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Neoclassical economics as a special case
•Different conceptions to explain how individuals
interact in markets.
•In neoclassical theories choices in consumption and
production are conceptualized through the reasoning at
the margin.
•Optimal choice framework is the basis upon which
price and quantities are simultaneously determined.
• There are reasons why this may not be the best or the
only way to determine price and distribution, nor to
explain on which basis choices are made.
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Hypothetical changes
• In neoclassical economics observed change in

economic variables are said to be the outcome of the
behavioural response to changes in prices and are
brought about through quantity adjustments in
response to price changes.

• Individuals equate marginal quantities, found through
a hypothetical change brought about by the agent or
the observer, to the given prices of goods and factors.

• It is the hypothetical nature of such relations,
incorporating the assumption that such relations
remain constant under any circumstances, as the law
of demand and supply implies, which is being
questioned.



Reasoning at the margin
• In neoclassical theory supply and demand schedules

are derived from marginal calculations.
• Marginal method requires that a particular type of

change is performed, i.e that an experiment is carried
out: i.e. varying the quantity of the selected variable,
keeping all the others constant.

• To observe the marginal product one has to perform
an experiment, i.e. to bring about a change in the
existing situation and to give rise to a new situation.

• Comparing the effects of an induced change of a
given situation does not have the same degree of
certainty as the case of comparing observable
differences in two existing situations. 4
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Average not marginal quantity
• The experiment of measuring production upon adding

the n+1th factor can be carried out, but what do we
measure by this?

• The experiment measures the effect of a new
combination of all the factors involved, namely an
increase or decrease in the average product, not of the
marginal product.

• We can measure only the difference between two
average products, obtained in circumstances other than
those obtaining before.

• Strong reasons to reject marginal analysis in general
and marginal productivity as basis for the theory of
distribution in particular.
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Two different routes towards  
alternatives to neoclassical economics 

• Only Sraffa and his followers reject the reasoning at
the margin as basis for price and distribution
determination, but there are a complementary
although different line of attack to neoclassical
economics pursued by Keynes and his followers.

• In what follows I will discuss the representatives of
these two lines of attack of neoclassical economics.

• P. Sraffa (1898-1983), K. Bharadwaj (1935-1992)
• J. M. Keynes (1983-1946), R. F. Kahn (1905-1989)



7

Piero Sraffa (1898-1983)
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The conception of science: materialism
• Marxist convictions upheld during Sraffa ’ s

university years.
• He cultivated studies in the natural sciences

(physics and chemistry in particular) as from the
1920s.

• When he approached political economy he had
already largely embraced materialism, or in other
words a philosophical position that has matters of
the mind depending on the phenomena of matter.

• Epistemological position: seeking out objective
causes to account for phenomena.
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Efficient causes
• The scientific study of economic phenomena requires

the identification of material elements, which Sraffa
identifies with the efficient causes (Bacon’s Principle).

• “Efficient causes” are facts of the past that act on the
present: “final causes” are facts of the future that act
on the present. The existence of the latter is at best
dubious and they are better called“illusions” [Winter
1927-28]

• The conditions necessary to identify the concrete
elements of economic reality are the observability of
magnitudes and their measurability in physical terms.



10

Objective vs. Subjective Magnitutes

• We should get rid of the ideology and metaphysical
elements that exist only in the minds of the
economists

• Taking into account magnitudes which are
objectively measurable (i.e. the measurement is
independent of who does it), because only those
magnitudes can be compared between different
agents and times (this is not the case of utility)

• In reality there are subjective or purely mental forces
(expectations, beliefs, or motivations), but they are
not observable nor measurable
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Return to Classical Political economy
• Notion of surplus and representation of the economic

system as a circular flow of production and consumption
• Independent (not simultaneous) determination of prices

and distribution
• Emphasis on production rather than exchange
• Did not conceive equilibrium as a balancing of supply

and demand
• Examined structural rather than behavioral issues
• Choices in consumption and production are not

conceptualized through the reasoning at the margin
• Optimal choice framework is not the basis upon which

price and quantities are simultaneously determined



Two logical stages
• Separation of the analysis into distinct logical stages:
• A “core” which is isolated from the rest of the

analysis because the wage, the social product and the
technical conditions of production appear there as
already determined.

• In the "core” we find the determination of the shares
other than wages as a residual: a determination which,
will also entail the determination of the relative prices
of commodities.



Krishna Bharadwaj (1935-1992)
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KB’s closeness to Sraffa

• 1963, KB asked to review Production of
Commodity, which was very positively received by
Sraffa: “[you] correctly grasped the main lines of
the argument, and also guessed some of the
directions in which [...] the criticism of
marginalism should be developed.”

• She got a fellowship at Cambridge in 1967 and
after Sraffa’s death in 1983 with P. Garegnani (
PS’s literary executor) prepared the catalogue of
PS’s papers.

• KB expanded Sraffa’s 1960 hint about the requisite
kind of change implied in the marginal meth.



Two notions of change
• The role of change in supply-and-demand theories is to

allow convergence towards equilibrium and to provide
the optimum solution for the individual choice;

• it is conceived as following a predetermined path (it had
to be in a direction and of the type postulated by theory);

• it is a “potential” change brought about by the balancing
of marginal quantities operating through the principle of
substitution.

• The prices of production in the classical theory, in
contrast, do not posit and therefore do not depend for
their stipulation upon the postulate of actual or
‘potential’ change”. 15



Historical vs Hypothetical changes
• Historical changes, i.e. those observed in the real

world, are descriptions of ‘events ‘ex post facto’
that may occur outside the strictures of the
predictive relation between price and quantity
described by supply-and-demand functions, which
are necessary for the stability of equilibrium.

• The classical system is more general in scope and
versatile in dealing with historic-specific factors
because it does not commit itself through its
theoretical structure to any rigid form and direction
of change. 16
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Freedom from marginal analysis
• Changes in wages, methods of production and social

demand are not explained as rising solely due to
relative price fluctuations

• Multiple constraints operating on the individuals, as
demanders and suppliers: (physical and material
resources at the individual’s command, systemic
constraints that circumscribe his feasible options)

• Not all individuals are equally or uniformly placed in
terms of the power to make decision or in terms of the
influence their decision can exert

• Inequalities cannot be reduced to a matter of resource
endowment, but originating from social distinctions
such as class, race or sex
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John Maynard Keynes (1883-1946)
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Keynes’s tools against neoclassical 
economics

• Three pillars of the General Theory: the notion of
effective demand, the multiplier mechanism and the
theory of interest.

• Effective demand: the total demand of goods and
services (both for consumption and investment) i.e the
spending of income or the flow of expenditure.

• The flow of expenditure in turn determines the flow of
income (rejection of Say’s Law).

• Multiplier brings price and quantity determination in
the aggregate within the same theoretical framework
(non-neutrality).

• Interest rate as a monetary phenomena.



Employment
• Employment increases only when the total demand either

from the consumption side or from the investment side
increases.

• Consumption increases with an increase in income, but
less proportionately; a widening gap between income and
consumption; hence to sustain the flow of expenditure,
the gap must be filled up by appropriate investment
expenditure.

• The level of effective demand and resulting employment
can be sustained only if investment demand increases
with an increase in income. Thus a deficiency in effective
demand is caused when investment inadequately fills up
the gap between income and consumption.



Money

• The rate of interest as the reward for parting with liquidity
for a specified period of time.

• Speculative demand for money rest on the function of
money as store of value, not as medium of exchange

• The rate of interest is determined by the demand for and
supply of money, not by investment and saving

• “Liquidity preference” as a defence weapon against
uncertainty
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Uncertainty

•A probability relationship is a rational belief in the
conclusion from the knowledge of the premise
•The “ weight of the argument” expresses the
confidence in that probability
•Uncertainty is of lack of a probability relationship.
•It applies to cases in “which no rational basis has been
discovered for numerical comparison. It is not the case
here that the method of calculation, prescribed by theory,
is beyond our powers or too laborious for actual
application” (Treatise on Probability)
•Risk cannot always be measured and allocated in such a
away as to prevent uncertainty of the outcomes
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Message of the General Theory
• Rejection of the “classical” conclusion that market

forces bring the economic system to the full
employment of resources

• Aggregate economic behaviour does not have the same
outcome as individual economic behaviour, so what is
good for the individual may not be good for the whole

• Sustain the level of investment – “stabilizing business
confidence”

• Deficit spending, but not an endorsement toa planned
economy

• it is “wise and prudent statesmanship to allow the game
to be played, subject to rules and limitations” (GT:
374)
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Richard Kahn (1905-1989)
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Short period and Long Period
• In standard macroeconomics:
• Long period :”optimal” position towards which the economic

system “naturally” tends if the necessary flexibilities are
guaranteed.

• Short period: the short period is a temporary position
characterized by some rigidities which prevent the system to get
into the optimum state.

• Marshall: Distinction based on the nature of the decisions
involved.

• Nature of the decisions involved-characterized by the time
horizon to which they apply-is the boundary between the long and
the short period.

• Decision about capacity (size of plan) is long-term, decision about
level of utilization of a given plant is short term.
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Kahn’s short period

• Kahn drew from Marshall a further implication:
• Depending whether changes in demand are believed by

entrepreneurs to be transitory or permanent, as compared with
the level considered as normal, the decisions to modify the
plant or the organization will or will not be taken.

• What matters are expectations about the normal values of
certain variables, in particular the level of demand, it follows
that the short period need not be a “short” time interval or only
a temporary state before the long period forces work out their
effects.

• Short period is a position which is maintained as long as the
set of decisions, depending upon the expected values of
selected variables, does not change.



Liquidity preference
• Kahn’s refine the notion of liquidity as opposed to the

quantity of money.
• In Kahn’s demand for money : not (optimizing) choice

of positions on the basis of identification of certain
behaviour (or utility) functions, but representation of
individuals ‘as divided between best guess and
uncertainty.’

• The schedule of liquidity preference: not a well-defined
curve or by a functional relationship expressed in
mathematical terms or subject to econometric processes.

• Liquidity preference as a highly unstable relationship.
• If the monetary authority faces a shifting schedule of

liquidity preference, a given quantity of money cannot
be taken as a policy target.
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Two strands

• Two strands of alternatives to neoclassical economics
within the Cambridge “ school”: one stemming from
Sraffa and the other from Keynes.

• Sraffa and Bharadwaj: full rejection of the neo-
classical theory of price and distribution.

• Keynes and Kahn: broader acceptance of the supply
and demand theories.

• Keynes and Kahn dropped the “maximizing rule”
when dealing with financial markets, but kept some
the neoclassical assumptions.
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Common Legacy

• Rejection of the ‘classical’ conclusion that market
forces are always at work to bring the economic
system to full employment of resources.

• Market, taken as synonymous with supply and
demand, is a misleading arena for representation
of the rules of production and distribution.

• Both line of thoughts are needed to travel the road
towards an alternative economic theory and
economic policy.


