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Guide to Responding to Unit 4 Reading Questions 
 
1. Why is Marshall’s discussion of consumer behavior and demand so important to 
economic thought? 
 
Here, we would want to draw on any of the various passages from book 3 of Principles 
of Economics, such as the example of tea consumption in chapter 6, no. 2. Within 
classical economic thought, both the variability of consumer preferences and how 
demand would vary in response to changes in market prices received little attention. 
Classical economic thought focused on those inputs that were necessary for the 
production of commodities, which taken together came to determine the natural price of 
a particular product. Marshall’s notion of price rested on diminishing marginal utility, with 
the amount of satisfaction obtainable from a unit of a commodity related to the number 
of units acquired. With the addition of each unit, it could be expected that the increment 
in total satisfaction would decline. The rational consumer would thus be prepared to pay 
less for the last unit than for the preceding ones, and a reduction in price would be 
necessary to induce that consumer to buy more.  
 
This approach to the demand side of price formation altered the limited classical 
framework where economic value could only be attributed to tangible objects. 
Neoclassical economic thought argued that the point of an economic system was not 
the production of commodities but the production of satisfactions, where the measure of 
value was what the public would buy.  
  
2. Why is Marshall’s discussion of production costs so important to economic thought?  
 
Here, we would want to draw on any of the various passages from book 5, chapter 8 of 
Principles of Economics, the whole of the chapter being very important. In emphasizing 
consumer behavior and demand with regard to the determination of price from a 
marginal point of view, no less important is Marshall’s treatment of producers and their 
behavior from a marginal point of view. Just as consumers acquired utilities at a 
diminishing rate, producers suffered disutilities at an increasing rate in making goods 
and services available. Production involved costs and sacrifices which were expected to 
rise as the quantity of production increased. Supplies of the productive services of labor, 
land, and capital were in direct correlation to compensation for their use. It could be 
assumed that firms could obtain greater quantities of necessary productive inputs only 
at increased cost and that firms could be expected to expand their production only when 
higher prices made this course of action worthwhile. So, firms operated under 
conditions in which the addition to total costs associated with producing additional units 
of output – marginal costs – was rising. On top of this, the addition of the total product 
obtainable from adding a unit of one productive input while the existing inputs remained 
unchanged – marginal return – was likely to decline.  
 
The treatment of costs developed by Marshall stood in sharp contrast with the notion 
employed by classical economic thought. Exercises in reducing costs to labor inputs 
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had been eliminated, and their place was taken by the general account of sacrifices 
incurred in the supply of any of the productive services. 
 
3. What considerations does Pigou include in his discussion of non-economic welfare?  
 
Pigou argues that conscious life when brought into relation with a money measure, and 
therefore falling within economic welfare, is limited to a group of satisfactions and 
dissatisfactions. Conscious life is a complex of many elements and includes not only 
these satisfactions and dissatisfactions but also cognitions, emotions, and desires.  
Environmental causes which change economic satisfactions may alter some of these 
other aspects of conscious life. Pigou distinguishes two principal groups with regard to 
the manner in which this takes place: by the manner in which income is earned and by 
the manner in which income is spent.  
 
4. Why was trial and error so important to Walras’s geometric theory of the 
determination of prices? 
 
In attempting to arrive at a general equilibrium, Walras emphasizes that only through a 
trial and error process will equilibrium be approached. For instance, a change in the 
supply of one commodity and a consequent change in its price have a ripple effect, 
upsetting the equilibrium established between the supply and demand for other 
products, and the possibility of coming towards a general equilibrium between all 
markets as a whole.  
 
5. What is meant when it is said that an economy is Pareto efficient? In terms of 
distribution, what does a Pareto efficient economy look like? 
 
When an economy is Pareto efficient, it means that no one in that given economy could 
be made better off without making someone else worse off. Pareto efficiency is not 
concerned with distributional issues whatsoever; rather, it is concerned with the total 
utility of a given society.  
 
6. According to Keynes, what is the role of doubt in the macroeconomic cycle? 
 
You may locate a passage such as the following. In book IV, chapter 22 of The General 
Theory of Employment, Interest, and Money, Keynes writes,  
 

Let us recur to what happens at the crisis. So long as the boom was 
continuing, much of the new investment showed a not unsatisfactory 
current yield. The disillusion comes because doubts suddenly arise 
concerning the reliability of the prospective yield, perhaps because the 
current yield shows signs of falling off, as the stock of newly produced 
durable goods steadily increases. If current costs of production are 
thought to be higher than they will be later on, that will be a further reason 
for a fall in the marginal efficiency of capital. Once doubt begins it spreads 
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rapidly. Thus at the outset of the slump there is probably much capital of 
which the marginal efficiency has become negligible or even negative. But 
the interval of time, which will have to elapse before the shortage of capital 
through use, decay and obsolescence causes a sufficiently obvious 
scarcity to increase the marginal efficiency, may be a somewhat stable 
function of the average durability of capital in a given epoch. If the 
characteristics of the epoch shift, the standard time-interval will change. If, 
for example, we pass from a period of increasing population into one of 
declining population, the characteristic phase of the cycle will be 
lengthened. But we have in the above a substantial reason why the 
duration of the slump should have a definite relationship to the length of 
life of durable assets and to the normal rate of growth in a given epoch 
(1935). 

 
Keynes recognized the role of future expectations in the duration of economic slumps. 
Future returns on capital can be more important than the present return.  
 
7. According to Keynes, how are growth cycles reversed? Is the same true for 
recoveries? 
 
You may locate a passage such as the following. In book IV, chapter 22 of The General 
Theory of Employment, Interest, and Money, Keynes writes,  
 

There is, however, another characteristic of what we call the trade cycle 
which our explanation must cover if it is to be adequate; namely, the 
phenomenon of the crisis — the fact that the substitution of a downward 
for an upward tendency often takes place suddenly and violently, whereas 
there is, as a rule, no such sharp turning-point when an upward is 
substituted for a downward tendency (1935).  

 
We can see this in operation in today’s stock market. Equity prices tend to have brief 
periods of sharp correction and longer, more sustained uptrends. 
 
8. In what ways did capital theory advance our understanding of capitalism? 
 
It is suggested that capital theory as presented by the so-called Cambridge school was 
mere academic exercise and, in the final count, did little to advance economic 
knowledge. On the other hand, it suggested that there were profound disagreements by 
the economists over both the definition of capital and its true value in the economic 
process. By failing to definitively refute the Smith-Ricardo labor theory of value, capital 
theory helped lay the foundation for the emergence of neo-Marxist analysis in the 
1960s. 
 
10. In what ways did the Institutionalists present an alternative to mainstream thinking? 
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The Institutionalist school viewed economics within the greater context of society. The 
economy is a larger part of the social network and interacts with other social 
components – the government, social and cultural mores, value systems, etc. Economic 
conditions could be explained by examining the existing social institutions and the 
consequent human behavior that occurs. This view challenges marginalist thinking 
directly. From this school came the modern theory of the business cycle and the 
emergence of consumer research. It was not until the end of World War II that 
Institutionalist approaches to economic instruction in the United States gave way to the 
English neoclassical and Keynesian approaches we have today. 
 
11. How would you contrast Milton Friedman’s view of government intervention in an 
economy with that of Keynes? 
 
Friedman argued that there is likely to be a lag between the need for action and 
government recognition of the need, a further lag between recognition of the need for 
action and the taking of action, and a still further lag between the action and its effects. 
In the case of the Depression, for instance, Friedman depicts government intervention 
as precipitating and prolonging the Depression rather than as a reaction to market 
forces and events in a manner that mitigated their effects.    
 
 
 
 
 
 
 
 


