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PREFACE 
TO THE THIRD EDITION 

The main differences between the present edition and 

earlier editions are to be found in Book IV, which contains 

new chapters on Population and the Economy of War 

together with a substantial change in the discussion of 

the trade cycle. Chapter X of Book III has been completely 

re-written. In the earlier editions it consisted of a descrip¬ 

tive account of the English monetary system and was 

therefore inconsistent with the more general discussion 

contained in the remainder of the volume. In the present 

edition it consists of a more general and analytical treat¬ 

ment of monetary standards. The book as a whole has 

been revised in the light of recent experience, but it contains 

few changes of substance other than those already indicated. 

J. HARRY JONES. 
May, 1948. 
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PREFACE 
TO THE SECOND EDITION 

Before the first edition of this book was issued I was 

warned that its title would prove misleading. I disregarded 

the warning, but experience has shown that my friends were 

right. It has been assumed by many that the book was 

written for the purpose of defending the modem competitive 

system. No such defence is to be found in these pages. 

The final value of a system is not to be determined exclu¬ 

sively by economic considerations. If I had followed prece¬ 

dent I might have called the book ** Elementary Economics'' 

or ''General Economics/' for it is merely an elementary 

study of what is usually called Economics. 

But I believe that I was justified in en)ploying the present 

title. The science of economics, as at present defined, is 

based upon the assumption of private enterprise or 

economic freedom. It tells us nothing about a collectivist 

society, in which the price system, as we know it, cannot 

exist. Collectivism and individualism are real economic 

alternatives. A crude form of collectivism is to be found 

in Russia and (as far as I know) only in Russia; the 

principles of economics expounded in this and other books 

on economics are practically worthless as an interpretation 

of the Russian system, for they assume a legal framework, 

or law of contract, of a kind that does not exist in Russia. 

"Private enterprise" is not, however, synonymous with 

"competition." The sphere of simple competition is, 

indeed, steadily slirinking, while that of monopoly is 

expanding. Moreover, the competitive force is obstructed 

at many points within its own sphere of operation and can 

only be said to work imperfectly. During a trade boom it 

is largely suspended; during a period of depression its 

victims endeavour to protect themselves against its fury by 

VI 



PREFACE vii 

forming defensive combinations. The limits and limitations 
of competition are stressed in this book, in which I have 
attempted to examine the society that we know rather 
than a purely imaginary society in which competition in all 
its forms reigns supreme. Nevertheless, economic activity 
is still guided by the price index. 

But the economic system is not something rigid and 
unchanging: it is always changing in its details, many of 
which are important. Some recent changes represent 
attempts to prevent change. Science, invention, and 
organization bring changes in their train, of which the final 
results are admittedly bentTicial. But their intermediate 
results may include injury to individuals. Progress, like^ 
war, has its victims. And such victims have usually sought 
to prevent or delay the progress from which they suffer. 
Hence we find defensive combinations, both of labour and 
of capital, pursuing policies that are admittedly inimical to 
the progress of society as a whole, although immediately 
and directly beneficial to their own members. Sometimes 
progress may be so rapid—in appearance if not in fact— 
as to cause widespread dismay. Science and invention out¬ 
pace the capacity of society to organize effort and to 
absorb and enjoy its new resources. Hence we hear a plea 
that scientists and inventors should take a long holiday* 
In America a group of people are endeavouring to persuade 
the community that it can only enjoy the benefits of 
progress by refusing to employ the new resources to their 
fullest capacity. The technical instruments of social 
progress are feared as though they were instruments of 
war. 

But there may be change which is not progress; and 
such change also has its victims. The War of 1914-18 
brought many changes. It destroyed confidence and that 
element of continuity which was characteristic of an earlier 
period. Economic policy was afterwards governed by feat, | 
and nations sought a degree of economic self-sufl5ciency 
and isolation that prevented the restoration of the kind of 
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industrial balance that existed before the War. Great 
Britain suffered from this change, and for the last fifteen 
years has been seeking a remedy for her ills. During this 
period of disorganization and depression we have seen 
economic groups attempting to protect themselves from 
the effects of the change. The searcli for security is not 
confined to any one section: it is almost imiversal. Trade 
[unions have jdung desperately to the sta^ards (measured 
in terms of money) secured for their members. Organiza¬ 
tions of employers have sought protection for the industries 
that they represent. I have elsewhere^stated that everyone 
instinctively desires pionopoly for himself and competition 
for others. In many industries competition has been 
suppahted by combination, embracing an important 
element of monopoly. In some cases voluntary effort has 
been supplemented by legislation or administrative support 
by the State. The orthodox methods of protection have' 
now been supplemented by the quota system, or quanti¬ 
tative regulation " of imports. In all cases there has been 
the same search for security, the same indirect or implied 
protest against change. 

This statement is not made in a cynical or critical spirit. 
My purpose in referring to recent changes is merely to 
point out that the response to the price index is less rapid 
and less effective than it used to be. The restrictions upon 
competition are becoming more important; they cannot be 
stressed too heavily or too often. The assumptions of 
abstract theory are becoming less valid in many forms of 
economic activity. If, as some desire, we are to have a 
planned economy—planned money, planned production, 
planned distribution of goods—^there will be need for a new, 
long, and difficult chapter in economic theory. The 
reactions to the price index, already slow and difficult, may 
be profoimdly modified. But that is a matter for the future. 
We still work and live under the system of private enter¬ 
prise, and economic freedom is still the governing influence 
upon the activities of individuals. The restrictions upon 
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freedom, enterprise, and competition that now exist are 
examined in this book. 

The new edition does not contain many changes. In 
Chapter II, Book II, I have added a short discussion of the 
southward trend of British industry; in Chapter VIII, 

Book III, a reference has been added to the quota system ; 
Chapter X, Book III, contains a brief statement of the 
changes in the monetary system since the publication of 
the first edition. The most important addition is to be 

found in Chapter II, Book IV, where I have added a new 
section to the discussion of the trade cycle. This section 
includes a series of charts, together with a description of 
their main features. The charts were constructed by Mr. 
J. F. Smithies, LL.B., B.Sc., who was also responsible for 
the calculations upon which they were based and the 

statistical data that are contained in the text. The pre¬ 
sent edition also differs from the first in that it contains 
marginal notes. These notes, together with the index, 

were prepared by Mr. W. Prest, B.A., M.Com. It is a 

pleasure to acknowledge my indebtedness to two former 
students who have made possible the publication of a new 
edition without further delay. 

Leeds. 

October, 1933. 

J. H. JONES. 



PREFACE 
TO THE FIRST EDITION 

FIe who runs may read—but not economics. The organiza¬ 

tion of industry, trade, and all other forms of economic 

effort has become so complex that its explanation cannot 

be easy. But I have endeavoured to reduce it to the 

simplest language that I can find and to avoid technical 

terms that are not essential to the argument. Moreover, 

I have confined myself to an examination of economic 

society as we know it to-day, regarding the discussion of 

measures of reform as beyond the scope of economic 

science, though not beyond the province of economists. 

I have addressed myself more particularly to first year 

university students and to candidates for the business 

professions, such as accountancy, banking, and insurance ; 

but I hope that the volume may prove useful to others who 

realize the importance of the contribution of economics to 

social reform and even to private business. 

I am indebted to the editor of Industrial Peace f(;r 

permission to draw upon articles already published in that 

journal, and to my colleague, Mr. H. D. Dickinson, for 

having read most of the book in manuscript. 

J. H. JONES. 
December, 1925. 
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Book I 

PRELIMINARY SURVEY 

CHAPTER 1 

MAN v. NATURE 

Society lives by the sweat of its brow. If it works reason¬ 
ably hard and wilh intelligence, and if nature is not too 
niggardly, it lives well. The world is not a “ lotus island/* 
and even if it were the lot of mankind would not be enviable. 
Nor, on the other hand, are cataclysmic disturbances of 
nature so frequent and widespread, and the climate and 
soil everywhere so unfavourable, as to destroy all incentive 
to effort, and particularly to provision for the morrow. 
But society has to reckon with two opposing tendencies, 
which have been and may always be among the most 
potent factors in the history of civilization. In the first 
place there is a tendency for population to increase, and for 
the requirements of each individual to become more 
numerous and varied. Not only does each generation in 
turn inherit the desires of the past, but it also envisages 
new possibilities and generates new desires, wliich are the 
greater part of its distinctive legacy to posterity. For 
this twofold reason there is a steady increase in the demands 
which are made upon nature. In the second place nature, 
varying in generosity from place to place, everywhere 
tends to yield—and, in spite of human ingenuity, ultimately 
does yield—a diminishing return to additional effort. 
If the statement were not true it would be possible to feed, 
clothe, and otherwise provide for the world’s population 
from the proceeds of one square mile. 

Society is thus faced with three alternatives. It may 
adopt an attitude of helplessness and despair, in which 

The niggard¬ 
liness of 
nature 

The reaction 
of society 

X 



2 THE ECONOMICS OF PRIVATE ENTERPRISE 

case it will do little or nothing to counteract these ten¬ 
dencies, but will revert to a simpler and ruder mode of 
living—^in economic phraseology it will accept a lower 
standard of life. This alternative may be dismissed. 
Universal instinct clings to what has been habitual and 
craves for more. Society will either attempt to restrict 
its own growth or endeavour to overcome the tendency 
to diminisliing returns from nature, which are the two 
remaining alternatives. The first of these has been adopted 
in more than one instance—^witness the custom of polyandry 
known to prevail in small islands remote from the mainland 
and from each other. On mainlands societies have split 
into groups that have separated and found new habitats. 
In the tendency to diminishing returns may be found the 
origin of the warring instincts of wandering tribes, and 
the mutual antipathies of modem political societies. 

But all developed societies rely at present either wholly 
or partly upon the remaining alternative, which is that 
of fighting the tendency to diminishing returns. The 
weapons which they employ are invention and organiza¬ 
tion. They harness the forces of nature and employ them 
to overcome the reluctance of nature to give of her fruits. 
The economic system prevaihng at each stage of human 
development represents the organized attempt of society 
to overcome the tendency to diminishing returns and to 
substitute a tendency to increasing returns. As new 
mechanical devices and better methods of organization 
are discovered, the structure of economic society changes. 
In the past the process of change has sometimes been rapid 
and at other times slow, but at all times evolutionary rather 
than revolutionary. At all times there have been at work 
silent, persistent forces, which now and then cause eruptions 
but never cease to operate. Such an eruption started in 
the latter half of the eighteenth century and is still in 
progress. The differences between the seventeenth and 
twentieth centuries are so profound that the process of 
development during the period 1760-1850, when the most 
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fundamental changes are said to have occurred, has been 
called an ** industrial revolution.’* 

The consequences of these changes will be examined 
in due course. It may here be stated that the net effect 
has been to increase our command over nature and thereby 
to make possible a standard of living far higher than 
that which was within reach of our ancestors. The ten¬ 
dency to diminisliing returns in this island was arrested, 
and a rapid increase in population during the nineteenth 
century was regarded as a blessing rather than a menace. 
It is noteworthy that as the gains resulting from the 
industrial revolution were consohdated and the standard 
of living of large sections of the community rapidly rose, 
the rate of increase in population declined. It is possible, 
though by no means proved, that the tendency towards 
a stationary or even declining population was due partly 
to biological causes; it is, however, certain that it was 
due largely to social causes. Improvident marriages 
diminished; people married later in life and, except in 
those cases where every child was regarded as a prospective 
bread-winner, showed a preference for a small number 
of children, who could be well cared for and adequately 
trained, over a larger number who would need to share the 
limited resources of parents whose ambitions kept pace 
with the growth in general wealth. Thus, not only had 
the threat of over-population lost its terror, but the pros¬ 
pect of a stationary or dechning population was regarded 
with misgiving. The pessimists were again heard, however, 
during the inter-war depression. It was pointed out that 
our working population had been increasing more rapidly 
than in pre-war times, mainly on account of the cessation 
of emigration. Industry, it was held, would not be able to 
absorb all those in search of employment; the tendency 
to diminishing returns was operating with renewed force, 
and in the absence of emigration on a large scale the 
inhabitants of this island would not be able to maintain 
a standard of living already depressed as a direct and 
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inevitable consequence of the 1914-18 war itself. We are 
not concerned, at this point, with the value of this pessi¬ 
mistic conclusion and the implication of the argument 
upon which it rests. These will be examined later. It is 
noted merely as an illustration of the fact that at various 
stages of economic development the community becomes 
keenly aware of those opposing tendencies that are the 
masters of our lives. 



CHAPTER II 

SPECIALIZATION AND CO-OPERATION 

Division of Labour 

Economic society as we know it to-day is the result of 
slow growth—but not the final result. It is always 
changing, always developing, and therefore, in so far as 
its main features are under human control, it is always 

at the cross-roads/* Every stage of development repre¬ 
sents a phase of the eternal struggle between man and 
nature. Those who have devoted themselves to the study 
of economic evolution seek, and often claim to have found, 
clearly marked epochs or chapters in the story of mankind 
at work. One writer (Maine) refers to the advance from 
status to contract, another (Spencer) from the military to 
the industrial state. Some distinguish progressively 
between the hunting, pastoral, agricultural, commercial, 
and industrial stages, others between the stages of slavery, 
serfdom, and free labour. Some divide history into the 
animal, vegetable, and mineral periods, others into the 
periods of barter, money, and credit. We may follow 
other writers in noting three distinct phases of development. 
The first was that in wliich the world was divided into 
self-sufficing economic units, such as the family or clan, 
which pursued a policy of economic isolation. Their 
method was commimistic, that is, there was no interchange 
(within the unit) of essential products in which one was 
measured against the other. The members consumed 
jointly what they severally produced. Presumably the 
greedy minority were rationed by the majority. The 
second was characterized by what is known as village 
economy. Individuals traded with each other, at first 
by means of barter, but later by the use of money. The 
tasks of growing, extracting, and making were distinguished 

5 
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6 THE ECONOMICS OF PRIVATE ENTERPRISE 

Division of 
labour: 
(a) Social 

from that of buying and selling, but society was still pre¬ 
dominantly agricultural. The third phase, through which 
we are now passing, is that known as capitalism, the chief 
distinguishing feature being the employment of capital on 
a large enough scale to account for the emergence of the 
employer of labour. The last phase already covers a 
period long enough to include far-reaching changes, the 
most striking of recent ones being the growth of the large 
factory and of the still larger business unit; the intensifi¬ 
cation of competition leading, under certain circumstances, 
to industrial monopoly; the extension of the boundaries 
of markets until now the modern world may be regarded 
as one economic unit; and, finally, the concentration of 
large masses of people in small areas. 

It is our object to try to understand the present organ¬ 
ization of economic society. We cannot, of course, avoid 
reference to events and movements that arc now history, 
for the roots of modem economic society are buried in the 
past, but we shall refer to history only in so far as it serves 
to illuminate the present. At first glance, economic society 
seems to be in a state of chaos. There appears to be no 
deliberate and collective control of economic effort; all, 
apparently, is left to chance.'* We are apt to say that 
we muddle through, somehow. Our attention is so fre¬ 
quently called to gaps, defects, failures, abuses, and suffer¬ 
ings that we are in danger of losing sight of the daily 
achievement of our economic organization. We hardly 
realize how much is taken for granted until the “ system " 
breaks down under the stress of a world war. It is therefore 
desirable that we should now make a preliminary survey 
of the main features of economic society, and e;ndeavour 
to view the problem as a whole. 

All economic effort is essentially specialized and co¬ 
operative. Division of labour is as old as the Garden of 
Eden, where Adam delved and Eve span. But the process 
has been carried much farther since then. Production 
now represents a series of efforts each of which is, or may 
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be, indispensable to the remainder. When we live our 
ordinary lives as consumers we come into daily contact 
with two groups of people. The first consists of those 
who perform personal services. Doctors attend to us when 
we are ill; teachers try to educate us while we are young, 
and actors entertain us when we grow older; lawyers 
protect us against others—and sometimes against ourselves. 
The second group consists of those who provide us with 
goods of various kinds, necessaries and luxuries. ^ 

We meet the former in our own homes or in offices or 
institutions. The latter we meet in the shops where they 
exhibit the goods for sale. The shopkeepers—^grocers, 
fruiterers, ironmongers, butchers, drapers and others—in 
turn obtain their supplies from wholesale dealers, who may 
purchase either direct from the producers or from importers 
of goods produced abroad. There is, in short, a group of 
people who make up what is commonly known as the 
trading community, whose function it is to buy and sell 
rather than make, mine, or grow. They perform commer¬ 
cial services, and it will be shown that, as the needs of 
society are made articulate through them, they are largely 
influential in shaping industrial development. Behind the 
trading community stand the growers, the miners and the 
manufacturers, that is, those who cultivate the fields and 
gardens, those who extract raw materials from the earth, 
and those who transform the materials into products of 
a kind required by the commimity. Goods must be moved 
from place to place, while people travel on business and 
for pleasure. Transportation thus forms another impor¬ 
tant branch of economic activity. This form of specializa¬ 
tion of effort, creating large “ blocks of industries, 
commercial activities and personal services, is frequently 
called social division of labour. 

Wlien we go into more detail and examine the industries 

^ Whether the distinction between the two groups is so clearly 
marked as I have here assumed is a question we shall need to 
consider, but it is a useful one for our immediate purpose. 
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concerned with growing, mining and manufacture, we j5nd 
that they reveal points of similarity and of difference. The 
latter, though important, are frequently ignored, and may 
be noted first. In some cases (e.g. wool and cotton 
production) the demand of the community varies with the 
seasons, in others it is fairly constant. In some cases 
(e.g. housebuilding) production is influenced by weather 
changes, in others (e.g. boot and shoe manufacture) it 
varies little from one week to another. In some industries 
(e.g. wheat farming and cotton growing) the output per 
imit of effort is largely influenced by climatic factors and 
varies between wide limits, in others the output is deter¬ 
mined almost entirely by the effort put forth, and is 
therefore more directly under human control. Again, 
industries differ in the nature of the work which is per¬ 
formed. Some are concerned with transforming raw 
material into a finished or half-finished product. In an 
iron and steel works, for example, the iron ore is converted 
into pig iron, the latter into steel, and the steel into plates 
or rails, or some other product. Usually the work is 
continuous and the product fairly simple md uniform, 
Other industries are concerned with assembling materials 
and constructing a composite product such as a ship, an 

(6) Territorial engine or a house. ^ Industries differ, moreover, in their 
geographic relations to the markets which they serve. 
Some are widely distributed, each unit serving a local 
market. The most obvious examples are housebuilding 
and the supply of gas. Other industries are concentrated 
in particular regions which, for reasons to be given later, 

^ Engineering provides an excellent example of an industry 
which combines the two types, and illustrates the complexity which 
characterizes modern production. A firm may receive an order 
for a machine of a certain type and size, and consisting of a large 
number of detachable parts, each of which must be made in the 
factory. In such a case the available machine tools in the factory 
are allocated to the various parts, and the work is so arranged that 
all the parts reach the assembling department at approximately 
the same time. If parallel progress is not attained the consequent 
delay in assembling or building up the new machine may seriously 
disorganize the establishment. 
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appear eminently suitable for the purpose. They distribute 

the product over a wide market and sometimes draw raw 

materials from great distances. The Lancashire cotton 

industry obtains its raw material from America and Egypt 

and sends its products across economic and political barriers 

to the ends of the earth. The concentration of industries 

in selected areas is often termed territofial division of 

labour. 

When we carry our preliminary survey a little farther we 

find that, just as industries differ from each other, so, too, 

do the establishments of which an industry is composed. 

Some are large and others small; some employ large 

capital in the form of expensive machinery, others rely 

more largely upon manual workers; some specialize on 

one product or a small group of standardized products, 

others provide a large variety of goods. Often what 

appears to be a single industry is more correctly termed a 

group of industries, among which there is little or no 

rivalry or co-operation. They may use different material, 

as in wire-drawing, or make different types of products as 

in textile manufacture, engineering and sliipbuilding. 

Where production is made up of a series of distinct processes, 

as in the making of steel products, some firms may concen¬ 

trate on one process, while others combine all the processes. 

It is convenient to denote such differentiation of function 

within an industry by the words industrial specialization. 

One further aspect of specialization calls for comment. 

The internal arrangements of factones and other business 

establishments differ widely, but they all employ the 

method known as technical division (or sub-division) of 

labour. If we wander through a tjpical modem factory 

we observe first that the commercial and technical sides 

are separated. Moreover, a clear distinction is drawn 

between the salaried staff and the wage-earners. Of the 

latter some are direct or process workers (i.e. they manipu¬ 

late the material), while others are indirect workers ; some 

do manual work, others mental routine work; some do 

(c) Industrial 

(rf) Technical 
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skilled work, others unskilled. Some may be employed 
on work involving Considerable personal discomfort, if 
not actual danger, others on light, pleasant tasks; some 
may be in regular employment, others employed on casual 
work; some may be working on machines, others with 
simple tools. One class of work may be performed by 
men, another by women and boys; some workers are 
paid time wages, others according to individual output; 
some may be very highly paid compared with others, and 
for no obvious reason. All, salaried staff and wage earners, 
are subject to that discipline which is inseparable from 
co-operative effort, be it in factory, in university, or on 
playing field. 

Risk-taking The production of a commodity consists of a chain of 
as an example therefore cxtends over a long period. 

It was estimated that even during the First World War, 
when the need was urgent, the first supply of shells from a 
new design was not forthcoming until three months after 
the order had been submitted. The time quoted before the 
war for building a standard cargo steamer of 7,000 tons 
gross was seven months, but there should be added the 
time necessary to prepare the materials for shipbuilding. 
Since production is a long process, it follows that, in the 
main, it must be carried on in anticipation of demand.^ 
It is inevitable that someone should take the risk of the 
market, and in modem industry risk-taking, in this sense, 
is a function that has become highly specialized. 

In a large community, Inade up of creatures of habit, 
it would appear as though the risk of error involved in 
estimating future demand need not be very serious. In 
one sense it is, indeed, true to say that the risk is com¬ 
paratively small. Social habits change but slowly, and 
it is this constancy of great numbers which makes possible 
not only insurance, but even the whole of modem organiza¬ 
tion. In the case of most commodities and services 

* In some cases, such as housebuilding and ship construction, 
the contract between the producer and consumer still prevails. 
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it should be possible to estimate the total requirements 

of society in the immediate future within very small limits 

of error. But the individual producer is faced with the 

more difficult task of estimating the market for his own 

output. Moreover, it will be shown that, under present 

conditions, the financial consequences of a slight error 

may be veiy serious, resulting in gains or losses bearing no 

arithmetic relation to the degree of error. The " little 

more and “ little less are of the first importance. The 

speculative character of production to meet an estimated 

future demand is even more pronounced in those cases 

(and they are many) where the production of one com¬ 

modity necessarily involves the concurrent production 

of a second commodity. Coke and gas are produced 

jointly from coal, and the volatile matter given off in the 

process of slow carbonization is capable of being reduced 

to a number of other useful products. Sheep give us 

mutton and wool. Even a correct estimate of the future 

demand for one of the joint products might involve a 

serious error in respect of the other. But there are other 

cases in which the product may serve many needs, and 

has therefore several distinct markets, wliich tend to 

stabilize production by neutralizing error. It is the 

function of the speculator, be he the manufacturer himself 

or an intermediary, to estimate the probable future require¬ 

ments of society and to translate such an estimate into a 

present effective demand from individual establishments. 

In this way alone is it possible to secure that continuity 

of production which is essential if modem economic 

organization is to be efficient. 

Industrial Change 

In the preceding paragraphs we noted some of the 

outstanding features of industrial society as it exists to-day, 

and called attention to some important differences between 

industries and between firms. But society is always 

changing, and our industrial structure is slowly but steadily 

Higher 
standard of 
life due to 
improvements 
in organization 
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(a) Hngineci 
1 u(f nnd 
transport 

developing new features. By invention and organization 

wc increase our command over natural forces, that is, we 

produce a given result with less expenditure of human 

efort and so, without injury to existing industries and 

satisfactions, set labour free to satisfy existing wants over 

a larger field or new wants created by new discoveries. 

When we compare the present with the still recent past, 

we realize how many new inventions and new forms of 

enjoyment have made their appearance—reference need 

only be made to the telegraph, telephone, the internal 

combustion engine, broadcasting, and the cinema. More¬ 

over, the general standard of housing, clothing, diet, and 

education has been raised. We take far more things for 

granted than did our grandfathers, and this is perhaps the 

safest test of economic progress. 

These are changes in the standard of living. Many 

changes have also occurred in the nature of economic 

organization. In the first place, engineering and transport 

have become vastly more important. These industries, 

in the broad sense, stand in a peculiai* relation to the vast 

majority of the remainder. Unlike the latter, they tend 

to grow more rapidly than population, and therefore to 

absorb an increasing proportion of the available supply 

of labour. Improvements in other industries react upon 

them. When the steamship took the place of the sailing 

vessel, a new branch of engineering was created. When 

the hand-loom disappeared before the competition of the 

power loom, it became necessary to build a specialized 

branch of engineering for the manufacture of textile 

machinery. The same remark applies to boot and shoe 

manufacture, milling, printing, press work, transport by 

rail and road, and a host of other industries. Engineering, 

in short, is a group of industries, each branch being closely 

associated with some other industry of a different character. 

Again, every movement towards further differentiation 

of work, or greater concentration of industry in well-defined 

regions, adds to the importance of transport. The fact is 
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so obvious that we need not multiply examples. In the {b) Ancuiary 

second place, the relative growth of engineering, transport, 

and their ancillary trades has been accompanied by an 

increase in the amount of fixed capital employed in industry 

and a consequent growth in the scale of manufacture. 

The factory of the early nineteenth century bears no greater 

resemblance to the modem factory than a coaching inn 

bears to a modern hotel in a large city. The increase in 

the size of the factory has been followed by a change in 

the character of competition and a tendency towards 

industrial monopoly. 

In the third place, a peculiar urgency attaches to the (c) Continuity 

production of some commodities and services. Not only o?lippiy^^ 

a supply, but a fairly continuous supply, is essential to 

the welfare of the community. Gas, electricity, and coal 

cannot be stored in sufficient quantities to enable society 

to contemplate with equanimity a prolonged cessation of 

production. Transport, being a service, cannot be stored. 

Two wars have revealed the extent to which we rely upon 

a continuous flow of imports of foodstuffs and raw materials. 

The heavy penalty attaching to a break of continuity 

must be regarded as one of the most serious risks of modem 

economic and social organization. A temporary failure 

of the supply of water to a large city, or the cessation of 

activities connected with public health, may endanger the 

lives of multitudes. Closely connected with this risk 

is the further risk that the supplies may not be of the right 

sort. Caveat emptor no longer suffices as a guiding prin¬ 

ciple. The millions of people who drink milk in London 

every day cannot distinguish between, and make a selection 

from, good and indifferent milk in the way that an expert 

distinguishes between a good and an indifferent motor-car 

or golf club. The producer and buyer are so far removed 

from each other, and the temptation to dilution is 

so strong, that it has become necessary, in the case of 

many products, and even services, to provide some sort 

of safeguard for the buyer. 
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A measure of 
value 

A medium of 
exchange 

Exchange 

Division of labour necessitates exchange. A group 

of people combine to produce a steady supply of one 

commodity or service which they expect to exchange in 

due course for the large variety of things which they need 

as consumers. Two results follow. In the first place some 

means must be devised for measuring commodities and 

services against each other. The supply is so large and 

varied that the units cannot be directly measured, and some 

common measure or imit is employed, corresponding to 

the physical units of length and volume. Since the pro¬ 

ducts are interchanged, the problem to be solved is that of 

determining how much of each shall be exchanged for a 

certain amount of another. The unit is therefore a unit or 

common denominator of value. In theory an index number 

would serve the purpose admirably. A ton of steel might 

be represented by the number lOO. If a ton of steel were 

of the same value as two tons of bricks, a ton of the latter 

would be represented by 50. But index numbers are a 

comparatively new development, and are not yet suffi¬ 

ciently understood to be employed for this purpose. Society 

at an earlier stage adopted, and continues to employ, 

another standard measure or index, namely, a certain 

quantity of gold. In this country, until recently, we em¬ 

ployed as standard the sovereign, which represents a 

certain weight of fine gold. 

In the second place, it becomes necessary to provide a 

method whereby the producer may be able to get rid of 

his product without exchanging it directly for those things 

which he desires to consume immediately or at a later 

date. Even if every worker produced independently 

of all others, and the village in which he lived were self- 

sufficing, barter would still be a laborious method of ex¬ 

change, When people work in large groups, draw their 

raw materials from distant places, and send their products 

to many markets, at home and abroad, barter is a physical 
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impossibility. Producers must be able to exchange their 
product for something which, in turn, can be used, in almost 
any fraction, for the purpose of obtaining what they need 
and when they need it; in other words, some medium must 
be employed which represents purchasing power at all 
times. This medium is known as money. 

There are many forms of money, but until recently the Money 
most imiversal was gold. Society, in the interests of sim¬ 
plicity, adopted the same instrument to serve both as a 
medium of exchange and as a standard measure of value. 
The supply of gold is not easily adjusted to requirements, 
and it has been found desirable, if not absolutely necessary, 
to economize its use by emplo3dng other forms, such as 
paper money. Even paper money in the form of notes is 
not essential. For it should be observed that the employ¬ 
ment of a medium of exchai\ge is little more than a con¬ 
venient method of accountancy. The amount of money 
or purchasing power in our possession, or within call, best 
indicates the extent of our claims, as compared with the 
claims of other people, over the supply of good things 
existing in the community. Index numbers might again 
serve the purpose, but society, which instinctively rejects 
the abstract in favour of the concrete, clung to gold, and 
still holds the view that such paper money as it employs 
is only useful as a medium in so far as it ultimately repre¬ 
sents gold. 

It has been stated that money serves both as a medium The problem 
of exchange and as a standard measure of the relative "" 
values of commodities or services. A woollen manufacturer' 
makes cloth because he expects to exchange the cloth for 
money or general purchasing power. The amount of the 
latter which he receives for each unit of output is called 
the price of the cloth, and the total amount received for 
the output is called the gross receipts or revenue of the 
business, and represents the source of all payments in the 
form of raw material, wages, and other necessary expenses. 
Two questions immediately present themselves. The first 
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is, What determines the price of the cloth ? The second 
is, What determines the proportions in which the gross 
receipts of the business are divided between those who 
have co-operated in producing the cloth ? The first of 
these questions is ambiguous. Suppose the price of the 
cloth at any time to be 5s. per yard, which is also the price 
of two pounds of butter, it may be stated that the value in 
exchange of a yard of cloth is the same as the value in 
exchange of two pounds of butter. When we ask why it 
should be so, we are inquiring into the causes determining 
the relative price of cloth. But the relative price may 
remain constant wliile the absolute or money price under¬ 
goes considerable change. Our standard measure of value 
is not, like the yard or the pint, an invariable or unchanging 
standard. Recent experience, wliich will be examined 
later, shows that it may vary between wide limits. The 
prices of commodities and services may vary relatively 
to each other, or they may move together in the same 
general direction. When, again, we examine the second 
question, we find that those who co-operated with the 
woollen manufacturer provided either goods or services, so 
that the second question is essentially but a repetition of 
the first, and the same ambiguity arises. The questions 
may be reconstructed. We may ask, first, WTiat determines 
the general level of prices ? and second, What determines 
the relative prices of goods and services ? When expressed 
in this form they broach the problem of valuation in all 
its aspects. It is important, however, to distinguish 
between the manufacturer and his product, the worker 
and his work, the landowner and his land. We shall 
need to consider not only what determines the value of 
A's product or B's services, but also what accounts for the 
fact that C is wealthy and D poor. 

When we review the facts which have been described 
in this chapter it becomes evident that there are two 
distinct and more or less fundamental economic questions, 
that of organization or structure, and that of valuation. 
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The question of organization is concerned with form and 

method or technique, with the manner in which society 
satisfies its wants and the institutions which have been 

created for the purpose. The question of valuation is 

ultimately concerned with the results of organization upon 
the lives of the members of that society through the pay¬ 

ment made to each for his contribution. An individual's 

possible standard of living is determined by the efficiency 
of the complex rnacliiuery of production, but his actual 

standard of living is determined largely by the valuation 
placed by society upon his individual contribution. This 

in turn depends partly, as we shall find, on inheritance 

and partly on character. 

Although these two questions are distinct, they cannot 

be separated and placed in watertight compartments. 

For it will be shown that the governing motive is not 

service but gain, and that the form of organization adopted 
by individual producers or groups of producers is not 

necessarily that which is likely to secure the greatest out¬ 

put for the whole of society, but that which will, indirectly, 

give the producers the greatest claim upon the products 

of the rest of society. Thus, for example, the large trusts 

of America and the trade unions of tliis country owe their 

formation, and the form which they take, to the fact 

that they are more powerful instruments for bargaining 

with the community than were the previously competitive 

units* 
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Motives of 
production 

(a) Need 

(b) Scarcity 

THE PURPOSE OF PRODUCTION 

Production 

In the second chapter we attempted a preliminary survey 
of the manner in which society works. The governing 
principle is that of specialization and co-operation. Whence 
it comes that every worker has two interests—a narrow, 
concentrated interest as producer and a more varied 
and widely diffused interest as consumer. He or she 
assists in providing one thing, but in turn wants many 
things. Thus we have passed, almost without being aware 
of the transition, from the question How do people 
produce ? *' to the question Wliy do people produce ? ” 
The individual motive to effort is the need or desire for 
the results of effort by other people. 

In its collective sense society produces because it wants 
the products and cannot obtain them otherwise. The 
statement is, of course, a truism, but, like many other 
truisms, it is frequently forgotten and so requires emphasis. 
It is obvious that reasonable beings would not toil to make 
things which nobody wanted; but they also want many 
things which already exist in sufficient quantities and for 
which they need not work. The air that we breathe is the 
most obvious example, though there are others. The local 
authority in a seaside resort would not be so foolish as to 
convey sand from a neighbouring resort to add to the miles 
of sand on its own shore, but a parent may buy a load of 
sand and have it conveyed many miles inland in order to 
provide his children with a sand garden. We work only 
if the desired result cannot be achieved without working: 
in other words, scarcity ” is a second condition of effort. 
The full importance of scarcity as an economic force or 
influence will only become evident during the discussion 

i8 
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of the problem of valuation. There remains a third 
essential preliminary to effort. A builder would not erect 
a house on the summit of Ben Nevis for the personal use 
of a man constantly employed in South Africa. But 
someone in Virginia (if we can believe the label) has been 
employed in growing tobacco which some of us have been 
smoking to-day. Tobacco can be conveyed in ships to 
this country ; a house cannot yet be exported. The one 
is portable, the other is not. It is not essential that the 
product itself should be portable; what is essential is 
that the product and the consumer should be brought into 
appropriate relations for the purpose of consumption ** 
or enjoyment. We go to Harrogate to drink the waters, 
or to Lord’s to witness a cricket match. We see the actor 
in the theatre, but the singer at a broadcasting station 
may be a hundred miles from the chair in which we sit 
listening to him. Thus, a rational society is engaged in 
making things that are wanted because they are wanted, 
things that are too restricted in supply to satisfy existing 
demands because they are so restricted, mid tilings that 
are made in a form convenient to the consumer or at a 
place within his reach, because in that form or place they 
can satisfy his needs. People whose work and the results 
of whose work satisfy these tests are assisting in production. 
Let there be no ambiguity on this point. Economic and 
ethical considerations are distinct and separate. The 
quahty of the demand which issues from society has no 
bearing on the matter, nor yet the nature of the work. 
By work or labour we mean successful effort, consciously 
and deliberately undertaken for the purpose of satisfying 
an* expressed need, or a need which will appear and be 
expressed after the product has been made or the services 
offered. Pleasure derived from the work is secondary or 
incidental. When anticipated pleasure is the motive force 
the eSort falls into the category known as recreation. 
If work fails to achieve its purpose it is unproductive and 
represents economic waste. If a man builds a house 

a—(B.185T) 

(c) Porta¬ 
bility 

“ Productive 
labour ” 
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where nobody wants it, the house represents economic 
waste and the work is unproductive. If, however, he 
builds a profitable casino and thereby helps to send many 
to perdition, his work is productive. Much confusion 
has resulted from the failure to separate economic and 
ethical conceptions. The economist is not concerned with 
the moral qualities or the idiosyncrasies of consumers, but 
with their needs as actually expressed in their demands. 

It is important to stress the fact that the needs should 
be expressed in the form of demand, that is, an offer of 
purchase. The hungry child's wistful gaze through the 
window of a pork butcher's shop does not stimulate the 
butcher to greater effort unless lie be, moreover, a philan¬ 
thropist. Economic society pays no heed when we cry 
for the moon, but it is all attention when a Government 
decides to increase its fleet of airships. It remains un¬ 
moved so long as social reformers arc like those crpng 
in the wilderness, but it works with feverish activity when 
nations are engaged in mortal combat. The last example 
serves to remind us that the destruction of things which 
society still demands is, like misdirected effort, economic 
waste. The destruction of a ship which is in every sense 
derelict and in the way is essentially productive or con¬ 
structive, for it eliminates waste; but the destruction of 
a ship wliich is still th(i object of demand represents 
economic waste. It represents, indeed, twofold waste, 
namely, that of the sliip itself and that of the labour spent 
in destroying it. These illustrations are apt, for they 
remind us of two forms of economic activity which have 
acquired considerable importance during the last genera¬ 
tion. In the first place, many “ waste products " of indus¬ 
try, once flung aside as manure or rubbish, have acquired 
fresh value. Perishable goods, such as vegetables, fruit 
and meat are now preserved either by cold storage or by 
being tinned or bottled. The volatile matter in coal 
which once escaped through the chimney to pollute the 
atmosphere is now recovered, in many places, by slow 
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carbonization of coal in ovens, and split up into its 
constituent elements (toluol, benzol, tar, etc.), each of which 
is a valuable product. In the second place, a considerable 
amount of labour is spent in removing economic waste, 
and such labour is productive. Those who clean the streets, 
for example, help to produce what society wants, namely, 
clean streets. When ground leases expire people pull 
down the old dwellings in order to make room for other 
buildings which correspond more closely to the developing 
needs of the community. 

Wealth 

Thus we come to the consideration of the third leading 
question. We have already tried to show how and why 
society produces ; now we ask what it produces, and enter 
a sphere in which technical terms and definitions become 
necessary. Wliere technical terms are concerned the 
economist is in a difficulty from which most other scientists 
are free. For his task is to interpret a branch of human 
experience, to indicate the significance of economic or 
business effort. He is thus compelled to accept, as far as 
possible, the terms already in common use, and with the 
meaning commonly expressed or implied. But ordinary 
language is often somewhat loosely used, and terms are 
given difierent connotations at different times, wliile the 
scientist must above all things be consistent and, having 
used a term in one sense, may not use it in any other sense 
without calling attention to the change. Society produces 
wealth. The term wealth is employed loosely in ordinary 
conversation. One may use the term to mean money, or the 
money value of all his ** goods and chattels,” another may 
use it to mean the actual commodities in his possession, in¬ 
cluding a house and a share certificate, though the certificate 
is strictly comparable only to the title deeds of the house. 
A third may include his own skill as engineer or physician. 

It is convenient to define the term wealth with reference 
to the attributes or qualities of the items which it covers. 

Difficulty of 
definiion 

Four 
attributes 
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Personal 
services 

Three such attributes have already been given—capacity 
to satisfy a want, relative scarcity, and portability in the 
sense already indicated. The fourth is that it must be 
external to the owner and therefore capable of being 
transferred to some other individual, who will then become 
the owner. The term wealth would thus cover concrete 
and tangible or material objects and immaterial goods, 
such as the goodwill of a business, a lien on personal ser¬ 
vices and a patent right, which is the title to the service 
of a machine. But it would not include personal services 
as such, for the latter are not transferable. As soon as 
they cease to be potential and become actual, they dis¬ 
appear ; they are destroyed in the process of performance, 
and therefore cannot be transferred to some other owner 
without entirely changing their character. They either 
become embodied in goods or produce their effect upon 
human beings—in other words, they are consumed as they 
are produced. The processes of their production and 
consumption cannot be separated. If they were included, 
not only would they be included twice in cases where they 
were embodied in goods, but in other cases (consumption 
services) they would be included after they had disappeared, 
and, to be logical, concrete things, such as chocolates, 
would also continue to be included even after they had been 
eaten. If (as we should) we draw a distinction between 
material or other goods and the services which they render— 
between wealth and the service which it renders—the 
corresponding distinction between people and their services 
may be drawn. Our definition, therefore, rests upon a 
strong logical foundation, and is at the same time in accord 
with current usage. Thus wealth consists of material 
and immaterial goods which possess the four attributes 
already indicated; it must be distinguished both from the 
service rendered by wealth and from the property rights 
to it. A railway bond is merely evidence of ownership 
of wealth, which in this case is the railway and all that is 
connected with its operation. The fact that certain forms 



THE PURPOSE OF PRODUCTION 23 

of wealth, such as the General Post Office, are owned by 
the Government possesses no significance in this connection. 
All wealth is owned; in other words, it is the subject of a 
property right, which may be vested in an individual or 
in an association, or, again, in the State. 

The definition that has been submitted not only 
satisfies logical tests but would also be accepted by the 
vast majority of business men as descriptive of the term 
when employed by themselves in circumstances calling 
for care and consistency in the use of language. There 
are, however, two cases that present some difficulty. The wai Loan 
first is that of Government bonds representing loans made 
by the State during war and other periods of stress, and 
against which there are no tangible assets. The proceeds 
have been spent unproductively.*' The assets in this 
case are represented by the future taxable capacity of 
the State—a sort of goodwill—and the Government stock 
represents a claim upon such assets. The second diffi- 
culty is that of placing money.'' We are often told 
that money is not wealth, but a claim upon wealth. It 
is true that money represents purchasing power, and is 
not wanted for its own sake—except by a miser. We 
do not want to eat it or drink it, nor yet, even though it 
talks, to listen to it. Moreover, we have already shown 
that the value placed upon a man's wealth should be 
distinguished from wealth itself. The former is the measure, 
the latter the substance. Nevertheless, it seems to us a 
non sequitur to argue from this fact that money—cash 
and credit—is not wealth: to draw such a distinction is 
to assume that in order to be wealth, goods should not 
only be wanted, but wanted for their own sakes. Just 
as we distinguish between goods (wealth) and their valua¬ 
tion, so too we may distinguish between money and its 
valuation. We cannot increase the nation's wealth by 
multiplying money, for such multiplication would reduce 
its value. But it does not follow that money should be 
excluded from the category of wealth. And if we exclude 
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money solely on the ground that the service which it 
renders is peculiar we are adding a new attribute to our 
definition, and, while reducing the term's extension or 
denotation, we are also making its intension vague and 
elastic. For in that case gold would be wealth so long as 
it retained its bullion form, or if it were converted into a 
watch, but would cease to be wealth the moment it was 
converted into sovereigns. 

Moreover, when, during periods of uncertainty, people 
buy diamonds as the most likely commodity to retain its 
value, and use them as a medium of exchange, they would 
cease to be wealth. Finally, paper which is pasted on walls 
would be regarded as wealth, but paper used as money, 
thereby rendering, in ordinary circumstances, far greater 
service (measured in value or otherwise) to society, would 
not be regarded as wealth. While, however, we conclude 
that money is wealth, we should not blind ourselves to the 
peculiarity of the service which it renders and the limita¬ 
tions imposed upon such service. These will be described 
in due course. 

We may summarize the discussion as follows: If we 
exclude personal services, wealth includes anything which 
is bought and sold on the market, that is, anything which 
possesses exchange value, whether it be a material good, 
or an immaterial good, such as goodwill or a claim upon 
personal services or upon future taxable capacity. The 
receipts for payment, the deeds of a house, and a share 
certificate are all evidence of ownership. The criterion 
of wealth is found in the four qualities or attributes or 
implications that have been specified. The definition 
is a narrow one; the standpoint is strictly individual. 

We have said that society produces wealth ; but it does 
more than that. To a large and steadily-growing extent 
it is concerned with personal services that are not em¬ 
bodied in wealth but are rendered directly to people and 
are immediately productive, or intended to be productive, 
of health, knowledge, pleasure, etc. They may be called 
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consumption services, and fall into the same category 
as the services of final consumption goods. The latter may 
be distinguished from instrumental or production or inter¬ 
mediate goods, and these in turn are comparable with 
those personal services which find expression in goods. 
Thus, for example, the service of an actor may be compared 
with the service of tobacco, and that of the accountant or 
teacher of engineering science with the service of machinery 
or raw material. 

We have said that the term wealth is employed in a 
somewhat narrow or individual sense, both in economics 
and in ordinary discussion. ^ The point of view is intensely 
individual and, further, ignores all ethical considerations. 
We should, therefore, be cautious in the deductions that 
vve make from any theories based upon so narrow a concep¬ 
tion. For example, the connection between wealth and 
welfare is neither so close nor so obvious as it would have 
been if the term wealth had been defined with reference 
to considerations of ethics and well-being. Again, w^ealtli 
includes only that which is relatively scarce. The purpose 
of effort is to translate scarcity into plenty; yet if we made 
any commodity exist in superabundance it would be re¬ 
moved from the category of wealth. The value of the 
various forms of wcjilth, moreover, does not var}^ in pro¬ 
portion to their amount. If, for instance, we doubled 
the supply we might quite conceivably reduce the total 
exchange value of that supply. Finally, when we consider 

^ The definition of wealth given abov'e is wider than that sub¬ 
mitted by those who argue that all wealth is the result of labour. 
If we add this further atlribut^ we exclude all those economic goods 
that are the free gift of nature, and so give the term a much nar¬ 
rower significance than it enjoys in the business world. A landowner 
would regard his land as wealth quite as much as other parts of his 
estate ; the owner of mineral rights would consider such rights 
as no less entitled to be included in the term wealth than the right 
conveyed by the leasehold of a factory. The argument of those 
who would exclude all material objects upon which no labour has 
been expended appears to be based upon the confusion of wealth 
with the services of wealth. It is obvious that coal, until labour 
has been expended upon it, cannot render any service^ but the 
labour spent in extracting and ex])loiting merely adds to its value. 
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social well-being, rather than individual wealth, we should 
include other factors contributing to the former; for 
example, the unpaid work of a housewife, of which wealth 
takes no cognizance. The problem of relating wealth to 
welfare in these senses will be examined at greater length 
in the last book of this volume. 

Capital 

The distinction that was drawn above between con¬ 
sumption goods and production or intermediate goods 
leads to the consideration of the second term that has 
been borrowed by the economist from the business world 
—capital. Capital, like wealth, has been employed in 
different senses, and the difficulty of definition already 
indicated applies with even greater force here. But in 
this case we have the assistance of a profession, part of 
whose business is to know exactly what is meant by capital. 
The preparation and audit of balance sheets is the first 
task of financial accountancy, and we may therefore turn 
with confidence to accountants for guidance. In preparing 
financial returns an accountant distinguishes between a 
capital account and a revenue account. A capital account 
is a statement of all assets and liabilities, and such a 
statement covers every item owned by the firm and pos¬ 
sessing exchange value. It would include, for example, 
the factory, the tools, the raw material in stock, unsold 
finished product, all furniture, all the wine and spirits 
(if any) held in stock for the benefit of prospective cus¬ 
tomers, ^ as well as money in the form of petty cash and the 
balance at the bank. Thus, to the accountant, capital 
is the stock of wealth owned by the firm at any given time. * 
A capital account is, as it were, an instantaneous photo¬ 
graph. If we generalized from that instance we might say 
that capital represents the stock of wealth held by the whole 

^ The last item is by no means inconsiderable in the case of 
social clubs. 

* In money terms, it is the excess of assets over liabilities. 
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of the community, but the generalization is far too sweep¬ 
ing. If we included the novels lying in the room in which 
I write, the tobacco in my pouch, and the photographs 
on the mantelpiece—that is, all consumption goods in the 
hands of consumers—we should be using the term capital 
in a sense that was never intended by the accountant, 
and in which it is never employed in ordinary language. 
As consumers, we do not call in accountants to strike a 
balance sheet. Most of us do not even trouble to keep 
detailed accounts of our expenditure. The accountant 
is concerned mainly with a business undertaking, and the 
purpose of a business is to earn a return by providing 
service to the community. If the accountant were asked 
why he included every item in the assets as capital he 
would reply, imless he were a mere slave to tradition, that 
he did so because the assets were intended to provide an 
income. It has, indeed, been said that capital is that part 
of a man's stock from which he expects to derive income. 
The stress here is laid upon the income-producing capacity 
of the assets; but income is secured by providing service 
to others, and by emphasizing the side of service some 
writers have been led to define capital as wealth which 
is intended to be used in further production. The first 
definition stresses the individual, the second the social 
point of view. Both evade some of the most serious 
difficulties of definition ; neither is accepted by the Inland 
Revenue Department. Thus, to take the classic example, 
the owner of a house is taxed upon the revenue-producing 
capacity of the house, even when he lives in it himself. 
Yet if he is tenant as well as owner, the house represents 
a consumption good or consumable commodity in the 
hands of the consumer. But, it is possible to argue, the 
house may be leased or rented. It provides a service 
(shelter) which is itself wealth and may be bought and 
sold on the market; it represents in crystallized form a 
long series of such services. Such a statement introduces 
a new attribute-—durability. A distinction is drawn 

Wealth used 
in production 
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between durable and perisliable goods, the latter being 
goods which can only perform a service once, and which 
(like a strawberry) are destroyed in the process. If such 
an attribute were introduced it would eliminate from the 
list of capital goods in a firm's balance sheet all those 
commodities that are perishable. Moreover, a large pro¬ 
portion of consumption goods is of a durable character; 
a piano, a book or a picture may be hired out by the owner, 
who may, too, be " tenant" as well as owner. Js there 
any vital economic distinction between a piano and a 
house ? Thus we are led to the conclusion that we car not 
introduce durability as an attribute of capital, and we are 
thrown back upon the original definition that capital is 
that part of a man’s wealth from which he expects to derive 
an income. But we are dealing with customary or majority 
use, and a house, even when it is occupied by the owner, 
may be regarded as capital because it is customary for 
people to derive income from property in houses, while 
we exclude a piano or a book in the hands of a consumer 
from the category of capital for the reason that it is not 
customary for people to derive income from pianos or 
books. ^ 

We have not yet solved all the difficulties of definition. 
Most economists call attention to the fact that there are 
four agents of production—^land, capital, labour and organ¬ 
ization. They draw a distinction between land and capit al, 
regarding them as mutually exclusive, on three grounds : 
(i) land is a gift of nature, while capital is the product of 
labour; (2) land is imperisliable, while capital perishes 
slowly and has to be replaced; and (3) land is fixed in 
quantity, while capital is reproducible. Although these 
distinctions are not absolute and final, we may admit 
their importance. But it should be borne in mind that 
what is contrasted with land in this case is the sum total 
of capital goods, that is, the building, machinery, and other 

^ Piano makers and book publishers should be classed in this 
case not with owners of house property but with house builders. 
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forms of capital. But capital may be regarded from two 
points of view, first as tangible and intangible assets, and 
secondly as a sum of money representing the value of those 
assets. If a business man were asked what was his capital 
he would probably state a sum of money. The capital 
of a firm is always entered as a sum of money. Even 
capital in the sense of money capital is capable of two 
interpretations—the nominal capital and the capital value 
of the business as a going concern. This latter distinction 
we shall consider in due course ; what is important ai this 
stage is to distinguish between money capital and capital 
goods. The distinction which is drawn between land and 
capital is important if by the latter we mem capital goods 
the constituent elements of which together make up capital. 
Not merely does it lose significance, but it actually becomes 
false if by capital we mean money capital, part of which 
may be spent in acquiring propcrt}^ in land. Wlien we 
examine the various forms of capital goods, we find that 
some consist of durable goods in the sense that they perform 
ser\dce of some kind day after day and week after week; 
other forms, such as raw material, are transformed into 
finished products, that is, they perform the whole of their 
function in one use. The money spent upon the more 
durable forms of capital goods is called fixed capital," 
while the money spent on perishable goods and in the 
payment of wages, on holding stock and giving credit to 
customers, is called circulating capital. 

Income 

The conception of capital is closely connected with that 
of income. The two terms are correlative. Any income, 
like capital, may be regarded from two points of view, the 
commodity and the monetary. Income is sometimes 
regarded as the net addition to wealth (i.e. allowing for re¬ 
plenishment of wasting assets) made during a given period ; 
at other times it is the money value of such addition. It 
is a term which possesses so much elasticity that it requires 

Income and 
capital 
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an adjective to define its meaning in any given circum¬ 
stances. When used in the individual sense, it usually 
refers to money, and when used in the social sense it refers 
to goods. In all cases, however, income is a term of two 
dimensions; it involves time and amount, whereas capital 
is a term of one dimension only—amount. Capital is a 
stock or reservoir, income a flow or stream; the one is 
a static view of wealth (howsoever conceived), the other a 
dynamic view ; the one is an instantaneous photograph of 
wealth, the other a moving picture. 

Consumptioa Ih the secoud chapter we were mainly concerned with 
p^SiucUon the structure or anatomy of economic society, and in the 

present chapter we have seen that in the performance of 
its fmiction it produces wealth (nan'owly interpreted) 
and human services not embodied in such wealth. If 
we take a d5mamic view of society we realize that it pro¬ 
duces income, that is, additions to wealth. Income, 
however, is a wide term. An individual with an income of, 
say, £1,000 per annum, may spend four-fifths and save the 
remainder. He may place the money in a bank, thus 
retaining it in “ liquid " form, or he may lend it on mort¬ 
gage to a business man or house owner; he may invest 
it in railway or other stock, or he may hand it over to an 
assurance company in return for an endowment policy. 
There are innumerable ways of saving, but in all cases 
(unless it be lent to hasten a rake's progress) it is ultimately 
invested as capital in some form of economic activity. 
It is spent in the purchase of capital goods in the form of 
buildings, machinery, raw material, and other requisites. 
It follows that the economic activities of society fall into 
two categories, the production of instrumental goods and 
the production of final consumption goods and services. 
The ultimate purpose of production is to provide a continu¬ 
ous and increasing flow of the latter, and it can only be 
done if one portion of society's effort is, as it were, set aside 
to maintain existing instruments of production in a state 
of repair and efficiency and to add to their supply. The 
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existing supply of capital goods is part of our heritage 
from the past, and it is usually regarded as the duty of 
each generation to bequeath to its successors not only 
as much as it inherited, but more. Thus the income which 
is continuously produced by economic society consists 
not only of final consumption goods and services, but also 
of capital, which is a condition of continuity in the future 
supply of the things that we eat and drink and with which 
we make merry. It follows from what has been said that 
the possible standard of living in the commimity at any 
given time (or for a short period) is determined not by the 
total amount produced by society but by the total amount 
of consumption goods and services. Thus, if the community 
devotes more labour to the making of capital goods (i.e. 
if it increases its rate of saving) its standard of living falls, 
for the time being, below what it would have been if the 
community had saved less. The case is strictly analogous 
to that of the individual. If the recipient of £1,000 a 
year suddenly decides to save £300 instead of the customary 
£200, his standard of living during that year will fall. 
In due course he will benefit from the return upon the 
new capital, just as society will benefit from the additions 
which it lias made to capital; but these are ultimate 
rather than immediate results. Stated in this form the 
proposition is axiomatic; nevertheless, failure to recognize 
its truth lies at the root of many false economic doctrines 
that are preached in every generation. 

Economic society, wc have said, is continually employed 
in the production of commodities and services, some of 
which are directly and finally consumed and thus satisfy 
those human wants that are translated into demands ; 
the remainder strengthen the capital equipment of the 
community. Industry does not, however, move forward 
uniformly in a straight, horizontal line; trade does not flow 
smoothly and uninterruptedly; it ebbs and flows, like 
the tide. There are periods of good trade and bad trade, 
high prices and low prices, overtime and unemplo3rment. 

Industrial 
fluctuations 
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There are dislocations, maladjustments, and these, so far 

from being abnormal or accidental, are a normal feature of 

modern industry. Economic science, being an examination 

of economic forces, must include in its examination those 

which produce disharmony. We shall, therefore, need to 

devote a section to industrial fluctuation as a phenomenon 

which is characteristic of economic society, and therefore 

presumably due to inherent forces. 



CHAPTER IV 

THE ECONOMIC ORDER 

Property 

It has been said that economic forces operate within a i^^^s^ryar 

legal framework. Whether the State is powerful enough the state 

to control all economic forces is a difficult subject, about 
which more will be said at a later stage of our investigation. 
But even if we reject that view the above statement serves 
to remind us that we are citizens of a State, and that our 
economic activities are regulated by law. Economic society 
has been erected upon a legal foundation—property and 
contract—and the law of the land, even if it cannot sub¬ 
ordinate all other economic forces to its own dictates, 
must itself be regarded as one, or as the combination of 
several, of such forces. It is therefore necessary to con¬ 
sider the relation of the State to the economic system, 
and in this connection we shall be concerned with some 
fundamental concepts : property, contract, competition, 
monopoly, equality and freedom. But we shall only 
examine them to the extent that is necessary for the study 
of economics. In this we must be strictly pragmatic, 
and avoid discussions which carry us into tlie fields of 
metaphysics and jurisprudence, but are not of much value 
in a volume on elementary economics. 

Individuals and groups of individuals own/' that is, jusufication 
enjoy property rights over, land, factories, houses, house- owneShip 
hold goods, and a host of other concrete, tangible, external 
objects, as well as intangible things, such as the use of a 
patent, or the goodwill of a business. At one time, indeed, 
people owned men and women, who were then called slaves. 
It should be observed, first, that sucli rights are in fact 
legal rights, that is, they exist in law, and are protected by 
law and the force that lies behind law. If we take another 

33 
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man's sheep we are guilty of theft and, if convicted, 
are punished: at one time the punishment was death. 
Although the right exists in law its justification lies else¬ 
where. Nor does that lie in the origin of private property, 
which is found in seizure and user. It started among 
hunting tribes with movable objects, such as weapons, 
wliich ** naturally " belonged to those who could make 
best use of them. When, at a later stage, tribes acquired 
fixed abodes and cultivated the soil, property in land and 
dwellings appeared, from which fact there emerged the 
theory of property based upon occupation, a theory still 
recognized by nations in their dealings with each other. 
As society became more complex and the most suitable 
land was fully occupied, the objects over which property 
rights were exercised multiplied in number and variety, 
and the ** occupation " theory failed to fit the facts, with 
the result that it was urged that everyone had a right 
to what he produced. But this ‘‘ labour theory was 
found wanting when group production and exchange 
became characteristic features of economic society, and 

incorporeal" property, such as goodwill, also acquired 
importance. 

Private property has now been sajictified by age. It is 
so much taken for granted that people rarely reflect upon 
its justification. Just as the instinct of self-preservation 
is assumed to constitute a “ natural right " to live, so, 
too, the instinct to claim “ one's own " is regarded as a 
" natural right." There is, however, no " natural right " 
of ownership. Private property is not a law of nature," 
unless we define the natural as the customary or as the 
ideal. Nature, in the sense of the original or prehistoric, 
was cruel, and recognized no right beyond that of might. 
And the origin of property is found partly in seizure, 
not only of waste land, but of the valued possessions of 
other people. Private property, in the sense of right, is 
a development ; it was recognized first by custom and 
afterwards by law. 
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A property right, we have said, is a legal right. ^ It 

is, however, based upon necessity or expediency; its 

sanction is social. Property is an institution which is 

justified by results. The right of private property is a 

right which is conferred by society and may be withdrawn 

by society at its own risk. It is a condition of freedom 

which is itself a condition of progress. A slave could be 

forced to work in the interests of the master's future, but 

without private property there would be no provision for 

the morrow among free, rational beings. The continuity 

of social organization is guaranteed by private property. 

But society has never regarded property as an absolute, 

unrestricted right which must never be interfered with. 

It is a limited or restricted right, the degree of restriction 

being determined by social consequences. Society has 

always reserved the right to vary the conditions under 

which the private right is exercised and to restrict one or 

more of that group of rights which are associated with 

ownership. Absolute ownership or unrestricted right of 

property would include the right to hold or use, the right 

to destroy, the right to give away during lifetime, or 

bequeath at death, the right to sell and to determine the 

terms of sale, and the right to acquire, without limit, by 

contract. Society has never admitted an absolute right 

to property in the sense of including all these constituent 

rights. When property in slaves was acknowledged to be 

an iniquitous institution it was abolished. A city dweller 

who possesses a good pair of lungs and a trumpet may not 

exercise the one on the other at dead of night to the annoy¬ 

ance of his neighbours. The owner of a dog is not permitted 

to leave it free to prowl along dark streets, though the 

owner of a cat is not punished if it visits our garden and 

disturbs our sleep. A man may not do what he likes with 

his house, but must have some regard for the amenities 

1 This can also be enjoyed by a legal entity—it is even true to say 
that, in essence, a legal entity is a “ person ” recognized in law as 
capable of exercising a propei^ right. 

Restrictions 
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exercise 
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of the house next to his own. In some coiuntries the right 

of bequest is curtailed. Copyrights and patent-rights are 

only of limited duration. Railways have not been allowed 

to charge what they like for every service offered for 

sale. When undesirable features are intensified and the 

exercise of property rights is likely to bring in its train 

consequences that are admittedly anti-social in their 

character, the State steps in and imposes restrictions. 

Nevertheless, the rights are more obvious and important 

than the restrictions. Tliey act as an incentive to produc¬ 

tion and are the conditions under which foresight, thrift 

and enterprise can be exercised. It is clearly possible to 

encroach upon these rights to such an extent as to destroy 

their value. The British Government does not and would 

not question its own right to impose taxation; but if it 

imposed an income-tax of twenty shillings in the pound 

(thereby, incidentally, reducing everybody to pauperism) 

the incentive to work would be destroyed and the com¬ 

munity would quickly be reduced to a state of abject 

poverty, if not of actual starvation. In a society where 

experiment is always difficult, where unsuccessful experi¬ 

ment on this point might result in calamity, it is one of 

the most difficult problems of statesmanship to discover 

precisely at what point encroachment upon property rights 

begins to reduce the value to society of the rights them¬ 

selves. An illustration of the difficulty is to be found 

in building by-laws. If, in order to prevent overcrowding 

and rapid creation of slums, the regulations restricting 

the freedom of builders became so onerous as to destroy 

the incentive to build, housing conditions would become 

worse rather than better. 

Freedom of Contract and Enterprise 

When exchange takes place between individuals, what 

is exchanged is ownership or property right. Every 

exchange connotes a contract, written or verbal, explicit 
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or implicit, and a contract is enforceable at law. The 

system under which we work and live is frequently said to 

be based upon freedom of contract. But this freedom, 

like property right, is not absolute. A man is not free to 

sell his own freedom; a contract between two parties 

that imposes slavery upon one is not enforceable at law. 

Nevertheless, an individual is free to enter into a contract 

that reduces his freedom to enter into other contracts. 

He may bind himself, for example, not to enter into com¬ 

petition with someone else for a period of years. Free¬ 

dom of contract, like property right, is hedged round by 

restrictions. 

The State aims at economic freedom (to which ref¬ 

erence will presently be made), first, by enacting a law of 

contract and, secondly, through the restrictions imposed 

by that law. Without a law of contract economic freedom 

would be unattainable ; without restrictions upon freedom 

of contract it would be impossible to secure that degree of 

equality between the parties which is a condition of a 

“ reasonable" contract. Without contract, trade and 

industry as we now know them would be impossible; 

without factory laws laying down minimum requirements 

regarding sanitation and safety, many workpeople would 

be working under conditions which the State regards as 

intolerable. 

The law of contract permits, even aims at, economic Freedom of 
the consume 

freedom. Such freedom is not absolute; it is restricted 

by specific laws, but here again the open field is larger and 

more important than the closed area. In the absence of 

special laws to the contrary the individual enjoys a legal 

right to do many things that possess economic significance. 

He may buy what he wants wherever he likes; he may 

compete with other buyers or form an association with 

the latter for joint purchase—that is, he enjoys freedom 

in the capacity of consumer. He is even fr^ to enter 

into a contract restricting his liberty of choice in the future 

—and this is done every day in the business world, when 
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buyers and sellers enter into agreements for future delivery. ^ 

When the State, in its wisdom, desires to protect the 

consumer from the consequences of his own folly, it 

usually does so in an indirect manner, by imposing 

restrictions upon those who produce for or sell to the con¬ 

sumer. The State no longer compels us to attend church 

on Sunday, but it compels theatrical producers to submit 

their plays to the Censor. It forbids chemists to sell 

poison indiscriminately and tobacconists to satisfy the 

unhealthy desires of young children. The Prohibition 

law of the United States of America aimed at pro¬ 

tecting the buyer mainly by restricting the liberty of 

the seller. 

Economic freedom, however, is a term that is usually 

employed to denote the conditions imder which we live as 

producers rather than consumers. We are normally free, 

in law, to select any occupation we like; we may go where 

we like; we may compete with those in the same sphere 

as ourselves or combine with them to form an association 

—provided the latter is not used in restraint of trade. We 

may open a shop, build a warehouse or start a factory. 

We cannot construct a railway: the railways are now 

owned and operated by the State. Where there is no 

special restrictive legislation, our freedom is complete. 

We may open business as an accountant, but not as a 

doctor unless we fulfil certain requirements laid down by 

the State. Such, in brief, is what is meant by economic 

freedom, or freedom of enterprise. It indicates a condition 

in law, and a condition of equality. The law of contract is 

no respecter of persons—it prescribes forms and conditions 

which are applicable to all alike. It offers the same oppor¬ 

tunity to everybody. Equality and freedom are the aim and 

the achievement of the law of contract. But the words are 

employed in a sense that is so narrow that the statement 

‘ The freedom of the consumer was seriously curtailed during 
the war when, for example, the householder, after registering 
at a shop, purchased " controlled " articles there and nowhere else 
during the registration period. 
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becomes almost a truism, and by no means exhausts the 

subject. 

Following the late Dr. Alfred Marshall we have used the 

words economic freedom, or freedom of enterprise, to denote 

the fundamental legal characteristic of economic society. 

In such a society private enterprise is allowed wide scope ; 

so much so that the economic system has been called 

the system of private enterprise, the word private 

being used to distinguish it from exclusively public or 

State enterprise, and to include enterprise by associations 

working within the State. It is not, however, intended 

to suggest that the State does not pursue any form of 

economic activity. No modem State could avoid doing 

so. And some States have taken over certain forms of 

economic activity, such as railway transport, which in 

other countries remain under private control. But in 

such cases the State becomes an ad hoc body, subject to 

the same discipline and working under the same law of 

contract as private individuals or other legal entities, such 

as joint-stock companies. It enjoys no greater legal 

privileges than might be conferred, in respect of similar 

enterprises, upon other bodies. Thus the Post Office is 

a State monopoly which is subject to restrictions similar 

to those imposed in the case of any "'private'’ monopoly. 

It is controlled and operated by a department of State 

which, like a private company, obtains its powers under 

the law of contract and against which proceedings may 

be taken if it evades its legal obligations. The fact that 

it is a public authority does not place it above the law. 

It has no legal powers beyond those which might have 

been enjoyed by a private company in similar circum¬ 

stances. It cannot prevent competitors from entering the 

field; such restriction of competition, where it exists, is 

imposed by Parliament, not by the public department, 

and it would presumably have been imposed if the enter¬ 

prise were under the control of a private company. A 

public authority, again, may enter the competitive field. 

Private and 
public 
enterprise 
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A public department supplying electricity to the public 

(a monopolistic enterprise) may also act in the capacity 

of a firm of electrical engineers. It may offer to wire a 

private house and sell electrical fittings, and in so doing 

compete against private companies. As a competitor 

in this field it enjoys no special privileges, in law, which 

are not enjoyed by its competitors, though it may enjoy 

economic advantages, such as the opportunity that it 

offers of centralizing responsibility for the instalment 

and the light and heat desired by the consumer. If a 

public authority set up a milk depot or opened a boot 

shop in competition with others it would occupy the same 

position, in law, as its competitors. 

Thus the system of economic freedom or private enter¬ 

prise is one that admits of enterprise by individuals, 

groups of individuals, and public authorities. Freedom 

is implied, and regulations are regarded as encroachments 

upon such freedom. Such regulations or restrictions are 

always found in the statutes ; what cannot be found does 

not exist. In the absence of any definite restriction the 

individual assumes liberty of action. The true alternative 

would be found in the system of economic conscription 

or coercion, in which the State would determine individual 

action. It would necessitate a new law of contract. Wliere 

freedom of action was permitted, such permission would 

be found in the statutes and would be regarded as an 

encroachment upon coercion. In the absence of any 

definite and specified encroachment of this character the 

individual could not assume liberty of action. Such a 

system has never been tried. ^ 

Competition 

The economic system under which we live is often said 

to be competitive, a statement that is both true and 

^ An approach towards the system was made during the war, 
when a considerable measure of economic conscription was intro¬ 
duced. 
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false. There are many kinds of competition. When we 

hesitate between tea and coffee, or between the theatre 

and a quiet evening over a novel, such commodities or 

services are competing with each other for our favour. 

When the claims of Egyptian cotton are advocated against 

those of American cotton, or the charms of Cornwall are 

measured (on railway posters) against those of the Riviera, 

we find instances of competition between regions. Wlien 

candidates sit for a civil service examination we witness 

a form of personal competition. In this wider sense 

competition is hardly distinguishable from economic 

freedom, being an integral part of the latter. Personal 

competition is, indeed, as wide as life itself, though much 

of it is unconscious rather than deliberat(i. We find, 

moreover, that competition between different forms of 

economic service and economic effort is almost universal. 

Even if the municipality owned and controlled every form 

of mechanical transport, we might elect to walk to our 

destination. Wien a manufacturer hesitates between a 

machine and a group of workers, or ti mistress between an 

extra maid and labour-saving devices in the house, it 

reveals a form of competition between capital and labour. 

When, however, reference is made to the competitive 

aspect of economic society, people usually mean rivalry 

between makers for, or sellers in, the same market. Woollen 

manufacturers compete with eacli other ; grocers struggle 

for our valued custom."' Wlien the term is used in the 

sense of industrial ^md trade rivalry it is not wholly true 

to say that our system is competitive. The competitive 

force remains strong—stronger, perhaps, than we sometimes 

assume—but it does not operate throughout the whole 

of industry and trade. In some industries, such as railway 

transport, the producing unit is essentially monopolistic. 

Competition would involve so large a measure of duplica¬ 

tion as to prove too costly in human effort. In other 

industries, where there arc many producing units, com¬ 

petition may be modified or even eliminated by ])rice 

Competition 
aiul monopoly 
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agreements, pools, trusts and other forms of combination. 

We shall find, moreover, that even in those industries in 

which the force of competition appears to be operative, 

it is actually in a state of suspense during those periods 

of great trade activity and high prices which recur at fairly 

regular intervals and will call for examination at a later 

stage. When steel or cotton manufacturers compete with 

each other in a market their rivalry is usually revealed 

in the prices at which they offer their goods for sale, but 

in some trades prices are '' sticky,'' being fixed largely by 

custom, and the competitive force operates through other 

media, of which the most obvious is quality. When, 

again, we turn to services, we find that the prices or fees 

that are charged may be fixed by agreement or tradition, 

and that competition takes that personal form to which 

reference has already been made. Finally, it may be 

pointed out that competition among employed workpeople 

has been considerably modified by the formation of trade 

unions and the institution of collective bargaining. The 

economic system of the present century is, therefore, com¬ 

petitive only in a restricted sense. The field of industrial 

or trade competition is being invaded by monopolistic 

and other forms of economic associations. 

Self-interest and Moral Obligation 

When we review what has been said above on the relation 

of the State to industry, we see that economic society is 

self-organized. The State has laid a legal foundation 

upon which a vast economic structure has been erected 

by private initiative and enterprise, and as time goes on 

the foundation is strengthened. For the rest the State 

relies upon the appeal to self-interest. The nature of this 

appeal has been so frequently misunderstood that it seems 

necessary to describe it at some length. Before we do 

so, it may be worth while recalling the part played by the 

State in the daily life of its members. The State has 

enacted certain laws which we must obey, that is, it has 
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set up a certain minimum standard of conduct which must 

be observed by everybody. We may not fight in the public 

street or otherwise be a public nuisance ; we may not 

ill-treat our children ; we may not commit burglary ; we 

must keep to the left when driving a vehicle and observe 

existing regulations regarding speed. If we break any of 

these laws we are liable to punishment. There are certain 

acts which are defined as crimes, and others which are 

called by names less offensive, but wliich are essentially 

of the same character. Even the State, however, would 

not be content, nor does it assume that we would be content, 

if everybody aimed only at escaping the arm of the law. 

It merely lays down a minimum, not a satisfactory, standard 

of conduct, aiKl punishes those who do not reach that 

minimum. Above the minimum of the law there is a 

social or customary or moral standard which must 

be observed by everyone who wishes to be regarded as 

a satisfactory member of society and to earn the respect 

of others. Moreover, there is room for leadership in matters 

of conduct. People may forgive those who do them injury, 

love their neighbours, and act as their brothers* keepers. 

They may devote their Lives entirely to the service of 

others and forgo pleasures which they miglit enjoy without 

sacrificing the respect of their friends. Their conception 

of duty may be far higher than that which is prevalent 

among the majority. Two further points call for consider¬ 

ation. The first is that law is progressive ; the legal 

minimum standard is steadily rising. Moral or customary 

standards spread outwards, and are ultimately translated 

into law and thereby universalized. Leadership, too, 

is rewarded by success in moulding moral standards, and 

assumptions are gradually changed. The second point is 

that moral responsibility is determined by power, which, in 

the last resort, is mainly knowledge. It is not suggested 

that moral instincts are determined by knowledge, much 

less that people who have received formal education are 

finer in spirit than uneducated people. Wliat, however, 
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may be suggested is that an educated person may be 

expected to attain a higher conception of his obligations 

to society than he would have attained without education. 

The relation of the State to economic activity resembles 

in some respects its relation to the non-economic activities 

of the citizen. -We have observed that the State has con¬ 

structed a legal framework within which the economic 

picture is drawn or, to change the metaphor, that it has 

prepared a legal foundation upon which the economic 

structure has been erected by individual effort. The effort 

has been forthcoming in response to the appeal to self- 

interest. The individual is assumed to be actuated by the 

motive of private gain which, in turn, can only be secured 

by supplying a public need. rrivat(‘ gain is the individual 

goal, public service the collective result. The individual 

seeks a claim upon the results of other peo])le s work, and 

such a claim will only be recognized, under ordinary circum¬ 

stances, if and in so far as he supplies the others with what 

they in turn want. Each individual will therefore be 

actively concerned to discover social wants that are not 

already satisfied, one or more of which he will endeavour, 

in his own interest, to satisfy. He does so not from any 

motive of philanthropy, but because .such effort on his 

part is a condition of success in securing what he in turn 

desires. The State, in the law of contract, defines the con¬ 

ditions under which he may work, and sets up a minimum 

standard of economic conduct. Moreover, it assumes that 

the force of competition—the rivalry, or potential rivalry, 

of other people in the same field of effort—will prevent 

the power of the individual over the rest of society from 

becoming a menace. In this way competition achieves 

the union of contraries : it reconciles the conflict of interests 

between the one and the many, between the individual and 

the community. If, in fact, and by virtue of monopoly 

or some other circumstance, the individual acquires too 

much power, the State steps in and curtails it in one way 

or another. Such is the bare theory of the economic 
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State, expressed in simple terms. Until we have seen how 

it works out in practice, we cannot subject it to any serious 

tests ; nevertheless it calls for some comment at this stage. 

The first is that it is based upon an ethical foundation, 

that is, it is supposed to satisfy ethical requirements. 

We have said that if any individual acquires too much 

economic power the State steps in and curtails it. Thus 

the State admits, by implication, that an individual can 
acquire too much power, and so assumes a certain criterion 

or standard of judgment. The criterion which it implicitly 

accepts is the result that would be achieved if competition 

were really effective in the given circumstances. The 

ethical criterion is found in the competitive result. 

The second comment is concerned with the motive of 

private gain or self-interest, which is not necessarily a 

selfish motive, nor yet the active, compelling motive 

in every individual transaction. Private gain is a means 

to an eiid, aiid the end may be noble. It \Noul(i be a 

profound error to regard the individual as a sort of vulture 

ready to pounce upon its prey. There are, and always 

have been, Imman vultures in society, and it may be 

(thougli it must remain for the present a matter of con¬ 

jecture) that modern economic institutions offer greater 

opportimity to such people than the institutions of earlier 

periods of history. But the nature of the appeal of private 

gain must be considered in its relation to the typical 

member of economic society. He is compelled, first and 

foremost, to seek the means of living, and his choice of 

occupation is influenced by a number of considerations— 

family tradition, education, skill and aptitude, wealth, 

opportunity and other circumstances, some of which may 

be purely accidental. One will be led to the teaching 

profession, another to shipbroking, and a third to a foreign 

agency. Some, while working at one occupation, may see 

opportunities for meeting a strong but hitherto ignored 

demand in another direction, and so reaping rich financial 

reward, while others may find themselves unsuited to thei^: 

The ethical 
test 
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first occupation and seek more congenial and possibly 

more remimerative work elsewhere. When a man is en¬ 

gaged in gainful occupation the chief factor in his life 

may be, and usually is, the welfare of his family, present 

or future ; his ambition in the sphere of his work is derived 

from the desire to do what he conceives to be his duty 

to those who are economically dependent upon him, or, 

if he is a young, care-free bachelor, from the desire to 

prepare for a future in which others will share. The 

family remains the social unit, and its collective needs are 

the origin of economic ambition and the mainspring of 

effort. The self which is connoted in self-interest is a 

wider self than the individual, and the term is therefore 

free from that stigma which is deservedly attached to 

selfish interest.'' As the individual grows older he may, 

and frequently does, show evidence of moral growth by 

being influenced more largely by the motive of public 

service, which may be as strong and as widespread in 

industry and trade as in professional life. 

Tlie picture that I have tried to present of the average 

individual in pursuit of wealth seems to bear no resemblance 

to that abstraction, the “ economic man "—a bundle of 

selfish motives—^which was once thought to be the funda¬ 

mental assumption upon which the whole of economic 

science rested. Yet there is a striking resemblance between 

the two. When an average individual, be he never so 

generous and unselfish, is drawn into the sphere of economic 

effort (be it professional or industrial) he is compelled to 

accept competitive standards. It is not (as we shall find) 

that he is anxious to squeeze every penny he can out of 

his customers, but rather that competitive forces, on both 

sides, determine the conditions of the transaction. The 

individual cannot control these forces ; when he is strong 

enough even to influence them to any marked degree he is 

said to enjoy monopolistic power. Hence the truth and 

relevance of two of the fundamental assumptions of 

economic science—first, that the greater gain is preferred to 
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the less, and secondly, that, on the one side, the seller 

charges what the market will bear, and, on the other, the 

buyer will not pay more than the market demands. 

These assumptions aie not true in every single instance, 

but they are true over so large a part of the economic 

held that they produce general results that would not be 

materially changed even if they were always true. And 

economics, being a social science, dealing with large aggre¬ 

gates, is only concerned with assumptions that are true 

in general and with forces that operate over a sufficiently 

wide area to influence general results. The science is not, 

therefore, erected upon a cynical or pessimistic view of 

human nature. 

A third comment may be offered upon the theory of the 

State already outlined. It is that the State assumes that 

the legal minimum standard which it has established will 

be reinforced by other and higher standards. In other 

departments of life, as has already been shown, the State 

assumes that most people will not remain content with 

avoiding crime and other illegalities, and that public 

opinion sets up a higher moral standard. Similarly it 

assumes that, in the conduct of economic affairs, the great 

majority will do more than merely satisfy the minimum 

requirements of law; it assumes that public opinion will 

set up a standard that will be observed in general practice, 

though it cannot be legally enforced. 

Business in general assumes honesty; it is built up on 

faith, and the faith is justified. There are dishonest 

workers in all categories of activity, as there are criminals. 

And such cases achieve so much publicity that some are 

apt to assume that people are as dishonest as they dare be 

in business hfe. But such a view is entirely false; if it 

ever became true the economic structure that we know 

m this country would collapse. Not only is honest dealing 

a condition of modem trade, but industries and professions 

set up standards of conduct which the members are morally 

compelled to adopt. Those standards vary between 

Law and 
morality 
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different groups, but in most cases they are above the legal 

minimum and are slowly rising. We pride ourselves, 

moreover, that in this country the standard of business 

morality is higher than in any other part of the world. 

Not only do we recognize moral responsibility and obliga¬ 

tion in economic affairs, but many of our citizens refuse 

to rest content with existing standards and are always 

striving, by wise leadership, to raise them more rapidly. 

Nevertheless, it remains true that it is upon the appeal 

to self-interest, as already defined, that the community, 

through the present economic system, relies for the social 

service rendered by industry in general. Individual gain, 

or the prospect of gain, points the way ; what is secondary, 

or incidental, from the point of view of the individual is 

the purpose of, or chief result aimed at by society in that 

kind of control which it has established over the various 

forms of economic activity. 



CHAPTER V 

THE NATURE OF ECONOMIC STUDY 

Meaning of Economics 

The principle of specialization and co-operation lias been 
, ,1. -r Thedevplop- 

applied to scientific mquiry as well as to industry. In nicnl of_ 

the days of ancient Greece economic organization was so thought 

elementary and existence generally so simple that it was 

possible to view life as a whole. “ Men love to wonder, 

and that is the seed of our science.'" Socrates and Plato 

were filled witli wonder, and created wonder in others ; 

and its fruits are gathered in philosophy and the physical 

and human sciences. Of the human sciences economics 

is one of the oldest, tliough it has developed but slowly. 

Plato describes the village community in his Republic, 
and Aristotle, in his Politics, makes acute observations 

on monetary theory. But the study of economics as a 

separate subject made little headway before Adam Smith 

published the Wealth of Nations (1776). He was almost 

the first w])o " loved to wonder " about economic pheno¬ 

mena ; his piedccessors were pamphleteers who, when they 

wrote, had a defiiiite and immediate object in view, other 

than the pursuit of knowledge. And even Adam Smith's 

epoch-making treatise conveys the impression that he had 

to fight the devil of propagandism within him. 

The progress of the science was also slow for the reason 

that the economic system which now prevails is of com¬ 

paratively recent date, and within the period of its existence 

has changed, in many important respects, with almost 

bewildering rapidity. The economic works of Adam 

Smith, Ricardo, Mill, and others are now worth reading 

not so much for the Imowledge of economic conditions 

which they supply as to enable us to understand how great 

minds regarded the problems of the times in which they 

lived. Respect for authority means, not slavish adiierence 

49 
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to principles or to doctrines that have worn thin, but, 

appreciation of the spirit and method of inquiry. Finally 

the growth of science has been retarded by the difficulty 

of obtaining the material of the science. Being in part 

empirical, its development is conditioned by research into 

facts, and for these the economist has hitherto been com¬ 

pelled to rely mainly upon Government publications of a 

fragmentary character and upon fugitive inquiries by 

private individuals or groups. 

Economics represents an attempt to systematize or 

organize our knowledge of human society in its efiorts 

to satisfy its needs. It examines the way in which society 

works, and the results of such work. It is, therefore, 

essentially a social or human study. Yet it is not a com¬ 

plete study of human welfare, which is partly determined 

by considerations beyond the scope of economics. It is 

also a positive study, that is, it deals with people and 

activities as we find them, or as they may be ; it does not 

tell us what ought to be. The object of economists is to 

assist in promoting human welfare, and the ultimate 

justification for the time spent upon the study of economics 

may be sought in the contribution that it makes to social 

progress. But the economist, like every other scientist, 

must ignore the final social purpose of his study and 

concentrate his energies upon the immediate task which 

he has set himself. Before we can say what ought to be 

we must know both what is, or may be, and what we want, 

and economics is concerned with the former. That, 

however, is not the complete measure of the task. We 

have said above that economics is concerned with condi¬ 

tions which either now exist or may conceivably exist. 

The economics of Feudal England is not the same as the 

economics of society as we now know it, nor is the latter 

the same as the economics of a collectivist society. It 

is for this reason that this book has been given the title 

The Economics of Private Enterprise. 
It is a study of the economic system which is in operation 
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to-day. There are, of course, certain fundamental state¬ 

ments which may be accepted as true of socu^ty at all stages 

of development; but these are so few and so unenlightening 

that they cannot be accepted as exhausting tlie scope of 

economic inquiry. At the same time, it is important 

that they should be carefully distinguished, as we proceed, 

from those which are based upon assumptions that are true 

of one stage of development but possibly false of another 

stage. 

Methods of Economics 

Is economics a science ? The question does not admit r/cnomics 
^ a science 

of a categorical reply, for the simple reason that people 

arc not agreed as to the meaning of science. It is, at least, 

a scientific study; that is, its method is scientific. It 

observes, classifies and, as far as possible, explains pheno¬ 

mena, thereby achieving a deeper understanding of condi¬ 

tions, actual and possible. It is a study of cause and effect. 

Since many of the phenomena with which it deals are 

capable of quantitative measurement, it is rapidly becom¬ 

ing, in part, a study of quantities. But if (as some people 

contend) the test of a science be found in the power of 

prediction, economics in that respect must be regarded as 

in its infancy. It is not an exact science, though its 

demands upon reason and judgment are not, on that 

account, any less exacting. Its boundaries are hard to 

define. Essentially it covers the problems of organization 

and valuation, to which reference has already been made, 

and in recent years the tendency has been towards further 

restriction of scope, the resulting gaps being filled by 

newer sciences, such as human geography and sociology. 

Economists have been accused of walking boldly where 

angels fear to tread and of holding back where fools may 

rush in. But tributes arc frequently offered in the form of 

accusation. Restriction of scope has made possible greater 

thoroughness of investigation, leading to confidence where 

confidence is justified and caution where pitfalls are dis¬ 

covered, or suspected. 

3-(B.i85i) 
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Scientists are bound to examine, periodically, the 

nature of the instruments that they employ in their 

investigations. The methods or instruments of investiga¬ 

tion have been the subject of possibly more serious contro¬ 

versy in economics than in any of the other sciences. It 

has been argued that, in tlie main, economics is a deductive 

or hypothetical science. By this we mean that it starts 

with a few general assumption, s, based upon preliminary 

observation, and argues to a conclusion from those assump¬ 

tions. Reasoning takes the form of a syllogism. Given 

A, B and C, we obtain the result X. Given, for example, 

competition and all that competition implies, price will 

approximate closely to the cost of production. Given an 

increase in the quantity of money, a constant velocity of 

circulation and supply of goods to be exchanged, it follows 

that the value of money will show a corresponding fall. 

A considerable proportion of the pag(^s of the Wealth oj 
Nations is devoted to economic history; nevertheless, 

the main portion of Adam Smith s work is highly deductive 

in character. Mill and Jevons also employed the same 

method, of which l-^rofessor Pigoii is, perhaps, the greatest 

living exponent. But Ricardo is usually regarded as the 

most deductive in method of all economists, past and 

present. 

The alternative to deduction is induction, by which is 

meant the erection of a generalization upon a foundation 

of particular cases. The inductive method may be used 

in several ways, of which the two most important call for 

comment. One is called by logicians the method of difer- 

ence, and is usually employed where experiment is possible. 

Two sets of instances are compared, which differ only in 

one significant respect, a certain factor being present in 

one and absent from the other, and the comparison is 

repeated again and again. In this way the effects of the 

factor are revealed. Suppose, for example, an engineering 

firm employs men wholly on time-work for a period of 

one month, and then introduces a system of piece-work. 
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it follows that, provided other conditions remain 

unchanged, the difference in the output may be attributed 

to the change in the method of payment. If the experi¬ 

ment be repeated again and again, not only in one 

establisliinent but in numy establishments, and produces 

similar results, then it may be stated with confidence 

amounting almost to certainty, that such results are due 

to tile change of method of payment, tlial is, to the factor 

that has been deliberately introduced for the purpose of 

investigating its effects. Clearly the scope of experiment 

in economics is very restricted. The phenomena cannot 

be deliberately produced and afterwards exactly repro¬ 

duced ; even wlien the exact conditions are known, the 

necessary control over those conditions cannot be secured. 

Legislation ina}^ be regarded, within limits, as an economic 

experiment, but its value in this respect is heavily dis¬ 

counted by the variety of conditions to which it applies. 

The Australian minimum wage legislation, for example, 

has produced results which may not be repeated in an 

older and more densely peopled community, where the 

economic conditions are wholly different. 

The other and, in economics, the more usual way in 

which induction is employed is that of generalizing from 

a large number of observed instances in which the same 

factor is operating iindc'r a variety of conditions. If it be 

observed, for example, that, in one fcictory after another, 

and in industries which differ materially from each other, 

the s^^stem of vocational selection operates where the labour 

turnover is relatively low, a strong presumption exists 

that the small turnover is due to vocational selection. 

But it is no more than a presumption. Three men may 

get drunk on whisky and soda, brandy and soda, and gin 

and soda, but it cannot be concluded that soda-water 

is the operating cause ! There is also another common 

factor—alcohol. Hence the method is always one that 

should be used with caution. Moreover, its trustworthiness 

as a method of investigation diminishes as the phenomena 
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under examination become more complex and causes are 

(or may be) multiplied. Thus it is not one that can 

safely be employed in estimating the effects of a system 

of protection. 

The controversy about methods of study has lost much 

of its importance. It is now generally admitted that 

deduction cannot be completely separated from induction. 

The general principles or assumptions which form the 

starting-point of the former are based upon observation 

—^no economist evolves a society from his own inner 

consciousness. Moreover, induction necessitates reasoning, 

and is inevitably accompanied by deduction. The differ¬ 

ence is now mainly one of emphasis, and the method 

employed by the economist is largely determined by his 

own intellectual get up," or the avenue along which he 

approaches the science. Some incline to the abstract 

or deductive method, because the abstract method in general 

appeals to them more strongly than any otlier method; 

others approach economics through history and seek to 

understand the present through tlie medium of the past; 

yet others are of the quahty of geologists, and revel in 

using the hammer. All contribute to the advmicement 

of the science by finding useful corners within it for the 

kind of investigation that appeals to them. 

Economic Law 

Science seeks the universal. Some sciences are known 

as “ exact ” because the truths that they discover are, 

within their own sphere, of universal application ; they 

consist of statements of fact which, under the prescribed 

conditions, admit of no exception. For nature is not 

arbitrary. What is called the force of gravity never 

goes on holiday ; hence the law of gravitation is a universal 

statement of fact, namely, that bodies are mutually 

attracted—to take a simple example, that a stone thrown 

into the air will fall to the ground. But there is an implied 

assumption even in that statement. Iron-stone may be 
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attracted upwards towards a suspended magnet. Assum¬ 

ing other things equal it is, however, universally true 

that every stone will return to earth. Prediction on the 

point is always exact and accurate. No experiment 

ever failed ; and it may be stated with complete confidence 

that no experiment will fail in the future. If it ever does 

fail, life wiJl become topsy-turvy, if not impossible. 

Some economic forces, being natural forces, are as 

persistent and regular as the force of gravity, but the 

great majority are human forces, and do not possess that 

inevitability which attadies to the first group. Conse¬ 

quently the statements that may be made regarding 

their co-operation or conflict are not so widely applicable 

as those statements that may be made about natural 

forces. But even human forces are not so arbitrary as 

they may appear to be at first glance. There are two 

reasons for this. The first is that few people are as original 

as they believe themselves to be. We are creatures of 

habit, and our individual habits are largely determined 

by social custom, by common instincts, or by sheer neces¬ 

sity. Most of us behave m almost the same manner 

under similar concUtions. The second reason is that, 

if humanity is taken in the mass—by nations, classes, 

industries, or other large gi'oups—individual idiosyncrasies 

cancel out, and human behaviour shows great regularity 

and uniformity. This is the foundation of the science 

of statistics and of the business of banking and of 

insurance. It is, therefore, possible to make fairly safe 

generalizations about our behaviour and the effects of our 

behaviour. Some of these generalizations become assump¬ 

tions upon which deductive economics is built up. We 

prefer, for example, the greater gain to the less. Other 

assumptions, such as the tendency to diminishing returns, 

are based upon the working of natural forces, and are 

therefore universally and permanently true. The remain¬ 

ing assumptions, such as the assumption of competition, 

are connected with law, that is, the economic order in the 
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sense in which the words were used in the previous chapter. 

The assumptions drawm from these three main sources are 

known as economic forces or influences. The statements 

that are made regarding the interpla}^ of such forces are 

known as economic laws. They are general statements 

regarding the effects of our behaviour under certain con¬ 

ditions. Those economists who employ the deductive 

method express the results of their investigations in the 

form of conditional statements, while those who employ 

the inductive method express the results in the form of 

general statements of facts, or statements of observed 

tendencies. The latter are content to interpret the con¬ 

ditions tliat actually exist, but the former examine not 

only the actual but also many other possible combinations 

of circumstances. Both groups frame what are known as 

economic laws, which must be clearly distinguished from 

economic forces or influences. Economic laws are con¬ 

cerned with the results of the interaction of economic 

influences, which may be legal, social or physical. 

Generalizations based upon inductive inquiry cannot be 

applied to individual cases. If it be agreed that, in 

general, a reduction in hours of work from 12 to 10 per day 

is accompanied by an increase in output, it does not follow 

that John Smith will do more work in the shorter day. 

He may prove to be an exception to the general rule. 

Economic laws based upon deductive inquiry, and ex¬ 

pressed in the form of conditional statements, may seem 

to approach more closely to the universal. “ Given certain 

conditions, certain results follow,” may seem a fairly safe 

statement, which admits of no exceptions so long as the 

conditions remain constant. But the case is not so simple 

as it appears. In the first place, the conditions that are 

expressed, though possibly in most cases the most important 

conditions, are not the only ones that must be taken 

into account. Life is complex; a multitude of other 

circumstances appear in all cases, and these may never 

be twice the same. Hence it is only safe to say, ” Given 
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certain conditions, certain results may be expected to 

follow/' Moreover, if all the forces in operation could 

be examined—in isolation and in their possible combina¬ 

tions—they would probably prove to be so numerous as 

to defy generalization. Although economics, like physics, 

seeks the truths of widest application, it cannot often 

reach the universal. Being a human science most of its 

assumptions are observed generalizations, not inevitable 

conditions. It is not true to say, as an eminent statesman 

once said, that the laws of economics are “ immutable and 

eternal,’' for they arc true only so long as the influences 

or forces remain constmit and tlieir action is not disturbed 

by new influences. Some laws, or truths, are axiomatic 

of all stages of human development. We cannot, as some 

people assume, eat our cake and have it, Jior will our 

remotest descendants be any more fortunate. The laws of 

utility and demand [sec Book III, Ch. 11) will remain true 

so long as human nature remains what it is. But economic 

laws or generalizations based upon tlie assumption of 

competition will call for modification whenever they are 

applied to actual economic conditions, where the force 

of competition never acts in vacno. In other words, one 

of the most universal of economic forces is that commonly 

known as friction, ^ which rarely operates twice with the 

same intensity and persistence and in the same direction. 

A well-known writer has said that ** economic forces 

operate within a legal frainewojk." This means that the 

structure of society—its institutions, such as those of 

property, inheritance, government, economic freedom, 

etc., and its customs and laws—conditions the extent and 

form of action of economic forces and thus modifies the 

results of their action. I'hus the laws of utility and demand 

are universally true, but their effect on price depends 

upon whether competition or monopoly is prevalent in 

^ Friction has been cynically called a lumber-room category 
for forces not properly understood or not investigated, or, simply, 
lhat do not square with the writer*s theories. 
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the market. The law of diminishing returns will produce 

different effects under a regime of peasant proprietorship 

from what it will imd(‘r a landlord-and-tenant system, 

but it is equally valid in botli cases. On the other hand, 

we must not assume that economic forces can always be 

effectively controlled by law. No legislation will invalidate 

the truth of the quantity theory of money, or of the 

statement tliat a rise in the possible standard of living is 

inconsistent with a reduction in industrial efficiency. 

Economic laws, then, may be defined as statements 

of tendencies. The statement may take the form either 

of a conditional statement (i.e. a statement of what may be 

expected to happen under specified conditions) or of a 

general statement based upon observation of actual 

conditions. Thus we may say either tliat, imder certain 

conditions, a tax will probably have a certain result or 

that the tax does, in practice, tend to have a certain result. 

Deductive inquiry leads to the fram'ing of laws in the first 

sense, while inductive inquiry results in general statements 

of the second kind. It will be necessary to employ both 

methods in the pages that follow, and the results will 

therefore be stated sometimes in one form and at other 

times in the other form. Thus, in dealing with the relation 

of prices to cost of production, we shall be compelled, by 

the nature of our inquiry, to employ the deductive method, 

even though illustrations be drawn from experience. 

But industrial fluctuations cannot be studied except by the 

process of induction from actual experience, and even 

though the final conclusions be framed in the form of 

h5q)othetical statements, they must be suggested by 

generalizations based upon observation of the fluctuations 

that have taken place in the recent past. The conflict 

between deduction and induction has disappeared, and 

the two methods are almost always employed, in greater 

or less degree, by all modem economists. 

The student of economics is faced with a peculiar two¬ 

fold difficulty from which the student of mathematics or 
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natural science is free. In the first place, he is a member 
of the society which he is studying. The social status and 
traditions of his family tend to make his horizon limited, 
if not narrow. If his sense of moral indignation has been 
aroused by evidence of suffering, his powers of patient 
analysis may be severely tested, and he may be inclined to 
deny importance to what is remote and indirect. It is 
probable that in nearly all cases a certain amount of initial 
prejudice has to be overcome. The twin gifts of " social " 
imagination and sympathy are essential requirements of 
a successful economist—but they must be accompanied 
by those other gifts that are indispensable to scientific 
investigation in any field. Moreover, the economist, above 
all other scientists, requires moral courage. Almost every 
economic truth that he discovers reacts directly or 
indirectly upon the interests or prejudices of his fellow- 
citizens. What he expounds arouses, somewhere or other, 
antipathy and, maybe, passion. Wliile, by frequent self- 
examination, he must endeavour to conquer his own 
prejudices and to take a purely objective or detached view 
of the economic activities of society, he must be prepared 
to meet the prejudice and resentment of vested interests 
and of people crying for the moon. 

Closely connected with the first difficulty is the further 
difficulty of obtaining the materials for investigation. 
During recent years Government departments have pub¬ 
lished numerous volumes of statistical material relating 
to trade and commerce, employment, prices, and other 
aspects of economic activity. Moreover, a vast quantity 
of statistical material has been made available from other 
sources. The result is that some branches of economics 
are becoming more statistical in character. Not only 
does the Government, through its many departments, 
periodically publish statistical data but, through ad hoc 
commissions and committees, and in other ways, it has 
added much to our knowledge of economic organization 
and the results of the working of the economic system. 
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Again, the economist finds valuable material for his task in 

law reports. Cases are often taken to court necessitating 

evidence that contains economic data. Apart from official 

reports and the private researches of scientists, the student 

of economics is compelled to rely largely upon information 

supplied by private bodies. Many of these bodies serve 

political or sectional ends, and the information that they 

publish should be regarded with suspicion. Usually they 

cannot be accepted as true evidence upon wfiich to construct 

economic theories, but in the hcmds of a cautious and 

competent student they are not entirely without value. 

Fallacies in Economics 

As in geography, the difficulty of securing adequate 

data exposes the economist to the temptation of making 

generalizations of a sweeping character. But there are 

other dangers that lie in the path of every other scientist. 

A section on logic would not be relevant to our present 

purpose, but it may be useful to indicate some of the 

fallacies that appear most frequently in popular economic 

controversies. Reference has already been made to the 

abuse of the inductive method by arguing that a common 

factor in a series of phenomena is necessarily the true 

cause of observed results. In the illustrations employed, 

the investigation was far too restricted to permit of any 

,r general conclusion. Other popular fallacies may be briefly 

noted. The first is that of generalizing from one or a few 

observed cases. It is argued, for example, that because 

the w’ork(’rs in one or a small group of trades are benefited 

by a rise in money wages, a general rise in money wages will 

necessarily mean an improvement in the position of all 

workers; and, again, that because one industry has derived 

an advantage from a duty imposed upon competing 

imports, a general tariff will prove an advantage to all 

industries. But it may be that the benefit to the one or 

few can only follow so long as the treatment is not made 

general, and that the more widely the treatment is extended 
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the smaller the benefit that results to each. A second 

fallacy is post hoc ergo propter hoc—if A follows B, then it 

is caused by B. If the formation of a trust is followed by 

a fall in prices the trust takes the credit, though it may but 

check a fall which would otherwise have been more pro> 

nounced. Political parties employ the fallacy without 

blushing when it suits their purpose to do so. 

Another common error is to attribute the relationship 

of cause and effect to two phenomena that are both due 

to a common cause. During the depression in trade 

following the i()20 boom, wages fell heavily in a number 

of industries in which the slump was very marked; we 

are also told that the individual efficiency of the worker 

increased, from which it has been argued that people work 

harder when wages are low. But the true cause of the 

increased efficiency was the depression, which added to 

the precariousness of work. While there were people 

outside the factory gates ready to take their places the 

workers inside would have responded to the stimulus of 

fear whether wages were relatively high or lelatively low. 

Closely connected with this error is that of regarding an 

exciting cause or a contributory factor as the true cause 

of a phenomenon. The exciting cause of one well-known 

strike during the I'irsl World War was a burst of warm 

sunshine at the end of a long, extremely cold winter, during 

which the peo])le concerned had worked hard, without 

intermission; hut the real grievances of the workers were 

decp-scaU’d, and were in no way connected with tiie 

vagarit'S of our climate. It is well known, again, tliat the 

occasion of a general election rarely provides a clue to its 

real causes, though the electors may be invited to believe 

otherwise --and may accept the invitation. 

The fallacies (hat we have indicated, though common 

in popular controversy on economic subjects, are not often 

committed in serious investigations. But there is one 

that is sometimes committed even by scientists of repute. 

It is that of assuming the existence of a single dominating 

Olio cause 
auionj^st many 
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cause to which a phenomenon must be attributed. Thus, 

for example, it is assumed that the rhythmic movement 

of trade, known as the trade cycle, must be due to some 

single force—cama cancans—which, if it could be clearly 

detected and re\’ealc(l, iniglil hv neutralized in some way or 

other. Jhil ii may be-and probably is-.due to a combina¬ 

tion of circumstances which together constitute its cause. 

If such is the case, then the removal or modification of any 

one of these circumstances would destroy the combination, 

so that a new combination would be formed, which might 

produce entirely different results. Again, people often 

seek to explain the prosperity of a country by emphasizing 

one set of circumstances, such as free trade or protection, 

high wages or low wages, natural conditions or the vigour 

of its inhabitants. In economics, more often perhaps 

than in any of the human sciences, the true cause is to be 

sought in a combination of circumstances no one of which, 

regarded in isolation, may be defined as the cause of the 

phenomenon that is being investigated. For it will be 

admitted that, while there are many silent, persistent 

forces in operation, phenomena are rarely so faithfully 

repeated as,to enable us to attribute their main features 

to any one of those forces. The most notable exceptions 

to this very broad generalization are to be found in the 

sphere of financial organization, and an illustration is 

provided in the relationship which always exists between 

the general level of prices and the quantity of money in 

circulation. But such simple relations of cause and effect 

are comparatively rare, and the explanation of economic 

phenomena is usually to be found in a combination of 

circumstances, which combination constitutes the cause. 
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Consequences 

Adam Smith reduces the advantages resulting from division j 

of labour to three. " First, the increase of dexterity in ' 

every particular workman ; secondly, the saving of the * 

time which is commonly lost in passing from one species 

of work to another ; and, lastly, the invention of a great 

number of machines which facilitate and abridge labour, 

and enable one man to do the work of many/' Subsequent 

writers (such as Babbage and Mill), in commenting on the 

first of these, call attention to its twofold character. “ The 

advantage," writes Mill, " is not confined to the greater 

efficiency ultimately attained, but includes also the dimin¬ 

ished loss of time, and waste of material in learning the 

art." Two further advantages have been indicated by other 

early writers. Thus Rae calls attention to the economy 

in the use of tools. " Tf any mmi had all tlig tools which 

many different occupations require, at least three-fourths 

of them would constantly be idle and useless." The 

corresponding advantages of division of labour are there¬ 

fore great. " In the first place, the various implements, 

being in constant employment, yield a better return for 

what has been laid out in procuring them. In consequence, 

their owners can afford to have them of better quality and 

more complete construction. The result is that a larger 

pro\dsion is made for the future wants of the whole 

‘ Society.' " The next advantage is that many kinds of 

skill are required, and that, accordingly, workers, by being 

classed according to capacity, can be more economically 
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2. Co-opera¬ 
tion and 
co-ordination 

employed. Work other than the best of which the indi¬ 

vidual is capable involves waste of skill or physical strength. 

Mill points out that division of labour is, however, limited 

in two ways, first by the extent of the market (that is, the 

population within reach) and, secondly, by the nature of 

the industry. Agriculture, for example, where one man 

must perform many tasks, does not provide the same scope 

as manufacturing industry. The digging of a canal permits 

a considerable degree of simple co-operation, but of far less 

complex, unconscious co-operation such as is found in 

engineering or iron production. '' A canal or a railway 

embankment,” says Mill, ” cannot be made without a 

combination of many labourers; but they are all excavators, 

except the engineer and a few clerks.”^ 

The above considerations are fundamental. Many 

changes in industrial organization have occurred since the 

publication (1848) of Milhs treatise, and modern writers 

have elaborated more fully the advantages of division of 

labour. But those which are associated with that system, 

strictly defined, were observed by the early writers, and 

may be reduced to the terms which they employed. All 

that follows in this volume may be regarded as the conse¬ 

quences of division of labour, and what remains for us to 

do in this chapter is to select and consider those conse¬ 

quences whjph may be regarded as so far-reaching that 

they fashion the structure of any economic society that 

may be erected upon the system of division of labour. 

The first point that may be noted is that division of 

labour or specialization is synonymous with co-operation. 

When we perform our special daily task we do not work in 

conscious and deliberate co-operation with the rest of 

society for the purpose of supplying our daily wants. We 

do indeed assume that everytliing we need (or, rather, 

effectively demand) will be forthcoming, but we think 

only of our individual tasks. The competitive aspect 

^ All the above quotations are taken from J, S. Mill, Principles 
of Political Economy, Book I, Chap. VI11. 
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of our work has been so much more prominent in our minds 

that we have become accustomed to use the word co¬ 

operation " in a narrow, technical sense, as representing 

a form of economic organization which stands in contrast 

to the competitive form. But the moment we begin to 

think about it we realize that co-operation is not merely 

involved in, but synonymous with, specialization. Division 

of labour means not only that one individual works as an 

engineer, but also, as we have seen, that others supply liim 

daily with bread, milk, and other commodities and services. 

Secondly, it may be observed that when division of 

labour has reached the stage of subdivision or technical 

division of labour—that is specialization within a trade— 

it necessitates integration or co-ordination of a special 

character. Even the mo.st elementary form of division 

of labour necessitates some form of co-ordination or control 

of the direction of effort. Each producer specializes in 

the production of (me thing, and exchanges the surplus 

of his product, above his own needs, for the surpluses of 

other producers. Here, as we shall i)resently see, the 

necessary control is provided by value-in-exchange, or 

price. We are now concerned, however, with another 

problem, namel}^ that of co-ordinating the efforts of a 

group of specialized workers who are consciously co¬ 

operating in the production of a given commodity or 

service. A few command and many obey. The worker 

performs not only a special task, but an allotted task. 

In a cricket match the order of batting is prescribed by the 

captain ; in a factory or workshop the “ master tells the 

others what to do and when and how to do it. 

The next point to wliich attention may be drawn is (o-oidinatiou 
, , , • • i. • -I • • -I 1 

that labour, in its broadest sense, is divided into a large nnKtiou 

and growing number of groups or occupations. Some of 

these occupations require greater skill than others; skill 

may be general or specialized skill, and the latter may 

mean nothing more than dexterity in performing a routine 

task. Work requiring general skill necessitates a long 
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course of training, and those who have been trained by 

long apprenticeship, or otherwise, form a considerable 

proportion of the community. Highly skilled workers 

may be roughly divided into two classes. First, there 

are those whose skill is of a technical character—they may 

be capable engineers, or flour millers, or accountants, or 

lawyers, or sheet-metal workers. Secondly, there are 

people who are skilled as leaders of men or as organizers 

of functions, or are more able or willing risk-takers than 

their fellows. The former are far more specialized and less 

mobile in the industrial sense than the latter, wFose 

qualities are required in all industries and trades. Wlien 

division of labour has been carried to an advanced stage, 

and the workshop has become a large industrial enterprise, 

employing many hundreds of workpeople, it is clear that 

the economic responsibility of those who rule, by taking 

the risk of enterprise and organizing the tasks of a large 

army of workers, is enormously increased. We shall need 

to examine their economic functions and responsibilities 

in greater detail as we proceed. At the other end of the 

scale we find workers, more or less capable at the tasks 

which they perform, who are not specialists to the same 

extent as the skilled workers. Usually they are either 

manual workers or employed on mental routine work in 

larger establishments, and they may move from one in 

dustry to another; but they also include small shopkeepers, 

men working on commission, home-workers employed on 

contract, and miscellaneous workers who elude classification. 

Next we may note the fact that progressive division of 

labour results in the lengthening of the chain of production. 

The purpose or end of production is to supply final consump¬ 

tion goods—food, drink, clothing and all those other 

commodities and services which constitute the necessaries, 

comforts and luxuries of life. But the great majority of 

trades are not occupied with the final products, most of 

which pass through many industrial processes and distribu¬ 

tive agencies before they are ready and in the right place 
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for consumption. It follows that the importance of 

capital to economic society has enormously increased and 

is steadily increasing, and a considerable proportion of 

the workers of the community is employed in maintaining 

the instruments of production in repair and adding to their 

number. It will thus be seen that a large and growing 

number of workers are emplo3^ed in large and disciplined 

groups, upon specialized tasks, and producing but a small 

fraction of a product which will only be finished in the 

future by others. 

But the lengthening of the chain of production, combined 

with the concentration of industries in selected regions, 

has also resulted in the separation of the two functions 

of making, mining, or growing, on the one hand, and of 

selling the product on the other. In the early, more or 

less self-contained, village community, and even at a 

later stage, when town and country satisfied each other s 

daily needs, the selling function was comparatively simple. 

Tlie decay of the handicraft system and the birth of modern 

capitalism is, indeed, associated with the growth of iner- 

chanting. Merchants gave out the material to be spun and 

woven in the houses of the workers, and took the finished 

product to the markets. The factory appeared later. 

Again, the East India and other trading compcUiies were 

merchants or traders, and they were by no means the 

oldest. " Merchant Venturers ” have existed ever since 

inter-local trade was carried on. 

But even at the time of Adam Smith the function of 

selling was regarded as inexpensive and unimportant, and 

the classical economists of the nineteenth century followed 

Smith in practically ignoring the distributive side of in¬ 

dustry. They saw, it is true, that economic activity was 

based upon speculation, and emphasized the importance 

of freedom of enteiprise. There were no greater advocates 

of liberty, in the economic sphere, than Adam Smith and 

his successors. But they lived during a period of rapid 

change in the methods of manufacture and of finance, 

Markotinr, is 
a sfH'rialixed 
luiiction 
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and their descriptive writings are mainly concerned with 

the factory and the bank. The commercial, as distin¬ 

guished from the industrial, revolution followed the period 

of railway expansion in the middle of the nineteenth 

century, and the results of that revolution have only 

received serious attention in the writings of the economists 

of the twentieth century. The importance of the com¬ 

mercial side of economic activity is not yet fully recognized, 

thougl'i it should occupy a prominent place in an analysis 

of the industrial system. 

Marketing and Distribution 

i. Maik(>t We have already seen that economic activity is specu- 

Litive in character. Production is carried on in advance 

of consumption, and is therefore based upon estimated 

needs and demands. A manufacturer (including in the 

term, for the remainder of this chapter, the farmer and 

mine owner) may produce his goods cither in accordance 

with the terms of a contract or for the purpose of S(dling 

them on the market. If he does the former, the other 

party to the contract may sell them on the market or he 

may actually require the goods for his own consumption, 

in which case the market risk has been reduced. Thus, 

a building contractor may build a house under contract 

for an owner who wishes to dwell in it, or an engineer may 

construct a machine for a woollen manufacturer. The 

contractor is guaranteed a market and a price for the 

product, and his speculation consists solely of his attempt 

to supply the product at a cost that will not exceed the 

price fixed in the contract. One of the micertain elements 

in his cost is the price that he has to pay for the raw 

material. In many cases, however, the manufacturer 

produces goods not under contract but for stock, that is, 

for sale on the market at a price determined by the condi¬ 

tions prevailing on the market at the time of sale. In 

so doing he accepts an additional risk, and in order to 

increase his cdhiency as a risk-taker in this sense he builds 
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up a selling organization in connection with his factory. 

Even if he confines himself to the execution of definite 

contracts, the search for such contracts frequently necessi' 

tates a large and expensive sales organization, particularly in 

industries the products of which are distributed far and wide. 

Selling the product is not a simple matter. The product (,< .vtjou ot 

is usually made not in response to a known demand, but in 

anticipation of a future demand, which may itself have 

to be created. Demand does not precede supply, but 

usually follows it. The problem of the salesmiui is not 

merely to supply what the pubhc wants, but also to make 

the public want what he supplies. We form habits, and 

these change but slowly. Many of our wants can therefore 

be easily estimated in advance and the means of satisfac¬ 

tion regularly supplied. New dcsii'es, however, do not 

usually arise spontaneously when the old are satisfied ; 

they are created by knowledge of new possibilities and the 

existence of means of satisfaction. Sometimes a vague 

desire for something better than the article that we actually 

employ stimulates invention and supply. Thus, for 

example, the safety razor and the telephone found a ready 

public when they appeared on the market; yet even their 

possibilities had first to be advertised. But dissatisfaction 

with what exists and a vague longing for something better 

are not always prerequisites of new wants and demands. 

The latter are often deliberately created, through wide 

advertisement, by producers of new articles. New patent 

medicines are thrust upon our notice every year, and, 

although we are blissfully ignorant of their constituents, we 

are led to believe that we suffer from precisely those ail¬ 

ments for which they provide an infallible cure, and we 

buy them, though we may afterwards forget—or fear— 

to use them. Thus supply, judiciously brought to our 

notice, creates demand. And it is the function of a sales 

organization not merely to discover and to satisfy existing 

demands, but to create new demands by offering supplies 

of new commodities. 



70 THE ECONOMICS OF PRIVATE ENTERPRISE 

2. 
tion of 
iiiarkeLitig 

The 
middleman 

The illustration which we have employed is by no means 

extravagant. Producers are ever anxious that we should 

abandon the old and take up the new. An engineering 

firm making electrical coal-cutters and conveyors, devotes 

considerable effort and expense to the education of potential 

clients, though it actually builds the machinery under 

contract. It issues a quarterly journal which is admittedly 

of considerable scientific value, and therein publishes 

the results of experiments with different types of machines 

working under different conditions. It maintains a widely 

distributed sales organization, which employs highly skilled 

experimentalists and carries on, in the pits, educational 

work of scientific value, resulting ultimately in the employ¬ 

ment of more efficient methods of mining and a corre¬ 

sponding reduction in costs. Without an elaborate and 

apparently expensive sales organization these results could 

not be achieved. Supply, or the possibility of supply, 

precedes demand, which has to be created by evidence of 

usefulness. So, too, in the case of education. The 

provision of schools and universities not only revealed a 

demand hitherto latent, but actually created a demand 

which did not previously exist. 

There is no uniform method of selling and marketing 

the produce. The characteristics of the agencies that 

deal with the product are determined by its properties— 

largely upon whether or not it is in a form ready for con¬ 

sumption by the public. The consumers obtain the goods 

that they require from the retail store, which frequently 

obtains its supplies from wholesale stores. The latter, 

in turn, obtain their supplies from the middleman or 

merchant. The three stages of distribution are common 

in the grocery and fruit trades. In the case of vegetables, 

the grower may deal direct with the retail store or send 

the supplies to the wholesale dealer. The fish dealers of 

Grimsby buy from the trawlers at the quay-side, and supply 

direct to the large hotels of our cities and to the retail 

shops. A well-organized system of transport, by which 
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tlie supplies of a perishable commodity may be carried 

rapidly to their destination, is a prerequisite of efficient 

marketing. I'hcse examples illustrate one obvious general 

statement, namely, that the market for perishable goods 

is necessarily narrower than that for durable goods. Fish 

merchants do not build up stocks. Nor is there an elab¬ 

orate subdivision of functions between various types of 

jniddlemen. The merchants buy in large quantities and 

pack and place upon the waiting train suitable supplies 

for their customers. 

Durable commodities command a wider market and may 

be stored for short or long periods. Stocks are accumulated 

at convenient points and drawn upon according to need. 

In such cases the organization of marketing is usually 

more complex, and room is found for the retailer, the whole¬ 

sale dealer and the merchant. The retailer supplies a 

narrow market, in the geographic sense, with a great 

variety of goods. The wholesale dealer usually concen¬ 

trates upon a narrower range of commodities and supplies 

a wider geographic market, consisting of retail dealers. 

The merchant usually concentrates upon one product 

or a small group of allied products which may be collected 

from producers in all parts of the world. It is through 

the merchant group that the needs, or estimated needs, 

of the consuming public are communicated to the manu¬ 

facturer. The merchants, moreover, make it their business 

to know the producing capacity of the world in respect 

of the commodities in which they are interested. Probably 

they see better than anyone else what is happening on 

both sides of the fence upon which they sit—though the 

fence is sometimes so low that even they cannot see more 

than a small fraction of what they would like to see. Like 

the retailer and the wholesale dealer, they carry stocks, 

and place them at convenient—and, usually, widely distri¬ 

buted—points. In one sense they may be said to be the 

centre of the economic system. They serve as a link not 

only between the producer and the wholesale dealer, but 
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also, in many industries, between the manufacturer and 

the producer of raw material. 

If there were no merchants or middlemen, the manu¬ 

facturer would be obliged to perform tasks of which he 

is now, in many cases, relieved. Pie would have to get 

into contact with the actual producers of raw material 

here and abroad, and with those customers in every part 

of the world who needed his goods for purposes other than 

resale ; lu; would need, in many cases, to carry heavy 

stocks and to maintain a system of advertising and ex¬ 

hibiting the product far more elaborate than that which 

is now absolutely necessary. Nevertheless, many manu¬ 

facturers do maintain a selling agency which eliminates 

the middleman. Boot manufacturers act as their own 

wdiolosale dealers, and even, in some cases, set up their 

own retail stores. But the functions of marketing and 

distribution remain. And these functions are briefly 

to forecast tlie future demands of society, to collect and 

concentrate supplies from many sources, and to carry 

stocks. The specialist merchant forecasts through know¬ 

ledge gathered from wholesale and retail dealers and 

places orders in accordance with this forecast. 

It will be evident that the manufacture and the marketing 

of a commodity do not form two absolute and mutually 

exclusive categories of economic activity. No manu¬ 

facturer can altogether escape from the problem of market¬ 

ing, nor can the merchant completely avoid the problems 

connected with organizing an establishment. Moreover, 

in some industries the manufacturer can only hope to 

succeed by also acting as merchant. This statement is 

true of engineering. In the woollen industry success 

depends to a large extent upon buying the right kind of 

wool. Being an animal product, raw wool varies in quality 

and calls for inspection; the top-maker or his repre¬ 

sentative examines the wool at the London sales before 

making a purchase. Nevertheless the distinction which 

has been drawn between the functions of production, in 
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the narrow sense, and marketing is always useful, and in 

many industries corresponds to the facts of organization. 

Both manufacturer and merchant are "venturers,"^ 

that is, they accept tasks involving risks. But the risks 

connected with the two functions are not the same, nor 

are the qualities required in the two callings identical. We 

shall find, in the next book, that the manufacturer under¬ 

takes the major risk of enterprise when he embarks upon 

his venture and erects a factory, opens a mine, or sets up 

a farm. Having done so, his chief task, qua manufacturer, 

is technical. He becomes the organizer of an establishment, 

and is mainly interested in the efficiency of that establish¬ 

ment. He endeavours to reduce to the lowest possible 

level the human costs of making the article. Wherever 

possible, he tries to eliminate those risks which are extra¬ 

neous to the main task of organization. He insures against 

the risk of fire, accident, bad debts, and other insurable 

risks. When he receives a contract for a supply of iha 

product he may make a covering contract for the supply 

of raw material, and may even himself undertake the 

earlier stages of production, if by so doing he escapes market 

risks on that side. He may go still farther, and eliminate 

or reduce the speculative element in his work by buying 

" futures.” Suppose, for example, a miller expects to 

sell flour three months hence. He first purchases a supply 

of wheat, sufficient for his purpose, for delivery two months 

hence, at a price fixed now on the basis of current market 

prices for wheat. By so doing he has eliminated one risk, 

that of not having on hand a supply of raw material. 

But he has incurred another risk, for the price of wheal 

two mouths hence may be considerably lower than the 

present pi ice, and those of his competitors who buy at that 

^ J. B. Say, himself a Frenchman, used the word cntrepyeneur, 
and it has since been widely employed by English economists. 
Some of the latter have also attempted to introduce an English 
equivalent, “ undertaker ” or “ enterpriser." Why they should 
have abandoned the old English word " venturer," which carries 
its meaning on its face, has not been explained. 

'■ Fiiliin 
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time for immediate delivery (that is, buy “ spot on the 

market) wall, in that case, be more favourably placed than 

himself and able to undersell him when he places his flour 

on the market. He secures himself against this risk by 

“ hedging his purchase or selling forward," that is, 

by selling now, for delivery two months hence, wheat which 

he does not possess. When the time for delivery arrives 

he will buy " spot " at the lower price then ruling and fulfil 

his contract. Thus he will gain on this transaction what 

he loses through buying for his mill now sufficient wheat 

for conversion into flour. If, two months hence, the price 

of wheat is higher than it is to-day he loses on his " futures," 

but, having bought his wheat for conversion at the lower 

price, he gains as miller what he loses as a dealer in 

" futures," for it is clear that those of his competitors 

who rely on " spot " dealings (at the higher price) for their 

wheat will be at a disadvantage. Thus the miller in 

question not only guarantees a supply of wheat for himself 

by contracting for it now (that is, buying forward), but 

also, by selling forward, he secures himself against loss that 

might otherwise be suffered through changes in the selling 

prices of wheat. The miller aims at market security in 

respect of his raw material and endeavours to make his 

gain by efficiency as a miller. He is not a market specialist, 

but he employs the market operations that have been 

described as a means of defence against market risks. 

They represent a form of insurance. 

The manufacturer does not usually regard it as his 

business to keep in closest touch with the ultimate sources 

of raw material, which may be distributed over all the 

continents, or with the final consumers of the product, 

who may be spread over many countries. He needs, 

and is prepared to pay for, a convenient market from which 

he knows that he can obtain materials according to need 

without having to pay more than market conditions deter¬ 

mine, and another convenient market upon which he can 

rely for the sale of his goods without having to accept in 
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payment less than market conditions require. He unloads 

the functions of providing these markets upon merchants 

who are sj^ecially trained for the purpose. 

The merchant is a market specialist. His fimction, we 

have seen, is twofold. Along with his competitors he 

provides the needed market for the manufacturer or whole¬ 

sale dealer, and takes the risk of changes in prices. It 

is his business to focus the widely-distribiited demand-- 

or estimated demand—of the community and to re¬ 

distribute it over the producing group. He collects and 

concentrates the supplies of the latter and redistributes 

them, often through wholesale and retail dealers, to the 

people who want them. The performance of his function 

necessitates, on the one hand, either the carrying of con¬ 

siderable stocks or the ability to secure supplies as they are 

required, and, on the other hand, finding a market for 

the supplies that are forthcoming. In short, the mer- 

chanting function is that of determining the direction 

of other forms of economic effort. 

The Price Index 

It has been stated that both manufacturers and middle¬ 

men are venturers. The term venturer may indeed be 

extended to cover all who take the risk of the market, 

and there is hardly a worker in the community who does 

not, at some stage in his life, take that risk. The lawyer, 

the accountant, and even the physician, may have a larger 

or smaller clientele. The engineer-apprentice and the 

railway apprentice are venturers. Even the student 

preparing for the Church or the teaching profession takes 

the risk that his services may not be required. But the 

term venturer, or enterpriser, is usually restricted to denote 

the business man,'’ that is, the man whose occupation 

is a daily or perpetual financial venture. He is essentially 

a risk-taker, though the nature of the risk varies from one 

industry to another, and differs materially between manu¬ 

facture and merchanting, that is, between making and 

Speculation 
and gambling 
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selling. The venturer seeks to make a gain for himself 

by creating a diference in his favour between cost and price. 

There is a speculative element in every transaction, and also 

in the process of searching for a transaction or market. 

Risks are involved in bu}Tng, in making and in selling. 

Nevertheless, venturing is not gambling. The order 

that exists in the economic world would be absent from 

a condition of things that was nothing but a huge gamble. 

We know from long exp(Tienc(^ that, in normal liiiK'S, the 

baker will deliver Ihi' l)rcad that we f)rd<'re(h and the 

butcher is likely to offer the usual choice of joints. When, 

for some reason, our expectations are not realized, wi' say 

that conditions are ‘'abnormal,” thus implying Unit our 

eXj[)ectations are usuaJly realized. Tlu' presen I housing 

shortage is the creation of war conditions, not thos(‘ of 

peace. A family returned from a week-end journey, during 

which the house was closed, and wiien lht\v returned an 

essential food was absent which the tradesman’s messengt'r 

had promised to deliver befon' tlu'ir reliuTi. idther he 

had forgotten his promise or he had gambled upon the 

fact that their return would be delayed. Gambling results 

in disorder. 

The order (not the perfection) that is so e\iLlent in 

the economic life of the community is due to some operating 

cause. There must be, in the economic system, something 

that makes it a system. The unifying force is found in 

the action taken by the venturer when acting in obedience 

to the motive of gain, the gain itself being promised by the 

venture. 

Other things being equal, the gain is determined by 

prices; the prospect of gain is strengthened when the 

selling price is raised or the prices of materials and labour 

fall. We shall find that selling price rises when either 

supplies fall off or the demand of the community for the 

commodity is increased. When, therefore, the seller 

(whether he be manufacturer or merchant) forecasts a rise 

in price and prepares for it by increasing the supply which 
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he is able to offer for sale, it f(jlh)ws, upon the assumption 

that his forecast is correct, that in rnaldng such preparation 

he is serving the community by supplying its most urgent 

requirements. A shortage of coal sends up the price of 

coal, and the rise in price, by offering a prospect of greater 

gain, induces the merchant to increase his stocks for sale, 

and his additional demands cause the output of the mines 

to increase. Thus in time the shortage is removed. A 

fall in the prices of materials shows that they exist in 

plenty and may be used to meet less urgent demands from 

the community. Tlie fall in price opens up a prospect 

of greater gain to the venturer, who thereupon buys on a 

larger scale and sells the product to a wider community 

by offering it at a lower pi ice. 

Tile reverse side of the picture is also true. Wlien the 

community is almost satisfied it offers less and less money 

in return for a given supply; the fall in price lessens the 

probable margin of gain to the venturer, who consequently 

reduces his supply. Again, a rise in the price of raw mate¬ 

rials reveals a shortage, and, by reducing the margin of 

gain, induces the venturer to use less and therefore to 

offer less of the product to the community. The com¬ 

munity is thus compelled to economize, the economy 

being enforced tliroiigli a rise in prices. Price acts as a 

centripetal force, tending to keep everybody working within 

the circle of demand. 

It must not be assumed, however, that because the 

system works, it is a perfect system. It is, indeed, im¬ 

perfect in the following fundamental respects. First, 

the forecast of future demands may be erroneous. Correct 

forecasts are in practice rare, and it will be shown ^ that 

even slight errors may bring serious consequences in their 

train. Secondly, the assumption of competition which is 

implied in the previous paragraphs is not always justified 

by events. Competition may have been supplanted by 

monopoly, and it will be shown ® that under monopolistic 

’ Book in—Section T. Ch. III. » Book III—Section I. Ch. V. 

Imperfect 
(tper.ttion 
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control a smaller output may be more advantageous to 

the producer than a larger output. Further, even when 

there is no monopoly, either artificially created or natural, 

the essential conditions of effective competition—know¬ 

ledge of the market, mobility, and the desire to make fullest 

use of a competitive advantage—may be lacking. In such 

cases price variations fail to act as an automatic corrective 

to supply. Thirdly, under the system that we have exam¬ 

ined above, production follows those needs which are made 

articulate on the market. There are urgent needs which, 

owing to the poverty of the individual, are never converted 

into effective demand. These three features of the system 

will call for separate attention and approY)riate emphasis 

as we proceed. 



CHAPTER II 

LOCALIZATION OF INDUSTRY 

Regional Concentration 

DujaNG the last century the world has become, as we iviritcn,.) 

have seen, practically one economic unit. Communities labour 

no longer live and work in isolation ; to a great and growing 

extent they are interdependent—members one of another. 

A world war compels fundamental adjustments, and these 

take time—meanwhile large communities are threatened 

with starvation. In other words, modem economic 

development has been accompanied—even made possible 

—by territorial division of labour. Many vital industries 

are carried on in clearly defined regions. Some of them 

draw their materials from the ends of the earth ; most of 

them send their products to all the continents and to most 

of the countries of the world. It is, therefore, important 

to examine the forces that determine their geographic 

distribution. 

When we do so, the first point we note is the restriction I*' TFOIlul 

which is imposed upon the tendency towards the concen¬ 

tration of industries in selected regions. Concentration 

of this character is obviously conditioned by the existence 

of transport facilities; until the latter appeared, every 

industry was necessarily carried on within easy reach— 

almost within sight—of the consumer. Personal services 

directly rendered to human beings are stiU, in the main, 

of such a kind that they must be provided on the spot 

We cannot, for example, travel a hundred miles for a 

hair-cut. Those who dwell in the provinces " do not 

habitually travel from their homes to London to witness 

a play at a theatre, though some people may do so for a 

special performance. Hence we find that a large propor¬ 

tion of the workers in a community—^lawyers, accountants, 

79 
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hotel-keepers and others—are engaged in providing ser¬ 

vices which are essentially local in character. The motor 

car has enabled a general practitioner to serve a wider 

area, but the need for doctors is not thereby diminished. 

Specialists tend to congregate in populous districts, but 

the medical service is distributed more widely over the 

world than ever before. Theatres are found in practically 

all towns, and cinemas in most large villages—but broad¬ 

casting is, or starts by being, strongly localized, for 

the human voice can be transported more easily and 

cheaply than the owner. The many services usually 

supplied by public authorities—water, gas, electricity, 

highways and byways, light transport, education, public 

health services and those of social insurance, employment 

exchanges, etc.—are also “ tied to the locality. A 

considerable proportion of the workers of every district 

is employed on repair work and in the clisln])iitive trades 

connected with food, drink, tobacco and clothing. 

Again, many industries are widely distributed because 

their products will not bear the cost of transi)ort, or perish 

too quickly. Transport resolves itself into a question of 

time and cost. Bulky articles which cost but little to 

produce—such as building bricks—are made near the 

place of utilization or consumption ; they cannot bear heavy 

transport charges. Australian nrutlon, because it perished 

quickly, was once a drug on the local market. But the 

discovery of methods of preserving perishable foodstuffs 

transformed this and similar industries by making the 

products capable of transportation to distant markets. 

Thus fish is brought by trawlers from our iiorthc;rn seas, and 

after having lain a month on ice is sold “ fresh " in English 

markets. 

The second point we note is that, even in the case of 

some localized industries serving world-wide markets, 

the choice of region is restricted by natural conditions. 

The restriction is evident, for example, in the case of coal¬ 

mining, where the choice obviously lies between different 
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coal-bearing regions. In all agricultural and extractive 

industries nature imposes definite limitations upon the 

range of choice. Manufacturing industry offers greater 

freedom, and the problem of localization becomes important 

in respect of those industries engaged in the production 

of commodities which can be carried a considerable distance. 

Even here, however (witness the case of brick manufacture), 

we shall sec that the ultimate determining factor is the cost 

of transport. 

In dealing with the problem of territorial division of 

labour it is important to distinguish between the two kinds 

of competition wliich are always present. Region struggles 

against region for the industry as a whole or a large part 

of it; within the successful region there is often keen 

competition between small districts for the establishments 

which comprise the industry. The West Riding of York¬ 

shire is the chief area for the manufacture of woollen and 

worsted fabrics; within the West Riding there are valleys 

that have become important centres of special branches 

of the trade and others which have not yet been industrial¬ 

ized. For the present we shall be concerned wholly with 

competition between large regions. Again, it is necessary 

to distinguish betw^een those forces or expected advantages 

which originally attracted an industry to a particular 

region and the advantages which result from concentration. 

The latter advantages, though created by man, often achieve 

considerable importance, and give the industry a momen¬ 

tum which carries it forward long after the original causes 

of attraction have ceased to operate. 

Natural Advantages 

In some cases the establishment of an industry in a 

particular region was due to causes which must be sought 

in the remote past. But the industry could not have 

survived the industrial revolution of the eighteenth and 

early nineteenth centuries if natural conditions had been 

unfavourable. Many places in this country are strewn 

Mdinjf.u luriug 
iiidiisiry 

Imtiul 
influence 
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with the wrecks of industries to which they were at one 

time suited, but which, through changes in the methods of 

production and conditions of marketing, have gravitated 

elsewhere. Flour-milling and iron production may be 

quoted as illustrations of this movement. It is, therefore, 

sufficient for our purpose if we consider the natural forces 

which influence the competition of regions for a new or 

rapidly-growing industry. 

The costs of production fall into three classes, namely, 

the cost of assembling the materials, the cost of manu¬ 

facture, and the cost of distributing the product to the 

various markets. If a considerable part of the material 

is wasted in the process of transforming it into the finished 

product, a considerable economy in transport is secured 

when the manufacturing industry is situated near the 

source of the raw material. Again, an important element 

in the cost of manufacture is the cost of providing power. 

Before the nineteenth century, when power was provided 

by wind and water—mainly the latter—factories employing 

machinery were necessarily built upon the banks of rivers 

with a good natural fall. In modern times steam boilers 

have done the work, and they are heated by means of coal. 

Since the coal is destroyed in the process, the cost of pro¬ 

viding power increases with the distance which the coal 

is carried. Finally, the portability of the product varies 

with the relation of its value to its shape, bulk and weight. 

The tinplate industry serves as an excellent illustration 

of the importance of this consideration. A tinplate is a 

plate of steel coated with tin. A box of plates not much 

larger than some ledger books weighs approximately a 

hundredweight, and costs more than twice as much as the 

same weight of steel. It is therefore easily packed and 

contains considerable value in small bulk; it is also, for 

practical purposes, imperishable while the box remains 

watertight. The consequence is that the tinplate manu- 

facturing industry is more highly concentrated, geographic¬ 

ally, than almost any industry in this country. Tinplate 
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is needed for many purposes, mainly for making articles 

such as tobacco tins, oil cans, household utensils, fruit and 

meat cans, etc. These are all bulky and of awkward shape. 

The consequence is that the industry engaged in working 

up the plate into the final article is distributed throughout 

the world. Cocoa and tobacco firms in this country make 

their own tins for packing purposes; oil cans are made 

near the oil wells in Romania and elsewhere; every 

considerable village in tlie country had its tinsmith until 

recent years. The " pull ” of the market in this case is 

irresistible, due to the magnitude of transport charges. 

Flour-milling and the baking of bread are two related 

industries which, for slightly different reasons, provide 

a contrast similar to that provided by the manufacture and 

manipulation of tinplate. 

All industries are subjected to these three forces— 

power, raw material, market. The region which is natur¬ 

ally best suited to an industry is that in which they are in 

equilibrium. The more widely distributed the market, 

the weaker is the influence which it exercises. The greater 

the waste of material in the process of production, the 

stronger is the tug of the district from which the material 

is obtained. The more mobile the source of power, the 

weaker the force which it exercises. The substitution of 

electricity for coal as the source of power is said to reduce 

the handicap of regions remote from the coalfields. In 

so far as this is true such substitution should prove to be 

a great decentralizing force. It is further held that elec¬ 

tricity itself is capable of being conveyed, at low cost, a 

great distance from the generating station. For this reason 

the electrical-supply industry will itself tend to become 

highly centralized and will facilitate the diffusion of other 

industries over wider areas. 

Acquired Advantages 

We have alread}^ observed that when an industry has 

been established in any region it tends to gather momentum. 

4-(B.ib5i) 
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It gradually accumulates advantages for itself which 

enhance the superiority of the district over its potential 

rivals. These advantages are partly general and partly 

technical or internal to the industry. The former are to 

be found wherever there is a large population. They 

include such things as transport facilities, both light 

and heavy, and, in coastal regions, docks and shipping 

facilities; warehouse and general storage facilities ; dis¬ 

tributive agencies, both wholesale and retail, which keep 

in stock the small accessories usually required in industry, 

and those banking, commercial, and professional services 

which are required in all kinds of business. 

The more specialized or technical advantages resulting 

from geographic concentration may be grouped under five 

heads. In the first place, an adequate supply of expert 

labour is trained ; losses are easily replaced and develop¬ 

ment is facilitated. The importance of this factor depends 

largely upon the character of the industry. If the work 

is highly skilled or intensely specialized, as in shipbuilding 

and the manufacture of heavy chains, it may outweigh all 

other factors and lead to a territorial monopoly. When 

fabricated ships were made in the United States of America 

during the First World War, die cables im])orted from 

the Cradley Heath district in this country. When, under tht' 

shelter of the McKinley tariff, American manufacturers 

commenced to manufacture tinplate, they found it necessary 

to import skilled workers from South Wales. There 

seems to be httle doubt that the prestige of the Clyde 

area as a shipbuilding centre is largely due to the quality 

of the workmanship. But the “ heavy" engineers of 

that district cannot easily adapt themselves to '‘light'" 

engineering, such as is carried on in tlie Wolverhampton, 

Birmingham, and Coventry districts, where the skilled 

craftsmen work to much finer limits. 

In the second place, when an industry has been firmly 

established, sub.sidiary industries spring up in the neigh¬ 

bourhood. Engjiiecriag attracts foundries in which the 
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castings are made ; wagon and locomotive building attracts 

drop-forging establishments, in which couplings and other 

accessories are produced; motor-car building attracts 

shops in wliich motor-radiators, bonnets, petrol tanks, 

and other sheet-metal products are manufactured. There 

is no need to multiply illustrations. Thus the basis of in¬ 

dustry in the district is expanded, and a greater diversity of 

occupation made available to the people. At the same time, 

since they are all helping to shape a single final product, 

they are similarly affected by the vicissitudes of trade. 

Not only do subsidiary trades settle in the neigh¬ 

bourhood of the main industry, but the former are highly 

specialized, being adapted to meet the particular require¬ 

ments of the latter. They are therefore able to avail 

themselves of the economies connected with (.‘xtreme 

specialism. Thus, the marine-engine shops of the ship¬ 

building districts specialize upon particular types of engines 

and machinery; the Keighley and Halifax engineering 

industries specialize upon machinery required in the woollen 

and worsted industries; in Leicester hosiery machinery, 

and in Grantham agricultural machinery, finds a home, 

while Manchester, Bolton, and Oldham specialize in cotton 

machinery. This form of specialism may be of extreme 

importance. The two industries are so closely interwoven 

that the engineer is fully aware of the peculiar needs of 

the special market of the main industry. Co-operation 

between the two branches facilitates invention and acceler¬ 

ates improvement in organization. An excellent illustration 

of the possibilities of advance in this direction is pro\Tded 

by the c()-(>])cr:itiori wliich lias l)een (‘stablislied between 

the coal-mining industry and that department of engineer¬ 

ing concerncHl with the building of coal-cutting machinery 

and mechanical conveyors. 1'he pioneer work now being 

performed by the engineers is rapidly revolutionizing the 

mctliods of coal-mining in this country. 

In the third place, we may note a tendency towards 

specialization within the main industry in the region. 

3. Specializa¬ 
tion within 
main industry 
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Thus, for example, the wool textile industry of the West 

Riding shows marked evidence of specialization of this 

character. Bradford is essentially the centre of the 

worsted trade. Huddersfield produces worsteds and fine 

woollen cloths, but the tweed trade is centred upon the 

Colne valley. Jn the area comprising Dewsbury, Batley, 

and Morley, low woollen (or heavy woollen) cloths are 

produced. Each of these areas is dependent, in the main, 

upon a given class of raw material. Thus, merino wools 

and the finer cross-bred wools are essential to the production 

of the high-grade fabrics of the worsted area. In the tweed¬ 

making and woollen area the firms are able to work on 

coarser, shorter-fibred wools. In the heavy-woollen centres 

rags are the vital fonn of raw material, and cloths may be 

made into which little or no new wool enters. The “ soft ” 

rags are ground up to make the “ shoddyfrom which 

the yarns are spun. The ‘'hard " or shorter-fibred rags 

are ground into “ iniingo,’' which is a valuable collateral 

supply of raw material to the low woollen manufacturer. 

In the fourth place, a firmly established industry acquires 

commercial economies due to the establishment of an organ¬ 

ized market for materials or product, or both, and the firms 

enjoy advantages which are beyond the reach of isolated 

competitors or, for a time, of new competing regions. 

The Birmingham Metal Exchange, the Manchester Cotton 

Exchange, and the London Wool Exchange may be cited 

as examples of such markets. Trade journals may be 

published, collective experiment and research may be 

organized. In the West Riding, the woollen and dyeing 

industries benefit by the existence of three institutions for 

higher education, in all of which scientific research bearing 

upon the local industries is pursued. 

The economies resulting from localization increase the 

attracting power of the region not only for the industry 

itself, but also for other industries of a similar or comple¬ 

mentary nature. The extension from marine engines to 

stationary engines is relatively easy for a large shipbuilding 
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area like the Clyde or the North East coast. The manu¬ 

facture of galvanized sheets was a natural development in 

South Wales, which was already the centre of tinplate 

manufacture. The growth of industries (such as cold 

stamping and pressing) which employ female labour was 

much easier in the Midlands, where the remaining indus¬ 

tries (such as wagon-building and steel manufacture) em¬ 

ployed male labour, than in Lancashire, where the main 

industry (cotton manufacture) utilized both male and (to a 

greater extent) female labour. 

The relative influences of the natural and acquired 

advantages which have been indicated gradually change. 

Industries tend to persist where they were first established 

on a large scale ; as already stated, they gather momentum, 

which carries them forward long after the original causes 

have ceased to operate, and when the momentum has 

been lost they possess sufficient inertia to prevent them 

being pushed asid(^, entirely. But if we examine their his¬ 

tory over a generation or more we find that their circum¬ 

stances undergo gradual change. The centre of gravity 

of the industry may move from one region to another. 

Both East Lancashire and the West Riding have retained 

their pre-eminence in textile manufacture in this country ; 

the advantages wliicli they offer, compared with those 

offered by other districts, seem to be at least as pronounced 

as ever. But the Indian cotton industry and the woollen 

industries of Italy and Japan have changed in relative 

importance for the international market. In iron and 

steel manufacture the Birmingham district at one time 

stood first; but as the need to import iron ore became more 

pronounced and the shipbuilding and foreign markets 

for steel became more important, a steady movement 

began towards coastal regions—South Wales, the Clyde 

Valley, the North East Coast, and more recently, Lincoln¬ 

shire, Cumberland, and North Wales. Nor is that all. 

New countries, in particular the United States, Germany, 

and Belgium, fostered the growth of competing industries 

ChaiiRPs ill 
location 
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'I'lio post-war 
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within their own borders, and compelled us to adapt our 

own industry to new requirements. Hence we find, 

again and again, a new orientation of industrial regions 

and of industry. 

One of the most important changes in industrial structure 

in the modem history of Great Britain is that shown by the 

growth of industry in the south of England between the 

two wars, ])articulaiiy in that part w’hich is within easy 

reach of London. This growth coincided with a marked 

increase of unemj)loynieiit in tlie industries of the north 

of England, of the west of Scotland, and of South Wales. 

Following the First World War, Great Britain seems to 

have been divided into two })ai'ts. If a line be drawn from 

the Wash to Bristol it is bn ailly true lo say that the area 

lying soutli and east of that line made rapid industrial 

progress, and in a normal year (that is to say, excluding a 

period of cyclical dc'pression) did not suffer from greater 

unemployment than was characteristic of the pre-war 

period. Hie area west and north of that line suffered from 

persistent depression after the col]a])sc of the post-war 

boom. For this reason it is frequently assumed that there 

has been a real southward trend in industry; in otlun' 

words, that industries tend to leave the north for tlie south. 

This general assumption is erroneous. 

The chief exporting industries of Great Britain were 

situated in the depressed area, and the persistent depression 

in that area was due to a permanent fall in the export 

trade, and this, in turn, to the growtli of competing indus¬ 

tries in other parts of the world. The cotton industry of 

Lancashire, for example, suffered from a persistent depres¬ 

sion, not on account of the development of cotton manu¬ 

facture in the south, but on account of the growth of 

rival industries in Japan, India, and other countries. The 

development of industry in the south has been due mainly 

to the grovTh of new industries. The explanation of the 

preference for the south shown by such industries may be 

summed up in a few sentences. In the first place, electricity. 
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which can be supplied at any point at a price differing but 
little from that charged elsewhere, is the chief source of 
power. So long as coal was the chief source of power, 
industries were more or less tied to the coalfields by the 
heavy cost of transport; but the change to electricity 
reduced the attracting power of the coalfields. For it 
should not be forgotten that the new industries are light 
industries in which the cost of power forms a smaller pro¬ 
portion of the total cost of production than in the heavier 
industries of the nineteenth century. These considerations, 
however, do iK^t afford a complete explanation of the 
attraction of tlie south; the changes merely cjilarged the 
area of competition for such industries without necessarily 
implying that coal-producing areas lacked other and suffi¬ 
cient attractions. The changes already indicated merely 
created new possibilities. The soutli has been preferred 
to the north for several reasons. Wages rates were lower 
and working conditions freer and more adaptable. In the 
early stages of the movement the rent of land was lower. 
The so-called southward trend of industry has been associ¬ 
ated with a process of decentralization; the new industries 
were usually established in rural or semi-rural areas. Fur¬ 
ther, the new industries, in many cases, w^ere attracted to 
the south-east on account of the fact that London provided 
the largest part of the domestic market. SucJi industries 
have not been, as a rule, dependent to any great,extent upon 
foreign markets, with the result that proximity to London 
in their case has been as important as proximity‘to shipping 
ports in the case of industries that are largely engaged in 
supplying products for export. For these reasons the south 
has acquired an industrial momentum that has carried it 
farther, relatively to the north, than might have been 
expected from a strict comparison based upon purely 
financial considerations. Although the extent of the move¬ 
ment has frequently been exaggerated, the exaggeration 
being due to the obvious and necessary growth of sub¬ 
ordinate industries and local services depending upon the 
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Factory sites 

new industries, the movement undoubtedly represents a 

change of the first importance in the economic structure of 

the country. 

Before we give further consideration to the competition 

of large regions, it is necessary to refer briefly to the factors 

determining the exact places, within the region, at which 

the establishments are erected. Some of these factors 

are closely related to the specified advantages acquired 

by the regions. During the nineteenth century factories 

of similar character, like birds of a feather, flocked together, 

for, in close proximity, they enjoyed economies which 

would not have been available if they had been widely 

separated. The location of factories is also largely deter¬ 

mined by the lie of the land, the availability of adequate 

supplies of clean water, proximity to railways and similar 

technical considerations. These form the economic basis 

of an urban district which ultimately develops into a 

town or group of towns. In some of the older industrial 

districts of this country, such as those around Leeds, 

Manchester, and Birmingham, the older factories may be 

found within the inner parts of the town ; but there is a 

marked tendency for modem establishments, particularly 

those which cover a large area, to be erected on the out¬ 

skirts and even beyond the administrative boundaries. 

In this way far greater space can be secured at lower 

ground rents, while, if they are beyond the boundary, the 

local rates may be much lower. In the town itself the 

valuable space is taken up by establishments which can 

afford higher ground rents—warehouses, which may be 

extended upwards, hotels, offices and shops. Near the 

centre of the towns, moreover, may be found factories 

approximating to the warehouse type, that is, factories 

which may be arranged in floors and in which ground space 

can be economized. Usually they make light articles, 

such as clothing and stamped ware; often they make 

valuable products such as silver ware. There are also to 

be found factories for which, in the technical sense, the 



LOCALIZATION OF INDUSTRY 9I 

outskirts may appear to offer greater advantages but which 

must be within reach of railway stations for the important 

reason that they also serve as the “ showroom'' for cus¬ 

tomers. Thus, for example, certain types even of heavy 

engineering may be carried on in places where the ground 

rent is heavy and the site appears better adapted for other 

purposes. Finally, it is advantageous to establish a factory 

within easy reach of the town centre if the work requires 

a highly expert class of labour, which is only to be found 

in a large centre of population, or if the work is done by 

women and thus offers opportunities to the families of 

warehousemen, transport workers, clerks, and numerous 

other classes of male workers found in the towns. 

Comparative Advantages 

We have left until last the most important single 

factor in the localization of indust^}^ namely, the relative, 

as distinguished from the absolute, advantage which one 

region may enjoy over others. We shall meet it again 

later, in the discussion of international trade, under the 

theory of comparative costs. It may be advantageously 

approached f)y con.sidering the circumstances of one 

industry—say cotton manufacture. Various authorities 

have informed us that Lancashire (including neighbouring 

parts of Cheshire, Derbyshire and Yorkshire) offers un¬ 

rivalled advantages in respect of cotton spinning, weaving 

and finishing. The natural advantages include a convenient 

supply of coal from the Wigan coal-field ; a damp climate 

suitable for spinning ; an ample supply of water peculiarly 

suitable for bleaching and calico-printing, and accessibility 

{via the port of Liverpool, close at hand) to raw material 

and to foreign markets for piece goods. The development 

of the industry in the county, due to these natural advan¬ 

tages, led to the growth of other advantages. The con¬ 

struction of the Manchester Ship Canal intensified the 

advantage previously afforded to Lancashire by the import¬ 

ance of Liverpool as a collecting and distributing centre. 

The cotton 
industry 
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Subsidiary industries were created to minister to the 

requirements of cotton manufacture; in particular there 

arose in and around Manchester a large engineering industry 

which specialized in the building of cotton machinery. 

Being near the main industry, it was able to co-operate 

effectively with the latter, and the resulting dovetailing and 

specialization were of mutual advantage and their effects 

cumulative. Further, since cotton manufacture depended 

mainly upon female labour, the complementary engineering 

industry was able to draw upon an ample supply of male 

workers and to drain away the male labour not required 

in cotton production. The establishment of market 

facilities at Liverpool and Manchester strengthened the 

relative position of Lancashire.^ 

^ Cotton is even more completely standardized than wheat. 
It is easily graded, and therefore bought and sold by sample, or 
ov(m by label or number, without being examined. Both wheat 
and cotton are agricultural products. Wool is an animal product; 
its quantity is variable, depending partly upon climate, but largely 
upon the care of the sheep. It cannot therefore be sold by sample. 
The wool has to be examined on the spot and in bulk by experts. 
London is therefore the obvious market. It collects the wool from 
different parts of the world more easily than any other port, and is 
more conveniently situated for Continental buyers. If wool had 
been like cotton, Hull or Liverpool would have been the obvious 
importing centre for the West Hiding, but, in view of its natural 
characteristics, it continues to be transported via London, the 
position of which, as the central wool market, is growing stronger 
rather than weaker. Success in woollen and worsted manufacture 
is based more largely upon ability in buying than upon technical 
efficiency at the factory. In the cotton industry the purchasing 
of the raw material has been reduced to routine. This initial 
difference explains other differences in the organization of the two 
most important sections of the textile trades. 

One further point calls for comment as illustrating the above 
general considerations. Specialization within the cotton industry 
has been carried almost to the utmost stage. South Lancashire 
confines itself almost entirely to spinning, and North and East 
Lancashire to weaving. The finishing branch (i.e. bleaching, 
dyeing and printing) seems to be more widely spread ; it is carried 
on by firms which specialize in such work, and in places where ample 
supplies of pure water are obtainable. Returning to spinning, we 
find that Bolton and Manchester concentrate upon fine spinning 
(that is, counts of 6o's to 300*3), coarse spinning (that is, counts of 
I's to 6o's) being carried on in the Oldham, Rochdale, and Stockport 
districts. Individual firms specialize within still narrower limits. 
In weaving we find similar specialization by districts. Blackburn 
and East Lancashire concentrate on fabrics for the Indian market; 
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All these advantages may be admitted. The combina¬ 

tion of the original and the acquired advantages is now 

so formidable that no other region in this country can hope 

to compete with Lancashire in this industry. But if we 

go back to the days when the latter was in its infancy we 

find that Lancashire had to struggle for the supremacy, 

and that one of the most potent factors in its success was 

its obvious unsuitability for agriculture and other important 

industries. Thus, for example, the Clyde Valley was as 

plentifully supplied with coal as Lancashire ; the humidity 

of the atmosphere was sufficient to satisfy the most exacting 

requirements ; there was no lack of pure water for bleach¬ 

ing ; the potentiality of Glasgow as a cotton port was 

second only to that of Liver{)ooI. Cotton manufacture 

did, in fact, make headway in that district. V'ffiy, then, 

did Lancashire forge ahead ? The answer is to be found 

in the available alt(OTatives. The industry of a region is 

limited by population. The word specialization itself 

implies a choice. No region can expect or is able to make 

everything for itself. In making its choice it selects the 

line of least resistance or greatest advantage. The Clyde 

region might have made a strong tight for the cotton in¬ 

dustry, but it could make an easy conquest of the steel 

and shipbuilding industries. It became a question of 

relative rather than absolute advantage. The advantage 

which it enjoyed over other districts in respect of ship¬ 

building was more pronounced than the advantage, if 

any, which it might have enjoyed over Lancashire in respect 

of cotton manufacture. Relative, not absolute, advantage 

is the governing factor which determines the lines of 

economic specialization, be it personal or territorial, 

Preston OQ shirtinj^s, sheetings and fancy clotlvn; Burnley on 
printing cloths ; Nelson and Colne on sateens and brocades ; Rad- 
clifle on weaving from dyed yarns, and Oldham on fustians. Similar 
specirdization is also found in marketing. Some luercliants concen¬ 
trate on the domestic market, others on shipping orders : of the 
latter some concentrate on one overseas market, others on anothei 
(such as China), the reason being that the demand is more or less 
standardized. Report on the Textile Industries after the War (191 p-iS). 

Lancashire 
and the Clyde 
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“ Key” and 
dependent 
industries 

industrial or professional. And the silent and subtle 

changes in the organization of regions over long periods are 

due to changes in the relative advantages, be they natural 

or acquired. Thus, for example, the sterility of the steel 

industry in the Clyde region during the decade ending with 

the First World War was due to the importance of the 

relative advantage of shipbuilding, which thus continued to 

absorb relatively more of tlie energies of the inhabitants. 

If, as some believe, the shipbuilding industry has reached 

the limit of growth (due to foreign com})ctition), the 

relative advantage of the steel industry may become more 

pronounced and lead to a revival and development in that 

direction which, directly and indirectly, will absorb more 

and more of the growing population. In the cotton dis¬ 

tricts of Lancashire there was no otlier industry, with the 

possible exception of woollen manufacture, which was 

obviously competing witli cotton manufacture. Yorksliire 

was a competitor for the former. Consequently, Lanca¬ 

shire gladly accepted what the Clyde district surrendered, 

and in turn surrendered the woollen industry to the West 

Riding. 

This is not a fancy picture but a true, though very 

general, statement of the results of the operation of those 

silent, persistent forces which have been specified in this 

chapter. Illustrations of the same tendency might be 

drawn from other industries and other regions in this 

country; and it will be shown that the same tendencies 

are observable in the sphere of international economic 

organization. Once we grasp the fact that a community, 

like an individual, must make a choice of occupation, and 

that its choice, like that of the individual, is decided by 

the relative advantages offered by different occupations, 

we shall easily surmount an obstacle which might otherwise 

prove troublesome when we approach the problem of trade 

between nations. 

We have referred to the fact that the great majority 

of the people are employed in providing goods and services 
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for the iocal market. Even in those regions which appear 

to specialize in industries providing goods for sale in distant 

markets such industries directly employ a comparatively 

small proportion of the working population. Nevertheles-s 

they are the ‘‘key” industries of their respective places. 

Their products are sent elsewhere in pa3^ment for the things 

that are brought into the districts from outside. Thus, 

for example, the food, clothing, etc., which are sent into 

Manchester are ultimately paid for by means of the 

machinery and cotton, etc., sent away from that city, in 

exactly the same way as the necessaries and luxuries of 

a barrister or the necessaries and elementary comforts 

of a teacher are paid for by means of the services which 

he renders. It follows that while the majority are provid¬ 

ing ” local services,” their work, and the sustenance of the 

people as a whole, can only be continued so long as the 

localized industries hold their own. If such industries 

are defeated in the competitive struggle, the district must 

either find other industries serving external needs or 

disintegrate. The people of the region cannot live by 

taking in each other’s washing. 

Transport Facilities 

We started by saying that industrial concentration Transport 
. . f 1 improvements 

was conditioned by the existence of adequate transport 

facilities. The word ” adequate ” must clearly be used in 

a relative sense. There is no absolute standard of adequacy. 

An improvement of transport facilities may express itself 

in the form of a more frequent service or a more rapid 

service or a cheaper service. A more frequent and rapid 

service enlarges the market for perishable goods. Straw¬ 

berries are now sent from the Channel Islands via Southamp¬ 

ton to Newcastle. London draws large supplies of milk 

and vegetables from distant counties. A cheaper service 

means that durable goods are also sent farther afield ^ 

^ Building bricks have, on occasion, been imported into Hull 
from the Continent. 
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Moreover, the economy to be achieved by eliminating the 

cost of transport of waste is reduced. Thus the pull of 

the sources of raw material and power and that of the 

market are weakened. 

It is frequently stated that an improvement in transport 

facilities strengthens the tendency towards geographic 

concentration, but this generalization is far too sweeping. 

Without transport facilities concentration would, of course, 

be impossible, but it does not follow that every improve¬ 

ment must be accompanied by still greater concentration. 

All that can safely be said is that inventiveness, organizing 

and executive skill and enterprise, would become more 

important factors and that natural obstacles to concen¬ 

tration would diminish. If human ability to organize 

and operate a given industry were widely diffused it is 

likely that, other things being equal, the industry itself 

would be widely spread. On the other hand, if the advan¬ 

tage resulting from localization and large-scale manufacture 

were very pronounced, the tendency to further concentra¬ 

tion would be strengthened. 

'laiiffo While it may be, and is, unsafe to generalize regarding 

the ultimate effects of improvements in transport, it is 

safe to say that the improvements which have hitherto 

been effected have resulted in greater concentration. This 

result has been so marked that most industrial nations have 

become alarmed, and have endeavoured to neutralize it by 

reintroducing a barrier of a kind similar to transport 

costs. A customs duty upon imports increases the cost 

of transport towards the country which imposes it, and 

its effect is essentially the same as that which would be 

produced if the ships conve3nng the goods were regularly 

delayed by storms and their owners compelled to impose 

higher freight charges to meet the increased costs of fuel 

and wages and the increased overhead charges. The 

tendency would be for the industry concerned to be more 

widely distributed, which is the desired result. To make 

such an obvious statement is not to state that the tariff 
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is necessarily harmful. Such a conclusion implies that 

territorial division of labour, carried to its logical end, is 

beneficial to the community. That implication has not 

yet been examined. It is important, nevertheless, that 

we should realize the similarity, within limits, of an obstacle 

to transport, or greater inefficiency in transport, to a 

customs duty. It is further obvious that, if each of two 

countries imposed duties upon all the goods coming from 

the other, the similarity between such a case and diminished 

efficiency of transport would be still greater; but it will 

later become evident that even these are not strictly 

analogous. 



CHAPTER III 

THE COMPETITIVE i^.USiNliSS UNIT 

Establish¬ 
ment, 
business unit, 
and controlling 
entity 

Definition of 
a business 
unit 

It is necessary at the outset to draw a clear distinction 

between a factory or other industrial or commercial estab¬ 

lishment, a business unit, and the entity which owns and 

controls that unit. The controlling entity may be a single 

individual, a private partnership, a joint-stock company 

(or other form of association, such as a co-operative society), 

or a public authority. The question of business control 

will be considered later, and in the present chapter we shall 

only be concerned with the business unit (which, when 

convenient, we shall call a firm) and the establishment 

or establishments in which it carries on its work. Thus 

it is immaterial to our immediate purpose whether the 

unit is controlled by the owning individual or by a group 

of shareholders. 

It has already been stated that a photograph of an 

industry would reveal factories or establishments of different 

sizes. It would also reveal business units with widely 

different ramifications. Some would control one establish¬ 

ment only, others two, three, or more establishments. 

Some would be found restricting their activities to one 

process or stage of manufacture or marketing, others 

extending their operations to two or more stages. Again, 

a “moving picture” of an industry would reveal evolu¬ 

tionary changes in structure. In the great majority of 

cases it would show a gradual increase in the size of the 

typical estabhshment and in many cases a steady expansion 

in the typical business unit. Consequently a classification 

of trades which is satisfactory at one time or for one puipose 

may prove unsuited to another time or for another purpose. 

It is not difficult to define a business unit; it is the unit 

which is ultimately responsible for contracts of purchase, 

98 
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sale and employment. If the manager of a factory receives 

his orders from an outside body which also controls other 

factories, that factory is not a business unit. 

If all business units were homogeneous—if, that is, 

they bought the same material and sold similar products 

in the same markets—they would constitute an industry 

or trade. They would have many interests in common, 

for any event which affected the common supply of materials 

or labour, or affected the market for their common products, 

would react upon the positions of all. Community of 

interests, within limits, is recognized by the growth of 

organized markets, the creation of associations and the 

publication of trade journals. On the other side, the 

units, being mutually competitive, would have conflicting 

interests; they would compete for materials, and for 

markets. Business units are not, however, homogeneous. 

Some confine their attention to one link in the long chain 

of production, while others spread their efforts over two 

or more links. Thus, for example, one weldless-tube manu¬ 

facturer may buy hollow bloom, another may buy the 

solid bloom, while a third may also produce the ingot 

from which the bloom is made. Some firms control all 

stages in steel production, from coal and ironstone mining, 

the production of coke and the quarrying of limestone, 

right through to the manufacture of steel rails, boiler 

plates, and even engineering castings and products ; other 

firms control one, two or more of the many processes 

included in this series. Again, in textile manufacture, 

some firms seem to content themselves with spinning 

fibre, weaving cloth or finishing (calendering, bleaching, 

and dyeing) the fabric, while others control two or more 

of these processes. 

The earlier differentiation of processes was accompanied 

by corresponding differentiation of business control, but 

now we are witnessing a tendency towards reintegration, 

mainly of business units, but also, in some cases, of the 

actual processes of production. Hence it is becoming 

And of 
an industry 
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increasingly difficult to define an industry or trade. It 

is not sufficient to say that a trade consists of all those 

members who meet in a market (whether that for raw 

material or that for the product for sale), for there are many 

who control similar processes, yet, by combining them with 

earlier and later processes, do not appear on either of those 

markets. Two other factors increase the difficulty of 

defining a trade. Some trades are complementary, or 

one may be subsidiary to a second. Thus, iron ore and 

limestone are complementary products; so, too, are boots 

and bootlaces. Such trades, though they bear no technical 

resemblance to each other, are frequently controlled by 

the same business units. Secondly, products which are 

mutually competitive, such as wooden and metal bedsteads, 

or hot-drawn and cold-drawn tubes, appear to constitute 

the same trade, and the re.spective business units compete 

with each other as though they made precisely the same 

articles; yet the processes of manufacture and often the 

materials employed are wholly dilferent. 

In all cases the firm aims at making itself an efficient 

competitive unit, thereby monopolizing, as far as possible, 

the custom of the purchasers of the commodity or service. 

In order to achieve this end it endeavours to avail itself 

of all the economies of production. Some of those econo¬ 

mies are of a technical character, and apply to the estab¬ 

lishment, while others apply to the commercial functions 

of the firm. Where they appear they are reflected in the 

cost of production. It is therefore desirable, at this stage, 

to investigate and classify the costs which are incurred 

in the supply of a commodity or service, and to proceed 

by considering first a simple case, such as the supply of a 

standardized product, of which steel offers a striking 

example. 

Cost of Production 

tnitied A firm about to enter the industry known as steel manu- 
pxptinses. ol , f, - , • ^ 1 t 
pnxhiction facturc Tcquires first to purchase or lease a site for the plant, 



THE COMPETlnVK BUSINESS UNIT lOI 

and in carrying out this task it seeks the advice oi technical 

experts, who consider the requirements of the site in view 

of present needs and future developments. Next the firm 

enters into a contract for the erection of the factory, the 

purchase and instalment of the machinery, the construction 

of a railway siding and the many accessories of an estab¬ 

lishment of this character. When the factory is almost 

ready for use the firm enters into contracts for the purchase 

of raw materials, such as pig iron, boiler fuel, etc., and, 

if necessary, a supply of gas for the furnaces. It also 

proceeds to collect a group of workpeople of all categories 

required in the industry, and to bmid up a selling organiza¬ 

tion. As soon as it is ready to start it makes provision 

for insurance against many of the risks of industry; it 

is also visited by the local rating othcials and the establish¬ 

ment is assessed for rating purposes. Again, if the firm does 

not already possess sufficient capital to erect the establish¬ 

ment it endeavours, at the outset, to borrow the difference 

by mortgaging the factory, in which event it has to pay 

an annual sum as interest on the loan. In any case it 

seeks an arrangement with a bank, under which it will 

be able to borrow money for current purposes (such as the 

payment of wages and the costs of materials) pending the 

receipt of payment for the product which is sold, and for 

this temporary and repealed accommodation or credit it 

has to pay interest. 

At the end of each year the lirm makes a survey of the Avora^c costs 

year s working ; it comjiares the total expenditure for thti 

year with the total earnings or revenue, and estimates the 

actual financial position as the result of the work of the 

year. In other words, it prepares a profit and loss account 

in order to determine the profits earned during the year, 

and also prejiares a statement of assets and liabilities at 

the end of the year, the net assets indicating, from one point 

of view, the actual position (i.c. capital) of the firm at that 

time. The total expenditure of the year (after allowing 

for necessary adjustments) represents the cost of suppl3dng 
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the total quantity of steel produced during the same period, 

and by dividing the former by the latter the firm is able to 

tind the average cost of steel per ton. 

The average cost, derived in this way, is not, however, 

of much assistance to the firm in determining its policy 

from day to day, or in respect of ])articular orders from 

customers. Even if it were otherwise of value, it is known 

too late to be of any use. The firm is therefore compelled 

to approach the problem of costs from another point. 

It deserts the time-unit in favour of another unit—the 

product or process. It endeavours to ascertain the cost 

actually incurred in making one unit of the product, or 

in performing each operation involved in producing that 

unit. But the task of ascertaining the specific cost of 

production is by no means simple. Some items of cost, 

it is found, vary directly and exactly with the output, 

and can therefore be assigned to particular units of product. 

They consist of the wages (including insurance and inci¬ 

dental expenses, if any) of the process (or tonnage) workers, 

wear and tear of machinery, and costs of raw materials. 

These items are reduced or increased in amount for every 

ton of steel less or more produced in the factory. But 

other items of cost, though elastic, do not vary with the 

same exactness. Thus, for example, the wages of the 

unskilled day men employed about the yard, the wages of 

those employed on structural repairs and in the tool room, 

and the wages of timekeepers, clerks and foremen, are 

practically constant for a week or two, though they var^^ 

with substantial changes in the output. Even less elas¬ 

ticity is shown by other elements in cost, such as lighting 

charges and the salaries of many of the higher officials. 

Finally, there arc costs which are practically constant for 

a year and even longer. In this category would be in¬ 

cluded the rent of land (if held on lease), the directors' 

fees, and the salaries of some of the higher officials, local 

rates, and interest on loans. 

Those costs which vary directly with the output are 
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usually called prime costs or running charges ; they repre¬ 

sent the direct costs incurred in increasing the output, 

or the costs which are obviated in reducing the output, 

and they can be allocated to specific units of output. 

The remaining costs are usually called supplementary 

costs, or standing charges, or overhead charges, or oncosts. 

They are fixed " relatively to that increase or decrease 

in output which is the subject of consideration ; they cannot 

be allocated to specific units of output, for they would 

exist even if such units were not produced. It is clear 

that these two classes of costs do not fall into two absolute 

and mutually exclusive categories of output. It is true 

that such prime costs as we have specified—raw material 

and tonnage wages—vary exactly with the smallest varia¬ 

tion in output. Moreover, there are certain costs, such as 

interest on fixed loans, which are almost completely inde¬ 

pendent of variations in output. But the bulk of oncosts 

do, in fact, vary with substantial variations in output, 

some requiring greater change than others in order to pro¬ 

duce variation in themselves. Thus, for example, if the 

establishment were closed for a fortnight or a month in 

consequence of a coal strike, or the need for rebuilding 

furnaces, or on account of a trade depression, most of the 

day men and clerks, and possibly the foremen, would be 

given a holiday without pay, and the wages bill thereby 

reduced ; but the higher officials employed at a salary 

would probably suffer no loss. It is therefore desirable 

to distinguish between fixed oncosts and fluctuating 

oncosts, the latter resembling running or prime costs 

with reference to substantial changes in output. Thus, 

for a change in output of one ton per week, all oncosts 

would be fixed oncosts; a change of 500 tons per week 

would seriously affect some of the oncosts, while others 

would still remain fixed, and a change of 1,000 tons per 

week would materially alter some of the latter. It is 

important to emphasize this fact, for it is frequently 

assumed, in economic theory, that costs are divided into 

I'lxfd 

lluctuatuif? 
oncosts 
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prime costs and fixed costs. Such is not the case, the true 

distinction being that between prime costs and oncosts. 

Prime costs are those costs which can be assigned to specific 

units of output, and oncosts are those which cannot be 

assigned to specific units of output. The former vary 

directly with the output; the latter vary, but the degree 

of variation differs according to their character, some 

varying with comparatively small changes in output, 

otlicrs only with comparatively big changes, others, again, 

being practically fixed. Thus, the ‘‘ additional net cost ” 

involved in producing an additional supply of a commodity 

or service must include prime costs and may include some 

elements among the oncosts; and the greater the change 

in the supply the more important are those constituents 

of oncosts which must be included. 

In the case we have considered (steel manufacture) the 

distribution of oncosts prescnls no serious difficulty. The 

product is standardized—^it is always the same—and the 

oncosts may be spread evenly over the supply. But the 

problem of estimating the total cost of the product (that 

is, of distributing the oncosts) presents serious difficulties 

in more complex industries, and insuperable difficulties 

in a few of the most important. An engineering establish¬ 

ment with, say, a hundred lathes and other machine tools 

may be employed in making dozens of different kinds of 

products on those machines. Prime costs, such as those 

of material and direct labour, are easily ascertained. 

Power, lighting, the cost of superintendence, and the wages 

of crane men and labourers may be allocated between the 

different departments or “ shops.” But their distribution 

between different products is not an easy matter. There 

seems to be no satisfactory principle on which other on¬ 

costs, such as tool-room costs, the costs of works organiza¬ 

tion and the expenses of financial and sales organiza¬ 

tion, may always be allocated even to the different 

departments, and a rule-of-thumb method is generally 

adopted. 
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But the problem presented by an engineering establish- 

ment engaged in the manufacture of a group of unrelated 

products is less difficult than that presented by an estab¬ 

lishment in which joint products are made. Joint products 

are such that if one is made the other (or others) is also 

inevitably produced—although it may be flung aside as 

waste product. Thus, the slow carbonization of coal 

produces coke and volatile matter from which a number of 

products—gas, toluol, benzol, crude tar, etc.—may be 

extracted. In a coke-oven and by-product plant, even the 

discovery of prime costs and their distribution is a matter 

of considerable difficulty. There are costs (such as coal 

and the wages of piece-workers) which vary directly with 

the output, but as in this case the output is a joint one, 

the costs cannot be allocated to specific units of the con¬ 

stituent parts of that output, and they should therefore 

strictly be regarded as fluctuating oncosts. Some of the 

more general oncosts (e.g. those connected with the recover}^ 

plant) are capable of classification, and, within limits, of 

allocation. Agriculture combines in itself the difficulties 

encountered in general engineering and in the making of 

joint products. Milk, sheep and wheat represent a group 

of unrelated commodities which may be produced in varying 

proportions. Wool and mutton, wheat and straw, repre¬ 

sent joint products which may also, within limits, deliber¬ 

ately be provided in vaiydng proportions.^ Thus, just 

as in a gasworks the production of coke is partially sacrificed 

to that of gas, or, as in a coke-oven plant, gas is subordinated 

to coke, so too, in agriculture, the supply of mutton may 

be subordinated to that of wool. The distribution of 

oncosts in such a way as to provide a satisfactory measure 

of the total cost incurred in supplying one of the 

numerous products of a farm constitutes a problem which 

has hitherto proved insolvable. 

As a final illustration we may investigate another type au.i m 
trajisj^ortation 

^ In some industries the relative amounts of the constituent 
products (such as oil and oil cakes) cannot be varied. 
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of economic activity—railway transport. Here we find 

that all costs are oncosts. The costs of providing transport 

by rail may be divided into four groups. The first includes 

fixed charges such as interest on debenture bonds and the 

rent of land ; the second consists mainly of the general 

expenses of managing and supervising, soliciting traffic, 

accounting, maintenance of plant (in so far as depreciation 

is due to climate), insurance, etc. The third group consists 

of terminal charges, such as those incurred in making up 

trains, loading and unloading, collecting goods, making 

repairs necessitated by use, etc. These vary broadly 

with the volume of traffic, though not with the distance 

which it is conveyed. The final group includes all operating 

costs involved in the production of the actual service of 

transport, that is of simply conveying goods from one 

place to another. These costs may be illustrated by such 

examples as the cost of coal, the wages of the engine driver 

and guard, the cost of lighting, and the expenses incurred 

in the maintenance of the rolling stock in so far as the latter 

deteriorates through use. As far as the first three groups 

are concerned, the problem of distribution is so difficult that 

it is impossible even to say what share should be assigned 

to goods traffic as a whole and what proportion to passenger 

traffic as a whole. Operating costs can be defined more 

exactly, and they vary more closely with the volume of 

traffic, or, more strictly, the provision of train mileage.^ 

But transport ser^dee is of a peculiar character ; it may vary 

from that of carrying an infant a distance of a mile to that 

of carrying a battalion of soldiers a distance of many 

hundreds of miles ; it may consist in carrying a box of 

hairpins from Birmingham to London, or a heavy gun from 

Sheffield to Newcastle. Although the methods of organiza¬ 

tion and operation are in a sense standardized, the product 

is not. The direct cost actually incurred in providing 

^ By train mileage for a given period is meant the total mileage 
covered by all the trains run during that period. Assuming that 
all the trains are of economical " length and fully loaded, it gives 
a rough measure of the service provided. 
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the service of carrying a passenger or a small parcel from 

one station to the next is usually so minute as to be negli¬ 

gible. Changes even in operating costs may only occur 

with substantial changes in the amount of traihc carried. 

Nor is it possible to assign such costs to specific items of 

traffic, unless the latter are so large as to be divisible into 

smaller units. It follows that in railway transport all 

costs are, in the strict sense of the term, oncosts. The 

term prime costs or running charges is frequently employed, 

but in such cases it is related to a large group of services 

rather than to any one small item within that group, and 

is therefore used in the sense of fluctuating oncosts. 

The examples which have been submitted serve to show 

the difficulty of estimating the total cost incurred in the 

production of a commodity or the provision of a service. 

We ma}^ refer with confidence either to the average cost 

of supply or to the additional net cost incurred in providing 

a small increase in the supply, but we should beware of the 

danger of careless use of the words cost of production 

in the sense of the total cost of producing one unit of 

supply. The additional net cost of production is an 

important factor (sometimes the only important factor) 

determining the policy of a firm from day to day, that 

is, its tactics ; but its strategy is influenced far more 

profoundly by the total cost^ 
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THE SIZE OF THE BUSINESS 

General Considekatu'Ns 

An industrial survey reveals wide divergencies in the 

types of firms and establishments at any given time. In 

some industries the predominating firms are small, in others 

they are large. In practically all industries there are 

firms which deviate considerably from the predominant 

type, both in size and in methods of organization. In 

the great majority of industries, however, one can observe 

a tendency to grow on the part of the predominant type. 

Two questions naturally present themselves. First, what 

determines the size of the most efficient firm ? Secondly, 

given that the most efficient firm is a large and growing 

one, how a rtf we to explain the fact that large and small 

firms, and ftnns of intermediate sizes, continue to exist 

side by side, and apparently to compete successfully against 

each other? The remainder of this chapter will be devoted 

to an attempt to answer these questions. 

It may first be observed that the minimum size of the 

production unit or establishment (and therefore one limit 

of possible variation) is determined by the nature of the 

product or service. An establishment ” for the sale of 

newspapers may be no more than a wlieelbarrow ; but a 

shipyard capable of building a battleship or an Atlantic 

liner must be of considerable size, and the berth must be 

enlarged as the dimensions of the ship to be constructed 

increase. The smallest establishment in the heavy- 

engineering trade is comparatively large, but a repair shop 

may be no larger than a dweUing-housc. A railway between 

two widely separated towns is essentially a large-scale 

undertaking. From the very nature of their services 

banking and insurance must be conducted on a relatively 

large scale. But even shipyards tend to grow in size in 

io8 
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the sense that the number of berths increases; railways 

tend to grow larger in the sense that the engines increase 

in size and drawing power, the trains become longer, the 

traffic becomes heavier, the passenger and goods stations 

are enlarged, and more use is made of mechanical appliances, 

and, finally, four lines are used instead of two and the 

beds are strengthened. Banking companies amalgamate, 

and the unit of organization is steadily growing. 

An increase in the size or scale of production reveals 

itself in different ways. Comparison of a large, modern 

iron works with those erected half a century ago shows 

not only a greater number of blast furnaces (say 

six instead of one or two), but also furnaces of an 

entirely different—and larger—type, each with a pro¬ 

ducing capacity at least twice as great as that of a 

furnace of the older type. In large steel and copper works 

wc find not only more furnaces and heavier mills, but a 

technique entirely different from that employed even in 

modern works of smaller size. In light engineering (and 

other industries which exhibit certain similarities, such as 

the manufacture of textiles and of boots and shoes) the 

difference between large and small establishments is largely 

a difference in the number of the machines—the types and 

qualities of machines employed ma}^ be the same in the 

two cases. Not so in iron and steel manufacture. In 

foundry work and heavy engineering the difference between 

large and small scale production is to be found to a large 

extent in the auxiliary appliances, such as electrically 

driven overhead cranes. Consequently the relative im¬ 

portance of the considerations that follow varies according 

to the technical features of the industry concerned. 

We have to consider the factors determining the size 

of the most efficient establishment and business unit in 

those cases which offer a field of-choice and thereby permit 

a variety of type—a tramway system serving a given 

area, if it is to exist at all, must be of a certain minimum 

size. In approaching this problem it is advisable to 

Technical 
methods and 
scale of 
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External and 
internal 
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distinguish between the external and internal economies 

that are available to the business unit. By external 

economies are meant those that are available to all the 

firms either in the district or in the industry. The former 

have already been discussed in the chapter on the localiza¬ 

tion of industry; the latter are those connected with the 

general organization of the industry where, as in the case 

of building and general engineering, it extends over two 

or more regions. Trade newspapers, institutes for research, 

regular meetings for discussion and other devices for 

diffusing knowledge and encouraging enterprise fall under 

this head. We should also include the advantages offered 

by an orderly government and all the factors making for 

general efficiency in the community. External economies 

of this character react upon internal economies, and are 

only important for us at this stage in so far as and in the 

manner that they do so. 

Internal economies are those which are strictly individual 

in character. They may be divided into two classes, 

(a) technical, and (b) administrative and commercial 

The former are concerned with the establishment in the 

narrow sense of the terra ; the latter influence the size of 

the business unit and determine whether or not the most 

efficient business unit will control two or even more 

establishments. 

Internal Economies Technical 

Natun of We sliall first examine the technical economies which 
technical . , 11.. 
economics mflueiice the size of the establishment. They do not 

differ essentially from those that are enjoyed to the full 

in an hotel or boarding-house, but are beyond the reach 

of the average household, such as that of a manual 

worker with a small family or a senior clerk whose wife 

is assisted by one maid. In the larger establishment there 

are several maids, and the work of each is more or less 

specialized. The chambermaid is not expected to cook 

the dinner or wash the linen, nor is the cook constantly 
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interrupted by calls from the sitting-rooms. Vacuum 

cleaners are used to do the heavy cleaning, and the cost of 

the cleaner (interest and depreciation charges) is consider¬ 

ably less than the wages of the extra maid, whose seivdces 

can now be dispensed with. The cook uses modem stoves 

which economize fuel and space. There is said to be less 

waste in cooking. It is easier to estimate the require¬ 

ments of a large group than those of a small family, while 

the less amount per head left over is not wasted, but made 

use of in various ways. The housekeeper of a large estab- 

iishment is also able to secure favourable terms from the 

shopkeepers. Real economies may thus be effected in run¬ 

ning the establishment, in consumption and in marketing. 

The large business unit is similarly situated. First, 

a large establishment enjoys economies related to fixed 

capital, that is, economies due to purely technological 

causes which cannot be examined by an economist who 

is not also a technical expert. A large blast furnace can 

produce proportionately more than a small furnace. The 

masses of coke, limestone and iron ore conveyed to and 

tipped into the furnace are so large and heavy that they are 

mechanically transported, and therefore moved with greater 

rapidity—compare the vacuum cleaner in a house. If, 

in a steel works, the rolling mill is able to keep six furnaces 

in fuU operation, there are obvious economies to be gained 

by building six (or seven, allowing for the need for repairs) 

rather than three or four. In general it may be stated 

that the correlation of the different stages in the manufac¬ 

ture of a product is easier in a large than in a small estab¬ 

lishment. The cost of providing power in a factory does 

not increase so rapidly as the amount of power supplied 

—there are obvious economies in coal and wages, in space, 

and in the capital costs of the boiler plant. 

A large establishment will boast of railway sidings, 

which obviate the necessity for double loading and many 

of the delays and inegularities experienced by the small 

establishment isolated from the railway. But this factor 

I, Efficieni 
of plant 
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has now lost much of its importance. Small firms realize 

the importance of sidings and both large and small estab- 

lishments make use of motor transport, which prevents 

delays due to transhipment and other causes.^ The 

mining of valuable ores by modern methods necessitates 

expensive machinery and treatment. In railway transport 

it is found that four lines are relatively less expensive to 

build than two, and can carry relatively more traffic ; 

more powerful engines arc more economical than less 

powerful ones; mechanical handling'' in large goods 

yards is relatively cheaper than handling by men. Mechan¬ 

ical lifters are cheaper than human carriers of corn on large 

farms. An examination of the meclianical or chemical 

causes of such economics, as already stated, would carry 

us into the region of natural and mechanical science. We 

merely note the fact that these oconornic'S exist. 

It should be observed, however, that they only become 

fully available if and when the plant is fully operated. 

The market must be of .sufficient extent to absorb all that 

is produced in the establishment. A large, expensive 

plant, continuously employed, probably produces more 

cheaply per unit than a small plant, but if it is not given 

full scope the cost of production per unit may be far higher 

than in the latter. This fact is clearly seen in the case of 

railway transport, if four lines do no more work than could 

be done by two lines; ur in a lawyer s office, if the only 

clerk sits in a room capable of seating a dozen workers. 

The market may thus set a limit to the ])ossihle growth in 

the size of the plant. It is partly for this reason that stone 

quarries, brick works, and other establishments making 

cheap products for local markets are so small in comparison 

with those existing in other industries. 

The second group of economies available in large scale 

production are those connected with voluntary and delib¬ 

erate specialization and standardization. They are to be 

^ But a large fleet of motor vans can be operated at lower average 
cost than a small fleet. 



THE SIZE OF THE BUSINESS 1X3 

found mainly in those industries (such as engineering and 

boot and shoe manufacture) which employ machine tools. 

In a small engineering shop, in which a variety of pro¬ 

ducts is made upon a limited number of machines, there 

is evidently a great deal of waste. The machines may 

not be of quite the best type for the particular processes 

that have to be performed at any given lime, though 

they may be, on the average, better than any other group 

equally small and called upon to do the same variety of 

work. An odd job may be taking up the time of a highly- 

skilled worker and a valuable machine. Engineers tell us 

that there are enormous differences between the estimates 

submitted for different jobs by different firms. Phrm A 

may quote a much higher price than firm B for one job, 

and a much lower price for another. For the manner in 

which the job is built up is determined by the available 

machines, and the latter also determine the prime cost. 

It is inevitable, under such conditions, tliat a firm should 

tend to concentrate upon those products to which the group 

of machines is best suited. This initial tendency towards 

specialization is strengthened by the further adaptation 

of the machine tools to the needs of the specialized 

products, and, if a large enough market can be secured, the 

tendency results in complete standardization and mass 

production."’ 

There has been a great deal of misunderstanding about 

standardization of this kind, due mainly to the fact that 

it was so largely prevalent in engincc^ring during the war 

when, as in all wars, standardized jiroducts were in great 

demand. In some industries, such as steel and copper 

ingot manufacture, the product is essentially standardized, 

whether the individual establishment be large or small. 

In others, such as transport and the manufacture of stamped 

and pressed ware and of solid drawn tube, the method of 

production is standardized, even when the product is not. 

But in engineering there was a large field within which 

neither the product nor the method of production had 

Standardizii- 
tion of 
product and 
method 
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been standardized; and it is there that progress has been 

made in recent years. Two points should be observed, 

however, in this connection. The first is that standardiza¬ 

tion of product (and consequently of method) does not 

necessarily involve production on a large scale, A macliine- 

tool shop in which, let us suppose, one type of lathe is 

made may be of but moderate size compared with other 

engineering establishments, and yet sufficiently large to 

enjoy all the direct economies of specialization and standard¬ 

ization. The second observation follows from the first. 

Diversity of product is compatible with standardization 

if only the establishment is sufficiently large. And this 

is what we find to-day over a great part of the engineering 

industry and of those industries, such as woodworking and 

boot and shoe manufacture, which resemble engineering 

in some essential features. There is a tendency towards 

standardization up to the limit necessary for securing 

all the economies of standardization, and, beyond this, 

a further tendency towards the production of a group of 

standardized products. Thus one manufacturing depart¬ 

ment of an engineering establishment may be devoted 

entirely to the making of one product and another to the 

making of a different product. There are also cases where 

establishments grow in size and actually add to the variety 

of their products for the purpose of securing the benefits 

of standardization. In this case the products are closely 

related, and the differentiation only begins near the final 

stage of manufacture. Thus, in the pressed metal ware 

trade, hundreds of articles, from coffin furniture to door¬ 

knobs, and umbrella ferrules to cartridge cases, are made 

from similar half-stamped blanks, the final destination 

of which may be any one of half a dozen power presses 

employed on different work. Standardization at one 

stage here necessitates variation in the final stages. 

The actual advantages of specialization and standardiza¬ 

tion have already been foreshadowed. On the one side 

the machines are adapted to the special purpose for which 
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they are used. They are no better tlian they need be and 

are always '' on the stretch''—there is no waste of 

mechanical effort. The machines arc placed in appropriate 

order and the task of conveying material from one to the 

other is reduced to a minimum : the planning and designing 

of the shop is an important factor. Specialization facili¬ 

tates invention—when a machine is always employed on 

the same job it is usually much easier to design improve¬ 

ments than when it is employed upon a variety of jobs. ^ 

Again, considerable economies arc effected through the 

standardization of patterns (which may be used again and 

again) and the substitution of machine moulding for hand 

moulding. In the works office, too, standardization 

economizes effort ; estimating and specification, costing, 

and the work of the staff in supervising the progress of 

the constituent parts through the shops towards the assem¬ 

bling department—all these are simplified. On the other 

side, specialization intensifies those advantages of division 

of labour which were described in the first chapter of this 

section. The v/orker performs a narrower function and 

becomes a routine worker. If, therefore, an appropriate 

type of worker is employed, there is less waste of skill; 

but if a highly-skilled worker is employed to do the routine 

work, there is obvious waste. As the work becomes more 

mechanical, new possibilities for machinery are opened 

out, and on this side, as well as on that of machinery 

itself, specialization facilitates invention. The use of the 

band-saw and electrical knife for cutting patterns in light- 

clothing factories may be quoted as a simple illustration 

of this tendency. Further, such specialization opens out 

new possibilities in parallel directions. Heav^’’ nuts and 

bolts, once forged by the smith, are now made by automatic 

' In isolated cases, for other reasons, variety in the product 
t^nds to increase the size of the establishment. On account of 
the difficulty of packing, no big firm could specialize on one type 
and size of enamelled or tinned ware, but a firm producing a variety 
of sizes could overcome most of the difficulties of packing and to 
remove an obstacle to growth. 

5~(B.i85i) 
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machines. Perhaps one of the most striking results of 

extreme specialization is to be found in the machinery into 

which a thin coiled rod is drawn and from wiiich a finished 

nail is dropped every second or oftener. All the process " 

workers seem to have been diminated. But one machine 

of this type exhausts the economies of standardization and 

the factors that make for further growth must be sought 

elsewhere. 

The partial confusion of large-scale production witli 

standardization seems to be due to the fact that in some of 

the most frequently quoted cases of '' mass production/' 

the product (e.g. a motor-car) is so large and made up of so 

many parts that, provided all the component parts are 

made on the spot, standardization inevitably means a 

large establishment. It should be observed, however, 

that, although standardization does not necessarily mean 

production on a large scale, it is an essential preliminary 

to the latter. The standardization which is a condition 

of large-scale production (in the technical sense) is that of 

method rather than of product, and includes the latter 

only if it is itself a condition of standardization of metliod. 

The third group of technical economies connected with 

large-scale production are of a more miscellaneous character, 

which can only be illustrated by means of examples. 

In the “ furnaceindustries there is a marked tendency, 

for technical reasons, towards physical integration," that 

is, combining the successive stages of production. A 

manufacturer of copper plates usually combines tlic three 

processes of smelting, refining and rolling in one establish¬ 

ment ; in order to secure the necessary quality of ingot 

for his purpose he may even forgo possible economies 

of smelting on a much larger scale. In the blast furnaces 

of the nineteenth century the pig iron was allowed to run 

cold and was then sold to ironfounders and steel manu¬ 

facturers; but in the modem establishments the blast 

furnaces and steel works constitute practically one estab¬ 

lishment, and most of the pig is conveyed in liquid form 
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from the former and poured into the steel furnace. Con- 

servation of heat in this manner represents an economy of 

the first importance, and since it entails heavy expenditure 

on ladles and other appliances, it is only possible in large 

works. 

In a small establishment there are waste products which 

may be thrown aside because they cannot be utilized, 

but in a large establishment they are collected and all their 

possibilities realized. Waste steam, for example, may be 

used for heating, or for drying refractory materials before 

they are baked in the kilns. But the general importance 

of the economy effected through the utilization of by¬ 

products may be exaggerated. Similar economies may be 

enjoyed through the establishment of special recovery 

plants serving a group of small establishments. Thus, 

for example, a small corner of a large tinplate works may 

be devoted tode-tinning,'" that is, recovering the tin from 

the scrap left after cutting the plate; but the smaller firms 

may send the scrap to a small, independent de-tinning 

factory in the neighbourhood. 

A third illustration is found in the opportunities offered 

by large establishments for research and experiment, 

and in their ability to wait a long time for the results. 

In the long run the knowledge of such results will 

spread, and after fourteen years patent rights in new 

inventions expire. During the interval, however, the 

firm which has fostered research or conducted experiments 

enjoys a competitive advantage. Research departments 

economize effort, and their existence may therefore legi¬ 

timately be rc'garded as one of the economies of large-scale 

production. The importance of systematic research is 

now universally admitted, and firms wdiich are not suffi¬ 

ciently large to work independently tend to collaborate 

for the purpose of subsidizing research institutes already 

existing. The tendency towards the socialization of 

research of this character—^in universities and technical 

institutions—has the effect of transforming an internal 

And of w. 
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economy " into an external economy/* and of bringing it 

within the reach of smaller establishments. As an economy 

of large-scale production it might therefore be thought 

that its importance would tend to become on the whole 

less marked, but the fact that large establishments continue 

to attach so much value to experiment and research of a 

private character is ample evidence of its continued value. 

Internal Economies : Administrative and 

Commercial 

We have liitherto confined our attention to the more 

or less technical economics available in greater degree to 

a large establishment than to a small establishment. 

We may now proceed to consider those economies of a 

more administrative and commercial character enjoyed 

by the business unit, whether it be in control of one or more 

than one establishment. At this stage it is necessary to 

bear in mind one important distinction. We are concerned 

with true economy of effort, that is, with factors that 

tend to reduce the expenditure of effort required to achieve 

a given result, or to increase the result of a given amount 

of human effort. The business unit is concerned to 

strengthen its position as a competitive unit. It aims at 

real economy of effort, but it does so in order to increase 

its competitive power. Increased efficiency is sought in 

so far as it is a condition of additional gain to the unit. 

There are other methods of adding to individual gain. 

One of these—the formation of a monopolistic association 

—^will occupy our attention in the sixth chapter. There 

are other devices for increasing gain which do not directly 

or obviously, even if they may finally, economize effort. 

Thus, for example, it is by no means clear that if A gives 

longer credit than B, the former is necessarily the more 

efficient business unit. By acting as a moneylender he 

may secure so strong a control over a group of purchasers 

as to retain their custom even when his competitors produce 

similar goods at lower real costs and offer them at lower 



THE SIZE OF THE BUSINESS II9 

prices. Many retail grocers know the power of credit of 

this character. We are here concerned, however, with 

real economies, which have the effect of reducing the cost 

of production measured in human effort. 

The first and most obvious economy is that of advertising. Advertising 
and sales stafi 

The goods of large firms, when they have achieved a certain 

circulation, advertise themselves; the cost of advertise¬ 

ment, which may be enormous at first, diminishes per 

unit of sale as the amount sold increases. Small firms 

have to struggle hard by relatively costly advertisements 

in order to retain their place in the market Similarly 

they incur disproportionately heavy expenditure in 

travellers. The economy is obvious when we consider the 

case of two small firms, A and B, each of which sends a 

traveller through the same district. If they amalgamated 

they would be able to canvass a much larger area without any 

increase in travelling staff, or to canvass the previous area 

with a much smaller staff. Similar economies may be 

effected in advertising. Such economies partly explain 

the fact that in the metal trades a business unit tends to 

increase the number of similar establishments under its 

control. But it also accounts for the tendency to amalga¬ 

mate on the part of business units supplying different 

products sold in the same retail establishments. A traveller 

calling on John Smith, ironmonger, is a much smaller item 

of cost if he is able to offer not only pen-knives, but numer¬ 

ous other products sold in the shop. The possibilities of 

economizing in the organization of sales have only attracted 

serious attention in this country during the present century. 

A large engineering establishment making heavy machinery 

for the South American market may be sufficiently strong to 

maintain a staff in that continent, and thereby to strengthen 

its position in competition with foreign rivals; but such 

a staff involves heavy expenditure, and a real economy is 

effected if its members are able to deal at the same time 

with other classes of engineering products sent to the same 

region. The economy which can be achieved in this sphere 
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is thus a factor tending not merely to an increase (through 

amalgamation or otherwise) in the number of establish¬ 

ments of like character controlled by a business unit, 

but also to the creation of business units each of which 

controls establishments, making different, though allied, 

products. Some of the larger firms now existing in the 

steel and engineering industries are responsible for the 

production, in many establishments, of a great variety 

of products, and are therefore able to enjoy substantial 

economies in sale and advertisement. ^ 

The second economy is closely related to the first; it 

is also closely ri'kiled to the technical economics due to 

specialization and standardization. Production and mar¬ 

keting on a large scale involve a jM'oblern of administration 

on a corresponding scale. The principle of specialization 

can be applied to the office organization to a degree corre¬ 

sponding to the size of that organization, and the advan¬ 

tages of division of labour iliereby increased. Moreover, 

adequate administrative control facilitates technical super¬ 

vision and accurate costing, and these in turn facilitate 

the efforts of the business to eliminate waste in material 

and in human energ}-. One of the disadvantages of small- 

scale production is the difficulty of keeping accurate 

records and thereby detecting waste. It may be true that 

the master’s eye is everywhere ” (though not at the same 

time) and that personal supervision by the one who stands 

to gain most by economy is an advantage not to be despised; 

but the small cmplo3^er lacks that mechanical equipment 

for testing the adequacy of his methods which is enjoyed 

in a large establishment. Through specialization the large 

firm is able to reduce administrative and commercial 

charges per unit of output in spite of the large absolute 

amount of such expenditure. 

Again, a large firm is likely to be able to purchase 

materials on more favourable terms than a small firm. 

' Advertisements found in the technical journals of these indus¬ 
tries provide evidence in support of this statement. 
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It is in closer contact with the market and is able to buy 

at the best time. Being an important customer, its require¬ 

ments receive more careful attention ; unlike the small 

firm, it is not allowed to suffer when materials are scarce. 

Freight cliarges may also be lower, for it is able to offer 

full cargo, and, in the last resort, to compete with railway 

and road transport companies by employing its own fleet 

of motor vans. In numerous ways it shows itself a 

potential competitor of those firms which supply materials 

and services, for it may at any time invade the industries 

of tlie latter. 

Large-scale Organization 

IIk' economics in marketing and administration which 

we ha\'e specified may justify the growth of the establish- 

meni beyond that scale at which the technical economies 

exercise tlieir maximum strength. They also explain the 

i(Uidency on tlie part of firms to extend tlieir operations 

over a group of allied products serving the same retail 

store or geographical area. Thus, for example, a printing 

firm may make account books and a multitude of other 

things required in a stationery shop serving the needs of 

business establishments. These economies, as it were, 

often tight against the technical economies of large-scale 

manufacture. 

But they also co-operate with other economies of a 

slightly differmit character to produce a tw^ofold tendency 

observable in modern industry, namely, the tendency 

towards vertical integration on the one side and, on the 

other, towards horizontal combination. By vertical integ¬ 

ration is meant the process of bringing successive stages 

of production under single control, and by horizontal 

combination is meant the amalgamation of firms supplying 

the same product or products. These tendencies now 

call for examination. 

Reference has already been made to one aspect of the 

tendency in some industries towards the linking up of the 

Expansion of 
the estabJibh- 
ment and of 
the business 
unit 
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successive stages of manufacture. Heat is conserved 

and other technical economies arc effected when iron is 

conveyed in the molten state from the blast furnace to 

the steel plant, or when, as in the Morgan combination 

(rod) mill, the steel billet is passed on through successive 

rollers until it reaches the final stage. Such economies 

transform the technical features of the manufacturing 

process. But they do not explain the tendency towards 

unification of control in establishments which already 

existed before the new methods of production were largely 

employed, nor do they account for the merging of, say, 

steel and shipbuilding firms. Vertical integration of that 

character is due to a different set of economies. A ship¬ 

building finn requires a substantial guarantee of an ade¬ 

quate supply, at all times, of machinery of the appropriate 

type and of ship plates of the right size and quality. For 

machinery it may rely upon a firm of marine engineers 

which, having specialized in marine engines and boilers, 

is well equipped to supply its needs. But, in the event of a 

boom in trade, the firm may not be able to obtain delivery. 

Consequently, to ensure delivery and quality, it may 

either build an engineering establishment to supply its 

own needs, or enter into full partnership with the engin¬ 

eering firm. Again, it may purchase ship plates from a 

separate steel firm, and the latter, if it is guaranteed sufficient 

orders, may adapt its plant to meet the former’s require¬ 

ments. Such adaptation reduces costs of production, but 

necessitates surrender of freedom, in greater or less degree, 

on the part of both buyer and seller, and involves a corre¬ 

sponding degree of risk. Full and permanent adaptation 

of the establishment of the one to the requirements of 

the other reduces costs of production and marketing, 

but, on account of the greater risk which is involved in 

separate ownership, it leads inevitably to some form of 

interlocking of capital. Adaptation of plant, the reduction 

of market costs and the additional security of a market for 

one and a continuous supply of material for the other, 
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are the desirable ends which may be achieved by vertical 

integration, as distinguished from large-scale manufacture. 

The tendency towards the amalgamation of like units 

supplying the same market is due mainly to the opportunity 

which it offers of giving full effect to the economies of 

specialization and standardization. Sometimes a firm 

extends its control merely in order to meet the needs of 

its growth. Being successful as a competitive unit, its 

share of orders increases beyond the capacity of its estab¬ 

lishment (which is already at its full efficiency scale), and 

therefore it buys out some of its competitors or erects 

new establishments. But although further economy is 

not the primary motive that governs its policy, it may 

discover that further economies are possible through addi¬ 

tional specialization. Again, the new establishments may 

be bought or erected nearer the circumference of the market, 

thus leading to the enlargement of the latter and a con¬ 

siderable saving of charges on cross-freights. 

The most obvious example of both vertical and horizontal 

combination is found in the retail trades. The “ multiple 

shopsystem is spreading rapidly through the trades 

of selling groceries, meat, milk, boots and shoes, and 

drugs. In some cases this may be regarded as an exam¬ 

ple of vertical integration Wlien a boot manufacturing 

firm establishes shops in most towns for the purpose of 

selling its own product to the exclusion of all others, its 

purpose is to reduce marketing costs and to carry the 

competitive struggle to a later stage. The result in the 

towns is a form of specialization, and the customer has to 

make his choice of (juality before entering the shop. Such 

specialization reduces selling costs, but takes away from 

the convenience of the customer. In other cases the 

multiple-shop system may be regarded as an illustration 

of horizontal combination, and the economies which appear 

are of a different character. Examples may be found in 

the retail tobacco and milk trades, as well as in the grocery 

trade. A firm owning many sliops reduces waste in the 

Horizontal 
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case of perishable goods; it is able to offer a greater variety 

of goods, constantly replaced, without multiplying the total 

stock in each shopby the number of shops, for each utilizes 

the others as a reservoir upon which to draw necessary 

supplies. The firm is also able to buy on advantageous 

terms. When, however, the shops increase greatly in num-' 

ber and provide a large and steady market for goods, the 

firm tends to manufacture some of the goods that it sells ; 

it spreads vertically downwards as well as horizontally. 

Manufacturing Tlic doublc tendency is also observ^able in manufacturing 
industry . i i . 

industry, and the two movements are so closely interwoven 

that it is often impossible to discuss them separately. 

Thus, for example, a firm that combines iron and steel 

manufacture with engineering and shipbuilding, though 

it may have been impelled by the economies of vertical 

integration, finds that in order to secure such economics 

it is necessary to control units which are not exactly 

correlated. In order to jirovide a secure market for steel 

it may need to extend its operations and to control two 

or more similar establishments at a later stage; moreover, 

it may find it desirable to enter other trades using the same 

raw material. Hence we find a marked tendency for the 

iron, steel and heavy-engineering trades to fall into the 

hands of large firms, each exemplifying the movement 

towards both vertical and horizontal combination. Such 

a firm may own iron and steel plants, rolling mills (in 

several places) and a number of engineering, shipbuilding, 

and other constructional works. It may build ships and 

make guns, machine tools, electrical machinery, motor¬ 

cars, bicycles, wheels and axles, telephones, wireless appa¬ 

ratus, and numerous other things, all ultimately resting 

upon iron and steel production. 

The purpose of the firm is to make itself a strong 

competitive unit. But it is clear that when this stage has 

been reached the nature of competition has been profoundly 

changed. Half a century ago many small firms competed 

with each other for a relatively small market, and each of 
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such firms confined its attention mainly, if not wholly, 

to one stage in the manufacture of a product. Differentia¬ 

tion of function had already been carried to an advanced 

stage, but tlie movement towards integration of control 

had not made its appearance. Similar conditions still 

predominate in agriculture, coal mining, cotton and woollen 

manufacture, some branches of engineering, and many 

miscellaneous industries. But over a considerable—and 

growing—part of the industrial held, notably the " heavy ” 

metal trades, we now find keen competition between a 

relatively small number of firms, controlling two or more 

stages of manufacture and several establishments at each 

stage. In some cases the individual firm is so large as to 

be able to control price movements by its action, and it 

approaches in type the American trust, to which reference 

will be made in Chapter VT. It will there be shown, 

moreover, that the reduedon in tlie number of competing 

units (due to the economics of large-scale enterprise) has 

facilitated the growth of monopoly in manufacturing 

industry. 

There is obviously a limit to the economies of production 

on a large scale. In some cases, as already stated, the 

limit is not readied until the market is completely served 

by one unit. TIkti* ar(‘ some industries which are essen¬ 

tially monopolistic, that is a single unit of the most 

efficient size is able, to satisfy the requirements of the 

market. Thus, duplication of a railway or tramway 

system or a gasworks serving a given area would be waste¬ 

ful. Other industries arc essentially competitive, that is 

more than one unit of the most efficient type is required 

to satisf}/ current needs. After a certain stage has been 

reached in the growth of the unit the economies either 

remain constant or, in many cases, grow less. The final 

limit is set by the difficulty experienced in securing ability 

of a sufficiently high order to direct the policy and organiza¬ 

tion of the unit. The latter becomes too unwieldy for 

effective control. When mammoth enterprises are built 

Limits to 
large-scale 
production 



126 THE ECONOMICS OF PRIVAIE ENTERPRISE 

Sire of the 
typical firm 

Varies from 
industry to 
industry 

Up by individuals with exceptional gifts they are apt to 

break up or, if they remain whole, to become expensive to 

the community when the successors to their architects are 

appointed. Even joint-stock enterprises and private firms 

on a much smaller scale often owe their success to the 

exceptional capacity of their creators, and as time goes on 

show less initiative and organizing capacity on the part 

of the leaders, and rising costs of production per unit. 

The Representatp^e Firm 

The size of the typical progressive business unit in an 

industry is determined by the importance of the economies 

which have been indicated in this chapter. Such is the 

answer to the first of the two questions with which this 

chapter opens. ^ It may be suggested that, in general, 

external economics tend to exercise greater influence than 

in the past. What was once confined to a few business 

units is now widely spread through a district or a trade, 

owing to the development of markets, the publication of 

trade journals, and the growth of transport facilities. 

Again, it is generally true that the smaller units are typical 

in those industries which are near tlie end of the chain of 

production. At that stage the individuality of the ultimate 

consumer needs to be consul led, and production cannot 

be reduced to routine. The market is apt to be small and 

irregular. In what may be called artistic trades, such as 

jewel-cutting, both the establishment and the business 

unit are usually small. In other cases, such as canning 

and jam-making, where perishable goods are manipulated, 

the establishment is usually small, though the business 

unit may be in control of many such establishments. 

Repair work also is usually carried on by .small firms. 

Building contractors competing for public and other large 

buildings are obviously of a different grade from the 

speculative builder of w^orkmen s dwellings. 

^ The question is, What determines tlie size of tbe“most efficient 
firm ? 
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In some standardized industries, such as drop-forging, 

cold-pressing and chain-making, most of the technical 

economies are within the reach of a comparatively small 

establishment, and in large establishments one finds many 

classes of the product made, in order to secure important 

commercial economies. In other industries the small 

establishment has become relatively so expensive that it 

is rapidly disappearing. It is thus impossible, in any 

individual case, to submit any precise statement without 

careful inquir}^ into all the relevant circumstances. But 

it is a serious error to assume that large-scale enterprise 

necessarily means cheap production and that where the 

typical unit remains small the manufacturers are neces¬ 

sarily ignorant and unprogressive. It is, indeed, an open 

question whether, in some cases, the business unit has not 

grown beyond the best size for true efficiency. 

Large and Small Units 

The second question which we asked ourselves was 

as follows : Given that the considerations which 

have been enumerated favour a business unit of a par¬ 

ticular size, how do we account for the fact that, in prac¬ 

tice, units of different sizes (and therefore, by assump¬ 

tion, less efficient) appear to flourish in spite of their own 

relative inefficiency and of the competition of the more 

efficient units ? Before we attempt to answer that question 

we should note two facts. The first is that in many cases 

competition is more apparent than real. From what 

has already been stated it is clear that many of the units 

supply different markets possessing peculiar features: 

they supply special qualities or sizes; they “ pick their 

market,” taking small orders which are ignored by large 

firms, or orders for quick delivery or for special designs— 

in short, they constitute separate industries, each of which 

favours a distinct “ efficiency scale ” of production. Thus, 

for example, silica bricks form a separate product from 

ordinary building bricks, and the manufacture of nozzles, 

Survival of 
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stoppers and pipes (for steel melliiig })lants) is distinct from 

the manufacture of hre-bricks, and calls for a special know¬ 

ledge of the steel industry which is not necessary in the 

latter case. Again, tlie small-ingot (steel) industry of 

South Wales and the heavy-ingot industries of the North 

East coast are governed by different considerations, which 

favour different efficiency scales of production. 

The second observation is that the various economies 

already specified achieve tlicir maximum strengths at 

different scales of output; one economy reaches its maxi¬ 

mum at scale X, another at scale X + Y, and a third at 

scale X -f y + Z. If the scale is increased beyond X 

the first economy may diminish, and if it is increased 

beyond -f- Y part of the second economy may likewise 

be sacrificed. When all the economics are set against each 

otIuT at various scales tliey may favour two or more effi¬ 

ciency scales; no one typ(; or scale of production stands 

out as being definitely more efficient (i.e. less costly in 

human effort) than the others. A smaller unit may gain in 

administrative efficiency what it loses in technical efficiency; 

a larger unit may gain in its selling organization what it 

loses in internal administration. Engiiieeiing is an industry 

in parts of which there seems to be ample scojie for variety 

of this character; there appear to be no dominating 

influences, such as are found in iron and steel manufacture, 

producing a distinct type of organization which will 

inevitably render all other types obsolete. 

We have now to consider the case where there is a 

distinct advantage in large-scale manufacture, and to 

examine the causes of the deviations that exist in practice. 

The first is obvious. A photograph of an industry tells us 

too little about its features, which are constantly changing. 

The methods employed in the large firms are new; the others 

are old, and, sooner or later, will be scrapped. The latter 

are being subjected to the silent pressure of competition. 

This pressure varies from time to time; during a trade boom 

it is relaxed, and during a trade slump it is intensified. 
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The smaller firms must “ get on or get out''; if they survive 

one slump they succumb to the next, unless they mend 

their ways. The position shown by a photograph is not 

the final position ; the most efficient firm pulls the others 

along. The second cause is almost indistinguishable from Fixed capital 

the first. No firm can be always “ scrapping " its methods 

in favour of newer and more efficient ones. A steel plant 

which was always in the hands of constructional engineers 

would produce but little steel and would only produce 

that small amount at an exorbitant cost. Once a tramway 

system has been constructed we must do the best we can 

with it for some years, in spite of the (supposed) superiority 

of motor transport. A coal pit cannot immediately scrap 

its shafts and methods in favour of a better method dis¬ 

covered afterwards. When a particular scale and method 

of production has been established, it must be employed 

for a considerable period; and it can be employed to the 

advantage both of the owner and of society. One of the 

greatest factors making for success in industrial enterprise 

is to know, not merely what methods are the best for 

the purpose in view, but also at what time the existing 

methods should be discarded in their favour. 

Further, if attempts were made simultaneously to intro¬ 

duce the latest methods into all the establishments in tlie 

industry, a sufficient supply of the new appliances would 

not be forthcoming. Thus, for example, it would not be 

possible for every colliery in this country to introduce 

mechanical coal-cuttcrs during 1948 and to dispense with 

the services of hewers. Behind every industry there is 

another, or group of others, which supplies the appliances 

of production for the former. The latter is only of sufficient 

size to meet the normal wastage of machinery, etc., and to 

provide for those extensions which experience has shown 

to be normal. Although what is normal is not inevitable, 

and improvements could, in fact, be accelerated, there is, 

nevertheless, an inevitable limit to the rate at which capital 

can be renewed. If this hmit (which may be sought in the 
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experience of the most successful firms from the point of 

view of production) were exceeded, our industrial organiza¬ 

tion would be strained, its efficiency impaired, and, in the 

last resort, its stability endangered. 

Advantages Jhe third causc raises considerations of a different 
ot situation 

character. Differences in costs may be due partly to 

differences in natural advantages. This is clearly the 

case in agriculture, where lands vary in fertility and in 

their geographic relation to the market. Again, Cardiff 

is better situated than Newcastle as a port for shipment 

across the Atlantic Ocean or to the Mediterranean. Steel 

works in Birmingham are handicapped by heavy transport 

charges to the coast. Hence it follows that a less efficient 

firm may be able to compete on equal terms with a more 

efficient firm which is unfavourably situated—frequently 

the result is a geographical division of the market. Un¬ 

progressive farmers, tenants of easy-going landlords, may 

continue to hold their own if their lands are fertile, while 

other farmers, less fortunate in their land, find life a severe 

struggle even when they employ the most effective methods 

of cultivation. 



CHAPTER V 

INCREASING AND DIMINISHING RETURNS 

I'his chapter will be largely coiicerncd with theoretical 

considerations based upon the descriptive account already 

given of the economies of large-scale enterprise. Here and at 

a later stage we shall be using the words “ normal output," 

and it may be wise to begin by removing an ambiguity 

which attaches to those words. In ordinary language 

the term normal is generally employed in the sense of usual 

or customary. The normal output of a factory is said to 

be the customary output in a given set of circumstances; 

we speak of the normal output of the building industry, 

for example, as being greater in summer than in winter. 

In economics, however, the term normal is used in the 

sense of defining the results that would follow the operation 

of constant forces if they were allowed to work without 

hindrance, that is it indicates the position of equilibrium 

of such forces. In this sense, as we shall see, the normal 

output of a factory of a given size, with a given equipment, 

is that output which can be produced with least expenditure 

of labour and capital per unit. We may also call it the 

maximum efficiency scale of output. The normal output 

of a railway system is that which is produced when the 

lines are economically employed and the trains are of 

economical length and fully loaded. 

We have already stated that the total cost of production 

is made up of prime costs and oncosts or supplementary 

costs. If a factory^ is worked to a small fraction of its 

capacity the oncosts are spread over a relatively small 

output, and the average total cost per unit is relatively 

high. When the scale of actual production per week 

* What is true of a factory is also true of every other kind of 
establishment. 
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(or any other unit of time) is increased, the cost [)cr unit 

of the additional output is considerably less than the 

average total cost per unit of the original output; the 

standing charges are spread over a greater total output 

and the average total cost per unit of the total output 

is less than before. As the scale of actual production 

is increased, the layer of standing charges becomes thinner 

and thinner. Tlie additional cost at length begins to 

increase, though it may not. at first, increase so rapidly 

as the standing charges per unit are reduced. But a stage 

is finally reached—the output may be called X units— 

at which the additional cost per unit increases by an amount 

greater than that by which liie standing charges are 

reduced, and at which, therefore, the total cost for the 

additional units is greater than the average total cost per 

imit for X units. The normal production (or “ efficiency 

scale ” of production) of the factory is therefore X units 

per week; that is, provided tliat the equipment of the 

factory remains unchanged, the conditions of production 

with maximum efhciency are satisfied at that scale. In 

the long run, effective competition will secure that the 

factory will be worked at that scale (see Book IV), and 

in that sense the normal output is the customary output. 

In some cases, such as railway transport, the additional 

cost of the additional output makes a big jump when that 

scale is exceeded. In other cases, such as engineering, 

trade unions, by regulating the hours of work, fix a normal 

output by enforcing high rates of pay for overtime and may 

thus cause a big jump in the additional cost of additional 

output. In yet other cases, such as steel manufacture, 

where three shifts are worked and the machinery is never 

idle, the additional cost of additional output increases 

rapidly through extra wear and tear of furnaces and rolling 

mills. Moreover, the output can only be increased within 

narrow limits—that is, the additional cost rapidly becomes 

infinitely large. The case of agriculture will be considered 

separately. 
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We shall always mean, by the normal output of an 

establishment, the output which is produced at the most 

economical scale of production, and by the normal cost of 

production we shall mean the average total cost per unit 

of the normal output. Such cost will be less than at any 

other scale of supply with the same appliances or equipment. 

Law of Increasing Returns 

When an increase in the supply of a commodity (or 

service) is accompanied by a fall in the cost per unit, the 

law of increasing returns (or diminishing costs) is said to 

operate. ^ The law has been employed loosely in economic 

discussion, and we should seek precision if we are to 

avoid using it in different senses without being aware of 

the change from one sense to another. It has been used 

in five different senses by different writers. The first has 

already been suggested in the paragraph on the meaning 

of normal output. We are often told that the law of 

increasing returns operates in railway transport in the sense 

that additional traffic can be conveyed without any 

additional expenditure on plant and equipment. An 

underworked system is expensive, a fully-worked system 

proportionately less expensive. The statement is, of course, 

true, not only of railway transport, but also of every other 

branch of economic effort. It follows from the definition 

of normal output that every increase in supply up to that 

scale is obtained without additional “ fixed ” costs, and 

that the average cost per unit is reduced. Most economic 

discussions, however, assume that the establishments 

are fully employed, and economic policy, as distinguished 

from emergency or exceptional measures, is based upon the 

same assumption. We should, therefore, not use the law 

in this special sense without calling attention to the fact 

that we are doing so. In general we shall assume, when 

referring to the law, that every production unit is working 

^ It should not be forgotten that “ law *' in this sense, is merely 
a statement of tendency not a categorical imperative. 
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at the economical scale, that is, producing the normal 
supply. Moreover, we shall first assume that the appliances 
are the best available for producing that normal supply. 
There are good and bad firms, old and new establishments. 
An old establishment, which has been repeatedly extended 
and adapted to meet new conditions, may have a normal 
output of X units, and that may also be the normal output 
of a new establishment, which has been better planned 
and is using more efficient methods. The cost of production 
will be higher in the former than in the latter. We shall 
assume that the true normal cost of producing X units 
is the cost in the new establishment, and proceed to consider 
the second and third senses in which the law of increasing 
returns is used. 

In the previous chapter we enumerated many of the 
possible economies of large-scale production. We found 
that as the scale of production was increased it was possible 
to introduce new forms of labour combination, heavier 
and more powerful machinery, larger boilers, etc., as the 
result of which the total output of the establishment 
increased more rapidly than the expenditure of capital, 
laud and labour. A manufacturer, knowing all the avail¬ 
able alternatives and their possibilities, would obviously 
select that technical equipment which was most economical 
for the selected output, or, alternatively, aim at that 
output which the selected equipment could supply most 
cheaply. In comparing the relative advantages of X units 
and X + Y units he would find that the best equipment 
for supplying X units would give a normal cost higher than 
that incurred in producing X + Y units with the best 
equipment available for that supply. It is in that sense 
that we use the law of increasing returns in reference to 
an establishment, the law being that the cost per unit 
diminishes as the scale of supply (that is, the normal 
output) increases. Probably I have laboured the obvious ; 
but the paragraph has not been wasted if I have forced 
the reader's attention to the fact that the true comparison 
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is a comparison of the costs of different normal outputs, 
or costs under different maximum efficiency scales. 
Readers often assume that the law refers to extensions of 
plant or to new inventions. 

In the statement that the normal cost is reduced when the 
normal output is increased, the meaning implied in the 
words normal cost was the average total cost per unit of 
the normal output—the law states that the average total 
cost per unit of Z + 7 units is lower than the average 
total cost per unit of X units. It is clear that the total 
additional cost of producing the additional supply, 7 units, 
may be regarded as the specific cost incurred in producing 
that supply, and that the average cost per unit of producing 
the additional 7 units is even lower than the average cost 
of producing Z + 7 units. Some people stress the specific 
or additional cost rather than the average total cost. 
It makes no difference which of the two is used. If one 
is true, the other must also be true. 

Economies of large-scale production are not confined 
to the establishment—some are found in the administrative 
and commercial departments of the firm's activities. 
Consequently the firm, as already stated, may extend its 
operations beyond the scale at which estabhshment econo¬ 
mies reach the maximum; it may even sacrifice some of 
these economies in order to secure more important econ¬ 
omies of the other order. The law may thus be used in 
a third sense, closely related to the second. For com¬ 
mercial and administrative reasons it may be found that 
the average total cost per unit of a normal supply of 
Z -|- 7 + ^ units is less than that of Z -f- 7 units. 

In the next place, the law is frequently used in a special 
sense, with reference to the industry as a whole. If the 
industry is conducted on a scale represented by P -f- ^ 
units, it may avail itself of many economies, internal to 
the industry, but external to the individual firms, which 
would not be available if it only supplied P units. The 
new economies are not due to the growth of the individual 
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firms—for these might be as large, though less numerous, 

if the industry were conducted on the smaller scale. The 

new economies are due to the multiplication of firms. 

When used in this sense, the law may have important 

practical applications; it may, indeed, be suggested that one 

important argument for protection (known as the infant- 

industry argument) is largely based upon its operation in 

this sense. 

So far we have neglected the time element. In all 

four senses the law is regarded as a static conception, and 

it excludes new inventions and improved methods of 

organization. It is based upon a comparison of normal 

costs at different scales of production, with known ap¬ 

pliances and devices. The average cost is reduced when 

the scale of operations is enlarged, not because new 

methods are discovered, but because methods already 

known are ijiore economical at some scales than others at 

other scales, and because any one method is more economical 

at one scale than at another. Thus, for example, it is 

cheaper not to use electrically-driven overhead cranes in 

a small foundry, which would be more efficiently organized 

along less ambitious lines; on the other hand, a large 

foundry using such cranes is a more efficient unit of pro¬ 

duction (and so produces castings more cheaply) than a 

small foundry which has the most efficient organization 

for its own scale. There is no question of time or new 

inventions; it is merely a question of comparing alterna¬ 

tives, each employing the best method already known for 

its own scale of production. 

5. Dynamic But the law is also used in what may conveniently be 

called the dynamic sense. As time goes on new inventions 

and better methods of organization are discovered, and 

when these are substituted for the older they result in a 

reduction in the cost per unit. Production at a scale 

represented by X units of products becomes cheaper than 

production on the same scale with the older methods, 

that is, a new establishment or firm can produce X units 
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at a lower normal cost than its older rival, or a given 

expenditure of labour and capital, which once produced 

X units, can now produce A" + ^ units. It will be observed 

that w'e have not here compared the normal costs at 

different scales of output; the comj)arison is strictly 

between the normal costs, at the same scale of output, under 

the old and the newly-discovered methods. 

In practice, however, it frequently happens that the new 

methods favour the larger scales of output, and only such 

scales. In such cases they intensify the operation of the 

law of (that is, stnuigthen the tendency tow^ards) increasing 

returns, in the second and third senses already indicated. 

For this reason the static and dynamic applications of the 

law have often, indeed usually, been confounded. But 

tiiey are logically distinct; moreover, it is of juactical 

importance that they should be clearly distinguished. 

The law will continue to operate in the last sense when, 

even in manufacturing industry, it has ceased to operate 

in the second and third senses. Inventions have usually 

favoured a large production unit, but this result is not 

inevitable. On the contrary, some new discoveries, such 

as the cheap production of mobile power (from electricity 

and oil) alreacty favour the smaller unit more strongly 

than the larger. VVe hope to escape gigantic factories 

and mammoth firms in many of our industries at the same 

time as we hope that new methods will everywhere econo¬ 

mize human effort and thereby reduce costs ; that is, we 

hope that the law of increasing returns will operate in the 

d3marnic sense when it has reached its limit in the static 

sense. 

The strength with which the djmamic law operates in 

practice is restricted by the fact that one cannot everywhere 

substitute new methods for old just as rapidly as the former 

are discovered. In many cases the emplo^nnent of the 

new methods to the best advantage would necessitate the 

entire reconstruction of the establishment, a task beyond 

the means of many firms and itself involving a serious 
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risk of loss due to the possible early discovery of a still 

better method. In practice, therefore, we find that firms 

attempt to modernize their establishments and organization 

by adjustments and adaptations. These, then, compare 

unfavourably, in planning and equipment, with newer 

establishments, though they represent an improvement 

upon their earlier forms. Hence we find that the rate of 

industrial progress is slower than might be expected from 

the rate at which new discoveries are made 

Law OF Diminishing Returns 

The forces tending to produce increasing returns, in the 

dynamic sense, are persistent and universal; that is to 

say, humanity, by invention and organization, is always 

striving to conserve energy^ and thereby reduce the cost of 

achieving a given result. But the effects which would 

otherwise be produced may be neutralized, as we shall see, 

by a growth of population and demand more rapid than 

the rate of improvement. The effect of an increase in 

population and, consequently, in demand, may be (and 

presently will be) examined as a static rather than a 

dynamic problem; it calls for comparisons between the 

effects of demands of different amounts. But population 

hardly ever remains stationary for long periods, and it has 

increased rapidly from time to time ; consequently we have 

been accustomed to compound the effects of the universal 

and persistent forces making for increasing returns with 

the effects of increasing demands due to growth of popula¬ 

tion, and to restrict the dynamic use of the law to those 

conditions in which the forces of invention and organization 

prove stronger. It is, however, strictly true to say that 

the dynamic tendency of increasing returns is always in 

operation. Its effect is only hidden, as we shall presently 

find, when the law of diminishing returns is operating with 

greater strength 

But there is obviously a limit, imposed from within, 

to the operation of the static law of increasing returns 
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When a certain scale ol output has been reached—it may 

be represented by M units—any further increase in the 

scale will involve an additional expenditure relatively 

greater than the additional output, that is, it will raise the 

cost of production per unit. When that stage is reached, 

the law of diminishing returns (or increasing costs) is 

said 10 operate. In discussing this law we may conveniently 

follow the same order of treatment as before. The first 

case is clear, for we defined the normal output of an estab¬ 

lishment as the output such that any addition to it (with 

the existing equipment) involves an additional cost greater 

than the average total cost per unit of the existing output. 

The average total cost per unit of the larger output is 

therefore higher than that of the normal output. 

In the next three cases we assume, as before, that at 

each scale of enterprise the normal output is produced and 

that we may therefore compare normal costs of production 

at each scale. There are limits to the establishment 

economies of large-scale production available with methods 

already known. If these are reached at the scale of 

production represented by M units, then a larger establish¬ 

ment, with a normal production of M + N units, would 

be pro|>ortioriately more expensive; that is, the average 

total (normal) cost per unit of M + N units would be higher 

than that of M units—which is the second case. A firm 

would not erect an establishment of the larger capacity, 

and sacrifice some economies available in the smaller, 

unless there were compensating economies in the adminis¬ 

trative and commercial spheres. But there are limits 

beyond which even a firm cannot go without sacrificing 

economics available at a smaller scale of supply, and any 

increase beyond the scale of maximum efficiency involves 

a rise in the total average (normal) cost. At this point 

the law of diminishing returns comes into operation in 

respect of business units, as distinguished from establish¬ 

ments. Such is the third case. In the second and third 

cases—indeed, in all cases—the law, like that of increasing 
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returns, may be expressed in two ways, one emphasizing, 

as above, the rise in the average total cost per unit of the 

normal output as the output is increased, the other em¬ 

phasizing tlie rise in the specific cost of producing the 

additional supply. The total difference between tlie cost 

of producing M units and M -j- N units may be regarded 

as the actual cost of producing the additional iY units, 

and it is clear that the average total cost per unit of the 

latter is higher tlian that of M N units. As before, 

it is often a matter of indifference whether emphasis be 

laid upon the one or the other—if one is true, the other 

must also be true. But for some purposes, as we shall 

find presently, it is important to emphasize the ris(^ in the 

total specific cost of the additional output. 

The fourth case is that of the law in its application to 

the industry as a whole. Ihe scale of production may be 

increased in either, or a combination, of two ways, the en¬ 

largement of each producing unit, or an increase in the num¬ 

ber of units. By assumjition, each of the existing units 

is producing a normal output, and the stage has been 

reached at which any further increase involves a loss in 

respect of some economies now operating with maximum 

strength. That assumption involves the further assump¬ 

tion that the best sites have been occupied by the existing 

units. If, therefore, the supply of the industry is increased 

by the multiplicntion of producing units, the latter, though 

they may copy the methods of the others (for we are 

considering costs under different scales of production), are 

forced to occupy less suitable sires. Such sites may be 

farther from the market, or their “ quality may be 

inferior. ^ For this reason the normal cost of production 

is higher than in the other cases. If the supply of the 

industry is increased by the enlargement of firms beyond 

the maximum efficiency scale of production the normal cost 

of the larger output of each firm is raised, that is, the law 

* bore is of diief significat^ce in agriculture and the extrac¬ 
tive industries, but it is relevant I0 all industries. 
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of diminishing returns operates in the case of each of 

the constituent firms. Whether the total supply be 

increased in one way or the other, or by a combina¬ 

tion of the two, the law operates in the industry as a 

whole. 

Jt will be observed that in all the senses already indicated 5- Dynamic 
, tendencies 

the law of decreasing returns, like the law of increasing 

retums, is used in the static sense. The time element 

does not enter, nor is the question of inventions or improve¬ 

ments of an}^ kind relevant. All that we have done has 

been to compare the relative average total costs per unit 

at different scales of output, and at each scale the output 

is the normal output, and the normal output has been pro¬ 

duced under conditions of maximum efficiency for that 

output; in other words, we have compared, as before, the 

alternatives available with our existing knowledge. But 

an increase in supply is due to a growth in demand, and 

such growth actually takes place over a period, \\ffiile, 

therefore, it is true that the conception of decreasing 

retums is a static conception (that is, we are comparing 

costs at any given time for different scales of supply), 

the larger scale is actually required at a later stage than 

the smaller scale. Consequently the actual comparisons 

are made at different times. If the tendency, as already 

defined, is in operation, it is in conflict with the dynamic 

tendency to increasing returns due to new inventions and 

improvements in organization. If the former is stronger 

than the latter, there is a sense in which it is true to say that 

the dynamic law of diminishing retums is in operation. 

But in no other sense can this be true, for it may be pre¬ 

sumed that humanity will not deliberately abandon the 

knowledge and facilities which may be its own property 

for all time. The dynamic Jaw of diminishing returns 

in this narrow sense is not parallel to the d3mamic law 

of increasing returns. The former, it may be repeated, 

is the result of a conflict between the latter and the static 

law of diminishing retums. 
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CoMtant Before proceeding to consider the special case of agri- 
returns , 

culture, three further points call for observation. The 

first is that at the point at which the forces favouring 

increasing returns and diminishing returns balance each 

other the law of constant returns operates, that is, the 

normal or average total costs per unit are identical at the 

higher and lower scales of production. This law, which 

may operate in any of the first four senses already indicated, 

is clearly a static law. The second point relates to the 

importance, for some purposes, of emphasizing (in the 

case where the law of diminishing returns is in operation) 

the rise in the specific cost of the additional rather than 

the rise in the average total cost per unit of the whole 

supply when the latter is increased. 

Marginal illustration already employed it was stated that 

SgiaTLt average cost per unit of M + N units was lower than 

the average cost per unit of the N units additionally supplied 

at the larger scale of production ; the former lay between 

the latter and the average cost per unit of M units. If a 

firm is to produce on the larger, rather than the smaller, 

scale, it will require to be reimbursed for the specific cost 

incurred in producing the additional N units. It is not 

sufficient that the price should be barely sufficient to cover 

the average cost of producing M + N units, for in that case 

the gain to the firm would be less than would be secured by 

producing M units ; an actual and avoidable loss is incurred 

in producing the extra units. Suppose, for example, 

that when the normal output is lOo units the average total 

cost is los. per unit and that when the normal output is 

no units the average total cost is ns., it follows that the 

last 10 units cost 210s., that is 21s. per unit. If the actual 

price is, say, 15s. per unit, on the smaller output the total 

gain would be 500s., and on the larger output 440s. At 

any price below 21s. the total gain would be greater on the 

smaller output than on the larger output, and a price not 

less than 21s. would be necessary to make the larger output 

relatively profitable. When dealing with the theory of 
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prices we shall find that the additional cost of the addi¬ 

tional output, under these conditions, is an important 

consideration. The additional output is often called by 

economists the marginal supply, and the specific cost 

incurred in producing it is then called the marginal cost 

of production. The conception is of greatest practical 

importance in dealing with land. 

The third point is that we liave applied the laws of 

increasing and diminishing returns to producing units, 

whether establishments or firms, not to the factors of 

production, namely, land, labour and capital. Production, 

as already slated, always requires the co-operation of all 

three factors. It is possible, in theory, to consider the 

laws in relation to each factor in turn, but the treatment 

of this further problem, which is mainly of academic interest, 

involves considerations which are not suitable for treatment 

in an elementar}^ discussion. It is, however, important 

to call attention to the fact that writers sometimes apply 

the laws, as already described, somewhat loosely to land 

and capital, instead of to the producing unit, whether it 

be in agriculture or in manufacturing industr}^ 

Agriculture 

The law of increasing returns is usually associated with 

manufacturing industry, and the law of diminishing 

returns with agriculture. The latter was enunciated while 

England was still, in the main, an agricultural state; it 

was vigorously described by Ricardo a century ago, 

and was shown by him to be the controlling factor in the 

determination of rent. The law of increasing returns was 

first regarded as a modification of the other law, which 

appeared to be rendered inoperative in manufacture by 

the rapid progress of invention. Then followed a tendency 

to emphasize difierences in the nature of such laws, while 

some writers, having witnessed the spread of profitable 

agriculture in America, even denied the tendency to 

diminishing returns in that industry. These controversies 

Factors of 
production 

Conflicting 
tendencies 
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arose in consequence of failure to distinguish between the 

static and dynamic conceptions of the two laws. In the 

static sense the tendency to diminishing returns always 

looms in the background of manufacture as well as agri¬ 

culture. The law of increasing returns operates only 

within comparatively narrow lirixits. In the dynamic 

sense the tendency to increasing returns, both in manu¬ 

facture and in agriculture, is permanent. The tendency, 

in the static sense, to diminishing returns may be, and has 

hitherto been, counteracted by new inventions and better 

organization; tlie tendency, in tlie dynamic sense, to 

increasing returns, has been held in check, again and again, 

by a growth of population more rapid than the progress 

of invention and organization. 

Agriculture The difference between agriculture and manufacture 

is not fundamental. Agiiculture, it is true, possesses 

many features which are probably peculiar to itself. In 

that industry the work of the farmer and his employee's 

is woven into the very texture of their lives. They work 

and live on the farm, or, if they are workers living away 

from the farm house, they dwell in hirm cottages or other 

similar cottages. On the smaller farms those workers 

who live input their legs under the same table " 

as their employers at meals ; they discuss farm problems, 

and the more intelligent learn far more about the working 

of a farm than an industrial worker can ever learn about 

the working of the factory, and they sometimes look forward 

to becoming independent farmers; in many places they 

are ** hired,'" on hiring-day, by the year or half-year, and 

thus enjoy a security of tenure unknown in manufacturing 

industry. They work long hours, but their ^vo^k is not 

continuous. Like that of the housewife, their work is 

never done. A farm cannot be run, like a factory, on a 

regular “ working-day " of so many hours, after which 

the workers are free to return home. Horses must be 

stabled, cleaned, and regularly fed ; in sickness they must 

be tended. The cowman must be ready for milking time ; 



INCKEASING AND DIMINISHING KETUKNS H5 

tlie shepherd cannot desert his ilock when the clock strikes 

the Iioiir. Field employment varies considerably with 

the seasons, and such work as pea picking and potato 

digging is dependent from day to day upon weather condi¬ 

tions. The words standardization and “ collective 

disciphne do not appear in the fanner s dictionary. 

Moreover, the conditions of work render the monetary 

results a less dominating factor in ‘‘ businesspolicy. 

To the farmer and those beastmen and shepherds who 

" live in,'' tlie farm is home as well as factory; to many 

their work is their life. The farmer is essentially conser¬ 

vative and fatalistic ; the worker values a “ good table," 

and his willingness to remain for a second " hiring " may be 

determined by the quality of the table and sleeping 

accommodation as much as by the wage or tlie disposition 

of the farmer. 

These and other distinctive features of agriculture are 

important in their own sphere, but they arc no more rele¬ 

vant to our present purpose than are the distinctive features 

of engineering or cotton manufacture. Consequently they 

may be ignored in the discussion of the operation of the 

laws of increasing and diminisliing returns, and that dis¬ 

cussion will proceed along the same lines as before. Corre¬ 

sponding to a farm of any given size, with a given equipment 

in the form of a dairy and of cowsheds and other outhouses, 

there is a normal output: that is to say, if we assume the 

farm to be operated in the most appropriate way, it will 

give an output at which the average cost of production 

per unit is lower than at any other output. This output 

is the normal output of the farm. Any increase in expendi¬ 

ture on materials and labour gives an increasing retuni 

up to the normal output, and a decreasing return (that is, 

a less than proportionate increase in product) beyond 

the normal output. Thus, for example, for an expenditure 

of £Soo (including standing charges) the product may 

be 3,000 cwt. of corn; for an expenditure of £1,000 it 

may be 4,000 cwt., and for an expenditure of £1,200, 

I. Normal 
output of 
firm 
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4,600 cwt.; the average costs per cwt. are 5s. 4d., 5s., and 

about 5s. 2|d. resfiectively, tlie specific cost of the last 

600 cwt. being 6s. 8d. per cwt. It should not be forgotten 

that we are not comparing two t}'pes of farming, but the 

costs of producing below and above the normal output, 

assuming the employment of the best-known methods of 

farming. 

In the second case wc compare the relative costs ot 

farming at different normal scales of out])ut. Each 

holding is assumed to employ the best-known and most 

appropriate method for its own size, some of the benefits 

of intensive cultivation being sacrificed, if necessar}\ 

in order to secure the benefit of extensive cultivation. 

It is found that, until a certain stage is reached, an increase 

in the size of the holding brings new economies info opera¬ 

tion, ^ but beyond that stage the law of diminishing returns 

operates. The following table relating to a number of 

farms oi varying sizes serves as a rough illustration of the 

operation of the laws, though they must be used with 

caution— 

Size of Holding. 
Capital 
Invested 
per Acre. 

Net Output 
per Acre. 

Per cent 
of Capital, 

Under 25 acres . 
£ 6-- d, 

55 10 ■“ 
£ 
2 11“ 4*6 

25 to 50 „ , 45 18 - 3 8 “ 7'4 
50 to 75 .. . 46 2 - 3 13 - 8-0 
75 to 100 .. 44 4 ~ 3 H - 8*4 
100 to 250 ,, 39 i8 “ 3 3- 7*9 
Over 250 ,, 39 17 - 3 - - 7*5 

It will be ob55cr\a5d that although the amount of capital 

expenditure per acre diminishes as the size of the farm 

increases, the net output per acre increases until a maximum 

is reached for a farm of 75 to 100 acres, and thereafter 

^ A poultry farmer on a large scale could, before the war, convey 
eggs to the shopkeepers in tlie towns two or three times a week, and 
thereby secure a better price for the eggs than a small farmer, who 
might not have sufficient supplies to justify transport more than 
once in two or three weeks. 
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diminishes. Such a farm also provides the highest per¬ 

centage return on the capital invested per acre. Provided, 

therefore, that each holding produces the normal output, 

it may be concluded that the most economical unit is one 

containing between 75 and 100 acres. Two further points 

call for comment. First, the output is quoted in terms 

of money, not of produce, which consists of many products 

capable of being supplied in varying proportions. It 

is necessary, if comparisons are to be made at all, that the 

various alternative products should be expressed in terms 

of some common unit. Moreover, not only is money the 

most readily available unit, but it is quite legitimate to 

employ that unit. For we are comparing the relative 

efficiencies of holdings of various sizes as producing units 

supplying value to society at any one time. If we were 

comparing holdings at different periods—say in two separate 

years—it would be necessary to take into account the 

changes, if any, in the relative values of the constituent 

products. In this respect farming differs materially 

(though the difference is one of degree, not of kind) from 

most manufacturing industries. A farm is more adaptable 

than a factory, for a farmer is able to vary the individual 

products according to the state of the market for each 

in turn. ^ 

The second comment is that the above illustration 

ignores differences in the fertihty of land, and compares 

the relative efficiencies of holdings of various sizes on the 

assumption that the land is of uniform quality. 

The third case is not yet of great importance, though 

it may become more important in the future. Farmers are 

usually content with one farm. For social reasons land- 

owners may own more than one, but working farmers 

do not attach much value to those external economies 

which may be secured by the ownership and control of 

' In an advanced treatise on economic theory it would be possible 
to pursue the comparison farther, and to consider in detail such 
intermediate cases as the production of coke and its many by¬ 
products. This cannot be done here. 

6-(C.i85i) 
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two or more separate farms. The extension of a farm is 

generally difficult, and often impossible, for the surrounding 

land is occupied by other farmers, or owned by other 

landlords. It is probable that, in practice, this factor 

frequently prevents the creation of farms of the most 

economical size and form, and in this respect, too, farming 

differs from manufacturing industry. 

Expansion The fourth case relates to the industry as a whole, and 
the industry 

shows the law of diminishing returns in its strongest and 

most obvious form. If we assume that each farm is already 

producing its normal output, and is of the most appropriate 

size and in the most appropriate place for the production 

of that output, an increase in the output of the industry 

as a whole can only be secured in one (or a combination) 

of two ways. The first is by more intensive cultivation 

of existing farms, which we have already shown to be 

governed by the law of diminishing returns. The second 

is by bringing fresh land under cultivation. Such land 

will be more remote from the place at which the pro¬ 

duct is required, or less fertile than that already culti¬ 

vated, or both. In all three cases the return to effort is 

less than that already enjoyed from lands already under 

cultivation. 

It will therefore be seen that the law of diminishing 

returns operates both intensively and extensively, that 

is, for any given farming unit, and as between different 

farming units. Extensively it operates, in practice, in 

a much more marked manner than it does in the vast 

majority of manufacturing industries. The area of land 

in the world is fixed, but in view of the territory which 

remains unexploited, even unexplored, this factor would 

possess no practical significance if it were not accompanied 

by a second factor. For it may be stated, with equal 

truth, that the supply of factories and warehouses could 

not be increased without limit. The second, and at present 

more important, factor is that no two pieces of land are 

exactly alike. They differ in situation, and they differ in 



INCREASING AND DIMINISHING RETURNS 149 

pliysical quality. Some are more fertile than others; 

some require more coaxing/' others give quickly what 

they give at all; some are more liable to be flooded than 

others; some require greater initial expenditure in the 

clearing of stones or trees and undergrowth. Differences 

in site and in inherent qualities are of greater significance 

in farming than in manufacture, and for this reason the 

law of diminishing retuins operates (extensively) with 

greater strength. It will be recalled ^ that in manufacturing 

industry the raw material exercises a more powerful 

influence over the location of the industry when a consider¬ 

able proportion is destroyed in the process of conversion 

than in other cases. In manufacture there is a choice of 

sites; if the raw material were alwa3^s conveyed to the 

market where the final produce is consumed, the law of 

diminishing returns would operate extensively with great 

strength. It can be held in check by the economy in 

transport that is due to putting the factory (or place of 

conversion) near the place of extraction and so eliminating 

the transport of waste. In agriculture there is no such 

choice of site. The land cannot be brought to the market; 

and the greater the distance between the farm and the 

market the greater the cost (other things being equal) of 

placing the products on the market. 

The operation of the law of diminishing returns in 

agriculture has been modified by invention and organization, 

that is, by the dynamic tendency (which we have seen to 

be universal and persistent) to increasing returns. The 

yield per acre, over a period of 3^ears, has been increased by 

the introduction of rotation of crops. The introduction of 

the turnip into this country has made a radical improvement, 

and, by reducing the proportion of the land tying fallow, has 

reduced the cost per bushel of growing corn. Experiments 

carried out at agricultural research stations have resulted in 

improvements in the methods of manuring, in the mixing 

of soils, and in the rotation of crops. Co-operative methods 

^ See Chapter II on Localization. 
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in dairy farming, in bacon curing, in the employment 

of machinery and in selling, are slowly making headway. 

Farmers are beginning to pay attention to the problem of 

costing, and to co-operate with universities in experimental 

work on that problem. The use of electricity, mechanical 

com carriers, and other devices is slowly spreading. Though 

less rapid and obvious than in manufacturing industry, 

improvements are taking place in the general organization 

of agriculture, and for this reason the tendency to increasing 

returns is probably stronger to-day than it has been since 

the agricultural revolution and the disappearance of the 

yeomen farmers nearly a century ago. 

It will be evident, from what has been said, that there 

is no fundamental difference between the operation of 

the laws of increasing and diminishing returns in agriculture 

and in other branches of industry and commerce. There 

are material differences between the two. The static 

tendency to diminishing returns is usually more obvious 

in agriculture than elsewhere; moreover, the growth of 

population has often been more rapid than the advance 

in agricultural methods, with the result that the dynamic 

tendency to increasing returns has been arrested and a 

tendency for a time to diminishing returns has become 

evident. But the latter tendency represents what is 

called, in the next book (Chap. IV), a short-period result, 

and is ultimately overcome, in turn, by technical progress. 



CHAPTER VI 

INDUSTRIAL COMBINATIONS 

Combinations of Capital 

The primary or dominating motive of a business firm is competition 
. , 1 ‘-I 1 efficiency 

gam ; the method which it employs is either to buy and 

resell or to grow, mine, or manufacture, and then sell the 

product. The gain is represented by the difference 

between the total revenue and the total expenditure. 

There are three ways in which the total gain may be 

enlarged : the cost may be reduced, the price may be 

raised, or the sales increased without proportionate altera¬ 

tion in the margin between the selling price and the cost 

of production. The incentive to secure greater gain by 

all three methods is strong and enduring. 

Under normal conditions the average firm is subjected to 

competition from equally strong rivals. During the greater 

part of the nineteenth century, when firms were compara¬ 

tively small, they were correspondingly numerous in each 

industry. Moreover, they were comparative strangers to 

each other. They worked more or less secretly, fearing 

that a rival might learn too much about their methods. 

The essential preliminaries to concerted action were lacking, 

and the possibility of price regulation was rarely thought 

of. Such attempts as were made, during a period 

of trade depression, to control output or regulate prices 

usually ended in failure. Consequently, the only method 

of increasing gain was that of reducing costs and, by under¬ 

selling rival firms, enlarging the market, either at the 

latter's expense or through the influence upon demand 

of a lower price. The stimulus of competition was strong 

and led to the substitution of more efficient methods and 

the reduction of costs. 
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This steady process of substitution in turn resulted in 

the growth of the firm. Establishments became larger 

and firms frequently extended their control over two or 

more establishments. The nature of the competition 

gradually changed; the number of competing firms was 

reduced, and the absolute size and strength of the average 

firm were increased. Moreover, the firms became better 

acquainted, particularly when railway facilities \\’oro 

vastly increased. Their representatives met on the market, 

and in associations for negotiating wage agreements with 

their workpeople, and there discussed questions of common 

interest; in many cases they abandoned their secretive 

habits, and Icnowledge of technical conditions and possi¬ 

bilities was widely circulated in trade journals. Rivalry 

probably became, on the whole, more friendly in character, 

and the competitors were able to gauge each other's 

strength more accurately. Specialization of product 

tended to reduce still further the number of firms actuall}^ 

competing in the same market. 

Reduction in the number of competitive firms, combined 

with the fact that the competitors were personally well 

acquainted, and already in the habit of discussing trade 

problems, created the opportunity for collective action. 

But it did not follow that collective action would always 

be advantageous. If the firms were decidedly unequal 

in strength, competition d ouirance would get rid of the 

weakest, and their elimination would further strengthen 

the survivors. Again, concerted action would be useless 

unless it brought control of the market. The efforts of 

the combination would be neutralized if it were subjected 

to keen foreign competition. It follows that a duty upon 

competitive imports, or a similar obstacle in the form of 

heavy transport charges, favours the formation of combina¬ 

tions in the home industry. 

The combination movement in manufacturing industry 

and in merchanting is thus, in the main, a product of the 

circumstances that have prevailed during and since the 
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last quarter of the nineteenth century. The incentive to 

combine was always present; the opportunity was the 

result of the reduction in the number of competing firms, 

and the growth of transport facilities and of intercourse. 

The immediate desire to combine was measured by the 

prospective power of the combination, which was increased 

by immunity, within limits, from foreign competition ; it 

was also influenced by the available alternative, and was 

stronger where the rivals were of approximately equal 

strength. The combination movement has followed three 

main lines, the simple agreement, such as the price associa¬ 

tion, found mainly in this country, the cartel, found 

mainly in Germany, and the monop)olistic trust, found 

mainly in the United States of America. We shall now 

proceed to examine these types. 

Simple Agreements 

Simple agreements take three main forms, price regula- Price control 

tion, division of the market, and regulation of output. 

The first of these is the most common form in this country, 

but it has not often been successful over a long period. 

As a method of permanent organization there is little to 

be said in its favour. It achieves no real economy, either 

in manufacture or in marketing, for it is nothing more 

than an agreement not to sell below a stipulated price. 

The price fixed in the agreement is naturally higher than that 

price which would have emerged under competition ; conse¬ 

quently it tends to preserve inefficient firms and to prevent 

the more efficient firms from gathering the fruits of their 

efficiency. Nevertheless, in so far as the agreement is 

carefully observed it may, in some cases, result in competi¬ 

tion expressing itself in quality rather than in price. But 

the agreement does not often withstand the pressure of 

unfavourable circumstances. When demand falls short of 

producing capacity the signatories evade the agreement by 

offering higher discounts, or by selling cheaply other 

articles not controlled by the agreement, or again by queer 
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arithmetic processes, exemplified in the ** baker's dozen.” 

After a period of secret evasion the agreement is formally 

discontinued or openly violated; for such an agreement 

cannot be enforced in court. Agreements which can be 

proved to operate in restraint of trade are, indeed, illegal 

both in this country and in the United States of 

America. 

The second form of agreement, namely that by which 

the market is parcelled out among the producers, also fails 

to achieve economies of any significance. It may appear, 

at first, to reduce the cost of marketing the product, but 

if A can sell in B's territory at a price below that which is 

possible for B, it follows that A's total cost, including that 

of marketing and transport, is lower than B's cost, and that 

efficient organization usually involves the elimination of B. 

Territorial division of the market is characteristic of railway 

agreements in the United States and elsewhere; it is not 

often found in manufacturing industry, for the market of 

the product is not localized. The International Steel Rail 

Syndicate, however, which remained in existence almost 

continuously from 1883 till 1914, divided the chief markets 

of the world between those national groups of manufactur¬ 

ing firms which formed the syndicate. 

The third form of agreement provides for the regulation 

of output. Usually the orders received by the firms are 

pooled, and each firm is allotted its agreed quota (a certain 

percentage of producing capacity) from the pool. The 

agreement is frequently strengthened through the pa5nnent 

by each member of a deposit, which may be forfeited if the 

member violates the contract. Usually a fine is imposed 

for exceeding the quota and a bonus granted if less than 

the quota is produced. Prima facie this is a more effective 

method of controlling prices than a direct price-controlling 

agreement, for, as we shall see, price is a function of 

supply. If supplies continue to pour on to the market 

prices wiU inevitably fall; but if they are artificially 

restricted in relation to demand prices wiU be maintained. 
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Agreements restricting output do not introduce any 

fresh economies of production, and cannot be justiliod 

on grounds of efficiency. Nor are they ideal from the point 

of view of the firms which enter into the agreement. They 

are voluntary agreements which cannot be legally enforced. 

The policy expressed in the agreement is determined by 

majority rule, and if they are a large body the firms are 

frequently suspicious of each other, and jointly fear a long 

tail of half-hearted members. Pools have been common in 

America, and usually represented a stage in the develop¬ 

ment of the trust. Where they have been tried in this 

country they have usually failed. It should be observed, 

however, that agreements are sometimes made (as in 

textile manufacture) for the purpose of reducing output 

during a period of depression, when the market becomes 

overstocked and the price threatens, under unregulated 

competition, to fall to an extent which is regarded as 

undesirable, without bringing any marked increase in 

demand. Such temporary expedients may be successful, 

as in cotton manufacture. But if the depression continues 

they usually become inoperative. Between 1892 and 1896 

repeated attempts were made in the tin-plate industry to 

restrict the output of each mill (a convenient standard of 

measurement), but the depression was so intense and pro¬ 

longed that the agreements were ignored, and every time 

the agreement was formally terminated competition 

became as violent as ever. Such defensive agreements 

should be distinguished from more permanent attempts to 

attack the market and maintain prices at a level higher 

than that which the force of competition would normally 

produce. The latter type of combination, whether it aims 

at control directly through price agreements or indirectly 

through pooling arrangements, is ailways faced with the 

danger of competition, either from abroad or, if it is pro¬ 

tected on that side, from new firms which are attracted to 

the industry by the prospect of large profits due to rela¬ 

tively high prices. 
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Pools of the kind already described were common in 

Germany before the First World War, but a still closer form 

of organization was formed in 1861, in the German tin-plate 

industry, and was copied by other industries in that 

country. This form of organization is commonly known 

as a cartel, but looser associations, such as those already 

indicated, are also known in Germany as cartels. In order 

to avoid confusion we shall restrict the term to the closer 

type of combination described below, and frequently 

called a syndicate or Verband, 

A cartel of that type is essentially a selling agency acting 

on behalf of the constituent manufacturing firms. It is a 

legal entity, distinct and separate from the members, and 

it undertakes the marketing function which would other¬ 

wise require to be performed by the latter. The cartel 

purchases the products of the manufacturers and sells them 

on the markets of the world. The individual producers 

are paid prices varying with the quality of the product, but 

bearing an agreed relation to a standard or base price 

fixed for the standard quality. The cartel, in turn, charges 

what the market will bear, and may charge different prices 

in different zones. When the market cannot absorb all 

that the members are able to supply, the orders are rationed 

among the latter in the ratio of their producing capacities. 

The members in turn may make private or independent 

arrangements for redistribution among themselves; thus 

one firm may purchase from another the latter’s quota of 

orders. It will be observed that the cartel does not 

interfere with the internal management of the individual 

mine-owner or manufacturer. The latter so far retains 

his individuality. But he unloads all marketing functions 

and risks upon the cartel, which usually enjoys a partial 

or complete monopoly. The cartel does not aim at a 

profit for itself. Any profit that is made is distributed 

among the members, who also share the losses, if any. 
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Nor does the system directly limit the profits of the 

individual firms. If the market bears a high price the 

latter will be charged, and will lead either to high profits 

for distribution or to the payment of high base prices. More¬ 

over, every successful effort to reduce manufacturing costs 

will be accompanied by a corresponding increase in the 

profits of the individual firm. Thus, under the cartel 

system, the functions of making and selling are separated, 

and the manufacturer is enabled to concentrate attention 

upon the former. Further, manufacture is carried on under 

semi-competitive conditions, while selling becomes the 

monopoly of the cartel. 

Two of the best-known and most important German 

cartels were the W('.st])lialian Coal Syndicate and the 

Steel Cartel (Stahlwerksverband). The latter was formed 

in 1904 (and renewed, for periods of five years, in 1907 

and T9T2) by the merger of three similar associations 

which were then in existence. It had a nominal share 

capital of £20,000, subscribed by the twenty-eight member 

firms, and its declared object was to sell the products of 

the industry, and to regulate production. It covered the 

processes of producing steel and semi-manufactured pro¬ 

ducts. The cartel consisted of an advisory (ouncil (elected 

by the members), a managing committee or executive, and 

a prices and classification commission. The “ base price " 

fixed by the cartel applied to Thomas (Bessemer Basic) 

Steel, and the prices of other classes of product were fixed 

in relation to the base or standard price. All the steel and 

steel products made by the firms were sold at the authorized 

prices to the cartel, within which special committees were 

formed to deal with special problems. Thus, one committee 

was formed to deal with the internal market, and another 

committee to deal with foreign trade. Steel rails and 

railway materials were controlled by one special committee, 

and joists and channels by another. 

It will thus be seen that the Steel Cartel was an elaborate 

and powerful organization. The German market was 
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protected by import duties, and, at the suggestion of the 

cartel, merchant rings (price associations) were formed in 

different regions for the control of prices in the German 

market. The prices to consumers were nominally fixed 

by the merchant ring, but it is evident that the cartel was 

consulted. The cartel was also a powerful factor in the 

markets of the world outside Germany. It had agents in 

every country, and as these were able to quote prices for 

a large variety of products, they enjoyed a considerable 

advantage over those agents of competing firms who 

could only quote for a small group of products. The cartel 

maintained an elaborate organization for collecting 

information from all parts of the world. It was able to 

exercise economic pressure upon the Belgian and Dutch 

State railways and, by threatening to divert the traffic, 

to secure rebates. It built up a forwarding and shipping 

agency of its own, and the largest firms in the can. 1 main¬ 

tained their own fleet of ships. It entered into agreements 

with industrial combinations in other countries, and was 

a member of the Inteniational Steel Rail Syndicate, to 

which reference has already been made. In this country 

it was represented by merchants who were largely at its 

mercy, but as these merchants were useful in collecting 

small orders which the cartel would not handle individually, 

there were advantages to both sides in the arrangement. 

Again, the cartel was able to charge different prices in 

different markets. The domestic market was protected, 

as we have seen, by import duties; consequently the 

monopolistic cartel was able to charge relatively high prices 

in that market, which thus carried a disproportionate part 

of the overhead charges of the industry. In foreign 

competitive markets the cartel charged a price based 

largely upon prime costs, and, being further assisted by 

preferential railway rates (both in Germany and in Belgium 

or Holland) and shipping charges, it was frequently able 

to sell steel in this country at a price considerably below 

that charged by the British manufacturer. The Steel 
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Cartel was, therefore, a powerful competing unit in the 

British and overseas markets. 

One further activity of the Steel Cartel deserves comment. 

The section of the steel trade producing joists and channels 

for the building industry experienced considerable com¬ 

petition through the use of concrete for building purposes 

The cartel, therefore, started an advertising campaign. 

It advised architects upon steel-girder work, spent con¬ 

siderable sums upon research work, and published a journal 

to advocate the claims of that type of structure in which 

they were interested. By such methods they sought to 

kill the competition of substitutes. 

It is generally assumed that the cartel produced con¬ 

siderable effects upon the organization of the steel industry. 

It resulted, we are told, in the amalgamation of firms 

within the cartel. Before an allocation was made a large 

firm bought up smaller firms in order to increase its own 

quota, and when trade depression occurred, the firm kept 

the larger works fully employed and closed down the 

smaller and less efficient ones. The formation of the 

cartel also resulted, we are told, in vertical integration. 

This was particularly noticeable after the formation of the 

Westphalian Coal Syndicate. The quota of the individual 

mining firm referred to the coal which the syndicate 

permitted to be produced for the general market, but the 

production of coal used in the firm's own blast furnaces 

and steel works was not regulated in this way; conse¬ 

quently mining firms which possessed steel works were 

unduly favoured, and a tendency towards vertical integra¬ 

tion was created or strengthened. Similar considerations 

applied in the case of iron and steel. Mixed " works, 

that is, works in which iron, steel, and steel products were 

made, received a “ quota " of steel (or of iron, from the 

cartel in that trade), for the general market, but the 

production of steel required for further manufacture was 

not controlled. Consequently " pure steel works were 

linked up with blast furnaces on the one side and, on the 

Cartels and 
industrial 
orgaoiiation 
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other, with rolling mills and other manufacturing plants; 
this was done with the object of evading the consequences 
of control. To what extent these general conclusions are 
true it is difficult to say. Vertical integration was in any 
case inevitable. The economies of both physical and 
financial integration, to which reference was made in 
Chapter IV, are so important that the same result has 
been produced by the force of competition in this country. 
It would be more correct, perhaps, to say that within the 
cartels, amalgamations and combinations, both horizontal 
and vertical, were hastened rather than ultimately caused 
by the formation of the cartels themselves. 

It will be evident, from what has already been said, that 
the cartel system may achieve substantial economies in 
marketing the product. Competitive advertising is no 
longer necessary, and constructive advertising is possible 
upon a scale far beyond the reach of firms competing with 
each other. The marketing of groups of allied products 
by a single agency is also more economical than separate 
marketing by individual firms. The collection and dis¬ 
tribution of statistics relating to the industry and its 
markets, actual and prospective, react upon efficiency. 
Research of the kind pursued by the joists'' committee 
(of the Steel Cartel) into the building industry is an advan¬ 
tage which is not shared by firms competing with each 
other. These are real economies, and should be distin¬ 
guished from those advantages in selling due to monopoly. 
The latter increase the power of the seller in bargaining 
with the buyer (and will be considered later) ; the former 
represent an economy of human effort and so strengthen 
the tendency towards increasing returns. 

For three reasons the cartel is regarded by many as a 
superior method of organization to the super joint-stock 
company known as the trust. First, it is not exposed to 
the danger of over-capitalization; secondly, the manu¬ 
facturers retain their financial independence and remain 
in complete control of thek establishments; thirdly, its 
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fate does not lie in the hands of one man or a small group 
of men. We shall return to consider these reasons after 
having described the essential characteristics of the trust. 
Another point calls for consideration at this stage. It is 
sometimes argued that the cartel system tends to stereo¬ 
type an industry by retaining the less efficient firms. 
The latter acquire a sort of vested interest which is a real 
financial asset. It is true that the members may make 
private voluntary arrangements whereby the quota of one 
is transferred to another, but the former receives com¬ 
pensation, and the sum so received has to be deducted 
from the proceeds due to the arrangement in order to 
measure its net gain to the stronger firm. It is impossible 
to make any general statement regarding the validity of 
this contention : much depends upon the circumstances of 
the case. A standard price (to the members) does not, as 
such, tend to preserve inefficient firms: a competitive 
price is a standard price. Moreover if, during depression, 
prices are relatively low, the manufacturing costs to the 
inefficient firm may be so high as to make the acceptance 
of the quota unprofitable. In so far, however, as the cartel 
price is above the competitive price that would be reached 
during periods when demand falls below the full producing 
capacity of the industry, the system probably tends to 
soften the blow for the inefficient firm ; its status or 
vested interest in the cartel gives it a chance of securing 
a sort of pension from some more efficient firm which desires 
to increase its own quota. 

Trusts 

The third type of industrial combination is that usu¬ 
ally found in the United States of America (though there 
are examples in other countries) and known as the trust 
or corporation. Essentially a trust is a business unit, 
which aims at monopoly by owning and controlling as 
many establishments as possible in the trade. It may be 
regarded as a super joint-stock company ; it controls the 

Nature of the 
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manufacturing as well as the marketing side of the business. 
The precise legal form in which it exists varies from time 
to time and from place to place. In America it has been 
driven from pillar to post by the law, the aid of which has 
been invoked by the public in its fight against monopoly. 
Thus, for example, the original trust company gave way 
to the holding company. But this was merely a change 
in form, and did not destroy the business unit nor the 
essential unity of control. We are merely concerned with 
the economic significance of industrial combinations, and 
it is, therefore, sufficient for our purpose to observe that a 
trust is a business unit of the nature of a joint-stock 
company. Unlike the cartel, the trust is in complete control 
of the establishment, which is but a branch of the larger 
organization, even when it appears to be carried on, under 
its original name, as a separate entity The trust may close 
any establishment under its control, or extend it, or use it 
for other purposes. The managing body is but the servant 
of the trust. 

Again, the trust is essentially an horizontalcombina¬ 
tion, that is, it controls the establishments in which similar 
processes are conducted and similar products made. But it 
may also control other stages of manufacture, and so 
represent a form of “ verticalcombination. Thus, for 
example, the United States Steel Corporation owns a large 
number of coal mines, as well as blast furnaces, steel works, 
and factories in which steel products are made. Not only 
is it true that trusts may control several stages in produc¬ 
tion, but it is usual for them to do so. In this way they 
achieve the economies of vertical integration to which 
reference has already been made. ^ 

Moreover, they prevent the creation of a monopolistic 
trust in the industries upon which they are dependent for 
raw materials. It is, however, important to distinguish 
between the process of vertical integration and that of 
trust formation. A trust, as already stated, is essentially 

^ See Chap. III. 



INDUSTRIAL COMBINATIONS 163 

an horizontal combination which aims at a monopoly of the 
supply of a particular commodity or group of commodities. 
The economies of vertical integration are such that the 
process is one which is also found in industries which 
remain highly competitive, and is adopted by firms which 
aim at making themselves efficient competing units. Thus, 
for example, the firms competing with the United States 
Steel Corporation control as many stages of production as 
the Corporation itself: self-preservation has necessitated 
vertical integration. 

It is also important to distinguish the trust from those 
firms in this country which control several establishments 
yet do not aim at, or cannot hope for, monopoly control. 
The aim of the trust is to achieve a substantial monopoly 
and thus secure gains due to monopoly. In defence of 
their action, the architects of the trusts point to the 
economies which are effected by that form of combination. 
They argue that it is a representative form; that is, that it 
is in the main line of industrial evolution. The law of 
increasing returns, it is said, continues to operate through 
combination until monopoly is ultimately achieved. 

There are, clearly, cases in which it may be said that 
efficient organization is inconsistent with direct competi¬ 
tion ; such industries are essentially monopolistic. It would 
be sheer waste of effort to have two railway companies 
serving precisely the same area. The London Passenger 
Transport Board was defended on the ground that unification 
of control of the London tube and bus traffic was a condition 
of efficient service. Two small gas or electricity supply sys¬ 
tems serving the same area would be far more expensive to 
maintain than a single system. Two or more competing 
postal systems would entail waste of economic effort. 

Can it be said of any manufacturing industry that it is 
essentially monopolistic, that is, that it could produce 
goods with less expenditure of human effort if it were 
controlled by a single unit than it would if its control were 
diffused and the separate units competed with each other ? 

Trusts and 
monopoly 
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Clearly, the answer must depend partly upon the size of the 
industry. If it were a small, strongly localized industry 
possessing a monopoly of the markets of the world, the 
answer might be in the affirmative. If, however, it were 
a very large, widely distributed industry, such as coal 
mining or steel production, the answer would obviously 
be in the negative. It would be beyond the powers of any 
firm to control and organize efficiently the production of 
coal in all parts of the world. There are limits to the 
operation of the law of increasing returns. It is argued, 
however, that in some industries the limit is not reached 
before a monopoly of production in one country is secured. 

Monopoly and The cconomies said to be achieved by monopolistic trusts 
efficiency classes, tliose due to the size of the business 

and those due to monopoly. The first consist, in the 
main, of those economies specified in a previous chapter. ^ 
Stress is laid upon the economies of specialization and 
standardization ; the saving due to the ehmination of 
cross freights; the reduction in management costs; 
the economies achieved by closing down inefficient 
works and departments, by pooling patents and secrets 
of organization, and by introducing the system of com¬ 
parative accounting. These economies, in so far as they 
exist, are due to size, not to monopoly, and they may 
reach their limit before the monopoly stage is reached. 
The economies in the sphere of marketing are those already 
indicated in dealing with the cartel. They are due partly 
to size and partly to monopoly, that due to monopoly 
being the elimination of competitive advertising. A further 
economy which cannot be placed in either of these two 
categories of activity is also associated with monopoly 
control. A monopolistic trust is able to adjust supply to 
demand with greater success than a group of competing 
firms. The latter, during periods of great activity and 
high prices, are apt to increase their combined producing 
capacity beyond the effective demands of society. The 

1 5^^? Chap. IV. 
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result is periodic over-production, low prices and unemploy¬ 
ment. An industry competitively organized has thus to 
carry a heavier burden of standing charges than need 
be, and much expenditure on capital is wasted. A 
monopolistic trust is faced with the simpler problem of 
estimating the total demand of the market, and is less 
liable to error than the individual firms in a competitive 
industry, who estimate their individual demands. The 
finer adjustment of total supply to total demand is said 
to be an economy of considerable importance. 

In the section on the cartel three reasons were given for 
the preference expressed by some people for the cartel 
over the trust. In the first place, the cartel is not exposed 
to the danger of over-capitalization. When a trust is 
formed by the amalgamation of competing firms two classes 
of stocks are usually issued, debenture and ordinary. The 
former may be issued to an amount at least as great as the 
total value of the tangible assets. The promoters estimate 
that as the result of the amalgamation the profits will 
be increased, and they may issue ordinary stocks to an 
amount representing the capitalized value of the addi¬ 
tional profits due to monopoly. Such stocks are, there¬ 
fore, not represented by tangible assets, and are known 
as “ water ; the capital of the trust issuing such stocks 
is then said to be “ watered'' or inflated.''^ 

In the second place it was stated that the member firms 
of a cartel retained their individuality and, in the third 
place, that its fate did not rest in the hands of one man or 
a small group of men. A trust is controlled from head¬ 
quarters ; the managers of factories are but subordinates 

^ Over-capitalization is common in competitive industry. It 
matters little, from one point of view, what the nominal capital of 
a company may be ; the capital value of the business as a going 
concern is the capitalized value of the actual and anticipated profits. 
Thus, if the ordinary shares of a company represent plant and 
material and it consistently fails to pay a dividend, the shares, when 
valued for sale in the market, will reflect such failure. (See Book III, 
Chap. XIII.) But watered capital hides the true position from the 
public and hinders the mobility of capita). 

Comparison 
with cartel 
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who must obey their rulers. Here, we are told, is to be 
found the chief weakness of trust organization in large 
industries such as steel manufacture. It would be folly to 
dogmatize on this subject. To promote a trust is obviously 
a far simpler matter than to control its destinies. Great 
business men have been found who were able not only to 
build up large industrial combinations, but also to manage 
them after their formation. When, however, their places 
were filled, their successors, trained in a different school and 
lacking, perhaps, the outstanding qualities of the pioneers, 
proved unequal to the task. Moreover, a large organiza¬ 
tion is apt, in spite of the ability of its controller, to become 
over-departmentalized, and to suffer from that kind of 
routine known as red tape." Nevertheless, it should not 
be forgotten that our ideas of efficiency, and of what is 
possible in the way of control, are constantly changing. 
There are people who now effectively control organizations, 
such as railways, which, fifty years ago, would have been 
regarded as beyond the controlling capacity of one man. 
Moreover, boards of directors in this country and, in 
America, committees working under a president are rapidly 
adapting themselves to meet new requirements. New 
methods of devolution and co-ordination of function and 
authority are constantly being devised. Until far more 
research has been made into the subject it is impossible 
to express any confident judgment upon the relative 
efficiencies of the competitive business unit, the cartel and 
the trust. All that may be said, in our present state of 
knowledge—or ignorance—^is that the greater the degree 
of centralization of authority the greater the seriousness 
of error when it is made. Under the competitive system 
the undesirable consequences of a competitor's error are 
more or less confined to his own organization ; the error 
may even benefit his competitors. In a trust the effects 
of an error at the top may reverberate through the entire 
organization; a serious error may bring untold loss and 
suffering. 
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Appendix 

This chapter has been left substantially as it appeared 

in the first edition. Since the publication of that edition 

many changes have taken place in the organization of 

industry, but the time has not yet arrived for a final esti¬ 

mate of their effects. Not only is the process of change 

still continuing at a rapid rate, but the newly formed and 

re-formed organizations have been working under highly 

abnormal economic conditions, by which they have been 

largely shaped and which have delayed the economic tests 

of fitness normally employed. But the distinction between 

the main types of organization described in the text still 

holds good; the illustrations there employed remain equally 

useful for the purpose of analysis. 
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Organization of Labour 

A TRADE UNION may be described as a permanent associa¬ 
tion of employed workers for the purpose of maintaining 
and improving the economic status of its members. The 
origin of trade unionism can be traced to that stage in 
the progress of division of labour at which there were 
differentiated two distinct economic classes—the employer 
and the employed worker. To the extent that the appren¬ 
tice became a journeyman, and the journeyman normally 
expected to become a small master, there had previously 
been no division between the two classes. But when, 
for the average journeyman, the prospect of mastership 
in the craft disappeared, through changes in the conditions 
and methods of production, involving a diminution in 
the number of masterships relatively to the number of 
journeymen’s jobs, there emerged a real cleavage, and the 
need was felt for an organization different in type from the 
earlier guilds, which consisted of master craftsmen as well 
as of journeymen. While the need existed earlier, the 
opportunity for organization was lacking until the factory 
made its appearance. Only then did the workers meet 
together in relatively large numbers and develop that 
acquaintanceship which is an essential condition of all 
organization. To-day trade unionism has covered the 
greater part of the field of industrial effort. Not only is 
a trade union regarded as a desirable institution by the 
employed workers of a trade or industry but it has also 
become an adminstrative necessity from the point of 
view of the employer, for it is inevitable that, where a firm 
employs hundreds of workpeople, the conditions of employ¬ 
ment should be made the subject of a comprehensive 
arrangement. 

i68 
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Having seen that trade unions are inevitable and neces- 
sary, we now have to find out what is the natural basis 
of organization. The earliest associations were known 
as craft unions ; that is to say, the membership of each 
union was restricted to those who followed a particular 
craft, such as fitting or moulding, joinery or plastering. 
A great many such unions still exist. In some of the 
unions formed later, the unit of organization is not the 
craft, but the industry or service, such as coal-mining or 
railway transport. The craft is not necessarily restricted 
to one industry. A fitter may be emplo^^ed in any one of 
many branches of engineering, or, again, as a maintenance 
worker in boot and shoe manufacture, steel production, 
or any of the numerous other industries which utilize 
machinery ; a joiner may be engaged in ship construction, 
cabinet-making or house-building. It is, therefore, inevit¬ 
able that a conflict should arise between unions organized 
upon these two bases. This conflict may be seen in its 
most pronounced form in railway transport. Skilled 
workers from many different crafts are employed in the 
railway shops, where locomotives and coaches are built. 
Many of the men belong to their respective craft unions, 
for the craft feeling remains exceptionally strong, and 
even where the craft is more or less confined to one industry 
it frequently happens that the workers refuse to join the 
industrial union, preferring to form a craft union for them¬ 
selves. Thus, in the railway industry, in addition to the 
craft unions in the shops, there is a separate craft or 
occupational union for locomotive drivers and firemen, 
although a considerable proportion of such workers have 
thrown in their lot with the industrial union. 

The persistence of the craft ideal is due to the feeling 
that there is a greater degree of community of interests 
between those who follow the same occupation and have a 
life interest in that occupation than there is between a 
group of people who are, for the time being, employed in 
the same industry. The industrial union predominates 

Basis ol 
association: 
craft or 
industry 



170 THE ECONOMICS OF PRIVATE ENTERPRISE 

in those industries, such as coal-mining and steel 
manufacture, in which the average worker finds his life 
occupation. 

There is a third type of union which aims at serving 
the needs of those who are neither skilled workers, more 
or less tied to one craft, nor special workers tied to one 
industry. They may be “ general" workers, or their 
work may be unskilled or semi-skilled. They are scattered 
over miscellaneous industries, such as gas production, 
general transport, rubber manufacture, and the unskilled 
branches of industries such as engineering, in which the 
skilled workers are members of their respective craft unions 
This third type of union, though in theory complementary 
to the first two, is apt in practice to find itself in competi¬ 
tion with them. It will thus be seen that the domestic 
difficulties of trade unionism are not yet solved. 

From the employer s point of view tlie simplest unit of 
organization is the industry^ for in that case he is only 
required to negotiate with one union. As things are at 
present the emplo3T'r may find (as in the tube industry) 
that all his process workers, constituting perhaps 90 per 
cent of the whole, are members of one trade union, while 
the remaining 10 per cent may be scattered over a large 
number^ of craft unions, and in the absence of special 
arrangements it would be necessary for him to negotiate 
separate agreements with each of those unions. Conse¬ 
quently, where, as in engineering, the .skilled workers are 
distributed among several craft unions, it has become 
necessary for the latter to form a joint committee for the 
purpose of negotiating with the employers or the emplo^^crs’ 
federation. 

Employers’ The function of a trade union is to make a collective 
associations .11 1 1 /^ • •• 

arrangement with the employers denning the terms of 
employment. For this purpose the employers form them¬ 
selves into a federation or association, and the two repre* 
sentative bodies enter into a collective agreement, the 

^ In one case known to the author the number was 22. 
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terms of which cover the employment of those workers 
who are both employed by the federated employers and 
members of the trade unions concerned. In practice, 
however, employers either insist that all their workers 
should be members of one of the trade unions, or, if there 
is no such compulsion, they pay the non-union workers 
in accordance with the terms of the collective agreement. 
It is left to the trade unions, if they are strong enough, to 
enforce the terms of such an agreement upon the non- 
federated employers. It should be observed, however, 
that the agreement is not enforceable at law. It is a purely 
voluntary arrangement, having no legal sanction ; it is 
not a contract, but it defines the terms of the individual 
contract between the individual worker and his employer, 
and such contract is enforceable at law. Thus, for example, 
if a trade union enters into an arrangement with the em¬ 
ployers' federation for a given wage over a given period, 
and the workers employed in an individual factory strike 
for new conditions during the tenure of that agreement, 
but do not violate the terms of their own individual con¬ 
tract, they are acting within their legal rights, though they 
are not carrying out their moral obligation. 

From what has been said, therefore, it will be seen that 
a trade union is strictly analogous to an association of 
employers formed for the purpose of controlling the prices 
of their products. Both are selling organizations. But 
an employers' federation for negotiating with trade unions 
is not analogous to either of these, for the federation repre¬ 
sents a purchasing association. Consequently there is 
no relation between the units of organization on the side 
of the employers for the two separate and distinct functions. 
Thus, for example, the employers' federation in the steel 
industry would cover all those firms which employ steel 
workers. A selling syndicate in the rail-making trade 
would cover only that fraction of firms which are engaged 
in making steel rails. It has been said that a trade union 
is strictly analogous to an association of firms for the 
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regulation of prices. Both aim at monopoly, that is, 
control of the market, but they differ from such a mono¬ 
polistic combination as an American trust, that is a super¬ 
joint-stock company enjoying a monopoly of its market. 
The trust aims at maximizing the profit on the single 
body of capital, and we shall find in the next book that in 
order to do so it may charge different prices to different 
classes of consumers or in different parts of the market. 
But a price association endeavours, through monopoly, 
to regulate prices for the purpose of enlarging the individual 
profits of the constituent firms. Similarly the trade union 
endeavours, through monopoly, to regulate the conditions 
of employment for the purpose of improving the economic 
status of its individual members. 

A collective agreement standardizes the conditions of 
employment, and such standardization is of twofold 
advantage. In the first place, it provides a strong and 
direct stimulus to technical progress. Wliere the condi¬ 
tions are not standardized, progressive employers (who, by 
improving their equipment and administration, are able 
to reduce costs without interfering with the conditions 
of employment) may find that their less enterprising rivals 
are able to neutralize the effects of their own inefficiency 
by reducing wages or increasing the hours of their own 
workpeople. In such circumstances initiative would be 
stifled ajid industrial progress retarded, whereas standard¬ 
ization secures that efficiency will be rewarded. In the 
second place, a collective agreement standardizes the 
conditions of employment for an agreed period, during 
which labour costs are fixed. Consequently one element 
of uncertainty is removed, and an employer is able to enter 
into contracts for future delivery with greater confidence 
than would otherwise be the case. A certain degree of 
stability is essential to private enterprise, and, under 
normal circumstances, that is secured through collective 
agreements. 

We described a trade union as an association formed 
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for the purpose of economic defence. In order to secure 
control over the conditions of employment of its members, 
it seeks a monopoly. Having secured a controlling 
influence, if not complete monopoly, it sets up standard 
conditions, in particular a standard rate of wages. Its 
policy with regard to the various controversial issues that 
are raised in the ordinary course of employment is always 
dictated by the necessity for preserving the standard rate, 
and, as a means thereto, of maintaining its own strength. 
For this reason a number of unions, more particularly 
the craft unions, establish certain customs, whose effect 
is frequently to restrict output. Of recent years greater 
attention has been devoted to their restrictive aspect than 
to the original necessity for their establishment, but it 
would be a mistake to assume, therefore, that they are the 
arbitrary creation of people with a double dose of original 
sin. Whether or not they are defensible under existing 
conditions, they are certainly intelligible as survivals of 
a past that held many dangers for members of trade unions. 
The effects which these customs produce on economic 
society will be considered in due course;^ at this stage I 
merely call attention to them as illustrations of economic 
influences which operate upon industry to-day. 

Conciliation and Arbitration 

The provision of adequate machinery for bargaining 
and for the settlement of differences, though no guarantee 
of peace, is clearly a necessary condition of peace, not only 
in industry'' but in all spheres of activity. In nearly every 
department of life provision is normally made both for 
conciliation and for arbitration. Moreover, in those cases 
which lie outside the sphere of law, provision is made for 
the guidance of public opinion. Moral influence acts as 
a substitute for law/ An illustration of this important 

^ The trade-union customs refer mainly to the conditions of 
apprenticeship, the introduction of new machinery, the methods of 
remuneration, the regulation of output, and demarcation, that is the 
exact definition of the boundaries of a skilled craft. 
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fact is to be found in the provision made in the constitution 
of the United Nations’ Organization for the settlement of 
international disputes. 

The machinery of arbitration and conciliation now 
at work in industry in this country represents the latest 
stage in an evolutionary process, and is mainly adapted 
to the requirements of highly-organized industries. It is 
almost entirely voluntary, and its functions and value 
can best be understood and appreciated if they are examined 
in their historical setting. During the nineteenth century 
wages, as already indicated, were determined by collective 
bargaining, and the joint body (representing both employers 
and employed workers) which discussed proposals put for¬ 
ward by either side was called a wages board or a concilia¬ 
tion board. Usually the leader of one side acted as 
chairman, with the leader of the other side as vice-chairman, 
but in some cases the meetings were presided over by an 
independent chairman. These boards might meet either 
at stated intervals or only when the occasion demanded 
it. It has been urged against the latter method that the 
board would, in these circumstances, meet only when there 
was already an atmosphere of contention, and that 
consequently the two sides would come to regard each 
other merely as opponents. Against regular meetings, on 
the other hand, it has been urged that friction might arise 
unnecessarily, since either side might make the meeting 
an opportunity for raising matters which could become 
contentious, but which would not have been regarded as 
important enough to warrant the calling of a special meeting. 

Before the First World War the most common method 
was to negotiate wages settlements for a given period, such 
as a year; the conciliation board met before the end of the 
period for the purpose of continuing the settlement or 
amending its terms for a further period. In some industries, 
such as iron and steel manufacture, the boards went a step 
farther, and determined the basis or principle of wage 
determination on the assumption that the principle should 
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hold good indefinitely. All matters of principle having been 
settled in advance, disputes could only occur upon ques¬ 
tions of interpretation or local application, and it was there¬ 
fore possible to provide in the agreement itself that, if and 
where a dispute occurred, the matter should be automatically 
referred to arbitration. The great majority of industries, 
however, were not so fortunately situated. There was no 
agreed principle of wage determination, and when negoti¬ 
ation broke down there remained but the alternative of 
suspension of work, or reference to arbitration. 

Arbitration, however, presented two difficulties. One Difficulties of 

was that of agreeing upon a suitable outside arbitrator. 
This was overcome by the acts of 1896 and 1906, under 
which the Board of Trade was empowered to appoint an 
umpire at the request of the parties to the dispute. The 
second difficulty was of a more serious character. Where 
there was a vital principle at stake neither party was ready 
to submit the case to an outside individual or tribunal, 
and the dispute then became a trial of strength. If it 
did not develop into a strike or lock-out it was because 
the parties were able to gauge each other's strength 
fairly accurately, in which case a settlement was usually 
negotiated, the terms of which reflected the relative 
strength of the disputants. If there was an element of 
doubt in the matter, the dispute generally ended in a 
stoppage of work. 

It will be observed that during this period the idea of a 
“ just wage" was but dimly conceived. Wages were 
usually regarded as the subject of a bargain whose terms 
were determined by the relative strength of the two parties. 
Moreover, a quarrel, when it occurred, was regarded as 
a private " aSair, with which the public had no concern. 
The threat of suspension, in the form of either a strike by 
the workers or a lock-out by the employers, was regarded 
as a legitimate and morally defensible weapon of bargaining 
in very much the same way as it is regarded by the seller 
of goods and his customers. By the end of the century, 
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however, a considerable change had taken place. Con¬ 
siderations of justice ” were urged with growing strength, 
and appeal was made to the tribunal of public opinion. 
It came to be recognized that the moral support of the 
community was a considerable factor in the struggle, and 
each of the disputants endeavoured to secure this support. 
Moreover, in a large and growing number of industries, 
strikes and lock-outs quickly affected the convenience of 
the public, and in extreme cases endangered the life of the 
community, with the result that disputes were no longer 
regarded as purely domestic affairs, but as events in which 
the public was an interested third party. The growing 
influence of moral factors in industrial negotiations, and 
the steadily increasing interest of the outside public, led 
to the recognition of the inadequacy of the then existing 
machinery of conciliation and arbitration. 

Such was the position two years before the outbreak of 
the First World War, when the historic struggles in the coal¬ 
mining and railway industries had shaken the industrial 
structure almost to its foundations. Then followed the War, 
during which not only were the moral aspects of wage settle¬ 
ments emphasized, but the interest of the third party stood 
out more clearly than ever before. The Industrial Courts 
Act of 1919, which defines the present relation of the State 
to industrial disputes, represents a natural development 
from the circumstances and ideas of the period ending 
with the return of peace in Europe. The Act has two main 
provisions. In the first place, it provides a machinery of 
arbitration. In this respect it only differs essentially 
from the earlier Acts (1896 and 1906) in establishing a 
permanent Court of Arbitration, which may also be em¬ 
ployed by the Minister (of Labour) as an advisory body 
on matters relating to disputes or any other matter which 
in his opinion ought'' to be referred to such a body. 
Arbitration under the Act is only a final resource to be 
employed when other methods have failed. There is not 
the slightest trace of compulsion in the arbitration clauses, 



LNDUSTRIAL COMBINATIONS 177 

and the consent of both parties (after report by either of 
them) is necessary before the Minister can take action. 
Moreover, the Minister, instead of referring the dispute 
to the Industrial Court, may call upon a single arbitrator, 
or an ad hoc tribunal, consisting of representatives, in equal 
numbers, of the two parties and an impartial chairman. 

The second main provision is a novel one. The Act 
empowers (but does not compel) the Minister to 
“ inquire into the causes and circumstances ” of any trade 
dispute, actual or apprehended, and to '' refer any matters 
appearing to him to be connected with or relevant to the 
dispute to a court of inquiry appointed by him for the pur¬ 
pose of such reference, and the court shall, either in public, 
or in private, at their discretion, inquire into the matters 
referred to them and report thereon to the Minister.*' 
The court of inquiry is the machinery devised to fill the 
gap created by those changes in circumstances to which 
reference has already been made. The Act, in tliis part, 
gives effect to the view that the public is a third party 
which is vitally interested and should not be ignored. 
It provides the parties with an opportunit}^ of submitting 
their case to the test of public opinion and of thus appealing 
to moral law. The clauses of the Act referring to courts 
of inquiry are very general. A court may consist of one 
or of several persons. The engineering inquiry of 1922 
was conducted by one person only, but the usual practice 
seems to be to appoint three members, namely, an inde¬ 
pendent chairman together with one employer and one 
representative of labour. The court may restrict its 
attention and confine its report to questions of fact, or it 
may submit opinions and recommendations for the con¬ 
sideration of the parties. Such recommendations, however, 
are not of the nature of an arbitration award. They 
merely present the case as it appears to an outsider or 
group of outsiders, and therefore as the general public 
might reasonably be expected to view it. Recommenda¬ 
tions, where they are made, assist in guiding public opinion, 
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and therefore in deciding which side is to receive moral 
support. 

While some committees make definite recommendations, 
others restrict themselves to a report on the facts of the 
case. Whether or not definite recommendations are 
desirable must be determined by the committees themselves. 
In some disputes the public is bafiSed by the difficulty of 
securing adequate information upon which to form an 
opinion, and a report on the facts is regarded as of extreme 
value. In others the principles at stake are so difficult to 
evaluate that opinion, even on the basis of undisputed 
facts, must be hopelessly divided. The elasticity of the 
system is said to be one of its chief merits. It provides 
a sort of industrial court of equity before which the parties 
may plead their case. Its establishment implies the view, 
now generally accepted, that moral issues are important 
in industrial affairs, and it may thus be considered as 
offering not only to the worker, but also to the employer, 
an opportunity of justifying his action to his fellow citizens, 
and as bringing an element of publicity into industrial 
negotiations at the stage where they cease to be a private 
matter. In suitable cases the court may even act as a 
mediator and, if successful, merely report success. 

Economic Associations 

Industry, in the broadest sense, is honeycombed with 
associations and institutes formed for economic purposes, 
and it may be worth while attempting to classify them 
according to their essential functions. The best-known 
though not, perhaps, the earliest associations are those 
concerned with prices or conditions of work. These are 
most common among employed workers and, as I have 
already shown, are then known as trade unions. Such 
unions are concerned mainly with standard rates of wages, 
hoims of work, and other conditions of employment. They 
are essentially price associations, aiming at monopoly and 
the favourable results that may be secured by monopolistic 
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control. In that respect they resemble associations of 
manufacturers or merchants designed for the purpose of 
controlling prices, and may be grouped with the former as 
monopolistic associations formed with the object of regu¬ 
lating selling prices. Employers' federations, on the other 
hand, are of the nature of purchasers' associations. Like 
the others, they aim at monopoly and, through monopoly, 
at regulating prices. Although their monopoly is that of 
buyers, not of sellers, they may be placed in the same 
category, which thus includes all associations which are 
primarily concerned with the conditions of purchase or 
sale, and seek control through monopoly. 

The second category consists of those organizations which 
concentrate attention upon the work itself rather than 
upon the economic conditions under which it is performed. 
Emphasis is laid mainly upon training and standard of 
attainment. Thus, for example, a number of institutions 
exist in the engineering industry, including the Institutes 
of Civil, Mechanical, Mining, and Electrical Engineers. 
These are in no sense trade unions. Similarly, the Law 
Society and the General Medical Council are regarded as 
professional organizations, concerned with education and 
professional status and obligation, that is with the work 
itself rather than with economic conditions. Moreover, 
the danger to society of quackery " in both law and 
medicine has necessitated closer co-operation between 
these societies and the State than has hitherto been neces¬ 
sary in other professions. That they have exercised some 
measure of control over the financial terms under which 
many of their members work is but an indication of the 
difficulty of separating work from the economic conditions 
under which it is performed. The distinction that we have 
drawn, though useful and important, is by no means final. 

The analysis may be carried farther. The societies 
falling into the second category may be divided broadly 
into two classes, the first of which may be illustrated by 
reference to the Institute of Chartered Accountants or 
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the Society of Incorporated Accountants and Auditors. 
These are in direct line of descent from the guilds of the 
fifteenth century. The Chartered Institute does not seek 
control through monopoly; there is no attempt to limit 
entry or to stifle competition. As in the case of law and 
medicine, the apprentice is called upon to undergo a pre- 
scribed course of training and to pass examinations; he 
is only admitted to full membership when he has satisfied 
the prescribed tests of proficiency. WTien he is a fully- 
fledged accountant he may enter some industry as a sal¬ 
aried expert in his own branch of work, or join an existing 
firm of accountants as partner, or start a business of his 
own; the great majority of apprentices are '' master 
accountants in the making. The unit of business 
organization is still so small that employers and workers 
are not differentiated in the manner of engineers and 
shipbuilders. 

In some branches of activity, however, the unit of 
organization is so large that even highly-trained apprentices 
must remain employed workers. Banking, insurance, 
transport, journalism, and teaching afford striking examples 
of this class. In banking there is an Institute of Bankers 
which, like the accountants' institutes, imposes certain 
tests of eligibility. Whosoever passes the examinations, and 
satisfies other minor conditions may become a member, 
whether he be the managing director of a large bank or 
one of his junior clerks. But there is not the remotest 
prospect that his clerks will ultimately fill the director's 
shoes. The average bank official, unlike the average 
accountant, will remain an employed worker all his life, 
and the same may be said of the average insurance or 
transport official, journalist, or school teacher. Wliat 
has been the result ? Bank clerks, while realizing the 
importance, within its own sphere, of the Institute of 
Bankers, have also realized that there remains a gap, 
which has been filled by the formation of the Bank Officers' 
Guild. This guild is essentiaUy a trade union ; that is, 
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it is a body primarily concerned with the conditions of 
work. The Institute of Bankers, on the other hand, is 
concerned with the work itself. Similarly, the Chartered 
Insurance Institute, the Institute of Transport, the 
Institute of Public Administration, the Institute of 
Journalists, and the Teachers' Registration Council are 
primarily concerned with what may be called professional 
problems. In all cases there were gaps to be filled by the 
formation of associations of the trade-union type, such 
as the Society of Civil Servants, the National Union of 
Journalists, and the National Union of Teachers. Usually, 
indeed, the trade union " has appeared first, and the 
institute second. 

The above analysis, though brief and imperfect, points Growth of 
. , . . professional’ 

to certain broad generalizations and raises questions of 
importance, even in manufacturing industry. First, it 
may be noted that the formation of an institute represents 
an attempt to secure professional status for people who have 
not hitherto been accepted within the '' charmed circle." 
The movement has already spread far, and the educational 
policy of the Institute of Certificated Grocers suggests 
that it may ultimately cover the whole field of economic 
activity. It emphasizes the importance of education and 
the need of " professional" standards of conduct. By 
stressing responsibility and obligation it gives new dignity 
to every form of economic effort. 

.Secondly, it may be observed that in every branch of lustituteand 
. . . , . f .... union in 

economic activity where the unit of organization is large same industry 
enough to prevent the average skilled worker from becoming 
an independent worker, there are two conference tables, 
a round table and a rectangular table. The members of 
the institute sit at the round table to discuss problems 
which affect all. Every member of the calling may become 
a member of the institute ; no distinction is drawn between 
“ high " and " low," or between employer and employed. 
The chief railway executive and the railway clerk are 
members of the same Institute of Transport. The general 
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manager of a bank meets his clerk on equal terms at the 
Institute of Bankers. The permanent secretary of a 
government department enjoys at the Institute of Public 
Administration no privilege which is not shared equally 
by the most junior administrative official admitted to 
membership. At the rectangular table they sit on opposite 
sides. The one in each case represents the employer; 
the other represents the employed workers. 

The editor of a newspaper is eligible for full membership 
of the Institute of Journalists but, since he represents the 
proprietors of his journal, he may only be an associate 
member of the National Union. The manager of a tram¬ 
way company is eligible for membership of the Institute 
of Transport, but may not be a full member of the union 
to which the clerks belong. They cannot sit on one side of 
the rectangular table at the same time as they and their 
interests are represented on the other side. But they are 
all members of the same industry, subjected to the play 
of similar economic forces and having many interests in 
common. The institute is a symbol of the fact that all 
the members of a calling have common interests. It has 
no counterpart in manufacturing industry, nor, in so 
far as the manual workers are concerned, in transport 
and commerce. Briefly, it may be stated that the institute 
movement has hitherto covered only those employed 
workers who are in receipt of salaries, and has not spread 
to wage-earners. 

The inadequacy of the machinery of conciliation to meet 
the growing needs of industry led to the formation, during 
the First World War, of a committee of which Mr. Whitley, 
then Speaker of the House of Commons, was chairman. 
This committee recommended the establishment of works 
committees, to which reference will be made in the next 
chapter, and of National Joint Industrial Councils in highly 
organized industries. The proposed councils were to differ 
from existing conciliation boards in two respects. They 
would meet more frequently and at regular intervals. 
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Moreover, they would discuss matters of common interest, 
other than wages and conditions of employment, such as 
education and the future prospects of the industry. Unlike 
the Conciliation Board, the council would have an open 
agenda, upon which might be placed any subject relevant 
to the welfare of the industry. Many councils have since 
been established, but none in industries already highly 
organized. In all cases the councils have merely acted 
as wage negotiating boards. In general it may be said 
that the Whitley scheme became but the instrument for 
organizing, along lines already marked out, those indus¬ 
tries that had not already been organized. It was not 
intended for this purpose, and must consequently be 
regarded as having failed of its real object. And its failure 
illustrates the difficulty of imposing, from without, ” volun¬ 
tary constitutions upon industries in a self-organized 
industrial society. Private industry has not yet been 
" institutionalized **; the problem remains to be solved 
of building up for each industry an institute, symbol¬ 
ized by the '' round table/* that is an institution designed 
to consider the work itself rather than the conditions of 
work. 
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BUSINESS CONTROL 

In an earlier chapter a distinction was drawn between a 

factory (or other estabhshment), a business unit, and the 

legal entity which owned and controlled the business. It 

is now necessary to examine the economic significance of 

the form of ownership of any kind of enterprise, though we 

shall not be concerned with questions of law, as such. 

The most common though not the only types of business 

are the single-owner business, the private partnership, and 

the joint-stock company, in the last of which the liability 

of the individual shareholder is limited to the amount of 

his share. We need not concern ourselves with inter¬ 

mediate and other types, for it will be seen that all the 

problems examined in this chapter are raised by those 

already specified. 

In the " one-man business '' the owner provides all the 

capital and takes all the risk of the enterprise. He pledges 

not only the capital actually invested in the business but 

all his property, including his house and furniture. If he 

fails he may lose everything he possesses. If his capital 

is insufficient for his purpose he may borrow on mortgage 

from private investors or a bank, but the lenders do not 

usually accept any of the risk. The private partnership 

does not differ essentially from the one-man business, for, 

in the absence of a special agreement to the contrary, each 

of the partners is individually liable for the debts of the 

partnership to the full extent of his private possessions. 

The advantage of a partnership lies in the fact that two 

heads are better than one. The partners are usually 

interested in, and specialize upon, different aspects of the 

business, and they have confidence in each other. The 

prospect of becoming a partner is also a stimulus to a 

184 
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young, ambitious employee which nothing can equal, 

unless it be the prospect of becoming an independent 

venturer. But the scope of an individual or joint venture 

is obviously limited by the need for capital, and when it 

grows beyond a certain stage it is usually converted into 

a joint-stock company with shares limited in the extent 

of their hability. The joint-stock compan};^ offers means Tlie joint- 

of investment for the savings of individuals whose daily company 

work lies elsewhere. ^ Moreover, by offering different 

classes of investments the company is able to appeal to 

investors of different temperaments. The cautious in¬ 

vestor, whose motto is Safety First,*' is attracted by the 

offer of debentures, which are, in effect, a loan on mortgage. 

The debenture-holders are guaranteed an annual payment 

of so much per cent on their holdings irrespective of the 

financial results of the undertaking. The interest on 

debentures is a charge upon the business. If the business 

fails it becomes the property of the debenture-holders, 

who may run it in their own interest. Those investors 

who incline towards security, yet are not averse from taking 

a slight risk, are attracted by the offer of preferred stock, 

which carries with it the first cut (of a specified percentage 

of the capital holdings) into realized profits. There are 

many kinds of preferred stocks. Some provide so much 

per cent, representing the first charge upon realized profits. 

If there are no profits in any one year the claim lapses. 

Others may be cumulative ; if the realized profits are 

insufficient in any year to pay interest on the preferred 

^ The joint-stock system also enables investors to reduce the risk 
of investment by spreading their investments over a large number 
of companies and industries. In recent years investment trusts 
have sprung up which, in effect, spread the risks on behalf of indi¬ 
vidual capitalists, the latter investing their savings in the investment 
trust itself. Investment at second hand, through specialist agencies 
of this character, is already achieving important dimensions. When 
we add the investments of insurance companies (who hold a con¬ 
siderable fraction of the annual savings ” of individuals), banks, 
etc., and those industrial companies which invest their reserves 
outside their own business, it be seen that the investments of 
this country are largely held by institutions, not directly by 
individuals. 
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Stock the deficiency is carried forward as a first charge 

upon the realized profits of the next year. Other kinds 

may be participating stocks ; if the realized profits exceed 

what is necessary to pay the specified interest, together 

with a specified rate of dividend to the ordinary share* 

holders, the holders of preference stocks enjoy a share of 

the residue. Those investors who are prepared to take 

greater risk with a chance of greater gain are attracted by 

the offer of ordinary shares. They take the residue of the 

realized profits after all prior charges have been met. ^ 

Here again there are variations in the degree of speculative 

risk that may be taken. Preferred ordinary stocks carry 

a claim to a certain percentage of the residue before the 

holders of ordinary stocks are entitled to any dividend. 

Thus they approximate closely to preference stocks. 

Deferred ordinary shares receive consideration only when 

specified dividends have been paid on ordinary shares. 

We need not enter into further detail regarding the various 

sub-classes of stocks and shares, the three main classes 

being debenture, preference, and ordinary shares. 

Ownership The coutrol of the business is in the hands of those who 
and control t • i - i i i ... 

accept the nsks involved in its pursuit, that is it is vested 

in the venturers. Thus, in the case of a one-man business 

the owner is the controller. In the case of a private 

partnership control is vested in the partners jointly. In 

the case of a joint-stock company control is vested in the 

holders of ordinary shares. These are ultimately respon¬ 

sible for the conduct of the business. In practice they 

delegate their control to a board of directors, consisting of 

^ Before declaring a dividend upon the ordinary shares the com¬ 
pany usually places a sum to reserve, which is a fund set aside to 
meet future contingencies. The reserve may either be used to 
develop the business without calling for fresh capital, or invested 
in other securities. A firm is not compelled to place to reserve any 
part of its realized profits : these may be distributed in full; more¬ 
over, a firm may draw upon reserves to enhance the dividends in 
any year. But it may not distribute capital as dividends. Since 
reserves become, in efiect, part of the capital, the legal position was 
somewhat ambiguous, and gave rise to Fitigation. The general 
position is as stated aF)ove. 
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people who not only are regarded as technically efficient, 

but are also themselves important shareholders, and have, 

therefore, the same stake in the business as the remaining 

shareholders. Hence the main function of the shareholders 

is to appoint a kind of cabinet or controlling authority to 

which they delegate their functions. Such delegation is 

inevitable; for the shareholders may be very numerous, 

and their interest in the firm may be but a passing interest, 

their main work and efficiency being in other spheres. For 

this reason their control takes the form mainly of review 

and criticism and, if necessary, of revolutionary action 

througli the removal of the board. Nevertheless, it is true 

to say that the ordinary shareholders control the business 

in the same sense as it is true to say that a democratic 

community governs through the appointment of a legis¬ 

lative authority. Before considering the rationale of such 

control or management, it is necessar}’' to indicate briefly 

what control or management ultimately means. 

The Meaning of Control 

A business is a market- place where a number of contracts 

are negotiated. Mien a firm embarks upon an enter¬ 

prise it first of all lays down the plant. In doing so it 

must observe the building by-laws and other enactments 

It then enters into a contract or a series of contracts for 

raw materials, and, it may be, further contracts for the sale 

of the finished product. In neither case does the other 

party claim any right beyond that implied or made explicit 

in the terms of the contract itself. The tliird party with 

which the firm enters into contracts is the employed worker 

who supplies personal service. As the workers are em¬ 

ployed for the greater part of the day under objective con¬ 

ditions which are determined to a large extent by itself, 

the firm incurs moral responsibilities of a materially differ¬ 

ent character from those involved in the other two types 

of contract. Nevertheless, in law there is no essential 

difference between them. The firms contract with its 

Contractual 
obligatious 
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employee is governed by certain conditions or restrictions. 

These are laid down partly in Factory Acts, partly in collec¬ 

tive agreements between employers' associations and the 

trade unions, and partly in trade-union and workshop 

customs and unwritten regulations. Thus, in the first 

place, the finn is compelled to observe certain minimum 

conditions relating to the fencing of machinery, the lighting 

and sanitation of the factory, and the number of people 

who may be employed in a workshop. In the second 

place, the collective agreements specify the rates of wages 

which must be paid for the different classes of work ; they 

prescribe the number of hours of work per day or per week, 

and the conditions attaching to overtime. They may even 

specify the methods of remuneration. In the tliird place, 

there are certain trade practices and workshop customs, 

such as those specifying the type of worker who shall be 

employed upon a given machine. It will thus be seen that 

the freedom of contract of the firm is regulated or restricted 

by certain rights of the workers, and that these rights are 

eithei legal, contractual, or customary. Finally, the em¬ 

ployer is expected to provide what may be called reason¬ 

able conditions of work, to which reference will be made 

presently Apart trom these restrictions the parties are 

free to negotiate, and. except in so far as there may be 

anything to the contrary in the terms of the contract 

itself, the employing firm can do as it likes. Here it is 

master. It is free to organize the work ; it has power to 

make use of an opportunity, and scope to meet an emer¬ 

gency. It is responsible for giving and accepting contracts 

of purchase and sale, and it decides when and how to 

expand or curtail its activities. The rights of management 

consist in being able to do anything that the firm is not 

definitely prevented from doing in the four ways indicated 

above. The function of management is residual. The 

powers or rights of the controller are undefined, and by 

nature cannot be defined. The laws of the land may 

become more restrictive in character, but they are always 
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known. Trade unions may become more powerful, extend 

their functions, and wrest more from the employers, but 

the new restrictions upon the latter's power are specified, 

and the employer knows what he has to reckon with. 

Trade customs may become more embracing, even onerous, 

but they must be clearly defined. Such encroachments 

upon the powers of management will change the character 

of the work of control, but it remains control over the 

unmapped area. However large the uncontrolled area may 

be, it is always carefully mapped. This is an essential part 

of the whole system of contract. It is upon the basis of 

those rights which are residual in character and are em¬ 

bedded in the general law of contract that the employer 

is able to enter into contracts, and we shall find that it is 

in this sense that control and financial responsibility are 

inseparable. What is defined is known, and can be dis¬ 

counted in advance. What is undefined cannot be 

discounted in advance. 

Risk and Control 

It has already been stated that control and financial Justification 

responsibility are inseparable. This statement needs {«)Kfficif>ncy 

further elaboration. It is frequently assumed that the 

control of a business is vested in the firm because it is 

more capable of exercising the functions of management. 

It is assumed that the employed workers, because they 

perform a somewhat narrow range of operations, are 

incapable of exercising the functions of management either 

on the technical or on the commercial side. It is further 

assumed that control by a very large body of workers 

would result in chaos, that too many cooks would spoil the 

broth. Concentration of control is necessary in the 

interests of efficiency, and the efficient people are the 

employers. 

This view is entirely erroneous. It is, of course, true 

that continuous exercise of the functions of management 

in all its branches necessitates the appointment of a single 
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controller or a very small committee of controUers. It is, 

moreover, true in the great majority of cases that highly 

trained experts can perform the functions of management 

more efficiently than a heterogeneous untrained mass of 

people, be they shareholders or workers employed by the 

firm in other capacities. But the right of control is a legal 

right which is not immediately connected with efficiency, 

though the efficiency of the whole economic system is 

bound ultimately to have a determining influence upon the 

nature of the law of contract. Indeed, there are wise and 

stupid employers, efficient and inefficient managers, suc¬ 

cessful and unsuccessful firms. There are employed 

workers who, however well trained they might have been 

in their youth, would never have become well equipped for 

the tasks connected with industrial control. There are 

others who might have been great organizers of economic 

effort but have never had the opportunity. The question 

of efficiency is not immediately relevant to the question 

of control. 

uin^of rSf’ Again, it is frequently said that control is and must be 

vested in those who accept the risk of enterprise. The 

venturer controls because he ventures. Risk and responsi¬ 

bility are inseparable. There is a sense in which these 

statements are true, and another in which they are false. 

In order to examine them in detail it is necessary to indicate 

briefly those risks which are associated with business 

enterprise—for there are many kinds of risks. It has 

often been said that the only events that are certain are 

death and taxation. Even if society were static, life and 

industry would still be exposed to many risks. Some of 

these, such as earthquakes and hurricanes, are due to 

natural causes; others, such as accidents, are due to 

ignorance ; the remainder, the moral hazards, such as bad 

debts, are the result of carelessness. But industrial 

society is not static. It is always developing, and is, 

therefore, exposed to risks created by change. 

The d)mamic risks of industry may be conveniently 
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divided into four groups. The first are those affecting 

industry as a whole. We have long been aware of the 

recurrence of booms and slumps which leave no industry 

unaffected. The latter will call for‘ consideration at a 

later stage of our investigation. World-wide influences 

affect different trades in varying degrees, but in so far as 

they affect some more deeply than others they may be 

considered in the second group, namely, those risks which 

are or may be peculiar to an industry though general 

within that industry. An industry may be seriously 

injured by foreign competition, by the discovery of sub¬ 

stitute products, such as oil and electricity for coal, or by 

a change of fashion; or, as already stated, it may, like 

shipbuilding, be particularly susceptible to, and suffer in an 

exceptional degree from, the general fluctuations of industry. 

The mining and agricultural industries are further exposed 

to risks due to geological and climatic causes. The third 

group of risks consists of those facing the individual 

firm, 

A business firm not only shares those risks which have 

already been indicated but also faces other risks which are 

inherent in private enterprise. Some of these it reduces to 

a minimum by such means as the purchase or sale of 

futures or the control of the enterprise that supplies raw 

materials; but essentially it takes the risk of enterprise, 

and by its own efficiency as a competitive unit endeavours 

to make that risk as small as possible for itself and as large 

as possible for its rivals. It is the great uninsurable risk 

of its life. 

Practically all the risks to which reference has already 

been made are shared by the workers. Some, indeed, bear workers 

more heavily upon the latter or a proportion of the latter 

than they do upon the firm itself. General trade depressions 

cause an injury to the workers which is probably more 

serious than that suffered by the owners of capital. The 

second group of risks is a more serious consideration to the 

owners of capital, for the injury to an industry may be 
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permanent and the loss to the capital invested in the 
industry irrecoverable. Still greater is the burden, upon 
the owners of capital, of the third group of risks, that is 
those which are inhcTent in the competitive venture. If 
a firm proves to be inefficient or for some other reason 
suffers serious losses that are not shared by its competitors, 
the capital of that firm is either destroyed or seriously 
reduced in value. It cannot be withdrawn, for the money 
has been converted into plant. The owners of the capital 
cannot sell their financial interest in the firm without 
serious loss, for the value of their shares will reflect the 
injury that the firm has already suffered. Thus the owners 
of capital suffer loss because the capital itself has lost its 
mobility. The workers, on the other hand, do not lose 
their mobility to the same extent. If the loss had been 
general to the industry they would have had to seek some 
other occupation for which they would not be so well 
trained, but when the loss is confined to a single firm the 
workers may find alternative employment at their own 
occupation in the same industry. For this reason they 
are able to escape the consequences of the firm's failure 
far more easily than the owners of the capital invested in 
the firm. In that restricted sense it is true to say that 
labour does not fully share with capital the risk of industry, 
and it is on this ground that the existing system of control 
is defended by most of those who uphold the present 
system. But the defence is of doubtful validity. Its 
strength depends upon the individual case, and if it could 
be proved that there were specialized workers whose 
mobility was as restricted as that of capital and to whom 
the consequences of doss would be equally serious, such a 
defence would constitute a plea for the sharing of control 
by such specialized workers. But we are not here con¬ 
cerned with the justification for any particular method of 
control. It is our duty to try to discover why the control 
is Actually exercised at the present time in the manner 
already indicated. 
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The explanation is to be found in the fourth and last 
group of risks, namely, those which are embedded in the 
law of contract. A firm enters into contracts which are 
enforceable at law, and if it fails to fulfil those contracts it 
is liable to penalty. It will not and cannot enter into such 
contracts unless it is able to control the conditions necessary 
to fulfilment. So long as it is bound by a contract it is 
inevitable that the firm should exercise that control which 
makes it possible to carry out the terms of such contract. 
When we are in the region of inevitability questions of justi¬ 
fication do not arise. The specific risk of contract is, not 
shared by the workers, and for this reason a share in what 
is, strictly speaking, management is impossible. The firm 
retains that function because it does, in fact, accept the 
obligation of contract. It may delegate, but it cannot 
surrender its power. It is in law responsible to the other 
parties to the contract, and it must, therefore, retain in law 
its power to fulfil its responsibilities or discharge its obliga¬ 
tions. Let us consider an illustrative case. A shipbuilding 
firm contracts to build and deliver the hull of a ship 
on a given date at a given price. That contract is 
enforceable in court of law. In entering into the contract 
the firm incurs many risks. It may have to pay more 
for the material than was expected ; it may be hampered 
by labour troubles which are not covered by any safe¬ 
guarding clauses in the contract; but more than all it 
incurs the risk that it will not be able to fulfil its contract. 
On the basis of that contract it enters into contracts for 
raw materials, such as ship plates, and to that extent 
covers itself against market losses and also non-fulfilment 
of contract for the delivery of the ship due to failure to 
obtain the necessary materials. The firm then enters into 
a contract with workpeople for the provision of services 
at certain stated rates of remuneration. The workers 
have entirely discounted the risk of the shipbuilding con¬ 
tract. They have no more legal obligation in respect of 
that contract than the steel manufacturer who supplies 

Risks o( 
contract, not 
shared by 
workers 
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the plates. In law they are only bound by the terms of 
their own employment contract with the firm. The ship¬ 
building firm, since it has not unloaded any of its own risk 
of non-fulfilment of its contract with the shipowner, clearly 
cannot surrender any powers of control to the men. It 
must retain within its own power the ability to carry out 
the obligation which it has incurred. If the firm employs 
each of the men on a weekly employment contract and the 
men do not discharge their own legal obligations and, 
therefore, create the expectation that if they continue to be 
employed the ship will not be finished in time, the firm 
retains the power not to renew the contract, thus liberating 
the yard and the machinery for another group of workers 
with whom, in an endeavour to fulfil the conditions of its 
own contract for the delivery of the ship, would enter 
into a similar weekly contract of employment. In other 
words, what the shipbuilding firm buys from the workers 
is a particular series of services extending over the period 
covered by the employment contract, and the workers 
have no greater claim for exercising control over the build¬ 
ing of the ship as a whole than is possessed by the firm 
which supplies ship plates. Before the workers, as such, 
could jointly exercise any such control, they would need 
to form themselves into an association recognized as a 
legal entity and, therefore, capable of entering into a 
contract enforceable at law. The workers' association would 
then need to accept the legal obligations involved in the 
shipbuilding contract. That is of the essence of the 
existing system of economic organization, which is a legal 
system built up on the general law of contract. 

It is frequently assumed that schemes of the nature of 
profit-sharing and labour co-partnership represent a modifi¬ 
cation of the system, and a step in the direction of joint 
control by capital and labour. Such, however, is not the 
case Profit-sharing merely influences those risks which 
fall into the first three groups. If (in the absence of profit- 
sharing) a standard rate of wages is fixed and maintained 
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irrespective of the state of trade, the workers' risk is 
simplified (though not reduced) and becomes a single risk 
of unemployment. The actual losses during depression are 
concentrated upon those who are thrown out of work. 
During a boom the chance of gain is the chance of over¬ 
time. If, however, the standard rate is elastic and reduced 
during a depression, the risk of unemployment is also 
reduced, but there is added a risk of loss of wages even for 
those retained in employment. The workers' losses in 
bad times are spread over a wider area. The chance of 
gain during a boom is the chance both of higher wages and 
of overtime. There is no essential difference between the 
second case and that of profit-sharing. The formal differ¬ 
ence is that in the former the gains and losses are estimated 
in advance upon the basis of past experience, while in the 
latter they are determined by the ascertained results. In 
other words, a share in the profits, if any, is of the nature 
of a deferred advance in wages. As the result of profit- 
sharing the workers share to a greater extent in the risks 
to which they are in any case exposed, but they do not 
undertake any new type of risk. Nor is the case altered 
if co-partnership^ be added to profit-sharing, for in that 
event the worker also becomes capitalist, and the new risk, 
if any, is taken in the latter capacity. In practice, how¬ 
ever, the workers' capital is invested in the form of a fixed- 
interest investment, and is, therefore, practically free from 
risk. If the workers' share were invested in ordinary 
shares, and represented more than half the total of such 

^ In a co-partnership scheme the worker's share of the profits 
is invested in the firm, and on such capital investment the worker 
receives interest. If, however, he shares in the management, he 
does so by virtue of his capital holding, not by virtue of his employ¬ 
ment as worker. Co-partnership is a misnomer. In other enter¬ 
prises a worker who is also a shareholder is not denied, merely 
because he happens to be employed by the firm, the control, if any, 
associated wi^ the type of share that he bolds. There seems to 
be nothing in the present law to prevent a workers' association being 
formed in a joint-stock enterprise, such association investing sufficient 
capital in the enterprise to enable it to nominate a director, as is now 
frequently done by investors of large sums. 
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shares, the workers would become the controllers of the 
business, and the final directors of its policy, but they would 
be equally responsible in law for fulfilment of contracts 
made on their behalf. 

Industrial We have now examined the framework of the law of 
welfare* * 

contract within which it is attempted to confine the 
operation of economic forces. The first step in the analysis 
of the functions of an employer is to understand what 
being an employer really means, and what legal obligations 
are incurred. But we have already referred to the fact 
that the employer, as controller of his enterprise, is not 
only hedged in by legal enactments and by trade-union 
agreements and workshop customs, but is also influenced 
by what may be termed public opinion or moral law. 
Moreover, the economic system allows scope for the exer¬ 
cise of positive virtues, and an employer may accept the 
full implication of the general statement that legal rights 
carry moral responsibilities. Thus, just as we find sellers 
on the market refusing to squeeze every penny that the 
market will bear, and consumers refusing to utilize to the 
full the chances of a depressed market, so, too, we find 
employers as purchasers of personal service refusing to 
be content with the minimum requirements of law, agree* 
ment, and custom. Moreover, agreements are themselves 
influenced by public opinion. In particular, we find at 
present attempts being made by employers to strengthen 
the ties between themselves and their workpeople by 
various means. The wage contract may be supplemented 
by voluntary schemes providing for insurance against 
sickness, invalidity, and death, and by other schemes 
providing for superannuation. Many employers proceed 
much farther than is required by the factory laws, and 
establish elaborate systems for the promotion of the welfare 
of the workers. Others, again, delegate responsibility to 
committees of workpeople. Over and above minimum 
requirements, there has been built up in many places a 
system under which a large and growing responsibility is 
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placed upon the shoulders of the representatives of the 
workers. These become part and parcel of the customary 
relation of the two parties to the original wage contract, 
but in no case does the employer surrender the function of 
management. The difference between delegation and 
surrender is fundamental. Even where workers’ com¬ 
mittees exercise considerable authority, such authority is 
not to be confounded with management. Moreover, it 
is delegated, and what has been delegated may be recalled. 
What is surrendered cannot be recalled. It can only be 
recaptured by the exercise of force. The powers and 
duties of such works committees may be entitled “ staff 
duties.” Management includes control of the staff. It 
also includes the power of deciding what contracts of 
purchase 01^ sale shall be accepted, what reductions shall 
be effected, what extensions shall be made, what new 
enterprises shall be purchased—^in short, what new ventures 
shall be undertaken. 

There remains for consideration a further point, the Personal 
practical importance of which can scarcely be exaggerated, between 
It is concerned with the rapid growth of joint-stock enter- employed 
prise. The owner of a single-owner business (or the part¬ 
ners in a private partnership) usually devotes the greater 
part of his life to his business. The first motive is personal 
gain, but the owner also acquires other interests. He is 
the industrial ” squire,” and his relations with his men 
reflect the fact. Even when he is not a good employer, 
he is something more than the owner of the business. He 
is a man among men whom he knows, or, at least, among 
men who know him for what he is, whether that be good or 
bad. Many such owners allow themselves, as we have 
seen, to be swayed by motives other than that of maxim¬ 
izing profits. The shareholders of a public joint-stock 
company, however, stand in an entirely different relation 
to the employees. Their interest in the business is purely 
financial and may be of short duration. In many, if not 
most, cases they have never set eyes on the establishment 
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or the workers. Many of the " shareholders " may them¬ 
selves be industrial companies, or banks or insurance 
societies or investment trusts or trade unions. Since their 
interest is purely financial, the opportunities offered to their 
directors are not so great as those afforded to the owners 
of other t5^es of business. The directors are the servants 
of the shareholders and, in the nature of things, are com¬ 
pelled to nm the business in the latter's interest. The 
private owner may sink his own interest in favour of the 
immediate interests of the workers; the directors cannot 
subordinate the interests of the shareholders to those of 
the workers. 

The problem of industrial relations has become even more 
complex in recent years on account of the growth of a type 
of organization known as the holding company, that is to 
say, a company which does not necessarily operate any 
undertaking, but may confine its attention to investing its 
financial resources in a number of operating companies, each 
with its own board of directors. Even in the case of a large 
operating company the effective control may be secured by 
one of a small group of shareholders holding but a small 
proportion—say, 20 per cent—of the total share capital. 
The remaining shares may be so widely scattered among so 
many shareholders as to render it extremely difficult, if not 
impossible, for sufficient shareholders to join forces and 
collect enough votes to secure the election of a candidate to 
the board. Thus, in practice, the appointment of the board 
may be very largely in the hands of a small group of share¬ 
holders representing a small proportion of the share capital. 
If that small proportion of share capital which effectively 
carries control is in the hands of a holding company it will 
be seen that such a company may exercise control over a 
large number of operating companies collectively represent¬ 
ing a total capital investment several times the amount 
of the total capital of the holding company itself. The 
latter would exercise control by appointing its nominees 
on the boards of the various operating companies. 
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It is not suggested that the conditions of employment 
are less favourable in establishments owned by joint-stock 
companies than in those owned and controlled by single 
owners or private partners. On the contrary, they are 
usually more favourable in the former, which are, on the 
whole, larger and more efficient. The difference between 
the two is that the directors are called upon to justify every 
important step they take to the shareholders, who test its 
value by its probable effects upon divisible profits. Thus, 
for example, if the directors establish a welfare department, 
or introduce a profit-sharing scheme, they are careful to 
point out that, so far from being a burden upon the share¬ 
holders, it is likely to react favourably upon their dividends. 
Again, when a big scheme of reorganization is introduced 
(which frequently happens when two or more companies 
are amalgamated) workers and officials who have rendered 
long service may be thrown on the scrap-heap.'* Tliere 
is no place for sentiment " in joint-stock enterprise. 
There remains only the cash-nexus.^ 

This fact has reacted upon the policy of trade unions. 
Agreements have become more clearly defined ; customs 
have hardened into precise regulations and restrictions ; the 
conditions of employment are prescribed in greater detail. 
Nothing is left to chance. Through their local branches 
and works committees the trade unions carefully watch 
for cases where the '' rights " of their members are invaded ; 
in particular they keep a sharp lookout for cases of 
'' \dctimization," and insist, as far as they can, upon 
promotion according to seniority, and dismissal, in bad 
times, according to juniority. The elasticity of the old 
system has disappeared. The trade unions, through their 

^ The scheme of reorganization may start with the appointment 
of a new managing director. He may bring his own lieutenants 
with him, and they may find places for friends and relatives in 
official positions, while the existing officials are dismissed. If, as 
is sometimes the case, the latter are highly specialized technologists 
who have reached middle age, they axe unable to find new posts 
comparable with the old and their standard of living is seriously 
reduced ; at the same time they see their own schemes, the product 
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local committees, seek (as already shown) greater authority 
than of old. They have adapted themselves to meet the 
requirements of the new situation. It can, of course, be 
argued that this is the result of the growth in the size 
of the business imit rather than the change in the form of 
control; but most of those who have been in close contact 
with workers in factories would agree that the ''deper¬ 

sonalization of capital’' through the multiplication of joint- 

stock enterprises, owned by "absentee” sliareliolders, is 

the more important cause. 

of a lifetime of study, worked—may be ruined—by other people 
who may not possess a fraction of their qualifications. The fact 
that the reorganization has not brought increased efficiency into 
the various departments may not be known for a year or two, when 
the mischief has been done. How often it happens that the first 
group of “ efficiency experts is followed by a second, whose chief 
task is to undo the evil wrought by the first! 



Book III 

ECONOMIC VALUATION 

Section I—Theory of Prices 

CJIAPTER I 

INTRODUCTION 

The study of economics, like that of philosophy, seems to The place of 
1 XT • , the theory of 
have neither beginning nor end. Nor can it be split up, prices in 

, . . . - , economics 
like mathematics or chemistry, into a series of chapters 

representing a logical development. Economic forces 

are so interwoven, and economic organization is made up 

of parts which are so completely interdependent, that it 

is difficult to isolate problems even for purposes of study. 

To understand one problem it is necessary to know 

many other problems. In the second book we were con¬ 

cerned with some of the main features of the organization 

of industry and trade. But there were other important 

features which were necessarily ignored; moreover, little 

was said of the dominating motive or purpose of the 

business unit, which is private gain. The gain that may 

be achieved is determined by a number of factors ; stated 

briefly, it is determined by the difference between the value 

placed by society upon the service of the unit and the cost 

incurred in providing that service. Other things being 

equal, the cost incurred is determined by the efficiency 

of the business unit as a method of organization. In the 

course of our discussion of industrial organization we 

considered some aspects of efficiency, broadly interpreted. 

Before the remaining aspects can be adequately considered 

it is necessar}^ to examine some of the factors which deter¬ 

mine the value placed by society upon the services provided 

by the business unit. 
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It is important that we should have clearly in mind 
what we are investigating. The theory of prices is made 
up of two distinct and separate parts. One part is con¬ 
cerned with the general level of prices. Distances may be 
expressed in yards or in miles; if expressed in yards, 
large numbers will be employed, whereas smaller numbers 
will be required if the distances are expressed in miles. 
Similarly, prices in general may be low or high. Although 
they are expressed in the same terms in both cases, those 
terms do not convey the same meaning. The unit of 
measurement has changed, though its name remains the 
same. It is as though the mile had shrunk to a yard or the 
yard expanded to a mile. The problem of general prices, 
or of the price level, is that of determining the causes of 
the expansion or contraction of the unit of measurement. 

The other part of the theory of prices is concerned with 
relative or particular prices. It assumes that the general 
level of prices remains constant and endeavours to explain 
the factors determining the price, under those conditions, 
of any commodity or service. It ignores changes in the 
general price level due to factors operating over the whole 
field of economic effort. It ignores, moreover, those 
fluctuations in industry which, though normal (in the sense 
of recurring) and due to inherent forces, are so general in 
character as to necessitate separate treatment. Factors 
determining the general price level will be considered in 
the next section of this book, and industrial fluctuations 
of a general character will be examined in the next book. 

Relative The problem of the present section is to seek an explana- 
commodities tiou of particular or relative prices. Moreover, we shall 

coniine our attention to the prices of commodities. A final 
theory of value will explain not only the prices of com¬ 
modities, but also those of services. It is desirable, how¬ 
ever, for purposes of exposition, to postpone the considera¬ 
tion of the theor5% in so far as it applies to services, until 
the third section, when the relevant factors have been 
considered. Finally, we shall be concerned in this section 
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only with the theory of prices in domestic trade, postponing 
the consideration of international trade until we have 
examined the theory of general prices. This order of 
treatment has been selected solely on grounds of 
convenience. 

The theory of prices which follows is based upon two 
main assumptions. The first is that people buy in the 
cheapest market. It is not an extravagant assumption. 
Even if, as ultimate consumers, we are not always “ keen '' 
buyers, those who sell to us make up for our slackness. 
The vast majority of those who buy on the markets of the 
world buy not to consume, but to pass on the goods, in the 
same or some other form, to other people. They are eager to 
reduce their costs, and it is part of their business to know 
the market. Nevertheless, when considering the relation 
of the retailer to the final consumer, we should not ignore 
the difficulty experienced by the latter in discovering and 
travelling to the cheapest market, or his indifference to 
small local variations in prices. 

The second assumption, which is also based upon common 
practice, is that sellers sell in the dearest market, and 
charge what the market will bear. The words “ what the 
market will bear ” are so important as to call for illustration 
at this stage and further examination as we proceed. 
A committee which is organizing a concert is faced with 
the problem of fixing the prices of admission. First it 
fixes a price, say, 2s., which may be expected to attract 
sufficient to fill a hall capable of seating 2,000 people. 
It estimates that of that number, 1,000 would be willing 
to pay 3s. or more, and that of the smaller group, say 500, 
would be prepared to pay 4s. or more. If the result 
of such differentiation ^ is that all three places are com¬ 
pletely filled, but there is no queue outside, everybody is 
satisfied; the committee has correctly estimated what 
the market would bear. If the 2s. seats are overcrowded 
and there are vacant seats elsewhere, there has been an 

* We may ignore differences in the kinds of seats. 

Buying in the 
cheapest 
market and 
selling in the 
dearest 
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error of judgment,” and if the error is discovered in time 
the arrangements are altered. If the 2S. seats are not well 
filled, the committee has charged more than the market 
would bear. ^ 

Competitive The Conditions under which people buy and sell vary 
gdmonopo considerably. Competition may be strong on both sides; 

there may be complete monopoly on one side and strong 
competition on the other; on both sides there may be a 
monopolistic organization. Intermediate between these 
extreme conditions there are numerous conditions repre¬ 
senting different degrees of monopoly. Where there is 
no conscious attempt to reduce competition or create 
monopoly, the force of custom may achieve similar results. 
If we are to avoid error we must be careful to indicate 
whether or not we are assuming the existence of competition 
or monopoly. We shall begin by assuming that the force 
of competition is operating with sufficient strength, on 
both sides, to produce its natural results. Wlien, under 
such conditions, sellers charge what the market will bear, 
and buyers buy in the cheapest market, the result is one 
price for the same quality of product in one place at one 
time. 

Organisation Sellers offcr a supply; buyers represent the demand. 
o( production gg^ind the demand lie all the influences to which the 

buyers are subjected, and these will be examined in the 
next chapter. Behind the supply lie those influences 
by which the sellers are swayed. Some have already 
been examined; others will be noted as we proceed. It is 
desirable, however, at this stage, to restate briefly those 
influences which were considered in the second book. 

At any one time the conditions prevailing in each 
industry vary considerably. Both establishments and 
business units vary in size and efficiency, but there exists 

* If a minimum charge of, say, los. were made, and attracted 
as many people as the hall could accommodate, those music lovers 
who could not afford that sum would grumble. The alternative 
would be some other test of desire, such as the physical endurance 
test imposed by the queue system. 
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a type towards which a large proportion tend. They are 
typical in size, methods of organization, and profitableness. 
They enjoy those economies of production which have 
become widely known; they command the capital they 
require and are ready to adapt themselves to changing 
conditions. They reveal neither the pioneer spirit of the 
leaders nor the apathy or incompetence of the laggards. 
As time goes on they tend to grow larger in those industries 
in which the law of increasing returns operates; conse¬ 
quently the total number required to supply a given market 
tends to diminish. As they grow larger they require 
more capital, and their fixed charges increase. If, as is 
often the case, the business units spread outwards, either 

horizontally ” or '' vertically,"' or over a greater variety 
of products, the problem of distinguishing between the 
various classes of costs becomes more difficult, and '"on¬ 
costs " become a relatively more important class. Thus 
the difficulty of estimating the total cost of producing or 
marketing a specific article is increased, and in some cases 
proves to be insuperable. 

Over a long period the business unit must secure sufficient 
revenue to cover the total expenditure which it incurs, 
and also to provide such a return on the capital invested 
as will compare not unfavourably with the return obtainable 
in other forms of investment. If its efforts are not attended 
by that degree of success they will not be copied by other 
units. The latter will either avoid that channel of economic 
effort or endeavour to improve upon the efforts of the 
former by introducing more efficient methods than it has 
been able to devise. The substitution of better methods 
for the old, and of more enterprising and efficient business 
units for those lacking the necessary qualities, constitutes 
an unending process whereby man's command over nature 
steadily increases, though it ^ay not for ever increase 
relatively to the demands which are made upon it by 
a growing population. 

While it is true that the fate of the business unit is 

Costs of 
proiluction 
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determined by the state of the balance sheet year after 
year, ^ its immediate policy is largely determined by what 
was called the “ additional net cost " incurred in supplying 
the commodity or service. Such additional cost will be 
determined, in turn, by the specific supply about which 
the decision has to be made This supply may be so 
small that the additional net cost or specific cost includes 
only prime costs, strictly defined, or it may be so large 
that the additional net cost will also include a proportion 
of the fluctuating oncosts. 

The apparatus The distinction between total cost (as shown in the 
is fixed for annual revenue and expenditure account) and additional 
Rhori^penods, shown in the cost accounts) corresponds closely 

o^erTon^g* to the distinction which is drawn in economics between 
periods period ” and the “ short period/' By " short 

period " is meant an interval during which the appliances 
of production (i.e. the technical equipment) of the business 
unit are practically fixed, and the producing capacity of 
the unit can only be increased, within narrow limits, 
by such devices as overtime and the introduction of new 
methods of payment or better methods of organization. 
Experience shows that production is elastic, and that, 
under pressure, it can be speeded up for short periods 
without any visible change in the general equipment of 
the factory. When we introduce considerations that 
are relevant only for a period during which the appliances 
of production may be adjusted, such period is called the 
“ long period,” It is long enough for the producing capa¬ 
city to be reduced by the disappearance of less efficient 
establishments, or increased by the erection of new estab¬ 
lishments or the extension or reconstruction of those 
already existing. 

The short period is not a period fixed for all industry ; 
it varies from one industry to another. In some, such as 
blouse manufacture, it is much shorter than in others, 

* Similarly the fate of the industry in any region is determined 
by the balance sheets of all the units in that region. 
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such as steel manufacture. Its length depends partly 
upon the amount of fixed capital employed and partly 
upon the degree of skill required in supplying the produce. 
For the first reason it represents a long interval in railway 
transport and a short interval in road transport; for the 
second reason it represents a long interval in building or 
the making of heavy chains, and a short interval in the 
supply of woollen jumpers. In fruit growing it is obviously 
much longer than in wheat production. The length of 
the short period also depends partly by the ease with 
which the fixed capital of other industries can be adapted 
to the making of the required product, or vice versa. 
Thus, while the “ short periodin steel manufacture as 
a whole is relatively long, it is short for some classes of 
steel products, the supply of which can be quickly increased 
by the adaptation of rolling mills normally employed 
fur other purposes. 

It will be found that these considerations are of the 
first importance in the discussion of the theory of prices. 
Already it is clear that the policy of a business unit during 
a trade depression will be determined largely by the 
relative importance of fixed charges and other oncosts. 
Compare two competing employers, one employing, 
say, 100 men with little machinery, the other employing 
50 men and expensive machinery. During the slump the 

former will be far more inclined to close the factory than 
the latter, whose prime costs are lower and who will, in any 
case, be compelled to meet his fixed charges. Generally 

speaking, the heavier the oncost charges the greater the 
reluctance to cease producing during a short-period slump 
in trade. The alternatives differ in the two cases which 
have been cited. The policy adopted is always the result 
of a comparison of two alternatives; although the result 
following a particular course of action may remain un¬ 
altered, the attitude towards such a course may change 
on account of changes in the alternative. 

Prices during 
deprossjuQS 



CHAPTER II 

DEMAND 

Desire and Utility 

utility It is one of the essential requirements of science that 
defined as the ^ 

estimated elementary notions should be clearly defined Moreover, 
capacity to 

satisfy desire one of the csscntials of a true definition is that it should 
not contain any terms which themselves require further 
definition. No apology is needed, therefore, for devoting 
considerable space to one of the most fundamental concep¬ 
tions in economic science, simple though it may seem. 

When we say that an orange possesses utility we mean 
neither more nor less than that it is desired. Two ways 
are indicated of stating the same fact. If I say, “ I desire 
an orange,"' I express a relation between the mind and the 
object, and the same relationship may be expressed in 
the words, “ An orange possesses utility to me." The two 
statements differ in form but are identical in meaning; 
they represent alternative ways of expressing the same 
fact. I cannot desire without desiring something; that 
something cannot possess utility except to the one desiring 
it. Both mind and object (something external to the mind) 
are necessary. Desire is a state of mind in relation to some 
object; utility is a capacity in relation to that mind.' 
It has therefore been defined as the capacity to satisfy 
a desire. It follows that utility is not an inherent or 
intrinsic quality. The utility of coal is not any physical 
characteristic or power which it possesses, though its 
characteristics are the cause of my desire for coal (rather 
than ice) while writing these words on a cold winter even¬ 
ing. We cannot speak of the utility of coal except in the 

^ Professor Pigou uses the word “ desiredness (in The Economics 
of Welfare). The term is identical with utility, and would have 
been employed in this book if the term utility had not already 
been so widely used. 
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sense of its utility to people. Nor is utility the same as 

usefulness, unless we arbitrarily restrict the meaning given 

to the latter word. We cannot speak of the usefulness of 

coal, even to any particular individual, without stating 

or implying the purpose which it may serve. A commodity 

may possess utility even if it is not, in the ordinary sense 

of the term, useful. Few people would say that a “ Rodeo'' 

performance (which is said to involve cruelty to animals) 

is useful; and even those who might do so would add that 

its use was to do tliis or that, never merely that it satisfied 

a desire. If, however, we use the term merely in the sense 

that it satisfies a desire, it becomes identical with the term 

utility—*-but not otherwise. Every commodity or service 

which is useful necessarily possesses utility, but not every 

commodity or service possessing utility is useful. The 

word useful has a utilitarian or ethical flavour which is 

absent from the word utility. 

It further follows from our description that the utility 

of a commodity or service may and does vary between 

different people and, from time to time, to the same indivi¬ 

dual. Some people do not like bacon; others like it as 

a breakfast dish in winter only. We need to be careful, 

however, that we are comparing truly comparable things. 

We need to distinguish between utility and the satisfaction 

derived from consumption. Yesterday we looked forward 

with eager anticipation to (say) a football match between 

keen rivals; our desire to attend (that is, the utility of 

the game) was very strong, and we sacrificed a considerable 

sum (including tat) in order to secure good seats ; but the 

game to-day proved extremely disappointing, and we 

regretted the expenditure of money and time. Last week 

we went, say, to hear a pianoforte recital, mainly to oblige 

our friends, but we were delighted beyond measure, and 

said that we would not have missed it for worlds.'' 

These are not frivolous or far-fetched examples, but are 

selected for a purpose. Utility is present; consumption 

and satisfaction are to come. Utility is closely connected 

Utility anti 
usefuhiess 

Utility and 
Batislaction 
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Satisf actions 
differ 
qualitatively 

with the pleasure of anticipation, which is often greater 

than that of realization. The strength of our desire (that 

is, the measure of the utility) is determined by our estimate 

of the future satisfaction to be derived by consumption. 

Thus, to return to the example of the bacon, though we 

enjoy it at breakfast in winter, we abhor it at four o’clock 

in the afternoon. Yet its utility remains, for we know that 

we shall probably enjoy it the next morning ; and we give 

evidence of our desire (or its utility) by purchasing a fresh 

supply. Thus, without being aware of the fact, we dis¬ 

tinguish, in the afternoon, between two utilities or desires, 

the utility of an immediate meal of bacon (which is zero 

—or negative) and the present utility (which is appreciable) 

of bacon for the next morning’s breakfast. 

The argument may be pressed farther. If the supply 

of bacon is so restricted that we are compelled to make some 

sacrifice of enjoyment, we compare, before breakfast the 

first morning, the utilities (at that moment) of bacon on 

different mornings. If we discount the future heavily, 

we cook a large proportion the first morning and regret 

our action the next. We make comparisons, and the results 

differ with different individuals. Here, indeed, lies the 

distinction between thriftlessness on the one side and 

economy and foresight on the other. Wlien the early 

economists called attention to this universal practice of 

making comparisons between different utilities or desires, 

they were violently attacked. They carried their analysis 

too far, and arrived at a false psychology. From these 

customary comparisons they deduced the conclusion that 

pleasures and pains differed only in degree, that they were 

commensurable quantities that could be added or subtracted 

at will, and that it was for this reason that they could be, 

and were, compared. They failed to distinguish between 

a satisfaction and the desire for it. Pleasures differ in 

quality, and it may be accepted that they are incommen¬ 

surable and cannot be compared with each other. The 

prospect of pleasure in the future (which may be immediate) 
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gives rise, however, to desire, and the strengths of such 

desires are not only comparable, but are actually being 

compared in the daily life of every individual. We may 

agree that the satisfaction derived from a book differs 

in quality from that derived from a box of sweets, 

nevertheless we express a preference for one satisfaction 

over the other. And the study of economics starts with 

the relative desires, or the preferences, not with the quality, 

nor even the strength of the actual sensations experienced 

during consumption. The strength of one desire cannot 

be measured except in relation to some other desire ; but 

in that sense it can be, and is, measured. Wlien we hear 

a street auctioneer describe in eloquent terms the qualities 

of an article which he offers first for half a crown, our desires 

are aroused, but if, when the price has fallen to sixpence 

we merely pass on, we show by our action that the utility 

of the article is even less than that of the smaller sum. 

The rapid fall in price even awakens suspicion I When a 

decorator offers a wallpaper for 2s. per piece we remain 

unmoved, but if he offers it for 15s. per piece we feel that 

there is something lacking in us, that if we had any artistic 

sense we would admire it; a strong desire for the paper 

is aroused and we buy it at 15s., thus showing that the 

utility is greater than that of the larger sum. There are 

many sources of desire. ^ 

It should not be forgotten that utility, being the objective 

view of desire, precedes consumption and the satisfaction 

therefrom. It represents the present personal estimate 

or subjective valuation of the anticipated satisfaction, 

which may be spread over a long or short period, but 

always lies in the future. The estimate wiU be determined 

by many considerations, of which amount is the most 

obvious. The (present) utility of £1,000 due a year hence 

is greater than the utility of £100 due at the same time— 

the whole is greater than the part, unless the part itself 

^ This example is drawn from the experience of a manufacturer, 
though the sums are fictitious. 

shbxSsx) 
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Demand is the 
monetap' 
expression of 
utility 

be infinitely large. Certainty is also an important con¬ 

sideration. The utility of a bequest is greater if the rich 

uncle is dead and his last will and testament has been 

published than it would be if he were still alive and sur¬ 

rounded by possible rivals, and if the l>equest remained 

conditional. A bird in the hand is worth two in the bush. 

The remoteness of the desirable event is the third 

factor influencing its ymesent utility, A distant view of 

Eton College may be the most charming of all, but the 

reversion of an estate fifty years hence evokes little or 

no pleasure in the heart of a rnuidle-agcd bachelor. The 

(present) utility of a pleasurable event a year hence is 

greater than it would be if it v/ere due two years hence. 

Other tilings being equal, the pleasure of anticipation grows 

as the day of satisfaction draws nearer. The second and 

third factors, though distinct and separate, are closely 

related. The degree of probability is a function of remote¬ 

ness. The event may be certain, but life is uncertain, while 

tastes change. Finally, some people visualize the future 

more easily and clearly than otliers, who discount future 

pleasures heavily and express strong preference for earlier 

pleasures. The latter class suffer from lack either oi 

imagination or of resolution. They are the extravagant by 

nature, whereas the former are the thrifty and provident. 

It has been stated that represents a present 

estimate or valuation, and that every individual comj)ares 

the utilities of various commodities and services with one 

another. The results of such comparison are found in the 

market. If I enter a shop and purchase a book for five 

shillings, I show that I have taken two decisions, or made 

two comparisons. In the first place, I liave compared 

the utility of the book with that of the money, and I show 

that the former is the greater. Utility is here converted 

into demand. It should be observed that demand cannot 

be separated from price, for it is the result of a comparison 

of two utilities, one being the stated sum. If the price 

of the book had been ten shillings, I should probably not 
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have purchased it. When, therefore, we use the term demand, 

wc always mean demand at a price. In the second place, 

I have compared the utilities of all other commodities for 

sale at five shillings (or less) with that of the book which 

I purchase. There are many other books in the same shop, 

and many commodities in other shops which possess 

utility; my rcsoiirce.s, however, are limited. I may feel 

a desire to read a book sold at eight shillings, but the 

fact til at I bought the first at five shows that its utility, 

together with the ulilit}^ of three shillings, is greater 

tlian that of the dearer ])ook. Attention is drawn to 

these truisms for reasons which will become evident as we 

proceed. 

Law of Diminishing Utility 

Not only do different commodities possess different 

utilities (i.e. not only does an individual desire some more 

keenly than others) but, when the supply of one commodity 

is made up (as most are) of many units, such units also 

possess different utilities. Tlu'se separate utilities invari¬ 

ably grow less as the number of units increases, with the 

result that economists have enunciated a law known as the 

law of diminishing utility. Marshall stated the law in 

the following w'ords : “ The total utility of a thing to anyone 

(that is the total pleasure or benefit it yields him) increases 

with every increase in his stock of it, but not so fast as 

his stock increases. If bis stock of it increases at a uniform 

rate the benefit derived from it increases at a diminishing 

rate.’" In other words, the more a person has of anything 

the less keenly does he desire yet more. A thirsty person 

desires a second glass of water less keenly than the first, 

the third less keenly than the second, and so on. Two 

obvious apparent exceptions appear to be knowledge and 

mone}^ the appetite for each being almost insatiable, 

growing with what it feeds on. Games, too, become 

more attractive after the novice becomes proficient, and 

instances of this kind might be multiplied. They are 

Marshall’s 
lurmulation 
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Two 
criticisms 

Amended 
statement of 
the law 

not, however, exceptions. Economists tell us that the 

law holds only for a short interval, during which the charac¬ 

ter of the individual is not changed. The latter eats 

when hungry, but only to become hungry again a few 

hours later, yet during the meal the utility of each increment 

of food diminishes. Even a child finds that he cannot 

eat jam tarts beyond a certain limit. And if the critic 

argued that the second of a pair of boots possessed greater 

utility than the first, the economist would reply that the 

pair constituted the true unit for comparison. 

The statement of the law which has been quoted above 

is not, however, entirely satisfactory. First, it will be 

observed that Marshall fails to distinguish between utility 

on the one side and satisfaction, or pleasure, or benefit 

on the other. As he draws the distinction elsewhere, he 

uses utility in two distinct senses. Moreover, he compares 

the wrong utilities. After I have smoked a pipe of tobacco 

a second may possess utility to me, which is less than that 

possessed by the first before it was smoked. But that 

utility differs essentially from the utility which the second 

possessed before I smoked the first. Utility, as we have 

seen, is a present subjective valuation of future consump¬ 

tion, and our action is determined by the present utilities 

of many possible actions in the future, between which we 

must now make a choice. And the law, in its universal 

form, refers to present utilities rather than to utilities 

spread over a period of time. When stated in this form, 

it admits of no exceptions, and requires no proviso about 

change of character or personality. The general truth of 

the statement by Marshall and others is self-evident, but 

the statement does not provide a solid foundation for what 

follows. In its amended form the law of diminishing 

utility is more than a statement of tendencies; it becomes 

universally true. It may be defined as follows : the total 

utility of the supply of a commodity or service increases 

with every increase, within limits, in that supply, but it 

does not increase so rapidly as the supply itself. Stated 
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in this form, the law is universal, that is it admits of no 

exceptions. The appetite is not fed. 

Law of Demand 

When an individual compares the utility of a sum of 

money with that of another commodity and decides that 

the latter is the greater, utility is translated into demand— 

at a price. If he enters a shop and buys a book for los. 

he reveals the fact that at the time of purchase the utility 

of the book is greater than that of the sum of money paid 

for it, though he may afterwards regret his choice. 

Demand, like utility, lends itself to a generalization which 

is given the dignity of the title law.'* Those who, like 

Marshall, expressed the law of diminishing utility in the 

form already quoted further express the law of demand in 

the statement that a rise in price is followed by a decrease 

or contraction in demand, and a fall in price is followed by 

an increase or expansion in demand. The statement is 

not quite accurate. We know from experience that a 

rise in price is often followed by an increase in demand, 

and that a fall in price is often followed by a decrease 

in demand. The change in price may be due to a change 

in demand which the change in price fails to arrest—though 

it may partially check its progress. 

As in the case of the law of diminishing utility, a correct 

statement of the law of demand eliminates the time 

element. The law states that the demand for any com¬ 

modity or service is greater than it would have been at a 

higher price and less than it would have been at a lower 

price. The truth of the statement is so obvious that, 

like the law of diminishing utility, it may be accepted as 

an axiom. It should be added, however, that since, in 

practice, price variations involve the element of time, it 

is frequently desirable to apply the law of demand over 

short intervals, that is, to use it in the ordinary or d5mamic 

sense as well as the static. And provided we are aware 

of the pitfalls and guard against them, the use of the law 

How demand 
responds to 
price changes 

Statement of 
the law 
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in this way produces useful results. The fact that it is 

frequently possible and desirable to employ the law in the 

dynamic sense is due to the constancy of physiological needs 

and the persistence of social habits. It becomes dangerous 

and misleading when applied to habits that are in process 

of change or to commodities the consumption of which 

has not become more or less standardized. Thus, for 

example, it would be misleading to apply ttie law of demand, 

in the dynamic sense, to the apparatus of a game (such as 

ping-pong) which is rapidly becoming popular, or, with 

equal rapidity, losing its popularity. 

It is important, in other words, to distinguish between 

variations in demand consequent upon changes in price, 

on the one hand, and, on the other, variations in demand 

due to changes of habit. In the former the measure of 

the utility remains constant, in the latter it is changed; 

in the former the demand remains unchanged so long as 

the price remains constant, in the latter the demand 

increases or decreases without any change of price. In 

recent decades the popularity of tea as a beverage increased 

largely in Western Europe, and the demand advanced more 

rapidty than the supply. In spite of the consexjuent rise in 

relative price, the demand for the commodity remains con¬ 

siderably higher in that part of the world than it was before 

the spread of the new habit. The demand has increased in 

the strict sense of the word. Nevertheless, at any given 

time, the demand is less than it would have been at a 

lower price, and greater than it would have been at a 

higher price. The law of demand is almost universally 

true. There are, however, possible exceptions. 

Elasticity of Demand 

The responsiveness of demand to changes in price varies. 

In some cases demand is persistent between fairly wide 

limits of price; in others it changes considerably with a 

relatively small variation in price. When a relatively 

large variation in price produces a relatively small change 
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in the demand for a commodity, such demand is said to 

be inelastic, or unresponsive. WTien a relatively small 

variation in price produces a relatively large change in 

demand, such demand is said to be elastic, or sensitive. 

Elasticity of demand may thus be defined as the measure 

of the responsiveness or sensitiveness of demand to varia¬ 

tions in price. ^ 

It is a concept of considerable importance, not only 

in economic science, but also in business policy and public 

administration. No Chancellor of the lixchequer would 

impose a tax, for revenue purposes, upon a commodity 

the demand for which is higlily elastic. The consequent 

rise in price would drive away many customers and the 

result would thus bv? disappointing to both parties. Again, 

the incidence (and therefore the value) of a tax imposed for 

protective purposes is determined by the elasticity of 

demand for the imported commodity. The price policy 

of a monopolistic organization or a trade union is deter¬ 

mined by tlic elasticity of demand for the commodity or 

labour which it controls. In economic science it will be 

found that the answer to many questions is determined 

largely by considerations of elasticity. 

The elasticity of demand for a commodity is influenced 

by a num])er of considerations. The existence of complete 

or partial substitutes increases the sensitiveness of demand 

to changes in price, that is, its elasticity, k rise in the 

price of beef drives many consumers to mutton, which is 

regarded as a satisfactory alternative. The consequent 

increase in the demand for the latter raises its price for 

the time being. Hence we find that the market prices of 

two commodities which are regarded by customers as 

satisfactory substitutes tend to rise and fall in sympath}^ 

^ Elasticity is said to be unity when, after a change in price, the 
total amount spent on the commodity is unchanged. It is less than 
unity if, after a rise in price, a greater total sum than before is spent, 
or if, after a fall, a smaller sum is spent. It is greater than unity 
if, after a rise in price, a smaller total sum is spent, or if, after a 
fall in price, a greater total sum is spent in the purchase of the 
commodity. 

Five factors 
whic'i 
iiilluciice 
elasticity 
ol demand 



2i8 THE ECONOMICS OF PRIVATE ENTERPRISE 

Again, coffee and cocoa are regarded by many as alterna¬ 
tives to tea, the demand for which is therefore elastic, 
although the total demand for all three may be inelastic. 
It is for this reason that they are regarded by the Chancellor 
of the Exchequer as members of one family for purposes 
of taxation. The second factor influencing elasticity is 
the importance of the commodity in the general plan of 
expenditure. A rise of twenty per cent in the price of 
matches would not produce any appreciable change in the 
habits of smokers, nor would a similar rise in the price of 
bootlaces lessen our dislike of knots. But a rise of ten per 
cent in house rent, which is a considerable item of expendi¬ 
ture, compels econom}/, whether or not such economy 
is socially desirable. A similar rise in the price of over¬ 
coats which, though we buy new ones but infrequently, 
imposes a heavy drain when we do, also impels us to 
economize by wearing the old one another winter. A rise 
in the price of machine oil will not materially influence the 
economy of a factory, but a similar percentage rise in wages 
represents a serious addition to cost which, if it cannot be 
transferred to the consumer, reacts upon the demand for 
labour. Elasticity of demand is also influenced by the 
extent to which the commodity is a necessity. The demand 
for bread is more inelastic than the demand for bacon. 
The case of bread is, indeed, almost unique. Poor people 
must have bread even at the expense of other things. 
A rise in the price of bread may even result in an increase 
in the demand for it. Having to pay more for bread 
(which remains relatively cheap, judged by its value as 
food) poor people have less to spend on other constituents 
of a simple meal, and are therefore compelled to eat more 
bread than before. Evidence in support of this statement 
is difficult to find, but it seems to be agreed that the con¬ 
sumption of bread varies inversely with the consumption 
of other things, that is, inversely with income. The 
demand for the group of commodities known as the neces¬ 
saries of life is inelastic, but the demand for commodities 
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which are one degree less essential seems to vary so much 
as to render any generalization difficult and unsafe. It 
has already been stated that we cling to what is habitual, 
and habit may be regarded as the fourth consideration 
influencing elasticity of demand. The importance of habit 
has long been recognized by monopolists and others, who 
first introduce us by advertisement and low prices to the 
commodity whicii they sell, and afterwards raise its price. 
We cultivate tastes and thus become the prey of others. 
Demand starts by being elastic and ends by being inelastic. 
The fifth and last factor to which attention should be drawn 
is the motive which lies behind demand. Many goods and 
services are in request mainly because they are expensive 
and therefore reveal the wealth of the customer. They 
serve as a mark of “ distinction.*' The desire for things 
that are rare and expensive, merely because they are 
rare and expensive, is by no means confined to the wealthy. 
It pervades all classes. If such things became cheaper they 
would lose their attraction, and the demand for them 
would fall. Thus the demand for marks of distinction, 
that is, for things which differentiate the few from the 
many, is not subject to the same influences as the demand 
for other things. 

The considerations that have been enumerated show 
that we only apply the test of elasticity to relatively small 
changes in price, and to changes over a short interval. 
A fall of eighty per cent in the price of motor-cars over a 
period of twenty years creates an entirely new set of 
economic conditions. Moreover, it is necessary to dis¬ 
tinguish, in practice, between the elasticity of market 
demand and the elasticity of demand over a period of weeks 
or months. The real demand for a durable commodity 
may be highly inelastic, yet a jump in the market price 
in any day may cause buyers to hold off until they know 
the probable level at which price will be stabilized. Again, 
a rise in price, if it is but the beginning of an upward trend 
in prices, will bring more buyers to the market, and they 

Practical 
application of 
the concept 
of elasticity 
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will buy in anticipation of a future rise and so reinforce 

their stocks. The influences upon the markets for goods 

are so numerous, and often so obscure and subtle, that 

the variations in demand influenced by, and in turn 

influencing, prices from day to day cannot be regarded 

as in any way indicating the true elasticity of the demand 

by tliose who use the goods, either as consumers or (in the 

case of materials) as manufacturers. 

The total or social demand for a commodity is, of course, 

the aggregate of individual demands. ^ Many commodities 

are used for more than one purpose. Thus, for example, 

coal is used to raise steam in all types of factories and 

railways, and as a source of heat in “ furnace " industries ; 

it is also used in households, and to make coke and gas. 

The demand for coal in one use may be highly elastic, 

in another use highly inelastic. It is usually the case 

that when a commodity may be employed for many pur¬ 

poses the total or composite demand is moderately elastic, 

for it is probable that in some uses it is an essential com¬ 

modity, while in others it competes keenly with substitutes. 

Marginal Utility and Demand 

In the present chapter we have so far examined the 

nature of utility and demand and elasticity of demand. 

It is now necessary to consider another concept, to which 

considerable importance is attached by writers on economic 

theory, namely, marginal utility and marginal demand. 

By marginal demand is meant the demand for the last 

unit of supply of a commodity purchased by an individual; 

the utility of that unit is called the marginal utility of the 

supply. The average householder is content with one 

piano. Before it is purchased the utility of the piano may 

be represented by £100; that is, the householder is pre¬ 

pared to pay £100 rather than go \vithout it. The utility 

of a second piano may be so small as to be negligible. 

1 Individual demands would include demands by associations 
and, as in the case of battleships and post-offices, by the State. 
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The price may be £50, and the householder makes a pur¬ 

chase. In that case the marginal utility is represented by 

£100. But if we investigated the circumstances of all 

the purchasers we should probably find one, perhaps many, 

to whom the utility is almost exactly represented by the 

price (£50) which is charged on the market for pianos. 

For this reason marginal utility has been defined as the 

utility of that unit which the consumer is only just induced 

to buy. This definition is faulty. In the case of most 

commodities there are some people who are on the margin of 

doubt at the current price, some being finally moved one 

way, others the other way. Moreover, in the case of some 

commodities (sucii as sugar or coal), of which many units 

of supply enter into the normal budget of expenditure, the 

marginal utility to the average consumer is approximately 

equal to the price; that is, he was on the margin of doubt 

about the purchase of the last unit. But it docs not follow 

that all consumers would be in that position. If it were 

so, a rise in price would be followed, in every individual 

case, by a fall in demand, that is, every individual demand 

for every commodity would be elastic. In practice, 

however, the average individual forms habits appropriate 

to his normal income. His demand for a group of com¬ 

modities is comparatively constant; if prices rise relatively 

to his income, economies are concentrated on the remainder, 

and if prices fall he spreads his money over a wider field 

of enjo^unent. 

The income of the average individual is not sufficient 

to enable him to satisfy all his desires. He is, therefore, 

compelled to make a choice, and to sacrifice the weakest 

or least urgent. And the range of individual choice is 

limited by pressing physiological needs which must be 

satisfied and by social conventions which must be observed. 

Even if his income were unlimited the need for selection 

would still remain, for he can only do one thing at a time, 

and there are only twenty-four hours in the day. He 

distributes his expenditure in such a way that the marginal 

Equal 
margin a 
returns 
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Utilities of all the forms of consumption are equal. The 

statement follows from the definition of utility, but we 

should not forget that the utilities which are compared 

are the present utilities of future consumption. Hence it 

follows that life holds many regrets for us. To the average 

university student in October a June examination seems 

remote, and the utility of preparation for it may be com¬ 

paratively small, but when June arrives he regrets having, 

in the autumn, “ discounted the future so heavily. 



CHAPTER III 

THEORY OF PRICES 

Market Prices 

Commodities may be divided into two classes, perishable 
and durable. The difference between those falling into 

^ commoditie* 

separate classes is one of degree, and the purpose of the from sale 
classification will only become evident as we proceed. 
Cabbages do not perish so quickly as fish, nor is there 
any doubt that the City Wall in York will remain when the 
houses built in recent years lie in ruins. But these differ¬ 
ences are less marked than the difference between a field 
and the potatoes that he rotting on it. Commodities may 
also be classified according to another basis : the supphes 
of some are fixed, and cannot be increased by human 
effort, while the supplies of others can be increased at will. 
The supply of land is fixed ; so, too, is that of pictures by 
Old ]\Iasters and that of old china. Commodities which 
perish quickly belong to the second class. 

In building up a theory of prices it is useful to begin by 
examining the simplest possible cases and to suggest 
generalizations as we proceed. Suppose, first, a seller 
from Nowhere appears before a group of ten people and 
offers a basket of strawberries for sale. Suppose, further, 
that the utilities of the fruit to members of the group are 
represented by sums varying from is. to los., the second 
highest utility being represented by gs. Under such con¬ 
ditions the basket would obviously be sold for a sum greater 
than gs. but not greater than los. This illustration, which 
is as simple as any illustration could be, calls for two 
comments. In the first place, the utility of the basket to 
the buyer is determined not only by the strength of the 
desire for strawberries in general, but also by the price at 
which the fruit can be obtained from other sources. In 

223 



Market price 
is equal to 
and is deter¬ 
mined by 
marstinal 
utility 
whcttier com¬ 
modities are 
P'^ishablc or 
durable 

224 THE FXONOMICS OF PRIVATE ENTERPRISE 

this case we have implied that there was no alternative 
supply, with the result that the sum of los. measures the 
strength of the desire for strawberries relatively to that 
of the desire for other things. In the second place, since 
strawberries perish quickly, the alternative to selling is to 
throw them away—unless, of course, the seller cares to eat 
them himself! The nature of the alternative ^ (which is 
dead loss) to immediate sale without reservation influences 
the action of the seller. Suppose a piano is put up for 
sale under the same circumstances, and that the utilities to 
the group of ten are represented by sums varying from £10 

to £100, being £90 to number nine. If the sale is unreserved 
the price will lie between £go and ^loo. But the seller may 
place a reserve price of £gs or £105. In the former case 
the piano will be sold, probably for £g^ ; in the latter case 
it will be withdrawn. If a reserve price is fixed it must be 
for one of two reasons. Either the piano possesses a corre¬ 
sponding utility to the seller in his capacity as consumer or 
the seller expects to obtain a higher sum by selling at a 
future date. The sum of £95 represents his valuation of 
the expectation of a higher price in the future ; such expec¬ 
tation gives the piano a present utility represented by the 
reserve price. The second illustration shows the shadow 
which the future casts upon tlie present. It will also 
be found that it contains the germs of the theories of 
speculation, of capitalization and of saving. 

Let us now return to the case of perishable goods, and 
assume that there are a dozen baskets of strawberries for 
sale, and twenty potential buyers, to whom the utility of 
the strawberries varies from is. to 20s. per basket, with 
intervals of is. Clearly, bidding will continue until eight 
people retire, and to the last to retire the utility would be 
represented by 8s. The final price would, therefore, lie 

1 A third alternative may in practice be important. A steel 
manufacturer may utilize a period of depression to reconstruct his 
own plant, using his own steel products and his engineers for that 
purpose. A painter out of work may prefer to paint his own house 
to accepting a temporary job elsewhere. 
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between 8s. and 9s. Multiply the number of buyers and the 
limits of price would draw closer together, until ultimately 
the price would be equal to the money measure of the 
smallest utility in the case of the successful bidders—that 
is, of the marginal utility. We may, therefore, venture the 
following generalization, that the price actually paid for 
a commodity on the market is equal to the money measure 
of the marginal utility of that commodity. There are 
cases where the price does not completely absorb the sum 
representing the marginal utiUty—bread may be an example 
—and for that reason a rise in price equal to the difference 
will not be followed by any contraction of demand : that 
is, the demand is perfectly inelastic between such limits of 
price. But cases of this kind are rare ; on a large market 
there is almost always someone who has only just been 
induced to purchase the commodity, or the last fraction of 
it, by the price ruling at the time. Hence the generaliza¬ 
tion holds good. 

It is true not only of perishable commodities, but also 
of durable commodities. Suppose we substitute boots for 
baskets of strawberries in the last example. If the reserve 
price is less than 8s., the result remains the same. If, 
however, a reserve price of 15s. 6d. is fixed, five pairs only 
will be sold, and the price will lie somewhere between 
15s. 6d. and i6s., the latter sum representing the utility 
to the fifth buyer. If, as before, we multiply the number 
of customers and sellers, the limits of price will meet, in 
this case, at 15s. 6d.—in a large market there will be some¬ 
body who is only just induced to buy (or to buy a second 
or third pair) at 15s. fid. The actual price is, therefore, 
equal to the money measure of the marginal utiUty. 

Not only is the price equal to the money measure of the 
marginal utility, it is also determined by the latter. The 
utility in each case indicates the price at which the 
potential buyer will come on the market; from this 
follows the total demand at each price. When there is a 
fixed supply for sale on the market the price will be at 
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such a point that the total demand at that price is equal 

to the supply. The total demand at that price is what 

it is because each unit demanded possesses a utility repre¬ 

sented by a sum at least equal to the price—in some cases 

it is greater, but in one or more cases it is roughly equal 

to that price. At a higher price a smaller quantity would 

be demanded; at a lower price a greater quantity would 

be demanded. Neither would be a final position. In 

other words, the price is determined by marginal or final 

utility because it is the unit (or units) of demand at which 

the utility is represented by that price which makes the 

total demand equal to the total supply. If a reserve 

price is fixed the argument remains unchanged—the seller 

in this case becomes also a bidder for the whole supply at 

the reserve price. 

It will be observed that marginal utility is a function of 
supply. In the illustration already submitted the utility 
of strawberries varies from 20s. to is. per basket. When 
one basket is exposed for sale the price is 19s. to 20s., but 
it falls as the number increases. In each case the price 
is determined by marginal utility. We have, therefore, not 
solved the problem of prices by simply stating that price 
is determined by marginal or final utility, that is, the 
marginal utihty of the supply on the market. We have 
next to ask ourselves what determines the supply. It is 
no mere accident. In some cases it would indeed appear 
as though the supply which is brought forward were 
determined by accident, that is, by factors beyond human 
control. A shoal of herrings may appear off our shores 
and cause a glut in the fish market; a good summer may 
bring a wheat harvest far exceeding expectations; the 
strawberry crop may be so plentiful as to be hardly worth 
gathering. But the supplies even in such cases are limited 
by the number of trawlers available for fishing, the area 
of land under cultivation, or the acreage devoted to the 
cultivation of strawberries. The efforts of man may be 
destroyed by forces beyond his control—the herring may 
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fight shy of our seas and compel the trawlers to return 
empty—but he can only reap where he has sown. 

We have already referred to the fact that the supplies 
of some commodities, such as land and old china, are fixed. 
The supplies of other commodities may be increased by 
human effort. The supplies of immediately consumable 
commodities, such as coal and bread, need to be constantly 
replenished, and are, therefore, quickly reduced if not 
replenished; but the supplies of capital goods such as 
houses and factories, though they may easily be increased 
by human effort, cannot be quickly reduced except by 
deliberate destruction or some cataclysm. It is desirable, 
at this stage, to introduce a technical term—elasticity of 
supply—corresponding to the term employed in relation 
to demand. By elasticity of supply is meant the respon¬ 
siveness of supply to variations in price. If a relatively 
small change in price produces a relatively large change 
in supply, such supply is stated to be elastic, but if a 
relatively large change in price produces but a relatively 
small change in supply, such supply is said to be inelastic. 
The supply of land as a whole is completely inelastic. 
The elasticity of the supply of capital goods, like that of 
land, is practically zero for a fall in price, but, for a rise 
in price, though it is negligible for a short time, it may be 
appreciable over a long interval. The response is slow, 
but, when it comes, it may be considerable. 

It is obvious that if the supply is fixed, that is, perfectly 
inelastic, there is no more to be said about the theory of 
price, and all that follows in the remaining chapters of 
this section refers to those commodities the supplies of 
which, in greater or less degree, are under human control, 
and are responsive to variations in price. 

Before we proceed to examine the factors determining the 
supply of a commodity which will be offered to buyers, it 
may be advisable to recapitulate briefly the facts that have 
already been elicited. In the first place, demand is con¬ 
ditioned by utility; it is the result of comparing the utility 
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of the commodity with that of a sum of money in the pos¬ 
session of the potential purchaser. If the former is greater 
than the latter, utility is translated into effective demand. 
It follows that we cannot speak of demand without reference 
to price. The total demand for a commodity by a group 
is determined by the utility of each unit of the commodity 
to that group ; it is greater at a lower price than at a 
higher price ; a rise in price (other things being equal) is 
followed by a contraction of demand and a fall in price is 
followed by an expansion of demand. For at any given 
price there is usually at least one buyer who has only just 
been induced to buy. In the second place, the potential 
seller of the commodity desires to sell at a given price 
because at that price the money possesses greater utility 
than the commodity. The utility which the commodity 
possesses to the seller at any given time depends upon the 
alternative use of that commodity. If the commodity 
perishes quickly the alternative is usually complete loss, 
and the sale is, therefore, unreserved. If it is durable it 
possesses utility due to the chance of obtaining a price at 
some future date ; consequently the seller places a reserve 
price representing the measure of the utility. In the third 
place, the price of the commodity will be finally fixed at 
that point at which the total demand is equal to the total 
supply. This is clearly true of a perishable commodity. 
Competition between buj^ers will in all cases send up the 
price to a point at which there will be no more buyers of 
units than there are units of supply. Moreover, competi¬ 
tion between the sellers of perishable commodities will 
send the price down to a point at which aU the units of 
supply will be sold. In the case of durable commodities 
the sellers are themselves competing buyers at any price 
below the reserve price, and if we regard them in that 
light the case is precisely the same as that of perishable 
commodities. The sellers, we shall find, are performing 
the function of trade speculation, which is also performed 
by other buyers who purchase in order to sell in the future. 
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In the fourth place the price which is reached under the 
above conditions is determined by marginal utility. Such 
utility determines the price at which a given amount will 
be demanded, or, what comes to the same thing, the 
amount demanded at a given price ; such demand, at that 
price, determines the price itself. If the marginal utility 
had been lower the demand at the former price would 
have had to be reduced in order that the whole supply 
should be absorbed. If the marginal utility had been 
higher and the utility to the present unsuccessful buyers 
(or any one of them) had been equal to the actual price, 
such price would have had to be raised in order to reduce 
the demand to the number of units on sale. 

It follows from what has been said that a variation in cost of 

price must be due to a variation either of demand or of ao part 

supply. Let us be quite clear on this point. We have 
been dealing with market prices, and we have examined 
every relevant factor in the determination of such prices. 
The cost at which the supply was produced and brought 
to the notice and within reach of the buyers is not a factor 
immediately relevant to the issue. The seller of straw¬ 
berries may regret his action in having brought any, or so 
many, strawberries to so dull a market, but, having brought 
them, the only alternative to sale is complete loss. Nor 
will the mere fact that they have cost him much or little 
influence the action of the buyer in any way. Again, 
during the post-war scarcity of houses a house might be 
sold for twice or three times its original cost, and for far 
more than the post-war cost of building. The buyer might 
grumble at having to pay so high a price and to incur further 
heavy charges for repair and decoration ; but the alterna¬ 
tive was to see some other buyer secure the house, of which 
both were in urgent need and which, therefore, possessed 
a utility to them greater than the cost of building it. In all 
such cases the relevant factor is found not in the cost of 
supply, but in the alternative to sale on the one side and 
to purchase on the other. Price is governed by the relation 
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Speculation 
leads to uni¬ 
formity of 
market prices 
and limits 
fluctuations 

of supply—the existing supply and the supply within 
sight—to the demand—the existing demand and the 
demand within sight. Given a certain demand, a smaller 
supply will command a higher price than a greater supply; 
given a certain supply, the price will be higher when 
demand is greater than when it is less. An increase in 
demand (i.e. an increase at any given price) will cause a 
rise in price so long as the supply is unchanged, and a 
decrease in demand will cause a fall in price ; an increase 
in supply (at any given price) will cause a fall in price so 
long as the demand is unchanged, and a decrease in supply 
will cause a rise in price. Price can only be changed by 
a change either in demand or supply, or in both. ^ 

Market Speculation 

In the chapter on Division of Labour we saw that all 
production is carried on in anticipation of demand and is 
thus essentially speculative in character. We saw, more¬ 
over, that the manufacturer endeavours to reduce the 
speculative risks within the narrowest possible limit by 

covering contracts " for materials, by dealings in “ futures/' 
by insurance, and in many caSes by producing only under 
contract. Market risks tend to fall more and more upon 
the shoulders of market specialists, that is, speculators 
whose function it is to buy and sell. They collect supplies 
from various sources and sell raw produce or materials 
to manufacturers or consumption goods to wholesale 
merchants and retail shops. Their task is to create a 
convenient market and to create a price. The success 
attending their efforts is determined by the manner in 
which they forecast both supply and demand, which they 
not only forecast but also, in many cases, direct. 

The nature of the market which they create and upon 
which they operate is determined by the nature of the 

‘ The reader should be careful to distinguish, in the above 
paragraph, between a real change (increase or decrease) in demand 
or supply, i.e. a change at any given price, and a mere contraction 
or expansion following upon a change in price. See Chap, II. 
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commodity which is the subject of sale. At one time a 
market was the place where buyer and seller met in person 
to settle the terms of exchange, and the goods were on the 
spot and open to inspection. It resembled the local cattle 
and fish markets of the present time. A market no longer 
denotes merely a definite place ; it is not necessarily a place 
where the commodity is exhibited and inspected. The 
meeting-place of buyers and sellers (or their representatives) 
is now more usually called an exchange, and the market 
for the commodity may embrace all the exchanges of the 
world that deal in that commodity. In such a case the 
market is said to be highly organized; that is, it is one 
upon which the force of competition acts strongly and 
quickly, so that for one quality of one commodity it is 
impossible for two prices to continue. The market for 
stocks and shares is world-wide, and made up of all the 
stock exchanges and those who are in communication with 
such exchanges. A rise or fall in the London price of any 
well-known security is immediately communicated to all 
the other exchanges. Arbitrage dealers quickly take 
advantage of any difference in price on two markets ; thus, 
if the New York price rises the dealer offers a supply for 
sale and at the same time buys that supply on another 
market where the price has not yet risen. His action in 
bupng where the supply is cheap and selling where it is 
dear brings about that equality of price which is the 
characteristic feature of an organized market. 

Again, a market is at work day after day and week after 
week, and the action of the speculator tends not only to 
eliminate local variations in prices beyond those due to 
cost of transport, but also to reduce time variations. He 
buys in the cheapest part of the market and sells in the 
dearest; but he also buys at the time when he thinks 
prices are as low as they are likely to be and sells when he 
thinks they have reached the highest price at which they 
are likely to be sold. Forecasting is the more important 
and difficult part of his work. He may be dealing in an 
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agricultural product such as cotton, the supply of which, 
given the acreage under cultivation, is determined by the 
character of the summer or, it may be, by a parasitic insect 
known as the boll-weevil. Or, again, the speculator may 
be dealing in a commodity, such as coal, the demand for 
which is determined by numerous factors, some of which 
are elusive to a high degree. The speculator, if he is a 
true specialist, is better informed than the rest of society 
on the factors which will influence future demand and 
supply, and the effect of his action is to reduce the limits 
of price variation in time. If he foresees a shortage of 
cotton he buys now and sells later, at the higher price, and 
thereby makes a gain for himself. In buying now, when 
supplies are relatively plentiful, he sends up the price and 
compels the community to economize at a time when 
economy is necessary. Later on, when the shortage appears, 
he unloads the supply upon the market and enables the 
community to enjoy the fruits of its earlier economy. His 
action raises prices when they are relatively low and reduces 
prices when they are relatively high, thus acting as a 
smoothing iron upon prices. 

Dangers of It is, of coursc, the case that the speculator is not always 
speculation 

a truje specialist. Most people beheve themselves to be 
blessed with a double share of ** luck,'' and many, desiring 
to take advantage of it in order to get rich quickly, dabble 
in things they do not understand. The wheat market is 
said to be the Waterloo of many who, having succeeded 
elsewhere, believe themselves to be Napoleons of industry, 
and the Stock Exchange has ruined many speculators whose 
confidence in themselves was wholly disproportionate to 
their knowledge and experience. And the effects of 
uninformed speculation or gambling are the reverse of the 
effects of informed speculation. But these are abuses of 
a useful economic function and are not confined to the 
sphere of speculation. Again, attempts are frequently 
made to ** rig " the market by disseminating misleading 
information and causing, as the case may be, nervous 
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holders to sell or eager buyers to purchase quickly, thus 
forcing a movement of prices in the desired direction and 
of which the operators take advantage. Or, again, attempts 
may be made to “ comer'' the market, that is to form a 
selling monopoly, preparatory to which a bearing ” 
operation takes place. These manipulations of the market 
produce a disturbing effect upon prices, but it is essen¬ 
tially a momentary effect: they produce ripples upon the 
surface of the water. They make the curve of prices 
appear like the teeth of a saw, but they can neither influence 
the trend of prices nor completely neutralize the smoothing 
effect of true speculation. 

But the real speculators are liable to error. Though 
llK'.y know more than their imitators—and sufficient to 
make use of the latter to their own advantage—they cannot 
predict with certainty. Moreover, we shall find later that 
they are profoundly influenced by each other and tend to 
act in unison, and thereby frequently to produce the opposite 
results from those which they seek. Their action tends to 
accentuate those swings of trade which are examined 
in later chapters. Nevertheless their action tends to reduce 
to a considerable extent those fluctuations in pricx'S which 
would otherwise be strongly marked between different 
periods of the year, or between different places at the same 
time. They secure a relatively even supply and even 
distribution of supply and a fairly continuous demand, 
and, in that way, a stability in industry and employment 
which would otherwise be lacking. 

It has been stated that enlightened price speculation 
tends to reduce the intensity of price fluctuations. Such 
speculation can most easily be conducted when it is highly 
specialized. There are some markets in which this specu¬ 
lative function is specialized to a high degree. Cotton 
brokers buy and sell cotton which they never see. Stock 
exchange dealers buy stocks and shares merely to sell 
again, in the same place, and at almost the same time; 
they are not investors in the sense that they hold the stock 

Specialization 
of markets 
facilitates 
speculation 
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for the sake of the interest which they may thereby receive 
upon their capital. They make a buying price and after¬ 
wards (or it may be before) a selling price, and seek gain 
from the difference between the two ; they are only inter¬ 
ested in the interest or dividend to the extent that any 
variation or prospective variation in its amount, relatively 
to the general or average rate, causes a change in the 
capital value. 

When the market is specialized in this way the com¬ 
petitive force is very strong; two prices for one quality 
of one article cannot survive. Wlien such is the case the 
market, as already stated, is said to be highly organized. 
It is clear that a market can only be highly organized and 
active if the product which is dealt in satisfies certain tests. 
It must obviously be a durable commodity. The fish 
market is not highly organized in the sense already 
described. Momentary competition between sellers may 
be exceptionally strong; but the sellers are distributors. 
Nor do they make future prices. To-day's supply is not 
part of to-morrow's supply. Again, the commodity must 
be fairly standardized, so that its quantity may be clearly 
expressed and its quality exactly defined. Only under such 
conditions will dealers know what they are bu3ring and 
selling. Houses do not satisfy this test. A London 
speculator in houses would not buy a hundred houses ” ; he 
would only buy a himdred specified houses which had been 
examined in advance. Houses vary in size and quality, 
and their sites differ. When the commodity is fairly 
standardized its quality, like that of wool, may be tested 
by sample ; in some cases, such as cotton and wheat, it 
is graded, and what is then bought or sold is not any specific 
or earmarked supply, but a quantity which has not yet 
been separated from the bulk and may not, indeed, have yet 
been completed in the factory or transported from overseas 
farms. Again, there will be no active speculation in a 
commodity which does not lend itself to considerable price 
fluctuations. People do not speculate in]^postage"^stamps 
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which are still employed for the purposes for which they 
are intended ; but they speculate in stamps that are now 
rare—their supply is inelastic. People do not speculate 
in reserved seats in a railway train, but they speculate 
in seats for a theatrical performance or an international 
football match which is likely to be extremely popular. 
The markets for rare stamps and reserved seats are not, 
however, highly organized—the business is too small to 
make organization possible. But the supply of agricultural 
products, such as cotton and wheat, is fairly inelastic, and 
the products themselves are so important that large markets 
have been built up, and a class of highly specialized dealers 
or speculators carry on the business of making prices ; and 
so long as competition prevails their function is useful in 
restricting price fluctuations. Further, the wider the area 
over which the commodity can be conveyed the greater 
the strength of competition, the stronger the tendency 
towards uniformity in price at any one time, and the 
narrower the limits of fluctuation over a period. 
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THEOKY OF PRICES [contd) 

Short Period 

In the previous chapter we confined our attention to the 
theory of market prices, and found that the consideration 
of costs of production was not immediately relevant to 
the issue. Price was determined by the relations of 
demand and supply, irrespective of the conditions under 
which the supply appeared. We did not, however, deny 
that costs were ultimately relevant. It is now necessary 
to consider whether, in the long run, and if so, to what 
extent, the cost of production influences prices. In this 
chapter we shall consider only those products (such as 
cotton, cloth, or steel) which are or may be produced singly, 
postponing the consideration of joint products to the next 
chapter; and we shall further assume that they are pro¬ 
duced under strongly competitive conditions. 

The price which is reached on the market we know to 
be determined by the relation of demand to supply. Such 
a price may be either above or below the total cost of 
production. Whether it be above or below, it is bound to 
influence the policy of the producers. If it is relatively 
high—that is, if there is a shortage of the commodity in 
the sense that more could be sold without bringing price 
below cost—producers will endeavour to increase their 
gain by enlarging their output. For the short period they 
can only do so by more intensive use of the existing appli¬ 
ances of production—^mainly by working overtime. Such 
work is expensive: not only are the overtime rates of 
wages above the normal rate, but the elflciency of labour 
increases less rapidly than the hours worked, so that the 

236 
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labour cost (of day work) increases more rapidly than the 
latter. Moreover, the wear and tear of machinery is 
likely to increase more rapidly than the output in excess 
of the normal. Finally, the prices of materials will be 
raised by the increased demand for them, and such prices 
will be charged not on the extra supply only, but on the 
total supply. Consequently, the “ additional net cost'*^ 
of the extra supply placed on the market to meet the 
profitable demand will be considerably higher than the 
cost of producing the normal supply. On the other side, 
even that increase in supply which is possible in the short 
period will tend to reduce the price, that is, it will bring 
the price below the point at which it would be maintained 
if the extra supply were not forthcoming. So long, how¬ 
ever, as the price remains above such additional net cost, 
producers will strive to secure the margin on as large a 
supply as possible, and will increase the latter as much as 
is possible under the circumstances. Price and additional 
cost may not meet during the short period for the reason 
that the supply is too inelastic. Even if they meet they 
will not cross ; for as soon as they meet the producers will 
cease adding to the supply. By assumption, the additional 
net cost is greater than the price of the additional supply, 
so that the altenialive of not producing it is the more 
profitable. 

We must not here forget the assumption of com¬ 
petition among producers. The reduction of price, due 
to the additional supply, reduces the margin or surplus 
on every unit sold. Consequently a monopolist would find 
it profitable to forgo the little extra profit obtainable on 
the additional supply in order to conserve that (wider) 
margin on all the other units supplied when the total supply 
is restricted and the higher price thereby maintained. We 
shall consider this case separately. On the assumption 
of competition, every producer will be concentrating 
attention on the extra gain which his additional supply 

* See Book II, Chaps. Ill and V. 
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will secure, and will take it for granted that such additional 
supply will produce no effect upon prices.^ So long as 
he is able to do so, he adds to his supply until the last 
additional unit is sold at a price equal to the cost of that 
unit. Since all his competitors are doing likewise, the total 
addition to the supply is sufficient to influence price, which 
thus tends to fall. Hence it may be stated that under the 
specified conditions the price in the short period tends to 
equal the additional net cost, which is thus the cost 
incurred in producing that unit which the producer is only 
just induced to supply. ® And it should be noted that not 
only one, but all the producers will endeavour to work up 
to that margin of profitableness. 

In the case which we examined above we assumed that 
the market price was relatively high; we found that it 
would create or intensify a tendency towards a price 
measured by the additional net cost of production. Sup¬ 
pose, next, that the market price is relatively low. Clearly 
it cannot remain below the direct cost of producing the 
supply. Such cost can be obviated by a refusal to add any 
further supply, and when the supply actually on the market 
has been drained off by the buyers, there will be less for 
them when they return to replenish their stores. The 
reduction in supply will cause a rise in price. Thus any 
fall in price below direct cost will only be temporary and 

* If the reader bears this point in mind he will find less difi&culty 
than would otherwise be the case in dealing with many problems 
of value and distribution. One of the important parts of the general 
assumption of competition is that the policy of the individual 
competitor produces no change in the environment within which 
he works. Thus, an additional supply of 100 tons of steel from a 
firm wiU have no measurable effect upon the steel market. If the 
individual policy produces a marked effect upon the market as a 
whole (whether it be the policy of a producer or consumer), the 
assumption of competition must be modified. The conditions then 
lie intermediate between competition and monopoly. Perhaps the 
best illustration of the impotence of the individual competitor in 
relation to the market is provided by the wheat farmer, who is 
like the individual citizen, whose vote, taken by itself, is rarely of 
any significance. 

* Many economists call this the marginal cost of production. 
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accidental.^ The direct cost constitutes a reserve price 
below which supplies will not be forthcoming during the 
short period. If, however, the price, though below total 
cost, is above the direct cost (i.e. prime costs together with 
some fluctuating oncosts), it is more profitable or less 
unprofitable, for the moment, to continue to supply than 
to close the establishment. Any surplus which is obtained 
above direct cost represents a sum which may be employed 
in meeting oncosts In practice producers are influenced 
by two factors. On the one side, in view of the danger 
that they may be spoiling the market,'" that is, retarding 
its recovery, they hesitate to go on producing for a price 
which approximates closely to direct cost. On the other 
side, being afraid that their policy may not be followed by 
their competitors, and that, therefore, the effect of such 
policy would be neutralized, they are reluctant to curtail 
their output so long as they can reduce their losses by 
maintaining it at the same level. Hence we find, during 
trade depressions, frequent complaints of production in 
excess of the requirements of the market. Hence, more¬ 
over, we find a tendency during such periods towards the 
formation of associatioris for restricting output. An 
individual restriction produces little or no effect upon 
price, but a combined restriction, by seriously curtailing 
supplies, may produce a marked effect on price, thus 
creating, on the smaller individual supply, a greater total 
margin between price and direct cost. 

From what has been said the following general state¬ 
ments may be made. During the short period the direct 
cost of manufacture provides an absolute limit below which 
price falls cannot continue. If, by “ accident,” the market 
price falls below that limit the supply will be reduced. 
Just as, in the case of market prices, the reserve price is a 

' It may be costly to store a commodity, and the cost of storing 
must be set against the direct cost of manufacture. Moreover, the 
commodity may deteriorate rapidly if not used. Thus a speculative 
shipbuilder may be compelled to sell a completed ship at a price 
below prime costs; but he would not repeat his experiment unless 
the prospect improved. 
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condition of sale, so, too, in the short period, a reserve 
price equal to the direct cost is a condition of continuity of 
supply. If the fear of spoiling the market is at all strong 
the lower limit or reserve price will be some distance above 
the direct cost, but in many cases the fear is neutralized 
by the strength of individual competition. [The prime 
cost varies between different competitors. Some employ 
expensive machinery and incur less direct costs than others, 
who rely more largely upon manual work. The former 
are, therefore, more likely than the latter to maintain 
supplies during a period of depression. Further, the greater 
the employment of fixed capital per unit of output in the 
industry as a whole, the greater the tendency to produce 
a relatively large supply during a period of depression and 
low prices.] During the short period there is no upper 
limit of price determined by the conditions of production. 
It is true, as already stated, that a tendency exists for price 
to approximate to additional net cost or marginal cost. 
But such cost is not an upper limit. This limit is deter¬ 
mined by the elasticity of demand for the commodity, 
which, in turn, is determined by factors which have already 
been indicated. ^ 

Long Period 

In short The short period has been defined as a period during 
contract work which the technical equipment of the establishment is 
cormection practicalty fixcd. Nevertheless the supply is slightly 

elastic and may be partially adjusted to the requirements 
of the market. As the result of this moderate degree of 
elasticity w^e found that market prices and the immediate 
prospects of the market reacted upon supplies, and that 
the degree of reaction was limited, when prices were de¬ 
pressed, by the direct cost, which thus formed a barrier 
beyond which price movement in that direction could not 
continue. Supplies tended to diminish to the extent neces¬ 
sary to prevent a faD in market prices below this limit. 

^ See Chapter 
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If market prices actually fell below that level it was due 
to miscalculation on the part of producers, i.e. to accident 
rather than to deliberate policy such as we are now 
examining. \Vlien market prices were high the additional 
supplies forthcoming tended to bring them down. In some 
cases they were brought down to the additional net cost 
(which was considerably above the normal cost per unit 
of the normal supply), but in other cases the supply was so 
inelastic that it could not be increased, beyond a limit, 
at any cost ; for the short period prices might remain 
considerably above the marginal cost, the upper limit 
being determined by the elasticity of demand for the 
commodity. 

In the manner and to the extent indicated, the cost of 
production, by influencing supplies, also influences prices 
during the short period. Here we find the explanation of 
prices and business policy during booms and slumps in 
trade. 

The producers may be either working on contracts 
witli buyers or supplying stocks for a speculative market. 
In so far as they enter into contracts they are able to 
estimate, with a considerable degree of accuracy, the direct 
costs involved in fulfilling the contract and, consequentl}^ 
to calculate whether or not a particular contract is relatively 
profitable. The direct cost per unit of carrying out a 
small contract is lower than that of fulfilling a large con¬ 
tract, with the result that, during depression, the lowest 
terms which the producer will accept for the former are 
likely (in the absence of special circumstances) to be lower 
than those which he will accept for the latter. At the 
height of a trade boom, on the other hand, he may accept 
lower terms for large than for small contracts, for in 
this case he is eliminating the risk that the boom will 
suddenly come to an end. In so far as the producer is 
supplying stocks for a speculative market he is less able to 
estimate the direct costs of production ; moreover, it is 
in such cases that errors are incurred in estimating the 
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demand and that, in consequence of an over-estimate, the 
prices actually reached on the market may fall below the 
direct cost of production. 

When we consider long-period influences upon prices we 
eliminate the possibility of contract and its stabilizing 
influence. Over a long period all production is speculative. 
For we have defined the long period as one in which time 
is allowed for the appliances of production (or producing 
capacity) to be adjusted to the changes, or anticipated 
changes, in the demand for the commodity. It may be 
six months, or, as in steel manufacture, about eighteen 
months. 

No buyer would give a contract for the supply 
of a commodity to a firm which has not yet erected the 
factory; nor would any buyer give a contract to a pro¬ 
ducing firm for delivery over a long period—say, twenty 
years—of all the supply which the latter can produce and 
at a price fixed at the commencement of the period. The 
construction of a factory is essentially a speculative 
enterprise, even when it is undertaken by a firm whose 
main business is concerned with the next stage of manu¬ 
facture, and which will thus be able to guarantee a market 
for the products of the new factory. For the other causes 
of uncertainty remain. Alternative and cheaper sources 
of supply may present themselves, rendering the factory 
in question unnecessary and a burden ; the firm's need 
of the products of that factory may alter in consequence 
of changes in its output of the next stage. Even the 
building of a railway engineering shop is a speculative 
enterprise. 

We have said that in the short period the supply is 
elastic within narrow limits. Its elasticity is measured 
from a normal supply, representing the normal capacity 
of the existing appliances of production. These appliances 
have come into existence as the result of past estimates 
of the probable requirements of the industry in the future— 
not at any future date, but over a long period of years. 
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Nobody erects an expensive establishment merely in order 

to meet an expected contingency which will quickly pass— 

unless it be one due to war, when the motive is changed 

and ordinary economic tests lose their relevance. A firm 

expects to use a factory or a blast furnace lor at least a 

generation, and in deciding whether or not it may dare 

embark upon such an enterprise it is faced with many 

incalculable factors, the most incalculable of all being, 

perhaps, changes in the value of money. But, with sucli 

evidence as it can gatlier, it endeavours to make a fore¬ 

cast of the future-- tlic giowth of general demand, the 

jirobable supplies of raw materials, the danger of com¬ 

petition from rivals in the immediate neiglibourhood or 

at a distance. The trends of general costs, supplies, and 

demands over a generation are not, however, easy to esti¬ 

mate in advance. The firm is influenced more profoundly 

by the prospect of a good start and the opportunity of 

becoming a strong, effective competitor in any circum¬ 

stances that may arise. It becomes a ready risk-taker 

because it is hopeful of proving a forceful risk-maker, for 

others. It embarks upon the enterprise when prospects 

for the near future, on the side of demand, are favourable ; 

it also knows that, when the tide tunis, it will enjoy one 

advantage over those rivals who are already in the field 

when it starts. For it is able to avail itself of all the latest 

improvements in machinery and organization, with the 

result that one group of costs will be lower than the 

corresponding costs incurred by its rivals. It does not 

follow that the total cost will be lower. It may be that 

the law of diminishing returns is in operation over the 

industry as a whole. But even in such cases this factor 

is of considerable importance. In those cases where the 

law of increasing returns operates it is of supreme import¬ 

ance. The new firm relies upon a good start, due to 

favourable trade conditions and, at the moment, superior 

equipment, to give it both momentum and staying power. 

It relies upon early success to provide the opportunity of 
9—(B.k.Iji) 
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building up a large reserve to be employed in development^ 
if desirable, or, at the most, in maintaining itself as an 
efficient competing unit. It expects its seniors, in point 
of age, to retire first, if and when the field becomes over¬ 
crowded. 

This sort of calculation of possibilities and trends is 
always going on. Rapidly growing demands are overtaken 
by rapidly growing industries, and steadily diminishing 
demands force the least progressive firms out of the 

decaying " industries. New firms enter the field—that 
is, capital development takes place on a large scale—when 
demand is brisk, and they hold back-—tliat is, capital 
development is delayed—when demand falls off. There 
is a rough correspondence between demand and producing 
capacity, a correspondence which becomes more exact 
the longer the periods of comparison. But at no time can 
it be said that the producing capacity lias been deliber¬ 
ately adjusted to meet the momentary demand. It may 
be said, however, that the former is being constantly 
adjusted to meet the anticipated flow of demand over a 
period in the future. 

When demand We have emphasized the fluctuating character of trade 
and producing ^ ^ 

capacity are movemcnts in order to impress upon ourselves the realities 
m equilibruim _ ^ ^ 

priceapproxi- of industrial life, and to avoid the danger of over-abstrac- 
mates to the ^ 

highest (or tion. Having done so, we may proceed confidently to make 
oiproduction certain assumptions. Let us suppose, first, that the 

demand for a commodity remains constant (and is known 
to be so) over a long period, and that the supply forth¬ 
coming is sufficient to meet that demand, i.e. that the 
normal producing capacity of the industry is, and for a 
time remains, equal to that demand. An examination of 
the industry will reveal certain outstanding features. The 
bulk of the firms wiU be very similar in character. They 
enjoy the same external economies; they employ almost 
the same methods of manufacture; their general costs 
will be approximately equal. We may call them class B. 
They are representative of the industry, and the one which 
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combines in itself what is most typical of each department 

of activity may be regarded as the representative firm. 

In addition there will be a few firms which show greater 

initiative and enterprise, greater powers of organization and 

experiment. They employ the new^est methods of pro¬ 

duction and distribution, and their costs are lower than 

those of the representative firm. They belong to class A. 

There will also be a third class (C) of firms—the stragglers. 

They may be lacking in enterprise or organizing power ; 

they may suffer from lack of capital, or their establishments 

may be unfavourably situated relatively to the market. 

If the firms of class C continue indefinitely it is an 

indication that the price is sufficiently high to cover the 

total cost incurred even by the worst of the firms in this 

group. But they are only likely to continue if the law 

of decreasing returns is in operation over the industry as 

a whole—that is, if the best sites have been exhausted or 

the best materials are completely absorbed by the firms 

in the other classes. In such a case (of which farming, 

docks organization and warehousing are clear examples, 

and mining frequently proves to be so) the liigher costs 

are due to natural conditions. Price approximates to the 

highest cost of production, that is, to the cost for the most 

unfavourably situated firm. Other firms, wliich enjoy a 

differential advantage, may or may not be able to increase 

their supplies until in each case the last unit is produced 

at an additional cost equal to the price. 

But manufacturing industry is usually worked under 

different conditions. The firms in classes A and B are 

able to increase their producing capacity without adding 

much, if anything, to their cost per unit of output. Thus, 

even if those in class C are enterprising but hampered by 

natural disadvantages, their places can be taken by others, 

equally enterprising and better situated, and they must 

accept the inevitable. Tlie conditions existing at any time 

cannot be final. A stationary state of demand does not 

mean a stationary state of production. 

Dynainic. 
t^ndcury for 

lu tall 
aiul tor future 
prices to 
approach the 
prcpeut lowest 
cost 



246 THE ECONOMICS OF PRIVATE ENTERPRISE 

A moving picture of the industry will reveal the gradual 

elimination of class C (not necessarily of the firms but of 

their methods of production or marketing) and a steady 

increase of firms in the other classes, with a downward 

tendency in the long-period price. Further, more and 

more of class B will copy the methods of class A, and those 

in class A will devise still better methods. The repre¬ 

sentative cost of to-day becomes the highest cost to-morrow, 

the lowest cost becomes the representative cost and a new 

and lower cost appears among the most efficient. But it 

should be noted that this movement is compelled by the 

action of competition. Price does not fall with highest 

cost bf'cause the latter falls. What happens is that new 

firms in classes A or B appear, or existing firms increase 

their producing capacity by extending existing plant or 

building additional factories. The increase in supply pro¬ 

duces a fall in price, and it is this fall in price which 

gradually forces out of the market that supply which is 

produced at highest cost. It may be a long struggle, for 

if they employ much fixed capital even inefficient firms 

die hard. 

It may thus be said that on the assumption of a constant 

demand cost of production governs value by regulating 

the supply. The longer the period under consideration 

the greater the influence of the total cost under the most 

unfavourable conditions. The short-period price may 

fluctuate, but it fluctuates around the highest cost, which 

acts as a centripetal force. But the lowest cost further 

acts as a centripetal force upon costs, and tends to become 

ultimately the highest cost. Hence it may be added that 

the least cost at any one time is the determining factor, 

under increasing returns, in the long-period price of the 

future. There is no fundamental contradiction in the two 

theories : (i) that price tends to be governed by the highest 

cost of production, and (2) that price is determined by 

least cost. Present prices circulate around present highest 

costs, and future prices will circulate around present lowest 
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costs, which will then be the highest costs. Thus, for 

example, if the costs of producing steel are £10 in class C 

establishments, £8 in class B, and £6 in class A, prices for the 

present will fluctuate round and tend towards £10 per ton ; 

in the near future they will fluctuate around £8 (which will 

then be the highest cost), and ultimately towards £6 per ton. 

So far we have assumed a known and constant demand. 

In practice, however, demand varies. In most cases it 

grows with the growth of population and the spread of 

habits, but even its rate of growth varies. Industry in 

/general fluctuates, periods of activity being followed by 

periods of depression, and the latter, in turn, by renewed 

activity. During the transition from boom to slump there 

is usually an absolute decrease in demand, and during the 

transition from slump to boom an increase greater than that 

of population. Behind these swings there is usually an 

upward trend in demand. But such changes do not 

invalidate the theory which has been expounded. They 

merely accelerate or retard the changes on the side of 

supply. Thus during an absolute fall in demand the methods 

employed by class C become obsolete and are abandoned 

more rapidly than would otherwise be the case, while 

during a rapid increase in demand tliey prove to be profit¬ 

able for a longer period than would otherwise be the case. 

Changes in Demand 

The considerations which have already been set forth in 

the present book enable us to make the following general 

statements regarding the effects of changes in the demand 

for a commodity or other form of wealth. ^ The immediate 

effect of an increase in demand is a rise in price from the 

point which we may denote by X to some other point, 

Z y, at which the demand will be equal to the available 

supply ; and the height of A" + Y above X is determined 

Extent to 
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^ It may not be superfluous to recall, once more, the difference 
between an absolute change in demand and the responsiveness of 
demand to changes in price. By the former is meant an increase 
or decrease in the demand at a given price. 
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by the elasticity of the new and larger total demand. It 

is possible that the new additional demand at A"” will be 

highly sensitive to changes in price and will be driven 

away by an advance, in which case the new total demand 

is said to be highly elastic and the rise in price will be very 

moderate. If, however, the new additional demand is 

urgent and persistent, there will be a substantial rise in 

price. During the short period the price will remain above 

A, but it will fall below X + Y, for the rise in price will 

react upon supply. The extent to which the price will fall 

from X + Y depends upon the elasticity of supply ; it 

may fall to the point at which it is equal to the additional 

net cost of production. In the long period the effect of 

the increase in demand will vary according to the condi¬ 

tions governing the cost of supply. If the industry is 

working under the law of decreasing returns (i.e. increasing 

costs), the price will fluctuate around and tend towards 

a cost which is higher than A"”, though low^r than X + Y, 

and even lower than the short-period price. The tendency 

to diminishing returns thus generates a check upon the 

new demand. If, however, the industry is working under 

the law of increasing returns (i.e, diminishing costs), the 

larger total demand, calling for the larger supplies, will 

result in a lower normal cost, and the price will, therefore, 

tend towards a point which is below A"'. 

ExiBiiito The immediate effect of a reduction in demand is a fall 
which 

dm' rT^ in price below the point X (say, X - Y), the extent of the 

results in fall fall being determined by the available alternative to sale, 
in pnees *1 
depends on but Sufficient in all cases to stimulate a demand equal to 
sirniLir con- ^ 

sideratiojis the available supply. In the case of a perishable com¬ 

modity the fall will probably be very pronounced, for the 

only alternative to the seller is complete loss. In the case 

of a durable commodity speculative influences come into 

play, and their strength will be determined by the degree 

of probability that the absolute reduction of demand is 

temporary or permanent. If it is believed that demand 

(at a given price) will again be restored at a comparatively 
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early date, such influences will be strong and will serve to 

check the fall in price ; but if it is believed that the 

reduction in demand is likely to be permanent or of long 

duration, such influences will not produce any marked 

effect and the price will fall to a lower point. During the 

sliort period prices will remain low, though not necessarily 

so low as X - y, for this price may be below the prime 

cost of production. Producers are influenced by two con¬ 

siderations, first their fear of “ spoiling the market," and 

secondly, their individual helplessness in the face of one 

another’s competition. There may be a tendency to form 

a defensive price association, the strength of that tendency 

being determined by the prospect of an ultimate revival 

in absolute demand.^ 

The effect produced in the long period by a reduction 

in demand will vary according to the conditions of the 

industry. If the law of diminishing returns is in operation 

the reduction in output will be accompanied by a fall in 

the unit cost of production, and the price will fluctuate 

around and tend towards a normal cost which is lower than 

X. A permanent fall in demand for tlic coal of any country 

affords an illustration of this statement. The more expen¬ 

sive mines will be abandoned as well as the thinner and 

more costly seams in better situated mines; the normal 

cost of mining under the most unfavourable circumstances 

will be lower than would be the case if the product of all 

existing mines and seams were required, and the price 

towards which market and short-period prices tend will be 

correspondingly lower. The case of an industry subject 

to the law of increasing returns presents greater difficulty. 

It might appear that the reduction in production following 

upon the permanent reduction in demand must lead to a 

rise in cost and, therefore, a rise in the long-period price. 

‘ If the industry is not likely to revive, i.e. if the reduction in 
demand is likely to be permanent, a price association is not likely 
to be formed—or, if it is formed, to survive the struggle—and the 
motto will be Sauve qxii peui. In any case price will not remain 
below specific cost. 

When 
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Such would obviously be the result if (as in the case of 

tramways) the commodity or service were supplied by a 

monopolistic unit. But we are assuming competitive con¬ 

ditions, i.e. competition in supply between a number of 

competing units. It is hardly likely that these would 

individually reduce their outputs. There would be a 

severe competitive stnigglc as the result of which some 

would be eliminated, their trade being captured by the 

remaining (more efficient) units. In spite of the reduction 

in the total demand for the product, the individual demands 

upon the surviving units would be increased ; such units 

would tend to grow in size and their costs per unit would 

tend to fall The ultimate result would thus be a price 

fluctuating around and tending towards a new normal 

cost which would be below X, not above it. 

Sympathy in Prices 

Long though it has become, this chapter would remain 

incomplete if no reference were made to the relationship 

in the prices of different goods and services. If two com¬ 

modities, A and B, are complete or partial substitutes and 

therefore compete, like gas and electricity, for the same 

market, a rise in the price of A will result in an increase 

in the demand for B and, therefore, in a rise in its price. 

Other things being equal, the market prices of such com¬ 

modities move in sympathy. ^ If, however, the rise in the 

price of A (for reasons which are not relevant to this argu¬ 

ment) is permanent, it does not necessarily follow that the 

rise in the price of B will also be pennanent. The industry 

may be operating under the law of increasing returns, in 

which case the price of B will eventually fall. Another 

1 other things may not be equal. During the inter-war period the 
demand for Australian wool increased and fewer sheep were killed. 
The consequent scarcity of Australian mutton in this country led 
to a rise in price. One would, therefore, have expected to find a 
sympathetic rise in the price of English mutton; but the supply of 
tiie latter proved to be so pRuitiful that the total supply of mutton 
did not fall off. The result was that the margin between the prices 
of the two kinds of mutton, which had hitherto tended to remain 
constant, was considerably reduced. 
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case calls for comment. If two forms of wealth (A and B) 

are jointly used in the supply of a third form C, and a rise 

occurs in the price of A and, consequently, in the price of 

C, the demand for the latter will fall, with the result that 

the demand for and price of B will also fall. 

These examples serve to show the complexity of the 

problem from the side of demand : other complexities from 

the side of supply will be examined in the next chapter. 

Before we proceed to such examination two further points 

call for comment. It has already been stated that if there 

are two forms of wealth which are complete or partial 

substitutes their market prices tend to move in sympathy. 

Such sympath}^ does not exist between the market prices 

of forms of wealth which are not substitutes, or otherwise 

directly connected. Thus, for example, there is no 

sympathy between the market prices of steel and bacon. 

But, so long as the methods of production remain un¬ 

changed, there is a sympathy between the long-period 

prices of all forms of wealth produced in the community. 

For they all fluctuate around and tend towards the 

respective costs of production which, by assumption, 

remain unchanged relatively to each other. When we 

find the price trends of different commodities parting com¬ 

pany it is due to the fact that the methods of production 

are changing, and the laws of diminishing and increasing 

returns are operating with different degrees of intensity 

in the various industries. 

The second point is related to the first, though its relation 

will not be evident at this stage of our investigation. 

Reference has frequently been made to the cost of producing 

the supply on the market, but the cost itself has not been 

analysed. In every case it depends upon the price which 

the producer is called upon to pay for labour and materials; 

that is, partly upon those prices which were themselves 

the subject of examination. For this reason it has been 

urged that the theory of value which has been expounded 

is based upon that fallacy known as arguing in a circle. 

Relatiori-ship 
between 
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Such is not the case. The criticism is based upon a con¬ 

fusion of the general price level and the relative prices of 

particular commodities. The theory examined in this 

section is that of particular prices. It is impossible, in an 

elementary treatise, to elaborate this criticism and the 

reply, and those readers who desire to pursue the matter 

further should consult Marshall’s Principles of Economics. 



CriAP'J'ER V 

SOME SPECIAL PROBLFAIS OF PRICES 

The theory of prices expounded in the third and fourth 

chapters is based upon two important assumptions, namely, 

that a single, more or less standardized article (or service) 

is produced, and that it is ju'oduced under competitive 

conditions. The theory was geiuTally applicable during 

the greater part of the nineteenth century, and is still 

ai^plicable over a considerable part of industry. Put the 

assumptions upon which it is based are becoming less true 

of many branches of economic activity and the theory has 

to be considerably modified when applied to those branches. 

It is, indeed, not too much to say that the exceptions are 

rapidly becoming as numerous and important as the 

illustrations of the theory. Not only is the sphere of 

monopoly or quasi-monopoly becoming more extensive, but, 

where competition reigns, many of the competitors produce 

not single commodities, the specific costs of which are 

ascertainable, but multiple products, joint products, and 

other combinations. The mining industry may own brick¬ 

works and coke ovens, but these may be regarded as 

separate economic entities. An engineer, however, may 

make several types of products and do a considerable 

amount of repair work in the same establishment. A 

farmer supplies a great variety of products, some of which 

are joint products.^ Again, when we turn from manu¬ 

facturing industry or mining to consider the marketing and 

distribution of the product, it is evident that the long- 

period considerations outhned in Chapter IV cannot be 

applied with the precision assumed in that chapter. 

^ Joint products, it will be recalled, are such that when one is 
produced the other is also produced. In some cases the proportions 
in which they Jire produced may be varied by conscious effort. 
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Multiple Products 

It is impossible, in an elementary treatment of economics, 

to examine, in full detail, the modifications necessary in 

applying the theory to modern conditions. We must 

content ourselves with a brief description of a few illus¬ 

trative cases. The first case that we may consider is that 

of an engineer who produces many kinds of machines and 

implements, and undertakes a considerable amount of 

repair work. He is able to make a fairly accurate estimate 

of the prime or specific costs incurred in executing a given 

order, but, as we saw in Book II (pp. 100-107), it is extremely 

difficult, if not, indeed, impossible, to ascertain the total 

cost. What the engineer does is to “ charge what the market 

will bear,” that is, to quote a price which he thinks will be 

as low as, yet not lower than, is necessary to secure the 

order. What that price may be depends upon market 

conditions. The sum total of such prices must in the 

long run provide sufficient revenue to enable him to 

enjoy profits that compare not unfavourably with the 

profits obtainable in other industries. In other words, 

there is no specific total cost of production with which, in 

the long period, the price of the individual product may be 

connected, and we are forced back upon the balance sheet. 

The case of the engineer resembles the typical case in 

retail selling. The grocer or ironmonger sells a large collec¬ 

tion of articles. The specific cost incurred in selling any 

one of these cannot be ascertained. If the retail price is 

not standardized, the storekeeper, like every other seller, 

charges what the market will bear. Local variations in 

prices are common even when competition is fairly keen, 

and the final balance sheets of the competitors show no 

marked difference in the final rates of profit. If a dealer 

in fruit and vegetables consistently charges a higher price 

than his rival, the latter will attract more customers. But 

even when, on an average, there is no appreciable difference 

between them the prices which they charge for, say, apples 

may differ appreciably. For this rccisori a keen housewife 
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is often able to save a considerable sum on housekeeping 
by visiting a number of shops instead of restricting her 
custom to one. 

Joint Products 

The second case calling for comment is that of joint 
supplies. When cotton seed is compressed by machinery 
it gives off oil, which is a valued product. The pulp was at 
one time a waste product, but is now converted into oilcake, 
which is a valuable food for animals. So long as the cotton¬ 
seed oil alone was marketable the total cost of production 
was set against the income derived from the oil, and the 
theory already expounded was applicable in detail. When 
the use of oilcake was discovered, and the by-product 
commanded a price, the revenue derived from its sale 
constituted a pure surplus. In order to secure as large a 
surplus as possible the producers incieascd their supplies 
of oilcake and, therefore, of oil. The increased supplies 
of oil reduced its price and (so long as the costs were set 
against oil alone) the firms began to lose on oil where they 
gained on oilcake. The arithmetic results were deter¬ 
mined by the respective elasticities of demand for oil and 
oilcake. The greater the elasticity of demand for oil 
the greater the tendency, other things being equal, to 
increase the supplies of oil and oilcake. But these pro¬ 
blems of costing and financial arithmetic do not concern 
us now. The general result was that the total cost of 
production was set against the combined revenues obtained 
from the sale of the two products. The proportions in 
which the two products are supplied cannot be varied, 
and the specific costs separately incurred in producing 
either cannot be ascertained. The economist is again 
forced back upon the annual balance sheet. 

A more complicated case is that provided by the group 
of industries which are concerned with extracting the 
constituent products contained in coal. In coke-oven and 
by-product works the main product obtained by coai 
carbonization is coke, but the by-products, such as gas, 
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crude tar (distilled in special plants), oil, etc., are now 

known to be valuable and are gathered with care. ^ In 

gas works the main product is gas, and coke is regarded as 

a by-product. Here stress is laid upon quality, and to 

secure the desired quality some of the by-products, such as 

benzol, arc sacrificed to some extent. In gas-producers 

found in steel works everything is sacrificed to furnace 

gas. In blast furnaces the volatile matter is collected and 

sufficient power may be obtained from it to supply the needs 

of the machinery. The proportions in which the constitu¬ 

ent products are obtained from coal by treatment at low 

temperatures may be varied, within limits, and the selection 

of the methods of operation and the proportions to be 

aimed at is determined by the elasticities of the demands 

of the markets that are served by these constituent pro¬ 

ducts. The theory described in the last chapter is obviously 

too simple to provide an adequate explanation of prices 

in such a complex group of industries. It is doubtful 

whether really scientific methods of price fixation have 

yet been devised even by those in control of such indus¬ 

tries. They appear to be still in the experimental stage— 

cost accountancy in these industries is still in its infancy 

—and the annual balance sheet provides the only safe 

criterion of policy.^ 

^ When, at one time duriiif^ the Idrst Woi Id War, the submarine 
caiiipaign was successful to the extent of 7*estrictiiig our imports of 
iron ore from Spain, the demand for coke used in iron production 
was reduced and the price of coke fell. The result was that the 
supply of coke was reduced. J3ut the reduction in the production 
of coke meant a corresponding fall in the supply of benzol and 
toluol, which were needed for the manufacture of explosives. These 
by-products had suddenly become as valuable as the main product, 
and even if the menace of the submarine had not been overcome it 
would Jiave been necessary to continue producing the by-products 
irrespective of the effects upon the supply and price of coke. 

^ It is, of course, obvious that, in a gas works, the prices of gas 
and coke must be sufficient to cover the joint costs of production. 
An increase in the demand for gas sends up the price and causes 
an increase in supply. Consequently the supply of coke increases 
and its price falls. The rise in the price of gas must be sufficient 
to cover the fall, if any, in the revenue derived from the sale of coke 
together with the increase in the joint expenses of production. 
Hence the importance of the relative elasticities of demand for coke 
and gas. 
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Monopoly 

The third case which we may consider is that of monopoly. 

The words “ monopoly price '' may be used in two senses, 

the first being the price (or prices) actually charged by a 

monopolistic organization, the second being the price (or 

prices) which yields the greatest net return or monopoly 

revenue. The net return or monopoly revenue is frequently 

defined as the excess of revenue over all the expenses of 

production, including in such expenses a normal competitive 

return upon all the capital expenditure incurred in produc¬ 

tion ; that is, it represents the gain due to monopoly as 

such. But it is more convenient—and, indeed, more 

accurate—to regard it as including all the surplus that is 

divided among those shareholders who take the risk of the 

business. The first definition has become common through 

the fact that when monopolistic trusts are formed in 

America the ordinary shareholders in the constituent firms 

are usually given debenture stocks in exchange for their 

shares, while new ordinary shares are distributed based 

upon the anticipated profits due to monopoly. It makes no 

vital difference to the theory of prices which of the two 

definitions is accepted, and the wording of the following 

paragraphs is based upon the second definition, which is 

more strictly applicable to British methods of capitalization.^ 

It should not be forgotten that a monopolistic enterprise 

is a single financial entity. Its aim is not to secure the 

maximum profit per unit of product sold, but the maximum 

total profit on all the units sold. Thus, it is better to secure 

a profit of X per unit on 3y units sold than to secure a profit 

of 2x per unit on y units sold.^ The total gain of the 

1 See Book II, Chap. VIII. 
* In that respect its policy differs, for example, from that of a 

monopolistic trade union ; the latter aims at the highest price per 
unit or member, not the maximum total revenue for all the members 
combined. The policy of the trade union resembles that of a price- 
regulating agreement among manufacturers. The latter, consisting 
of independent financial units, necessarily aims at the price which 
provides the greatest profit or least loss per unit. It does not 
control the number of units produced, and in that respect differs 
from the type of monopolistic combination assumed above. 

Monopoly 
price and 
monopoly 
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mbnopolistic enterprise is determined by the total sales 

and the profits on each unit of sale—two factors which are 

themselves closely connected. The enterprise can control 

the supply, but not the demand, which is a function of the 

price. 

Other things being equal, the price which offers the 

highest monopoly revenue is determined by the elasticity 

of the demand for the commodity. If the demand is 

highly inelastic (that is, if it remains substantially the same 

at different price levels) the monopoly price (in the sense 

of the price which yields the highest net return) will be 

higher than it would be if the demand were highly elastic ; 

for in the latter case the sales would fall off (as in the 

above illustration) to such an extent that the higher profit 

per unit would not provide full compensation for the 

reduction in sales. Where, therefore, the demand is 

inelastic, the power of the monopolist becomes a serious 

menace to the community, and the State or local authority 

steps in and either imposes legal restrictions, or itself owns 

and controls the enterprise. It is mainly for this reason 

that such enterprises as railway and local transport are 

either publicly owned or subjected to strict control by the 

State or the municipality. 

The total demand for the commodity may represent a 

composite demand from many regions or many groups or 

customers. The demands from some of these regions 01 

groups may be inelastic and from others highly elastic. 

Thus, for example, the American demand for steel from 

the Steel Corporation may be extremely inelastic (due 

largely to a heavy duty on imported steel) but, on account 

of European competition, the foreign demand for American 

steel may be elastic. In such a case the endeavour to 

secure the highest monopoly revenue results in price 

discrimination or differentiation; ^ the Steel Corporation 

charges a higher price to American customers than to 

foreign customers, and the exported steel is said to be 

^ Compare the iliustratioa of the concert, Booh ill, Chap. 1. 
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“ dumped/' Again, the demand for a commodity may 

begin by being elastic and later become inelastic. The 

demand for oil used on ships may be highly elastic in respect 

of new ships or steamships, but once a new oil-using ship 

has been constructed, or a steamship has been converted, 

the demand for oil becomes inelastic. The demand for 

most commodities used in conjunction with highly special¬ 

ized, ^pensive plant or fittings is usually highly inelastic 

in so far as the existing users are concerned. The 

endeavour, in such a case, to secure the highest monopoly 

revenue over a fairly long period would result in a low price 

at first and a higher price when the market had been 

secured. 

Thus a gas or electricity supply company possessing a 

local monopoly and complete freedom of action would be 

inclined to charge a low price at first and, when the house¬ 

holders in the district had installed the necessary pipes and 

fittings, to raise the price considerably. It is by no means 

uncommon to find an organization which enjoys the mono¬ 

poly of one market entering another (competitive) market, 

undercutting its rivals, and, having ruined them or 

drivim them from the market, raising its price to the new 

customers. 

Given a certain elasticity of demand, the supply which 

the monopolist will produce (and, therefore, the monopoly 

price) will depend upon the conditions of production. If 

the law of diminishing returns is in operation the supply 

will be less (and, therefore, the price will be higher) than it 

would be if the law of increasing returns were in operation. 

For, in the former case, the cost per unit is lower on a 

smaller supply than on a larger supply, and the margin (per 

unit) between cost and price is considerably larger—par¬ 

ticularly when the demand is inelastic, that is, where a 

slight reduction of supply forces the price to a much higher 

level. The exact arithmetical result varies according 

to the degree of elasticity of demand and the strength 

with which the law of diminishing (or increasing) returns 

Diminishing 
returns. 
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operates. The reader will be able to supply illustrations 

for himself. 

These will show that where the law of increasing returns 

operates at all strongly, and the demand for the commodity 

is highly elastic, the monopoly price (that is, the price 

which gives the highest net return upon the capital in¬ 

vested) will be relatively low, probably lower than the 

normal price under competitive conditions It follo?i^s that 

in such circumstances a monopoly is a public advantage, 

and requires but little public control. But an uncontrolled 

monopoly producing under the law of diminishing returns 

and supphdng a commodity (such as wheat), the demand 

for which is highly inelastic, would be a serious menace to 

the community. 

In practice a monopolistic organization may not charge 

the full monopoly price. It may not be able to estimate 

the degree of elasticity of demand. Again, by “ squeezing " 

the market too hard it may draw public attention to itself 

and its methods, and attract possible substitutes. An 

absolute and complete monopoly is almost unknown; 

there is always a background of potential competition, 

either from new firms in the same region, or from existing 

firms in other regions, or, again, in the form of substitutes 

for the commodity. Moreover, there is always the danger 

that the exaction of a high price may result in Government 

interference and in price or profit restriction. A monopolist 

taking a long view may prefer to let sleeping dogs lie. 

But he will do as much as he dare, and, in order to secure 

his ends, he will extend his control, if possible, over sub¬ 

stitute products that may compete with his own product 

and thereby limit his power over prices. 

We have seen that monopoly frequently results in price 

differentiation. There are cases which resemble those of 

monopoly in some respects, and in which similar price 

differentiation takes place. A publishing firm possesses 

the exclusive right of publishing a book, and first issues an 

expensive edition which appeals to a particular group of 
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book buyers. When the possibilities of this market have 

been exhausted the firm issues another and cheaper edition, 

and in this way appeals to another group of buyers. If, 

after an interval, the sales cease, the dead '' stocks are 

sold as " remainders ’’ at a price which is expected to effect 

a clearance. Again, fishmongers start the day by charging 

relatively high j^rices, but as the da^^ passes the prices 

steadily fall. At the beginning of a season the prices 

charged for clothes are relative!}/ high, but as the season 

advances they are gradually reduced. It is said that 

oncosts are charged against the earlier sales and that, in 

consequence, the shopkeeper can afford to sell later at 

lower prices. The more correct statement is that he 

charges what the market will bear, and that the market 

bears a higher price early in the season than at a later 

stage. 

A customer who is not a slave to fashion may buy 

a serviceable winter overcoat more cheaply in April than 

in October ; but if a large proportion of customers actually 

did so the October price would fall and the April price 

rise. 

A medical practitioner enjoys a “ conventional ” mono¬ 

poly, and the fee which he charges is determined by his 

estimate of the wealth of his client. A very poor patient 

may be charged a nominal fee for professional service of 

the same character as is rendered to a wealthy patient, and 

for which the latter is charged a high fee. The physician 

charges what the market will bear (not necessarily all that 

it will bear) and, like the industrial monopolist, discrim¬ 

inates between different ‘‘ customers,’' For this reason it 

is frequently stated that the wealthy patients pay for the 

poor patients. Such is not the case. If the same group 

of wealthy patients constituted the whole of the doctor’s 

practice they would be compelled to pay still higher fees 

in order to secure for the doctor the same total income as 

he now enjoys. The law of increasing returns (in the first 

sense defined in Book II, Chap. V) operates very strongly. 
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The poorer patients ** fill in " the day's work of the doctor, 

and the fees which they provide cannot be set against 

specific costs " incurred in providing the service. ^ Again, 

if all the patients were wealthy their fees would not neces¬ 

sarily be any lower than they are at present: the " practice " 

might be proportionately more valuable. 

We are all aware of the usual practice of charging 

different prices for electricity (or gas) when used for lighting 

and for providing heat or power. A power station must 

be sufficiently large to provide all the electricity needed 

during the early hours of a winter’s evening, when all the 

shops, private houses, and streets are lit up. If the plant 

were not used for any other purpose it would be idle most 

of the day and night and the charge for electricity used for 

lighting purposes would need to be sufficient (say, 8d. per 

unit) to cover the total cost of running the plant. By 

using it during the day to provide electricity required for 

heating and power, certain additional charges (say, id. per 

extra unit) are incurred. On account of the competition 

of coal, the second market will not bear a higher charge 

than, say, 3d. per unit. But even this charge provides a 

contribution of 2d. per unit towards the fixed oncosts of 

the establishment and enables the charge for lighting to 

be reduced to, say, 6d. per unit. At the prices of 3d. and 

6d. per unit the plant may be run continuously. Thus it is 

not true to say that consumers using electricity for lighting 

purposes are paying in part for that which is used for 

providing heat and power ; for they are paying less than 

^ An industrial monopolist " dumping *' goods into a foreign 
country may, in consequence, be able to charge lower prices at 
home than would be possible if dumping did not take place. This 
occurs when the Jaw of increasing returns is operating very strongly. 
In order to secure the benefit of this tendency the monopolist may 
produce more than the home market can absorb without such a 
fall in price as would render the policy unprofitable. Ihe total 
revenue may (where the home demand is inelastic) be increased 
when home supplies are restricted (and a relatively high price 
thereby maintained) and the surplus is sold abroad at what printers 
call ofiprint prices." Compare the cases of gas and electricity 
supply and of railways given in the follovvdng pages. 
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they would be called upon to pay if it were not also used 

for other purposes.^ 

Railway Rates 

The group of industries providing transport service ^ 

supplies a further illustration of the difficulty of applying rmway 

the simple cost of production theory of value (outlined in 

the previous chapter) to modern conditions As the chief 

example of this group we may consider the case of railway 

transport. A railway enterprise differs from an ordinary 

industrial enterprise in two important respects. First, 

it pro\udes innumerable services under conditions which 

vary from day to day. As already pointed out, ^ it carries 

different classes of goods, and each of these is daily con¬ 

veyed greater or smaller distances. Again, a passenger 

train may carry infants or adults ; it conveys some passen¬ 

gers from one station to the next and others from one 

terminus to the other. Although tlie method of produc¬ 

tion " is standardized, the '' productis not. Further, in 

pro viding one service the railway company almost inevitably 

offers many other services.^ Thus, a train running from 

Glasgow to London provides service between intermediate 

stations at which it stops. Secondly, the rates have to be 

fixed in advance, and cannot conveniently be varied at fre¬ 

quent intervals. If a train leaves Birmingham for London 

lialf-cmpty the station master cannot hawk his wares about 

the street and offer them for what they will fetch—a cotton 

manufacturer or a draper can dispose of his surplus stocks 

by going on the market or advertising a “ clearance sale.'* 

1 The nbove illustration has been artificially simplified. In 
practice the two prices would be determined by the relative sizes 
of the two markets and the relative elasticities of the two demands. 
Further, the case may be rendered even more difficult if, as is fre¬ 
quently tlie case, gas competes with electricity in each of the two 
uses. The production and distribution of both gas and electricity 
necessitates heavy initial expenditure of capital, and the competition 
of such products when supplied by two separate companies, each 
possessing a monopoly in its own sphere, may produce highly 
" artificial " conditions for a period extending over many years, 
But we cannot pursue the matter further in this volume, 

* Book II. Chap. in. 
• An excursion train running between two points is an exception. 
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Charging what 
the traffic will 
bear 

A railway may be operated under conditions which are 

partly competitive and partly monopolistic. Between two 

large towns it may in some countries compete with another 

railway or with coastal shipping; for comparatively short 

distances railway transport may compete with road trans¬ 

port, particularly, in these days, with motor transport. 

Nevertheless, over a large part of tlu^ area which it serves 

it enjoys a considerable degree of monopoly. Further, the 

law of increasing returns, in the first sense already indi¬ 

cated,^ operates very strongly. Until the line is fully 

employed, and tlie trains arc of the most economical 

length and are fully loaded, au increase in traffic is not 

accompanied by a corresponding increase in the cost of 

providing it. Small increments of traffic may, indeed, be 

sometimes provided without any observed increase in cost. 

A railway enterprise subject to no restrictions charges 

what the traffic will bear. It must first of all secure traffic, 

so that it will not charge more than the traffic will bear. 

Secondly, it tries to attract sufficient traffic to enable the 

railway to be economically worked ; but, subject to this 

second consideration, it charges as much as the traffic can 

be made to pay. It will not charge less than the special 

cost incurred in providing the particular form of transport 

offered or desired, but the upper limit is determined by 

the elasticity of demand for that transport service. Conse¬ 

quently the rates per mile vary for different commodities, 

and over different distances for the same commodity. 

Thus, for example, coal cannot bear so heavy a transport 

charge as diamonds. In practice commodities are classified 

according to their freight-bearing capacities; formerly 

in this country they were divided into eight classes, but 

they are now^ divided into twenty-one,^ Again, the rate 

per mile for carr3dng goods from A to B (which is subject 

1 See Book II. Chap. V. 
2 The Railways Act of 1921 provided for tlds iricn^ase. The bulk 

of trafihe was carried at “ special rates," and the old classification 
had long since been rendered more or less obsolete, except as a basis 
for the special rates- 
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to competition) may be less than for carrying goods from 

A to C, an intermediate station. 

Rates are also said to vsivy according to the cost of 

service. Thus the rates are loaded by such factors as 

the speed at which the service has to be provided, the risk 

of breakage, the quantity of goods carried (a full load of 

one kind being relatively less expensive to load than a 

series of small quantities, which must be loaded in that 

order which makes unloading at successive stations easy), 

and the terminal services rendered. This statement is not 

strictly accurate. These specific charges form a theoretical 

minimum below which the actual rates cannot fall, but 

any additional charge (and, therefore, the total charge) is 

determined by what the traffic will bear, which (given 

freedom of action) is the universal principle of rate deter¬ 

mination. And the rates for different classes of goods are 

determined by the elasticities of the respective demands. 

The test of the adequacy or otherwise of the relative 

charges is found (as in the case of the concert) in the total 

amount of traffic conveyed, that is, in the fact whether or 

not the railw’^ay is fully employed and, therefore, economically 

run. And the only true test of whether the charges appear 

to be on the whole too heavy is pro\aded by the annual 

balance sheet. 

Similar considerations apply, in greater or less degree, 

in other forms of transport, such as shipping, road trans¬ 

port, the supply of water and, as already shown, gas and 

electricity. We may, indeed, sum up this and the preceding 

chapters in the following statements. Sellers charge what 

the market wall bear subject to the fact that they will not 

provide the commodity (or service) at less than the prime 

cost, that is, the specific cost incurred in providing that 

unit of supply. Under strongly competitive conditions 

competition will prevent price differentiation; only one 

price can be charged for similar supplies at any one time. 

Where competition is restricted, either by some form of 

association or, as in the case of transport, by the nature 

Limitfd 
application of 
cost oi 
production 
theory of 
value 
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of the undertaking, price differentiation is possible. Differ¬ 

ent prices are charged in different markets, or at different 

times in the same market, these prices being determined 

by the elasticities of the respective demands. Where 

price differentiation is possible, the cost of production 

theory as already outlined loses its relevance, and the 

annual balance sheet has to be substituted for the total 

cost of production ]xt* unit in the restatement of the theory. 

Moreover, even under competitive conditions, the theory 

has to be restated where several products are supplied, 

some, as we have seen, being in many industries produced 

jointly. 



Section II—Money and Inicrnaiional Trade 

CHAPTER VI 

TKi: I'HEORV OV MONEY 

Functions of Money 

Specialization in the economic world necessitates ex* t. 
of 

change, which, in tlie earliest stage of economic develop¬ 

ment, probably took the form of barter, that is, direct 

exchange of needed goods between two parties. In a 

compkfx economic society barter is a physical impossibility; 

the only alternative to barter is the use of a medium of 

exchange. Ey this is meant the exchange of a commodity 

or service for s(unething which can in turn be exchanged for 

another commodity or service required for consumption. 

We accept the medium only because it is exchangeable for 

what we desire for other purposes, and other people accept 

it from us for the same reason. A medium of exchange 

thus represents purchasing power ; its own special function 

is to circulate as payment for goods which do not them¬ 

selves normally circulate. If we began to grow tired of 

oiir clothes, books, furniture, and houses, we could exchange 

them for new things that we desired more keenly, but we 

do not acquire the former in order to serve as an instru¬ 

ment of obtaining the latter. We accept a medium of 

exchange, however, in return for what we produce merely 

because it serves as an instrument for securing the things 

we desire, and the moment we suspected the instrument, 

that is, the moment we began to fear that others might not 

accept it in return for those things, we should also refuse 

to accept it in return for our services. A medium of 

exchange is thus able to perform its functions only so long 

as it is generally acceptable—a permissible tautology. I 

accept the medium if you do, and you accept it if I do. 

267 

A mpdiura 
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So long as I believe that you will accept it I do so ; because 

I accept it you do so, and my belief proves to be W(']l 

founded. Such is the position to-day, but it represents 

a development from earlier stages of economic organization 

when psychological considerations played a less important 

part, and it is necessary to trace the main line of such 

development. 

1 ]i.' choice of Society gave up the system of barter and took to a 
ameclMrn t i ••i* 

medium of exchange at a very early stage m its history. 

In the pastoral stage it used cattle, and at other stages or 

at particular places it used other media. A commodity 

became acceptable as a medium of exchange for two 

reasons that are closely related. In the first place it had 

an alternative use. If through some accident cattle ceased 

to be acceptable as a medium of exchange they could be 

retained by the owner as property, and killed when 

required for consumption. In this way serious loss would 

be averted. Similarly the Virginians, in comparatively 

recent times, used tobacco as a medium of exchange 

because it was a staple commodity for export. In the 

second place the commodity was durable. A perishable 

commodity, such as fish, would obviously not be employed 

as a medium of exchange for the simple reason that it 

would quickly lose its value for the alternative purpose. 

Thus durability and the possibility of alternative use were 

the conditions of general acceptability, and general accept¬ 

ability was a condition of employment as a medium of 

exchange. Many commodities satisfied these conditions, 

and there followed a period of competition between them 

for recognition as the ideal medium. In the competitive 

struggle the metals proved supreme, and among the metals 

gold took the first place. For the most precious of the 

metals posses.ses features which were, and still are, essential 

in a highly developed and complex community. It is 

divisible; that is to say, it can be melted and divided up 

into small fractions, and the parts remelted and joined to 

form a larger whole without loss of value. It is, for all 
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practical purposes, imperishable. It is also homogeneous 

and easily recognizable. Moreover, being relatively scarce, 

it contains considerable value in small bulk. If, for 

example, gold were fifteen times as valuable as silver, then, 

in order to carry about the same purchasing power, it 

would be necessary to have fifteen times as much weight 

of silver as of gold. Finally, the value of gold, when it 

came to be widely used, was far less variable than that of 

its rivals. 

The last two considerations call for further comment. 

Society turned to gold and silver—in modern times mainly 

to gold—for the same reason that pastoral tribes employed 

cattle as a medium of exchange. The precious metals 

satisfied a craving for adornment. Their lustre acted upon 

civilized people in very much the sam.e way as beads and 

brightly coloured cloth still act upon more primitive 

people. The tw^o metals, gold in particular, were thus the 

object of constant demand for non-monetary uses, and 

thereby acquired considerable value in exchange. The 

relative scarcity of gold, combined with this demand, gave 

it a greater value than that i)0sscssecl by silver, and made 

it a more suitable metal from the monetary point of view. 

The consequent additional demand for monetary purposes 

further enhanced the value of gold, and thereby made it 

more portable in the sense already defined. Further, the 

monetary demand for gold became the chief part of the 

total demand. As this demand was fairly constant, 

increasing but slowly with the growth of population and 

the development of trade, and as the supply coming from 

the mines was, nonnally, very small relatively to the existing 

supply of this imperishable commodity, its value probably 

remained more stable than that of any other commodity. 

Consequently, w^licn the First World War broke out, gold 

occupied a cominanding position. It was accepted all the 

world over. Its acceptability rested upon confidence. The 

basis of that confidence was the possibility of its alternative 

use in the arts. Actually, this alternative use was far less 

Gold and 
silver 
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2. A standard 
uieasiire of 
value 

important than the monetary use, and if gold had been 

demonetized in all countries, its value would have fallen 

to a very low point, and people would probably have 

wondered why they had attached so much importance 

to it. 

So far we liave been concerned with money as a medium 

of exchange. This, however, is not tlie only function that 

it performs. It also operates as a standard measure of 

value, and as a store of value. By standard measure of 

value is meant two things, first, a register of relative values 

at any one time, and secondly, a standard of contracts 

extending over a period. It is obvious tliat if the values 

of different commodities are to be indicated at all they must 

eitlifT be registered in terms of each other, or reduced to 

some common denominator or measure. In a complex 

society a common denominator is inevitable. It is not 

necessary that the common denominator should be the 

same commodity as that which is employed as a medium 

of exchange. We might, for exam})le, express the value 

of different commodities in terms of bushels of wlieat or 

tons of coal; but wheat and coal vary in rjuality, and their 

own relative values fluctuate between wide limits. In any 

case, if these or some other commodity were adopted for 

purposes of measurement, it would be necessary, since the 

actual payment would be made in the medium of exchange, 

to relate that medium itself to the commodity employed 

as a measure of value. Having already employed as 

medium of exchange a commodity of uniform quality, the 

value of which was relatively liigh, and at least as stable 

as that of any other commodity which could l)e found, 

it was natural—even inevitable—that this medium 

should also be employed as the common denominator of 

value. 

Again, contracts over a period of time require definition 

in terms of some standard, and since the value of gold over 

a period was at lea.st as stable as that of any other com¬ 

modity, it was also inevitable that it should ])c employed 
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as the standard of continuing and deferred payments. 

For these reasons gold came to be, not only the medium of 

exchange, but also the standard measure of value. 

We have already stated that a medium of exchange 

represents general purchasing power now and in the 

measurable future. When people save they express a 

preference for future consumption (by them.selves or their 

legatees) over present consumption. They assume that in 

the future they will be able to secure what they want, lo 

which end they will require general purchasing power. It 

was, therefore, natural that when a monetary system had 

been established, people saved by storing the medium of 

exchange. Even when, at a later stage, investment in 

securities of various kinds became common, value was 

given to the securities as methods of saving by the ease 

with which they could be reconverted into the medium 

of exchange. 

Forms of Money 

Money started by being a conventional medium of 

exchange which was generally acceptable. So far we have 

regarded gold as a commodity conventionally employed as 

a medium of exchange. For that purpose it was necessary 

to divide the metal into small pieces convenient in size for 

use in exchange. So long as the pieces were undelmcd 

they would require to be weighed, and their quality carefully 

examined in order to ensure that they were not in any way 

debased by the infusion of a cheap alloy. Exchange under 

such conditions would obviously be difficult, and it became 

the function of the Government to stamp the pieces with 

some image and thereby guarantee their quality and 

weight. When they were accepted in this form their \’'alue 

was calculated by their number instead of their weight, 

and the new medium was known as “ currency by tale.*' 

Again, in discussmg money as a medium of exchange, we 

referred to its conventional use and to the general accept¬ 

ability of the medium. When, however, society came to 

3. A store of 
value 

Convenliou.il 
money and 
legal tender 
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Stand,) rd .ind 
token money 

be governed by law, and exchange took place under a 

general law of contract, it became necessary for the Govern¬ 

ment to define money for the purposes of that law, that is, 

to establish what is known as “ legal tender/’ Every 

bargain represents a contract, and every contract implies 

some method of completioiu after which the contracting 

parties are free from further legal responsibility. More¬ 

over, a contract requires exact definition. It may not be 

possible to establish a perfect standard, but certainty is 

more important than perfection. We must know exactly 

where we stand. Legal tender is that form of money 

which the debtor is empowered by law to pay, and the 

creditor is compelled by law to accept in payment of a 

debt, that is, in completion of a contract. It is alwa3^s 

exactly defined by law. It will thus be evident that 

governments are bound to play an important part in 

defining the monetaiy^ system of their countries, and that 

their decision is usually final. 

When a piece of the metal used as a medium of exchange 

is stamped by the Government and generally accepted 

without immediate reference to its weight, it is known as 

a coin, and the institution w^hich converts the metal into 

the coin is the Mint. In issuing coins, either the Govern¬ 

ment may undertake to convert the metal on demand from 

its commodity or bullion form into coins, or alternatively 

it may restrict the output of coins. Moreover, it may 

either itself bear the cost of coining or make a charge 

therefor. If the charge represents the exact cost of mint¬ 

ing, it is called “ brassage ” or mintage.” If it is in 

excess of that amount such excess is called ” seignorage.” 

Again, the Government may either issue coins of ” com¬ 

mercially pure ” metal, that is, the face value of which 

is equal to the commodity value, or it may dilute the coin 

by mixing the metal with a cheaper alloy, in wdiich case 

the face value will be greater than the commodity value, 

and the difference between the two will represent a gain 

or profit to the Government. When the dilution is honestly 
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made and the fact published, the coin is known as a 

‘'token'' coin, but, when tlic commodity value and the 

face value are identical, it is known as “standard money." 

Governments have made use of different methods at 

different times and under different circumstances, and we 

shall describe in due course the system employed in this 

country. 

Although modem communities still employ metallic Papcrmorxy 

currencies, and altliough the whole currency and credit 

.system rests, or is supposed to rest, on a metallic basis, it 

is not necessary that the metallic coins should actually 

circulate to the exclusion of all other forms of money. 

The wear and tear and loss of gold when it circulates may 

be avoided by the issue and circulation of paper certillcates. 

Tliese arc employed in the United States of America, and 

are known as “bullion certificates." They are represented, 

pound for pound or dollar for dollar, by gold and, therefore 

act merely as substitutes for a specific supply of gold. In 

other words, tlie total amount of certificates issiuid is not 

greater than the total amount of gold in reserve. It is 

not, however, necessary that a government should restrict 

its paper money to the form of bullion certificates. It may 

circulate paper which contains on its face merely a promise 

to convert the pajier into gold on demand. If the paper 

circulates freely it performs precisely the same function 

and produces precisely the same effect as if an equivalent 

amount of gold were in circulation, and the conditions 

under which it docs circulate freely and continuou.sly will 

call for attention in due course. Nor is the case necessarily 

altered if, for paper money issued by the Government, we 

substitute paper money issued by the banks. Further, a 

government may issue paper money without any promise 

to convert it into gold on demand, or may employ a bank 

as its agent for that purpose. Paper money of different 

kinds is now so largely employed that wc shall need to 

examine with care the problem that it creates, but this can 

be done only in stages. 
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Bad money 
drives out 
good 

Two 
limitations 

Gresham's Law 

Reference has been made to the fact that the confidence 

reposed in gold as currency was founded upon the possi¬ 

bility of using the metal for some other purpose. There 

are two other ways in which it may be used by an individual 

in any country. The first is to convert the gold into 

articles, such as watches and chains, which command a 

market; the other is to export it to other countries where 

it is in demand as currency or as a commodity or both. 

When people have reason to suspect the currency they 

examine it carefully and attach value to it only to the 

extent of its gold content; that is, they test the coin by 

its commodity value. In days gone by, before the edges 

of coins were milled, it was not an uncommon practice to 

clip or sweat the edges before parting with the coin. More¬ 

over, some of our kings were not above debasing the 

coinage by introducing a certain amount of cheap alloy. 

The coins in circulation were, therefore, of unequal value, 

and it was found in practice that people clung to the coins 

of full weight and those of standard quality, and passed 

on those of a doubtful character, for the good coins were 

the most valuable for melting purposes and for export. 

The instinct which governed our forefathers is not yet 

dead. We are still apt to put doubtful threepenny pieces 

(xi the church collection plate, and to pass on bad coins to 

tram conductors. Owners of automatic weighing machines, 

aware of the temptation on our part to get rid of bad 

pennies, exhort us not to put bent ones into the slot. At 

the outbreak of the First World War people hoarded gold 

coins, but not paper and silver. The tendency for good 

coins to disappear and for bad coins to remain in circulation 

attracted the attention of an Elizabethan minister. Sir 

Thomas Gresham, and he enunciated the law now associated 

with his name, which is that bad money drives out good 

money. The tendency known as Gresham's law is subject 

to two restrictions. The first is that, if there are not 
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sufficient supplies of bad coins to meet the requirements 

of trade, light or bad coins may circulate indifferently with 

the good at their full nominal value. The second is the 

influence of habit. The deterioration of the coinage might 

be so gradual, and the habits of the people so fixed, that 

the former might not be recognized or, having been recog¬ 

nized, produce its effect until it had reached a very advanced 

stage. It was found, for example, in 1888 that about 

46 per cent of the sovereigns circulating in this country 

were deficient in weight. Yet they circulated in response 

to trade needs at the same value as the remainder, their 

deterioration being recognized only by Government offices 

and the Bank of England, by which they were gradually 

withdrawn in favour of new coins. Once suspicion is 

aroused, however, the results that it produces may be very 

profound. In spite of these restrictions, the tendency 

observed by Gresham remains, and since people pass on 

the bad coins and retain the good, and since, moreover, a 

considerable proportion of the coins are in reserve either 

in the proverbial stocking or in the modem safe, it is clear 

that the average quality of the circulating part of the 

currency is inferior to the average quality of the coinage 

as a whole. It follows from these considerations that a 

Government should never allow the unrestricted issue of 

token coins by private individuals or companies, and that 

it should definitely restrict its own issue of such coins. If 

they were issued in large or increasing amounts, the 

standard coins would gradually disappear, and, as I shall 

now endeavour to show, their value or purchasing power 

would definitely and steadily be reduced. 

Application of 
general theory 
of prices to 
value of 
money 

Value of Money—Quantity Theory 

In the second section we were concerned with the forms 

in which money was issued. It is now necessary to con¬ 

sider the value of such money, irrespective of its form. 

When considering the theory of prices we found that the 

price or value in exchange of a commodity was determined 

10—(B.1851) 
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The value of 
money is its 
purchasing 
power over 
commodities 

at any time by the relation of the demand for the com¬ 

modity to the supply of it; an increase in demand or a 

decrease in supply was followed by a rise in price, and a 

decrease in demand or an increase in supply was followed 

by a fall in price. Stated otherwise, the price was lower 

than it would have been if the demand had been greater 

or the supply less, and higher than it would have been if 

the demand had been less or the supply greater. But we 

established no quantitative relation between the change in 

supply or demand and the difference in the price ; no such 

connection, in general, exists. A difference of i per cent 

in supply or demand may produce a difference of 5 per 

cent or 10 per cent in price. The theory of prices is 

applicable to the case of money. For the sake of con¬ 

venience we may, for the moment, assume money to consist 

entirely of gold. We may further assume that gold is 

employed only for monetary purposes. The price of gold, 

like that of other commodities, varies according to the 

relations between demand and supply. An increase in the 

supply of gold, other things being equal, reduces its value. 

An increase in the demand for gold, other things being 

equal, increases its value. But here we are faced with 

slight differences. The first is that while we mean by the 

price of a commodity the amount of money for which it 

would exchange (for it is usually exchanged for money, 

and we use money as the standard measure of its value), 

we obviously cannot measure the value of money in this 

way. But we might have expressed the price of the com¬ 

modity in terms of some other commodity. We might 

have measured the value in exchange of an umbrella in 

terms of wheat or coal, but the result would not have been 

enlightening, and if we wanted to know more about the 

value of the umbrella we should have to compare its 

exchange value with that of dozens of other commodities 

in turn. Not otherwise could we say what change, if any, 

had taken place in the relative price of the umbrella. We 

are enabled to do that quickly by referring all values in 
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exchange to a standard commodity—that is, to money. 

Money in turn is general purchasing power; its price 

cannot be expressed in terms of any one other commodity, 

but only in tenns of an average for all commodities. That 

is, we mean by the value in exchange of money its pur¬ 

chasing power over commodities in general, and its measure 

is to be found in the general price level. Wlien we say 

that the value or purchasing power of gold, or, more gener¬ 

ally, the value of money, has fallen by one-half we mean that 

the price level has risen to twice its former height, and 

when we say that the value of money has doubled we mean 

that the price level has fallen to one-half of its former 

height. Consequently, when we say that the value of 

money is determined by the demand for money in relation 

to the supply of it, we mean that the price level is so 

determined. \Vlien the price level goes up the value of 

money goes down, and when the price level goes down the 

value of money goes up. Either form of expression may 

be used. 

The second difference lies in the fact that money, 

because it is employed as a medium of exchange, is used 

over and over again, and counts in the supply every time 

it is used. A coin used twice in one week counts as much 

in the supply as two similar coins used once in the same 

time, and we usually do use the same coins over and over 

again. The manufacturer withdraws money from the 

bank on Friday and on that same evening, or on Saturday 

morning, pays wages to the workmen. The wives of the 

latter spend the money in the shops on Saturday afternoon 

or evening, and on Monday morning the grocers and the 

butchers carry their bags to the bank and deposit the 

money once more. The next week-end the same process 

is repeated. It is in ways such as these that a large 

quantity of our money circulates. It is, of course, true 

that commodities that are bought in the market are some¬ 

times returned to the market for resale, and in so far as 

this occurs the supply of the commodity is increased in 

\'clocity of 
(.Kculai’ion 
otiil thfi supply 
of money 
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exactly the same way as the supply of money is increased 
by repeated use. But what is accidental and abnormal in 
the case of other commodities is, in the case of money, 
habitual or normal. 

Thus we mean by the supply of money, not the stock of 
money in the country, but the stock multiplied by the 
average rate or rapidity or velocity of circulation. We 
should accustom ourselves to thinking of money as having 
momentum.^ The point may be pressed a little further. 
Money is money only when it works. A supply of steel 
purchased and held by an engineer who intends to use it 
for his own purpose is not afterwards regarded as part of 
the supply on the market. But, if the engineer changes 
his mind and determines to resell the steel that he has 
bought, it is considered part of the supply. Again, the 
iron in the ironworks, which a few months hence will have 
been converted into steel, is not now regarded as part of 
the steel supply, for, in dealing with market prices, by 
supply is meant supply already available for sale or within 
sight, that is, the supply that is in process of being offered 
for sale. Similarly with money. Gold in South African 
mines is not money. Bullion in the Bank of England is 
not, strictly speaking, money, that is to say, it is not 
effective money; nor is money left in a safe effective. So 
long as it lies there it produces no more effect than it 
would if the safe were at the bottom of the sea. It is 
effective only if and when it is offered in return for some 
commodity or service, so that the supply of money, like 
the supply of steel or any other commodity, is a steadily 
moving stream, and it is the movement through the market 
that produces the effect on prices. Once we grasp this 
fact the theory of value relating to money loses its terrors. 

Again, the demand for money is represented by the 
goods for sale. If goods are sold twice they produce the 

^ The mathematical analogy is very exact. The momentum of 
a body is the prod’iict of its mass and its velocity: the supply of 
money, in our sense, is the product of its quantity and its velocity 

circulation. 
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same effect on their side as money when it is used or sold 

twice. 
We have stated that the theory of prices applies to 

money. That theory may first be stated in the following 
form: the greater the quantity of money in relation to 
the supply of goods, the smaller the value of that money. 
But the theory as applied to money differs in point of 
exactness from the theory of prices as applied to com¬ 
modities. The value of money not only varies, but varies 
exactly with, or proportionately to, a variation in the 
relations of demand and supply. The value of money 
(provided the demand for it, that is, the supply of goods, 
remains constant) is twice as high as it would be if the 
supply were twice as great. If, when the supply of money 
is represented by x, the average of prices, or general price 
level, is represented by y, the theory states that, other 
things remaining as they are now, if the supply had been 
represented by 2% the price level would have been repre¬ 
sented by 2y, that is, it would have been twice as high, or in 
other words, the value of money would have been only half 
as great. 

It must be so. By assumption money is only a medium 
of exchange, that is, it is used only in purchasing goods. 
Consequently, the value of the total quantity of it over a 
unit of time is always represented, irrespective of its 
amount, by the sum of the prices of all the goods sold in 
the time. An increase in the supply of money does not 
represent a greater supply of goods. The total value of 
the goods that change hands during the unit of time must 
always be equal to the total value, in terms of goods, of 
the money that has changed hands in the same time. 
What is expressed in the “theory” is an identity. If, for 
example, in this country every pound were called £100 it 
follows that, assuming everything else to remain unchanged, 
every price would have to be multiplied by 100. 

It should not be forgotten that we have assumed every 
other condition or circumstance to remain exactly the same 

Quantity 
theory; value 
ot money 
varies 
iuverselv with 
its supply 
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Meaninf? of 
th« terms 

as before. We have but compared two states, A and B, 

differing only in one respect. In other words, we have 

ignored the disturbing effects of the process of change 

from A to B. There is a profound difference between the 

effects of a changed currency and the effects of a changing 

currency. Wlien, in practice, the supply of money rela¬ 

tively to the supply of goods is being changed the effects 

due to the process of change are themselves profound. These 

may be illustrated irom the history of the last few years. 

Inflation and Deflation 

For the purpose of this section, inflation may be defined 

as an increase or expansion of currency beyond the amount 

necessary to supply the needs of trade at the existing level 

of prices. Trade increases with population, and also with 

invention and improvements in organization, and if prices 

are not to fall the volume of currency must be corre¬ 

spondingly increased. But any increase beyond this 

volume, as we have seen, raises prices. Such an increase 

may occur in the volume of gold currency following upon 

the discovery of new gold-mines, in which case it is not 

regarded as inflation. Inflation is usually restricted to 

denote an increase in paper currency or credit beyond the 

accepted limits of safety, safety itself being related to the 

prospect of early convertibility into gold at the face value 

of the paper. Abnormal changes, to which the present 

section refers, can only take place, however, in paper 

currency, and, having given the technical meaning of 

inflation, it will be convenient to use the term to express 

any abnormal increase in currency, the effects of which are 

examined below. Similarly, deflation is used to denote an 

appreciable decrease or contraction of the volume of 

currency relatively to the requirements of trade at the 

existing price level. 

It should be observed that a rise is possible in the prices 

of a group of commodities even when the volume of currency 

remains constant. If fashion suddenly changes, and new 
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commodities are eagerly sought, their prices will obviously 

rise during the short period; but it has already been 

shown ^ that the rise will not be of long duration, and that 

ultimately new supplies will be forthcoming and prices will 

tend to fall to the cost of production level. Moreover, so 

long as the prices remain high through abnormal pressure 

of demand, the prices of other commodities (which have 

been neglected in favour of the fashionable group) will fall. 

The general level of prices remains unchanged. When the 

general level is changed a corresponding change in the 

ratio of currency to goods will also be found. 

The usual cause of inflation is the failure of a Govern- Purpose and 
methods ot 

ment to balance its budget, or, alternatively, to borrow mtiatioii 

the savings of individuals in order to meet the deficit. 

Abnormal expenditure due to war cannot be immediately 

covered by an increase in taxation, and the Government 

usually borrows much of the money needed. In so far as 

the loan represents savings not yet invested it also repre¬ 

sents, like taxation, a transfer of existing purchasing power 

from one to another. The loan determines the direction of 

investment or expenditure ; the Government spends what 

someone else would in any case have spent. There is no 

increase in currency, nor any change in the general level 

of prices. But taxes and loans are rarely sufficient to 

meet such abnormal expenditure ; even so-called “ peace " 

expenditure sometimes exceeds the revenue derived from 

such sources. Governments are then compelled to resort 

to the last remaining alternative, which is currency infla¬ 

tion, often garbed in elaborate disguise, but sometimes 

naked and unashamed. In the latter case which, in order 

to illustrate principles, is the one we shall now consider, 

the Government issues fresh legal tender in the form of 

notes, either Government notes or notes issued through a 

central bank under Government control. 

The first point to be noted is that the individuals in the 

community are not deprived of their own stores of currency. 

> See Chap. IV. 
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Effects of 
inflation 

Their private demands arc thus, for the moment, unaffected, 

and it may be assumed that they give full employment to 

industries and trades. The Government brings the new 

currency to the market and demands the goods which it 

requires. The increase in total demand sends up the prices 

of those goods immediately affected, and the rise gradually 

percolates through industry. Thus the effects are a rise 

in the general price level, abnormal trade activity, easy 

profits and, in the majority of industries, a rise in money 

wages and salaries. Despite the apparent prosperity, the 

standard of living does not rise : there is no greater supply 

of goods for private consumption. It is inevitable, indeed, 

that, in spite of “ overtime and other devices for increas¬ 

ing output, the supply will be less, for the energy of many 

people will have been devoted to making goods for the 

Government, and these are composed partly of instruments 

of war. 

The second point to be noted is that inflation breeds 

inflation. If the war or other cause of abnormal expendi¬ 

ture continues, the cost increases with the rise in prices. 

Tlie second supply of munitions will cost more than the 

first of equal amount. Moreover, whereas the peace 

services of the Government (the Post Office, etc.) cost 

more through advances in wages, the charges cannot be 

increased so rapidly as the prices of commodities are raised 

on the commercial markets. Consequently new deficits 

appear in the budgets of State departments, and these 

have to be balanced by further inflation. Thus the rate 

of inflation tends to become more rapid. 

The continuous fall in the value of the currency renders 

it an unsuitable store of value. People give up saving in 

domestic money and seek some more suitable method of 

providing for the future. Some purchase as much as they 

can of a foreign currency which is tied to gold or, for some 

other reason, is more stable than their own. Thus the 

flightfrom the mark and the Austrian crown after the 

First World War was due to the lack of faith in their own 
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currcnci(3s on tlie part of llirifty Germans and Austrians. 

The cor^scqucnces of such transfer of savings into more 

stable currencies will become evident later, when wc have 

examined the theory of foreign exchanges. Other people 

desiring to ‘‘save” spend their money in the purchase of 

durable goods, such as diamonds, billiard balls, gramo¬ 

phones, household linen, and furniture—anything the value 

of which is likely to endure relatively to that of commodities 

in general. Business firms invest their profits imme¬ 

diately in new machinery and plant, new office premises, 

and any other form of expenditure which is likely to 

sti*engthen tlieir economic position. The thriftless will 

reveal their character more clearly than ever. In their 

case easy profits are followed by an orgy of extravagance. 

Hence it follows that everybody is busily employed so long 

as the process of inflation continues. 

The next stage is marked by three characteristics. 

People do not know what prices to charge. First, prices 

fluctuate violently from day to day, and, secondly, they 

vary considerably from place to place. But in most places 

people have become accustomed to the effects of inflation, 

and the probability of its continuance, and always try to^, 

charge ** to-morrov 's price,'' that is, they endeavour to 

anticipate the inflation. Consequently, in spite of its 

abundance, currency is always scarce. To-day's currency 

is not sufficient for to-morrow's prices, which are the prices 

appropriate to to-morrow’s currency. It follows that 

when this stage is reached the Government is always able 

to urge, in excuse of its action, that it is only increasing 

its currency in response to the needs of industry and com¬ 

merce. Moreover, when, at long last, the currency is 

stabilized—that is, the process of inflation is stopped— 

practically all the issued currency is actually circulating 

in payment of goods and services, and there is a shortage 

of “ liquid " capital or loanable money. 

The next stage in the process of inflation is characterized 

by the breakdown of the currency as a standard measure 
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Effects of 
deflatioa 

of value. No one will enter into a long contract dejftned 

in terms of a currency which is rapidly depreciating. A 

mining enterprise issues debentures, not in currency, but in 

coal, stipulating, in return for so much money now, repay¬ 

ment, in the money of the future, of that sum which will 

command the same amount of coal as the borrowed money 

now commands. A furnished house is let for a year, not at 

so much per month of the paper money (which would mean 

a diminishing real rent), but for those monthly payments 

in paper money which represent a steady rent in gold or 

purchasing power. Finally, the currency loses practically 

all value, and, in spite of the fact that it is legal tender, 

people will not sell goods in exchange for the currency. 

For although a seller is bound in law to accept legal tender, 

he is not bound to sell, and it is within his power to enter 

into a contract which is essentially barter. Consequently 

he refuses to sell unless the buyer enters into a voluntary” 

contract to pay in gold or its equivalent, and the buyer, 

driven by economic necessity, is forced to accept that 

voluntary ” contract. 

Meanwhile profound changes have taken place in the 

distribution of wealth. Holders of debentures and other 

fixed-interest securities, together with all other recipients 

of fixed incomes, have been driven into poverty and 

destitution; employees in public works and many other 

industries find that their wages never overtake the cost 

of living, and are reduced to a state of semi-starvation. In 

private industry fabulous fortunes (in the paper currency) 

are made, and in many cases the workpeople are able to 

enforce relatively high wages, measured in gold. Insurance 

becomes a gamble, and banking a farce. 

Such are the general effects of inflation when the process 

is continued to its logical conclusion. Austria, Germany, 

and Russia, among others, have tasted the sweets and the 

bitters of such inflation, and they provide a warning to the 

rest of civilization. Nor are the effects of rapid and pro¬ 

nounced deflation to be welcomed. The first effect is to 
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increase the value of the currency, which thus becomes 

even too perfect as a store of value. By merely holding 

currency, people profit more than by investing it in specu¬ 

lative enterprise ; its purchasing power rapidly increases. 

When prices are rapidly falling capital development 

practically ceases, and renewals and repairs are reduced to 

a minimum. No one, unless the need be urgent, is likely 

to build a house this year if, by waiting until next year, the 

cost of construction is likely to be considerably reduced, 

for its ultimate value as an investment will be determined 

by the future cost of building a similar house. What is 

true of houses is true of all durable goods and of repair 

work. Thus, trade generally is depressed, the demand 

for labour is reduced, and unemployment on a large scale 

created. Moreover, by the end of the process the average 

age (which should remain constant, if not fall) of the 

industrial equipment of the country is increased and 

capital goods are found to be in a state of disrepair. 

Inflation at least means rapid development of industry^ 

and a fall in the average age of the nation*s capital equip¬ 

ment ; it also means trade activity and full employment 

Deflation produces stagnation, industrial anaemia, and infla¬ 

tion the flush of fever. During inflation the distribution 

of wealth is altered in favour of speculators, and maybe 

the workers emplo3^ed in speculative industries; during 

deflation it is altered in favour of the holders of debentures 

and other fixed-interest securities, and of the workers who 

remain in employment, particularly those employed by 

public authorities or in comparatively stable industries, 

for, although wages are reduced, they do not fall so rapidly 

as the cost of living. 



CHAPTER VII 

BANKING AND CREDIT 

Essentia] thc presciit Chapter wo shall be concerned with the 
leatviresof ^ ^ . 
banking csscntial fcatures of banking and credit. The laws relating 

to banking differ in different countries, and banking 
practice varies according to tradition and to the stage of 
development already reached. We, in this country, are 
apt to think of banking in terms of English (or, it 
may be, Scottish) law and practice. I shall, however, 
attempt to give only what is common to most systems 
of banking. 

Deposits and Loans 

Primary Imagine, first, an industrial community resembling our 
banker is to owu in all csscntial features except that it does not boast 
de^Sita highly developed system of banking and credit. The 

banker merely provides a safe deposit for the savings or 
surplus cash of individuals, and money consists solely of 
metallic coins, such as sovereigns and shillings. The banker 
serves many kinds of customers or clients, but in all cases 
he only provides the use of his treasury. The grocer visits 
the bank and deposits a considerable sum every Monday 
morning, and once a month withdraws most of it to pay 
his bills. The Civil Servant deposits his salary on the first 
of the month and withdraws smaller amounts at more 
frequent intervals. The manufacturer uses a motor van, 
once a month, to convey the large sums which he receives 
from his customers, and a taxi-cab, once a week, to bring 
back the money required to pay 2,000 workers whom he 
employs. 

A number of the depositors spend less than they earn, 
and their balances at the bank steadily increase in amount, 
until at last they determine to invest most of them in some 
industrial or other enterprise which offers a prospect of 

286 
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gain. If an individual invests by purchasing existing 
shares from someone else, the latter returns the money to 
the banker, whose total deposits are, therefore, not reduced. 
If, however, the investor risks his money in a new venture 
(i.e. if the investment represents capital development), and 
new share certificates or bonds are issued, the borrower 
uses the money to build a factory or otherwise develop a 
business. Money previously lying idle is now employed 
in purchasing materials and paying wages, that is, it is 
again passed into circulation. For a time, at any rate, the 
banker's store of deposited money is definitely reduced. 
Moreover, if the capital development is due to the 
growing needs of an increasing population, some of the 
money thus drawn into circulation tends to remain in 
circulation. 

Thus the banker is briskly employed taking in and paying 
out. If many new enterprises are started within a short 
period the amount paid out exceeds the amount received 
and the stock in hand is reduced ; but if, for some reason, 
capital development is arrested, and the banker becomes 
less busy at both counters, the amount paid out diminisl^es 
more than the amount received, and the stock in hand is 
increased. Although the stock varies in size it never 
disappears. ^ Tliere are always some people with balances 
in hand, that is, with unspent income. And experience 
teaches the banker what percentage of the turnover the 
minimum stock is likely to be. In a large and settled com¬ 
munity with a steadily, though not rapidly, growing popula¬ 
tion and trade, even the variation in that stock is not likely 
to be very great. New enterprises are started fairly 
regularly, and the stream of savings flowing into such 
enterprises is fairly steady. The money passing into the 
bank thus passes out again into circulation along two 
channels, one constituting the demand for goods (including 
services) for ordinary consumption, the other constituting 

^ It was shown in the last chapter (p. 283) that it almost dis¬ 
appears at the end of a period of rapid inflation of currency. 
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the demand for goods, such as machinery, required for 
improving and increasing industrial equipment. 

(Jrant of loiuis We are now in a position to consider the first stage in 
out of ^ . 
ininimum sum the development of the modern system. In addition to 
of deposits ^ 

those who have more or less permanent, though fluctuating, 
balances at the bank, and those individuals or companies 
who borrow in order to build houses, erect factories, or 
otherwise develop the economic resources of the country, 
and are able to attract investors, there are people who want 
to borrow money for various purposes which may not 
appeal to the investing public. They are known to the 
banker and their schemes meet with his approval. The 
banker, therefore, lends such people a part of the minimum 
stock which would otherwise lie idle, and his loans facilitate 
trade. The idle stock is drawn into circulation, and the 
banker is able to make a profit on that stock by charging 
interest on his loans. But he must select the borrowers 
with care. It is not sufficient that they should give 
adequate security. The minimum stock of the banker 
represents an obligation to the depositors of money, and 
although the chance that they will all, at the same time, 
withdraw the whole of their balances is exceedingly small, 
the possibility that they will do so remains. Moreover, if 
their faith in the banker^s integrity or capacity is weakened 
the chance is greatly increased. More is required than that 
the banker should be ultimately solvent; he must be 
immediately solvent, for he has entered into an obligation 
to pay on demand. He cannot ask for credit, tliat is, time 
to pay. He must, of course, be careful not to underestimate 
the minimum stock required on hand, but he must also be 
extremely careful not to lend the sums available for loans 
to people who cannot pay him quickly. Thus, for example, 
if a manufacturer applied to the banker for a loan of 
£50,000 for the purpose of erecting a factory the banker 
would probably refuse,'and recommend his client to search 
for an investor who was willing to lock up his capital in 
return for an assured rate of interest. But if the client 
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having used his own or any investor's money for the pur¬ 
pose, applied for a bank loan of £10,000 in order to pay for 
raw material and labour, the banker would grant that loan 
without hesitation. For he would know that, in a few 
weeks, the finished product would be sold and paid for, and 
the loan automatically cancelled. Similarly, a merchant 
would be granted a loan for the purchase of stocks for 
resale. This distinction between investment capital, 
which is locked up for a long period, and commercial capital, 
which is normally repaid and reborrowed at frequent 
intervals, is of the first importance in sound banking. 

Bank-notes 

The second step in the development of modem banking 
consists of the use of paper substitutes for metallic money. 
The payment of large sums in coin, particularly to distant 
creditors, would obviously be an awkward business. An 
economy of effort is effected and a risk of loss avoided if 
the holder of a bank balance, instead of withdrawing the 
gold and sending it to a creditor, is able to send the latter 
a paper representing a claim upon the banker for payment 
of the money due. This order the banker provides, and 
it is called a bank-note. The creditor, having received it, 
may do one of two things. He may return it to the banker, 
in which case the sum indicated on the note (or notes) is 
transferred to the credit of his account from that of his 
debtor, and the bank-notes lie idle in the banker's desk. 
Alternatively the creditor may pass the notes, in turn, to 
other people to whom he owes money. Obviously, this 
alternative would be frequently employed. Bank-notes 
circulate in payment of debts, and these represent gold 
which would otherwise circulate in the same way. Conse¬ 
quently the minimum stock of gold at the bank is greater 
than it would otherwise be, and the amount of gold which 
the banker can lend to borrowers is correspondingly larger. 
But the banker, having educated the community in the 
iKse of bank-notes, need no longer lend the borrower the 

Use of baak- 
uotes, 
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actual gold ; the latter is now willing to accept bank-notes, 
and these are used in pa3nnent of raw material, wages, 
stocks, etc., and circulate in exactly the same way as before. 
Further, just as the minimum stock of gold was enlarged 
through the employment of bank-notes by those who held 
balances at the bank (that is, the payments made could be 
made with less actual gold than before) so, too, the mmi- 
mum stock of gold (now enlarged) which the banker can 
lend as gold becomes the basis of loans in notes to a greater 

amount. 
In view of the prevalence of erroneous ideas as to the 

nature of banking it may be useful to submit a purely 
hypothetical illustration of what has already been said. 
Suppose a banker has a thousand chents who leave their 
balances at the bank, and that experience teaches the 
banker that the total balances, when gold alone is employed, 
are never less than £200,000 This represents a sum which, 
so long as the banker does no more than provide a safe 
deposit, is never, in practice, withdrawn from the remoter 
safes in tlie strong-room. The banker then decides to lend 
money to borrowers. He retains £50,000 for contingencies, 
and lends the remaining £150,000. The loans are used to 
pay for materials and labour and, therefore, circulate. 
Some of the gold finds its way back to the bank at once, 
the rest remains in circulation ; it is found, in practice, 
that £50,000 returns, and £100,000 circulates, so that the 
banker has now a total minimum stock of £100,000. When 
he employs bank-notes he finds that his first group of 
clients—those with cash balances at the start—economize 
gold to such an extent that the minimum stock (if the 
banker were not also a lender) would be, say, £400,000. 
Retaining, say, £100,000 he would be able to lend, in gold, 
£300,000 to borrowing chents. But, by lending notes, he 
finds that he can lend a much larger amount. Those who 
receive the notes from the borrowers either return them 
to the bank, or pass them on to their own creditors, or 
again, pass on the bulk and withdraw only a small amount 
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of gold in order to make small payments. Against the 
original minimum stock of £400,000 in gold (now reduced 
by withdrawals for small payments) there may be a much 
larger sum circulating in the community in the form of 
bank-notes. 

Three general observations may be made at this stage. 
The first is that by lending (in gold) part of the minimum 
stock to borrowers, the banker has immediately increased 
the volume of currency in actual circulation. If he did 
not lend in that way it is obvious that the borrowers would 
themselves need to seek those individuals who possessed 
savings and were willing to lend. In so far as they were 
successful the balances remaining at the banks would be 
correspondingly less. But as these are largely of the nature 
of floating balances, not savings individually set aside for 
future investment, their mobilization by the banker has 
created a new use for them. In other words, as in insur¬ 
ance, the averaging principle holds good; a large pro¬ 
portion of what would otherwise be balances retained by 
individuals become available, through concentration at the 
bank, for use as commercial capital by borrowers. More¬ 
over, the amount of currency in circulation is further 
increased when the banker issues notes, which are employed 
as a substitute for coins. The increase in the volume of 
currency, as we have already seen, reduces its value, that 
is, raises the general level of prices. Hence we find that 
when, in a rapidly developing country, banks spring up 
and paper is substituted in large measure for gold, the 
price level may rise without a corresponding increase in 
the supply of gold coins. 

The second observation is closely connected with the 
first. The greater the amount of money available for 
circulation the greater the amount which actually circu¬ 
lates. People in general both spend and save roughly in 
proportion to their money incomes, and the average of the 
latter is determined by the supply of money. When the 
supply of money is increased by the use of bank-notes, the 
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amount which is spent on current goods and services is 
likewise increased, and the price level rises. For this 
reason it is found that when the issue of bank-notes is 
increased more actual coin is required than before for the 
payment of wages, while people have to carry more coins in 
their pockets for ordinary shopping purposes. Consequently 
an increase in the issue of bank-notes is accompanied (so 
long as the habits of the people remain unchanged) 
by an increase in the withdrawal of coins from the bank. 

The third observation has already been partly dealt 
with. The banker must at all times retain, for contin¬ 
gencies, an adequate reserve of coin, that is, legal tender, 
which he is compelled to pay on demand. Consequently 
his power to issue notes is restricted. As already stated, 
an increase in the issue of notes is accompanied by a drain 
of coins for current transactions and, therefore, by a fall 
in the reserves. Moreover, it raises the cost and price 
level in the community which the banker serves. This 
rise in the costs and prices attracts goods from other 
communities and makes it more difficult to send goods in 
return; consequently a debit balance appears which can 
only be paid in money. For this reason the traders in the 
community present their notes to the banker and ask for 
gold, which is the only form of money that the foreign 
creditors will accept. The gold reserve, therefore, dwindles. 
Finally, if the creditors of the banker (that is, those who 
have deposited their cash balances with him) become 
apprehensive on account of the increase in the note issue, 
and the fall in the gold reserve, they will seek to withdraw 
their deposits. 

The banker maintains the desired reserve by regulating 
the charge that is made for loans. When the reserves are 
relatively high and the banker wishes to encourage clients 
to borrow more money, he reduces his charge for loans in 
exactly the same way as a seller of strawberries reduces 
their price, when the supply is plentiful, in order to encour¬ 
age sales. Clients borrow money because they expect to 
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make a profit by using the loans. A borrower who is on 
the margin of doubt whether he can make sufficient profit 
to enable him to pay at the rate of 5 per cent per annum 
would decide to borrow if the rate were reduced to 4 per 
cent. Again, when the reserves are relatively low and the 
banker desires to curtail his loans, he raises the charge for 
them and so chokes off those who cannot afford to pay the 
higher rate. When the reserve is low and the banker 
raises his charge for accommodation, he also encourages 
people to deposit cash with him by offering a higher rate of 
interest on their deposits ; and when the reserves are high 
and he reduces the charge on loans, he also tempts people 
to withdraw their deposits by reducing the rate of interest 
on them. 

Cheques 

We may now proceed to consider the third and final use of cheques 

stage in the development of banking, namely, the use of 
cheques. Wien anyone (whether lie be the depositor of 
surplus cash or one who has negotiated a loan) having a 
claim upon the banker desires to make a payment to a 
creditor, it is a convenience when he is able to do so by 
sending a bank note obtained from that banker; but it is 
a still greater convenience when he is able to send his 
creditor a written order (cheque) drawn by himself, for the 
exact amount, re^piesting his banker to pay the creditor the 
sum stated thereon. The recipient of the cheque may either 
present it (if it is not crossed) to the banker and receive 
cash in return, or pay it to the credit of his own account, 
if he has one. Thus a cheque acts as a medium of payment 
in e-ssentially the same manner as gold or bank-notes, the 
main difference being that whereas the latter may pass 
through several hands before being returned to the banker, 
a cheque, though it may pass tlirough two or even three 
pairs of hands, is usually used for one pa3mient only, and is 
sent to the banker by the creditor whose name appears 
on it. 
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Cheques and The last point reouires a little further elaboration. We 
volume of 
currency havc already examined the quantity theory " of money, 

which states that, other things being equal, the value of 
money varies inversely with the supply. By supply ” 
is meant not merely amount, but amount combined with 
rapidity of circulation. Thus £100 used twice produces 
the same effect upon the price level as £200 used once 
during the same period. The total amount of coins, in a 
community using coins only, does not necessarily indicate 
the total quantity or supply of money, for the coins may 
be used more frequently in one period than in another. A 
cheque produces precisely the same effect, when used once, 
as that produced by the single use of coins of the same 
amount. Since the great majority of cheques are only 
used once, the total value of all the cheques drawn and 
cleared during a given period, say a year, provides a fairly 
close estimate of the '' supply'' of money in the form of 
cheques. Thus, if we assumed that coins changed hands 
on an average ten times during a year, and that all cheques 
were presented to the bank by their recipients (that is, 
that a cheque was only used once), cheques to the value 
of £1,000 would represent the same supply as £100 in 
coins; they would produce the same effect upon the price 
level as the latter. 

It should be noted that the obligations of the banker 
to his clients do not, of themselves, produce any effect 
upon the price level. They represent a potential supply 
of money, and only become part of the effective supply if 
and when they are utilized by the clients. For example, 
if I have a credit balance of £100 at the bank it has no 
effect upon prices: it does not become part of the effective 
supply of money unless and until I draw cheques against it 
(in payment for goods and services) or withdraw it and 
make payments in cash. Again if, having no cash balance 
and requiring money, I borrow £100 from the banker, that 
sum is not added to the effective supply of money until 
I draw cheques against it or take the loan in the form of 
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cash, and use the latter to make necessary payments. But 
people borrow from the banker because they wish to make 
use of the money—generally in the pursuit of trade and 
commerce. It follows that when the banker increases his 
loans to borrowers the effective supply of money—that is, 
the total payments by cheque and otherwise—is increased, 
and the general level of prices is raised. The quantity 
theory of money already outlined in the previous chapter 
should, therefore, be so read as to include in the supply of 
money the cheques (and notes) that are used as means 
of payment. 

Banking Operations 

From what has been stated in this chapter it is clear 
that the essential functions of the banker are, first, to 
provide a safe deposit for those who have more cash than 
they need at the moment and, secondly, to lend money 
to those who need it for short periods and are prepared 
both to pay interest on, and to deposit adequate security 
against, the loans. The amount of loans that may safely 
be given is determined by the amount of the banker's 
obligations to his creditors and the need for retaining in 
hand a sufficient supply of cash to maintain their confidence 
in his ability to meet his obligations on demand. The 
banker’s total assets are always greater than his liabilities, 
for they include the debts of the borrowers to himself, and 
these are adequately covered by securities which, if neces¬ 
sary, may be sold; but his cash assets are less than his 
habilities. 

The connection between loans and deposits calls for 
further examination at this stage, for a loan may be the 
origin of a deposit. When a mill superintendent deposits 
his monthly salary at the bank he is not immediately 
concerned with the source from which the money was 
obtained; it represents to him a cash balance, and it 
gives him a claim of that amount upon the bank. But his 
employer, in order to pay him, may have had to overdraw 
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his own current account. He has made an arrange¬ 
ment with the bank whereby (having deposited collateral 
security) he is enabled to borrow, when necessary, and for 
the time that may be necessary (provided that it be not 
too long), up to a stated sum, and he pays interest, reckoned 
daily, on the actual overdraft. Thus the loan to the 
employer becomes a deposit to the superintendent. By 
increasing its loans the bank has increased its deposits. 
A building contractor may make an arrangement of a 
slightly different character with the bank. He may borrow 
outright (against security) a stated sum—say, £1,000—in 
order to enable him to complete his contract. In that case 
he has to pay interest on the total amount, and his account 
is credited with that sum. He is then a depositor, that is, 
he possesses a claim upon the bank for that sum. For a 
depositor is a person who possesses a claim upon the bank. 
The difference between the mill superintendent and the 
contractor is that whereas the former paid in advance for 
his claim, or right to draw, the latter arranged to pay for 
his claim at a later date. If the contractor sends a cheque 
of £100 in payment of materials, the seller's deposits are 
increased to that extent, and those of the contractor are 
reduced to £goo. 

It will thus be seen that bank deposits are bank liabilities 
or obligations, and that they increase as the loans to clients 
are increased. They do not, as is frequently believed, 
necessarily represent voluntary savings on tlic part of the 
community.^ If the mill superintendent spent all his 
salary during the month his deposits would disappear, but 
only to reappear either as deposits in the bank accounts 
of other people; or as cash actually withdrawn and 
circulating in the community, which, in turn, would mean 
a reduction in the bank's stocks of cash ; or (which is 
more probable) partly as deposits and partly as cash. An 
increase in }oans thus results in an increase in bank obliga¬ 
tions in respect of deposits, and probably in an absolute 

^ See pp. 302-3. 
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reduction in what is called the cash reserve. The ratio 
of reserves to liabilities is reduced. It is for this reason 
that the bank cannot indefinitely increase its loans. 

The necessity for maintaining a satisfactory ratio ^ of 
reserves to liabilities influences not only the amount of 
loans and advances which a bank will make, but also the 
methods which it adopts in handling its money assets, 
that is, what is left on deposit and current account.^ It 
should not be forgotten that the bank is influenced by two 
forces pulling in opposite directions. The need for main¬ 
taining adequate reserves dictates caution ; the desire for 
gain, supplemented, on occasion, by the clamour for accom¬ 
modation, tempts the bank to lend too freely. Cash 
reserves bring no return in the form of interest.® The 
bank, therefore, reduces such reserves to the lowest level 
consistent with safety. But it retains a further portion 
of the current and deposit accounts in as liquid a form 
as possible, that is, in a form which can be readily converted 
into cash. Some part it invests in first-class securities 
which can be quickly sold for cash on the Stock Exchange.*^ 

1 What the ratio should be depends largely upon psychological 
factors : the bank must not arouse suspicion. If depositors think 
the reserves are satisfactory then they are, in fact, satisfactory, 
however small the ratio may be ; if the depositors think they are 
too low then they are, in fact, too low, however large the ratio may 
be. Where banking is highly developed and the people have 
acquired the " banking habit " they need not be so high as in 
countries where the people have had little experience of modem 
banking. 

^ The difference between the two accounts is that in the case of 
the former the bank may demand notice of withdrawal and, there¬ 
fore, pays interest on the amount deposited. Money on current 
account may be withdrawn without prior notice ; the bank may or 
may not pay interest. 

* I use the word interest in its widest possible sense. As a 
technical term it will call for examination below (p. 303) and in 
Section III, Chap. XIII. 

* It is at least doubtful whether, during a serious crisis, invest¬ 
ments are so " liquid " an asset as they are assumed to be. For if, 
in such a crisis, all the banks in a country sold their investments, 
their prices would fall heavily. Moreover, since the banks would 
at the same time call in their short loans, and these are partly used 
to finance dealings on the Stock Exchange, other sales of invest¬ 
ments would take place on a large scale at the same time, and would 

Inveslment of 
assets 



Discouating 
and bills of 
(ixchange 

298 THE ECONOMICS OF PRIVATE ENTERPRISE 

Another part is invested in short loans, that is, loans 
that will be repaid in a couple of days or weeks. Some of 
these are used for Stock Exchange transactions, and most 
of the rest are employed by bill-brokers, to whom reference 
will presently be made. They mature so rapidly that the 
bank is able to rctplenish its cash assets quickly by merely 
refusing to issue fresh loans of that kind. Investments in 
first-class securities and short loans of this kind are normally 
so easily and quickly convertible into money that they are 
regarded as almost equivalent to cash. Practically all the 
remainder of the deposit and cun*ent accounts is locked up 
in discounts and advances (including business loans). The 
latter have already been described ; they are made mainly 
to merchants and to manufacturers who require money to 
finance current trade, and the money so used may be, 
and usually is, locked up for a longer period than money 
invested in securities, and in those short loans specified 
above. 

The discounting function calls for more detailed con¬ 
sideration. What is discounted is a bill of exchange, the 
bugbear of the “ general reader." A bill of exchange is 
defined in the Bills of Exchange Act (1882), as " an uncon¬ 
ditional order in writing, addressed by one person to another, 
signed by the person giving it, requiring the person to 
whom it is addressed to pay on demand or at a fixed or 
determinate future time a sum certain in money to or to 
the order of a specified person, or to bearer." In order to 
make the matter clear it may be stated that, from the 
economic point of view, there is no essential difference 
between a bill of exchange and a promissory note. Smith, 
a merchant, sells leather to Robinson, a boot manufacturer. 

further influence prices. Finally, most of the buyers (other than 
foreign buyers) of such securities would obtain funds to finance 
their purchases by withdrawing their cash balances, and if these 
were held in one bank, and the securities bought were sold by another 
bank, the reserves of the first would be further depleted. If they 
were held by the same bank the net effect would be to strengthen 
the position of that bank—^it would have paid some of its obligations 
by hemding over securities. 
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The latter cannot pay his debt until he receives payment, 
say, two months hence, from his own customers, but the 
former requires money immediately in order to finance his 
own business. The difficulty is overcome by Robinson 
giving Smith a promissory note due two months hence (the 
amount being more than would be charged in a cash 
transaction), and Smith finds someone who is ready to buy 
the promissory note (for its present or discounted value 
at the current rate of interest) as an investment. Thus 
three people are satisfied. This arrangement is only 
possible, however, if Robinson is known and trusted. If 
he is a stranger to Smith he may be known to and trusted 
by some firm of wide fame (John Bull & Co.), which is 
willing to go security for him and to state the fact on the 
face of the note. In order to simplify the transaction 
Robinson then makes an arrangement with Bull & Co., 
under which the firm agrees to go security up to a given 
amount, and Robinson is enabled to instruct his creditor 
(Smith) to prepare the document (now a bill of exchange) 
himself, and to send it to Bull & Co. for “ acceptance." 
The latter pays the amount when the note or bill reaches 
maturity, and in turn receives payment from Robinson. 
The purpose of the bill is to enable Smith to secure funds 
immediately, and the bill becomes a valuable document 
because Bull & Co., who has " accepted " it, is known and 
trusted by everybody. Bull & Co. may be an " accepting 
house " pure and simple (there are several such firms in 
London) or a firm of bankers. Having drawn the bill upon 
Bull & Co., in respect of leather sent to Robinson, Smith 
discounts it and so secures funds to carry on his business. 
He may discount it either with a bill-broker (or discount 
house) or with his banker. The banker, in turn, may 
rediscount it with a bill-broker. 

Bills of exchange are no longer used, to any great extent, 
in domestic trade, but are usually employed in international 
trade. Smith, an American merchant, sends goods to 
Robinson, in England and, by arrangement, draws a bill 
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(in pounds) upon Bull & Co., a London accepting house. 
Smith discounts it (for a sum in dollars) with his local 
banker, who sends it (along with the shipping documents) 
to his London agent, who in turn presents it to Bull & Co. 
for acceptance. When it has been signed by the accepting 
house, the agent may either hold it until it reaches maturity 
or discount it—probably with a bill-broker. We need not 
elaborate details further. There are many types of bills 
and more ways than one of financing international trade. 
Thus, for example, if someone in America had purchased 
goods from this country and, therefore, required to make 
payment in pounds, he might be able to buy Smith's bill 
and send it to his British creditor, who in turn would 
discount it; or, again, Smith's banker, having bought 
his claim upon Bull & Co. (by discounting the bill), and 
sent it to London, would be able to draw upon this credit 
and sell its own bill to the American buyer of British 
goods. 

The bill-broker is a dealer in bills. He buys (i.e. dis¬ 
counts) bills drawn from all sources. Banks also like to 
carry a portfolio of bills, but they like to select them in 
such a way that they mature fairly regularly. The broker, 
having purchased all sorts, maturing at different dates, 
divides them into parcels " such as the banks desire, and 
sells them to (i.e. rediscounts them with) the latter. Thus 
banks accept bills for their clients (competing with Bull & 
Co.), discount bills, and lend money to bill-brokers,'who in 
turn discount bills with their own funds supplemented by 
such bank loans. Briefly, then, banks use their deposit 
and current accounts in buying gilt-edged securities, pro¬ 
viding short loans, discounting bills, and making advances 
to clients who require money for short periods to finance 
business or other transactions. The remainder is held as 
cash, part being used as till-money, the rest being held as 
the ultimate banking reserve. It will be evident that there 
is no essential difference between an advance granted upon 
collateral security and a pa5mient made in discounting a 
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bill. In each case the client receives an immediate claim 
upon cash, which is what is required. The difference lies 
in the nature of the security. A bill, it is true, is auto¬ 
matically repaid at maturity, but a banker who makes an 
advance to his client does so because he knows that the 
latter will use it in such a way that repayment will be made 
at due date. Further, a bank which discounts bills on a 
large scale is expanding “ credit ” (that is, increasing 
deposits or potential money) in essentially the same way 
and to the same extent as if it granted advances to the 
same amount. 

Credit 

Two further points call for comment. What has been 
described in this chapter is commonly called the credit 
system. Credit is essentially a loan and, therefore, intro¬ 
duces two factors, amount and time. When we get 

credit'' from our grocer, that is, defer payment for goods 
received, we borrow and use some of the grocer's capital. 
But the word credit is frequently used in a slightly different 
sense. Wlien we say that a person's credit " is good we 
mean, essentially, that he possesses borrowing power; 
people are willing to trust him, because either he already 
possesses money or is in a position to obtain money from 
his bank or some other source. His promise to pay is 
valuable. 

It is important to distinguish between credit and a 
credit document. When a client obtains an advance from 
his bank he obtains credit, that is, the use, for a time, of 
the bank’s money. The bank grants the advance because 
it has faith in the client—credit implies faith—but no credit 
document appears. Wlien, however, a client discounts a 
bill of exchange due two months hence, such a bill is called 
a credit document or instrument—it is essentially a promise 
to pay. A credit document, strictly speaking, is a time 
document, and bears interest; it has a present value which 
is lower than its face value. The element of time is essen¬ 
tial. The present value of a promise of future payment 
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mobilizes 
but does not 
create capital 

is determined by a number of considerations—the amount 
specified on the document; the period that will elapse 
before it reaches maturity; the probability that it will be 
paid at maturity; the rate of interest that is likely to 
prevail in the interval (this factor determining the profit¬ 
ableness of alternative uses of the money), and any 
obligations that the ownership of the document may 
create. 

We have emphasized the time element in credit, and 
referred to the fact that a credit document or instrument 
is a promise to pay in the future and, therefore, implies 
faith in the borrower. On this view a cheque, being 
payable at sight, is not a credit instrument. It is true 
that a creditor, in accepting a cheque, is acting in the 
belief that the debtor has sufficient funds (or credit) at the 
bank to meet it. And for this reason the cheque is usually 
classed among credit instruments. But the time element 
does not enter, and in the discussion of problems relating 
to credit it is often of the first importance to distinguish 
between time or interest-bearing documents and those 
('" sight'’) documents which do not appreciate in value 
with the passing of time. 

The credit system mobilizes capital and directs it into 
channels in which it can be profitably used. It brings 
together small suras which would be likely to lie idle so 
long as they remained separate, and creates a large pool 
which becomes available for the pursuit of industry and 
commerce. Consequently it increases the efficiency of 
capital. But it does not create capital. It would appear, 
at first sight, that a bank, by extending credits where 
none was given before, and without withdrawing credits 
already given, is able to create capital. But such is not, 
strictly speaking, the case. Capital, in this sense, is money, 
that is, purchasing power. Wlien credit is expanded the 
supply of money is increased and its value correspondingly 
reduced. If A and B received new credit (which is utilized) 
without the supply to C and D being correspondingly 
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reduced, the purchasing power of the latter’s share falls. 
Nevertheless, it does not fall to an amount corresponding 
to the extension of credit to the former. Such extension 
may form but a very small proportion of the total supply 
of money in the community, and that proportion measures 
the fall in the purchasing power of the total supply and, 
therefore, of the share of C and D. What has happened in 
this case is that the bank, by extending credit to A and B, 
has slightly raised the general price level and forced 
economy upon the mass of people in the community. In 
other words, an expansion of credit increases the propor¬ 
tion of the total purchasing power which is used as capital, 
and reduces the proportion spent in ordinary consumption. 
If voluntary savings do not supply a sufficient flow of 
capital (purchasing power) to finance industry and trade 
the flow can be, and often is, increased by credit expansion 
or, to use the terminology of the previous chapter, inflation. 
It may be suggested, in reply, that if such be the case, an 
expansion of credit does actually create capital. So long 
as the process is understood it is not of vital importance 
whether or not we regard the enforcement of saving by 
expansion of credit as the creation of capital. It becomes 
merely a question of words. The essential thing to remem¬ 
ber is that a bank cannot produce rabbits from an empty 
hat. 

The second and final point calling for comment is 
concerned with the rate of discount. Reference has 
already been made to the fact that an adequate cash reserve 
has to be retained for contingencies, and that the necessary 
ratio between reserves and liabilities is maintained by 
varying the charge for accommodation and the interest 
paid on deposit accounts. The governing rate is the 
official rate at which the central bank discounts bills. The 
charge for business advances follows this rate, being, say, 
I per cent above it; the rate paid on deposits also follows 
the official rate. For this reason they are usually lumped 
with the rate of discount, and the phrase " rate of interest ” 
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is restricted to the rate prevailing for first-class securities 
(such as Government stocks), that is, the rate of interest 
on long-term investments. Wlien the reserves are low the 
rate of discount is raised, and when the reserves are high, 
the rate of discount is reduced. 

It will now be clear that the liabilities of the bank include 
all the deposits, however created ; and that such deposits 
maj^ be created by the deposit of cash by clients, the 
granting of loans and advances against which cheques may 
be draun or notes issued, and the discounting of bills. 
They may form about five-sixths of the total liabilities, the 
remaining one-sixth comprising the capital of the bank 
(including reserve fund and undivided profits) and accept¬ 
ances. The assets which the bank possesses consist of 
cash, say, 15 per cent; securities representing short loans, 
say, 9 per cent, and discounts and advances, say, 50 per 
cent; what is due on account of acceptances (say, 7 per 
cent, being the same sum as the liability in respect of 
acceptances); investments, say, 16 per cent, and premises.^ 
In estimating the position of the bank we should compare 
the liabilities in the form of deposits with the cash reserve 
and the short loans. When, other things being equal, the 
deposits are increased (mainly through advances or dis¬ 
counts) the supply of money is increased, and its value 
falls ; moreover, as we have seen, the reserve shows a fall 
relatively to the deposits, and, probably, even an absolute 
fall. Consequently the rate of discount may be expected 
to rise. When deposits are reduced the reserve shows a 
relative increase and, probably, an absolute increase. But 
other things may not be equal. The supply of gold in 
the country may be increased, and the reserve may thereby 
be strengthened, permitting an increase in deposits without 
any fall, from the original level, in the reserve ratio; or 
the supply of gold may be reduced through exportation, 
thus necessitating a reduction in deposits in order to main¬ 
tain or restore the former ratio. And either of these 

^ These rough estimates are based upon actual figures. 
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changes in the deposits is effected by a variation in the 

rate of discount—a fall in the first case and a rise in the 

second* 

This chapter has been based upon the conditions prevail¬ 

ing in Great Britain before the outbreak of the First World 

War. Since 1914, many changes have occurred, to some of 

which reference will be made in due course. Thus, for 

example, from 1914--1925 the gold standard was in abey¬ 

ance ; in 1925 the country returned to a new type of gold 

standard in which paper was employed in place of gold 

coins; in 1931 the new gold bullion standard was sus¬ 

pended. These changes, however, do not affect the sub¬ 

stance of this chapter. Under the gold standard of 1925-31 

the bank notes that took the place of gold coins as legal 

tender played essentially the same part as that which was 

previously played by gold. 



CHAPTER VIII 

Geographic, 
economic and 
political units 

INTERNATIONAL TRADE 

Geographers use the term geographic region" or 
“ geographic unit'' to describe a territory possessing 
certain features which give it a unity from the geographic 
point of view. Without inquiring into the validity of the 
use of the term “ unitin this connection, it will be 
observed that there is no such thing as a corresponding 
economic unit. The only sense in which the words 
'' economic unit ” can be used is that of a region which is 
completely selTsufhcing, and which does not enter into 
trade relations with the rest of the world. There are, 
however, regions within each of which the resources of 
nature are so evenly spread that an industry or a group of 
related industries might be expected to distribute itself 
over that region. The Clyde Valley, East Lancashire, and 
a considerable part of the Rhine Basin may be regarded 
as examples. 

Political boundaries, however, pay scant attention to 
considerations of this character. They cut across a terri¬ 
tory without regard to its economic circumstances. Thus, 
for example, one part of the industrialized region in the 
Rhine Basin falls within Germany, another within France, 
and a third within Luxembourg. Moreover, a political 
state does not naturally form, from the economic point of 
view, a coherent whole. But when such a state has been 
in existence for some time it tends to develop an economic 
unity which is so pronounced that if, as in the case of 

the old Austrian Empire, it is dismembered, there follows 
a period of serious economic disturbance, which is intensified 
by the pursuit, on the part of the new and smaller states, 
of economic policies which are based upon narrow concep¬ 
tions of nationalism. The state establishes a common 
system of weights and measures ; it constructs an elaborate 

306 
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web of communications ; it builds up a common law of 
contract; it establishes a common legal tender and a 
common system of currency and banking; and in due 
course it uses a common language for trade and commerce. 
In these ways it builds up an economic system which differs 
from that which would have prevailed over the same region 
if the political boundaries had followed different lines. 
Within the state the mobility of labour and capital is 
greater than between that state and other states. 

In trade between two states there is no legal tender. 
When a Bradford manufacturer sells woollen cloth to a 
German merchant, the former expects that at the end of 
the transaction he will be in receipt of a sum of money in 
English pounds. The German merchant in turn possesses 
a sum in German marks with which to make payment. 
The contract may stipulate payment either in pounds or 
in marks; in either case it is necessary to convert marks 
into pounds. In the former case it becomes the task of 
the German merchant to exchange the currency, and in 
the latter the task falls to the Bradford merchant. Owner¬ 
ship of money abroad is not the same as the ownership of 
money at home. ^ 

For these reasons international trade has features that 
are not strongly marked in internal trade, and it is 
desirable to examine it separately. But the distinction 
between the two is not fundamental, and a deeper study 
of economic theory than is possible in this book would 
emphasize the unity underlying the variety of forms in 
which trade is carried on between different economic 
groups, either in the same or in different parts of the world. 

^ It is equally true that to a resident of, say, Sydney, Australia, the 
ownership of sovereigns in Perth is not the same thing as the owner¬ 
ship of sovereigns in Sydney. Trade between widely separated 
parts of the same political state bears some resemblance to trade 
between two political states; nevertheless, the mobility of labour 
and capital even over a large area such as Australia, or the United 
States of America, controlled by the same government, is usually 
greater than between two contiguous regions under separate 
governments. 

ii--(B.i85i) 
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In particular, it should be observed that, in normal times, 

international trade is not trade between governments, but 

between individuals working under different laws of con¬ 

tract and with different monetary systems. We can only 

speak of a nation's exports or imports in the sense that we 

may speak of the exports or imports of other region, 

such as Yorkshire or MiddlCvSex, that is, as the sum total of 

transactions between individuals within the region and 

individuals outside the region. And if a common system 

of weights and measures, a common law of contract, a 

common legal tender, and a common language were adopted 

in Europe, and if the hindrances to movement, which are 

now set up by tariffs and bounties, and by different systems 

of internal taxation, were abolished, trade between different 

states would lose most of those features which distinguish 

it from inter-local trade within Germany or within France 

The Doctrine of Comparative Costs 

The advantages which are derived from international 
trade are essentially those which are derived from trade 
between different localities within the same country, that 
is, they are the advantages which result from geographic 
division of labour. Two advantages are obvious. First, 
a nation is able to obtain goods which it could not grow 
or make for itself; thus the inhabitants of England would 
have to eidst without tea and coffee. Secondly, a nation is 
able to obtain goods which it could not produce in abun¬ 
dance without enormous expenditure of effort; for example, 
Great Britain would not be able to provide the present 
supply of wines from home-grown vines except at a very 
high cost. But; as in the case of regions within the 
country, it is also profitable to import from abroad goods 
for the production of which this country appears to offer 

adequatefacilities. This general case we shall now 
proceed to consider, and in order to simplify the argument, 
let us assume that the world is divided into two countries 
only—Anglia and Germania. The argument may be set 
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forth in three stages, and we may assume that the two 

countries are able to employ the best-known technical 

devices. We may further simplify the argument by 

limiting comparison to two commodities—steel and cloth. 

Suppose, first, that a group of workpeople in Anglia are 

able to produce, with one day’s labour, either 50 tons of 

steel or 200 yards of cloth, and that a similar group of 

workpeople in Germania are able to produce either 30 tons 

of steel or 250 yards of cloth. A ton of steel may be called 

“ X " and 10 yards of cloth “y ; with this notation the 

products of the Anglian group and of the Germanian group 

are, respectively, 50^ and 2oy, and ^ox and 25^ ; it follows 

that in two days (or in one day by two groups of workpeople) 

there would be produced, without international trade, 

Sox -f 45y. If, however, Anglia restricted herself to the pro¬ 

duction of steel, in which she possesses a clear advantage 

over Germania, and Germania restricted herself to the manu¬ 

facture of cloth, in which she enjoys an absolute advantage 

over Anglia, the total production would be loox + 5oy, 

with the result that such concentration would give a net 

gain of 2o;i; + 5y$ to be divided in some way or other 

between the two countries. Secondly, suppose that the 

conditions in Anglia remain as before, but that in Germania 

the respective products are ^ox and 2oy. In this case 

Anglia enjoys an absolute advantage over Germania in the 

manufacture of steel, but the two countries are equally 

suited to the manufacture of cloth. The advantage of 

specialization of the same character as before would now 

be reduced to 20A;. In this case, therefore, international 

trade would be an advantage from the general point of 

view, and it would also be an advantage to Anglia provided 

that in return for 50^ Germania gave to Anglia more than 

2oy. Further, it would be an advantage to Germania, 

provided that for the 2oy she received more than 30^;. 

That is to say, it would be of mutual advantage provided 

that the 2oy were exchanged for a quantity of x which was 

above 30 and below 50. In the third case, suppose the 
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production to remain the same in Anglia, and in Germania 
to be represented by ^ox and i8y. In this case Anglia 
enjoys an advantage in the production of both commodi¬ 
ties, but the advantage is more pronounced in the case of 
steel than in the case of cloth. Without international trade 
the total production would be Sox + 383/, If Germania is 
allowed to produce cloth only and Anglia steel only, the 
total production is loox -f 36^. Consequently specializa¬ 
tion results in a gain of 20^; and a loss of 2y, And if 20x 
is greater than 2y the result is a net advantage to the larger 
community. In Anglia ^ox is equal to 2oy ; that is to 
say, y is equal to In Germania 30^1; is equal to i8y, 
or y is equal to i^x. Even if, therefore, we take the larger 
value of y, there is a net gain of 15^;. Is this advantage 
shared by the two countries ? Anglia, by concentration, 
surrenders the chance of making 2oy, and should conse¬ 
quently receive more than 2oy for the 50:^, which it makes. 
Germania surrenders the chance of making ^ox when it 
makes the additional i8y, and consequently should receive 
more than 30^ for its iSy. It follows, therefore, that if the 
value of y is less than 2^x and is greater than the 
advantage is divided between the two countries. And the 
closer the value of y approximates to the greater is 
the advantage to Anglia. The determination of value will 
be considered later. At the present stage we are concerned 
merely in showing, first, that international trade is a 
general advantage under the prescribed conditions, and 
secondly, that this advantage may be shared by the two 
nations involved. 

The thesis that I have attempted to prove may be stated 
in the following general terms. Trade between nations 
adds to the wealth of the community, not only when it 
takes the form of trade in commodities, in the production 
of which exporting nations enjoy an absolute advantage, 
but also when it takes the form of trade in commodities for 
the production of which the exporting nations are at an 
absolute disadvantage as compared with the importing 
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nations, provided that the disadvantage is less pronounced 
than in the case of other commodities. In other words, it 
is an advantage to the community as a whole, other things 
being equal, if a nation concentrates its efforts upon the 
production of those things in which its superiority is most 
marked, and allows another nation, inferior in every way, 
to produce those commodities in the production of which 
its inferiority is least marked, that is, in which it enjoys 
a comparative advantage. Comparative, not absolute, 
costs provide the criterion of advantage or profitableness. 
In this respect international does not differ from inter-local 
trade, nor even from trade between individuals. We have 
already, in the chapter on localization of industry, referred 
to the advantage enjoyed by the Clyde industrial region 
through concentrating its efforts mainly upon shipbuilding, 
even while it enjoys peculiar advantages for the manu¬ 
facture of cotton. Similarly, a business man who would 
have been a highly efficient chartered accountant may find 
it personally advantageous to concentrate his efforts upon 
industrial finance, where his superiority over others is still 
more marked ; and such concent ration, other things being 
equal, is an advantage to the nation as well as to himself. 
Relative or comparative, not absolute, advantage deter¬ 
mines the most advantageous distribution of economic 
effort among individuals, localities, and nations. 

The theory of comparative costs appears at first to be 
largely inconsistent with facts, for it seems to suggest that 
nations are not in any sense competitive. According to 
the theory, nations should be complementary, each special¬ 
izing on those industries in which it enjoys a relative 
advantage, and exporting its products in return for goods 
made elsewhere. Some nations, it is true, are largely 
complementary in this sense. We import tea from China 
and India, bananas from Jamaica, and gold from South 
Africa; none of these products is obtainable from our 
soil. In return we export rails, engines, machinery, and 
motor-cars, none of which is made in sufficient quantity 
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in those countries. But, it might be urged, many nations 
are competitive rather than complementary—they are not 
content to specialize according to the optimistic principles 
that have been laid down above. Germany and the United 
States compete strongly against us as makers of steel and 
steel products, as builders of ships, and as producers of 
cloth, boots and shoes, and numerous other products. 
Even the Argentine Republic, in exporting wheat in pay¬ 
ment for her imports, competes with the British arable 
farmer; and the dairy products of Denmark compete with 
those of our dairy farmers. 

These statements are true, but they do not invalidate 
the theory. In the interests of simphcity we may again 
proceed by analogy. We stated that the theory of com¬ 
parative costs was not peculiar to international trade, but 
also explained inter-local trade and even individual special¬ 
ization. Following the same line of criticism, it might be 
urged that if the theory were applicable to individuals 
there would be no personal competition in a small com¬ 
munity. The criticism may be answered as follows: 
First, if the community is very small there will probably 
be little or no competition. One grocer (who is many other 
things as well), one publican, one cobbler, and one smith, 
are enough for local needs. In a larger community two or 
more may be required ; the element of competition is very 
weak, and only gathers strength as the competitors become 
able, or believe they are able, to supply rather more than 
the community needs. Thus, in a growing community, 
there are alternating phases or periods of strong and of 
suspended competition. Secondly, the community, when 
it becomes widely spread, splits up into groups of consuming 
markets; the grocers (for example) who appear to compete 
are really serving different markets, each " protected ** in 
his own market by the cost of transport. Thirdly, the 
grocer ceases to be a seller of vegetables, fruit, drugs, 
cotton, thread, and a host of other things; his function 
becomes more specialized, and, in accordance with the 
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theory of comparative costs, he surrenders the rest of his 
work to others (who become greengrocers, chemists and 
druggists, drapers, and other things), retaining for himself 
the trade in groceries, in which he has mainly specialized, 
and for which he is best fitted. Fourthly, the theory of 
comparative costs assumes knowledge which is not always 
available from the beginning. The village smith finds that 
he is gifted with eloquence ; his ambition is fired, he devotes 
his spare time to reading and preaching, and eventually 
sets up a successful rival chapel and drives his competitor 
to another district in search of a congregation. The same 
factors operate in the case of inter-local trade, and it is 
sufficient to note one additional factor. There are several 
shipbuilding centres in this country. If we attempted to 
concentrate the whole of the industry on the banks of the 
Clyde it would be found that the law of diminishing returns 
would operate strongly. Many of the berths and slips 
would be inconveniently situated, and the cost of pro¬ 
duction would be disproportionately high. It would be 
higher, relatively, than it is in shipyards on the Tyne, 
Wear, and Tees ; that is, the alternative use now made of 
the Clyde region is more advantageous, locally, than its 
further use for shipbuilding. In applying the theory of 
comparative costs the unit of production used for com¬ 
parison is not the industry as a whole, but a single estab¬ 
lishment ; and the unit of space is not a region, but the site 
of the establishment. 

Similar considerations apply in the case of international 
trade, and these may be examined in a more convenient 
order. The first and second points which may be noted 
are illustrated by the important industry of agriculture. 
We import about three-quarters of the wheat consumed in 
this country. It would be almost impossible to grow 
sufficient wheat to feed the present population ; conse- 
cjuently, just as the necessity arose for a second grocer 
when the village community grew larger, so, too, it is 
necessary to supplement home production by the importing 
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of wheat. But the land is capable of supplying a far 
greater quantity than is actually produced. It is not 
devoted to that purpose for the reason that the law of 
diminishing returns is in operation. Broadly speaking, it 
may be stated that within the hmits of present production 
the comparative cost is lower, and beyond those limits it 
is higher in this country than abroad. In other words, 
with our existing knowledge and opportunity, if, instead 
of growing for ourselves as much as we do, we imported 
that suppty and paid for it by exporting something in 
return, the net expenditure of effort involved in producing 
the latter for export would be greater than that now 
involved in producing the wheat in this country. It is, 
of course, true that the agricultural industry is highly 
speculative, owing first to the difficulty of estimating the 
area of land under cultivation, and secondly, to the varia¬ 
bility of the harvest. And for this reason the degree of 
actual competition cannot be estimated in advance. 
Nevertheless, the generalization remains true, and true of 
all industries operating under similar conditions. 

The third point relates to the consuming market, and 
may be illustrated by the export trade in coal. Germany 
possesses an important coalfield in the Ruhr district, east 
of the Rhine, and coal mined in that region is sent to 
various parts of the country. We export coal to Hamburg, 
but when it spreads out from that city it comes into com¬ 
petition with German coal. Within that competitive 
boundary each has a sort of monopoly due to the lower 
cost of transport. Grermany is not a market but a collec¬ 
tion of markets, between which the cost of supplying coal 
from any point varies according to their distances from 
that point. Similarly, this country is not a coal mine ; it 
contains several thousands of pits, situated in different 
places, some more conveniently situated for export than 
others. It is precisely in accordance with the theory of com¬ 
parative costs that Westphalia is supplied from German 
mines while Hamburg is a customer of this country. 
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The coal industry may also be used to illustrate the 
fourth point. Apparent competition is not always real 
competition. We export anthracite coal to France, but 
it does not enter into direct competition with French coal, 
which is of different quality and is used for other purposes. 
Steam coal is also bought from this country for use in other 
countries which produce coal of other qualities. Again, 
the Germans have specialized in the manufacture of cheap 
textiles, while continuing to import the better qualities 
made by our manufacturers. 

The next point we have to note is that the comparative 
costs of production may be changed through the imposition 
of a duty on selected imports. Thus, for example, when 
the Americans imposed (in 1890) a duty upon imported 
tin-plate, the effect was to change the relative costs of 
importing that commodity and other commodities which 
had not been subjected to a similar handicap. Conse¬ 
quently a large industry for the manufacture of tin-plate 
was established in the United States, and our own com¬ 
petitive industry was seriously injured for a period of 
years. But it does not follow that if an import duty had 
not been imposed the American industry would not have 
been ultimately established, for (and this is the sixth point) 
not only do the actual conditions change, but our know¬ 
ledge of industrial possibilities steadily grows. Before an 
industry can be established in any country someone must 
be aware of its possibilities, and be prepared to make 
sacrifices, if necessary, for some time in order to achieve an 
ultimate gain. Hence we find that an industry which, 
for a time, remains the monopoly of one region or one 
nation, ultimately spreads to other places, through the 
enterprise of individuals, and the infant competes with the 
parent industry. This brings us to the next point, perhaps 
the most important of all. It is necessary to distinguish 
between the ultimate distribution of industries in accord¬ 
ance with the principle of comparative costs, on the one 
hand, and, on the other, the process whereby the ultimate 
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distribution is secured ; for the process itself is competitive. 
The countries that appear first in the field are not neces¬ 
sarily those best suited, through natural conditions, for 
the manufacture of a given product or tlje provision of a 
given service. Society is dynamic, not static. Raw 
materials become exhausted in one place, and new sources 
of supply are discovered in other places. Industries 
flourish and decay ; regions rise and fall in importance ; 
and these changes are produced by the force of competition, 
which always tends to distribute and redistribute industries 
in accordance with the principle already enunciated. 
It is. therefore, evident that already existent industries 
tend to become less competitive and more co-operative, but 
new industries arise, and with them comes a period of 
struggle and test. At the same time, even when nations 
are essentially complementary, so long as they continue 
to carry on similar industries there is always a border 
line along which there may be severe competition. 

There remains one further consideration. It has been 
found by recent experience that tariffs may be largely 
ineffective as a method of restricting imports from countries 
with depreciating currencies. For this reason it has become 
a common practice to regulate imports by the quota system, 
w^hich prohibits imports in excess of a given amount in a 
given period. The country employing the system may either 
restrict the total imports of a given commodity to a specified 
amount and allow foreign producers to compete among 
themselves for that trade, or it may specify the maximum 
amount that may be imported from each producing coun¬ 
try. It is clear that such a system may only be employed 
in respect of a commodity which is also produced within the 
importing country: it is a method of protecting the home 
producer. It is also clear that the system obstructs the 
operation of other economic forces, and thereby, like tariffs, 
prevents the “law'' of comparative costs from producing 
its full effect. Its action in this direction is more effective 
than that of tariffs. Recent tendencies suggest that the 
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quota system is likely to be used in the future to an increas¬ 
ing extent, partly as a substitute for a tariff and partly in 
addition to a tariff upon the commodity concerned. 

The Relation of Imports to Exports 

It follows from what has already been said that over a 
long period the exports from a country will be roughly 
equal to the imports into that country, outstanding differ¬ 
ences representing merely a floating balance. It is not 
necessary that the exports from one country to another 
country should be equal to the imports from that country 
to the first country, any more than that an individual’s 
purchases from his grocer need be equal to services rendered 
to that grocer. For the purpose of comparison the rest 
of the world should be regarded as a unit. This elementary 
fact has been so often ignored, with consequent errors in 
the discussion of straightforward economic problems, that 
it may be worth while risking elaboration of the obvious 
by discussing it in detail. 

The exports and imports of this country represent the 
total of separate transactions betweim individuals here 
and abroad. They do not, except to a minor extent, 
consist of the sales or purchases of our Government, that 
is, of the nation as a corporate body. An export consists 
of anything which creates a claim upon a foreign debtor, 
and such a claim may be created in a number of ways. 
Manufacturers and others send concrete, tangible goods 
across the seas in ships. These are recorded by public 
officials, and are commonly known as “ visible exports.” 
Shipowners and shippers in this country convey our goods 
abroad, and thus add to the value of the goods when they 
reach their destination. Moreover, they convey goods 
from one foreign country to another. Shipping services 
of this character create claims upon foreigners and thus 
constitute exports from this country. British insurance 
companies, banks, and financial agencies of a miscellaneous 
character also provide their respective services; these 
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services similarly constitute exports. At one time we 
received annually large sums of money representing 
interest on investments in other countries. The nations 
of the world may be divided into two classes—borrowers 
and lenders. Until the Second World War we belonged to 
the latter class. During the nineteenth century we built 
up a large manufacturing trade, which enabled us not 
only to save a considerable proportion of the aggregate 
of individual incomes, but also to invest a large part of 
those savings in concerns situated in other countries. 
Such countries were able, with the aid of British capital, 
to develop their own agricultural and mineral resources 
far more rapidly than would otherwise have been possible. 
Thus, for example, railway development in the United 
States of America after the Civil War was facilitated and 
accelerated by the use of British capital. The same is true 
of railway and general industrial development in Argentina, 
Canada, and many other parts of the world. In respect of 
loans made to these countries we received interest, and such 
interest represented exports, and was symbolized by the 
coupons which the owners of the investments sent out, 
either directly or through their bankers, to give effect to 
their claims. When a new investment was made it repre¬ 
sented an import, symbolized by the investment bond 
which the foreign borrower handed over to the British 
lender. The interest coupon represented a claim upon a 
foreign debtor; the investment bond, which the new 
foreign borrower was about to send to this country, repre¬ 
sented a claim upon the new investor. When a foreign 
investment was repaid, such repayment, like the jmymcnt 
of interest, represented an invisible export, symbolized by 
the bond which the British investor returned to the bor¬ 
rower. Whenever foreigners travel in this country, their 
expenses represent a British export, the actual exports 
being food, clothes, amusement, and a view of our cities 
and their treasures. 

The items that we have indicated- shipping services, 
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insurance and financial services, foreign investments and 
interest on investments, together with the expenses of 
tourists—comprise what are called “ invisible " exports or 
imports. They are invisible because they are not recorded 
or published in the annual returns of trade and navigation. 
All examination of the foreign trade of this country prior 

to the vSecond World War reveals a considerable excess of 

visible imports over visible exports, but, if we included 

invisible exports and imports, we should find that over a 

long period the total exports exceeded the total imports 

by an amount representing foreign investments, for which 

we received investment bonds. 

The following statistics for the year 1924, taken from 

The Board of Trade Journal, 29th January, 1925, show the 

relative importance of the items entering into the inter¬ 

national balance sheet.^ 

In Million Pounds 

A. Visible Exports : Merchandise, 935*5 ; bullion and specie, 
61-8—total 997-3. 

B. Estimated Invisible Exports : Net national shipping income 
(including bunker coal and oil and stores supplied to foreign ships), 
130 ; net income from overseas investments, 185 ; commissions, 
•10 ; other services, 15—total invisible exports on balance, 370. 

Total of A and B, 1367-3. 

C. Imports : Merchandise, ; bullion and specie, 49*7 ; 
diamonds, 8-4—total, ;£i,337-9. 

Excess of total exports over imports (that is, income available 
for investment overseas), 29*4. 

New overseas issues on London market, 134, leaving a deficit 
of 104-6 for the year. 

It has already been stated that over a long period the iota] imports 

total imports and the total exports balance. I shall pre- exports 

sently endeavour to show the correctives that are at work 
to restore the balance when for any reason it has been 
upset. But it is clear even without knowledge of these 

^ The relation which these items bear to each other differs 
materially from that w-hich obtained before the First World War, 
for, in the course of the war, we were obliged not only to realize a 
large proportion of our foreign investments, but also to borrow a 
considerable sum from the United States. Even greater sacrifices 
had tef be made during the course of the Second World War. (See 
Book IV, Chapter IV.) 
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correctives that the statement must be true. For a nation 

is not a philanthropic institution, nor does it live on the 

charity of others. The case is precisely the same in its 

essentials as that of an individual. The exports of an 

individual are the services which he provides to the com¬ 

munity, together with claims represented by interest on 

investments. The moneys which he receives for these 

services or as interest are merely symbols of those claims. 

His imports are made up of the things which he consumes, 

together witli receipts (investment bonds or an entry in a 

bank book) representing his fresh savings ; and the things 

which he consumes consist of food, clothing, shelter, 

together with various forms of education, recreation, 

amusement, and other personal services. If these are less 

than his total exports he is able to save ; if they are greater 

than his total exports he accumulates debts against him. 

Obviously he cannot accumulate debt indefinitely. Eventu¬ 

ally he must convert the floating loans into a long-term 

loan from someone who trusts him, and then begin afresh 

by increasing his exports (work), or reducing his imports 

(expenditure), or both. What is true of an individual is 

true of a town or a county, and true also of a nation. In 

all three cases the final pa)unent for imports is made 

through exports. 



CHAPTEK IX 

i^^OKElGN EXCHANGES 

Fhe subject of this chapter has been called, probably with 
justice, the pons asinorim of economic science. The 
difficulty experienced by beginners is due partly to the 
fondness of writers for interweaving the discussion of 
principles and the description of machinery. Here the two 
will \x kept entirely separate, and attention will be confined 
at this stage solely to an examination of the former. 

Foreign exchange simply means the exchange of one 
currency into another currency. The foreign exchange 
market is the market where such exchange is made. The 
rate of exchange is but the rate at which the one currency 
exchanges for the other. In examining the factors which 
govern the rates of exchange and the ejects produced upon 
international trade by the fluctuations in such rates, it is 
necessary to distinguish very carefully between currencies 
which are based upon gold and those which are not. I 
shall first assume that the world is divided into two coun¬ 
tries only, Great Britain and Germany, that in each of 
these countries the ciurency is based upon gold, and that 
the market for gold is entirely free, that is to say that 
gold is free to move from one country to the other in 
response to the needs of trade. 

In the previous chapter it was stated that when a 
Bradford manufacturer exported cloth to a Berlin merchant 
he expected, as the result of the sale, to find a sum of 
money in pounds standing to the credit of his bank account. 
The Berlin merchant on the other hand possesses a sum 
of money in marks, and it therefore becomes necessary to 
convert the marks into pounds. If the contract specifies 
payment in marks, the task and risk of converting the 
marks in Germany into pounds in England fall upon the 
Bradford manufacturer; but if, as is usually the case, the 
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contract specifies payment in pounds in this country, the 
task and risk fall upon the Berlin merchant. In either 
case the export of cloth means that someone possessing 
marks will want to convert those marks into pounds; 
that is, there will be an offer of marks for pounds—a sale 

Gold parity of the oue and a demand for the other. The first question 

that arises is. What detennines the rate at which British 
pounds exchange for German marks ? The answer is that 
under normal conditions the British pound will exchange 
for that amoimt in marks which contains the same quantity 
of fine gold as is contained in the British pound. Before 
the First World War that amount was known to be 20 
marks 45 pfennigs. Such rate of exchange is called the 
"mint par" of exchange, or "gold parity." The same fact 
may be stated in another way. Gold is a commodity which 
possesses one characteristic in common with other com¬ 
modities, such as coal. When coal is produced under com¬ 
petitive conditions, and when a number of consuming 
markets compete for that commodity, it tends to dis¬ 
tribute itself among those markets in such a way that, 
when due allowance has been made for tariffs and cost 
of transport, it will command the same price in all. If 
for any reason it commands a higher price in one market 
than in the others, the supply in the first will be increased 
and its price consequently reduced, while the supply 
in the remainder will be reduced and the price raised. 
When the price is the same throughout all the markets 
the position is one of stable equilibrium. The same is true 
of gold. Gold distributes itself over competing markets in 
such a manner, that, allowing for cost of transport it tends 
to have the same value in exchange in all. If for any reason 
it commands a higher value in exchange in one than in the 
others, the supply in the first will be increased and its value 
will fall, the supply in the remainder will be reduced and its 
value will rise. When gold possesses the same value in aU 
markets, the position is one of stable equilibrium. The value 
in exchange of gold, as we have already seen, is its purchasing 
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power over commodities in general; it is represented by the 
general price level. Consequently what we have said is that, 
under normal conditions and allowing for cost of transport 
(together with tariffs and other obstacles to movement), the 
price level will be the same in different countries. 

I have stated that, when the rate of exchange is at par, 
the position is one of stable equilibrium. The actual rate 
of exchange fluctuates within narrow limits indicated 
below, but when the actual rate deviates from mint par, 
forces are automatically brought into operation which 
tend to bring it back to the latter. Such a deviation 
occurs when the claims upon us do not exactly balance the 
claims that we possess on other countries; that is to say, 
.when imports and exports are not exactly equal in value. 
Suppose, for example, that we have been exporting to the 
United States considerably more than we have been import¬ 
ing from that country. ^ The result will be that our claims 
upon dollars will far exceed the claims of Americans 
upon pounds; there will be a large number of people 
wanting to convert dollars into pounds, and relatively few 
people wanting to convert pounds into dollars. That is 
to say, the demand for pounds in exchange for dollars will 
be far greater than the supply of pounds available in return 
for dollars. Those who possess dollars and want pounds 
will compete vigorously against each other for the supply 
of pounds, and will show their eagerness to possess pounds 
by offering to surrender more and more dollars in exchange. 
The rate of exchange will, therefore, move in our favour; 
something in addition to $4.86| will be ofiered for the 
pound. But there is a limit beyond which the exchange 
cannot go. Assuming that America uses the gold stand¬ 
ard, anybody may obtain gold at an American bank and 

^ For the sake of simplicity trade relationships with other 
countries are ignored ; strictly speaking, the rest of the world should 
be regarded as one unit, but as there are many foreign countries, 
and as the relationship between each pair is covered by so many 
separate factors, it would add to the complexity of the discussion 
if three, four, or five-cornered exchanges were introduced. 
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export it to this country. If it costs, say, 5 cents to send 
a sovereign's worth of gold in a ship to this country, the 
exchange cannot rise to a higher level than $4.91!. Whether 
it will advance quite so far will depend upon the strength 
of the competition for the pound, that is, upon the amount 
by which exports exceed imports. In the opposite case, 
namely that wherein our imports have been, considerably 
in excess of our exports, the amount to be converted from 
pounds into dollars will be greater than the amount to be 
converted from dollars into pounds. The many people 
holding pounds and wanting dollars will compete vigorously 
for the dollars of the relatively few who want pounds. The 
former will, therefore, be forced by competition to accept 
less and less dollars for a pound; that is to say, the exchange 
will move against us. The pound will be worth less than 
$4.86f. But it cannot fall below par by an amount greater 
than die cost of shipping gold from this country to America, 
and if we assume this cost to be 5 cents for a sovereign's 
worth of gold, the rate of exchange cannot fall below $4.81 § 
to the pound, for at that point it will pay our debtors to 
secure gold from the bank and ship it to America. The 
two limits to the fluctuations in the rate of exchange of 
the currency of a country that employs the gold standard 
are called the “specie points" or “gold points." 

Restoring the Balance of Trade 

It has been stated that the rate of exchange may deviate 
from mint par on account of a difference between the 
imports and exports, and that if the difference is fairly 
great the exchange may move to a point at which gold is 
shipped from one country to the other. Wlien, however, 
this situation arises, it generates forces which tend to 
redress the balance and to restore the exchange to parity. 
I shall now endeavour to show how the correcting forces 
work. The argument proceeds by four stages. Suppose, 
first, that for some reason which we need not examine, the 
imports into this country are so much in excess of the 
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exports from this country that the payment of the debit 
balance necessitates the export of (^old. The conse¬ 
quence of such export is a reduction in the amount of gold 
in this countiy, and a rise in its value, that is, in its pur¬ 
chasing power. It has already been stated that the pur¬ 
chasing power of gold is represented by the general price 
let^el, and that an increase in the value of gold is the same 
thing as a fall in the general price level. This fall in the^ 
price level is followed by two results, among others. First, 
the prices which are offered for imports arc reduced and, 
secondly, the prices which are asked for exports are 
reduced. Consequently, this country is no longer so profit¬ 
able a market for foreign manufacturers and our imports 
are checked, while on the other hand our manufacturers 
are placed in a much stronger selling position and our 
exports are stimulated. WTiat was previously a debit 
balance will now become a credit balance, and will continue 
to be so until the gold is returned to this country. 

In actual practice the correctives come into play before 
gold is exported or imported, and under ordinary circum¬ 
stances they are usually enough to obviate the need for 
any substantial shipment of gold. This is the second stage 
of the argument. Suppose the imports into this country 
to be somewhat greater than our exports to (i.e. claims 
upon) other countries, and that consequently the rate of 
exchange has moved against us, the dollar value of the 
pound being not mint par ($4.86§) but, say, $4.83. The 
prices of imports expressed in pounds will be higher than 
before, and the prices of exports expressed in dollars will 
be lower than before. An American exporter sending 
goods for sale in English money in this country charges, 
say, £1 per unit, reckoning upon being able to exchange 
the pound for $4.86!. But he finds that he is able to convert 
the pound into only $4.83, and thus actually receives less 
than he had anticipated. It may be that the whole of his 
profit will disappear in the loss on exchange. If, however, 
the contract is for payment in dollars, the price of the goods 

(^) Mdve- 
lafntsin 
('XLhaiit,'e rate 
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being $4.86! per unit, the British importer now finds himself 
forced to pay more than a pound in order to secure that 
sum in dollars ; consequently the cost of the goods to him 
has gone up, and his expected profit may disappear through 
the loss on exchange. An adverse exchange, therefore, tends 
to check imports into this country. The British exporter 
and his American customer, on the other hand, are passing 
through a different experience. If the British merchant 
stipulates for payment in pounds the American buyer finds 
that he can secure a pound for $4.83, so that the cost to 
him in dollars has been reduced. In addition to the 
ordinary profit he expected to make by selling the goods 
in America, he has also made a profit on exchange. If, 
however, the contract stipulated payment in dollars the 
British merchant finds that he is able to convert the $4,865 
into more than a pound, and consequently, in addition to 
the profit on the transaction, he makes a profit on exchange. 
Thus, either the American customer is induced to increase 
his purchases in order to make more profit on exchange, or, 
if payment is made in dollars, the British merchant tempts 
him to buy more by offering at a lower price. The adverse 
exchange acts as a stimulus to exports, and this stimulus, 
combined with the restrictive effect on imports, converts 
the temporary excess of imports into a temporary excess 
of exports; that is, it redresses the balance of trade and 
rectifies the exchange. 

(.^Specula- In the next stage of the argument we observe speculative 
influences at work, acting as a further corrective. Our 
imports from America consist mainly of agricultural 
products, and are therefore seasonal. Large shipments of 
cotton and other commodities are made in the autumn 
when the harvest has been garnered. Our exports to 
America consist mainly of manufactured products, * and 
are spread fairly evenly over the whole year. Conse¬ 
quently, in the early summer the balance of trade and the 
rate of exchange are favourable, while in the late autumn 
the balance of trade and the rate of exchange are adverse. 
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Suppose that in November the exchange is $4.84 ,to the 
pound, and it is known that in the absence of abnormal 
circumstances it will have moved in our favour to $4.89 
by June. An American speculator possessing dollars 
knows that if he buys pounds in November at the rate of 
$4.84, he will probably be able to sell them in June for 
something like $4.89, and will therefore be able to make 
a profit of 5 cents on the transaction. If he enters the 
market 'with that object in view he will be assisting this 
country to redress the balance when it needs redressing, 
while he will be similarly assisting his own country in June. 
The effect of his action in buying pounds in November will 
be to stiffen the rate for pounds, that is to say, to reduce 
the value of the dollar; and the effect of his action in 
June when he sells pounds will be to stiffen the value of 
the dollar, that is, to weaken somewhat the value of the 
pound. Thus his action makes for stability. Speculation 
in exchange of this character does not differ essentially 
from speculation in commodities. It has already been 
stated^ that the speculator buys in a plentiful market when 
prices are low, and sells upon a scanty market when prices 
are high. The effect of his action is to raise prices when 
they are relatively low and to reduce them when they are 
relatively high, thus confining price fluctuations ''nthin 
narrower limits. A speculator in exchange buys pounds 
when they are cheap and sells pounds when they are dear, 
and thus tends to reduce fluctuations in the value of the 
pound. The formal difference between the two cases is 
that in buying pounds the speculator in exchange sells 
dollars, and in selling pounds he buys dollars ; when pounds 
are cheap dollars are dear, and when dollars are cheap 
pounds are dear. 

The profit of five cents on the transaction that we have 
outlined docs not appear to be sufficient inducement to 
speculate in exchange, but it is combined with a further 
inducement provided by changes in the rate of discount, 

' See Chap. Ill, Book III. 
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and thus we are led to the fourth stage in the general 
argument. When, in consequence of an excess of imports, 
the rate of exchange moves against this country, and there 
appears a danger of an export of gold, the bank rate of 
discount is raised, and with it the interest on cash deposits 
and charges for accommodation. Two results follow. In 
the first place the danger that gold will leave the country 
is reduced, if not entirely obviated. Suppose the rate of 
interest on deposits, both in America and in this country, 
to be 3 per cent, and that in November, when the exchange 
is adverse to this country, the English rate of interest is 
raised to 4 per cent. Money left on deposit in America at 
3 per cent would be able to earn 4 per cent if it were trans¬ 
ferred to a bank in London, so that the additional i per cent 
serves as an inducement to such transfer. Combined with 
the profit which may be expected on exchange it may be 
sufficient to effect its purpose, and in that event the money 
is transferred and the dollar value of the pound is stiffened. 
What has happened in effect is that the Americans have 
granted us a short loan, which is used to pay American 
exporters that temporary balance against us which cannot 
be met out of our current exports. In the early summer 
the position is reversed. Thus we see that there exists a 
large supply of liquid capital (owned mainly in London) 
which flows in the form of short loans from one country to 
another in response to trade needs, and that this fund of 
mobile, loanable capital prevents violent fluctuations in 
the exchanges under ordinary trade conditions, in very 
much the same way as a large supply of movable wheat 
maintains a fairly even distribution of prices throughout 
the world, and prevents, under ordinary circumstances, 
violent fluctuations in prices in any one country. 

A change in the rate of discount, however, also produces 
another effect. It has already been stated that the adverse 
movement in the exchange in the late autumn is due to an 
excess of imports. The immediate need, therefore, is to 
check imports and to stimulate exports. A rise in the rate 
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of discount in this country has a deterrent effect upon the 
action of speculators in commodities. When the latter 
anticipate a rise in prices they buy stocks immediately, 
and hold them until the expected rise has taken place. 
They secure capital for that purpose largely by means of 
loans from bankers. A rise in the charge for bank accom¬ 
modation reduces the prospective margin of profit upon 
speculative holdings and, consequently, acts as a check 
upon such speculation ; that is, it tends to reduce purchases 
both of imported commodities and of commodities made in 
this country. Consequently, imports are checked. Further, 
since the immediate speculative demand for commodities 
made at home is reduced, prices in this country tend to 
fall. Moreover, manufacturers, faced with a weakening 
home market and a rise in the rates, which they have to 
pay for the commercial capital that they borrow from the 
banks, tend to reduce their output. Thus the general 
price level in this country tends to fall. This fall in the 
price level checks still further the flow of imports from 
abroad. Those of our manufacturers who produce goods 
for the export market are pulled in two directions. The 
fall in the costs of raw material, combined with the 
adverse exchange, acts as a stimulus, but manufacturers 
are faced at the same time with higher bank charges due 
to the higher rate of discount. The former is usually much 
the stronger force of the two, with the result that exports 
are stimulated at the same time that imports are checked, 
and the balance of trade is to that extent corrected. 

The foregoing paragraphs may be summarized in the 
following terms. The rates of exchange of two currencies, 
based on gold, are determined by the relative amounts of fine 
gold contained in the two currency units. Deviation from 
gold parity is due to a temporary difference between the 
claims upon currency resulting from the exchange of goods 
and services. When, as the result of an excess of imports 
into a country, the rate of exchange moves in an adverse 
direction, the movement is checked by the operation of 

Summary 
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correctives. The export of gold increases the domestic value 
of the home currency, and reduces the value of other 
currencies. This change in the relative price levels stimu¬ 
lates exports, and discourages imports. Before there is 
any actual movement of gold the same result may be 
brought about by speculative influences, stimulated by the 
prospect of a profit on exchange, combined with a higher 
rate of interest upon deposits due to a rise in the rate of 
discount. These speculative influences take the form of 
short loans, and a short loan produces the same effect as 
an export to the lender. Such speculative influences are 
supported by the reaction of the rate of exchange upon inter¬ 
national trade, an adverse exchange encouraging exports 
and discouraging imports. They are also supported by the 
effect upon the internal trade of the higher rate of discount 
that accompanies an adverse exchange. Such, in brief, is 
the theory of foreign exchanges divorced from all con¬ 
siderations of the machinery of trade, and also formulated 
on the assumption that the currencies concerned are based 
on gold. 

Paper Exchanges 

Most European countries have tried to run their economic 
machinery by means of a paper currency which is neither 
convertible into gold nor in any obvious way connected 
with gold. Since a paper-using country is usually not self- 
sufficing, but carries on trade with other countries, it 
becomes necessary for an equation to be established 
between the inconvertible paper currency and the gold 
currencies of other countries, or, what comes to the same 
thing, with the commodity gold which is employed as the 
standard of value in international trade Suppose first 
that a country such as Germany employs a gold standard, 
that the rate of exchange is represented by 20 marks to 
the pound ^—that is, the two sums contain the same 

^ The actual gold parity before the First World War was 20 marks, 
45 pfennigs, but, as this is an awkward number, I have chosen an 
pasier one to handle for the purpose of illustrating the theory. 
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quantity of fine gold—and that, after allowing for the effect 
of hindrances to movement, such as cost of transport and 
tariffs, their purchasing powers in their respective countries 
are equal. Suppose, next, that an inconvertible paper 
currency is substituted for the gold currency in Germany, 
but that the volume of money in circulation remains 
exactly the same as before. Paper has merely been sub¬ 
stituted for metal. The domestic value or purchasing 
power of the currency in Germany, that is the general price 
level, will remain as before. In that case its normal inter¬ 
national value or rate of exchange will also remain 
unaltered. There is no new reason why it should be 
altered. The Germans are able to export at the same rate 
as before and at the same prices as before. The foreign 
markets for their goods will, therefore, not be disturbed. 
Moreover the claims, which by means of their exports they 
secure on foreign currencies, enable them to pay for their 
imports in the same way as before, and to the same extent. 
People abroad who, while Germany was on the gold 
standard, might have accepted payment in marks may 
now insist upon payment in their own currency, but the 
only effect of this departure is to throw the risk of exchange 
upon the Germans. The risk itself remains what it was. 

But one profound change has taken place in the situa¬ 
tion. The German Government has now substituted for 
a rigid currency, the supply of which was more or less 
beyond its control, a paper currency, which it can manu¬ 
facture at will. If experience shows that the German 
Government intends at all costs not to succumb to the 
temptation of manipulating its currency, no serious harm 
will be done ; but we know from experience that few if any 
governments are strong enough to resist that temptation, 
A country that substitutes inconvertible paper for gold 
loses for the time being the confidence of other countries, 
and this lack of confidence causes temporary disturbances 
in the rate of exchange. These we may leave for the 
moment out of account. 
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while the domestic value falls. Under ordinary trade 
conditions it will be correspondingly reduced. A pound 
will now exchange, not for 20 marks, but for 40 marks; 
that is, it will exchange for that number of marks which 
possesses the same purchasing power in Germany as is 
possessed by a pound in this country. In other words the 
rate of exchange between this country and Germany is 
determined by the relative price levels of the two countries. 

riitcijasiug This rate of exchange is the rate that is analogous to the 
power parity ^ ° 
a^dgoid old gold parity, and is called the “ purchasing power 

parity/* It resembles gold parity in one respect and differs 
from it in another. It resembles gold parity in that it 
represents the rate of exchange in a state of trade equili¬ 
brium ; it is the rate that will be reached when the 
claims representing imports and exports are exactly equal. 
It is the rate such tliat, if the actual rate of exchange 
deviates from it on account of any disturbance of the trade 
balance, correcting influences will be brought to bear which 
will restore the actual rate to this parity. It differs from 
the gold parity in that it is not a fixed parity. So long as 
the gold content of the $5 piece and of the sovereign remains 
unchanged, parity with America will be represented by 
$4.86f to the pound. But purchasing power parity, repre¬ 
sented by 40 marks to the pound in our illustration, will 
remain unchanged only so long as the domestic value of 
the mark remains constant. Every inflation or deflation 
of German currency alters its value as represented by the 
price level and, consequently, alters the purchasing power 
parity. For example, if the quantity of German currency 
is again doubled, the purchasing power parity will move 
from 40 marks to 80 marks to the pound. Thus the rate 
of exchange of our gold currency with the paper currency 
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of Germany may fluctuate for two reasons; first, on account 
of deviations from purchasing power parity, and secondly, 
on account of changes in the purchasing power parity 
itself, due to changes in the German price level. 

So far I have stated only the bare facts of the situation ; 
I have not yet attempted to show by what means the 
rate of exchange is adjusted and why the purchasing power 
parity should become, as it were, the resting-place of tlie 
rate of exchange. The proof may seem difficult if not 
unsatisfactory. Our problem resembles that of proving 
that the centre of gravity of a uniform rod is at the middle 
point. It is one of those axiomatic statements which are 
the most difficult of all to prove. The simplest method 
is by assuming some other currency relationship, and 
shoving that the latter cannot be stable and permanent. 
Suppose the actual rate of exchange to be represented by 
400 marks to the pound, while what has been called pur¬ 
chasing power parity is represented by 300 marks to the 
pound ; that is, 300 marks have the same purchasing power 
in Germany as a pound has in this countr}\ Suppose, 
moreover, that steel is the subject of keen competition 
between the two countries (that is, its manufacture 
demands the same expenditure of human effort in Germany 
and this country, so that if both countries were on the gold 
standard the gold costs of production would be roughly 
the same) and that it is also a fairly representative com¬ 
modity. The result will be that steel sent from Germany 
to this country costing 300 marks to produce could be sold 
here (neglecting the cost of transport) for 15 shillings 
without loss. As it costs a pound to produce in this country 
our manufacturers have no chance against their German 
competitors. Thus the export of steel from Germany will 
be increased. Again, cloth costing a pound in this country 
could only be exported and sold for 400 marks in Germany, 
where it can be manufactured for 300 marks. What is 
true of steel and cloth is also true of all other commodities 
which are the subject of international trade. Thus the 
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imports into Germany will be reduced. The excess of 

German exports over imports will, therefore, mean that there 

will be a big demand for marks and a relatively small 

demand for pounds, and the price of marks relatively to 

the pound will rise until equilibrium is finally reached at 

300 to the pound. Stated briefly, this means that any 

deviation in the actual rate from the parity determined by 

the relative purchasing powers of the currencies brings into 

operation forces which tend to restore that parity. 

It has been stated that if German currency is inflated 

its international value will be reduced. If, for example, 

the purchasing power parity at one stage is represented by 

200 marks to the pound, and the volume of money in 

Germany is increased by 50 per cent, the purchasing power 

parity will move from 200 to 300 to the pound. Essentially 

the movement takes place through a change in the trade 

relations between Germany and the rest of the world. The 

immediate effect of German inflation will be to raise 

German prices. Consequently, imports will be stimulated 

and exports checked, and an excess of imports over exports 

will result. This excess of imports will mean that there will 

be a big demand for foreign currencies in order to pay for 

the imports, while there will be a relatively small supply 

of foreign currencies. Consequently, more and more marks 

will be offered for the pound or for other foreign currencies, 

and the process will continue until the rate reaches 300 to 

the pound. But the knowledge that Germany has inflated 

her currency, and that, therefore, its international value will 

ultimately be reduced, accelerates the reduction through 

speculative influences. Moreover, if in Germany the process 

of inflation continues and is likely to continue, its effects will 

be discounted in advance, that is, speculative influences 

will cause the external value of the currency to fall even 

more rapidly than, and to remain below, the internal 

value. In other words, the German currency will suffer from 

external or specific depreciation over and above the general 

depreciation or fall in the purchasing power parity itself. 
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There remain two further considerations. It has been 
stated that any deviation in the actual rate of exchange 
from the purchasing power parity brings into operation 
forces tending to restore that parity. Under certain con* 
ditions, however, the correctives may fail. Suppose that, 
for some reason which does not concern us now, Germany 
is faced with a heavy external debt which she is pressed 
to pay, but cannot find means to pay with. Provided she 
is unable to negotiate a long-term loan, those who hold 
claims upon her must either wait until Germany has a 
sufficient surplus of exports over imports, or sell their claim 
to speculators for what they will fetch. The discount on 
those claims will be determined by the probability and the 
probable date of pa5ment. If the claims are very heavy 
their holders will only be able to sell at a heavy discount, 
that is the German mark will be worth far less than the 
purchasing power parity. Assume it to be worth but 
one-half of its parity value, and that its parity value is 
300 marks to the pound. Steel worth 300 marks in Ger¬ 
many will now sell not for £1 but for los. in this country. 
The exports of German steel will naturally be increased, 
but they will need to be doubled in order to secure the same 
command over pounds as before. In other words, the same 
volume of German exports would pay for only half as many 
imports as before. Consequently, although the external 
depreciation of 50 per cent stimulates exports and checks 
imports expressed in weight or volume, the total value of 
the greater quantity of exports is reduced and the total 
value of the smaller quantity of imports is increased. For 
this reason the balance of German indebtedness increases, 
and the exchanges, instead of improving, move still further 
against Germany. 

The second consideration is closely connected with 
the first. German imports consist largely of foodstufis 
and raw materials. If exports are to be increased the 
imports of materials cannot be largely reduced. The 
demand in Germany for the imports is fairly inelastic, 

Heavy 
external debts 

Inelastic 
deniaiK' for 
imports 



336 THE FCOKOMICS OF PRIVATE ENTEKPRISE 

and the strength of the correcting influence is to 
that extent weakened.^ Further, the balance against 
Germany under the extreme circumstances now being 
assumed tends to increase ratlicr than diminish ; payment 
can only be made by exporting further promises to pay, 
and the value of such promises falls still farther. Moreover, 
the external depreciation of the mark accelerates the process 
of internal inflation, for the following reason. We have 
already seen that inflation, while it continues, provides 
an artificial stimulus to domestic trade. The trade 
activity, with its prospect of immediate gain, increases the 
inelasticity of imports of raw materials. But the prices of 
these, when expressed in marks, reflect the external depre¬ 
ciation of the currency and are, therefore, relatively higher 
than those of goods produced within Germany. In order 
to finance trade based upon such goods, business men 
require proportionately more currency, and the latter is, 
therefore, correspondingly increased. Thus inflation is 
accelerated and purcliasing power parity falls with equal 
rapidity. Since the external depreciation is now measured 
(as a percentage) from a still lower parity, the external 

liquiiibriuiii value of the mark shows a proportionate reduction. It is 
rate may be ^ ^ 
unattainable clear that, foT this twofold reason (external depreciation 

and internal inflation accelerated by such depreciation), the 
mark ultimately becomes worthless. No country, even 
though it starts as a gold-using community, can avoid this 
end unless it is able to pay for its current imports (either 
by current exports or by securing long-term loans to meet 
the deficit, which is only possible for a limited period) and 
to prevent internal inflation. If it does not prevent 

^ When a currency is being rapidly and continuously depreciated 
those who possess it frequently endeavour to exchange it for a 
more stable foreign currency. This was done after the Idrsl World 
War by the Austrians and Germans and, to a lesser extent, by the 
French. All three purchased Swiss (gold) francs, American dollars 
or English pounds. The effect of the purchase of a foreign currency 
for this reason is precisely the same as the effect of a similar purchase 
in order to pay for imports. Foreign niA^estment (for such it is) of 
this character should thus be included in imports for the purpose 
of this section. 
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inflation it cannot, in the long run, secure a real trade 

balance. If it does not secure a trade balance (including 

loans) it cannot, in the long run, prevent inflation. The 

importance of these elementarj^ truths in connection with 

large payments (be they in respect of indemnities or debts 

incuiTed earlier) by one country to another requires no 

emphasis. 



CHAPTER 

MONETARY SYSTEMS 

Every country, as representing a political unit, has to 

decide upon its monetary standard. We have already seen 
that, as part of the general law of contract, it has to define 
some form of currency as legal tender, that is to say, as 

currency that must be accepted, in the last resort, by a 
creditor in discharge of a debt. In no other way would it 
be possible to complete a contract in the eyes of the law. 
If the debtor makes payment in that currency he is no 
longer liable for the debt; in the last resort the creditor 
may insist upon being paid in that currency. The legal 

tender may be gold or notes issued by or on behalf of the 
Government; if it consists of notes, these may be con¬ 

vertible into gold at a stated rate or they may be incon¬ 

vertible. If the currency is in the form of gold or is con¬ 
vertible into gold, its total amount is governed by the 
amount of gold available in the country. Convertibility 

thus automatically restricts the amount of legal tender 
that can be issued. If, however, the legal tender is in the 
form of inconvertible paper money, the supply may be 
increased without limit; the amount that is actually 

issued is determined by the Government. The limit of 

issue may be absolutely fixed by law; it may be elastic 
within limits defined by law or it may be left to be decided 
by events. At the end of the ninete.enth century, gold 

currency was issued throughout the modern world. In 
Great Britain legal tender consisted of gold coins, together 
with Bank of England notes of large denomination, con¬ 

vertible on demand into gold, and a restricted supply of 
silver and copper coins for convenience in transactions of 

small amounts. In other countries, gold and convertible 

^ I have not hesitated, in this chapter, to repeat in substance 
some of the statements made in the three previous chapters. 
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notes circulated freely, the quantity of notes in circulation 
being restricted by their convertibility. 

We have so far looked at the monetary standard as a Currency 
relationships 

domestic phenomenon; wc may now proceed to look at it 
from the international point of view. We know that in the 
long run the exports and imports of a country must balance. 
If imports were continuously in excess of exports, the 
country experiencing the deficit would need either to bor¬ 
row from abroad or to part with such valuables as the 
foreign creditors would accept as final payment. In the 
last resort the one valuable commodity that a country is 
always prepared to accept from a debtor is gold. We shall 
presently find, indeed, that when gold is discarded as the 
means of payment in domestic transactions and ceases to 
be the instrument controlling the supply of paper currency 
(in other words, the moment gold is demonetized and 
accepted mcrel}^ as bullion), its value in terms of the 
country's currency increases. The world cannot get away 
from gold in some form or other, nor is it likely that it will 
succeed in doing so for generations to come. It is necessary, 
therefore, to look more closely than we have yet done into 
the problem of monetary standards. Let us first gather 
together some of the threads running through the last two 
chapters. 

We have seen that when a man incurs a debt within his 
own country he is able to discharge it in the eyes of the 
law by paying legal tender to the requisite amount. The 
debtor may be required to pay in legal tender, while the 
creditor must .accept payment in legal tender. For con¬ 
venience in everyday business other instruments are em¬ 
ployed, but they are employed by consent; in law, final 
discharge of a debt is made by the payment of legal tender. 
In international trade a different situation arises for the 
simple reason that there is no such thing as international 
legal tender. The legal tender of each country must some¬ 
how be equated to the legal tender of other countries. If a 
British merchant imports goods from, say, the United 
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States of America, the contract may stipulate payment 
either in dollars or in pounds. If it is stipulated that j)a37- 
ment be made in dollars, the Jlritish merchant wJio ].)os- 
sesses sterling and accepts the legal responsibility to pay 
in dollars must, therefore, convert his sterling into dollars. 
If the contract stipulates payment in sterling, the American 
exporter receives sterling and undertakes the task of con¬ 
verting sterling into dollars, which is the mone^/ needed in 
ultimate payment of the exix)rls. The ojie (^r the' other 
needs to convert sterling into dollars. Some equation must 
therefore, be found between the two currencies. This is 
the fundamental issue that arises in trade between two 
countries; each countr}?' is faced with the problem of 
establishing the currency equation. That is our starting 
point. 

Each country, in turn, is faced with two alternatives. 
Either it ma}^ seek to maintain fixed exchanges, that is to 
say, to secure that the value of its currenc}^ remains un- 
changc<l in terms of other currencies, or it may not do so, 
in which case it allows its currency to fluctuate in terms 
of other currencies. These alternatives will be considered 
in turn. 

The Gold S'j andard 

In the nineteenth century, until the outbreak of the 
First World War, it was the general practice of most 
countries to maintain fixed exchanges, and this system 
created certain obligations, imposed a certain discipline, 
and required certain conditions for its successful opera¬ 
tion. The method then employed in maintaining fixed 
exchanges was known as the gold standard. The country 
operating the gold standard fixed the value of its cur¬ 
rency in terms of gold; the currency could always be con¬ 
verted into gold at the fixed rate and the gold sent abroad 
in payment of an external debt. That was the obligation 
accepted by the country for the purpose of maintaining 
fixed exchanges. Thus, so long as this obligation was ful¬ 
filled, the currency of a country would be maintained 
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abroad, for, to the foreigner, it was equal to and could 
be converted at any time into the stated amount of gold. 
This is the essence of the gold standard; and the gold 
standard, so far from being an end in itself, is an instru¬ 
ment (though not the only possible instrument) for main¬ 
taining fixed exchanges. The fixed exchange system is, 
therefore, a more fundamental economic concept than the 
gold standard. 

But the gold standard itself may take one of three Three forms 

forms: it may be a complete gold currency standard, or a 
gold bullion standard or a gold exchange standard. These 
differ in form, and the differences in form are of con¬ 
siderable importance in practice in that they allow different 
degrees of economy in the use of gold, but in essence they 
are the same and, as we shall find, necessitate the same 
discipline. Under the gold currency standard (or the com¬ 
plete or full-blooded gold standard) the country issues gold 
currency, which may or may not be supplemented by paper 
money convertible into gold at the fixed rate. Thus, for 
example, in England a Bank of England £5 note was worth 
five gold sovereigns and circulated freely. Any foreigner 
presenting a cheque or notes could always carry away gold; 
the precious metal moved freely in and out of the United 
Kingdom. 

The gold bullion standard, which operated in the United 
Kingdom from 1925 to 1931, differs from the gold cur¬ 
rency standard in that gold is not used as internal cur¬ 
rency, which consists entirely of paper money issued 
against a gold reserve. But for external purposes there is 
no essential difference. A foieign creditor is empowered 
by law to convert his claim into gold bullion and to transfer 
it to his own country. Even under the gold currency 
standard it was not sovereigns that he wanted, but the 
gold in the sovereigns, so that whether the gold was ex¬ 
ported in the form of coin or bullion was of no significance. 
The gold is valuable as gold, not as coin. 

The gold exchange standard differs less in substance 
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than in form from the gold bullion standard. But a country 

employing the former keeps its reserve not within its 

boundaries, but in the Central Bank of some other gold 

standard country. When payment has to be made to a 

foreign country it draws upon its external reserve, and 

when it receives payment it replenishes that reserve. 

Internally it may use silver or paper, or both, as currency, 

but it is always under obligation to convert tliat currency 

into gold, for payment abroad, at the fixed rate. The 

virtue of this system is that the reserve that it holds in 

the foreign country increases the reserve of that country, 

and this first reserve, which is a claim upon gold, is now 

usually called a foreign exchange reserve. In this case, 

again, that obligation which is the essence of the gold 

standard remains, and tluj discijdine which is imposed by 

the system is the same as before. 

Discipline of Wc mav iiext tui'ii to examiiic the discipline that is 
the system ^ 

imposed by the system of fixed exchanges operated through 

the gold standard. It may be stated in very few words. 

In the long run the total exports (including invisible items) 

of a country must be roughly equal to total imports. For 

this reason the wage and cost levels in each country must 

be such as to produce a price level roughly equal to that 

prevailing abroad for goods subject to international com¬ 

petition. Thus, for example, if money wages and costs 

were raised far above this level, exports would diminish 

and imports increase, leaving a deficit to be met by the 

export of gold. Even in theory this could only continue 

until the gold reserves were exhausted, but before that 

stage was reached the fixed exchange system would break 

down. A country threatened with such a breakdown is 

faced with two alternatives. It may devalue the currency, 

■ that is to say, reduce its gold value and try to maintain 

the fixed exchange system at the revised rate. The alter¬ 

native is to reduce costs. The latter was the old method, 

and the machinery was to raise the rate of discount and 

thereby check business enterprise, already partly checked 
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by the reduction in exports following the rise in j^rices and 

the inen^ase in competitive imports. Depression and the 

threat of unemployment formed part of the discipline of 

maintaining a wage and cost level that enabled the gold 

standard to perform its normal function. It will thus be 

seen that the gold standard cannot function properly unless 

the gold parity is approximately (‘qual to purchasing power 

parity in the sense already discussed in the last previous 

chapter. 

When, in 1925, the gold standard was restored in this 

country in the form of a gold bullion standard, the gold 

rate givtm lo tht; pound was too high, having regard to the 

then existing wage and cost level. Exports of merchandise 

suifeiTxl, imports increased, and in the absence of another 

factor tlu' system would have quickly collapsed. The 

other factor v^as the interest that w'(‘ received upon foreign 

investments, vdiich enabled us to maintain the necessary 

balance between total exports and im])orts for some years. 

But in 1931, as a result of a combination of factors, of 

which this was only one, the gold standard collapsed and 

has nevcT since been reston'd. 

It has been stated that the pur])ose of the gold standard 

is to maintain a system of fixed exchanges; the gold 

standard is the instrument, the system of fixed exchanges 

the objective. Rut the gold standard is not the only 

method by which the desired objective may be reached. 

An alternative method is lo be found in an international 

agreement. But before that alternative is discussed, refer¬ 

ence should be made to the conditions of success of the 

gold standard itself. It has already been stated that that 

standard was succesfully maintained, in spite of imper¬ 

fections, before the outbreak of the First World War. 

For generations, apart from relatively minor wars between 

individual States, the world had lived in peace. Peace, 

and the prospect of unending peace, had generated con¬ 

fidence; and confidence had fostered investment. When 

we are confident that to-morrow will be as to-day w^e are 

Conditions of 
success—free 
invfjstment 
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prepared to make plans for the future. We invest our 

resources for future gain, l^ut if we believe that to-inorrow 

will bring tragedy we cannot make such plans. When we 

live in dread of war we discount the. future heavily, and 

are apt to live in and for the present. The continuity of 

life is broken; measures for the future are not taken 

because we do not know what measures to take and 

may even behove that no measures are worth taking. For 

generations before the First World War continuity was of 

the essence of economic life; people })lamied for the 

future because they believed that their plans would fructify. 

They, therefore, invested confidently, not for the ])urpose 

of making immediate ca])ital gains, but for the purpose 

of enjo^ung annual gain in the belief that their capital 

would not merely remain intact but prove fruitful. 

That belief in the continuity of economic life was the 

outstanding feature of the period and made other things 

possible. Not only were people prepared to invest their 

capital in many i)arts of the world in which opportunities 

for investment a])peared, but they were also ready to help 

each other in periods of temporary difficulty. 

Under the political conditions prevailing in the nine¬ 

teenth century it was comparatively easy ff>r young 

country (in the industrial sense) to ol^laiii ca])ital for 

development from older and wealthier countries. In this 

wa^^ industrial progre.ss in the former was accc'lerated, 

while in the long run the latter also benefited. I'hus, for 

example, industrial and railway devtdopmt at in the 

United States of America after the Civil War was slinm- 

lated by the investment in that country of capital owned 

by people in Great Britain. Similarly, industrial develop¬ 

ment in the Argentine Republic, in Canada, and elsewhere 

was fostered and accelerated by the aid of European capital 

lent to or invested in the undertakings of those countries. 

Such loans and investments enabled borrowing countries 

to pay for the necessary capital equipment without having 

to curtail those normal imports which had been paid for 
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by current exports. In their absence the borrowing 

countries would not 1 lave been able to maintain the balance 

of payments while importing capital equipment; their 

gold reserves would have been quickly drain(m1 away and 

the gold standard would have broken down. Thus one of 

the conditions of successful operation of the gold standard 

is a free movement of long-term investment capital from 

the wealthier lending nations to the immature and develop¬ 

ing nations; and this condition could not have been ful¬ 

filled in the absence of peace and the confidence begotten 

of peace. 

Again, it is possible for the balance of payments between 

one country and the rest of the world to be disturbed for 

a time by some accident. Thus, for example, failure of the 

wheat harvest in a country retying largely upon its wheat 

exports for the nu'ans of paying for its imports, would 

cause serious injury to that country and make it necessary 

to curtail essential imports, unless it were able to secure 

temporary assistance. A regularly recurring or cyclical 

depression affects countries in different ways: in one case 

creating an excess of imports, in another case an excess of 

exports. In such cases it was easy for a country to obtain 

short loans or credit to enable it to tide over the period of 

strain. When one country was in difiiculties, others came 

to its assistance, not from any altruistic motive, but in the 

ordinary process t)f trade and finance, 0])erating in a 

system characterized by continuity which, in turn, was the 

product of peace. I'he system was characterized by the 

free movement not only of long-term investment capital, 

but also of short-term capital or credit. Thus, for example, 

if a credit-wortliy country such as Argentina needed 

temporary assistance, that assistance was rendered almost 

autoniatically through the agency of the Bank of Ihigland. 

By raising its rate of discount, the Bank of England was 

able, if necessary, to draw idle funds from other financial 

centres and tliereby enlarge the fund of credit placed at 

the disposal of Argentina. Although not formally an 

Credit 
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International Central Bank the Bank of England operated, 

in practice, in that way. 

It will thus be seen that the two conditions of success in 

the operation of the gold standard were the free movement 

of long-term capital and co-operation in the rendering of 

assistance to a country that was in temporary difficulty. 

These conditions were present in the nineteenth century 

because jieace reigned and inspired confidence in the con¬ 

tinuity of economic life. It was precisely these conditions 

that were lacking between 1925 and 1931; and their 

absence ultimatel}^ destroyed the gold standard that had 

been restored in the earlier year, lliose countries (such as 

France) that had money to invest abroad, instead of in¬ 

vesting it in long-term securities, merely placed it at call 

in those monetary centres, such as New York and London, 

where it appeared to be safe. Long-term capital moved 

about the world hunting security without ever finding it. 

Instead of being locked up in long-term undertakings of 

an industrial character, it was held in a form apparently 

realizable at once and thus constituted a menace. Again, 

when a country was faced with a crisis others, instead of 

co-operating and providing credit to tide it over the crisis, 

ran away; they deserted the country suffering from the 

crisis like rats deserting a sinking shij). That is precisely 

what happened to the United Kingdom in 1931, when the 

financial crisis finally destroyed the gold standard. Those 

countries that had placed their money in London on safe 

deposit, instead of going to its aid, attempted to withdraw 

even that which had already been placed there. It was 

impossible to meet all the obligations on demand; the 

gold reserves were drained away and the gold standard 

disappeared, that is to say, the legal obligation to pay 

gold on demand was withdrawn. The gold standard sj^’stem 

lacked the two conditions of successful operation, and the 

conditions were lacking on account of the absence of that 

confidence which is generated by real peace. 

In the above paragraphs we have examined the operation 
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of the gold standard as a method of maintaining fixed 

exchanges. We have discussed the obligations implicit in 

the gold standard, the discipline imposed by it, and the 

conditions that must be fulfilled if it is to operate success¬ 

fully. But it is possible to operate a system of fixed ex¬ 

changes by other methods. One such method was illus¬ 

trated by the formation of the '"sterling area’’ after the 

suspension, in 1931, of the gold standard. When the latter 

event occurred, several other countries decided to abandon 

the gold standard and to maintain parity with sterling. 

In effect they operated a sterling exchange standard 

similar, in its essentials, to tlie gold exchange standard. 

They held large* reserves in London and used such reserves 

as a stabilizing instruinent. They sold sufficient of their 

currencies abroad to send the price down from the gold 

parity to the earlier sterling parity, and were afterwards 

prepared to buy and sell currency at that rate.^ If their 

exports exceeded their imports they held the surplus in 

sterling; in the reverse case they drew upon sterling to 

fill the gap in the l^alance of foreign payments. 

It should be observed that Great Britain itself was not 

one of the sterling group operating the sterling exchange 

standard. Sterling was a free currency in the sense that 

the Government was under no legal obligation of any kind 

in relation to the external value of sterling. The rapid 

fonnation of the sterling area was, among other things, an 

expression of confidence in the desire and the ability of 

the British Government to maintain monetary conditions 

that would strengthen economic stability. Given that con¬ 

fidence the policy of the sterling group was dictated by 

self-interest. Thus, for example, New Zealand and Den¬ 

mark were competitors for the English market in such 

things as butter, cheese, and bacon. If Denmark had 

remained on the gold standard the sterling price of her 

^ It should be observed that when Great Britain suspended the 
gold standard the value of sterling fell from 4*86 to 4*03 dollars. 
The countries joining the sterling area hkewise reduced the value 
of their currencies, 
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exports would have gone up when the value of sterling 

fell; and if the New Zealand pound had moved in value 

with the English pound, the competitive power of Denmark 

would have been reduced. 

International Agreements 

A second method of operating fixed exchanges is by 

international agreement. In essence the parties lo the 

agreement contribute to a Central Fund upon which they 

draw, when necessary, to maintain a balance of payment. 

Such an agreement was established in 1936 between the 

United States, Great Britain, and France, and was after¬ 

wards joined by other countries. It is also the essential 

feature of the international monetary fund recently estab¬ 

lished under the Bretton Woods Agreement. While a full 

discuvssion of this system cannot be included in a short 

chapter, three general comments may ])c submitted. In 

the first place, the common fund provides for the move¬ 

ment of short-term money or credit necessary to tide over 

a period of difficulty. The fund takes the place of the 

credit formerly mobilized by the Bank of England and 

concentrated at the point of need. In the second place, 

the Agreement provides for an adjustment of the value of 

the currency of any party to the Agreement if it is found 

that the fixed rate of exchange is not in accordance with 

purchasing jiower parity. But such adjustmcjut would be 

by consent, and in tliat respect the system is even more 

rigid than the nineteenth century gold standard. ih)r, in 

the latter, every individual country was complete master 

of its own household and was able, without consulting 

any other country, to devalue its currency and adopt a 

new gold rate. In the third place, the agreements that 

have hitherto been the subject of experiment have not 

wholly excluded gold. In the tripartite agreement of 1936, 

one member, the United States, was operating the orthodox 

gold standard; sterling and the franc, by being fixed in 

terms of the dollar, were fixed in terms of gold. Similarly 
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in the Bretton Woods Agreement the values of the cur¬ 

rencies of the participating countries, although primarily 

fixed in terms of each other, are also fixed in terms of gold. 

On the other hand it would be relatively easy to change 

their gold price without disturbing their mutual relations. 

Finally an international agreement of this type does not 

include any arrangement for the international movement 

of capital in the form of long-term investment. Under tlie 

Bretton Woods Agreement an International Bank has 

also been established. Although called a Bank it is essen¬ 

tially an investment institution; on the other hand its 

investments are primarily concerned with the needs of 

post-war reconstruction, not with the continuing needs of 

a peaceful world containing young and developing coun¬ 

tries needing investment capital, as well as more mature 

countries with a surplus to invest. International move¬ 

ments of long-term investment capital to meet the needs 

of developing countries would still be provided by the 

methods of the past. These will not be freely employed 

unless and until world peace and confidence are restored, 

l^ven the Bretton Woods Agreement has yet to be tested. 

It has been stated that a country is faced with two main 

alternatives. It may maintain a system of fixed exclianges, 

through the agency of cither the gold standard or an 

international agreement. Alternatively it may maintain a 

system of free exchanges, allowing tlie rate of exchange tc^ 

be determined by purchasing ]X)wer parity. The latter has 

already been discussed, in part, in the chapter on foreign 

exchanges. It was in operation for some time after the 

First World War, not as a matter of choice, but on account 

of the difficulty of restoring the gold standard until some 

sort of economic stability had been re-established. But a 

body of opinion existed that was in favour of such a system 

as being, it was argued, intrinsically superior to the gold 

standard, which, in the words of one writer, was only fit 

for barbarians and, in any case, was only a "fair weather" 

standard. It was held that under a rigid gold standard 

TnU'r-war 
ditliculties 
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the freedom of the Government to pursue an economic 

policy appropriate to current conditions was seriously 

curtailed. In the first place, the discipline imposed by the 

gold standard was becoming increasingly difficult on 

account of the rigidity of wages and costs. At a time when 

gold prices were falling as the result of an increase in the 

world demand for gold, the operation of the gold standard 

necessitated a reduction in wages and costs. This was 

possible under the flexible conditions of the nineteentli 

century, but was rapidly becoming impossible on account 

of the growth of trade unionism and of national long-term 

wage agreements. Under a free exchange system it was 

possible to avoid such general reductions by allowing the 

rate of exchange to adjust itself to purchasing power parity. 

In the second place, it was held that, under a free exchange 

system, a Government would be able to avoid cyclical 

fluctuations in trade (see Book IV, Chapter II) by the 

pursuit of an appropriate currency policy. 

It is impossible, in a general survey of this character, to 

.submit a full discussion of these theoretical assumptions. 

It is sufficient to point out that in 1925 the gold standard 

was restored and that in 1931 it again collapsed. The 

second suspension of the gold standard in 1931 was followed 

by a fall in the value of sterling which, in turn, appeared 

to stimulate the export trade and to reduce competitive 

imports. Exports that were unable to find a market when 

the pound was worth nearly five dollars were more suc¬ 

cessful when it was worth little more than four dollars; 

imports which flowed into this country when four dollars' 

worth could be sold for about sixteen shillings were checked 

when four dollars' worth could only be sold for a pound. 

What was possible for this country, however, was also 

possible for other countries; we witnessed a period of 

competitive currency depreciation which merely meant 

that each country was endeavouring to capture trade from 

other countries without any increase in the total volume 

of world trade. The system of competitive currency 
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depreciation came to be known as the game of '‘Beggar- 

my-Neighbour/' and opinion again became more favourable 

to a system of fixed exchanges, which were afterwards 

established by international agreement. But the difficulty 

created by the inflexibility of wages and costs remained— 

and still remains. Under the Bretton Woods Agreement 

arrangements are made for the adjustment of the value of 

a currency to changing conditions; thus, for example, the 

value of the pound ma}^ be reduced if it is found to be 

overvalued. It may be reduced by 10 per cent without 

seeking the formal consent of the international authority 

and the consent of that authority may be sought for a 

further reduction in case of need. It remains to be seen, 

however, whether this arrangement will prove practicable; 

when one country reduces the value of its currency other 

countries, fearing the competition of its exports, and the 

protection that it gives against imports, may be tempted 

to do the same thing, in which case the old game of 

‘'Beggar-rny-Neighbour’' would be resumed. 

We are passing through a period of serious instability ThHuture 

and great uncertainty following two World Wars, divided 

by an interv^al in which there was no real peace. Distressed 

countries are employing all sorts of devices in their efforts 

to reconstruct a tolerable economic system. The gold 

standard of the nineteenth century is no longer possible; 

it will remain impossible for many years to come. A fixed 

exchange system by international agreement (Bretton 

Woods) is the subject of experiment under conditions 

that cannot be regarded as promising success. Meanwhile 

individual countries are entering into bilateral agreements 

in the endeavour to protect the balance of payments; 

under such agreements currencies are given or may be 

given different values in different markets. Controls of all 

kinds—commodity price controls, production controls, 

trade controls, and exchange controls—cut across those 

economic forces that were formerly allowed to operate. 

Countries are like ships in a hurricane, hauimg down their 
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masts, battening their hatches and hoping to ride the 

waves. The economic nationalism of the 1920's (the pro¬ 

duct of political uncertainties), strengthened by the further 

measures of the 1930’s (the product of fear born of the 

Great Depression) is now followed by still further panic 

measures, which are the product of a Second World War. 

Sooner or later the world will again be faced with the 

choice between tlie two alternatives discussed in this 

chapter. 



Section III—Theory of Distribution 

CJIAPTKK XI 

THE RENT OF LAND 

The Tkoblem of Distkibution 

In the second book we were concerned with the general 

problem of organization, and we endeavoured to examine 

existing institutions and the forces by which they were 

created and developed. These institutions are responsible 

for tlie production of the goods and the provision of the 

services that are annually consumed. In the first two 

sections of the present book we examined the forces deter¬ 

mining the manner in which such goods and services were 

exchanged for money and, therefore, for each other. It is 

now necessary to consider the manner in which the same 

goods and sendees are ultimately distributed among the 

members of the community, thus determining the standard 

of living. This is what is known as the problem of dis¬ 

tribution. Before we approach the problem it is desirable 

to repeat that economics is a positive science, and that the 

economist is only concerned with what is or may be, and 

makes no attempt, qua economist, to set up a standard 

of judgment. Thus the problem of distribution is not to 

discover what incomes people ought to enjoy, but to 

indicate the action of those forces which determine what 

they actually receive and spend. 

Emphasis has already been laid upon the difficulty of 

dividing economics into branches distinct and separate from 

each other. The sura total of our economic activities 

represents a system, and we cannot fully understand any 

one part of that system without examining the whole. 

In particular, it is difficult to separate the problem of 

production, which was examined in Book II, from that of 

Production 
and 
distribution 
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distribution, which we are now about to consider. It is 

clear that the possible standard of living for the com¬ 

munity as a whole is determined by the total national 

production. Given a certain annual production, it is, 

therefore, evident that the standard of living of individual 

members of the community is determined by the manner 

in which the value of the total production is distributed 

among the different classes and individual members of the 

community. The distribution of that value determines 

the categories of goods and services that will be produced, 

so that the direction of production, as well as its amount, 

is an important consideration. Thus, for example, the 

mere multiplication of yachts, or luxurious hotels, or 

private motor-cars, will not of itself raise the standard of 

living of that part of the community which can never make 

use of such luxuries, but which is in need of better housing 

conditions. Consequently, a redistribution of money 

income in favour of the latter raises the standard of living 

of the community only in so far as it directs human effort 

into new channels. The average standard of living is 

determined by both the amount and the character of the 

national production, and the latter is in turn determined 

by distribution. 

The amount of national production is itself determined 

by industrial efficiency. To put the matter briefly, the 

economic possibilities of the community are determined 

by natural conditions, the character of its capital equip¬ 

ment and the quality of its inhabitants. The quality of 

its inhabitants is in turn determined by influences so 

numerous, varied, and elusive that they defy enumeration ; 

but it is clear that two of the factors influencing efficiency 

are motive and incentive. The incentive to work is itself 

largely determined by the nature and results of the process 

of distribution. 

The two problems of production and distribution are 

thus so largely interwoven that it is impossible to effect a 

complete separation even for the puipiose of preliminary 
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study. In so far as they can be separated, those problems 

of distribution that can be examined in isolation constitute 

perhaps the most difficult branch of economic study. It is 

impossible within the limits of three or four chapters to 

deal with it in a manner which is anything but unsatis¬ 

factory to both writer and* reader, and all that we can hope 

to do is to indicate some of the outstanding facts, and to 

state them in such a way that, when we come to pursue the 

matter more closely, we shall have nothing to unlearn. 

The problems of distribution may be broadly stated in the 

form of five questions— 

1. Why is A richer than B ? 

2. What accounts for the ultimate difference in the 

standards of living of A and B ? 

3. Why are some classes of workers rewarded by higher 

rates of remuneration than others ? 

4. Why is the remuneration to capital higher in some 

investments than in others, and the pa5mient for the use 

of land greater in some cases than in others ? 

5. What detennines the distribution of income between 

the various factors of production taken in bulk ? 

The answer to the first of these questions is, obviously, 

in part determined by the amount of wealth inherited by 

each person concerned, for a man s income is made up of 

payment for current work together with interest on invest¬ 

ments, if any. The second question clearly brings in the 

influence of taxation, for the standard of living of an 

individual depends, not only upon the income that he 

receives for current work, but also upon the benefits which 

he may receive from public services rendered gratuitously 

or in return for fees which do not cover costs. The third 

and fourth questions resemble each other in that they refer 

to the relative payments made for different uses of the same 

factor of production. The fifth question is self-explana¬ 

tory. It wiU be convenient to examine the third and 

fourth in their simplest form before attempting to deal with 

the rernaijidcT, and to consid('r first tlie cas(‘, of land. 

Personal 
distribution 
and (actor 
distribution 
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Agricultural 
r(‘ut as a 
residual 
payment 

Rent 

When a farmer, desiring to embark upon a new enterprise, 

makes a survey of the various lands that are available for 

his purpose, he takes certain things for granted. He knows 

that the prices of the products are governed by general 

market conditions—that is to say, they are made for 

him, not by him~-and that any action of his will produce 

practically no effect upon those market conditions. He 

knows, moreover, that he will have to pay such prices for 

the use of capital as are determined by the general con¬ 

ditions of demand and supply, and that the effect of his 

individual demand is so slight as to be negligible. Simi¬ 

larly, the wages which he will have to pay for the labour 

that he employs are determined for him, not by him. 

Thus, there are certain things beyond his control~the prices 

of the farm products and those costs that he will incur in 

the form of interest, wages, seeds, and manures, and so on. 

In his endeavour to discover a suitable farm the farmer 

makes a survey of many areas, both likely and unlikely. 

The first site that he examines seems to him to lend itself 

to farming of a particular kind. He makes an estimate 

of the probable trend of prices, of wages, ajid o! interest 

on borrowed capital during the next year or two, and as 

a result he reckons that the total value of the products 

which this particular piece of land would provide on his 

method of farming would not exceed the total cost incurred 

in growing them. It may be that the land stands high, 

or that it is on the northern slope of the hill and, therefore, 

deficient in sunshine. It may be that the ground is stony, 

or choked with undergrowth, or otherwise unpromising. 

Irrespective of the actual cause, the farmer decides that 

the value of the land's products would offer no surplus 

over the total costs incurred in producing them, and he 

feels, therefore, that he cannot make any offer to the 

landowner for the use of that land. 

He then passes on to examine a second piece of land. It 
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may be less stony or less encumbered with weeds ; it may 

fall gently to the south, and thus enjoy the maximum of 

warmth ; it may be well irrigated. For one reason or 

another the land is much more promising than the first 

that he examined. The farmer decides that the best 

method of cultivation is rather different from that which 

appeared best for the first piece of land. Having made 

his survey, he feels that on his proposed method of cultiva¬ 

tion tlic total value of the products will exceed the total 

cost incurred in producing them by, let us say, ;^ioo a year ; 

that is to say, the use of the land in the particular way 

proposed by the farmer provides a sur})liis of £100 a year 

over and above all the costs incurred by the farmer, includ¬ 

ing remuneration for his own work. Consequently, rather 

than lose the use of that land the farmer would be willing 

to pay anything up to £100 a year for it. The sum repre¬ 

sents tlic anticipated residue left in his hands by tlie market 

conditions in respect of farm products, interest, w ages, and 

materials. But the farmer finds that he is not the only 

prospector. A rival is already on the scene, and going 

through the same calculations. The latter agrees with the 

first farmer about market prospects, that is to say, in his 

estimates of costs and of market prices ; but he does not 

agree with him as to the best method of cultivating the 

particular piece of land. He believes that by means of 

farming of a more varied character, a different rotation of 

crops, greater attention to pigs and to dairy produce, he 

will be able to obtain from the land a greater aggregate 

value than that estimated by the first, and that he will 

enjoy a surplus, not of ;^ioo a year but of, say, £150 a year. 

A third farmer appears, who agrees with the second as to 

the best method of cultivation, but is more optimistic about 

the future prices of farm products. His estimate of the 

costs incurred and also of the total quantity of the aggre¬ 

gate products agrees with that of the second. The 

difference in estimate ap)pears in respect of the total value 

of the aggregate products. The third farmer anticipates 
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hand, if the landlord, as is often the case, is anxious to see 

his land well cultivated and kept in good order, he will not 

squeeze the last penny of the surplus out of the farmer. 

Again, competition between farmers is not always so 

effective as we have so far assumed. Some farmers are 

highly efl&cient and enterprising ; others lack the capacity 

for utilizing the land to the best advantage, or, perhaps, the 

capital necessary to do so, and the actual surplus which the 

latter are able to obtain by their own method of farming 

is far less than that surplus which could have been obtained 

from the same land by a more energetic and efficient 

farmer. Yet the inefficient farmer retains his tenancy, and 

neighbouring farmers who may care for the land hesitate 

to approach the landlord with an offer of a higher rent, 

even though they are being handicapped on their own 

farms by the inefficiency of their neighbour. Thus com¬ 

petition operates in a very halting fashion in the case of 

agriculture, and it is not to be assumed that the actual 

rent which is paid by any farmer, under any particular set 

of conditions, represents the surplus, and the whole of the 

surjDlus, which the land can provide. Nevertheless, it is the 

estimate of the probable future surplus (provided by the 

land) by each of a number of potential tenants that is the 

governing factor in the situation. The surplus which the 

land actually affords when it is cipplied in the best possible 

way is known as the true or economic rent. It represents 

a residue. 

Royalties and Urban Rents 

Mining 
royalties based 
on estimated 
svirplus 

We may here examine other forms of residue that appear 

in the economic world. Consider first the case of coal¬ 

mining.^ A mining company desiring to extend its opera¬ 

tions makes a survey of new^ seams. It fixes upon a 

particular seam, and, with the assistance of a mining 

surveyor, makes certain calculations. As in the case of 

farming, the price which the finn will have to pay for capital 

* Under competitive conditions. 
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and the wages which it will have to pay in order to attract 
a sufficient supply of miners and workers in ancillary 
occupations are determined by general market conditions. 
Moreover, the price of coal on the market will be determined 
irrespective of the small—almost infinitesimally small— 
amount which the particular firm will be able to add to the 
market. The firnf decides that a particular method of 
working the mine is the most suitable in the circumstances. 
The shaft would be sunk in a particular place, and would 
be of a certain depth; the miners would WT)rk the seam in 
certain directions ; and so on. Upon this estimate of 
costs the firm estimates that it will be able to produce, 
with the total capital and the total labour, a certain quan¬ 
tity of coal per annum, and that each Ion of coal wall 
provide a surplus of so much, say, is. per ton. This amount, 
again, is a pure surplus cr residue determined by mcirkct 
conditions, and is the basis of the offer made by the firm 
to the landowner in the form of royalty. But a competing 
firm appears on the scene, and decides that another method 
of procedure is more economical. The shaft should be 
sunk in another place, the mine should be worked in a 
different manner, mid so on. The rival firm, while agreeing 
with the first as to the prospective market conditions, 
decides that the surplus will amount to, say, is. id. per ton. 
A third agrees with the second on the technical side, but 
disagrees with it in its forecasts of the future trend of 
prices and of costs, tuid, being more optimistic, it anticipates 
a surplus of, say, is. 2d. a ton. 'Flius there are three 
competitors for the lease of the mining laind, and the land- 
owner naturally accepts the best ofier, namely,is. 2d. per ton. 
Here, again, it should be emphasized that the offer is deter¬ 
mined by an estimated residue. The successful firm enters 
into a contract with the landowner stipulating for the pay¬ 
ment of IS. 2d. a ton on all the coal secured from the mine. ^ 

^ In addition to the royalty there may be “ dead-rents,*' '* way- 
leaves," and other forms of payment. The forces governing the 
animints of such payments are the same as those governing royalti^^s. 
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ExtracUve A coal mine, however, differs from a farm in two impor- 
nature of 
mining tant respects. In the first place, the use of a farm does not 

injure the land. On the contrary, it should improve the 

land, that is to say, the land is better when used for 

farming than it would be if it were allowed to lie waste. 

Consequently, it would be better for the landowner to 

lease a farm at a peppercorn rent to a good farmer than to 

allow it to remain waste. But mining deprives the land 

of its mineral. It is an extractive, not an agricultural, 

industry. It would not pay the landowner to lease land 

for coal-mining at a peppercorn royalty, for in so doing he 

would be parting with a gift of nature that could not be 

Length of restored. The second and, for the moment, more important 

makes point is that a contract for coal-mining must obviously 

estimate extend over the whole life of the mine. A short contract 
of surplus 
impossible for two, three, or five years is clearly impossible. The 

terms of the contract are based upon a present estimate of 

future annual surpluses extending over a period of half a 

century or more. Nobody can estimate the conditions 

likely to prevail over so long a period; consequently, the 

fixing of tonnage rents for mines (i.e. mining royalties) is 

and must be largely of the nature of a gamble. 

The mining royalty is based upon an estimated surplus, 

and upon that estimate the two parties enter into a contract 

providing for a fixed tonnage payment ^ over a long period 

of years. If the mining company has been too optimistic, 

that is, if coal prices are lower or costs are higher than 

anticipated, or if the output is secured with greater diffi¬ 

culty and at a lower rate than was anticipated, then the 

actual surplus or residue provided by current market 

conditions will be less than the amount which the company 

has contracted to pay as royalty to the landowner, and 

the royalty, being a fixed charge, has to be found from other 

sources. On the other hand, if the company has been too 

pessimistic and the residue is greater than was anticipated, 

^ In some cases the royalty is based upon a sliding scale, being 
determined by the price of the mineral. 
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the firm will enjoy relatively high profits. In the first 

case the royalty is a heavy burden upon the individual 

firm ; in the second case it is not, in practice, a burden at 

all. In theory, mining royalties are determined by price, 

that is to say, they do not form a price-determining element 

in cost; they are of the nature of a surplus or residue. 

But that theory is so general in its application to mining 

conditions as to be of but little value, for, as we have said, 

estimates have to be made over so long a period in advance 

that* they cease to be estimates, and are but the gambler’s 

throw. 

Consider, again, the case of urban rent, that is, the rent 

of land used for building purposes. A building offers two 

things, shelter and convenience, and the annual value of 

the building will be determined by the combined value of 

these two services. Thus, for example, a building near the 

centre of a city will command a higher annual value than 

a similar building in a remote part, and the diflerence in 

the two values will represent the difference in site values. 

The higher site value, as before, represents in theory a 

surplus or residue, and is not a determining factor in 

price. A firm selling hats in a fashionable street in 

London may charge for a hat of a particular quality a 

price considerably higher than that charged by another 

firm in a less fashionable street. The former may say that 

the difference in price is due to the higher ground rent, 

but that is to put the cart before the horse. It is able to 

charge a higher price for the hat because people who 

are fond of shopping in a fashionable street are prepared 

to pay for their indulgence. The firm charges what 

the market will bear, and what the market will bear is 

quite independent of what the particular ground burden 

may be. On account of the keen competition between 

firms who know that they can charge higher prices for 

hats in the fashionable street, the site value in that street 

is correspondingly greater, that is to say, the residue which 

a firm can offer is correspondingly increased. 

Urban site 
values are also 
residiial 
payments 
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Rent and cost 
ot production 

The theory becomes clearer when we consider the case of 
two tobacconists' shops, one on a convenient site and 
the other far from the madding crowd. The prices of the 
commodities are standardized : tobacco costs the same in 
one place as in the other. The central shop attracts more 
customers, so that there is a greater turnover of goods. 
Moreover, there is far less waste of labour ; the assistants 
do not have to wait for customers. In the more remote 
shop the tobacco is sold at the same price, though it is 
probably not so fresh; the labour cost is considerably 
higher, the attendant spending a great part of his time 
waiting for customers; the turnover is less rapid, so that 
the costs must be spread over fewer units. There is there¬ 
fore a smaller margin per unit, and a smaller surplus. The 
tenant of the central shop enjoys a greater residue and, for 
that reason, is in a position to offer more in the way of 
rent. Such rent is, therefore, a surplus determined by 
market conditions, and by the advantages of the site. 
But the actual contract rent was fixed in the past upon the 
estimated surplus over a long period of time. The shop¬ 
keeper may have over-estimated or under-estimated the 
surplus. In the former case his rent is a burden which he 
cannot throw off or pass on to his customers ; in the latter 
he continues to enjoy a surplus which he need nut share 
with his customers. When, however, the lease of the land 
terminates, the tenant is at a considerable disadvantage 
in bargaining with the landlord, for he has to surrender 
not only the hmd but also the building which has been 
erected upon it at his owm cost. For that reason a new 
contract may be entered into, determined not only by the 
new estimate of future surpluses, but also to some extent 
by the dead loss that would be incurred by the leaseholder 
if he surrendered his property to the landowner. 

In all these cases the rent ofiered for the use of land, 
whether for agricultural, mining, manufacturing, or trading 
purposes, is determined by the residue of its product left 
after the deduction of necessary' costs of production. It 
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is determined by price, that is, by general market condi¬ 

tions which are beyond the control of any individual 

farmer or other leaseholder. 

This theory has been contrasted with the theory? express¬ 

ing the relation between wages and prices, and between 

interest and prices. Rent, it is said, is not a price-deter¬ 

mining factor iji cost, but wages and interest are price- 

determiiiing factors. Tlie price of a conimodity in the 

long run must be sufficient to cover all the costs incurred 

in the manufacture of that commodity, but the rent of 

land should not be included in such cost. Rent is a residual 

element, not a price-determining element. Wages are 

not a residual element ; consequently, wages and rent fall 

into different categories. Such, briefly, is the theory, the 

truth of which has been in tuni affirmed and strongly 

denied by different writers. 

QuaSi-Rknt 

We may tluirefore proceed to investigate the difference 

between I lie relatiojis which rent on the one side, and wages 

and interest on the other, bear to price. It should be 

carefully noted that we are considering the relative price 

or prices of a particular commodity or group of related com¬ 

modities. An industry or any other type of economic 

activity must offer a sufficient wage to attract the requisite 

supply of labour, that is to say, labour in this industry has 

a supply price. If such a price is not offered, the industry 

will suffer from a scarcity of workers. A similar statement 

may be made with regard to capital. If the products that 

the industry provides are not sold at a price which covers 

labour, capital, and other costs then, in the long run, the 

flow of labour and capital into this industry will be checked, 

the supply of products from the industry will be diminished, 

and prices will advance. The crucial point in connection 

with this extremely simple theory’ is that there exist 

outside the industry an undifferentiated mass of labour 

and an undifferentiated supply of capital; that is to say, 

Price 
ut^ccsi^arv to 
rcrniit lahr)ur 
and capital 
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fresh labour and fresh capital appear as a steady flow, and 
before they have been guided along any fixed channels it 
is within the power of industries to divert that flow in their 
own direction. There is no such undifferentiated mass of 
land. Land is differentiated from the first, and the supply 
is fixed for all time. No two pieces of land are identical. 
Two sums of £100 are identical. When, however, the 
sums have been expended in the form of fixed capital, 
such as buildings or machinery, they have become, as it 
were, differentiated, and during the life of the differentiated 
capital the same may be said of it as has been said of land. 

intpresi and Tlius, to take a concFcte example, suppose a stcel-pro- 
waf'csmay 

^corne duciug firm decides to put down a new plant costing 
payciieais jf5oo,ooo. In ofder to obtain that sum it will need to offer 

a prospective return comparable to that which is offered 
in other industries. When the money has been spent, the 
actual return that it earns by means of the new plant 
is determined by market conditions. The firm has to 
meet running charges. The balance of revenue over such 
charges represents the surplus or residue out of which the 
firm is able to meet standing charges in respect of the new 
plant. This residue represents the actual surplus pro¬ 
duced by the use of the plant. During the life of the plant 
the surplus is determined by market conditions, that is, by 
price. It is not a price-determining factor in cost. If, 
however, this surplus is not equivalent to the return that 
is normally provided in other industries, capital wili fight 
shy of the steel industry, and with the growth in world 
demand, and the reduction in supply as the older factories 
become obsolete, the price will steadily rise until the 
balance again promises suf&ciently well to attract further 
capital. This surplus, which is afforded by the employ¬ 
ment of fixed capital during a short period, resembles the 
rent of land so closely that it has been called quasi-rent. 

Consider the case of labour. When (say) a tin mine is 
about to be opened, the company is compelled, in order to 
attract enough capital and labour, to offer terms which 



THE RENT OF LAND 367 

compare not unfavourably with those ofiered by other 
industries. As time goes on, the price of tin may prove 
disappointing, or the cost of producing the tin may prove 
to be higher than was anticipated. In short, market 
conditions do not provide the expected surplus. The 
company has incurred certain obligations : it must pay 
the stipulated royalty ; it must pay interest on debentures, 
and so on. There is left a residue, which may be divided 
between the workers and the firm. The workers have lost 
their mobility. The mine may be in a veiy^ remote part 
of the country; it may be the only form of economic 
enterprise in the district capable of employing the workers, 
who would, therefore, be compelled as an alteniative to 
migrate to other parts of the country. The migration of 
families is costly ; the risks attendant upon leaving a firm 
and seeking employment elsewhere are serious, and in 
order to prcsei’ve their employment and the community 
in which they live, the miners would be prepared to accept 
a rate of wages lower than that which first drew them to 
the district, and lower than the rates which are ofiered 
by new firms desiring to attract labour to a new mine. 
The significant fact is that the labour employed in this 
isolated mine is now differentiated. It has lost its mobility. 
The rate of pay is determined by the conditions of the 
market. It represents a sort of surplus or residue, and 
may be termed quasi-rent. Such wages are not a price- 
determining factor, but are determined by price. In the 
long rim, however, the supply of labour employed by the 
firm in question will diminish. The tin-mining industry 
will not continue to attract a sufficient supply of labour to 
maintain adequate' production, and in course of time the 
falling supply of tin will send up the price until it is suffi¬ 
ciently high to enable the industry to pay wages which 
compare not unfavourably with those prevailing in other 
industries. 

Land is differentiated from the start, and remains 
differentiated to the end. The payment which its use 

Supply of 
l:md does not 
respoud to 
price ('huut'f's 
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affords is, therefore, a surplus determined by market 
conditions. Its amount varies with the fertility and 
situation of the land, and the eihciency and intensity with 
which it is being operated, but whether it be high or low 
it is a siiiplus. This surplus is called rent. It is some¬ 
times said that if all land were of the same quality there 
would be no rent, that is to say, that rent arises out of 
differences in quality. Such is not the case. Rent arises 
out of scarcity. Differences in rent are due to differences in 
quality, and if, as in the case of a mountain slope 3,000 ft. 
above the sea-level, the land were worthless, it would com¬ 
mand no rent. If all land were of precisely the same 
character, that is to say, if it possessed the same fertility and 
the same geographic relation to the users of its products, 
its value would be determined in exactly the same way as 
the value of steel or some other homogeneous commodity, 
that is, by the relations of demand to supply. Every 
piece of land would command, in the competitive market, 
exactly the same price as every other piece of land of the 
same size, for, by assumption, they would all possess 
precisely the same utility to the potential buyers. The 
same is true of the market value of steel, but, as has been 
stated in previous chapters, the market price of steel will 
ultimately tend to approximate to the cost of producing 
steel. Steel is steadily produced. New supplies come 
forward day after day, and ultimately disappear from the 
market. The price of steel is determined by the amount 
passing through the market, subject to the long-period 
considerations which have already been described. Steel 
is a reproducible commodity. Land differs from steel in 
that respect. It is a gift of nature,-and its supply is 
fixed. There is no inevitable reaction, as in the case of 
steel, of the present market price upon future market 
supplies. Thus the price of land is ultimately determined 
by demand alone. If a piece of land is wanted for any 
purpose rent will be offered for it, and the amount of rent 
offered will depend upon the intensity of the demand. If 
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the land is not wanted, then it will not command a price. 
If, owing to changed circumstances, such as the growth of 
a town or the discovery of mineral deposits, land is wanted 

for a new purpose, it wiU at once acquire a new price. 

There is no fundamental difference b<3 tween the factors 
governing the price of land and the price of old china. 

The same truth is sometimes expressed in the statement 

that rent is the price of a commodity that has no supply 

price. This, in turn, is equivalent to what was said above, 

namely that land is differentiated at the outset. In short, 

the emergence of rent is due to the scarcity of land ; 
differences in rent arc due to differences in the utility of 
land, and differences in the utility of land are due to 

differcilces in the physical characteristics of land. 



CHAPTER xn 

The theory of 
wages 

One of three 
problems 

WAGESi 

It may be stated, without qualification, that the chapters 
devoted to the wages problem in books on economic 
principles are more unsatisfactory than any others. The 
failure to provide an adequate explanation of the factors 
governing wages is partly due to the inherent difficulties 
of the subject; but it is also partly due to the infiuence of 
tradition. Many modem economists make the blanket 
theories of their, predecessors (such as the theories of 
Ricardo and Mill) the starting-point of their investigation, 
and their treatment is mainly critical rather than con¬ 
structive. They fail to split the problem into its compo¬ 
nent parts, and afterwards fail to fit the theory of wages 
into the general theory of distribution. In the following 
pages I shall endeavour to isolate those problems which 
can be separated in order to clear the ground, and after 
discussing comparable problems relating to interest and 
profits, I shall attempt to state, without discussing, the 
general problem of distribution. 

Relative Wages 

There are three distinct and separate wages problems. 
The first is concerned with methods of payment, which are 
largely determined by the nature of the work and the 
organization of the industry. Piece-work in engineering 
and cotton production, day-work in agriculture and col¬ 
lective sharing of proceeds in coal-mining may be quoted as 
illustrations of this problem. The second is concerned 

^ The word “ wages ” is used throughout the chapter to cover all 
forms of remuneration for personal effort under a continuing contract 
of service. Thus it includes salaries, but not the fees charged by 
a lali^er or accountant. 
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with the appropriate relationship between the wages or 
salaries of different classes of workers. This relationship 
is determined by factors which are indicated below. The 
difficulty of placing an occupation in its proper economic 
setting has often proved serious, and has caused some of 
the most disastrous strikes and lock-outs of the twentieth 
century. The third problem is that of determining the 
wages of the representative worker, around which other 
wages will be grouped ; in other words, that of determin¬ 
ing the general level of wages. 

The first problem does not call for much consideration 
in this volume, for there is evidently a close connection 
between piece-rates and day-rates. A worker employed 
on time-work is naturally expected to do a fair day's work, 
and when a man is employed on piece-work the rates are 
fixed upon the assumption that an average worker, 
employed on such piece-work, will be able to enjoy 
weekly earnings which exceed the time earnings only 
by the extent to which his output exceeds an agreed 
or assumed daily minimum. We may, therefore, pass 
on to the second problem, to which this chapter is 
devoted. 

On the assumption of competition the rates of wages 
paid in different occupations will vary according to the 
characteristics of such occupations. Thus, other things 
being equal, work which is disagreeable, irregular or risky 
will be paid at a higher rate than work which is agreeable, 
regular or safe. For instance, a builder employed upon the 
exceptionally disagreeable task of pulling down and repair¬ 
ing the inside of a steel furnace may be paid an extra sum 
known as dirty money,'' which is not received when he 
is employed on other work. An outdoor builder, whose 
work is frequently interrupted by bad weather, will be 
paid a higher rate of wages per hour than a builder em¬ 
ployed in a factory, whose work is free from interference 
of that character. The extra payment per hour to the 
outdoor builder is of the nature of insurance against the 

Net advan- 
tag(!S of 
diSerent 
occupations 

I3-(B.i83i) 
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risk of unemplo3nnent. A steeplejack is paid a higher 
rate of wages than a builder employed upon ordinary 
constructional work. 

Secondly, the rate of wages prevailing in a skilled 
occupation is higher, other things being equal, than that 
paid in an unskilled occupation. Skilled work necessitates 
a period of apprenticeship or some other form of training, 
during which the learner is in receipt of learners' rates, ^ 
and the extra wages finally paid represent a sort of interest 
and sinking fund upon capital expended during the period 
of training. Tliirdly, the rate of wages paid in an occupa¬ 
tion may reflect the fact that there arc benefits present 
other than the rate itself. Thus, for example, a coal¬ 
miner may receive a certain amount of house coal free of 
charge ; a caretaker may be given house room, light, and 
coal; a housemaid or a seaman may receive board and 
lodging; a farm labourer may either live with the farmer 
or with the head cowman, or he may live in a cottage free 
of rent, and in addition receive certain perquisites, such 
as milk and potatoes ; a railway porter, a hairdresser's 
assistant or a waiter may receive a considerable sum per 
week in tips. All these factors may be regarded as 
influencing the contract rate of v wages. School and 
university teachers enjoy several weeks’ vacation in the 
year, and this fact, in addition to the security which 
is afforded by the calling, influences the rate of salary 
paid. 

The same general truth may be stated otherwise. Every 
new industry will be required to pay such a rate of wages 
as will attract the required number of workers, but it need 
not pay a higher rate than that. On the assumption of 
competition, the rate that it will be required to pay will 
be determined by those characteristics of the occupation 
which have already been enumerated. When the workers 
of the community are distributed among the different 
occupations in such a way that there is neither a scarcity 

^ In many occupations he has to pay a premium. 
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nor an over-supply in any one of them, the relative rates 
of wages wliich then prevail may be regarded as giving due 
weight to those characteristics ; that is, the net advantages 
(as estimated by the community) of the different occupa¬ 
tions may be said to be equal. 

All that has been said is based upon the assumption of 
competition ; it has been assumed that people are able and 
willing to move from one occupation to another, and so 
to avail themselves of any advantage that may be offered 
by any one of a group. But in practice the assumption is 
far from being realized. Entry into a trade may be 
restricted by various factors, and these restrictions create a 
condition approximating more closely to monopoly than to 
competition. An occupation or calling may be so skilled 
as to require long and expensive training. Thus, for 
example, the cost of preparing for one of the learned or 
business profes.sions is so heavy as to be prohibitive to the 
greater part of the community. The upward mobility of 
labour is restricted by the cost of training, and in spite of 
the widespread system of scholarships it is probably true 
that even to-day large numbers of youths, fitted by nature 
for work of that character, are prevented, by force of 
economic circumstance, from realizing their possibilities. 
Again, some occupations require capacity for taking 
responsibility which, if not rare, is rarely discovered. 
Thus organizers and controllers of businesses on a very 
large scale are rare enough to command relatively high 
rates of pay. Moreover, mobility is frequently restricted 
by trade-union action. Many unions seek to limit entry 
into a trade by means of apprenticeship regulations, and 
in some cases they attempt to strengthen monopoly 
control by restricting output. It is the general aim of 
craft unionism to check mobility towards the trades in 
which it is found, and thereby to create and maintain 

monopoly. 
The flow of labour into a trade may also be restricted 

by the heavy physical strain that is imposed by the work 
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itself. Again, people may be attracted by the ** plums 
offered in a calling, although these are gained only by the 
few. The result of so many following their ambition 
may be a low average rate of pay. Thus, for example, 
many a young barrister has been attracted to his profession 
by the prospect of high reward, and has not been influenced 
by the fact that many fail to secure either sufficient or 
sufficiently remunerative briefs. Once the step has been 
taken it cannot easily be retraced. Similarly, in an 
industry, there may be an entirely mistaken anticipation 
of demand, with the result that there is an over-supply of 
trained or crystallized labour which cannot escape and, 
therefore, has to accept a relatively low rate of payment. 
As industry is always in a state of flux, growing here and 
decaying there, it is inevitable that the actual rates paid 
should periodically reflect a scarcity or over-supply. 
Finally, mobility is checked by the cost of transport and, 
not infrequently, the difficulty of finding housing accom¬ 
modation. For this reason it is found that the actual 
distribution of wages and salaries in the community does 
not conform to that distribution which would be secured 
if the force of competition (which assumes complete 
mobility of labour) were fully effective. 

The above factors immediately explain the relatively low 
rates which are paid in unskilled occupations, and parti¬ 
cularly in those in which women are employed. Women 
workers, excluded from most of the professions, from 
coal-mining, from the greater part of transport and from 
other industries calling for considerable physical strength, 
and excluded, moreover, from those industries which are 
controlled by the craft unions, are forced back upon a 
narrow range of occupations in which they compete keenly 
with each other. The force of competition in this limited 
group of occupations is intensified by the related facts that 
they are in the main imskilled and are sought by elderly 
men, by young boys and girls, and by women who require 
casual rather than regular work. Similarly we find that 
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the ranks of dock labour are recruited from those who, for 
one reason or another, are compelled to leave their earlier 
occupations and to seek anything that may be available. 
In short, there are certain industries in the community 
which are, as it were, the dumping ground of labour, and 
the rates of wages paid in such industries illustrate the fact 
that the downward mobility of adult labour is far greater 
than its upward mobility. The better-paid industries are 
recruited from among the young ; the remaining industries 
are recruited from both young and old, with the result 
already indicated. 

In spite, however, of all these hindrances to mobility, 
there is a tendency for relative wages and salaries to reflect 
the opinion of the community upon the respective net 
advantages of the great variety of occupations in which 
it is employed. Hence we may submit the broad general¬ 
ization that while money wages tend to inequality, such 
inequality brings about an equality in the estimated net 
advantages of different occupations. 

Monopoly Element in Wages 

A trade union aims at securing for its members the highest 
wages that circumstances permit. If the union is strong 
and is favoured by external conditions, it may raise wages 
and maintain them at a relatively higher level than that 
which would prevail under competition. To do this it must 
first of all be able to control entry into the occupation, either 
by strict apprenticeship regulations or in some other way. 
The restriction of supply, as in the case of commodities, 
raises the price. Moreover, the demand for that particular 
class of labour must be fairly inelastic. This is likely to be 
the case if the group concerned produces only a small part 
of the final commodity. Thus the demand for plasterers 
is far more inelastic than the demand for building labour 
as a whole. If the wages of plasterers alone were doubled 
the cost of a building would not be increased to any great 
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Substitution 
of machinery 

extent, but if the wages of all the workers directly employed 
in building (which is approximately one-half the total cost) 
were doubled, the total cost would be increased by approxi¬ 
mately one-half. It will therefore be seen that if the 
demand for the commodity is inelastic, and the wages cost 
in respect of a particular group of workers is but a small 
proportion of the total cost, and there is, moreover, no 
available alternative to the work of that group, the demand 
for its services is extremely inelastic, and the power over 
wages of a monopolistic trade union correspondingly 
great. 

But, in practice, the demand for such labour does not 
usually remain inelastic. New methods are discovered of 
providing either the same service or some adequate sub¬ 
stitute. Labour competes with machinery, or with labour 
of a new type, or both. An employer is always on the 
lookout for new and cheaper methods. If he is on the 
margin of doubt whether he will employ ten men at a 
given rate of wages or introduce a machine which will 
produce the same result with five men, it follows that 
a rise in wages confined to the one occupation (which 
will, therefore, not influence the cost of the machine 
itself) will induce the employer to adopt the latter method. 
The demand for this particular class of labour is highly 
elastic. The wage that it can enforce is determined 
by the cost of producing the same result without its 
aid, or with the direct aid of a smaller proportion of 
workers. 

The history of the nineteenth century provides innumer¬ 
able illustrations of the competition of machinery with 
particular forms of hand labour, the classic example being 
the introduction of the power loom in textile manufacture 
and the immediate injury wiiich it caused to the hand-loom 
weavers. The twentieth century also provides an out¬ 
standing example in the introduction of presses to do 
work which was once the monopoly of the sheet-metal 
worker. So far from being able to enforce high relative 
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wages, the workers who are subjected to the direct com¬ 
petition of machinery (if the latter requires a different class 
of worker) find it practically impossible to prevent wages 
falling to a relatively low level. But this is a temporary 
result. In the end the supply of labour falls off, and if 
(as in paper-making and boot and shoe manufacture) it is 
still needed for special classes of the product, the wages 
rate gradually rises until it again attracts an adequate 
supply to meet the new conditions. Machinery, however, 
does not always—even generally—produce this undesirable 
result. The workers are usually sufficiently versatile to 
adapt themselves to the new conditions. They quickly 
learn to work the new machines (as in coal-mining) 
and those who are displaced ultimately drift to new 
occupations. 

The competition of machinery may render the demand 
for a particular class of labour highly elastic even when the 
demand for the product is inelastic. But the demand for 
the product itself may be elastic, and the power of a 
monopolistic trade union tliereby curtailed. Thus the 
elasticity of the demand for houses of stone or bricks has 
recently increased through the competition of concrete and 
other types of houses, and such competition has curtailed 
the power of unions of stonemasons and bricklayers: 
lienee the present endeavour to control the conditions of 
hibour employed upon all types of buildings, whether of 
stone, brick, concrete or steel. The demand for coal has 
l^een made more elastic by the competition of oil, and this 
fact has materially affected the bargaining power of the 
Miners’ Federation. Again, the elasticity of the demand 
for the commodity may be increased (and, therefore, the 
power of the trade union to regulate wages reduced) by 
the competition of a similar commodity produced abroad. 
Thus the wage-paying capacity of the iron industry is 
determined by the price at which foreign iron is imported 
into this country. The wages that can be enforced in the 
cotton industry are materially influenced by the price of 
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High wages 
and efficiency 

cotton goods made in India and competing in that country 
with piece-goods sent from Lancashire. Hence the 
present movement to create a federation of trade unions 
existing in the same industry in different parts of the 
world. ^ 

The question of efficiency has so far been ignored. It is 
frequently stated that a rise in wages is followed by a 
corresponding increase in efficiency, with the result that 
the cost of production and the price of the commodity are 
not raised; consequently the competition of substitutes 
is no keener than before, and what has been already stated 
regarding the elasticity of demand is entirely irrelevant. 
So long as the rise in wages is accompanied by a corre¬ 
sponding increase in efficiency it may continue indefinitely. 
It is argued, moreover, that since the statement is true of 
any one industry it is true of all industries. 

Experience has shown that a rise in the wages rates, 
whether piece-rates or day-rates, is often accompanied by 
an increase in efficiency. The employer is able to attract 
a better type of worker; the workers enjoy a higher 
standard of living and are, therefore, physically more capable 
than they would have been at the lower wage rate ; they 
are also more contented. All these effects may be admitted 
—and emphasized. But they are the efiects of a rise in 
relative wages. If all wages (and salaries) were raised at 
the same time the employer would not be able, as before, 
to choose the pick of the basket. Moreover, to say that 
the standard of living would be higher (and the workers 
therefore more contented) is to beg the question, namely, 

^ Before national unions were formed in this country inter-local 
competition produced precisely the same result. It should not be 
forgotten that we are discussing the relative wages paid in different 
occupations, and the power of a trade union over the particular 
wages of its members. The consideration of the possible influence 
of trade unionism in general upon the general level of wages would 
mean entering upon a different sphere of discussion. Thus, for 
example, if all wages were raised in the same proportion, the cost 
of machinery would be increased, and the competition, in a particular 
industry, between machinery and hand labour would be influenced 
by that Ifact. 
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whether a universal rise in money wages results in a rise 
in real wages. ^ 

Economic and Social Wages 

It may appear, at first, futile to seek any principle of 
wage determination. What has already been stated does 
not appear to square with the facts. The wages that are 
fixed by negotiation for an industry are influenced by the 
circumstances of the time, and are the result of bargaining 
between two contending parties whose contentions are 
based upon conflicting principles. The workers maintain 
that wages should be governed by the cost of living, and 
that any rise in the latter should be followed by a rise in 
wages rates. The maintenance of the standard of living 
to which they are accustomed is their first and foremost 
object. The employers, on the other hand, say that an 
industry cannot pay in wages more than it receives from 
the sale of the product. Wages represent payment for 
work done, and '' workis to be measured not by the 
amount of the product, but by the value which is placed 
upon it by the community. Although they (the employers) 
are able to control the amount, they cannot control its 
value. Moreover, in the long run, the industry must 
provide profits which compare not unfavom*ably with those 
obtainable in other industries; if this is not done the 
supply of fresh capital invested in that industry will be 
reduced and the industry will dwindle. 

It will be observed that these contentions are submitted 
at meetings that are called upon to decide the specific rates 
which must be the basis of a short-period contract between 
two parties in a firmly established industry. The case is 
analogous with that of fixing prices in the short period. 

^ By real wages is meant what the money wages wiU buy. If 
nominal or money wages were doubled and, in consequence, all 
prices were doubled, real wages would remain unchanged. The 
failure to distinguish between particular or relative wages and the 
general level of wages has been the cause of much confusion and 
error not only in popular discussion but also among serious writers 
on economics. 
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Wages and 
employment 

Both labour and capital are crystallized/' Such negotia¬ 
tions would not be conducted between the parties in an 
industry which is only in its earliest infancy. At that 
stage, as we have already seen, the employers would need 
to offer such a rate of wages as would attract a sufficient 
supply of labour, having regard to those factors (risk, skill, 
etc.), that have already been specified. Their industry 
would also need to offer prospects to capital which compare 
not unfavourably with those offered in other avenues of 
employment. But when the industry has grown to con¬ 
siderable dimensions the circumstances are completely 
changed. The capital has been converted into plant and 
machinery; the workers have been trained, and many 
have grown old in the service of the industry or have 
established homes and formed social ties in the vicinity 
of the establishments in which they work. Both capital 
and labour have been crystallized," that is, they have 
lost much of their mobility. And the value which is 
placed upon their service is determined by society's existing 
demand for it in relation to the supply. • 

The established industries of the community vary in 
respect of the risks to which they are exposed. There are 
some, such as gas, electricity, and certain forms of trans¬ 
port, in which market risks are comparatively small, 
and others, such as coal-mining, steel manufacture and 
engineering, in which they are much greater. The latter 
depend largely upon export, and may be exposed to foreign 
competition. They are, moreover, particularly susceptible 
to those cyclical movements of industry and trade which 
are examined in the next book. It is in the second 
group of industries that the wage-bearing capacity 
varies considerably from time to time, calling for wage 
adjustments. 

When any one of these industries sufiers from depression 
some sort of compromise must be sought. The workers 
seek to maintain a " social wage," that is^ a wage deter¬ 
mined by social considerations, and bearing the expected 
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relationship to the wages paid in other industries. The 
employers, on the other hand, seek an '' economic wage," 
that is, a wage which can be maintained under existing 
conditions. ^ The term " economic wage " calls for further 
examination. It is clear that if 90 per cent of the estab¬ 
lishments were closed down the price of the product would 
rise, in spite of the depression, to an abnormally high level, 
and to the workers retained at work a correspondingly high 
wage rate would be an economic wage, that is, a wage that 
the fortunate establishments could afford without injury 
to their capacity to pay dividends to shareholders. But 
90 per cent of the workers would then be unemployed. 
Similarly, 90 per cent of the capital would pay no dividends, 
wliile the remaining 10 per cent would pay abnormally 
liigh dividends. In other words, the alternatives open to 
the industry are a relatively high wage rate accompanied 
by a certain amount of unemployment and a relatively 
low wage rate accompanied by less unemployment. The 
agreement usually represents a sort of compromise for the 
purpose of tiding over a temporary difficult}". 

The difficulty appears in a special form in those industries 
where wages are determined by Trade Boards established 
under Acts of Parliament. Before the 1914-18 war there 
were a number of established industries in which, tor 
various reasons, the workers were paid rates which were 
regarded as unduly low, that is, too low relatively to those 
paid elsewhere. Consequently, in 1909, an Act (since 
amended and extended) was passed providing for the 
establishment of Trade Boards in a selected number of 
such " sweated " industries, and it was expected, by some 
people, that the rates paid to the workers would be revolu¬ 
tionized. But it was foimd, in practice, that the industries 
had been developed upon the unduly low rates, that the 
normal return upon capital was not relatively high, and 

^ The terms “ economic " and “ social ” wage.s have been borrowed 
I'roni the report of the Court of Inquiry into the Coal Mining Industry, 
1(^25. 
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Fluctuations 
in wages 

that the demand for the commodity produced was com¬ 
paratively elastic. Consequently the Boards found that 
a rapid rise in wages to the approved level would mean a 
considerable amount of unemployment and suffering, and 
they were compelfed to proceed more slowly than was 
expected by the more optimistic section of the public. 

The methods adopted by organized industries for meeting 
the needs of a fluctuating market vary. In the cotton 
industry it is customary to spread the incidence of a depres¬ 
sion by working short time, and to reduce wages, when 
necessary, by specific agreement. The iron and steel 
industries have had in operation, for over half a century, a 
sliding-scale system under which wages vary with the price 
of pig iron or ingot steel, or some other agreed product. 
The market price of the product is accepted as the measure 
of the wage-bearing capacity of the industry. A similar 
system prevailed at one time in the coal mining industry, ^ 
but was abandoned before the First World War in favour 
of another system. More recently the total revenue of the 
industry (after deducting costs other than wages and 
interest) has been taken as the measure, subject to an 
agreed minimum below which wages cannot fall. In 
engineering and shipbuilding wages rates are fixed by 
agreements for prescribed periods, and the terms of such 
agreements reflect the circumstances of the industry. 

The wages rates fluctuate to a greater extent in those 
highly speculative industries which have been specified 
than in the more stable industries, such as railway trans¬ 
port. But if the average rates in the two groups were 
compared over a long period, it would be found that tlie 
risk of variation and of unemployment is covered in the 
former. The average rate for the more stable trades re¬ 
presents, as it were, a mean rate around which the rates 
in the more speculative trades fluctuate. When, therefore, 
we consider wage tendencies, that is, wages over a long 

^ These and other wages problems are examined in greater detail 
in Social Economics, by the present writer. 
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period, we find that they are governed by the influences 
examined in the first section of this chapter. 

But wages fluctuations, that is, wages during the short 
period, are mainly governed by those influences which 
govern the short-period prices of commodities. We found 
that the poUcy of producers of commodities during the 
short period was deterijiined by the alternatives open to 
them, and that prime costs represented a minimum below 
which short-period prices could not fall. Similarly with 
wages; when the only alternative to employment was 
unemployment without compensation and, therefore, 
extreme poverty and distress, the worker would accept 
extremely low wages rather than be dismissed. Now, 
however, the unemployed worker is entitled to compensa¬ 
tion from the National Unemployment Insurance fund, and 
the amount of such compensation varies with his social 
obligations. This compensation acts upon short-period 
wages in much the same way as prime costs act upon the 
short-period prices of commodities. By providing an 
alternative it serves as a check upon the fall in wages 
during depression. If a group of workers may receive x 

shillings per week when unemployed through no fault of 
their own they will not work for less than x + y shillings 
per week, the additional y shillings representing the neces¬ 
sary incentive to work. Thus the system of unemploy¬ 
ment insurance tends to provide, indirectly, a national 
minimum wage, and to raise the lower limit of wage 
fluctuations. Subject, however, to this minimum, the 
wages of a particular group of workers are determined by the 
demand of the community for their service (that is, for the 
product of their labour) in relation to the size of the group. 

The case may be further illustrated by reference to an 
industry (or part of an industry) which before the Second 
World War appeared to be definitely decaying. For nearly 
half a century the imports of pig iron increased so rapidly 
that the volume of British production actually diminished. 
The price of pig iron was, therefore, governed by the price 
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of the imported part of the total supply, and that price set 
a limit to the wages that the British industry could pay. 
These wages, for a considerable period, were relatively low; 
so, too, were profits. But such conditions could not con¬ 
tinue indefinitely. In the long run, the weaker firms gave 
way; the plants were not renewed and the workers were 
not replaced. In order to attract an adecpiatc supply/ to 
maintain the industry even on the smaller scale, the 
employers were ultimately compelled to pay rates which 
compared not unfavourably with those prevailing in other 
industries. Even when an indiisiry as a whole is not decay¬ 
ing, parts of it may be. Thus the coal mining industry 
of a country may be flourishing, while some of the older 
mines may be ex}>eriencing considerable financial difficulty. 
If these mines are in remote districts and the workers 
possess no '‘place'" mobility and cannot find alternative 
employment in the neighbourhood, the workers may accef)t 
a considerable reduction in basis rates. The alternative is 
more or less permanent unemployment. But fresh workers 
will not be attracted to those mines and, in the long 
run, they will either be. closed down or be compelled 
to pay higher rates in order to attract sufficient workers 
to operate them on the scale ultimately found to be 
practicable. 

Emphasis has been laid upon reductions in relative wages 
during the short period. If, however, circumstances 
favour the workers, wages may rise to a relatively high 
level. Thus it was found, during the early days of the war, 
that unskilled workers were urgently needed in certain 
industries and were able to command far higher rates than 
in less essential industries. Again, during a boom in trade 
due to economic factors, wages may advance on account of 
the relative scarcity of labour in the industries concerned. 
Not only does the advance in rates attract new workers 
from other industries, but those already employed are 
given the opportunity of working overtime at rates con¬ 
siderably in excess of those paid for the normal hours of 
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employment. It is, of course, true that a differential rate 

is necessary in order to induce the workers to accept over¬ 

time; nevertheless, the overtime rate constitutes a high 

rate of wages rendered possible by the greater demand for, 

and higher price of, the product. 
We may conclude this section by stating that in the short 

period the wages paid in any industry are determined by 

market conditions. The trade union (if any) may set a 

minimum below which wages may not fall, while the 

unemployment insurance benefit now paid sets a minimum 

even where the union may not be strong. But the mini¬ 

mum in turn determines the proportion of workers thrown 

out of employment. The “ social w'age'' becomes an 
economic wage '' in respect of those who are retained in 

employment. During periods of great trade activity in 

the mdustrJ^ or of rapid growth which is likely to be per¬ 

manent, wages may rise considerably above the normal 

rate, being again determined by market conditions, that 

is, the demand for the product, which in turn determines 

the total revenue of the industry. But in the long run the 

influences already indicated become the governing influ¬ 

ences ; in the one case the supply of labour will dwindle, 

and in the other it will be augmented until the wages will 

once more tend to represent net advantages equal to those 

offered by other industries. In other words, the influences 

governing the prices of commodities and services are the 

final influences governing the remuneration of the people 

who supply them. 

Short and lonp 
run tendencies 



CHAPTER XIII 

PROFITS, INTEREST AND WAGES 

The term profits is so ambiguous that it should never be 

from used without an adjective to give precision to its meaning. 

The village grocer frequently regards as his profit all the 

surplus income remaining after paying for the goods that 

he sells. Out of this profit he has to pay rent for the shop, 

interest on his capital, local rates, lighting charges, and 

other incidental expenses. Moreover, the profit includes 

payment for the actual work that he does, and for which he 

would need to pay wages if it were done by an employed 

worker. Merchants often use the term profits in an equally 

loose manner. They refer to the grosjs profit on the turn¬ 

over as being the difierence between the buying and selling 

prices of the goods in which they deal. Such gross profit 

would include the costs of storage, transport, and clerical 

work, as well as the charges to which reference has already 

been made. When, however, the annual balance sheet 

is drawn up, they are more careful in the use of terms, 

and adopt the same methods and terminology as a manu¬ 

facturer. The latter includes rent, rates, lighting charges 

and similar expenses in the cost of production; he also 

includes in such cost a salary allowance for himself, 

together with any interest charges in respect of a loan on 

mortgage. 

In order to obtain a clear idea of the nature of profits 

it is best to consider the case of a large joint stock company 

whose shares are quoted on the Stock Exchange. Such 

a company pays a wage or salary for every form of personal 

effort which is made on its behalf. The chairman of 

directors, the managing directors and all the other directors 

are paid salaries for the personal services that they provide, 

and these salaries, together with interest on debentures, 

386 
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are included in costs. The latter also include rent, wages, 

costs of-materials, etc., together with an allowance for 

depreciation. The difference between the total revenue 

and the total cost constitutes the profits of the company, 

and is taxed as such. It may be distributed, without 

further deductions, among those who have invested their 

capital in the business. But, under normal conditions, 

an agreed amount is set aside as reserve. If the company 

has suffered a loss during a particular year it draws upon 

its reserves in order to balance its accounts, and may even 

use some of the reserves in order to distribute them among 

those who own the capital. After an agreed sum (if any) 

has been set to reserve the remainder is distributed in the 

form of a dividend upon capital. And we have already 

seen ^ that the claims of preference shareholders are 

satisfied before any dividends are declared upon ordinary 

shares. 

From what has been said above, the following connected 

statements are obvious. First, profits represent payment 

to the risk-takers, or venturers, for taking risks. We shall 

return to this point presently. Secondly, profits constitute 

a residue. Tliey vary with the circumstances of the 

business. Unlike all other payments, they are not the 

subject of a contract specifying their amount. No com¬ 

pany can guarantee a given rate of profit; what is guaran¬ 

teed is not profit; what is not guaranteed is profit.* 

Thirdly, it is impossible to draw any conclusion from the 

rate of dividend declared by a company in any one year ; 

for, in a good year, a large sum may first be placed to 

reserve while, in a bad year, the dividend may be due to, 

or swollen by, withdrawals from reserve. This observed 

tendency to utilize reserves as a means of stabilizing 

dividends obscures the fluctuations which actually occur 

I Book II, Chap. VIII. 
• If, as in a profit-sharing scheme, risk is taken without previous 

investment of capital, the payment is profit; but usually this form 
of risk is taken through the investment of capital without guarantee 
of return. 

Esseatial 
features of 
profits 
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in the profitableness of a particular form of enterpiise. 

Further, the rate of dividend on ordinary shares is partly 

determined by the proportion of the total capital which 

appears in that form. 

Interest 

Payment for 
the use of 
capital 

Variations k 
relative 
interest rates 

Profits, wliich usually include interest, should be care¬ 

fully distinguished from the latter. Interest represents 

payment for the use of capital. It is paid because people 

cannot borrow capital without payment; the origin of 

interest is to be found in scarcity. If capital were as 

plentiful as the air that we breathe it would not command a 

price ; but it is not so plentiful. If it could be borrowed 

without interest the demand for capital would be practically 

unlimited. The rate of interest, like the price of a com¬ 

modity, is ultimately fixed at that level at wliich the demand 

is equal to the supply. 

But the rate of interest varies between different invest¬ 

ments. ^ In the previous chapter we examined the causes 

determining the relative wages paid in different occupa¬ 

tions ; it is now necessary to examine the causes of varia¬ 

tion in the actual*rates of interest paid upon different 

investments. One cause is to be found in the time and 

trouble involved in collecting payments. Thus, for example, 

an investor who specializes in house property or in 

mortgages finds that he must either devote considerable 

time and attention to his investments or employ an agent 

to do the work for him. If he is to be attracted by such 

investments, the latter must be sufficiently remunerative 

to compensate him for his expenditure. In the second place, 

the rate is influenced by the length of the period for which 

the investor loses control of his capital. If it cannot be 

recalled without, say, six months' notice he will not invest 

it at the same rate as is obtainable on an investment which 

can be realized immediately. Thus, fully secured mortgage 

loans carry a higher rate of interest than Government 

^ The price of cloth also varies according to its quality. 
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stock or first-class debentures, which can be sold at any 

time on the Stock Exchange. The bank rate of interest 

upon short loans (say, seven days) is lower than the rate 

charged upon advances over a longer period; the rates of 

discount upon bills of exchange vary with the periods that 

must elapse before the bills reach maturity. In the third 

place, the rate of interest is influenced by the degree of risk 

that attaches to the investment. The average rate of 

interest on debentures is lower than that on preference 

stocks. 

Risk is usually determined by factors beyond the control 

of the investor. The risk involved in the investment of 

capital in a copper-mining enterprise cannot be influenced 

by a passive investor residing, possibly, in another continent. 

Nevertheless, the determining influence upon the rate of 

interest is the attitude of investors. If the latter fed 

that the risk is great (even though it may not be) the rate 

of interest will need to be relatively high in order to attract 

capital It is largely for this reason that a borrowing 

country has to pay a higher rate of interest than a lending 

country. A timid British investor would prefer British 

newspaper debentures paying 4 per cent to Canadian news¬ 

paper debentures carrying the same rate of dividend, even 

though the actual risks (if any) were the same in the two 

cases. The investor feels more secure when he sees the 

newspaper with his own eyes, and knows the objective 

conditions under which the enterprise is carried on. The 

psychological factor thus exercises an important influence 

upon the rate of interest. 

The above factors explain the differences in the rates 

of interest specified in contracts between lenders and 

borrowers of capital. After eliminating their influence, 

there remains a minimum or net rate of interest which 

even the most secure, fluid investment must pay. It is 

roughly represented, in practice, by the rate obtained on 

Government stock. We shall presently return to consider 

this minimum rate in another aspect. 

Interest and 
risk-taking 
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Profits and 
risk-taking 

Profits 

The risk factor in interest differs, in some respects, from 

that risk factor to which reference was made in defining 

profits. If Smith lends Robinson a sum of money at a 

specified rate of interest, there is a risk that Robinson may 

be unable to pay that rate, or to repay the loan, and that 

the security may not, in practice, realize a sufficient sum to 

indemnify the lender. This is a risk involved in a specific 

contract; and the rate of interest charged by Smith will 

reflect that risk. But if Smith purchases shares in a joint- 

stock company he is not a lender of capital but a venturer 

or “ speculative investor ; he becomes part owner of the 

business, and accepts all the risks entailed in carrying it on. 

He will only prefer such an investment to a loan (carrying 

with it a legal claim to a prescribed rate of interest) if the 

former offers a prospect of gain sufficient to compensate 

for the risk of part ownership of the venture. Hence we 

find that the rate of interest on debentures is lower than 

the average rate paid on preference shares and that the 

latter is lower than the average rate of dividend paid on 

ordinary shares. 

But all three are related. If trade is flourishing and the 

owners of ordinary shares (that is, the venturers) are 

enjoying large profits, the more cautious debenture holders 

are tempted to sell their investments and to purchase 

ordinary shares. The price of the former thus tends to 

fall and that of the latter to rise. Again, during trade 

depressions, when little or no dividend is paid, or is likely 

to be paid, on ordinary shares, the more timid holders of 

the latter will aim at security by selling their shares and 

buying debentures. The price of the shares will fall and 

that of debentures rise. The connection between the rate 

paid on debentures and the prospective rate on ordinary 

shares is thus maintained through adjustments in the 

market values of the two classes of investments. 

The additional remuneration to share capital represents 
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payment for the taking of risks; and if we wished to be 

strictly accurate, we should regard this excess alone as 

profits—for we have already defined profits as payment 

for the taking of risks, that is, as payment for “ venturing/' 

But the custom of including the interest element in profits 

is so firmly established that it would but create confusion 

if we attempted to introduce a new terminology. We shall, 

therefore, follow current practice and include, in the term 

profits, the interest element. Profits may then be defined, 

for present purposes, as the surplus enjoyed on the year's 

working and available for distribution almong the share- 

holders. It is not necessarily the amount actually dis¬ 

tributed, for, as we have already seen, a deduction may be 

made from the surplus and set aside as reserve, or, if need 

be, the surplus (if any) may be augmented by a sum drawn 

from the reserve, and the larger amount distributed as 

dividend. 

Profits vary between different firms in the same industry, v^ationsin 
relative profits 

The differences may be due to one of two causes. In the 

first place, some firms may be more efficiently managed 

than others. The directors may pursue a more progressive 

policy. They may adopt new inventions more readily, risk 

fresh capital more freely, organize labour more efficiently, 

seek fresh markets more persistently and adapt the pro¬ 

duct more quickly to the changing needs of society. In 

the second place, some establishments are better situated 

than others and for geographic reasons are able to supply 

the product at lower costs. Not only do individual profits 

vary at any one time within an industry, but the 

average profits for that industry vary from time to 

time. During a trade boom every firm may be enjoying 

profits (though not the same rate of profit), but during 

a depression in trade some may be suffering considerable 

loss. 

Again, the average rate of profits varies between different 

industries. Some industries are essentially more specula¬ 

tive or risky than others, and only attract sufficient capital 
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if, and so long as, they offer a chance of gain com¬ 

mensurate with the degree of risk. Since the measure 

of the risk is to be found in the average for the 

whole, it might be argued that the average rate of 

profit should not be higher in risky industries than 

in those which are more secure ; and that, in the same 

way, the average rate on ordinary shares should not be 

higher than the average rate on debentures. If, in each 

case, the former is higher, the degree of risk seems to 

have been over-rated. But this argument ignores the 

necessity for remunerating risk-takers as such. The differ¬ 

ence between the two averages (in each case) represents 

payment for the taking of risks. It is likely to be fairly 

large in the case of new industries, the possibilities of which 

have not been explored, nor the risks yet measured. An 

adequate supply of share capital can only be attracted if 

there is a fair prospect (not merely a slender chance) of 

an average dividend considerably in excess of that which 

may be obtained from industries and firms tested by 

experience. 

Nevertheless, risk-taking, or venturing,"' is a function 

which private owners of capital may be so ready to perform 

that the rate of payment for it may fall extremely low\ 

Speculative booms in rubber shares or oil shares may send 

up their prices to such an extent that, although the divi¬ 

dends on the issued capital may be high, the rate which 

such dividends provide upon the market value of that 

capital may be relatively low. There are no statistics 

available by means of which the payment for risk-taking 

may be measured. We could measure the average rate 

of interest on secured stocks such as debentures, and the 

average rate of dividend paid, in the case of existing 

firms, on ordinary shares. But we have no means of 

estimating the failures, and the losses incurred by firms 

that have disappeared should be included in constmeting 

the average rate of profit for any industry or group of 

industries. 
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Underlying the tendency to variation in profits there is Tendency 

a tendency towards equality. We have already seen profits^ 

that wages rates tend to cluster around a representative 

wage, the variations in actual rates being determined by 

skill, risk, and other factors which were enumerated. We 

have seen, moreover, that variations in the actual rates of 

interest obtainable from different investments occur 

according to risk and other factors. These factors account 

for the loading of the rate obtainable on a gilt-edged 

security of the highest order, such as Government stock. 

This minimum rate—net or pure interest—tends to an 

equality, and equality is achieved, in the case of existing 

investments, through adjustment of the capital value. 

Tims, if £100 stock bearing 5 per cent interest commands 

a price of £100 on the market, then, other things being 

equal, £100 stock bearing 4 per cent interest would only 

command a price of £So on the same market. New 

investments would also provide a net return of 5 per cent 

on the actual money invested. Similarly, profits tend to 

an equality. On existing share capital such equality would 

be attained by variations in the market prices of the shares. 

If, of two steel firms, one makes twice as much profit (per 

unit of capital) as the other, and is likely to do so in the 

near future, it follows that, other things being equal, the 

price of ordinary shares in the former will be propor¬ 

tionately higher than that of similar shares in the latter. 

Profits differ for the reasons already given, and tend to 

cluster round a representative rate.^ 

1 It should not be forgotten that we refer here to the deeper 
tendencies. When discussing Wages it was pointed out that the 
assumption of mobility could only be made for long periods, and 
that restrictions upon movement, however caused, tended to cause 
short-period differences (in wages) of a different character. Capital 
appears at first to be more mobile than labour. But an investment 
which is unremunerative can only be realized at a loss. When 
Russia repudiated her debts an investment in Russian Government 
Stock became practically worthle.ss. If a firm had to compromise 
with the holders of debentures the selling price of such debentures 
would not be maintained. Moreover, ii a firm's profits fell, the 
value of its ordinary shares would fall. Holders of existing shares 
resemble workpeople who have already grown mature in their 



394 the economics of private enterprise 

Relative and General Distribution 

discussed relative rates of wages, relative rates 

distribution Qf interest, and relative rates of profit; in the course of 

the discussion we introduced the conception of a repre¬ 

sentative rate of wages (around which actual rates 

clustered), a minimum or net rate of interest (from which 

the influence of loading factors had been ehminated), and 

a representative rate of profits. But we have not yet 

examined the relationship between the last three. 

A manufacturer (or an industry) will be forced, by 

competition, to pay a rate of wages which compares not 

unfavourably (having regard to skill, etc.) with the rates 

paid elsewhere ; an adequate supply of labour would not 

otherwise be forthcoming. The rates are fixed for him, 

not by him. Similarly, he is compelled to pay a rate of 

interest on borrowed capital which (having regard to risk, 

etc.) compares not unfavourably with the rates offered 

by alternative uses of the capital. Finally, a public 

company will only attract share capital if its prospects 

compare not unfavourably with those offered by other 

enterprises. But these statements do not help us to 

understand why the rate of wages of the representative 

workman in industry should be, say, £2 per week, the net 

rate of interest should be, say, 4 per cent, and the repre¬ 

sentative rate of profit should be, say, 6 per cent. The 

last sentence raises the central problem of distribution, 

which is that of estimating the forces determining the 

specialized occupations. The mobility of capital already invested is 
no greater than the mobility of labour. But the mobility of new 
capital, still in money form, is probably far greater than the mobility 
of new (that is, juvenile) labour. The number of openings available 
to a youth is extremely limited. Capital, in the form of money, 
may go anywhere. In practice capital, like labour, is largely 
influenced by immediate prospects, with the result that the value 
of investments (that is, the price of stocks or shares) tends to 
fluctuate far more than the profits of the enterprise. The fluctua¬ 
tions in rubber shares provide an excellent illustration of this ten¬ 
dency. What is peculiar to capital is that it is employed in 
speculations upon changes in the prices of shares, not merely in 
order tp secure an annu^ dividend, Labour is not capitalized- 



PROFITS, INTEREST AND WAGES 395 

shares respectively enjoyed by labour, capital, and risk¬ 

taking. The last two may be regarded as one for this 

purpose. For we have already seen that owners of capital 

may choose between secure and speculative investments. 

If they are exceptionally cautious as a class, they will tend 

to seek secure investments; the return on these will, 

therefore, be relatively low and the return on speculative 

shares will be relatively high. If, on the other hand, the 

owners of capital become venturesome as a class, they will 

tend to favour speculative investments; the resulting 

abundance of capital seeking such outlets will tend to 

make the return relatively low, and the scarcity of capital 

seeking secure investments will make the return upon such 

investments relatively high. The rate of payment which 

is made for risk-taking, strictly defined, is determined by 

that proportion of the total supply of capital with which 

the owners are prepared to " venture.” 

Nor is it necessary to consider the case of rent in this 

connection ; for it has already been shown that rent is 

payment for a differential advantage, the basis of which is 

permanent. Economic rent is essentially, and always, a 

residual pa3mient. We are thus left with interest and 

wages—payment for the use of capital and payment for 

personal service. 

Let us assume that the wage of the representative (un¬ 

skilled) worker at any time is £2 per week or, say, £100 

per annum, allowing a fortnight's holiday (without pay) and of interest 

in the year ; and that the net rate of interest on capital is 

5 per cent. These figures are not based upon actual 

statistics, and are selected because they simplify the 

arithmetic process—tliey are used solely for illustrative 

purposes. The sum of £2,000, used as capital, would earn 

the same amount per annum as the representative worker. 

Why should this be so ? The question, as it stands, is 

apt to be misleading. The sum of £2,000 is obviously 

related to the value of money, i.e. the general level of prices. 

If the value of money were reduced by one-half every 
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commodity and service would be represented (other things 

being equal) by twice as much money as before. The 

money wages of the representative worker stand for a 

certain real wage, and this would now be indicated by £4 

per week. The rate per cent paid on capital would not 

be altered, but the capital sum would be increased from 

£2,000 to £4,000; these two sums would represent the 

same purchasing power before and after the chcUige in the 

value of money. In other words, if a machine tool cost 

£2,000 at first, it would cost £4,000 after the fall in the value 

of money. If we regard the machine tool as representative 

of capital, the question may be restated as follows: Why 

does the owner of the macliine tool receive the same 

amomit, in respect of such ownership, as the representative 

worker during a given period ? What is essentially the 

same question may be expressed in a third form. Assuming 

it to be possible to form a single combination of all workers 

of all categories, would it be possible for such a combination 

to influence the relative shares pmd to labour and capital ? 

I do not propose, in an elementary book, to attempt to 

answer this question. None of the authors, even of 

advanced treatises, has done justice to it, and an adequate 

treatment of all that it involves would necessitate a separate 

volume of considerable dimensions. Moreover, the question 

is, at present, of academic interest only. If this country 

were completely self-sufficing and trade were entirely 

domestic in character, and if, moreover, there were any 

prospect of such a combination of labour as is here implied, 

the question would acquire practical importance. All that 

can be done is to submit certain considerations which are 

relevant to that question. These will form part of the 

subject-matter of the next book. 



Book IV 

EMPLOYMENT AND THE STANDARD 
OF LIVING 

CHAPTER I 

THE PROBLEM OF EMPLOYMENT 

We work when we must and play when we may. The 
object of work is to produce those goods and services which 
minister to the needs of the community. It follows 
that the amount of work that has to be done is determined 
by the size of the community and the standard of living 
at which it aims. As the population increases and the 
desired standard rises, the potential demand for the pro¬ 
ducts of work (that is, the potential demand for labour) 
also inaeases. But potential demand is not actual demand. 
The latter is determined by the capacity and willingness to 
work. The effective demand of an individual for the 
products supplied by others is his capacity and willingness 
to provide what others want. The supply of labour 
constitutes the demand for labour. We see, therefore, 
that there is no lack of employment in the sense that the 
total desire for the products of work falls short of the 
available supply of workers. The former is variable ; it 
grows with every increase in numbers and with every 
change in the conceptions of social standards. 

Unemployment is thus due not to the fact that society 
is filled to repletion, but to failure on the part of the econ¬ 
omic system to adjust itself to changing conditions. Society 
is dynamic, not static ; and changes call for adjustments in 
the organization of its efforts. At any given moment, 
even under the most favourable conditions, an appreciable 
proportion of the total working population is out of work 
and unable to find work. There are some abnormal people 

A problem of 
industry 

397 
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I. Seasonal 
work 

2. Casxial 
labour 

who prefer the heavier task of killing time to that of 
pursuing some regular occupation, but these, being abnor¬ 
mal, may be ignored. Again, there are others who are 
unemployable on account of physical or mental disabilities. 
They are a care to society, and may also be ignored. 

Causes of Unemployment 

The amount of unemployment varied in this country, 
before the 1914-18 war, between (roughly) 2 and 10 per 
cent of the total number of workers, and in an average 
year it was approximately 5 per cent. Thus unemployment 
is a normal feature of economic society. The explanation 
is not far to seek. In the first place, a large number of 
industries are seasonal in character. The building trades 
provide the outstanding example, though it is now held 
that the seasonal changes are due less to climate than to 
custom. The busy months of some trades are the quiet 
months of others; in every month of the year there are 
trades passing through their quiet seasons, with the result 
that there is at all times unemployment due to seasonal 
fluctuations. In the second place, the demand for some 
labour is so irregular that the work may be regarded as 

casual.” When a ship comes into dock it has to be un¬ 
loaded and re-loaded as quickly as possible, but when the 
work is done there may be no fresh work at that dock for 
several days. Moreover, much of the work is unskilled, and 
the dock gates in some countries are the refuge of those 
who have lost their employment in other industries. There 
is always an over-supply of labour seeking work which is 
itself “casual,” with the result that the amount of unem¬ 
ployment is far greater than it need be. A considerable 
amount of casual work is provided at the goods sheds of 
large railway stations. During the Christmas season the 
Postmaster-General employs a vast number of casual 
workers, and if there were no unemployment due to other 
causes we should need to wait longer for our Christmas 
letters. Election agents are also notorious employers of casual 
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labour, and if Parliamentary elections were to recur with 
greater frequency, we might breed a class of workers who 
would look to such work as their main occupation in hfe 1 

In the third place, unemployment may be due to the 
necessity for leavingblind-alley ” occupations. Thousands 
of boys and girls annuaUy enter occupations which lead 
nowhere, and when they grow old enough to expect an 
adult's wage they are dismissed, and other youths taken 
on in their place. The retail trades throughout the country 
and numerous miscellaneous trades (such as the making of 
pins, press-fasteners, and pressed metal ware) in the Mid¬ 
lands may be cited as examples. It should not be inferred 
that such employment is necessarily bad. It would be 
foUy to employ an adult on work which can be adequately 
performed by youths. The weakness of the present system 
is that such youths learn nothing while so employed, and 
are left afterwards to drift into unskilled or casual work. 

A considerable number of those unemployed at any 
given time thus consist of those who, having left blind-aUey 
occupations, are in search of other work. To this number 
should be added those who, having left school, have not 
actually commenced work. No statistics are available, 
but it is a well-known fact that a considerable proportion 
of boys and girls begin their after-school career with a 
period of unemployment sufficiently long to enable them to 
forget much of what they had been taught at school, and 
to lose the habits of discipline and regularity which they 
had acquired. These are admitted evils, and attempts have 
been made in the past to combat them by the establish¬ 
ment of after-care committees and juvenile advisory com¬ 
mittees. But we have only touched the fringe of the 
problem in this country. 

Unemployment in an average year is also due, in part, 
to the decline of particular industries. Such decline may 
be due to the growth of foreign competition. The iron¬ 
stone industry of this country lost its relative advantage 
in the last quarter of the nineteenth century, and it slowly 

5. Blind-alley 
occupations 

4. Industrial 
changes 
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5. Technical 
tluuigcs 

The 
pel mauently 
unemployed 

The process 
of change 

dwindled until the outbreak of the 1914-18 war. Again, the 
decline may be due to the competition of a similar industry 
in a new region within this country. Finally, the decline 
may be due to the introduction of substitute products. 
The use of oil and electricity seems to have definitely 
reduced the demand for coal and liastened the decay of 
the industry in some parts of the country. 

Unemployment in a normal year is finally due, in part, 
to the introduction of more efficient and economical 
methods of production and distribution. The introduction 
of machinery for manual labour, the substitution of better 
for worse machines, and the more effective subdivision and 
organization of labour result in economy of effort, and such 
economy usually results in the displacement of labour 
which has become superfluous in its old form. 

Immediate and Ultimate Effects 

Such are the main causes of that type of unemployment 
which an instantaneous photograph of economic society 
would reveal in a year of normal trade activity. To a large 
extent the unemployed represent people in movement; 
and a moving picture of society would show the great 
majority of such people being gradually absorbed into other 
industries and occupations. But a considerable minority 
become permanently unemployed. The people who are 
dismissed are often the elderly people, whose age is a dis¬ 
qualification when they seek employment elsewhere, or 
the less efficient workers who are apt to drift like wreckage 
on the sea. Thus not only are new methods more efficient 
than the old ; they also tend to swell the ranks of the un¬ 
employable, or at least to force down the standard of life 
of the unfortunate victims of the change. 

It is important to distinguish between the disturbing 
effects of the process of change and the ultimate effects of 
the new methods of organization and production. The 
ultimate demand for labour is not reduced. But the 
consequences of change, while it is taking place, are serious 
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for many of those immediately affected. Thus, for example, 
the fact that the importation of steel (formerly made in this 
country) necessitates the export of some other commodity 
in pa5nnent for that steel would bring little or no consolation 
to steel manufacturers and workers, whose services, in 
their present capacity, would no longer be required. 
Hence the demand for the protection (through the imposi¬ 
tion of import duties) of industries which are subject to 
keen foreign competition. Such protection is due to the 
fear of the consequences during the process of change. 
Similarly those workers who might be displaced through 
the introduction of machinery or other more efficient 
methods of production would find little or no consolation 
in the fact that national production is thereby increased, 
and they themselves may find alternative emplo]yment 
elsewhere. A skilled sheet-metal worker is not ambitious 
to act as an attendant at a picture house. The fear of the 
immediate consequences of change provides the real 
explanation of the antagonism of many trade unions to 
new machinery, to the substitution of piece-work for day¬ 
work, and to their insistence upon the exact delimitation of 
the boundaries of their crafts, which no others may enter. 
Protection of the kind already indicated and the restrictive 
policies of craft unions are rooted in the same fear, and 
aim at the same end, which is the preservation of the 
status quo, ^ 

The institution of employment exchanges and unem- state policy 

plo3mient insurance represents an attempt to reduce the 
immediate hardship imposed by the changes to which 
reference has been made. The former act as a clearing 

1 At one time an a^^itation was started in favour of the protection 
of llritish industries subjected to the competition of foreign indus¬ 
tries in which the standard of living of the workers was lower than 
that enjoyed in this country. It represented a revival of the “ pauper 
labour" argument once so commonly employed in favour of pro¬ 
tection in the United States of America. A discussion of protection 
raises considerations which are not relevant in a book on economic 
science, and is therefore not included in this volume. But it may be 
submitted that such a movement is based upon a fallacy. 



402 THE ECONOMICS OF PRIVATE ENTERPRISE 

Introduction 
of machinery 

house for workers, and a centre to which employers may 
apply when there are vacancies to be filled. The receipt 
of benefits from the insurance fund assists the worker in 
maintaining himself and his family during the period of 
unemployment. But the process of change from one 
occupation to another still entails considerable hardship; 
and as the less efficient and the elderly people are usually 
those who are first sacrificed to the change, and they 
cannot easily find alternative employment for which they 
are as well suited, their standard of Hving frequently falls 
for the rest of their lives. 

The Economic Balance 

Emphasis has been laid upon the fact that the supply of 
labour ultimately represents the demand for labour, that 
consequently there is no fixed and unalterable amount of 
work to be done, and that the unemplo3anent to which 
reference has been made exists only during the process of 
change and adaptation. This economic truth is not 
universally accepted. Some people tell us that the intro¬ 
duction of new machinery results in a permanent decrease 
in the total demand for labour; some believe that un¬ 
employment is due to under-consumption, while others say 
that it may be created by lack of capital. These three 
views call for consideration, and in order to simplify the 
argument it may be useful to examine hypothetical cases 
of an extreme character. 

Suppose, first, that everybody in the community 
suddenly and simultaneously decided to live a simple life— 
not the simple life associated with a country cottage 
at Chorley Wood, and containing fourteen bedrooms, but 
the sort of life that a village labourer is compelled by 
circumstances to live. The immediate result would be 
unemployment on a vast scale. The theatre and all other 
places of amusement would disappear; the fashion'' 
trades would be destroyed; the motor-car industry and all 
ancillary trades would be seriously curtailed. Perhaps 
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hall the working population would be denied the oppor¬ 
tunity even of earning the amount necessary to hve the 
simple life that we have assumed. But, in the long run, 
the work remaining to be done would be shared out, and 
everybody would enjoy greater leisure than at present. 
They would not, however, have enjoyed that leisure if the 
community had always been content with such a simple 
life. The incentive to economic progress would have been 
lacking, and the methods of production would have been 
far more crude than those which are actually employed. 
The desire for new ways of living, new methods of expen¬ 
diture, has acted as a spur and driven society to seek fresh 
methods of economizing effort, and the labour that is saved 
by such methods is employed in satisf5nng the new desires. 
Machinery in boot manufacture has economized effort; 
some of the displaced workers are retained in the industry 
to make more boots for a wider public, and some are drawn 
into engineering and ancillary trades in order to make the 
machinery requued in boot factories. But there remain 
others who minister to the new needs of the community. 
Economy in boot manufacture and such established indus¬ 
tries made possible the employment of labour in recreative 
pursuits. If it were not so we should still be where the 
Normans were in this country. The desire for change 
stimulated invention, and thus brought the law of increasing 
returns into operation for industry as a whole. Without 
the operation of that law society would have had to work 
hard even to enjoy the simple life to which we have 
referred. 

Suppose, secondly, that everybody suddenly and simul- 
taneously decided to spend every penny of current income, 
to realize invested savings, and to indulge in an orgy of 
extravagance: clearly they would be unable to fulfil their 
intentions. If all were sellers of stocks and shares, and 
none were buyers, there would be no sales. An individual 
investor can realize his investments only if someone else 
has savings to invest and wishes to buy. Society as a 

X4--(B.x85i) 
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whole cannot convert its savings into cash, for they consist 
of railways, factories, dwellings, and other concrete, 
external objects. It thus remains to consider what would 
happen if everybody decided to spend all current income 
upon the comforts and luxuries of life. The quantity of 
consumption goods and services would not be increased. 
Any substantial increase could only be secured by fresh 
capital expenditure which, by assumption, is impossible. 
Consequently the pressure of increased demand for the 
fixed supply of consumption goods would send up their 
prices, and the sellers would reap more profits than they 
could dispose of. That sort of saving would be inevitable. 
The harder people tried to spend the greater the difficulty 
experienced by the fortunate sellers of the desired goods 
in disposing of their income. For a time, too, the owners 
of factories, etc., concerned with the making of capital 
goods would find no market for such goods, and their 
workers would lose their employment. But, as time went 
on, the sellers of consumption goods would be forced to 
utilize their otherwise unusable income in extending their 
establishments, and thereby drawing those industries (and 
their workers) engaged in providing capital goods once 
more into the field of employment. In otlier words, uni¬ 
versal extravagance, to the degree hitherto assumed, is a 
physical impossibility. The ])rovision of a continuous and 
growing supply of consumption goods inevitably means the 
employment of an appropriate section of the community 
upon the manufacture of capital goods. Society cannot 
avoid saving, for it is obvious that saving by a community 
means employing labour in the making of capital goods. 

The balance between saving and spending is usually 
said to be maintained by variations in the rate of interest. 
If the supply of new capital falls short of current demands 
the rate of interest is raised; that is, the inducement to 
save is strengthened. If, on the other hand, tlie supply 
of capital runs ahead of requirements the rate of interest 
is reduced; that is, the inducement to save is weakened. 
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This theory does not carry conviction. A rise in the rate 
of interest from 5 to 50 per cent would doubtless induce 
people to sacrifice present pleasures to a greater extent 
than they do now ; but it is extremely doubtful whether 
such changes as occur in practice produce any effect upon 
the will to save or upon the total supply of savings. The 
balance between saving and spending is maintained, as 
already indicated,^ through expansions and contractions 
in the supply of bank credit and their effects upon the price 
level. Thus scarcity of capital in the sense of under-saving 
never causes unemployment; the money capital can always 
be provided by credit expansion, and the necessary saving 
thereby enforced upon the community. If by capital is 
meant capital equipment (factories, etc.), a shortage, if 
not too pronounced, would necessitate rather than prevent 
the employment of labour. The working of the correctives 
to so-called under-consumption and over-consumption 
(shortage of capital) will be shown in the next chapter. 

There remain two further points for consideration at this 
stage. Industry grows with population, and population 
grows at a rate which varies but slowly. Under normal 
conditions industry and employment adjust themselves 
easily to the expanding needs of the growing population. 
But if, for some reason, the rate of growth in the working 
population were changed appreciably and suddenly, 
industry would be thrown out of gear, and for a time there 
would be a considerable amount of unemplo3Tnent. Before 
the First World War the growth of the working population 
was retarded by emigration, and British industry adjusted 
itself to the conditions of the time. Following the war, 
however, emigration fell considerably, and in, say, 1925, 
there must have been at least half a million adult workers 
in this country who, in the absence of war, would have 
emigrated to other countries. In order to absorb such 
workers (in addition to those representing the normal 
incr,pase in population) it would have been necessary for 

^ Sec Book in, Chapter VII. 
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British industry to expand far more rapidly than it 
expanded during the years immediately preceding the war. 

The second point is also connected with war. Certain 
essential industries are rapidly extended in wartime, not 
only in the belligerent countries, but also in countries 
which remain neutral. Iron and steel manufacture, engin¬ 
eering, and shipbuilding are the outstanding examples. 
When peace is restored the producing capacities of such 
industries are far in excess of the requirements of peace; 
the industrial balance has been destroyed, and inevitably 
the process of restoring that balance is accompanied by 
unemployment. Following the First World War, this was 
on a considerable scale, and the effects of the one-sided 
development of industry were to be found in the unemploy¬ 
ment figures even as long afterwards as 1932, a year of 
intense cyclical and world-wide depression. They were also 
evident in the balance sheets of the firms engaged in the 
over-weighted industries. 



CHAPTER II 

THE TRADE CYCLE 

In the previous chapter we considered the changes that 
are always going on in the world of industry and commerce. 
Some trades decay on account either of changes in fashion 
or of competition from some other source of supply ; other 
trades grow rapidly and new trades come into being. In 
most branches of industry and transport, and in many 
branches of commerce, new methods are devised of achiev¬ 
ing the same result with less expenditure of human effort 
and usually (though not always) greater initial expenditure 
of capital. Employment in most trades varies with the 
seasons, and in some trades is so intennittent as to be 
called '' casual.” At all times, irrespective of the general 
state of trade, changes of these kinds are constantly 
going on. 

But the general state of trade itself varies from time to 
time. Periods of boom alternate with those of slump. 
Prices in general rise and fall, apart altogether from 
changes in the relative prices of particular commodities 
and services due to the factors already indicated. Em¬ 
ployment increases and diminishes. These “ panting 
alternations of the quickened heart ” of economic society 
are known as trade or business cycles. For about a 
century before the 1914-18 war they occurred with such 
regularity that trade has been likened to ocean waves, 
and people refer to its ebb and flow. Moreover, this 
rhythmic or cyclical movement of trade is now universally 
accepted as a normal, if not inevitable, feature of economic 
society, and its regularity is regarded as affording a clue 
to its cause or causes. 

It is important, even in an elementary volume, to refer 
briefly to the trade cycle, for it will be evident at once 
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Depression 

that the amplitude of general trade fluctuations is of 
considerable social significance. During the course of a 
complete cycle the amount of unemployment may vary 
from about 2 per cent to nearly 10 per cent of the working 
population, and is estimated to be about 5 per cent in a 
year of so-called normal trade activity. The influence 
of insecurity upon the policy of trade unions has already 
been mentioned ; at this stage it may be stated that 
the figures that have been quoted afford presumptive 
evidence of waste, both of human power and of machinery. 
The total amount of employment during the full period of 
a trade cycle is less than the maximum which is theoreti¬ 
cally possible. But the figures allow no more than a 
presumption of waste, for it is conceivable that the trade 
cycle is necessary to stimulate invention and the elimina¬ 
tion of waste of a different kind. It is therefore desirable, 
at this stage, to submit a brief descriptive account of a 
t5q)ical cycle. 

Descriptive Analysis 

In an unending movement of trade it is necessary to 
start at some more or less arbitrary stage, and to complete 
the survey by showing the manner in which the circum¬ 
stances prevailing at that stage have arisen. We may 
conveniently start at the point where trade has passed 
its zenith and traders are beginning to realize that orders 
are diminishing and prices faUing. Hitherto both manu¬ 
facturers and merchants have been optimistic. The 
former have been plentifully supplied with orders or 
alternatively have produced for stock with confidence; 
the latter have purchased large supplies in the confident 
belief that they will be sold, without difficulty, at a profit. 
Both groups have given credit freely and have, in turn, 
received credit freely. Much of that credit which they 
have received has been granted by joint-stock banks, 
The rate of discount is high for, as we saw in the third 
book, reserves are comparatively low. Thus the fortunes 
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of industrial, commercial and banking firms are closely 
interwoven. Accepting, for the present, the fact that 
orders have begun to diminish and that prices have started 
to fall, we see that stocks become unsaleable at the expected 
prices and anticipated profits are converted into actual 
losses, and firms, pressed by banks and other creditors for 
payment, in turn press their own debtors for payment. 
On all sides creditors endeavour to realize their assets, 
those who hold stock selling at obtainable prices and 
thereby cutting their losses. 

Prices fall quickly and buyers only come on the market 
to satisfy urgent requirements. Factories are closed 
down, unemployment rapidly increases, and the country 
finds itself in the midst of a depression. A number of 
firms fail to meet their obligations; others are compelled 
to write off large sums as bad debt, and to write down 
capital that had been inflated during the boom. Wages 
fall first in those industries which are most seriously 
injured and afterwards in other industries. This is the 
period of liquidation. Economy is the order of the day. 
The wastes and extravagances of the earlier period 
are eliminated, and those firms employing antiquated 
machinery and inefficient methods of organization tend to 
disappear. The workers selected for dismissal include 
those who were always on the margin of employment, 
on account of physical or mental disability, or of old 
age or, again, of a constitutional aversion for hard work. 
Thus the labour cost usually falls even more rapidly than 
wages—the average efficiency of labour is increased. 

In due course trade begins to revive, for two reasons. 
The first is that costs have fallen as low as they are 
expected to fall. Floating capital is plentiful; bank 
reserves have risen, the Bank Rate has fallen, and the 
banks have reduced their charges for accommodation in 
the search for new avenues of employment. Manufacturers, 
in their eagerness to secure orders, forgo profits and even 
a portion of their standing charges; they reduce their 



410 THE ECONOMICS OF PRIVATE ENTERPRISE 

Improvement 
in trade and 
rise in prices 

running costs to the minimum and pay attention to 
quality. Thus people are no longer induced to postpone 
demand in anticipation of a further fall in prices. 

The second reason is that current demand increases. 
The stocks which had accumulated at different points 
between the factories and the consumers, and had exercised 
a bearinginfluence upon prices, have slowly dwindled 
and finally disappeared. More or less durable goods, 
such as clothes and boots, which have been the subject of 
economy among consumers injured by the depression, 
have worn out and must be replaced. The population 
slowly increases ; children grow and must have new things, 
and others take their place at the children s counters. 
This slow growth of demand is an important factor. The 
depression usually becomes so intense as to necessitate 
the use of existing stocks to meet demands, and when 
these dwindle the current production is increased sufii- 
ciently to meet current and slowly increasing demands. 
The effective demand of the community does not diminish 
to the same extent as the money wages of the workers 
are reduced. For there is always a time-lag in wage 
reductions, which are not so rapid or pronounced as price 
reductions. Moreover, those in receipt of salaries or 
invested incomes which do not fluctuate so violently as 
prices, assist in stabilizing demand during the depression. 
It may be said that, in general, the cyclical fluctuation 
of the effective demand of consumers is less pronounced 
than the cyclical fluctuation of trade; and the demand 
for goods begins to affect trade and to produce a revival 
when the current demand ceases to be met from 
accumulated stocks. 

Although the volume of demand slowly increases, prices 
do not immediately respond by rising. The producing 
capacity of industry is still in excess of the requirements 
of the community, and the force of competition remains 
so strong as to maintain prices at a low level. Moreover, 
the growth in the volume of the output of the stronger 
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firms enables the latter to spread their fluctuating oncosts 
over a larger supply and otherwise to increase their efficiency 
and reduce costs. Hence we find that the initial stage of 
the revival in trade may be characterized by a further 
slight fall in the price level. But a new feeling pervades 
the community; hope for, even expectation of, better 
things enters and influences business policy, which becomes 
more progressive." Provision is made for the future 
by overhauling plant and introducing new machinery. 
This policy, in turn, reacts upon the constructional trades, 
such as engineering, to which the trade revival spreads. 
Unemployment is reduced, more goods are conveyed by 
rail and ship, and the transport trades show a greater 
volume of traffic. Employed workers are required in 
greater numbers and work with greater regularity; conse¬ 
quently their purchasing power is increased, and the 
resulting increase in the demand for consumers' goods 
affects even the luxury " trades, which serve as an index 
of trade prosperity. Trades react upon each other; 
constructional trades and transport depend upon the 
volume of demand for consumers' goods, and " luxury " 
trades depend upon the volume of purchasing power in the 
hands of consumers. 

The revival in trade now produces its effect upon prices 
and wages. " At that stage of the trade cycle when the 
increase in demand and employment is strongly reflected 
in prices, business men become more optimistic and 
proceed to make elaborate preparations for development. 
The demand for capital for investment shows a marked 
increase. New companies are floated and existing firms 
extend their operations. There follows a big demand 
for the products of the constructional trades, such as steel 
manufacture, engineering and shipbuilding, which now 
enjoy what may truly be called a boom. Broadly speaking, 
these trades are concerned with replacement and extension 
of industrial equipment, and ... a relatively small 
increase in the total equipment of industry means a heavy 
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pressure upon the resources of the constructional trades. 
It is here, therefore, that we usually find the first evidences 
of a boom in trade; and it is at this stage that prices, 
particularly of raw materials, break away from their 
moorings/'^ 

The activity in the constructional trades reacts upon 
the prices of materials and the wages of labour directly 
affected, and the results percolate through the whole of 
industry which, by this time, is enjoying boom ” 
conditions. Less efficient establishments and workers 
are pressed into service, and, wherever the conditions 
permit, overtime is the order of the day. Prices are high, 
profits are easily made, and wages respond to the pressure 
of demands from the workers. The resulting demand for 
capital to finance a larger volume of trade upon a higher 
basis of costs and prices necessitates a corresponding 
demand upon the banks. Cash balances, which during 
the depression lay idle, are withdrawn for investment: 
bank loans are increased; the need for legal tender for 
cash payments in small transactions and for the payment 
of higher wages to a larger body of workers is also increased. 
Thus the ratio of bank re.serve8 to liabilities slowlj^ but 
steadily diminishes; the Bank Rate is raised by easy 
stages, and becomes more ** effective/' than in the days of 
depression. 

The time arrives when the producing capacity of the 
community is strained to its utmost and little, if any, 
increase in the rate of supply of goods is possible. But 
“ the business community has now been caught up by a 
wave of optimism. Most people anticipate and prepare 
for, and thus accelerate and intensify, a further rise in 
prices. They become eager buyers, and place contracts 
which are frequently beyond their real needs, actual or 

^ Is Unemployment Inevitable? (Macmillan & Co.) This 
volume was published in 1924 by a group, of which the author was 
a member, and it contains a closer examination of the trade cycle 
than is here possible. The quotations in the present section are 
drawn from Pait I, Chapter III, of the volume. 
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prospective. Meanwhile the producing capacity of the 
commnnity has reached, or almost reached, its limits. 
Deliveries are more difficult to guarantee, and immediate 
delivery is regarded as of considerable monetary vaJue. 
Prices rise sharply ; large profits are made in industry ; 
wages rise in sympathy ; dealers are eager to buy, because 
they feel confident of a profitable market. A speculative 
boom is in full swing. 

'' But it generates a check upon its own progress. The 
boom is fostered by anticipations, and these are falsified 
by events. Just as the first evidences of an industrial 
boom are generally found in the constructional trades, 
so, too, are the first evidences of the end of the boom. 
The prosperity of this group of trades is conditioned by 
continued demand for industrial equipment, a considerable 
part of which is required by the group itself. The purpose 
of industrial equipment is to provide the consumption 
goods and services needed by the community. The prices 
of such goods, it has been shown, have already risen to a 
high level, but towards the end of the boom the costs of 
manufacture reveal an even more pronounced rise. The 
prices of raw materials advance by leaps and bounds ; 
wage movements at this stage reveal not only the rise 
in the cost of living, but also, in many industries, the 
scarcity of labour ; efficiency diminishes, partly through 
emplojnnent of less skilful workers and the utilization of 
old plant discarded during the depression, partly through 
the laxity of management, partly through the fatigue 
due to excessive overtime, and partly, in some cases, 
through the leisurely methods of workers who now enjoy 
relatively high weekly earnings, and from whom the fear 
of unemployment has been removed for the time being. 
Extensions have been made and new factories erected 
at a time when construction costs are high and interest 
charges heavy. Thus both the running costs of manU' 
facture and the overhead charges show a marked increase 
over the standard prevailing during the earlier stages of 
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prosperity. Moreover, manufacturers and others en¬ 
counter considerable dif&culty in their attempt to transfer 
the additional costs to their customers in the form of 
higher prices. Two illustrations of this difficulty may be 
submitted. In some departments of economic activity, 
such as public service and transport, the prices or charges 
are almost inevitably more stable than the prices of 
concrete goods which are bought and sold daily upon the 
speculative market. The former are controlled by law 
or custom. Again, in industries which have been rapidly 
expanded during the earlier stages of prosperity, the 
additional supplies now flow into the market and check 
the rise in prices, which thus tend to fall behind the prices 
of other commodities. The manufacturers and transport 
agencies whose powers are thus curtailed find the margins 
between costs and prices dwindling. They now aim at 
consolidating the position they have gained rather than 
extending their establishments further. Their orders 
to the constructional trades dwindle, and the latter, in 
turn, cease to extend. For some time they may be fully 
employed upon contracts already placed, but these con¬ 
tracts of an earlier date, made when the cost level was lower, 
often prove disappointing from the financial point of view, 
and when they have been completed, depression sets in.” 

Reference has already been made to the fact that the 
expansion of trade, after the depression, is accompanied 
by a growth in the demands made upon the banking 
system. During the depression there are relatively few 
outlets for new capital, so that the savings of the com- 
mimity accumulate in the form of bank balances, while the 
demand for bank loans is relatively small. The high 
ratio of reserves to liabilities is accompanied by a low 
Bank Rate and probably by far lower rates for short 
loans. As trade improves some of the bank balances are 
withdrawn, either for investment in new enterprises or 
for use as commercial capital by business men. Moreover, 
the supply of bills presented for discount increases and the 
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demand for accommodation in the form of overdrafts is 
stimulated. The ratio of reserves to liabilities steadily 
diminishes, and the Bank Rate steadily rises and becomes 
more effective in its control of the market rate. By the 
time the machinery of industry and trade is working at its 
normal pace the ratio is also normal. But we have seen 
that prices continue to rise even when the capacity of 
industry is strained to the utmost ; a speculative boom 
is superimposed upon the production boom ; at all points 
demand exceeds supply, and high rates of profit are made 
in industry and commerce. 

The speculative boom is largely due to the action of 
merchants, who buy for resale. As they work largely 
upon bank loans, the demand for the latter increases 
rapidly. It is at this point that the reserves fall so low 
as to necessitate action (sometimes drastic action) on the 
part of the Bank of England, and the Bank Rate is raised 
to a relatively high level. So long as prices continue to 
show an appreciable rise the merchants can afford to pay 
a high rate of interest on the money which they borrow ; 
there remains a sufficient margin to provide a profit on the 
transaction. But when, for reasons which have already 
been indicated, prices become more stable, and the margin 
between buying and selling prices grows narrower, the 
merchants are compelled to unload their stocks, and the 
additional supplies placed upon the market bring the 
upward price movement to an end. By this time con¬ 
fidence has disappeared and fear taken its place. Merchants' 
orders to manufacturers are reduced and, because every 
one wants to sell, stocks become, for the time being, un¬ 
saleable. A fall in prices is expected ; business policy 
is influenced by that expectation, which is consequently 
realized. Orders that are not urgent are withheld or 
recalled ; every buyer waits, as far as possible, for a more 
favourable price. Thus the markets of the world appear 
to be flooded with goods, and people assume over¬ 
production to be the cause of the trouble. 
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Observations on Trade Cycles 

In the foregoing analysis an attempt has been made to 
indicate the outstanding features of the successive stages 
of the trade cycle. We shall now endeavour to supplement 
bare description with a few general observations. 

1. The trade cycle is not confined to this country, but is 
world-wide. Before the 1914-18 war the " swings were 
common to all the countries of the modem industrial world, 
and took place at approximately the same time. The 
parallel movement of trade in industrialized countries was 
brought to an end in 1914, when the gold standard was 
abandoned by the belligerent States of Europe and by 
many neutral States. Between 1919 and 1924 trade 
moved in different directions, slumps in one country 
appearing at the same time as booms in others; and as 
these were closely associated with monetary policy, some 
writers, it will presently be sliown, have sought the cause 
of the trade cycle in monetary policy. 

2. Periods of trade activity have been periods of capital 
development. It is found, for examp)le, that the amount 
of capital annually invested in foreign countries by Great 
Britain varied with the state of trade. New countries, 
such as the Argentine Republic and Canada, borrowed large 
sums from this country and used the proceeds in the 
purchase of rolling stock and the materials required for 
railway development. The opening up of new countries 
was accompanied by a large increase in immigration. 
When the development boom took place in a British 
colony or dominion or in the United States, our emigration 
statistics show that the immigrants into the new country 
were drawn largely from this country, but when Argentina 
and other non-British areas were developed our emigration 
statistics suggest that the new immigrants were drawn 
mainly from other European countries. During a period 
of great trade activity, not only did we invest capital 
abroad on a large scale, but we also increased the amount 
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of capital invested within this country. Moreover, it 
appears to be the case that public authorities—the State 
and the municipalities- - followed the fashion set by private 
industry, placed their orders for capital extensions upon 
the market, and so increased the demand upon the con¬ 
structional trades for equipment. During a period of 
depression, when less capital was exported and private 
demands for industrial equipment witliin the country were 
reduced, the demands from public authorities also fell off. 
Thus it may be stated, as a broad generalization, that the 
difference between a depression and a boom was largely a 
difference in the demand for capital goods or industrial 
equipment. 

3. The amplitude of trade fluctuations in the course of 
the cycle, and the duration of the periods of depression 
and boom, seem to be closely related to secular changes 
in prices, that is, to price trends over a couple of decades 
or a generation. For over two decades ending in 1873 
there was an upward trend in prices, due mainly to the 
American gold discoveries and an increase in the amount 
of gold and credit relatively to the needs of the world. 
From 1873 to 1896 there was a marked downward trend 
in prices, due to a marked increase in the world demand 
for gold. The German Empire adopted the gold standard ; 
tiie bimetallic countries of Europe practically gave up 
silver and also virtually adopted the gold standard; the 
Ujiitcd States restored the quality of convertibility to the 
paper money issued during the Civil War. From 1897 to 
1914 there was an upward trend in prices, due mainly 
to the increased productivity of the African gold mines 
and the extended use of deposit banking (the cheque 
system) in America and other places. These secular 
changes in prices influenced the course of the trade cycle. 
In the two cycles which were completed within the second 
period (1873-1896) the depressions were more intense and 
prolonged and the booms far less marked than in the 
cycles of the first period or in those of the third period. 

Sct.ular move¬ 
ments in priccb 
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4. Behind the cyclical movement of trade and prices 
before the war there was a growth in the average volume 
of production from one period to the next. The needs 
of society were increased through the growth of population 
and an increase in the variety of wants ; moreover, as the 
result of the steady growth of invention and improvement 
in organization, the producing capacity of the community 
increased more rapidly than the population, and so enabled 
the community to satisfy the growing variety of wants 
among its members. Thus the increase in production 
during a period of growing trade activity was always 
greater than the decrease in production during the period 
of decline which it followed. It is, indeed, a mistake to 
think of trade rising and falling like waves on the ocean; 
it may more aptly be compared, in respect of the volume 
of goods produced and of employment, with a group of 
mountains, in which every range (and every dividing 
valley) is higher than the one immediately in front. 

5. The fluctuations in prices which occur during a trade 
cycle are more pronounced, and occur earlier, in some 
industries than in others. They are more pronounced 
and occur earlier in raw materials than in finished products, 
in the wholesale market than in the retail market, in 
commodities than in services. The fluctuations are also 
usually more pronounced (though they only appear later 
during a rise in prices) in the case of capital goods than 
in that of goods ready for final consumption. Over a 
considerable part of the field of economic activity prices 
(or their equivalent) either remain unchanged or vary 
between very narrow limits during the course of the trade 
cycle; they respond only to secular changes in the general 
price level. Railway and tramway fares, lawyers' fees, 
school fees and the prices of books may be quoted as 
illustrations of prices that remain stable during cyclical 
fluctuations in trade. Products which are moved from 
one country to another are usually subject to extreme 
fluctuations in prices, not because they cross political 
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boundaries but because, first, they fall mainly into those 
two classes (foodstuffs or raw materials and capital goods) 
which, wherever they are produced and sold, exhibit 
wide fluctuations in prices, and, secondly, they are bought 
and sold at wholesale prices. As regards those services 
the prices of which are relatively stable, it will be observed 
that, in the first place, the prices (including fees or rates) 
hav^ to be fixed in advance, and cannot be changed easily 
and quickly in response to changes in demand. In the 
second place, the demand itself is fairly regular. The 
demand for education and for legal advice is but remotely 
connected with the state of trade ; even the demand for 
railway transport is less variable than the average demand 
for commodities. 

Trade in general may thus be said to resemble a tree 
swaying in the wind, the trunk being represented by 
that group of economic activities (including education, 
internal transport and the retail trades in the necessaries 
of life) which is relatively firm and unbending, the branches 
being represented by that group (including the construc¬ 
tional trades, the trades dealing in raw materials and 
the wholesale trades in foodstuffs) which is subjected to 
extreme fluctuations in demand or supply, or both, and 
may therefore be called the speculative group. During 
the period of expansion and rising prices profits are made 
with great ease in the speculative trades, but with less ease 
in the more stable trades. The greater the stability the 
greater is the difficulty of making profits. During the 
period of contraction the position is reversed. Serious 
losses are made in the speculative trades; the losses are 
smaller in the more stable trades. At the time when trade 
is in a " normal" state—that is, when employment is at 
the average level, and prices permit an average rate of 
profits—the profits in the various classes of industries 
approximate closely to that average. This feature of the 
trade cycle has frequently been ignored. Most writers show 
that wag^s are more evenly spread, in time, than retail 



420 THE ECONOMICS OF PRIVATE ENTERPRISE 

prices; that retail prices fluctuate less violently than 
wholesale prices, and that final consumption goods vary 
less in price than capital goods. But they assume that 
profits everywhere fluctuate between wide limits, and in 
time of depression are often converted into losses. This 
statement is true of the speculative trades, but not 
true of stable trades. The average rate of profits in 
industry fluctuates considerably less than the rate in 
shipbuilding, iron and steel manufacture and other specula¬ 
tive trades. 

Again, the degree of fluctuation in demand, employment 
and profits is determined largely by the durability of the 
goods that are produced. Coal is destroyed in consumption 
sliortly after it has been produced ; most of the wheat 
grown in one summer is consumed before the next harvest. 
But the case of shipbuilding stands in sharp contrast to 
those cases. A ship normally lasts a generation or more. 
Suppose the life of a ship to be reckoned at twenty years, 
so that 5 per cent of the existing amount of shipping has 
to be replaced every year; suppose, moreover, that at a 
given time the shipbuilding industry has a producing 
capacity equal to that required to replace the waste, and 
that, on account of the growth of ocean trafiic, the amount 
of shipping has to be increased quickly by 5 per cent. 
The demand for new ships will be doubled. Further, 
suppose that when the amount of shipping has been 
increased by the required 5 per cent no further increase is 
necessary : it follows that the demand for new ships will 
be immediately reduced by one-half. Slight variations 
in the total amount of shipping required for ocean transport 
produce very large variations in the demand for ships ; 
for this reason shipbuilding, though serving the needs of a 
comparatively stable industry (ocean transport), is itself 
highly speculative and subject to extreme variations in 
respect of demand, emplo)nnent and prices. The state¬ 
ment is true of all industries suppl5dng durable goods^ 
the annual demand for which is but a small proportion of 
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the existing supply. Thus the long swing of the trade 
pendulum in the constructional trades is due not only to 
the fact that they produce capital goods, but also, in part, 
to the fact that they produce durable goods. 

6. Reference has already been made to the differences Difficulty of 
. , . . r 1 T r 1 explainin'; 

between industnes in respect of the degree of stability in collapse 

employment or demand, prices, wages and profits during 
the period covered by the trade cycle. Moreover, in the 
descriptive account of a t3^ical cycle reference was made 
to the internal conditions which favoured a revival in 
trade after a depression and produced a slump after a 
boom. The revival originates in a reduction in the stocks 
for sale combined with a growth of demand due to the 
need for replacement and the fact that the average of 
spendable incomes (in the form of wages, interest and 
profits) has not diminished to the same extent as pro¬ 
duction and prices have fallen in the more speculative 
trades. The change from boom to slump cannot be 
explained with the same ease. Setting aside secondary 
influences and exciting causes—^which vary from time to 
time—what is essential and therefore present in all cycles 
is a failure of expectation on the side of demand. This 
failure seems to be closely related to the statement in the 
last paragraph. A comparatively small increase in the 
world mileage due to, say, a development boom in Canada, 
means a comparatively large increase in the demand for 
rolling stock and materials from the comparatively small 
industries supplying such goods. The completion of the 
new Canadian railway results in a relatively large reduction 
in the demands from these industries, and ushers in a period 
of unemployment. Quite apart from any marked decrease 
of demand from abroad the fall in profits which the boom 
had produced in the more stable domestic industries results 
in a curtailment of orders for development and thereby 
produces similar effects. Thus the deeper causes of the 
turn, in each case, are internal, that is, they are to be 
found in the conditions created at different stages by the 
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trade cycle itself. That is not a full explanation of the 
trade cycle, but an explanation of the changes at the 
two extremities. 

No two trade 7. The trade cycle does not repeat itself in every detail. 
cycles alike 111 

The circumstances of each are influenced by the course 
of the previous one as well as by changes in the organizatiop 
of industry and finance. We have already seen that the 
length and severity of the depression and the intensity 
of the boom vary according to secular movements in the 
price level. The growth of trusts and of labour com¬ 
binations, the introduction of new tariff policies, the 
development of banking and other economic factors may 
give a trade cycle a character all its own. The outbreak 
of a war, the failure of world harvests, or the discovery of 
new industries or processes may hasten or delay a revival 
or slump. Nevertheless the similarities between successive 
trade cycles are more striking and fundamentally more im¬ 
portant than the differences. Moreover, the cycles occurred 
with extreme regularity so long as the greater part of the 
world employed the same standard of value—gold. For 
the greater part of the nineteenth century a cycle was 
completed in ten or eleven years. Since then its length 
has been reduced, each of the last two cycles before the 
war having been completed in about seven years. The 
regularity of their appearance under a gold standard has 
been regarded as providing a clue to their cause or causes. 

Causes of the Trade Cycle 

Difficulty of Wliat is called a trade or business cycle is, perhaps, the 
the problem j^affliiig economic phenomenon of modern times. 

If its cause or causes could be elucidated and placed beyond 
the region of doubt, many other economic problems 
which arjp still the subject of controversy would be solved. 
Moreover, the discovery of the causes would facilitate the 
discovery of neutralizing or modifying agencies to the 
extent that these were regarded as desirable—for it is by 
no means agreed that the complete elimination of cyclical 
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fluctuations is a desirable end. Trade fluctuations have 
long attracted the attention of economists and govern¬ 
ments, but the trade cycle, as a regularly recurring 
phenomenon, was first examined in detail by Jevons and 
others in the last quarter of the nineteenth century* 
During the present century it has been the subject of still 
closer investigation by a large number of economists, 
and a vast amount of statistical material has been gathered, 
which has enabled us to approach nearer to the heart of 
the problem. It remains, however, the greatest of the 
many unsolved problems of economics. 

There are many things that we know about the trade 
cycle. As already indicated, cyclical fluctuations in indus¬ 
tries producing durable goods are more severe than in 
industries producing perishable goods. They are more 
severe in industries producing capital goods than in indus¬ 
tries producing consumption goods. As foreign trade is 
concerned mainly with durable goods, of which a consider¬ 
able proportion arc also capital goods, cyclical fluctuations 
in foreign trade have a greater amplitude than fluctuations 
in domestic trade. Again, we know that while a trade 
cycle is never repeated in every detail, the essential features 
are revealed again and again. Wc know that, while they 
are not of precisely the same duration, they tend to be 
completed in a period of between eight and nine years. 
The point of change at the bottom of a depression or at the 
top of a boom is somewhat confusing on account of the 
simultaneous operation of a seasonal fluctuation, which 
may hasten or retard the cyclical change and thereby 
influence the length of the complete cycle as measured by 
statistical instruments; but the history of the past sug¬ 
gests that, broadly speaking, a full cycle is completed in 
approximately eight-and-a-half to nine years. Contrary 
to common belief, history does not show that a cyclical 
change begins in any special industry or group of indus¬ 
tries. From such evidence as was available, an examina¬ 
tion of the points of change (at boom and depression) of 

Tcatiires of 
the trade cycle 
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each of the cycles of the last hundred years suggested that 
no general conclusion was possible. Sometimes the change 
appeared in one industry, at other times in another indus¬ 
try; sometimes it occurred in an industry supplying 
capital goods, at other times in an industry suppljdng 
consumption goods. 

international Again, we loiow that the trade cycle is an international 
aspects O' 

phenomenon. The world is more or less an economic unit; 
a single country is no more immune against the economic 
forces operating outside its borders than one part of Great 
Britain is immune against the influence of the economic 
forces operating in other parts of the country. Major 
economic forces pay no attention to political boundaries; 
it is not possible for a single country, operating a free 
economy, to insulate itself against events occurring out¬ 
side its own borders. When a major cyclical depression 
appears in the United States, it also appears in Great 
Britain. The cyclical movement of industry and trade is a 
world movement. Nor can it be said that a depression, or 
the reverse, starts in any given country. Looking back, 
we find that in the great majority of cases the cyclical 
changes appeared earlier in Great Britain than in the 
United States, but in recent years the tendency has been 
reversed. We cannot make any general statement about 
the time taken for a change, such as a depression, to reach 
a second country from the first. Comparing, once more. 
Great Britain and the United States we find that in the 
past the time lag might only be a few months or it might 
be much longer. But these differences in the apparent 
place of origin and in the time taken for a depression or a 
boom to spread do not invalidate the statement that the 
trade cycle is a world phenomenon. 

This simple fact suggests that the cause is not to be 
found in the policy of any one country. It is now the 
fashion to attribute cyclical booms and slumps in Great 
Britain to British monetary policies. The trade cycle 
occurs irrespective of variations in financial policy as 
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between different countries and in the periodic changes in 
the financial policy of any one country. The cause must 
be sought elsewhere. It does not follow, however, that 
because we do not know the true cause of the trade cycle 
we are unable to do anything to mitigate its effects. The 
cause of the common cold is still unknown: it has baffled 
medical science, which is essentially empirical, down to 
the present. Nevertheless, doctors are able, in a large 
number of cases, either to mitigate its effects or to effect 
a cure. 

A similar statement may be made of the trade cycle. 
Nor can it be said that the monetary factor must be ex¬ 
cluded from the list of possible causes. Capital is the most 
mobile of the factors of production; in a free economy and 
in normal times it moves readily from country to country 
in search of the highest net return. It is, therefore, an 
international factor that requires close examination in the 
search for the explanation of that world phenomenon 
which is called the Trade Cycle. 

It may be that the trade cycle is no more than an 
expression, in its own field, of that rhythmical movement 
which is to be found in all spheres of life and activity. 
There is nothing more unnatural than a straight line. 
The only man who seeks to walk along a straight line is he 
who fears that if he does not do so, others may believe 
that he is unable to do so—and he generally fails in the 
attempt! A man who is entirely sober is only interested 
in reaching his destination; and if a line were drawn 
along the course that he has taken it would probably 
indicate a wave-like movement. A runner has his eye 
fixed on the goal, which prevents him from deviating far 
from the straight line. If he concentrated upon running 
in a straight line rather than upon reaching his goal as 
quickly as possible, he would always lose the race. 

This suggests a possible explanation of the trade cycle. 
Economic society is always striving towards a goal, which 
may be described as a rise in the standard of living. In 

Economic 
rhythm 
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doing so, it may make more rapid progress than if it con¬ 
centrated upon the need for advancing in a straight line. 
It is possible that the wave-like movement is an accom¬ 
paniment of a rapid rate of advance towards the goal; 
fixing its eyes on the goal, economic society is prevented 
from deviating too far from the straight. In other words, 
it may be that the trade cycle is an essential part of dynamic 
economic equilibrium. It is, of course, true that society, 
like an individual, may show the effects of alcohol or its 
equivalent, and that, therefore, the deviation from the 
straight may be so marked as to retard the rate of pro¬ 
gress. Wars, foolish policies in individual countries and 
other kinds of “poisonous alcohol,“ inevitably produce 
their effects and call for remedial action. Nor does it 
follow, if this were the true explanation of the trade cycle, 
that the Government of any country either could not or 
should not reduce the amplitude of fluctuations by restrict¬ 
ing activities during a boom and stimulating employment 
during a depression. Such a poUcy, however, implies the 
acceptance of the trade cycle as a phenomenon beyond its 
control; it is not a policy to prevent the occurrence of the 
cycle. Nor should we forget that the depression acts as a 
sort of spring cleaning, and helps to eliminate inefficiencies 
that always creep into every organization and tend to 
increase during a cyclical boom. We must, therefore, 
accept the trade cycle as one of those problems of 
economics that have not yet been solved. 

Since the publication of the first edition of this book, 
however, experience has added a little to our knowledge. 
The trade cycle survived the First World War, while there 
is strong reason to believe that it will survive the Second 
World War. Between 1920 and 1929 we witnessed a com¬ 
plete trade cycle, which was repeated between 1929 and 
1937, in which year the policy of rearmament began to 
show its effects. The history of the inter-war period was 
the history of roughly two-and-a-half trade cycles. A full 
discussion of their characteristics would necessitate a 



THE TRADE CYCLE 427 

volume, but it may be worth while submitting three broad 
generalizations that would be almost universally accepted. 

In the first place, the essential features of earlier cycles 
were repeated. In the second place, the cycles occurred 
during a long-term downward trend in prices. For this 
reason the depressions were more prolonged and severe, 
and recovery more difficult than would have been the 
case if they had occurred during a long-term upward trend 
in prices. In the third place, the difficulties of recovery 

were increased by political uncertainties and the economic 
policies that such uncertainties produced. By means of 
tariffs, licences, prohibitions, bilateral trade agreements, 

and other restrictive devices, nations sought a greater 
degree of self-sufficiency. During the first war they had 
suffered for their earlier dependence upon international 

trade, and they sought protection against a repetition of 
that experience. Confidence in the future was lacking, 
with the result that international trade was not fully 

restored. This, in turn, injured the exporting industries 

of various countries and led to further restrictions upon 
the imports for which payment had previously been made 
by such exports. The world had been caught in a vicious 
spiral, from which there seemed to be no escape so long as 
confidence in the political future was lacking. This state 
of affairs was attributed by many to the operation of the 
trade cycle, and the confusion of thought, in turn, led to 

a confused discussion of the trade cycle itself. It may be 
that, when cyclical movements again become evident, they 
will again be blamed for conditions for which they are not 
responsible. The future may show that the trade cycle is 
a condition of dynamic economic equilibrium, but no kind 
of equilibrium can be achieved in a world in which there 

is no peace. 



CHAPTER III 

World 
distribution 

POPULATION 

The population problem in Great Britain attracts con^ 
siderable public attention from time to time. In the early 
years of the nineteenth century a rapid and apparently 
unending growth was regarded with misgiving. During 
the serious depressions of the last quarter of the same 
century the size of the population was related, in the 
minds of many people, to the volume of unemployment; 
the country was said to be over-populated and a vigorous 
emigration policy was favoured as a method of getting 
rid of the surplus. The rapid decline in the birth-rate 
during the past thirty years now foreshadows a change in 
the trend and threatens a steady decline in the total 
population. In Russia, Poland, and smaller areas in 
Southern and Eastern Europe, with a less developed 
industrial system, the population is rapidly increasing. 
In Northern and Western Europe the trend resembles that 
prevailing in Great Britain. The relative populations, as 
distinguished from the total populations, of large areas 
throughout the world are steadily clianging; it would 
appear as though Western civilization were working to¬ 
wards its own extinction. While the study of the popula¬ 
tion problem and its manifestations might fidl several 
volumes, without leading to precise conclusions, it is 
desirable to submit, in a brief chapter, a general discussion 
of some of its main a.spects. 

The peoples of the world tend to settle in weU-defined 
areas. There are parts of the earth that are quite un¬ 
inhabitable on account of extreme cold and the barren¬ 
ness of the land. Climate plays an important part. Such 
areas as Greenland, Labrador, and Northern Siberia will 
probably be repellent to mankind for all time. Again, 
there are areas in which Nature has been so niggardly that 
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their resources will never permit a dense population. Thus 
the people of the world tend to congregate in areas or 
regions in which climatic conditions are more favourable 
and Nature has been more bountiful. Even in these 
regions we find the distribution patchy. The Himalayas of 
India, the Alps of Switzerland, and the high mountains of 
Scotland repel rather than invite settlers; people con* 
gregate on the plains and in the valleys. 

In early times, when industry and trade were of a more 
primitive character and small communities tended to be 
more or less self-contained, the distribution of the popula¬ 
tion was determined by the fertility of the soil and other 
gifts of Nature. But, as trade between communities was 
develoi)ed, people settled on river banks, at the sea coast, 
at junctions of great highways, and at oilier centres of 
transport and communication. Thus, for example, the 
Thames Estuary and the Rhine Valley became highways 
of commerce and favoured the growth of large trading 
centres. The main concentrations of population in Europe 
are to be found on or near great highways, including those 
leading to the Atlantic Ocean. With the Industrial Revolu¬ 
tion, trading centres became important manufacturing 
centres, such as Montreal and Toronto. When natural 
resources, such as coal and tlie metal ores, favoured the 
growth of large mining and manufacturing areas away 
from the main natural channels of transport and com¬ 
munication, railways and roads were constructed, and 
themselves became important highways tending to attract 
more industry, and therefore larger populations, along 
their own routes. This point has already been considered, 
in greater detail, in Chapter II of Book II. 

We have already seen that in the main the growth of 
population has taken place in certain well-defined areas, 
but that growth is closely associated with migration: it is 
not the result merely of growth from within the area. A 
relatively dense population, such as we find near large towns, 
can only be fed from the products of a large hinterland 
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of agriculture. Agriculture in its broad sense demands 
large areas for the growth of products, with the result that 
such areas must be kept free from human habitation 
beyond that necessary for cultivation. The natural in¬ 
crease in the agricultural population must find its way to 
centres of population concerned with mining, manufacture, 
trade, and transportation. That is universal. We find it 
in old countries, such as Great Britain, Belgium, and 
Switzerland, as well as in new countries, such as Australia 
and Canada, where the percentage of population residing 
in towns and urban areas is as high as anywhere. If, as in 
the case of Great Britain and Belgium, natural resources 
ripe for exploitation dictate a high degree of industrializa¬ 
tion, and therefore favour a large Concentration of popula¬ 
tion, the agricultural hinterland stretches over continents. 
These industrial areas become exporters of industrial pro¬ 
ducts and importers of foodstuffs and raw materials. 
National boundaries lose, or should lose, all economic 
significance; political units become merely parts of a 
much larger economic unit. But it is not an unvarying 
unit. As decades and generations pass, agriculturad areas 
change their character, reveal within themselves a similar 
process of industrialization to meet the needs of a growing 
population, and produce a consequential change in other 
parts of the world. The growth of population and the 
process of industrialization in the United States of America, 
for example, reduced the relative importance of that 
country as an agricultural area and favoured the develop¬ 
ment of Canada and Argentina. The growth of population 
is thus closely associated with a change in its distribution, 
both within its own boundaries and in other parts of the 
world. The development of Canada and Argentina was 
only made possible by immigration from other countries. 
We may now be witnessing the beginning of a change of 
world importance in the development of the Colonies of 
Equatorial Africa. But we are concerned in this chapter^ 
with the size of the population of a country, not 
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its distribution, which has already been considered in 
an earlier chapter. 

Allowing for migration, the increase in the population 
of a country is determined by the excess of births over 
deaths. The births and deaths are usually expressed per 
thousand of the existing population, and are then known 
as the birth rates and the death rates, the difference 
between the two being known as the rate of increase. It is 
necessary to distinguish between the rate of increase and 
the total or absolute increase in the population. During the 
nineteenth century the population of Great Britain in¬ 
creased very rapidly, the absolute increase being greatest 
in the decade 1891 to 1900. Since that decade the popula¬ 
tion has continued to grow, but the total increase has 
diminished from decade to decade. It is highly probable 
that soon the total population will reach its maximum and 
thereafter begin to fall. Although the absolute increase in 
the population was greatest in the last decade of the nine¬ 
teenth century, the rate of increase had already begun to 
fall, this apparent inconsistency being explained by the 
fact that the rate, as already indicated, represents the 
ratio of total increase to total population. Thus, for ex¬ 
ample, if the total increase were constant from decade to 
decade, the rate of increase would steadily fall. We should, 
therefore, not attach too great importance to a fall in the 
rate of increase, but since the beginning of the present 
century it has been so pronounced as to be regarded as a 
serious problem. 

The rapid increase in population during the nineteenth 
century was due partly to a rise in the birth rate, that is 
to say, an increase in the number of births per thousand 
of the population, and partly to a fall in the death rate, 
that is to say, a fall in the number of deaths per thousand 
of the population. It should be observed, however, that 
these two rates are themselves connected. Thus, for 
example, without any increase in the average size of the 
family, a fall in the death rate among young people will 
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Decline in 
of family 

eventually mean a rise in the birth rate, that is to say, in 
the number of births per thousand of the population. The 
reason is that a larger number of young people survive to 
form part of the child-bearing population, so that, although 
the average size of the family is not increased, the average 
number of the child-bearing population per thousand of 
the total population is higher than before. It is, indeed, 
in this fact that we find a large part of the explanation of 
the rapid growth of the population in Great Britain during 
the nineteenth century. The advance made in sanitation 
and in medical science brought a steady fall in mortality 
among infants and young children, and steadily lengthened 
the expectation of life. A large proportion of children who, 
under eighteenth century conditions, would have suc¬ 
cumbed, lived to reach marrying age and in turn produced 
children. It is true that there was some rise in the birth¬ 
rate in the sense that the size of the average family in¬ 
creased ; but the really significant fact was that, through 
a rise in the survivor rate among children and young 
people, the proportion of people of child-bearing age to 
the total population steadily increased. This itself pro¬ 
duced a rise in the birth-rate independently of any change 
in the size of the typical family. 

That phase was bound to come to an end some time; 
it was essentially a phase and one that could not be re¬ 
peated in the same community. Once the death-rate had 
been reduced from a liigh figure to a comparatively low 
figure, such a change could not occur again. It is true 
that in certain towns and among certain classes of people 
the death-rate was still very high and that in such cases 
a substantial improvement could still be, and is being, 
achieved; but the rate at which the death-rate can be 
reduced inevitably diminishes as the maximum that is 
])ossible in human affairs is more closely approached. 
When this occurs, the rise in the birth-rate, due to the 
rising standard of health and lengthening expectation of 
life, gradually disappears without any change in the size 
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of the t3rpical family. But we are faced with a further 
factor. The size of the typical family is itself diminishing. 
In other words, th(i number of births per annum is dwindling. 
So far, the effect of the decline has been partly concealed 
by two main factors. The first is the continued substantial 
fall in child mortality in those areas and among those 
classes in which the improvement in medical service and 
sanitation has come late; the second is the continued fall 
in the death-rate among older people, whose expectation 
of life has been lengthened partly by the improvement in 
medical service and partly by the lessening of the strain 
of heavy toil in the later years of working life. 

It is clear, from the above discussion, that the so-called 
population problem consists of two distinct and separate 
parts, namely, the problem of size and the problem of 
changing size, whether it be growth or decline. The first 
raises the question whether a population may be too small 
to make the best use of the resources of the area, or too 
large to be maintained from such resources. The first is 
obviously a condition of early growth, which passes away 
with either a natural increase in population or the immi¬ 
gration, on a large scale, of people who are aware of the 
undeveloped resources. Thus the rate of growth of new 
countries, such as the United Slates in the nineteenth 
century and Canada in the present century, is hastened 
by large-scale immigration. The question whether, in 
practice, an area is or may be over-populated is much 
more difficult to answer. The population density of an 
area is determined by its natural resources and the 
character of the economic system created by such 
resources. 

The real trouble begins when the resources are exhausted 
and alternative resources either do not exist or can only 
be exploited with great difficulty. Let us suppose, for 
example, that the economic activity of a community is 
based entirely upon the existence of a large and rich seam 
of coal. The community is divided up into a group of 
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mining towns, together with a large centre of transporta¬ 
tion, where merchants arrange for the export of coal and 
the importation of the thousand and one commodities that 
minister to the daily needs of the population. If and when 
the coal seams are worked out, or the coal of that com¬ 
munity is no longer needed by other communities, on 
account either of the discovery of cheaper coal elsewhere 
or of the growing use of some alternative to coal, it is 
clear that the community will no longer be able to exist 
unless it can discover other resources capable of being 
employed with the same effectiveness as the basis of an 
alternative export trade. Failing such alternative, the 
people of the community will be forced to disperse and 
spread themselves among other communities. But the 
process of change from the first condition to the second 
may be slow, and in the meantime the community will be 
suffering from over-population in the sense that it cannot 
maintain the same standard of living as before; in other 
words, the same standard of living can only be maintained 
by a smaller community imder similar circumstances. 

The same condition of over-population would arise if 
the growth of the community were more rapid than the 
growth in the demand of the outside world for its coal and 
if it had no other service to offer; or if the growing demand 
of the outside world could only be satisfied by exploiting, 
at increasing costs, thinner seams or seams at greater 
distances from the centre of transportation. In the latter 
case the community would be working under a condition 
of diminishing returns, and its growth of population would 
be associated with a fall in the standard of living.^ 

It has been assumed, in this illustration, that the com¬ 
munity was wholly dependent upon one natural resource, 

^ If the community enjoyed a monopoly of coal production, the 
growing demand of the world would result in a price sufficient to 
cover the higher cost. I assume, above, a natural increase in 
population, the additional numbers seeking to maintain themselves 
by producing and exporting coal under competitive conditions, and 
with no change in the cost of mining in competing countries. 
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namely, the existence of coal. It would be equally true of 
a community possessing two or three or even more main 
natural resources, provided the experience with each was 
the same as in the illustration. It would be true whether 
the community were but a part of a larger political unit 
or a complete pohtical unit. There is no salvation to be 
found in political independence if the natural resources 
disappear; economic forces of this kind pay no regard to 
political boundaries. Both in theory and in practice it is 
possible for a country to be over-populated, or to become 
over-populated, at any stage in its history by a change 
in the relation of its natural resources to those that are 
found and exploited elsewhere. When such a situation 
arises, the remedy is to be found in reducing the density 
of population through the migration of a part to other 
places in the world. 

Before proceeding to discuss the major problems pre¬ 
sented by a change in the size of the population as dis¬ 
tinguished from the size itself, it may be desirable to 
indicate the connection between the change in size and the 
age composition of the population. For this purpose, let 
us assume that each year of age is represented by a bar, 
the length of each bar indicating the number of people at 
that age. Let us assume, further, that the lowest bar 
represents children in their first year, and that the bars 
are placed one upon the other in the order of the age that 
each represents, so that children in the second year would 
be represented by the bar resting upon the lowest and so 
on. If the number of births in the community increases 
every year, the lowest bar will always be the longest and 
the picture represented wiU be that of a pyramid. If the 
death-rate is very high, it will be a short pyramid; the 
number represented by each bar will diminish rapidly. 
The effect of a fall in the death-rate is to raise the pyramid; 
the reduction in the length of each successive bar will be 
less than before. It will thus be evident that the average 
age of the community will be very low in the first case and 

15—(6.1851) 
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low in the second, though not so low as in the first case. 

In the long run, the effect of a falling death-rate is to raise 

the average age of the population. Moreover, by examining 

the rising pyramid it will be clearly seen that, as already 

indicated, the annual increase in the number of births may 

be due to the lengthening of the pyramid, which shows an 

increasing number of child-bearing age, rather than to an 

increase in the number of children bom in a typical 

family. 

Let us next assume that in each year the number of 

births is less than in the preceding year. The lowest bar 

is slightly shorter than the next, which, in turn, is slightly 

shorter than the third. From the third or fourth the 

pyramid begins to reappear. The picture resembles a 

bishop’s mitre, which, with a falling death-rate, grows 

wider and tapers more slowly. As the years pass, the base 

becomes smaller and the main bulge appears later. The 

picture shows that a continuous fall in the birth-rate 

changes the age composition of the community and raises 

the average age. That represents the trend of recent years 

not only in Great Britain, but over the greater part of 

Western Europe. It may be that a generation hence the 

same trend will begin to appear even in Russia, where 

the rapid increase in population during the last thirty 

years has apparently been due to a fall in the death- 

rate rather than to an increase in the size of the typical 

family. 

Maithus The condition in Great Britain, illustrated by the bishop's 

mitre, differs profoundly from that prevailing in the early 

5^ars of the nineteenth century, which is illustrated by the 

low pyramid. In those earlier years there was a rapid 

increase in population, of which the average age was 

correspondingly low. This growth created a feeling of 

uneasiness in the minds of some observers, one of whom, 

the Rev. Thomas R. Maithus, put forward the theory of 

population still associated with his name. Reduced to its 

simplest terms, the theory may be stated as follows. The 
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procreative force is a constant, but the bounty of Nature 
is limited. There is a tendency for population to increase 
more rapidly than the means of subsistence. In the past 
the population has been kept in check by war, pestilence, 
and semi-starvation; it is only possible to maintain a 
reasonable standard of living, without bringing those 
checks into force, by reducing the birth-rate. For this 
reason the population at any one time has to fulfil 
a moral obligation to the future. These are not the 
words employed by Malthus, but they represent the sub¬ 
stance of his teaching, which, it will be seen, was based 
upon the operation of the law of diminishing returns in 
agriculture. 

The pessimism of Malthus was not justified by the sub¬ 
sequent history of this country. He could not foresee the 
effects of the Industrial Revolution that was already well 
on the way. This Revolution pushed back the operation 
of the law of diminishing returns in the dynamic sense; 
it increased our command over nature, created a new type 
of industry, brought the agricultural products of other 
countries to our shores, and increased the density of 
population that could be maintained at a continually 
rising standard of comfort. As an economic interpretation 
of the history of Great Britain the Malthusian doctrine 
proved to be false, but it remains a theoretical possibility 
and, in its essentials, may prove to be a true interpreta¬ 
tion of the history of some communities in time to come. 
Malthus was not so blind as we are asked to believe by 
some of his critics. In some primitive communities, par¬ 
ticularly among early island communities, the practice of 
polyandry was the consequence of precisely that pressure 
of population upon the means of subsistence to which the 
Malthusian doctrine referred. 

At the present time Great Britain and Western Europe 
are faced with a totally different problem, which is that 
of a threatened decline in the population. Already in Great 
Britain we have lived through practically a quarter of a 

Recent 
tendencies 
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century in which the child population has been declining. 
As the years pass the age below which the total population 
declines has been rising, until now even the total number 
under twenty-five years of age is diminishing, and the 
slight increase in the total population is due to the increase 
in the number over thirty years of age. If this trend con¬ 
tinues the population will be composed, in steadily in¬ 
creasing proportion, of middle-aged and elderly people. 
In the early days of the nineteenth century the working 
adult population was forced either to maintain a large 
number of young children or to allow thein to work for 
wages in occupations that were available. The Industrial 
Revolution created such opportunities, with the result that 
it was the custom for young children to work at ages that 
would not now be tolerated and under conditions that 
would also be regarded as intolerable. To-day such children 
simply do not exist. On the other hand, within the measur¬ 
able future the working population will be compelled to 
maintain a relatively large number of elderly people who, 
a century ago, comprised a very much smaller proportion 
of the total. We may even witness a complete breakdown 
of pension and retiring allowance schemes, and the need to 
maintain people at work to an age beyond that now re¬ 
garded as the limit. The problem of aged people resembles, 
in some respects, the problem of children as it appeared a 
century ago. 

This problem is so important as to justify re-statement. 
We now fear, not that the country will become over- 
populated, but that the process of decline in numbers wiU 
bring new and difficult problems of adjustment, and may 
eventually result in a serious faU in the standard of living. 
It is clear that a fall in the birth-rate produces a change 
in the age distribution of the population, and that this 
change is intensified as the expectation of life among older 
people is lengthened. Obviously, if no more children were 
bom, in eighty years the youngest members of the com¬ 
munity would be octogenarians. Nor is it easy to ima,gine 
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an industrial technique that would enable octogenarians 
to maintain the standard of living that they are even now 
able to enjoy through the efforts of the younger members 
of the community! During the present century a striking 
change has already taken place in the age distribution of 
the population. The total population of working age, that 
is, between fifteen and sixty-five years of age, is still 
growing, but that growth is due to the increase in numbers 
among the older people, that is, among people over thirty- 
five years of age. For roughly two decades before the 
Second World War the number of children born in each 
year was, in nearly every case, smaller than the number 
born in the year immediately preceding. The result is that, 
for some years past, the number reaching working age has 
been diminishing. As the years pass the industrial popula¬ 
tion becomes more and more heavily weighted in the 
higher age groups which, in spite of added experience, are 
less efficient groups in the great majority of occupations. 
The full effects of modern industrial technique, which calls 
for increasing alertness, speed of movement and mobility, 
tend to be hidden by the growing scarcity of relatively 
young workers. That is undoubtedly the outstanding 
effect of a change in age distribution accompanying the 
fall in the birth-rate on the one side and, on the other, the 
growing expectation of life among older people. 

The immediate post-war rise in the birth-rate cannot 
yet be accepted as evidence of a permanent change in the 
long-term trend. Even if it represented the beginning of a 
new trend in the birth-rate its effects would not be visible 
upon the industrial population until the infants of to-day 
and those that are born in the next few years have reached 
maturity. In the meantime, indeed, the problem would 
become far more serious for the ageing industrial popula¬ 
tion, who would also be carrying the burden of maintaining 
an increasing number of children below working age. The 
problem presented by the recent trend in population is 
illustrated by the fact that, whereas in 1937 about 312 of 
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Industrial 
structure 

every thousand of the population were either above or 
below working age, and of these nearly two-thirds were 
children below fifteen, by 1970, if the long-term trend 
continues, the total outside working age will have increased 
to about 335 per thousand of the total population, and 
within that group there will be twice as many old people 
as young children. 

A decline in the total population is bound to produce a 
profound effect upon the industrial structure. During a 
period of growth provision must be made for the basic 
needs of the additional population. Thus, for example, 
there is a steady demand for new houses, new means of 
transport, new factories and other forms of capital goods. 
With a decline in the population such needs tend to dis¬ 
appear. We shall still need new houses, for example, to 
provide a higher standard of housing accommodation for 
the existing population, but we shall not need new houses 
for an additional population; there will always be a re¬ 
placement demand, for old houses ultimately become un¬ 
inhabitable, but there will not be a demand for expansion. 
If the fall in population were rapid it might be even 
sufiicient to demolish the worst type of houses and remove 
the badly-housed groups to better houses already existing 
but empty. Houses provide but one illustration of capital 
development; in general terms it may be stated that the 
industries concerned with capital development would tend 
to shrink with the fall in the total population. Such shrink¬ 
age would be not merely absolute but relative. 

Moreover, the changing age distribution associated with 
a fall in the birth-rate and a decline in population is likely 
to produce an important effect upon the industrial structure 
by changing the relative demands for consumer goods. 
Thus, for example, the demand for goods used by young 
children would rapidly fall, while those used by elderly 
people would increase. The perambulator trade would 
decline, but the tobacco trade might continue to expand. 
The changing relationships in the demands for various 
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classes of consumer goods would produce, in turn, an effect 

upon the relationship between the different types of capital 

development, while, as we have already seen, the total 

development demand would shrink. Within that shrinking 

total, capital development of certain types might continue 

and even increase. 



CHAPTER IV 

Minor wars 

THE ECONOMY OF WAR 

The theory of value and distribution, described in previous 

chapters, is based upon one assumption, to which no 

reference has yet been made. The assumption is the exist¬ 

ence of peace and the belief that such peace will endure. 

It is only upon that assumption that any self-controlling 

economic system could be expected to operate freely and 

continuously. Without peace the price mechanism, as it 

has already been described, inevitably breaks down; when 

the belief that to-morrow will be as to-day is destroyed 

there can be no forward planning within a self-regulating 

system, no investment of resources in response to economic 

motives, no unconscious co-operation, which is the essence 

of free enterprise; no free and measurable reply on the 

part of supply to the call of price changes. In short, war 

destroys a free economy and substitutes a controlled 

economy, in which effort is determined by strategic con¬ 

siderations which, in turn, frequently compel the con¬ 

trollers to ignore and often run counter to economic 

considerations. 

We have seen that the purpose of work and the aim of 

an economic system is to maintain as high a standard of 

living as the fullest use of economic resources permits. In 

time of war the purpose of all effort on the part of a 

belligerent state is to achieve victory; everything is sub¬ 

ordinated to that purpose. In a war of the magnitude of 

the two World Wars of this century, all the resources of 

the belligerent states are absorbed, together with a large 

proportion of the resources of the comparatively few states 

that desire and are able to remain neutral. 

In the present chapter I shall endeavour to describe the 

inevitable changes that take place in the economic system. 

The discussion will be based upon the experience of Great 

442 
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Britain, but will be confined to changes of an essential 
character, more or less inevitable in all countries that 
operate the system of free enterprise in time of peace. 
It is assumed, moreover, that the nation is engaged in a 
war of such magnitude as to necessitate the fullest use of 
all its resources. Some earlier wars, such as the Boer War 
(or the Spanish-American War), were not of this magnitude; 
it was possible to engage in the struggle without seriously 
interfering with the free economy operating in time of 
peace. The Government relied upon voluntary recruitment 
for the fighting forces, which, in turn, were comparatively 
small; the necessary equipment was provided mainly from 
existing armament works or purchased in the ordinary way 
from private contractors. The needs of war created an 
industrial boom which raised prices and brought high 
profits directly or indirectly to the contracting firms. As 
far as the great majority of the people were concerned the 
war produced little or no change in the daily routine of 
their lives as workers and consumers. The economic system 
was not seriously disturbed even while the conflict was 
raging, and when the war was over its effects were lost in 
the general effect of industrial changes that continued 
without end. 

But a war of the magnitude of the two World Wars Major wars 

presents a different problem and necessitates a complete 
change in the economic system. The first effect of the war 
is to interrupt overseas trade and thereby reduce or threaten 
to reduce imports, which, in the case of Great Britain, 
consist mainly of foodstuffs and essential raw materials. 
This shortage, or threatened shortage, might cause a 
serious rise in prices in the absence of Government control. 
The second effect of war is to increase the fighting forces 
as quickly as possible and to the extent determined by the 
necessities of the war. The withdrawal of a large propor¬ 
tion of the industrial population intensifies the shortage 
of goods already created by the interruption of overseas 
trade. The thipd effect of the war is to create a more or 
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less unlimited demand for armaments, munitions, and war 
equipment of all kinds, so that a considerable proportion 
of the industrial population is withdrawn from its ordinary 
work to supply the commodities and services required for 
the purpose of carrying on the war. Moreover, not only 
are total imports reduced, but a proportion of the smaller 
total of imports consists of the essentials of war. For these 
three reasons the national income of goods and services 
enjoyed in time of peace is substantially reduced; the 
community is forced to live upon what the remaining 
working population can provide, together with the avail¬ 
able imports of goods obtained from abroad. A serious fall 
in the standard of living is inevitable, and the Government 
is faced with the problem of reorganizing the resources of 
the community. 

The first and most obvious step is to increase the supply 
of labour, mainly by caUing into service those who, in time 
of peace, are outside the ranks of the employed workers. 
These include industrial workers suffering from unemploy¬ 
ment, elderly people who have been living in retirement, 
and women and girls who are normally employed at home 
or live a life of comparative leisure. The second step is to 
increase the daily output of the individual worker by over¬ 
time, by introducing new incentives, and by mechanization 
and standardization. The third step is to concentrate the 
available supply of labour upon essential tasks, to post¬ 
pone all capital development and replacement work that 
is not immediately necessary for war purposes, and to 
reduce the supply of labour devoted to the production of 
luxuries and conventional necessaries. All these steps 
necessitate control of the movement of all workers and 
the use that is made of their strength, training, and ability. 
Such control was once known as ‘'Economic Conscription,'' 
but is now called by the more polite phrase, “Direction of 
Labour." 

It will thus be seen that in time of war the population 
of the country may be divided into three groups: the 



THE ECONOMY OF WAR 445 

fighting forces; the group employed on essential war 
work; and the group employed in the supply of 
peace-time consumer goods and services, together with 
such capital development and replacement as is permitted 
even in time of war. We should not separate these three 
groups too sharply, but they are sufficiently divided to 
bring out the essential economic fact that, during the war, 
the nation is compelled to live upon the production of 
goods and services of a part, and only a part, of the work¬ 
ing population available in time of peace, and that there¬ 
fore the standard of living of the people is bound 
to fall. It is part of the task of the Government to 
secure that this inevitable fall in the standard of living 
or economic injury is divided among the people in a 
manner that is as fair as possible to all. But, as we shall 
see, the financial changes that war produces affect the 
distribution of income and wealth and inevitably increase 
the difficulties of this task. 

War necessitates immediate expenditure on a large scale 
by the Government. Expenditure is immediately involved 
in mobilizing the fighting forces and in the placing of 
contracts for equipment and food supplies for such forces. 
There are three possible ways of obtaining the necessary 
funds, these being by taxation, by borrowing and by an 
increase in the supply of money. Taxation is quickly in¬ 
creased, but the proceeds are gathered several months 
later. The issue of public loans and the collection of the 
proceeds is a complicated procedure, consuming valuable 
weeks, if not months. The immediate claims upon the 
Government can only be met, in practice, by an increase 
in the supply of money. Thus the first financial effect of 
war is currency inflation, which is not less real because it 
may be disguised by the elaborate financial machinery 
characteristic of a modern financial system. Wliether the 
inflation is proportionate to the increase in currency is a 
question that cannot be answered without a close examina¬ 
tion of all the circumstances, three of which may be noted. 

loflation 



446 THE ECONOMICS OF PRIVATE ENTERPRISE 

Control 

The first is that the working population (including the 
members of the forces) is increased in the manner already 
indicated; the second is that the war may quicken a spirit 
of sacrifice, and cause the people to respond to the call for 
economy and the need for saving; the third is that the 
total supply of necessaries and luxuries available to the 
community is substantially reduced, so that even if saving 
from old incomes and new is increased, the resulting sup¬ 
ply of money may still be greater than before in relation 
to the available supply of consumption goods and services. 
Nor should we forget that the supply of currency dis¬ 
tributed in the community may be increased without 
any rise in wage rates, by the movement of people from 
occupations in which wage rates, before the war, were 
relatively low, to other occupations, essential in war, in 
which wage rates were relatively high. We know that a 
great deal of such movement takes place. 

Experience has shown that, apart from any question of 
currency inflation, a large-scale war necessitates price 
control and rationing. Without price control the prices 
of the essentials of life and all other commodities in short 
supply, and revealing an inelastic demand, would shoot 
upwards. For this reason governments introduce price 
control. But the establishment and enforcement of maxi¬ 
mum prices merely results in long queues; those who are 
strong and are prepared to stand patiently in long queues 
take the place of those who, in a free economy, are pre- 

* pared to pay the highest price. Price control is inevitably 
followed by rationing of one kind or another. The intro¬ 
duction of price control, under which system the con¬ 
trolled prices are based upon pre-war costs, destroys the 
price relationships previously existing and creates two 
distinct price levels, the price level of controlled com¬ 
modities and a much higher price level reached by uncon¬ 
trolled commodities, that is to say, commodities of which 
the prices are subject to market competition. The reason 
for this disparity between the prices of the two groups of 
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commodities, even excluding the effect of inflation, is clear. 
The supplies of all commodities have been reduced; price 
control of one group means that a smaller total expenditure 
is incurred in the purchase of the available supply of that 
group; the balance of money previously spent upon that 
group may, therefore, be added to the sum previously used 
in the purchase of uncontrolled commodities. Thus a 
larger total supply of money is available for spending on 
the reduced supply of uncontrolled commodities, with the 
result that the prices of the latter are not only raised, but 
raised to a greater extent than would have been the case 
if the prices of the controlled commodities had also been 
subject to free competition. By keeping one set of prices 
down, the other set of prices is pushed up farther than 
would otherwise have been the case. That is the funda¬ 
mental reason for the emergence and maintenance of two 
distinct price levels. 

But that is only the first step in the march of events. 
The second step has already been indicated. The supply 
of workers is increased by the employment of women 
workers and others not previously engaged in paid occupa¬ 
tions, and their earnings, at the early stages of the war, 
represent new money created by the Government. Thus 
the total supply of money in the market is increased and 
the pressure of demand for uncontrolled commodities 
strengthened. The prices of buch commodities thus tend 
to rise even higher than they w(mld have done if such new 
workers had not been drawn into paid employment. The 
total national pioduction has been increased, but, at 
least in theory (and, as the war proceeds, also in practice), 
the effect of such employment is shown in the size of the 
fighting forces and the supply of their equipment, not in 
the supply of the commodities and services required by 
civilians and permitted by the Government. 

The third step in the march of events is to be found in wages 
wages policy. The rise in prices, which means a rise in the 
cost of living, following a reduction in the supply of 
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commodities and services available to the civilian popula¬ 
tion, leads to a successful demand for higher wages which, 
in turn, leads to a rise in costs. In the case of uncontrolled 
commodities the rise in costs is of no significance, for the 
prices of the reduced supplies are already considerably 
above costs per unit of supply. But the advances in wages 
mean an increase in the supply of money competing for the 
reduced supply of commodities, and this, in turn, results 
in a further increase in prices. In the case of controlled 
commodities, the prices of which were based upon pre-war 
costs, the Government is faced with two alternatives. The 
first is to adjust the controlled price to the new cost, which 
reflects the rise in wages, or to maintain the existing price 
and to cover the deficit by means of a subsidy. If the 
second method is adopted the net effect is to increase the 
amount of money available for competing in the market 
for free goods, to raise their prices higher than they would 
otherwise have been, and thereby to increase the disparity 
between the price level of free or uncontrolled commodities 
and the price level of controlled and largely-subsidized 
commodities. 

We have so far ignored two factors that now caU for 
discussion, the financial policy of the Government and the 
part played by international trade. We have already seen 
that at the beginning of the war, on account of the time 
lag in issuing long-term loans and in gathering the pro¬ 
ceeds of higher taxation, the Government is compelled 
either to collect money lying idle in the banking system 
or to increase the supply of money: in practice, the funds 
used by the Government represent a combination of the 
two. Since the industrial activity immediately neces¬ 
sitated by war itself requires the use of the idle money, 
almost inevitably Government policy means an increase 
in the supply of money. Thereafter, the proceeds of new 
taxes and of loans issued to the public become available. 
But, in practice, both taxation and borrowing tend to lag 
behind rapidly growing needs which, in turn, increase more 
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rapidly than anticipated on account of advances in wages 
and salaries and resulting increases in costs per unit of 
product or service. For this reason the volume of money 
in the form of currency and credit continues to increase; 
and this process is called inflation. Its manifestation is to 
be seen in the increase in legal tender and in the issue of 
short-term loans, whether they be called Treasury bills or 
any other name.^ 

As the war proceeds and its cost increases, taxation 
inevitably grows heavier; ultimately the limit of direct 
taxation is reached, in the sense that any further increase 
reduces the incentive to work, and the Government is 
compelled to rely more heavily upon indirect taxation. 
From the first indirect taxation is used for the purpose of 
reducing expenditure upon luxuries and other commodities 
that we cannot afford in time of war, but in the end heavy 
purchase taxes are imposed for the purpose of securing 
additional revenue. In theory these purchase taxes, which 
are imposed mainly upon uncontrolled commodities, should 
produce no effect upon prices, which are already as high as 
the market will bear. But, in practice, it is found that the 
market limit has often not been reached and the purchase 
taxes do, in fact, result in further advances in prices. 
These, in turn, produce a rise in the cost of living at the 
available standard and create further demands for advances 
in wages, and in the absence of any system of wages con¬ 
trol tend to strengthen the process of inflation. While the 
war continues it may be practicable, if by no means easy, 
to control wages and thereby hold the inflationary process 
in check, but when the war is over we shall find that the 
difficulties of control are considerably increased. 

1 As I am concerned, in this chapter, with the general effects of 
war, irrespective of the country that may be engaged in war, I 
refrain from discussing the financial machinery employed in this 
country. The increase in the issue of currency notes, of Treasury 
bills* and of Treasury deposit receipts is no more Uian a broad 
indication and must not be accepted as an exact measure of the 
inflation that occurred in this country. 

Taxes and 
loans 
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Even in time of war, however, governments are unable 
to take away from the people by means of taxation and 
loans, representing voluntary saving, sufficient to cover 
the total current cost of the conflict, and are forced to 
increase the volume of currency by creating new money. 
When the war comes to an end the nation finds itself with 
a large debt to its own people, with a considerable increase 
in the amount of money, in the form of currency and 
credit, and with a cost and price structure differing 
materially from that which existed at the outbreak of the 
war. It enters the post-world world with a heavy burden 
of taxation representing the service of the new debt, which 
calls not only for the payment of interest, but also for an 
appropriate sinking fund for repayment, together with 
largely increased expenses for current services, represent¬ 
ing not only the higher cost of the old services following 
upon the rise in wages and salaries, but also the cost of 
new services rendered necessary by the war itself or created 
by new social legislation that is invariably stimulated by 
war. In spite of the fact that war is a destructive agency 
it excites the popular imagination and stimulates the 
demand for social progress. 

Reference has already been made to the fact that the 
first effect of war is to interrupt foreign trade and thus 
reduce the supply of commodities imported from abroad. 
In time of peace current imports are paid for by the export 
of commodities and services assisted, it may be, in the case 
of creditor States, by the interest upon capital invested 
abroad in the past. As the war proceeds the foreign trade 
position will depend upon the part played by the country 
in the conflict. Thus, for example, Great Britain, being an 
importer of foodstuffs and essential raw materials, and 
being compelled to utilize all available resources in the 
prosecution of the war, was unable to pay for all the 
essential imports by means of current exports, and was 
thus forced to sell foreign investments and borrow from 
other countries. The United States of America, on th^ 
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other hand, being an exporter of foodstuffs, essential raw 
materials, and manufactured commodities, was better 
able, in the circumstances, to contribute by increasing her 
exports, and either to present them as a gift to allies or 
lend money to enable the latter to pay for them. The re¬ 
stricted international trade during the war is concentrated 
upon the needs of war; and when the war comes to 
an end the financial relations of countries fighting on 
the same side have undergone a material change. Thus, 
for example, Great Britain entered the First World War a 
large creditor State; she had accumulated a large supply 
of foreign investments over many decades. By the end of 
the war a considerable proportion of/SUch investments had 
been realized to meet the needs of war, but Great Britain 
remained a creditor State, although she ceased to be, on 
balance, a lending State. The interest upon her invest¬ 
ments during the inter-war period was used to pay for her 
current imports. Daring the Second World War a large 
part of the remaining investments were sold and heavy 
debts were incurred in several countries to enable her to 
meet current costs. When the war came to an end the 
country had ceased to be a creditor State and had become 
a debtor State; in the future her debts will necessitate the 
payment of interest to the rest of the world, so that interest 
upon foreign investments, instead of being an invisible 
export, has now become an invisible import. 

This changed relationship indicates a burden left by the 
war and one bound to continue for a long time. 
Before the war, as already stated, the people of Great 
Britain received interest or tribute from the outside 
world which, between the two wars, was used to pay for 
consumption goods and services, that is to say, to maintain 
a higher standard of living than was justified by current 
exports of the product of current labour. In future the 
standard of living, so far from containing that element of 
tribute from abroad, will be that which is possible after 
paying interest or tribute upon the debt to the outside 
i6-~(B.i85i) 

Foreif?n debt 
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world. Either imports will now need to be reduced or 
exports will need to be increased. If exports are to be 
increased, not only will the problem of finding additional 
markets abroad need to be solved, but such additional 
exports will call for the use of resources of capital and 
labour previously employed, or capable of being employed, 
in producing goods and services for the home market. 
There is no escape from this burden so long as the foreign 
debt remains. That is one of the costs of war. 

Distribution In estimating the cost of war, writers in the nineteenth 
(«) in time century distinguished between Government loans and 

taxes as methods of financing the conflict. It was held 
that in so far as the cost of the war was covered by in¬ 
creased taxation no further burden was imposed. The 
increased taxes meant that the war was being paid for, to 
that extent, while it was in progress. Loans, however, 
represented a future burden; the people escaped the 
immediate burden by mortgaging the future through the 
payment of continued taxation necessary to provide 
interest upon the debt and a sinking fund for its repay¬ 
ment. In recent years, however, the writers have drawn 
a distinction between the money cost of the war and the 
use of the resources which such money represented. It has 
now been agreed that, in so far as war expenditure repre¬ 
sents the use of resources normally devoted to the pro¬ 
duction of consumption goods and services, the people, 
by abstaining from such consumption, pay for the war 
immediately, and to that extent cannot pay for it again 
in the future; and that in so far as the expenditure repre¬ 
sents resources that are normally employed in the pro¬ 
duction and maintenance of capital goods and services, 
that is to say, in so far as it represents a restriction of 
capital development and a postponement of repairs and 
maintenance, the burden is thrown upon the future. So 
far the argument is now universally accepted. If we 
refrain during time of war from expenditure upon luxuries, 
if we eat less and save on clothing, we do not interfere 
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with future enjoyment; but if we postpone building houses 
that are needed and factories that can produce the good 
things of life, we shall not cease to suffer the economic 
effects of the war until those houses and factories have 
been built. And while they are being built the labour 
employed in building them will not be available for other 
purposes. 

But some writers proceed a step farther. They argue 
that the distinction between loans and taxes is irrelevant 
to a discussion of the distribution of the real burden of the 
war between the war period and the future by which it is 
followed. Loans representing Government debt, if they 
are held by the people at home, involve no burden; taxes 
needed for the payment of interest merely represent pay¬ 
ment from one person to another and, therefore, impose 
no burden upon the community; they involve no reduc¬ 
tion in the real resources of the community, that is to say, in 
the sum total of consumption goods and services by which 
the standard of living of the people is determined. A 
future burden is involved only if the Government debt 
represents a debt to other countries, and, therefore (as we 
have already seen), an export in payment of interest and 
repayment of loan. 

This argument regards the community as a unit and 
ignores the effect of taxation upon the distribution of 
income among its members. If we consider, say. Great 
Britain as a whole, the statement is true; moreover, if the 
distribution of taxation for the service of the loan were 
precisely the same as the distribution of the loan, itself, 
the statement would still be true. But, in practice, we find 
that the two are not the same. Some people are investors, 
it may be large investors, in Government loans; while 
others, including many of those who were in the fighting 
forces, are not investors. Some receive much more interest 
than they pay in taxation, while others pay far more in 
taxation than they receive in interest. It is little con¬ 
solation to the latter, in the years following th e war, that 

(&) between 
groups 
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Practical 
difhcultios 

what they pay in taxation goes to the more fortunate 
members of the community and does not reduce the 
standard of living as a whole. The community, in this 
sense, is a statistical unit of far less significance than 
is assumed in the argument ; individuals are less 
concerned with the standard of living of the commun¬ 
ity of which they form part than with their own separate 

standards. 
In the above discussion we have concentrated upon 

essential changes and ignored the practical difficulties that 
arise, in practice, in translating essential requirements into 
legislative and administrative action. We have assumed 
the economic system to be of a highly mechanical 
character, in which the parts can be moved about at will. 
But, in practice, the economic system is not so pliable as 
we have assumed. The Government is dealing with mem¬ 
bers of the community, not merely with the activities 
upon which they are normally engaged. Some people are 
ready to accei)t the necessities of the situation and to make 
the sacrifices that the situation demands; some fail to 
recognize the essential needs and require to be educated 
in their duty; othiTS are lacking in the sense of public 
obligation and pursue their own selfish interests irre¬ 
spective of public needs. The rapidity with which it is 
necessary to establish a controlled economy essential in 
time of war, together with differences in economic interests 
and the moral sense of individuals, means that in all 
countries war imposes strains and stresses that prevent 
the rapid construction of the most efficient organization 
for war purposes. Innumerable practical problems are 
created in the attempt to solve the major problems of 
building up a war organization of the highest efficiency. 
But to attempt to examine these problems would 
necessitate a separate volume. 

The same may be said of the process of transition from 
war to peace and the re-establishment of a peace-time 
economy. 
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If we again regard the world as a mechanical contrivance, 
the problem of transition and reconstruction may be stated 
in simple terms. The engine is placed in reverse; demobili¬ 
zation means retracing the steps taken in the process of 
mobilization, reducing controls and re-establishing a free 
economy. During the war capital development was sus¬ 
pended, except in the case of industries essential for war 
purposes. Expenditure upon repairs and maintenance was 
reduced to the bare minimum. The production of luxuries 
and conventional necessaries was either suspended or re¬ 
duced. In greater or lesser degree the country at war 
suffered from losses through enemy action; ships may 
have been sunk, cities may have been bombed, transport 
systems on land, as well as docks and harbours, may have 
been largely destroyed or seriously disorganized. The task 
of the Government, simple in statement but difficult in 
performance, is to demobilize the fighting forces and enable 
them to return to their peace-time occupations, to repair 
losses due to enemy action, and to facilitate the resump¬ 
tion of activity in the production of capital goods and 
those consumer goods and services upon which the daily 
comfort of the people depends. But the practical diffi¬ 
culties in carrying out this task are legion, and it is only 
possible to indicate the outstanding difficulties that present 
themselves in all countries after all wars. 

The first difficulty arises from the simple fact that the 
community is suffering from shortages that can only be 
overcome over a period of time. But the people are im¬ 
patient and, either individually or through the State, 
attempt to do too much at once. The shortages appear to 
be more acute by virtue of a change that has taken place 
during the war itself. While war is a destructive agency 
which reduces the standard of living of the community as 
a whole, it also changes the distribution of money income. 
Unemployment disappears, wages rise, family incomes 
increase among the relatively poor, so that by the end of 
the war the purchasing power of the people as a whole is 

Transition 
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Re8trictiv« 
omtiol 

far less unequally divided than it was at the beginning. 
This is particularly true of the purchasing power that 
remains after the taxes rendered necessary by war have 
been paid. Incomes retained after taxation are even less 
unequal than incomes received. The result is that the 
general demand of the community for the necessaries and 
comforts, and even luxuries, of life is far greater than it 
was before the war. And, as we have already seen, the 
supply that is available has been largely reduced. Such a 
situation can only be met by the retention of Government 
controls, so that during the period of transition the 
economic system presents the same picture as in time 
of war. 

But the system of control is itself imperfect and may 
easily retard recovery by perpetuating the conditions by 
which it was made necessary. Apart from the fact that 
most forms of control are restrictive and repressive, progress 
is apt to be checked by another factor. We have already 
referred to the fact that a large proportion of the neces¬ 
saries of life, such as foodstuffs and clothing, are subject 
to price control and some form of direct or indirect ration¬ 
ing. Controlled prices are based upon costs, and are apt 
to be fixed at a level that docs not permit of high profits 
per unit and, having regard to the smallness of the turn¬ 
over, may not permit of a total profit sufficient to make 
the industry attractive. Over the field of uncontrolled 
commodities and services, prices rise so high as to attract 
both capital and labour set free in the early stages. The 
result is that the severely controlled industries, essential 
though they may be, lag behind in the recovery. Economic 
development tends to be lop-sided and the shortages of 
essentials tend to be perpetuated. The price mechanism 
is not allowed to function, and to restore the balance of 
the economic system the State is forced to introduce some 
alternative form of pressure in order to divert the neces¬ 
sary capital and labour to the essential and controlled 
industries. After the First World War the Government of 
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Great Britain quickly removed control and relied upon the 
price mechanism. With the relaxation of controls prices 
rose rapidly and wages followed; we witnessed an infla¬ 
tionary process which eventually necessitated stern finan¬ 
cial control. Nevertheless, in the process, since people 
could only share in the profits of inflation by producing 
and selling something, the supply of commodities in general 
increased rapidly. Since the Second World War the con¬ 
trols have remained in operation, with the result that the 
stimulus is concentrated u])on those goods and services 
that are still free, while the essential and controlled indus¬ 
tries producing consumption goods lag behind. In short, 
control in a period of transition tends to be self-perpetuat¬ 
ing and to prolong the transition; so long as it exists it 
appears to meet an obvious need, namely, the need created 
by a shortage. It is the task of statesmanship to discover 
at what stage it becomes a definite restriction upon pro¬ 
duction and ceases to be a real protection to the consumer. 

It has been stated that in the early stages of transition Policy 
the community endeavours to do too much, with the 
result that there appears to be a general shortage of labour. 
The supply of labour as a whole does not differ sub¬ 
stantially from that which appeared to be adequate before 
the war. The shortage is due to the growth of demand far 
beyond the pre-war demand, arising from the effort to 
satisfy all needs too quickly or before the resources are 
available. A process of selection is inevitable. Here, again, 
the State may rely upon the price mechanism, operating 
not only between consumption goods and services, but also 
between capital development and the production of con¬ 
sumption goods, as well as between capital goods them¬ 
selves. In this case the price mechanism would produce 
not only an inflation of the type already indicated, but 
also a substantial rise in interest rates, which, in turn, 
would determine the choice between different types of 
capital development. The alternative is again a system 
of control, extending beyond the control of prices and 
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including the control of investment. Every Government is 
faced with a choice of evils, and again it is the task of 
statesmanship to decide when the control of investment, 
which was inevitable during war and remains inevitable 
in the early stages of transition, becomes restrictive, and 
tends to perpetuate a shortage of capital equipment and 
to retard recovery of the economic system. 

So much may be said without reference to the particular 
conditions prevailing in any one country. To discuss the 
practical difficulties in any single case, which might be 
totally different from those experienced in another case, 
would necessitate a volume. 



CHAPTER V 

THE STANDARD OF LIVING 

Industrial Efficiency 

We have seen^ that land, labour and capital co-operate 
in the production of a steady stream of commodities and 
services. The size of the stream is determined by the 
efficiency of that co-operation, and its efficiency is in turn 
determined by the character of the three co-operating 
factors. Other things being equal, the stream is smaller 
where nature has been niggardly than it is where nature 
has been more generous. But other things are not always 
equal. Climatic conditions which are the despair of the 
farmer may produce a strong, virile race, which will 
exploit nature in other ways and thereby secure for itself 
a relatively high level of material comfort. Again, the 
stream of commodities and services is greater where the 
industrial equipment is of the best than it is where such 
equipment is antiquated. And willing, intelligent co¬ 
operation on the part of workers of ail categories in the 
community produces a larger stream than may be expected 
from reluctant and inefficient co-operation. 

If the stream of commodities and services is to continue, 
and to swell, it is obviously necessary to maintain each of 
the co-operating factors in a state of efficiency. The land 
must not be exhausted by wasteful methods. It must be 
properly treated and have rest; provision must be made 
for seed and fertilizing agents, for drainage and storage. 
Similarly, the industrial equipment must be maintained 
in a state of repair and efficiency; provision must be made 
for replacement, and, if the stream is to swell, for extensions. 
Thus the stream annually produced consists largely of 
those commodities and services which are necessary to 

1 Book IV, Chapter I. 
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maintain and strengthen land and capital as factors in 
production. Without such provision the stream would 
run dry and the future standard of material comfort would 
be imperilled. 

Consumption The Standard of material comfort which is possible to 
goods ^ 

the community at any time is determined by the size of 
the stream of those commodities and services which are 
not set aside to maintain and strengthen land and capital 
equipment, but are in a form ready for final consumption. 
Without any increase in the joint efficiency of the three 
factors of production, this stream may be, for a time, 
increased by ignoring the need for repairs, replacements 
and extensions. But it is impossible to maintain, for a 
long period, a standard of material comfort raised in that 
artificial manner. If capital is used as income, such income 
will soon disappear. The possible level of comfort over 
a long period is thus determined by the continuing efficiency 
of the three factors, and such efficiency is determined by 
the provision made for the future in the present. Future 
security and progress necessitate immediate sacrifice. 

Income of The possible level of material comfort of the community, 
individuals ^ 

we have seen, is determined by the joint efficiency of land, 
labour and capital. But the actual standard of comfort 
enjoyed by the individual members of the community is 
determined by the manner in which the stream of consump¬ 
tion goods is divided among them. We have therefore to 
consider the forces governing the ultimate distribution 
of the stream of finally-consumed goods and services among 
the various groups and classes in the community. It 
will be recalled that in the introductory passages on 
** Distribution a number of questions were asked, the 
first two being, “ Why is A richer than B ? *' and “ What 
accounts for the ultimate difference in the standards of 
living of A and B ? ” The questions that followed were 
examined in the same section, but the answers to the 
questions now repeated were postponed. When we 

1 Book III, Chapter XI. 
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compare the wealth and income of one individual with those 

of another, we need to consider not only work, but also 

questions of inheritance and character. Of two men doing 

similar work for the same salary, one may be far wealthier 

than the other on account of the fact that either he has 

inherited property, or he has saved a large part of his 

income while the other has spent all that he has earned. 

Inequalities of incomes from current work are a marked 

feature of economic society, but the inequalities of total 

incomes are even more marked. The inequalities that 

are ultimately significant as determining the actual indi¬ 

vidual standards of comfort are, however, not the inequah- 

ties of incomes, but the inequalities of consumed incomes. 

And it seems generally true that inequalities of expenditure 

or consumed incomes are less marked than inequalities of 

incomes. The difference between income and consumed 

income is accounted for by taxation and saving. 

The Standard of Living 

So far, the words ** standard of hving have been 

avoided, for it is by no means easy to attribute to them 

any precise meaning. They signify more than a supply 

of material goods and services. What would be regarded 

as a satisfactory standard of living by one would be rejected 

as unsatisfactory by another. One man's meat is another 

man's poison. One man would be happy with a book and 

a pipe when another would be longing to get away to a 

night club. The father of one child would spend money 

on beer, while the father of another would save every 

penny he could spare for the future education of the child. 

Some people are only happy when they possess things 

which others cannot obtain ; some, again, are only happy 

when they sacrifice for others. No two men spend their 

incomes in exactly the same way. Conceptions of duty, 

family responsibilities and bodily needs, and the calls of the 

spirit, vary from one individual to another, and from time 

to time in the same individual. 

Wealth and 
welfare 
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For our present purpose we shall regard the standard 
of living as the standard which is rendered possible by 
the resources available to the individual or the community. 
It includes not only the necessaries and material comforts 
of life but also such factors as security, education, recrea¬ 
tion and travel. A rise in the standard of Uving occurs 
when an individual is able to satisfy a need already felt, 
but hitherto impossible to meet. It may be better food, 
warmer clothing, work under more pleasant conditions, 
greater security of tenure in an appointment, life within 
easy reach of more beautiful country, greater facilities for 
education, more frequent opportunities for pla5dng games 
or witnessing good plays. It is thus an error to assume that 
standards of Hfe are determined wholly by money incomes. 
It is obvious that a given income brings more of the 
desired things within reach than a smaller income. At the 
same time, an industrial system which aims merely at a 
maximum amount of exchangeable goods may destroy, 
in the process, many elements that enter into the standard 
of living desired by a large proportion of the community. 
Thus, the growth of large urban areas, while it may facili¬ 
tate the production of material wealth, destroys amenities 
of life which are valued by citizens who escape, when they 
can, to smaller towns or to the country. 

Other things being equal, the possible standard of living, 
consumption like the possible level of material comfort, is determined 

mainly by industrial efficiency. The community can only 
consume commodities that are made, and enjoy services 
that are rendered. The actual individual standard of 
living is largely determined by the distribution of spent 
income. That income is partly personal, and is spent 
privately. But it is also partly public income, being 
obtained from individuals through taxation and spent 
by the State or a local authority on behalf of the 
community; and it will presently be shown that the 
State does much to reduce inequalities in the standard 
of living. 



THE STANDARD OF LIVING 463 

The actual standard of living is also partly determined 
by the extent to which consumption is economized. If 
one man buys a book and, after reading it, lends it to 
several of his friends, the result is approximately the 
same as if a separate copy were printed for each of the 
readers. Consumption has been economized by being 
socialized. Enjoyment has been multiplied without effort. 
Sociahzation of consumption makes many things possible 
which would be beyond the reach of isolated individuals. 
Insurance is essentially a method of socializing consump¬ 
tion. By pooling risks a group of people enjoy security, 
against loss, which would not otherwise be possible. 
PubHc parks, libraries, concerts, plays, cinema performances 
and broadcasting also represent methods of economizing 
consumption through socialization. 

The State and local authorities reduce inequalities in 
the standard of living. First the State reduces inequalities 
in total income by means of taxation, thus producing a 
greater degree of equality in private spendable incomes. 
This end is achieved by taxing larger incomes at a higher 
rate than smaller incomes. Progressive taxation of a 
satisfactory character is not easy to achieve in practice. 
Taxes are levied directly and indirectly upon income. 
Direct taxation is levied in the form of income taxes and 
death duties, the latter being taxes upon accumulated 
income or capital left at death and inherited by successors. 
Indirect taxation is levied mainly by means of taxes upon 
commodities; it is thus essentially a method of taxing 
expenditure. In selecting the objects of indirect taxation 
the State naturally takes into consideration the elasticity 
of demand, and thus selects commodities for which the 
demand is fairly inelastic. These are largely consumed 
by the relatively poor, who, indeed, are most easily taxed 
in that indirect manner. 

It is comparatively easy to impose a graduated tax of 
a direct character upon income, and to secure the desired 
progression in that way. But indirect taxes cannot be 

Taxation of 
incomes 
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SO easily graduated. They are imposed at the rate of so 
much per unit of the commodity, and the individual pays 
in proportion, not to his income, but to his expenditure 
upon that commodity, that is, in many cases, roughly in 
proportion to the size of the family, and consequently 
in inverse ratio to the individual's ability to pay. For this 
reason the relatively poor members of the community with 
large families are apt to be taxed at a higher rate than the 
“ middle classes " with families of the same size. A *' fair " 
graduation in the income tax does not secure an equally 
fair graduation of taxation. The tax system should be 
considered as a whole, and, judged in that manner, it 
may be stated that no system now in operation can be 
regarded as achieving that ultimate distribution of taxation 
which is generally regarded as desirable. In this country, 
however, the system approaches more closely to the 
accepted ideal than in any other country. 

Public services The reveiiue derived from taxation is partly used in 
and grants '' 

the payment of interest on war debts and of other con¬ 
tractual obligations incurred by the State. It is also, in 
part, used to maintain an adequate system of defence 
against possible external aggression, and an adequate 
judiciary and executive. For the rest, it is mainly used to 
provide social " services, such as education and insurance. 
Social services raise the standard of living of the relatively 
poor, that is, they reduce the inequalities of spent income 
by reducing the total income and possible expenditure of 
the relatively rich family and supplementing the actual 
expenditure of the relatively poor family. Not many years 
ago it was almost impossible for the average worker to 
provide for an income during a period of unemplo3mient 
or of idleness through sickness. Such provision is now 
made through insurance, and the greater part of the 
premium is paid from the proceeds of an indirect tax upon 
consumers (the employers* contribution), supplemented 
by a grant from State funds. 

It will thus be seen that the social services of the State 
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are rendered in two ways, first by socializing the consump¬ 
tion of services for which it pays, wholly or in part, and 
secondly by supplementing individual incomes. It would 
be possible for the State to render service merely by 
socializing consumption, that is, by imposing terms of 
payment which would make the provision of such service 
self-supporting. If, for example, the cost of compulsory 
unemployment or sickness insurance were borne entirely 
by the insured people, the State would be rendering a 
service which had not previously been provided by private 
enterprise. But when the State or local authority seeks 
to raise the standard of living by socializing consumption 
it invariably bears part or all the cost of providing the 
socialized service. The cost of providing open spaces in 
large towns, public libraries and elementary education is 
borne by the public authority. Part of the cost of social 
insurance and of higher education is borne by the State. 
Moreover, when the State or local authority renders assis¬ 
tance, it is usually by defraying the whole or part of the 
cost of providing a service which is communal, that is, 
jointly “ consumed by citizens. But, from time to time, 
the State has also supplemented the incomes of individual 
members of the community, and thereby changed their 

relative financial positions. 
A century ago the wages of low-paid workers were 

supplemented from public funds. Direct and indirect 
subsidies are now paid to individuals who live in houses 
erected by public authorities, or erect houses of their own 
under prescribed conditions. In some countries on the 
continent of Europe, the wages of employed workers are 
supplemented by family allowances. Public assistance 
of this kind, however, has hitherto been regarded as 
abnormal and designed to meet exceptional conditions 
created by war or some other cataclysm. It is not defended 
in principle. When direct public assistance is given to 
specified individuals, it is usually due to the fact that 

the latter have ceased to be regarded as normal," and it 
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is accompanied, as in the case of poor relief, by public 
control. Public services, other than direct public assistance, 
take the form either of compulsory services or of the pro¬ 
vision of opportunities which any citizen may utilize. 
Elementary education and social insurance provide ex¬ 
amples of the first type, while free concerts, public libraries, 
open spaces and State scholarships may be submitted 
as examples of the second. In both cases the standard 
of living of the average worker is raised, partly by the fact 
that the service becomes communal and its cost per head 
thereby reduced, and partly by the fact that part or the 
whole of such cost is borne by the State or local authority, 
w’hich in turn draws a greater proportion of the required 
revenue from the relatively rich. In this way, the 
inequalities in the standard of living become less than the 
inequalities of private expenditure. 

In recent years we have made greater progress than is 
commonly supposed towards equality in the standard of 
living. The capital value of the security that is provided, 
or about to be provided, by compulsory insurance for the 
average working man and his family is now an appreciable 
sum. This movement towards equality is sometimes ex¬ 
pressed as a rise in the minimum standard of living, but 
it is more than that; it also produces a greater degree of 
equality in the average standards of living of different 
classes in society. Inequalities of real income or consumed 
income arc less marked than inequalities of privately-spent 
income; the latter, in turn, are less marked than the in¬ 
equalities of total received income, which, however, are 
more marked than the inequalities of total income derived 
from current personal effort in the form of wages or salaries 
or allowances. The relatively rich are relieved of part of 
their income by the State, which uses the revenue so 
obtained in providing security and opportunities for a 
higher standard of living to those who, judged by weekly 
earnings, are relatively poor. The problem of taxation is 
thus part of the problem of the distribution of income; 
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public enjoyment of services provided from tax revenue is 
part of the problem of consumption. 

Conclusion 

If the State were a person whose services could be 
enlisted by the British Broadcasting Corporation, listeners 
might be expected to hear something to the following effect, 
though couched in better language— 

“ I represent a community of over forty million people. 
Even if they desired me to do so, I could not, in practice, 
control every detail in their lives. But they do not desire 
such control. I believe that I interpret their fundamental 
desires correctly, though I may not fulfil all their desires 
adequately. I allow them to do as they please, except 
in so far as I lay down definite restrictions and regulations 
which are to be found in the books on the shelves of a 
lawyer's library. I allow the appeal to private gain to 
determine the main lines of economic activity and the 
rewards of effort. As the result of my policy, I have seen 
an economic society grow up which possesses the virtue 
of producing goods and services for its members. It is 
not a perfect society, but at any rate it works. And it 
works because it is driven by a force which is never 
exhausted—the desire to live and to live as well as possible. 

" It is not, as I have already admitted, a perfect society, 
but I endeavour to remove its imperfections, one by one. 
In my appeal to the desire for private gain, I assume that 
the commimity is composed, in the main, of honest and 
intelligent people, and my assumption has been justified. 
But there is a minority of people who are rogues and thieves; 
there are others who lack imagination, if not intelligence. 
I have, therefore, built up a code of laws to protect the 
community. Some define clearly what would otherwise 
be obscure and disputable; some protect the honesit 
from the dishonest. In the struggle for private gain I 
have assumed that, on the whole, the force of competition 
will not only stimulate the production of goods and services. 
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and the right goods and services, but also result in their 
distribution in an equitable manner. But I find that the 
force of competition produces inequalities that I do not 
like, and is thus in need of control. Consequently, I try 
to protect the weak; and I do so in various ways. For 
example, I lay down minimum conditions of employment 
and wages ; I help to tide people over periods of difficulty 
by unemployment insurance and by lending my credit 
to employers. When I find that, in spite of my direct 
interference with the conditions of contract, some grow 
wealthy while others remain poor, I tax the wealth of 
the former and with the proceeds raise the standard of 
living of the latter. Again, I find that in many spheres 
of activity, competition has given place to monopoly, 
and my fundamental assumption has to be somewhat 
modified. I fear the results of monopoly, so much so 
that in some cases I have removed temptation by myself 
assuming the ownership and control of the monopolistic 
enterprise. I am now faced with the task of controlling 
monopoly in industries that have hitherto been com¬ 
petitively organized. I have not yet decided upon a 
definite course of action. I attach importance to the 
publication of the facts relating to such cases and the 
consequent influence of public opinion upon the policies 
of monopolistic groups. I may be compelled to take 
further action, for although I do not fail to recognize the 
possibilities that are created by unified control in an 
industry, and I desire to see such possibilities realized in 
the interests of the commimity that I represent, I am deter¬ 
mined to prevent the emplo5nnent of monopolistic powers, 
both of employers and of workpeople, in a manner that 
wiU prejudice social welfare. 

" In spite, however, of the laws that I have caused to 
be put into force, tending to restrict the economic liberty 
of the members of the community, I rely upon the motive 
of private gain and the general force of competition for 
the production of what the community desires, and I 
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look to moral influences, acting through public opinion 

and through wise leadership, to achieve that balance 

which must be maintained in a healthy economic society. 

None of the specific proposals for reform that have been 

submitted to me implies the abandonment of my rehance 

upon that motive. None of the proposals that imply a 

new governing motive in the individual has been put 

forward as immediately practicable. Consequently, I 

shall probably continue on the lines of the past, and, by 

specific economic measures that are consistent with the 

governing principle and motive, I shall endeavour to 

increase the productivity of the community and to secure 

justice for all who contribute to its welfare.*' 
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