right to left in both). The dotted lines 
drawn from the offer curve in figure 2.9(a) map out the points Til, B', 
C', and D' on the indicated supply curve of labor hours in figure 
2.9(b). As the real wage rate increases, the supply of labor hours rises. 
Simply adding up each individual's supply of labor hours at different 
real wage rates will generate the aggregate supply curve of labor hours 
in the labor market. 

We have, then, the neoclassical answer to what determines the sup­
ply of the labor resource for any individual: choice between real income 
and leisure; the given real wage; and the given initial endowment of 
hours. The individual's endowment of hours (24) is as much given by 
nature as is the choice between income and leisure; as before, the real 
wage is given by the competitive market. Thus we may conclude that for 
any given real wage and endowment, the supply of labor is determined 
by human nature-an individual's preference to acquire real income via 
work rather than to choose leisure and no income. 

B.S. Preferences and Scarcity: Determining the Demand for Labor 

We now tum to neoclassical theory's explanation ofthe demand for this 
labor and, therefore, to its explanation of wage determination. Any pro­
ducer's decision about how much labor to hire depends on how that 
labor will affect the producer's profits. For example, if additional labor 
adds to profits, then a decision will be made to employ more. If, how­
ever, additional labor reduc.es profits, then the opposite decision will be 
made. 

For any given cost of that labor-that is, wage rate-neoclassical 
theory recognizes two factors that affect the decision to hire and the 
impact of that decision on profits. Those factors are the marginal pro­
ductivity of the additional hired labor (the extra commodity output it 
will produce), and the price of the extra commodities. If the dollar value 
of the marginal product is greater than its cost (in terms of the wages 

(a) Individual's preference map and offer curve of 
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Figure 2.9. Derivation of an individual's supply of labor hours (b) from the offer curve 

ofthat individual (a). 
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that have to be paid to acquire it), then the labor will be employed. If 
the dollar value is less. the labor will not be hired. The demand for la­
bor, then, depends on the marginal productivity of labor and the price 
of the output produced by that labor. 

We may state the same proposition in a more formal way. Let us 
write for a producing firm a profit equation in which we assume for the 
moment that the only input and thus ~ost of production is labor. That 
profit equation would read 

11= p'q w·h·L, 

where II stands for the firm's profits, p for the price of the co~modity 
being produced and sold, q for the quantity of the commodity pro­
duced, and w for the money wage, and whereL and h have already been 
defined. The equation states simply that profits equal total revenues 
(p • q) minus total wage costs ( w • h . L). 

Now let us see what would happen to this profit equation if the quan­
tity of labor hours changed. Before we write down a new equation, how­
ever, we need to recall that each producer is assumed to have no power 
over commodity prices or wage rates. The competitive market gives all 
output and input prices to each producer. Therefore, in the above profit 
equation, p and w will not change when the producer produces and sells 
more output resulting from the assumed purchase of more labor input. 
Keeping this in mind, the new profit equation becomes 

MI =p.t..q w·il.h·L, 

where.6 indicates a change in the appropriate variable and the overbar 
in p and w indicates that these variables do not change because of any 
producer's decision to hire more labor. 

To derive the final impact of the changed labor hours on the firm's 
profits, divide both sides of the profit equation by .6hL: 

.611 _ _ 
.6hL = p' .6hL - w. 

If .611/.6hL is positive, then clearly an increase in the demand for labor 
will add to profits. In this case, the dollar value of the marginal product 
(p' t..q1.6hL) is greater than its cost (w). If, however, MI/.6hL is nega­
tive, then the additional labor will not be hired. The dollar value of the 
marginal product is less than the money wage. Only when the given 
money wage rate (w) is equal to p . Jiql.6hL will the firm neither gain 
nor lose profits by expanding or contracting its demand for labor. At 
that point, it will have maximized its assumed objective-namely its 
profits. 
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Clearly. the above profit equation demonstrates that the output price 
(p) and the marginal productivity of labor (.6q/ .6hL) together deter­
mine the demand for labor. For this reason neoclassical economists of­
ten refer to the derived demand for labor, the demand derived from 
these two variables. The next logical question then becomes, What gov­
erns the price and the marginal productivity from which the labor de­
mand is derived? 

Let us begin with price. As we have already noted, price is derived 
from market competition and given to each producer. This means that 
the amount of a commodity that each producer sells depends only on 
the demand of consumets for that commodity. The mote consumers de­
mand, the more each producer can. sell. Consequently, a rise in con­
sumer demand will have a positive effect on a producer's demand for 
labor. 

Recall that for any given wage income and price, the preferences of 
each individual determine the demand for commodities. Therefore, the 
demand for labor is, in part, ultimately derived from consumer prefer­
ences for the commodity produced by that labor. Once again this partic­
ular neoclassical essence makes its powerful presence felt, this time in 
the labor market. 

The number of labor hours hired also depends on the productive 
abilities of that labor. In turn, the latter depends on whatever skills la­
bor is endowed with and on the availability of other resources and tech­
nologies with which that labor can be combined. Typically, a greater 
amount of other resources per worker produces a higher marginal pro­
ductivity of workers and thus a demand-for-Iabor curve that is further 
from the origin (in a northeasterly direction) shown in figure 2.6. The 
demand for labor is also affected by the degree to which other resources 
can be easily substituted for the labor resource. If, for example, other 
resources are a good substitute for labor, then the demand-for-labor 
curve in figure 2.6 will be relatively more elastic than it would be if they 
were not. Thus, both the position and the shape of the demand-for­
labor clirve depend on available resource endowments, including the 
technology that is available to produce output, and on the given ability 
of these producing units to combine together the available resources to 
produce outputs. 

The latter ability of individuals is captured in what neoclassical theo­
rists call a "production function." For any given technology, the pro­
duction function is the relationship between the quantity of input re­
sources and the maximum quantity of outputs obtainable with those 
inputs. Its theoretical location within neoclassical theory is as important 
as the already discussed preference function relating quantities of con­
sumption-inputs to the output-pleasure produced. Both functions act as 
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powerful essences within the theory and both are equally necessary to 
explain the ultimate determination of values in society. 

The production function is sometimes referred to as a "neoclassical 
production· function" if it satisfies certain assumed conditions. Quite 
paranel to the neoclassical preference function, these conditions permit 
this production function to exist and <have certain properties that are 
deemed useful by neoclassical theorists. These production conditions 
are taken to be as natural a part of satiety as the conditions associated 
with the preference function. They are.taken to be either an inherent 
attribute of human beings or a part of the physical nature with which we 
interact. . 

For the sake of convenience, we will assume only two inputs. labor 
and something called "capital." The latter will stand for the machines, 
tools, and other materials used in the production process. Briefly, there 
are several key production conditions. Both inputs, capital and labor, 
must be positive for output to be positive, and the more capital and 
labor the society has available to it, the greater the potential output will 
be. The marginal product of each input is po~itive, but this product wilJ 
faU in magnitude for each input as the quantity of one increases while 
that of the other is held constant (texts usually refer to this property as 
the "natural law of diminishing marginal returns"). Thus, the marginal 
product of capital (labor) will approach zero as the capital (labor) re­
source is increased while the labor (capital) resource is held constant, 
and the marginal product of capital (labor) will become infinitely large 
as the amount of labor (capital) increases while that of capital (labor) 
remains constant. 

Figure 2.10 depicts such a production function. It shows the relation~ 
ship between real output and a variable amount of labor input when we 
assume a fixed input of capital. 7 The latter is denoted by K in the equa­
tion for the production function shown in the figure .. The greater the 
nutnber of labor hours available to produce output, the larger that out­
put will be. However, because of neoclassical theory's "law of diminish­
ing marginal returns," the rate of increase of output tends to fall as 
more labor is used. In other words, the measure ofthis "law," the mar­
ginal productivity of labor, falls in magnitude when labor is increased 
while capital is held constant. Finally, the marginal product of labor 
approaches zero (after point (hL)1 in the figure) as we continuously ex­
pand only the labor input. 

Figure 2.11 depicts the derived marginal product of the labor curve. 

7. A similar diagram can be constructed to relate output to a variable amount of capi­
tal input with an assumed fixed input of labor. 
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Figure 2.10. The production function showing the relationship between the maximum 
output (q) obtainable with the available resources: variable inputs of labor (hL) and a 
fixed input of capital 00. 

Now, an increase in the capital resource will shift both the production 
function and its associated marginal productivity curve upward as pic­
tured in figures 2.10 and 2.11. An improvement in the initially given 
technology will do the same. Therefore, the marginal productivity of 
labor, including its shape and its distance from the origin, depends on 
both the underlying production function from which it is derived and 
the availability of the other resource-in this case, capital. 

Paralleling our explanation of the origins of human preferences, neo­
classical theory takes both this underlying production function (Le., all 
of its properties) and the initial resource endowments as given. Once 
again we encounter the assumption that human beings are endowed not 
only with some initial quanta of labor and capital resources but also 
with an inherent technological ability to be productive (expressed meta­
phorically as their "production function"), We may conclude, there­
fore, that the marginal productivity of labor (its existence, shape, and 
position) is governed by these two neoclassical essences: technological 
and resource (input) endowments. 
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Figure 2.11. The marginal product of labor hours derived from Figure 2.10. A shift in 
the curve is due to a change in the capital resource or a change in technology. 

B.6. The Determination of Wages and Commodity Demands 

The determination of wages follows logically from the supply and de­
mand for labor. First, we add up all the demands for labor hours by 
each producing unit to derive the aggregate demand in the labor mar­
ket. Next, we consider the interaction of this aggregate demand with the 
aggregate supply of labor hours described in the previous section. Fig­
ure 2.12 pictures the interaction of these aggregate labor market curves. 
Initially it might seem that the aggregate supply of and demand for la­
bor by themselves provide the ultimate explanation for what determines 
wage incomes. However, that would be a superficial analysis. Looking 
deeper (i.e., looking at the previous figures from which figure 2.12 is 
derived), we see that the ultimate determinants of the market supply of 
and demand for labor and thus of wage incomes in society are certain 
underlying traits of human beings: their preferences, production func­
tions, and resource endowments. This is precisely what has been shown 
in the last two sections. There is no need to look any further for explana-
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Sh = Dh Totililabor hours 
demanded and supplied (Sh' Dh) 

Figure 2.12. Determination of money wages and employment in the labor market as 
derived from the leisure-real income choice on the supply side and the marginal product 
of labor on the demand side. 

tions, for nothing else in neoclassical theory determines these three es­
sences. As essences in that economic theory they cause economic events 
but are not caused by them. 

A wage income for each consumer and wage costs for each producer 
in society are determined ultimately by our nature as rational con­
sumers and productive human beings. This conclusion should not be 
underestimated. It means, for example (barring market imperfections), 
that the relatively high incomes for some individuals in society can be 
explained on the basis of those same individuals' preference for work 
rather than leisure and/or on the basis of the relatively high marginal 
productivity of their labor. Similarly, the incomes of the poor can be 
explained on the basis of their choice of leisure time rather than income 
via work and/or on the basis of their relatively low marginal labor pro­
ductivity. In either case, ruling out any market imperfections, the wage 
incomes of individuals in society are explained on the basis of these indi­
viduals' own human nature or the technology that is available to them. 
Indeed, for any given technology (i.e., for any production function and 
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resource endowment), the relatively rich are rich because they choose to 
be so, while the relatively poor are poor because they choose not to be 
rich. Simply put, as individuals we are responsible only to ourselves for, 
the wealth we ultimately enjoy in this world. As we will see in the next 
chapter, this neoclassical conclusion differs dramatically from the 
Marxian explanation of incomes in a society. . 

Now that we have considered n~classical theory's explanation of 
wage determination, we may return ~o that theory's analysis of individ­
ual demand for different commodities. Remember that we showed how 
these demands were derived logically from the given preferences ~nd 
wage incomes of individuals. We have just demonstrated how prefer­
ences and productive abilities determine what individuals earn as ~age 
incomes. Therefore, adding this new information to what we already 
had, we may conclude that the three neoclassical essences (preferences, 
production functions, and endowments) govern the demand for com­
modities by each and every person in the society. 

6.7. Preferences: Determining the Supply of Capital 

In neoclassical theory, labor owners offer their privately owned labor 
resource to producers in return for a wage. In parallel fashion, owners 
of capital offer their privately owned resource to producers in return for 
a price or rental fee. This return, or as we will see, this rate of return, 
has often been called the "profit rate." It is the percentage return per 
unit of time earned by the owners of capital. For example, an individual 
might supply $1,000 worth of owned capital to a producing firm and be 
paid $100 a year for doing so. The rental price paid would thus be $100 
a year for the use of $1,000 of capital; alternatively, the received rate of 
return on the capital would be 10 percent per year (10% $1001 
$1,000). Producing firms must pay this rental price of $100 per year to 
the owners of capital in order to acquire $1,000 worth of this resource 
(which is assumed to be necessary for production to take place). In this 
sense, profits are the return on this invested capital. Profit ($100 per 
year, or a profit rate of 10% on $1,000 of invested capital) is the income 
of owners of capital who contribute it to production. From the perspec­
tive of firms, such "profits" are considered to be part of their produc­
tion costs.s 

To derive the offer curve of an individual's capital resource, we em-

8. The difference between the revenues earned by a firm and its total costs is some­
times referred to as short-run producer's profits. These profits will be competed away in 
the long run. Unless otherwise noted, we will use "profits" to mean the marginal return to 
capital. 
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ploy the procedure we used in deriving the offer curve of an individual's 
labor resource. Suppose that each individual in society could choose be­
tween present and future consumption of commodi~ies. In other ~ords, 
an individual might save some of his or her current Income-that IS, not 
consume all of it now-in order to make that saved income available for 
consumption in the future. Since we assume that both current and fu­
ture consumption provide utility to indivi.d~als, each person m~st 
choose between the consumption of commodities now and consumptIOn 
in the future. 

Figure 2.13 depicts this choice: Ct indicates the real amount of cur­
rent consumption and C,+1 signifies the rell.l amount of future. consump­
tion. These preference curves satisfy all the properties preViously out­
lined for any object of pleasure. Once again, these properties and these 
curves follow from neoclassical theory's conception of human nature. 
Along any such preference curve, we may calculate the private a~ility of 
each individual to choose between future and present consumption. To 

Future real 
consumption 

(Ct+l) 

OL------------------------. 
Current real 
consumption (Ct) 

Figure 2.13. Set of preference curves depicting an individual's taste for future real con­
sumption (c'+l) and current real consumption (c,). 



74 Neoclassical Theory 

d~fferentiate this new kind of marginal rate of substitution from pre­
VlOUS ones, we have used the subscripts Ct and Ct +l' Thus we have 

mUCt 
MRSCtCt+l ::;: ----, 

mUCt+1 

where mUCt stands for the marginal utility of present real consumption 
and mU'Hl represents the marginal utility of future re~ consumption.9 

In the neoclassical literature, this measure has sometimes been taken to 
represent the personal struggle we all go through in attempting to trade 
off present against future consJlmption. In a sense, it indicates the de­
gree of our impatience about the future consumption of objects of 
pleasure.. . 

Figure 2.14 introduces an individual's given current real income as 
measured by ~A. At point A, the person spends all that real income on 
current real consumption items:yf ::;: Ct. Suppose, now, that a certain 
portion of that real income is saved, say, an amount of income equal to 
AA'. This means that only ~A' of that income is being consumed. Let 
us further assume that this savings takes the form of capital supplied to 
the production process. We may think of an individual as lending a por­
tion of his or her current real income (savings) to a producing unit. This 
supplied capital allows the unit, or firm, to produce more goods and 
services and thus make possible more consumption in the future. 

An alternative way to think of the same process is to recall that indi­
viduals who do not spend all of their current real income on consump­
tion thereby make possible a diversion of resources from the production 
of current consumer goods to the production of new capital goods (ma­
chines, tools, materials). These new capital goods can then be used to 
expand consumption possibilities in the future. Therefore, a decrease in 
current consumption (i.e., savings) makes possible an expansion in fu­
ture consumption. 

Returning to figure 2.14, suppose thatAA' of income can be trans­
formed via this process into, say, A' B of future consumption. The slope 

9. This marginal rate is calculated exactly like the previous rates. Recall that along 
any preference curve relating present and future consumption we have 

-Ac,+l . mU',+l = +Ac,' mu". 

wh:re on~e .again we assume that a utility loss in future consuf!lption is exactly offset by a 
utility gain In present consumption. Solving this equation for Ac,HI Ac" we have 

which is our MRS't,.+I' 
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Figure 2.14. The trade-off between current and future real consumption: the real rate of 
return on supplied capital. 

of a line drawn from point A on the horizontal axis, passing through 
pointB, and ending at pointE on the vertical axis measures the amount 
of future consumption gained relative to the present income given up 
(i.e., the present income saved rather than consumed). If we let rR be 
the real rate of return earned by an individual on the savings of AA' , 
then this slope, measured by A' BI AA', also is equal to (1 + rR). In 
other words, the individual's savings of AA' is assumed to have been 
loaned to producers in the form of capital and earns a rental of rR per­
cent per unit of time. The individual thus will have available in the fu­
ture more consumption than is given up in the present: the earned 
rental income of rR X AA' plus the original principal of AA'. Real 
consumption in the future may expand by that total amount: 

A' B = AA' (1 + rR).lO 

10. Any individual is assumed to be able to choose between consuming all of his or her 
real income now and saving a portion of it in order to make such savings available for 



76 Neoclassical Theory 

The borrower of this capital-that is, the producing unit-must be 
able to earn this real rate of return by using the capital productively in 
order to pay the lender for the use of this savings. In other words, the 
reward of rR to the individual for not consuming now must correspond 
to the real rate of return earned by the borrower's productive use of this 
capital. The latter rate is measured by the contribution of capital to 
output or what is known in 'neoclassic~l theory as the marginal product 
of capital. '( 

In this important sense, the lender gets back a real reward, a real 
rate of return on savings, exactly equal to what that loaned capital con­
tributes to output. This distribution rule for the reward to capital own­
ers is, of course, perfectly parallel to that used to calculate the correct 
real reward to the owners of the labor resource. The latter received a 
real wage exactly equal to what they contributed to output, no more and 
no less. (Recall from our previous analysis of the demand for and supply 
of labor that the real wage received by each laborer, w/p, is equal to the 
marginal product of labor.) 

This neoclassical theory of the distribution of output to the owners of 
resources rules out the possibility that. any owner might receive less or 
more than what his or her resources contributed to producing outputs. 
After each resource owner is paid its marginal product, there is, accord­
ing to this logic, nothing left to distribute; the total output made possi­
ble by all the resources has been exhausted. As we will see in the next 
chapter, the Marxian theory of distribution is radically different. 

Let us now bring together the set of sUbjective preference curves and 
the given rate of real return on capital supplied to producing firms. 
According to the usual neoclassical assumption, the latter is given to 

future consumption: yR = Ct + SA V, where SA V stands for current savings out of real 
income. In our previous notation, C t represented the individual's current real expenditures 
on the two commodities, ql and q2. We may write this future consumption in terms of 
current savings as 

Ct+1 = SAV(1 + rR), 

where A'B = C,+I andAA' = SAY. Any individual's current income may be written, 
then, in terms of present and future consumption: 

R _ C,+I 

y - C, + (1 + rR)' 

where c'+I/(1 + r R) tells the consumer what his or her future consumption is currently 
worth. Solving this equation for C,+I yields C,+I = (1 + r R) . yR - (1 + rR)c" and AC'+II 
Ilc t = -(1 + rR), which is the slope of line AE in figure 2.14. If the individual decides 
not to save, then yR = C,; and if he or she decides to save all current income and thus not 
to consume anything now, then yR = c,+tI(1 + rR). In the latter case, we have simply 
yR = SAY. 
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each individual by the force of market competition. Figure 2.1S(a) dem­
onstrates the optimal point T" for the individual. At this point,. the 
individual has brought the private ability to choose among objects 
(MRS ) into balance with the social ability to do so (1 + rR). We 

C(C(+1 

may write this new equation as 

mUCt ' 'R 
--=(1 +r ). 
mUCt+1 

This, equality signals that the individual has reached the ?ighe~t possi­
ble levelof satisfaction from. present and future consumption, given the 
economic constraint faced. In that sense, the individual is maximizing 
his or her market opportunities. ' 

So in all three spheres of an individual's economic life-the commod­
ity" labor, and capital markets-the most satisfactory consumption 
point has been reached. Each individual acting in his or ?er own self­
interest-that is, maximizing hi~ or her own preferences with ,no regard 
for anyone else-has been able to achieve the maximum feasible utility 
in terms of specific commodities purchased, income, and leisure, and 
present and future cons~mption, given the market conditions (and thus 
opportunities) faced. 

To derive the supply of new capital from this preference map, we may 
vary the rate-of-return line, as shown in figure 2.1S(a), to .derive n~w 
equilibrium points B' , C' , D'. Connecting them, neoclasslcals derive 
T" B' C' D' as the individual's offer curve of supplied capital. As the 
reward to savings rises, the individual is assumed to offer I?ore savin~s 
(the indicated movement is from right to left along the horizontal aXIs: 
savings increase and current consumption decreases). . 

Figure 2.1S(b) lines up its horizontal axis with that offlgure ~.1~(~). 
We may then measure the supply of new capital.offered by the mdlvl?­
ual in both diagrams. The dotted lines drawn from the offer curve m 
figure 2.1S(a) map out points T'" B" C" D" on the curve indicating sup-
ply of capital in figure 2.1S(b). . 

We now have the neoclassical answer as to what determmes the sup­
ply of capital in a society: the choice between present and future con­
sumption, the given real rate of return, and the initial endowment of 
current real income. ,Given the last two variables, the supply of new cap­
ital is dictated by one's own human nature-the degree of impa.tiimce 
one has in regard to future consumption. And, once more, by addmg up 
each individual's supply of capital, we derive the aggregate supply of 
capital in a society-in other words, the capital market supply curve. 
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B.8. Preferences and Scarcity: Determining the Demand for Capital 

Let us now turn to what caUSes the demand for new capital. The logic 
parallels completely that used to explain the determh;lation of the de­
mand for labor. Once again, the production and utility functions are 
the essential determinants of demand. . 

Asusual in neoclassical theory, each producing firm is assumed to 
attempt to maximize its profits (the differenc.e between total revenUes 
. and the costs of production). It does this by equilibrating the dollar 

. value of the marginal prod.uct cQntributed by capital and its cost. This 
new profit-maximizing position for each maybe written as 

- /lq_ 
r =. I:I.k : p. . 

where ilq/ I:I.k • P is the dollar value of the marginal product of capital, 
I!.q/ l:I.k.is the marginal product of capital itself, and p .and r stand re- . 
spectively for the given output price and for the given money rental on 
capital faced by the firm. From the perspective of· the firm, it must earn 
a money rate of return of r on this capital to pay exactly for its cost. 
Adding up across all producing units, we derive the aggregate demand 
for capital in the (lconomy. 

The price of output (p) is ultimately determined by consumers' pref­
erences for the commodity. The marginal product of capital is governed 
by the underlying production function and the assumed given endow­
ment of the other resource-labor. Therefore, the existence, shape, and 
position of the demand for capital is governed by these three essences: 
the predetermined preference and production functions and the given 
resource endowments. 

B.9. The Determination of Profits 

The rate of return ( r) multiplied by the total amount of capital supplied 
and demanded gives us the total earnings, what is often called "profit 
income, ,/ going to the owners of capital. These earnings refer only to 
what the owners of capital, like the owners of any resource, have con­
tributed to the production process. ll Each resource-labor and capi­
tal-receives as income from the economy precisely what it contributes 
to make that income possible. Owners of the labor resource received 
their reward for not consuming leisure, just as owners of the capital 

11. Once again, "profits" is understood here to mean the marginal return to capital 
and not short-run producer's profits (the difference between revenues and costs), which 
are competed away in the long run. 
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resource received theirs for not consuming all of their current income. 
The private decisions to abstain from leisure and current consumption 
permit these resources to flow to producing units, where they enjoy a 
particular (marginal) productivity. 

Given neoclassical theory's parallel treatment of returns to produc­
tive resources,· we could just as easily have referred to the earnings of 
labor as "profits." In the case of labor, "profits" would thert be the 
name for the rate of return to labor h~urs ( w) multiplied by the total 
amount of labor hours supplied (Lh). However, we will retain the con­
ventional labeling of wages returned to labor and profits returned to 
capital in order to make clear the sharp difference between the neoClas­
sical explanation for the source of profits as the return to capital, and 
the Marxian explanation for the source of profits as exploitation, pre­
sented in the next chapter. 

Figure 2.16 brings together the derived aggregate supply of and de­
mand for capital to determine simultaneously the money rate of return 
on capital and the amount of capital demanded and supplied in the 
economy. We now know, however, that both market curves are 
grounded in three forces that determine their very existence, shape, and 
position. These forces expillin, therefore, the level of, and whatever 
change occurs in, the rate of return on capital. They are: the inherent 
marginal productivity of the capital resource (technology), the initial 
endowments of labor and capital, and the degree of impatience of indi­
viduals for future consumption (preferences). 

B.lO. The Distribution of Income in Society: Wages and Profits . 

Neoclassicaltheory provides a unique explanation for the distribution 
of income, for what owners of capital and labor respectively receive 
from society's produced output. The specific preferences of individuals 
regarding the resources they may supply, the specific production func­
tions available to producing firms, and the initial resource endowments 
owned by individuals combine to determine the distribution of wage and 
profit incomes among them. Wages and profits reflect a balance be­
tween "scarcity" (captured by the given production function and re­
source endowments) and "tastes" (captured by the respective utility 
functions for income versus leisure and present versus future consump­
tion). Each owner of a resource receives a return to that resource which 
is worked out by this balance. 

It follows that the neoclassical explanation for what ultimately deter­
mines income and its distribution in society is remarkable both for what 
it claims and for what it rules out as a possibility. The claim is that each 
individual gets back from society a quantum of wealth exactly propor-
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Money rate of 
return (r) 

Total supply of new capital: 

SK = I ~ = I p' [muCt + 1 - 1] 
muCt 

r~------------~~ 

Total demand for new capital: 

OK = I dK = I P . mPK 

OL-------------~----------~ 
OK= ~ Total new capital 

demanded and supplied (SK' OK) 
Figure 2.16. Determination of the money rate of return and amount of capital supplied 
and demanded in the capital market as derived from current and future consumption 
choice on the supply side and the margin\ll product of capital on the demand side. 

tional to what each has contributed to society. This theory of distribu­
tion is remarkable for its inherent fairness. It is also remarkable for 
what it rules out: exploitation. Exploitation, in the sense of some indi­
vidual or set of individuals receiving some produced wealth from society 
without giving any in return to it, is clearly not possible. YetJ exploita­
tion is precisely what Marxian theory claims does exist in society. What 
neoclassical theory logically rules out as a possibility is, in fact, the entry 
point of Marxism. This paradox has both fascinated and provoked 
economists for the last hundred years. 

We want to make one final comment on income distribution. The 
question of whether an individual is either a wage or a profit receiver (or 
possibly both) can be answered only by examining that individual's 
preferences. Some may prefer, for example, to offer labor hours and 
consume all their income now. Such individuals would receive only wage 
incomes. Others may prefer to do the opposite; they would receive only 
profit incomes. StilI others may prefer to do both, thereby receiving 
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both wage and profit incomes. The key point is that their decision to 
occupy one or more of these positions is a function only of their personal 
preferences, which are grounded in their human nature. The decision of 
one individual to bea profit-receiver has absolutely nothing to do with 
the decision of another individual not to be one. This is guaranteed by 
the initial assumption that the prefe~ences that produce such decisions 
are essential parts of each person as IJ unique individual. 

How, then, could one fault an in~ividual for receiving, say, a rela­
tively large profit income, since for any given technology, that profit is 
ca.used by that same individual's decision to be thrifty, to abstain from 
being a spendthrift? According to neoclassical theory, .profit income is 
due partly to an individual's personal actions in regard to saving and 
partly to the productivity of a thing called capital. This explains the 
source of profits in an economy. Therefore, to criticize an individual for 
receiving a relatively high profit income is virtually absurd. Are we to 
cast blame on the inherent productivity of a nonliving thing, capital­
which makes about as much sense as criticizing a flower for being too 
beautiful? Or are we to damn an individual's preferences for savings 
and future consumption-which makes hardly any more sense? 

B.ll. Preferences and Scarcity: Determining the Supply of Commodities 

We now have sufficient background to discuss the neoclassical determi­
nation of the supply of commodities. Recall, first, that each resource 
was paid the dollar value of its marginal product. This result was de­
rived from the condition that each producing unit maximizes its profits. 
For the resources of labor and capital, we have the respective input de­
mands from each producer: 

w mphL'p 

and 

r = mpK'p, 

Let us solve each equation for the price variable faced by each producer: 

w 

r 
p=--. 

mpK 

It follows, then, that for each producer 

w r 

mphL mpK 
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Profit maximization implies an equality between the extra cost (w) in­
curred by a producer per extra output added by labor (mphL) and the 
extra cost (r) paid per extra output produced by capital (mpK)' To max­
imize profits, each producer equates the extra cost per extra output re­
ceived from each resource input. 

Each of these ratios is nothing more than the extra dollar costs in­
curred by a firm per unit of extra output produced. This expression is 
what neoclassicals call the "marginal cost" of a producing unit. There­
fore, we may rewrite the above equation for each producer as follows: 

w r 
=--=mc 

mphL mpK q' 

where mCq stands for the marginal cost of a firm, or the extra total costs 
incurred per unit of extra output produced. 

Now, let us recall that each producing unit in the economy is as­
sumed to maximize its profits. Let these profits be equal to the differ­
ence between total revenue and total costs: 

n =P'q - c, 

where p is given by the competitive market to each producer and C now 
stands for total costs, the sum of wages (w' h 'L) and capital (r' K) 
costs. Consider the change in a producer's profits when both revenues 
and costs change: 

..MI = P '!lq - !lc, 

where P is a constant because each producer is assumed to be a price­
taker. 

To consider the impact on profits of a change in the quantity sup­
plied by the producer, divide both sides of the equation by !lq to derive 

..MI !le 
!lq =p- llq' 

where !lel!lq stands for the marginal cost of output which we just de­
rived from a firm's input costs and production function (the profit-max­
imizing equality between wlmphL and rlmpK)' 

If P > mcq , the extra dollar profit received by the producer from 
supplying more output is greater than the extra dollar cost to do so. 
Clearly, the firm will want to supply more since that particular action 
raises the level of its profits. If, however, p < mcq , then the firm will 
have absolutely no desire to supply more output. Indeed, it will want to 
produce less because the extra dollar cost of producing more would be 
greater than the extra benefit the firm would receive by doing so. Pro-
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= ducing more in such a situation would only lower the firm's level of := II ..... '" '1:1 
II 

... 
profits. It is only when p = mCq that the producer has maximized .5 0 

= ",'1:1' t profits. At that point, marginal profits are neither rising nor falling. ftI B 
'15 b This equation and the resulting dynamic of a producer are illustrated 

; '1:1' E: in figure 2.17(a), where dd' represents the demand curve facing a pro-c:a ::I 

II '/' ducer, and ss' indicates the firm's marginal cost. For the different lev-u .s 
b uf '" els of prices faced by this firm, different quantities will be produced 

~ CI. 
according to the firm's given marginal-cost condition. For example, it §t. 

fn '" could maximize its profits only at the point where the given demand 
I ~ price intersects the firm's marginal cost curve (point Uin the diagram). 

~ fi Any point to the left of U would mean that profits could be expanded if 

,it ::I the firm supplied more (jj > mCq in the above equation). That would be "0 
8 the firm's signal to expand. Any point to the right of U would mean that - 1:1; 

.CI -"",, 

profits could be expanded if the firm supplied less (jj < mCq in the - '" o::s ::I~. 

:5l = above equation). That would be the firm's signal to contract. Neoclassi-> •• 

]~ cals conclude that this marginal-cost curve is the competitive firm's sup-

~ CI. = 'S 31 ply curve. By adding up all such curves across all producing units, they i '" f IS:!: I ~ii' derive the aggregate industry supply curve for each commodity in the 
CElS I 1:1; ... 

1:1;", economy. This is shown in figure 2.17(b). I ::I •• 

I "'..Q 

In neoclassical theory, the supply curve of any commodity is a func-'" '" I £:a 
I 

fn'l:l' 
e ~ tion of its input costs and the marginal productivities of those inputs. 

I 0'" 

t .t ~ However, as shown in previous sections, those input costs and produc-,e.= •• 0 tivities are derived, in turn, from individuals' preferences, ability to pro-'8 • 
'en ::a e fi duce, and resource endowments. We may conclude, therefore, that the 

§] supply of commodities in a society is also derived ultimately from these ... same three essences, which form, of course, the entry point of neoclassi-CD !I:I; 
u 0';; cal theory. := '" ::I "'&:I ~~ e '" .• According to this account, firms supplying commodity outputs are 
CI. >;"0 purely passive entities. Their producing behavior merely reflects more CD -a.S 
= '1:1' §' .'" basic underlying behaviors: those which flow from the preferences of 0 Cfn "'b' '15 B gj suppliers of resources to firms and from the preferences of consumers of 

"'"0 CD ~.e the products produced by them. The producers' behavior likewise re-e gg'" ::s fleets the relative scarcity of resources shaped by the available produc-u ",£ 

b ~'1S tion function (technology) and by the resource endowments given natu-
CI. -S:! rally. Given the technology, any firm's behavior reduces to and is CI. ::s § g: 
'" therefore explained in terms of the will of those who own and supply its - '':: a 
~ !! '" capital and its labor as well as the will of those who demand its com· 'c £ "' ... modities in the market. It has no autonomous will of its own. Q 0 

"'&:I e 
• ::I 

c:a !::; ~ 
B.12. Demand and Supply Agai n: The Determination of Prices ~- CI. . '" 

~ N..Q 

IS:!: f-:;: 
We have now assembled all the parts needed to complete the explana-.c; = 6l,::' 

0..= •• -Cl 
I.t.""" tion of the neoclassical theory of value. Figure 2.18, which summarizes 
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the overall structure and logic of the theory, combines the different 
pieces of the argument presented in the previous sections. Reading frum 
left to right, we first encounter the theory's three governing essences­
preferences, production function, and endowments-in the entry-point 
column. Following the arrows emanating from this column, we see the 
influence of preferences on the demand for commodities (along the bot­
tom of the diagram), and the influence of preferences, the production 
function, and endowments on the supply of commodities (upper part of 
the diagram). Other arrows trace how preferences'and productive abili­
ties determine the differ~nt demands for and supplies of the two re­
sources in what are called factor-of-production markets.' In turn, the 
arrows emanating from these competitive resource markets show the 
influence of incomes on the demand for commodities and of costs on the 
supply of commodities. Finally, the resulting demand for and supply of 
commodities act together to cause price, as shown in the last column on 
the right of the diagram. ' 

In neoclassical theory, the value of things, after all is said and done, 
depends upon our tastes and productive abilities as human beings. The 
value of our wealth and well-being may rise or fall depending upon what 
we ourselves want and what we ourselves are capable of producing. The 
mystery of value dissolves into the mystery of our own human nature. 

One may start anywhere in, figure 2.18 and by following the arrows 
eventually retrace the ultimately determinant influence of human pref­
erences and productive abilities. That is precisely why they are consid­
ered to be essences: in one way or another, all other conceived objects 
owe their existence to them. Whatever the economic objects of neoclas­
sical theory-incomes, prices, supply, or demand~they ultimately rest 
on the fundamental building blocks of human tastes, technology, and 
endowments. There is nothing to the left of the entry-point column in 
figure 2.18 which might explain what caused those fundamental build­
ing blocks. If one supposed that tastes and technology were themselves 
caused by humlln genes, then a theory of biology would be required to 
help explain economic behavior. And, indeed, that is the direction in 
which some economists would take neoclassical theory. 

As we claimed initially in this chapter, figure 2.18 demonstrates that 
reductionism is the overall logic of neoclassical economic theory. Re­
ductionism is likewise the geometric method used in all of the previous 
diagrams elaborating the theory. The meaning of each diagramulti­
mately rests on the same three essences. The power of those essences is 
that they ultimately determine what will be • 
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C. EffIciency and Markets: Adam Smith's "Invisible Hand" 

If each and every individual in a fully competitive society acts rationally 
in his or her own seH-interest-consumers maximizing utility and pro­
ducers maximizing profits-the result will be an efficient allocation of 
both consumption outputs and resource inputs. In neoclassical theory, 
the term "efficient" when applied to Ii society means that that society 
has attained the greatest wealth possible given the constraints it faces. 
An extraordinary conclusion .on the pd.rt of neoclassicals is'that if each 
citizen in a society acts in.a selfish manner, maximizing indIvidual self­
interest, then with supply equal to demand in aU markets, that society 
will have more wealth available to it than if the citizens had acted in any 
other manner. 

Of course, the availability of more goods and services to a society 
does not say anything about how they will be distributed among its citi­
zens. Indeed, assuming different individual resource endowments and 
tastes, it would not be surprising to discover that some individuals re­
ceive more produced wealth than others. Neoclassical theorists have al­
ways recognized that possibility. They have also recognized that the pro­
duced inequality of rewards could become a political issue that would 
require some economic action. Consequently, over the years they have 
devised various schemes to, in effect, redistribute some income from 
certain citizens to others. However, these redistribution schemes have 
been designed to disrupt the efficiency of a market economy only mini­
mally. 

There is a close connection between this efficient or optimal con­
sumption and production result and the role of competitive markets. To 
see this connection, first recall that competitive markets require that 
each individual in the society be a price-taker. Each is assumed to have 
no power over the determination of price. Also recall that each is as­
sumed to own privately all commodities and resources. Consequently, 
while each individual has no power over price, each has complete power 
over the disposal and acquisition of privately held wealth. 

This asymmetry of individual power on the one hand bestows com­
plete freedom to the market to determine prices of commodities and 
resources, and on the other hand provides each person with the com­
plete freedom to decide what wealth and how much of it he or she will 
supply to and demand from others. The specific decision taken by each 
in regard to this demand for and supply of privately owned wealth de­
pends, as we have seen, on that person's unique maximizing behavior. 
In a sense, the condition of private property permits this selfish behav­
ior to take place. Individuals may offer and demand as much as they 
please of what they privately own and desire whether it be labor, capital, 
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or commodities. Their offers and demands depend on their own per­
sonallikes and dislikes. The competitive fact of the market, however, 
forces them all to be price-takers and thus constrains their offers and 
demands. We recognized this each time we presented a diagram show­
ing the interaction between an individual's private utility maximization 
and various socially determined price constraints. 

In neoclassical theory, markets are sites of social interaction between 
existing owners and prospective buyers of wealth. Markets offer each 
group an opportunity to gain wealth. Individuals may do so by offering 
to either supply or demand some good or resource. The common goal of 
each individual is to reach his or her highest possible preference curve. 
Achieving that goal defines the neoclassical notion of maximizing social 
wealth. Efficient or competitive markets allow the maximum social 
wealth to be achieved by these private wealth-seeking sellers and buyers. 
Neoclassicals often say the same thing in slightly different terms-that 
is; an efficient market cannot offer opportunities to one person to im­
prove his or her wealth position without also making someone else worse 
off. In contrast, inefficient markets offer opportunities for gain which 
individual buyers and/or sellers may take advantage of without making 
anyone else worse off. 

Neoclassical theory combines the private decisions of all, pleasure­
maximizing individuals to derive the market demands and supplies for 
all commodities and resources. Thus, the power of each individual to 
make decisions in his or her own self-interest is competitively aggre­
gated into the markets, which then act to negate any· individual's desire 
for power over prices. The tyranny of the market as a ruler of price is a 
product of the very freedom individuals have to own and dispose of their 
privately held wealth as they see fit. 

In neoclassical theory, there is a precise and necessary correspon­
dence between a fully competitive private-property economy and an op­
timally efficient one. The insight of Adam Smith is retained in neoclas­
sical economics: each individual having the power (freedom) to act in 
his or her own self-interest will be led as if by an "invisible hand" (the 
fully competitive market) to actions that produce the maximum wealth 
(efficiency) for a society of individuals. 

Recall that when individuals maximize utility subject to given market 
prices and income, the private marginal rate of substitution between 
any two consumption goods is brought into equality with the ratio be­
tween their market prices. Let us write such an eqUilibrium equation for 
each of the many different individuals in a society: 
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MRSB =.!!.!.... 
12 P2 

MRSN =.!!.!.... 
12 P2 

where MRS12' MRSf2' MRSf2' and so forth, stand for the different 
marginal rates of substitution between commodities one and two for in­
dividuals A, B, C, and so on. Since each on~ of these individuals is, of 
course, unique, the matginalrate of substitution between any two com­
modities is unique to each as well. 

Yet these equations point to a striking fact: all of the private, unique 
marginal rates of substitution are brought into equality with a common 
price ratio. Utility-maximizing buyers all face the same price ratio when 
confronting that market. It follows that their private rates of substitu­
tion must then be set equal to market price ratios and thus to one an­
other. The competitive market has forced this equality, which may be 
formulated as follows: 

MRS12 = MRSf2 = MRSf2 = ... = MRS~. 
Let us then summarize this key neoclassical conclusion. As each indi­

vidual (A, B, C, ... , N) maximizes his or her own selfish interest, 
there results, as if by some mysterious force, an equality among the pr~­
vate abilities of individuals to substitute one good for another. What IS 

this mysterious force? The answer is clear: it is nothing other than the 
competitive market. First the competitive market permits each person 
to make exchanges for the maximum gain possible. Then it brings those 
gains into balance or harmony with one another. The resulting equality 
of marginal rates of substitution is ne~classical theory's precise defini­
tion of an efficient distribution of consumption commodities among in­
dividuals in a society. 

This distribution of commodities is considered to be an efficient one 
first because each and every individual has reached his or her highest 
feasible preference curve; each has therefore made the most of the mar­
ket opportunities faced, and in that sense each is best-off. Second, the 
resulting equality of individuals' different marginal rates of substitution 
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means that it is not possible to improve the welfare position (the con­
sumption gain) of anyone individual without simultaneously damaging 
some other individual's position. Therefore, neoclassical theory has 
shown that no other possible result could improve upon this particular 
competitive market solution. In that sense, the achieved distribution of 
commodities among individuals is optimal. 

Let us now turn to the production side of the economy. Recall that 
each producing unit is also assumed to act in its own self-interest by 
maximizing profits. Each unit has the complete freedom to produce any 
quantity it desires. As a result, the quantity chosen by each indicates 
that this is the point at which its marginal cost of production equals the 
given market price. 

What, then, determines this market price, if individual producers 
have no power over its determination? The summation of all firms' mar­
ginal costs produces the aggregate supply in the industry producing that 
commodity. The summation of individual demands from all the utility­
maximizing consumers produces the aggregate demand for the com­
modity produced in that industry. Together, the two aggregates deter­
mine the price that confronts each individual producer and consumer in 
an economy as a given (figures 2.17(a) and 2.17(b». 

Let us write the equilibrium conditions for the production of com­
modities one and two by each of the many-that is, n-producers in 
that economy:12 

PI = me~ 
PI = met 

P2 = me~ 

P2 = me~ 

P2 = me~ 

We may now bring together the two sides of the story told so far. By 
maximizing his or her own interest (consumption), each consumer pro­
duces an efficient consumption result: 

12. Summing up all of these individual marginal costs, we derive the aggregate supply 
in each industry for commodity one and commodity two: 

SI = Ernei
l and S2 = Erne~, 

where E stands for summation and i signifies n possible producers. The aggregate de­
mand may then be written as 

DI = Ed{ and D2 = Ed~, 

where j signifies that the demand has been summed across N possible consumers. The 
equilibrium condition in each market is SI = DI and S2 = D 2• 
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. PI MRSJI2 =-, 
P2 

wherej = A, ... ,N individuals (consumers). By maximizing its own 
interest (profits), each producer in the two industries produces an effi­
cient production result. For the two commodities produced in the econ­
omy, we may write this result as an equality between the ratio of mar­
ginal costs for producers and the mark~t price ratio: 

1 • 

mci =~ 
mc~ P2 

where i = a, ... ,n producers. 
The marginal rate of substitution for individuals and the ratio of . 

marginal costs for producers are both equated to the same market price 
ratio. Therefore, they are also equal to each other. R.ewriting the mar­
ginal rate of substitution in terms of marginal utilities, we have. as the 
optimal result in a competitive economy 

--=--. 
mU2 mC2 

Neoclassical theorists call this equality of "consumption" and "produc­
tion" a "Pareto optimal point," after the theorist who first discovered 
it, Wilfredo Pareto (1848-1923). It indicates that the demand (ratio of 
marginal utilities) and supply (ratio of marginal costs) sides of an econ­
omy are in balance with each other. 

c.l. Pareto Optimality 

The Pareto point is optimal in the sense that it signifies that a society 
has fully realized its potential output. It is operating at the outer limit of 
its productive capability, given the technology and resource endow­
ments available to it. To see this, first consider the concept of a society's 
potential output. This refers to the total quantity of goods it could po­
tentially produce with its given production function and its initial re­
source endowments. Neoclassical theory uses a geometric diagram to 
illustrate this concept. As shown in figure 2.19, this diagram is called a 
production possibilities curve. 

The diagram indicates that a society produces its maximum output 
potential, ql and q2, if it operates at any point along its frontier, PP', 
but not below it. This frontier is delineated by the PP' curve in figure 
2.19. The curve itself is derived from the production functions of the 
two commodities and their given labor and capital resource endow­
ments. In other words, these two neoclassical essences govern the shape 
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p 

o~------------~----------· 
p' Commodity one (q1) 

Figure 2.19. A society's production possibilities curve. 

and position of the curve. We may conclude, therefore, that the relative 
scarcity of commodities in a society follows from the relative scarcity of 
its resources and from the productive abilities of its producers. 

The trade-off between the two commodities along the production 
possibilities curve is known in neoclassical theory as the "marginal rate 
of transformation." It shows the decreased production of commodity 
two that would be needed to increase the production of commodity one. 
Any point along the curve measures the quantity of commodity two that 
would have to be decreased in order to release sufficient resources of 
labor and capital to produce an additional unit of commodity one. Re­
call that the marginal cost of producing commodity one measured how 
much an extra unit of that commodity would cost in terms of resources. 
If the production of commodity one were expanded by a unit, this cost 
would be Mel' By the same logic, if the production of commodity two 
contracted, the marginal cost of resources saved would be Me2• The 
ratio of Mel to Me2 relates the extra cost of resources required to pro­
duce one more unit of commodity one to the resources released by re­
ducing the total production of commodity two by one unit. This ratio of 






























































































































































































