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1.1	Ricardo’s	theory	of	value

During the Napoleonic Wars, the flow of agricultural products from the
colonies toward the U.K. had been reduced

Accordingly, in the U.K., less fertile lands were tilled and the rent rates
were at a very high level



1.2	Ricardo’s	theory	of	value

After Napoleon's defeat, there was a debate about the protection of
domestic agricultural production through the imposition of duties

One of the most important economists
among those who took part in the debate was
David Ricardo (1772 – 1823)

Ricardo was able to prove that the high level
of the rent rates involved a low level of the
general rate of profit



1.3	Ricardo’s	theory	of	value

Social	Product =	Necessary	Consumption +	Surplus

General	rate	of	profit	=	 !"#$%&'()%&(* =	
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Problem: the general rate of profit depends on commodity prices and
(natural) commodity prices depend on the general rate of profit.
According to Adam Smith (1979, vol. 2, p. 72), the natural price of a
commodity is ‘what is sufficient to pay the rent of the land, the wages of
the labour, and the profits of the stock employed in raising, preparing,
and bringing it to market, according to their natural rates’.



1.4	Ricardo’s	theory	of	value

Ricardo circumvented this problem by the labour theory of value:
The value of a commodity, or the quantity of any other commodity for
which it will exchange, depends on the relative quantity of labour which is
necessary for its production (Ricardo, 1951, p. 11)

If the relative price of two commodities is equal to the ratio of the
quantities of labour they embody, then commodity prices do not depend
on distribution variables (wage rate, rent rate and profit rate).

Therefore, adopting this theory of value, prices can be determined
before the rate of profit is determined.



1.5	Ricardo’s	theory	of	value

Value of the social product: L
Value of the necessary consumption:wL
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This is the most important result obtained by Ricardo: there is an
inverse relationship between the wage rate w and the general rate of
profit r.



2.1	Jevons	vs.	Ricardo

Although Ricardo was not a socialist, his ideas about commodity values
and the rate of profit were used by the so-called “Ricardian socialists”.

The labour theory of value was reinterpreted in a moral way, as a
ground for social justice.

“Since the entire value of production comes from labour, the entire
production must go to workers.”



2.2	Jevons	vs.	Ricardo

At the basis of the Ricardian socialists’ claims there was a confusion
between labour as a measure of the cost of production and labour
as a source of value.

Marx (1818-1883) harshly criticized both
Ricardo’s theory of commodity value and the
Ricardian socialists’ claims (cf. Theories of
Surplus-value and The Poverty of Philosophy, 1847).
Marx tried to put socialism on a more solid
footing (cf. Capital, 1867).



2.3	Jevons	vs.	Ricardo

In the meanwhile …

The First International was formed in
London in 1863.

The Paris Commune, 1871.



2.4	Jevons	vs.	Ricardo

A drastic breach with the Classical/Marxian standpoint about value and
distribution was needed: themarginalist revolution!

Jevons Menger Walras

Theory of Political
Economy
1871

Grundsätze der
Volkwirthschaftslehre
1871

Éléments d’Économie
Politique Pure
1874



2.5	Jevons	vs.	Ricardo

Jevons (1888, p. l):

When at length a true system of Economics comes to be established, it will

be seen that that able but wrong-headed man, David Ricardo, shunted the

car of Economic science on to a wrong line, a line, however, on which it

was further urged towards confusion by his equally able and wrong-

headed admirer, John Stuart Mill. … It will be a work of labour to pick up

the fragments of a shattered science and to start anew



2.6	Jevons	vs.	Ricardo

Jevons (1888, pp. 1, 2, emphasis in the original):

Repeated reflections and inquiry have led me to somewhat novel opinion,
that value depends entirely upon utility. Prevailing opinions make labour
rather than utility the origin of value; and there are even those who
distinctly asset that labour is the cause of value. I show, on the contrary,
that we have only to trace out carefully the natural laws of the variation of
utility … in order to arrive at a satisfactory theory of exchange, of which
the ordinary laws of supply and demand are a necessary consequence.



3.1	Marshall	vs.	Jevons

Marshall (1842-1924) wanted to present the marginalist theory as a
development of the classical theory of Smith and Ricardo. The neo-
classical theory.

According to Marshall, Jevons is wrong for two
reasons. First, his judgment on Ricardo and Mill is
incorrect. Second, it is not true that value
depends completely on marginal utility.



3.2	Marshall	vs.	Jevons

In Marshall’s (1920, p. 817, Appendix I) words:

There are few writers of modern times who have approached as near to

the brilliant originality of Ricardo as Jevons has done. But he appears to

have judged both Ricardo and Mill harshly, and to have attributed to them

doctrines narrower and less scientific than those which they really held.

And his desire to emphasize an aspect of value to which they had given

insufficient prominence, was probably in some measure accountable for

his saying, “Repeated reflection and inquiry have led me to the somewhat

novel opinion that value depends entirely upon utility” (Theory, p. 1). This
statement seems to be no less one-sided and fragmentary, and much more

misleading, than that into which Ricardo often glided with careless brevity,

as to the dependence of value on cost of production; but which he never

regarded as more than a part of a larger doctrine, the rest of which he had

tried to explain.



3.3	Marshall	vs.	Jevons

In Marshall’s theory commodity prices are determined by the “law of

supply and demand”. The cost of production and the marginal utility

are just component parts of this law:

The “cost of production principle” and the “final utility” principle are
undoubtedly component parts of the one all-ruling law of supply and
demand; each may be compared to one blade of a pair of scissors. When
one blade is held still, and the cutting is effected by moving the other, we
may say with careless brevity that the cutting is done by the second; but
the statement is not one to be made formally, and defended deliberately.
(Marshall, 1920, p. 820, App. I)



3.4	Marshall	vs.	Jevons

The production of commodities is the result of “efforts and sacrifices”
(labour and abstinence). This is the real cost.

The real cost of a commodity is measured by the money expenses of
production needed in order to compensate the sacrifices, so to induce
workers and capitalists to take part in its production process. This is the
supply price.

The marginal utility of this commodity is measured by its demand
price, namely the amount of money a consumer is willing to pay.



3.5	Marshall	vs.	Jevons

The value of a commodity is determined by the equality between its
supply price and demand price: the equilibrium price.

When the demand price is equal to the supply price, the amount produced
has no tendency either to be increased or to be diminished; it is in
equilibrium. (Marshall, 1920, p. 345)



4.1	Sraffa’s	articles	of	1925	and	1926

• 1925, ‘Sulle relazioni fra costo e quantità prodotta.’ Annali di

economia, 2, pp. 277-328. [English translation by J. Eatwell and A.

Roncaglia, ‘On the relations between cost and quantity produced,’ in

L. Pasinetti (ed.) Italian Economic Papers, vol III. London: Oxford

University Press, 1998].

• 1926, ‘The laws of returns under competitive conditions.’ Economic

Journal, 36, pp. 535-550.



4.2	Sraffa’s	articles	of	1925	and	1926

In Marshall’s analysis, the sensitivity of the supply price to the quantity
produced is based on the idea that average costs are not constant.
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4.3	Sraffa’s	articles	of	1925	and	1926

In his articles Sraffa argued that, from theoretical point of view, both
diminishing costs and increasing costs are incompatible with Marshall’s
partial equilibrium approach.

In Marshall’s partial equilibrium approach, the price of a certain
commodity is determined under the ceteris paribus assumption: all the
other prices and quantities are considered as known and determined
independently of the price and the quantity of the commodity in
question.



4.4	Sraffa’s	articles	of	1925	and	1926

Law of increasing costs or diminishing returns:
Firms are forced to adopt methods of production entailing a higher
average cost because of there is a factor (land) whose employment
cannot be increased. Accordingly, if the output of this sector must be
increased, then the methods of production must be changed and this
entail a rise of the average cost of production.

However, since the initial (and cheaper) method of production is still
available when the second method is introduced, this entails a rise of
the price of the fixed factor and this is, in general, inconsistent with the
ceteris paribus assumption of the partial equilibrium approach.



4.5	Sraffa’s	articles	of	1925	and	1926

Law of diminishing costs or increasing returns:
Cheaper methods of production arise because of the “division of labour”.
According to Adam Smith, with the expansion of production, labour
productivity increases due to the division of labour (technical progress).

This argument, however, cannot be used for the production of a single
firm (perfect competition). There must be economies of scale that are
external to the single firm, but limited to this particular sector.
According to Sraffa, this combination is rather peculiar.



4.6	Sraffa’s	articles	of	1925	and	1926

Sraffa’s conclusions (1926, pp. 540, 541):

Reduced within such restricted limits, the supply schedule with variable

costs cannot claim to be a general conception applicable to normal

industries ; it can prove a useful instrument only in regard to such

exceptional industries as can reasonably satisfy its conditions. In normal

cases the cost of production of commodities produced competitively—as

we are not entitled to take into consideration the causes which may make

it rise or fall—must be regarded as constant in respect of small variations

in the quantity produced.



4.7	Sraffa’s	articles	of	1925	and	1926

Then Sraffa adds (1926, p. 541):

And so, as a simple way of approaching the
problem of competitive value, the old and now
obsolete theory which makes it dependent on the
cost of production alone appears to hold its
ground as the best available.

Sraffa believed (wrongly) that he had, in this way, rediscovered the
theory of the classical economists. He would soon realize that this was
not the case.



5.1	Summer	1927:	the	discovery	of	the	“physical	real	cost”

At the end of May 1927, Sraffa was appointed Lecturer in Economics by
the Faculty of Economics of the University of Cambridge.

Sraffa should have delivered a course in Advanced Theory of Value

from October 1927.

In the summer 1927, Sraffa began the preparation of the lectures, which
proved to be more complicated than expected and the beginning of the
course was postponed by one year.



5.2	Summer	1927:	the	discovery	of	the	“physical	real	cost”

Among Sraffa’s manuscripts, there is a group of notes—usually called
“pre-Lectures”—that refers to this period. About 70 pages.



5.3	Summer	1927:	the	discovery	of	the	“physical	real	cost”

Sraffa (D3/12/3:13):

The very concept of «theory of value» has undergone a deep transformation,
according to the problem which most intensely attracted in each period the
interest of economists. Accordingly, widely different things are covered by
the same expression. We may, for the purpose in hand, distinguish three
conceptions corresponding to three well defined periods.
I Causes and nature of wealth (1776 – 1820)
II Distribution of product amongst classes (1820 – 1870)
III Determination of price of single commodities

Ricardo was interested into the determination of the value of

aggregates (profit, capital, national output). Marshall was interested

into the determination of the value of a single commodity.



5.4	Summer	1927:	the	discovery	of	the	“physical	real	cost”

When Sraffa tried to bring out of the partial equilibrium approach his
conclusion that, with constant returns, the cost determines the value, he
realized that Marshall’s notion of cost (the real cost) was unusable.

Within the partial equilibrium approach, Marshal could refer to money
expenses of production as a measure of the real cost of production.

Outside the partial equilibrium approach, the the real cost of production
(“efforts and sacrifices”) becomes a “psychological” notion. It depends
on the dis-utility of working and saving.



5.5	Summer	1927:	the	discovery	of	the	“physical	real	cost”

Sraffa realized that there are two different notions of cost in the history
of economic thought.

Petty and the French Physiocrats understood the cost of production as
the amount of commodities necessary to enable the production: “It
was only Petty & the Physiocrats who had the right notion of cost as ‘the
loaf of bread’.” (D3/12/4:4)

Sraffa named this notion “physical real cost”.



5.6	Summer	1927:	the	discovery	of	the	“physical	real	cost”

Physical real cost: what is necessary to enable the production. It is an
amount of commodities that can be objectively determined.

Marshall’s real cost: what inducesworkers and capitalists to work and
save. What compensates workers and capitalists for the efforts and
sacrifices involved in producing. It is a psychological/subjective
necessity.

In Sraffa’s view, the scientific analysis of commodity value requires the
expulsion of subjective elements. We have to dispense with utility, but
also with the real cost which, as dis-utility, is the same thing.



5.7	Summer	1927:	the	discovery	of	the	“physical	real	cost”

Commodities are produced by means of commodities. This is the
physical real cost.

MAN	FROM	THE	MOON

… if a man fell from the moon on the earth, and noted the amount of
things consumed in each factory and the amount produced by each
factory during a year he could deduce at which values the commodities
must be sold; … the conditions of exchange are entirely determined by
the conditions of production. (D3/12/7:87)


