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INTRODUCTION TO THE SERIES 

TUB Theory of Economics does not furnish a body of 
settled conclusions immediately applicable to policy. It 
is a method rather than a doctrine, an apparatus of the 
mind, a technique of thinking, which helps its possessor 
to draw correct conclusions. It is not difficult in the 
senso in which mathematical and scientific techniques are 
difficult; but the fact that its modes of expression are 
much less precise than these, renders decidedly difficult 
the task of conveying it correctly to the minds of learners. 

Defore Adam Smith thi! apparatus of thought scarcely 
existed. Between his time and this it has been steadily 
enlarged and improved. Nor is there any branch of 
knowledge in the formatioQ of which Englishmen can 
claim a more predominant part. This' Series, however, 
is not directed towards making original contributions to 
economic science. Its object is to expound its elements 
in a lucid, accurate, and illuminating way, so that the
number of those' who can begin to think for themselves 
may be increased. It is intended to convey to the 
ordinary reader and to the uninitiated student some 
conception of the general p*ciples of thought which 
economists now apply to economic problems. The 
writers have been more anxious to avoid obscure forms 
of expression than difficult ideas. Most of the omissions 
of matter often treated in textbooks are intentional; 
for as a subject develops, it is important, especially in 

" 



vi INTRODUCTION 

books meant to be introductory, to dis;ard the marks of 
the chrysalid stage before thought had wings. 

Even on matters of principle there is not yet a complete 
unanimity of opinion amongst professional students of 
the subject. Immediately after the war daily economic 
events were of such a slashing character as to divert· 
attention from theoretical complexities. But to-day, 
economic science has recovered its wind. Traditional 
treatments and traditional solutions are being ques
tioned, improved, and revised. In the end this activity 
of research should clear up controversy. But for the 
moment controversy and doubt are increased. The 
writers of this series must apologise to the general reader 
and to the beginner if many parts of their'subject have 
not yet reached to a degree of certainty and lucidity 
which would make them easy and straightforward 
reading. 

1. M. KEYNES 
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INTERNATIONAL 
ECONOMICS 

CHAPTER I 

INTRODUCTORY 
. 

§ J. The Scope of this Volume. It is proper at the outset 
• to give some idea of the scope of this volume. The title 
does not sufficiently define it, for international economics 
is a large and complex subject i it might be surveyed 
from a historical or a geographical point of view i a brief 
description of the principal constituent items of inter
national traae might be attempted i above all the reader 
might hope to find an analysis of the causes and phases 
of the present crisis, with a view to forming. opinions 
about the probable course of event~ and the appropriate 
remedies for the situation. The purpose of this book is 
more precise and definite. G\s a preliminary to under
standing aright the inner nature of particular events or 
to forming an intelligent opinion on matters of current 
controversy, it is necessary first to be apprised of certain 
simple and fundamental truths about international 
economic relations· in general) It is to expound and 
elucidate these that an attempt is made here. The reader 

I 



2 INTERNATIONAL ECONOMICS 

will find a treatment of what may be called the simple 
arithmetic of international economics. Far too much is 
commonly said and written in ignorance of or with 
complete disregard of this simple arithmetic. 

(The reader may console himself that the body of 
doctrine which he is asked to master is not a large one, 
nor is the intellectual effort required for the purpose 
great} It may be compared with that needed for the 
understanding of three or four theorems in elementary 
geometry. Yet that much effort is indispensable. The 
path is short but slippery. The subject is one in which 
fallacy and specious argumentation abound. (pnly by 
a thorough grasp of a few central propositions and of 
the means by which they are reached can immunity 
from the insidious attacks of quacks and propagandists 
be achieved) In pursuing a more developed branch of 
science, the student would not expect to be completely • 
exempt from intellectual effort. Yet, really, the fact that 
the achievements of economics are exij~lOUS and the tools 
used simple makes it necessary to concentrate all the 
more closely on what there is. Their complex technique 
of proof provides the conclusions of the more highly 
elaborated sciences with a defence against the inroads of 
charlatans. !!!. economics fools are oniy too ready to 
{!Ish iii. 

There has been much discussion as to whether 
economics should confine itself to the tracing of cause 
and effect or extend out into the practical sphere of 
advice and recommendation. Critics hold that, in making 
recommendations, economists are impinging on the 
region of ethics or politics. Controversy about method 
should, however, be settled, not on abstract grounds, but 
by reference to the achievements of the subject. Study 
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of the most notable economic work reveals that it has in 
fact contained a large element of the practical recommen
dation. The objection to this rests on a misunderstanding. 
The phenomena studied by the economist are largely 
connected with human purposes, which in their inter
action have given rise to a system of some complexity. 
When a change occurs in part of the system, it may be 
interesting tc? ~ow, and appropriate for economists to 
study, what consequential changes are likely to occur in 
other parts of the system. It is also interesting to test 
the system by the criterion of how far the purposes which 
give rise to it find their fulfilment through it. 

To test the system in this way is not to criticise the 
purposes themselves, which would, indeed, be an ethical 
matter. In studying the system, an approach may be 
made either by analysing the interaction of changes in its 

• parts or by testing it with reference to its efficacy. The 
two approaches sometimes lead into the same terrain of 
analysis. It may be convenient now to adopt one. now 
another. Testing the system leads naturally on to making 
recommendations. Indeed the recommendations can 
often hardly be distinguished from a precise statement of 
how the system fails when the test is applied to it. In 
what follows. the test method of approach is rather 
prominent. It is used in the analysis of the course of 
international trade and of the monetary system. The 
question is asked, lvhat are the conditions in which trade , 
takes such a course, that the purposes for which trade is' 
admittedly undertaken are most fully realised 1, Again, 

\.what is the kind of monetary system which b~t fulfils z.
the purposes for which the use of money is admittedly 
devised 1) No Q priori justification for the procedure will 
be given. it has in fact yielded the best resul~ in this 
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particular field. The recommendations which rise 
naturally out of such an examination contain no ethical 
element or political bias. 
(This book does not~rofess to break new ground in 

fundamental matters) But complete freedom is used in 
the mode in which esta lished doctrines are set out, and 
it is R,ossible that some of the secondary propositions are 
nove!) (The treatment 0 th direction and scope of;
fo~ trade is balwd on th~octnnes 0 t e c aSslcal 

rit ese have been sub'ected to ~ism in 
the ast most of a . g or tenninolc;gicaI JUna i 
the main classical position in thl sphere iI-eerns ~Y'ug-
nab~ LThe old ec . sts were more concerned .' . he . / 
d1rectio of tr t . connectIOn -
between the volume of track and,..!he monetary system 
has only ~ out by more recent wnters. (In t 
the later chapters, where this is dealt with, it is concluded, .I 

that ~oney should have stability of value) This appears 
to be the orthodoxy of the subject, if we trace the develop
ment of it in the best writers since levons. In the popular 
press other schools of thought, the"'deflationists, the so
called "sound currency" men, those who favour an 
" automatic" gold standard or a gold standard " worked 
according to the rules of the game" (are these the same ?), 
seem to have gained the reputation of orthodoxy. Their 
views find no favour in the following pages. 

§ 2. International Economics as a Branch of General 
Economics. International economics is concerned with aU 
economic transactions involving passage across a national ' 
frontier. Examples are emigration, the loan of capital by 
the nationals of one country to those of another, the 
purchase of goods by the nationals of one country from 



INTRODUCTORY 5 

those of another. A" set of infinitely vigilant frontier 
officials might be able, by examining all persons, cargoes 
and mail-bags entering or leaving Great Britain, to draw 
up an inventory of all the international economic trans
actions in which she was involved. It may at once occur 
to the reader that the findings of this company of officials 
might not be very different from those of another set 
whom we may imagine to have formed a cordon round 
the county of Warwick. They, too, would have their 
'passengers, goods and mail-bags to examine, and they, 
too, would find migration, loans, the sale and purchase of 
goods, etc., in progress across the boundary. The 
Warwickshire inventory of transactions with the outer 
world would be quite similar to the British inventory. 
Nor need we stop at the Warwickshire example. A 
circular cordon might be described,· having Rugby for 

• its centre and ten miles for its radius. and a similar result 
could be achieved. 

Clearly if international economics is to be justified as a 
proper subject of study, it is necessary to show that the 
transactions entered on the British inventory have 
attributes which make them differ substantially from 
transactions recorded in any of the similar inventories 
which might be drawn up on boundaries not coincident 
with national frontiers. In what ways do the economic 
transactions between people living under different national 
governments differ from those between people living under 
the same national governments, but in different localities? 

(It is important not to exaggerate the differences. For 
instance, there is one notable respect in whiCh the inter
national and. may we call them, inter-county transactions 
do not differ, namely, that the inward payments to which 
all give rise must roughly balance the outward payments, 
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the difference, if any, being covered by an actual remission 
of money. Theories regarding the mechanism by which 
the national balance of foreign payments is maintained 
may be tested by applying them to any arbitrarily defined 
area. If they implicitly assume the presence in every such 
area of a mechanism which does not· in fact exist, they 
are properly suspect. 

Moreover, it is also important to recognise the closq 
interconnexion between international and internal trans-/· 
actions. It would lead to disastrous errors to treat the! 
two in watertight compartments. The state of the 
external world may affect not only the volume of our 
imports and exports, but also such apparently domestic 
matters as the yield of income-tax and the rate at which 
new houses are constructed. Special attention will be 
given to this interconnexion. 

§ 3. Distinguishing Features of Internatwnal Transactions. 
What, then, are the distinguishing attributes of the 
inventory of international transactions ? 

(i). First and foremost, attention should be paid to the 
1 ~gration"· fi~r~, the movemen1 of persons across the 
. boundaries. Temporary visits need not be considered 
'here. A number of persons born and bred in Warwick-

• 

shire leave it to settle and eam their livelihood in other 
parts of the kingdom, and vice versa. Similarly, each 
year a number of persons emigrate from the kingdom to 
seek their fortunes in other countries. But the volume of 
inter-county movement, considered in proportion to the 
size of the area affected, is much greater than that of the 
international movement. \ka1>our ~ more mobile between\',,' 
the different parts of a national unit than between differentl " 
national unit0 
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The reasons for this arc sufficiently obvious. Barriers 
connected with language, national habits and senti
ment, and, in recent times, stringent legal restrictions, 
obstruct the free flow of labour between different 

~ countries. (The~ consequences arc important.) Within 
the national' unit'there is a tendency towardS equality 
throughout the country in rewards to work, requiring 
given intensity and skill. G~9d opportunity for earning 
high rewards in one lo~ality. attucts movement to it 

. from other parts of the country, and this movement sets 
up the tendency toward$ equalisation. But great differ
ences in the r~~Lleward may subsist in different 
countries: the general level of real wages is roughly 
twice as high in New York as in London, roughly twice 
as high in London as in Rome. Such differences could 
not continue long in one country. ~t is true of the ~ 
Jllovement of labour applies, though in less degree, to] 
the movement of capital and enterprise. ) 
U~ follows that internal trade consists largely of the' . 

interchange of goods ~etween producers who enjoy 
similar standards of life1 International trade often consists ./ 
of the interchange of goods between producers enjoying 
widely different standar~ It is clear that the 
principles which determine the course and nature of 
these two kinds of interchange must be in some 
respects differenL 

This is the most important circumstance which makes 
a special study of international trade necessary. Analysis 1 
of internal trade assumes that there is a tendency towards t;J 
an equal standard of li~ amont.. those doing the same n 
kind of work. The assumption mainot accord with the 
facts precisely, but it is a workable approxim~on. In the ' 
case of international trade 1£ LaS to be dropped entirely. 
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Similar standards may prevail in different countries, but 
there is no a priori probability that they will. The 
analysis of the advantages which accrue from international 
trade is independent of whether they do or not. (The 
frequent claim that the import of goods made with cheap 
foreign labour should be checked thus implies ignorance J of the first principles of the subject; for it assumes that 
inequality of wages in two competing countries is 
abnormal, whereas in fact it is on the· probable presence 
of that feature· that the special stUdy of international as 
distinct from internal trade is founded) 

V (ii) 's~ELalJacilities for...production may differ from. / 
.. plac;e t~ace in one country and be similar in different' 

. cJ~o1l:ntriesl crossing political frontiers freely.\ But there' 
are certain facilities and disabilities which ar!CO-terminous 
with national frontiers, namely those connected with the 
activ~JL9f g~~ernment. The citizens of one country ar,e 
subject to the same system of national and local taxation, 
to the same regulations for health, sanitation, factory 
organisation, education, and social insurance, the same 
policy with regard to transport and public utilities, the 
same laws regarding industrial combination and trade 
unions, the same commercial code. Here is another basis 
for the distinction between internal and international 
trade. Even if capital and labour flowed freely between 

, f countries, so that wages, interest charges, profits, etc • 
.I · . were the same everywhere, the general level of real costs 

:!might be lower in one country than another, by reason of 
'the superior ..ladvantages provided by the system of 
government ... It would still be possible to distinguish 

I between internal trade as interchange between producers 
~ 11 provdide~ bYandth~ gove~nalent Wld·th s~arhamerub·ties for 

'f.~ pro uct1on, mternatlO tra e as mterc ange etween 
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producers provided by the government, with dissimilar 
amenities. . 

(iii) ~tional transactions involving the payment 
of money -are ~sualJi mediated ilLa foreign exchan~ 
~O!!-l {!nless a common monetary standard is 
maintamed, fluctuations in the rates at which national 
monies may \>e exchanged against each other clearly give 
a distinguishing mark to those transactions which are 
directly affected by ~e exchange rate~~ \ 

Even if a common standard is in operation JlIld foreign 
,exchange fluctuatrons are confined within narrow limits, 
the fac;t that each national curren is controlle its\ 

~wn ovem' entr ban has s ed . . 
fOL' nte . nal econolIUcs. The mamtenartce of the 
~on~a involves the enforcement of a specific ' 
policy by the central bank i an identical policy is not 

',always required in all countries at the same time. This 
policy has repercussions on the whole economic life of l 
the community to whose needs the, central bank is 
administering. , National areas are usually co-terminous 
with those controlled by a single central banking system. 

)Thus, from one point of view,. international transactions " 
, I may be thought of as the class of all economic transactions \ 

between persons living in the spheres ofinftuence of 
different central l:ianks., 



CHAPTER II 

THE GAIN FROM FOREIGN TRADE 

§ I. Importance of this Subject. The question which I 
propose to put first is, what are the advantages to be 
derived from foreign trade? It Is convenient to do this, 
partly because the topic is one on which the most pro
found misconceptions prevail, partly because it is in its 
broad outline the simplest and most securely founded 
part of the subject of foreign trade, and also because it i\ 
well to bear the answer to this question in mind in con
sidering and criticising the mechanism by which foreign 
trade is actually carried out and all or some of its potential 
advantages reaped. 

Much popular writing on the subject of foreign trade 
shows considerable knowledge about the mechanism of 
foreign payments, the for~~xcbanges, the balance of 
traac and circumstances likely to affect it, but no 
understanding whatever of what it is all for. • With- . 
out a firm grasp of the origin and nature of the 
advantages that accrue from foreign trade, it is not 
possible to say much that is sensible about it.- The 
reader is therefore asked at the outset to follow a 
discussion of the precise circumstances which determine 
the scope and degree of gain which foreign trade can be 
made to yield. 

10 
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/ § 2. Tiu IntemationalDivinor' 0/ Lahour.(As exchange in " 
general is pecessitated by the division oflabour, so foreign. 
trade appears when the division of labour is pushed 
beyond national frontiers. ) It is the necessary conse-' 
quence of an international division of labour. ~ 

.;rec..t! of the divi~ of labour may be mentioned. 
ne is the slitting u of a roductive rocess into arts,1 

. k' 80 as to sImp I y an t us ren er more e ectlve e wor . 
which each labourer has to perform. '1'he other is the: 
adaptation of the productive . e: 
grea est POSSI e s~opeJQ_tJ!ose who have special talents 
or facilities for doiE,g ce_rt~irt.kinds of wor~-

It might be thought that the millions of workerlS which 
most nations can claim would suffice for the bare splitting. 
up of the whole productive complex into conveniently 
simple parts. AdaIILSmith referred to the eighteen 

.processes involved in pin-making; this must be multi
plied by an appropriate number to accord with modem 
conditions: but, even if we multipli~ the product by 
the number representing all the variety of different com
modities which a community needs, we should be sur
prised if we found more productive processes in all than 
the number of workers in the whole community. This, 
however, would not be a fair procedure. (Our demand for. 
all commodities is not equal ;if the working population 
were divided in proportions corresponding to our demand 
for various products, it is possible that the number ear
marked for making some product the demand for which is 
a minute proportion of the whole would not be sufficient 
to give the most economical division of labour in the 
making of that product ... ) ~ a nation is to be self-sufficing, 
a large proportion of its workers must be engaged in 
making the main staple commodities. and the surplus 
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left over for each ot "the various specialities might be· 
inadequate, and so some international division of labour 
would be desirable. 
l By hypothesis, however, this cannot be the cause of 
international division of labour on a big scale. And so it 
is necessary to look to~e other aspect of the division, 
namely the convenience of setting those with special 
facilities to do the tasks for which they are most fitte8\ 
Let each nation produce that which it can produce mos! V' 

cheaply;,) 
W~ arise these special facilities? 

""' -:(i~ Special facilities are provided!y natural resourc.e~. 
Mines 'niUsf""De--Wor~wneretbey are found. This 
implies foreign trade, since the nations in whose territory 

. the mines are situated must receive goods of some sort 
in exchange for the ores which they export. Many 
products, coffee, tea, rubber, etc., require a special. climate. 
for their cultivation., 

Lands differ in natural fertility; it is desirable that 
more fertile land should be worked more intensively:) 
This by itself might not give rise to foreign trade, for the 
world's population might be distributed in proportion 
to the fertility of land, so as to proyide a dense population 
for the rich soils to support and a thinner layer for poorer 
soils. It is not, however, permissible to suppose that the 
population of the world is in fact so distributed. 

\) (iiX If mother earth yielded all things in equal abund
. ance 11\ all her parts, the...ll.neven distribution of population 

would itself make foreign trade desirable) Certain pro-
. ductive processes, those of the extractive industries, must 

needs be conducted in close collaboration with the 
natural resources. Others~ those concerned with the 
working up of raw materials into finished goods, can be 
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conducted apart. Countries with a- population dense in 
proportion to the capacity of the soil would naturally 
employ their surplus on the processes which do not have 
to be undertaken in close conjunction with tbe soil, and 
exchange manufactured goods for the raw products of 
more sparsely peopled regions. -

(iii)' Human ca aci differs as well as tha of the ea h/ 
The diffetence may e ue e raCl qualities of 
manual dexterity, scientific ability, vigour and enterprise. 
or to the political and social structure, itself the result of 
racial capacity for social organization or of the whole 
chain of historical accidents. Processes in which 
scientific skill or the capacity for conducting' great 
collaborative enterprise-production on a large scale:-: 
counts for more in increasing efficiency should natutally 
be undertaken by the peoples more highly endowed 
.with these qualities.") -

(iv)"There is the legacy of the pau... A nation may be 
bequeathed with a great sttutturc-~ or -equipment, of 
factories and railways, or-with a-structure of organization, 
spec.ial kn0vvl~dge and usefulhabit, constituting present 
aids to certain forms of production. The growth of this 
structure may_han_been due tQ good fortune or a natural . 
superiority in the past; now vanished. But the J~gacy _ 
has not vanished. The Wiented structure may give 
special facilities, which are as decisive a factor in deter
mining its proper sphere of specialization.as the presence 
of plines or oil-fields. If the peculiar advantages which 
aided the growth of this structure cease to exist, after: a t 
very long time the structure itself will disappear, just as a 
coal mine is finally worked out, and the nation will 
ultimately take its place among other nations bc:reft of 
this distinguishing feature. 
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If the greatest possible advantages of foreign trade are 
to be secured for all, each nation should devote itself 
to what it can do most cheaply. The expression .. what 
it can do most cheaply" needs careful definition . 

. / . '§ 3. The Law of Comparative Costs. Writers on foreign 
trade have usually found it convenient to develop this 
definition by considering in the first instance two nations 
producing two commodities. An alternative method is 
to consider the position of one country, say, England, in 

~
respect of two commodities vis-d-w the rest of the world. 
The principle to be defined then becomes-England 
should produce for herself and for export what she can 
produce more cheaply, and import from abroad what 
can be produced more cheaply there} 

The term, " abroad," is, of course, an abstraction. The 
outer world is not a homogeneous place but COIl6ists of a • 
large number of particular countries, each with -its own 
conditions. For the purpose of considering the gain from 
trade to England, it is convenient to suppose that the 
other countries have already entered into those trading 
relations which they think fit and have established some 
80rt of equilibrium with each other, so that, for the pur
pose of isolating the phenomenon to be studied, we can 
compare the state of affairs when the rest of the world 
has all its complex relations but no trade with England, 
with that when the rest of the world has all its complex 
relations and its trade with England also. 
_ It must be emphasized that this is an attempt to state 
what should happen, if full advantage ~ to be taken of the 
potentialities of the international division of labour. 
Whether that is what does happen, if trade is allowed 
to follow .. its natural course," will be considered 
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lubsequently." G,toreover, it may be held that it is not 
alwaYI desirable to take full advantage of the potentialities 
of the international division of labour, that it may be 
better to sacrifice increments of wealth in the interests 
of self-sufficiency t Such a consideration is beyond the 
immediate matter in han~ 

Since this is an attempt to define comparative cheap
ness of production, it is necessary to have a unit for! 
measuring cost of production. The same unit need not~ 
and indeed cannot, be used for measuring cost at home; 
JUld abroad. Cost may be measured in terms of trouble', 
or effort or in terms of the reward that is paid for effort ; 
this reward may again be measured as so many baskets 
full of consumable goods, or as so much money. Happily 
for the present purpose it does not matter which method 

" be adopted. All methods must presuppose that different 
.kinds ,of cost, c.g. labour skilled and unskilled, waiting, 
the use of land or mines, can be measured against each 
other in the same country. Commodity A may take more 

'"~and per unit of labour expended on it than commodity 

lB. To compare the cost of producing A with that of 
,producing B, we must be able to equate land to labour as 
:elements in cost, to say that, for instance, 1 labourer per 
"annum=loo acres per annum, or, =150 acres per 
annum. If the relative values of the various factors of 
production arc"determined, it is then possible to compare 
the cost of producmg commodities A, B, C, etc., in the 
same country unequivocany. 

'IEe rcl~~~~ ~alU!S ~~ tile fact,c>rs !Jlay .be ~ifferent in~ 
different countries; Since the same unit will not be used\ 
for measuring "the--cost of producing commodities at 
home and abroad, this circumstance will not affect the 
argument. 
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To compare costs of production, units of the com
moditie~fiDe(f.--COmmodiciesare usually 
measurealhlons, yardr,etc., but for this purpose it is 
most convenient to take, as a unit of the commodity D, 
that amount of B which has in the first instance the same 
cost of production as a unit of the commodity A in 
England. Let us suppose that they each cos~ z units to 
produce. It is well to leave it undecided whether this 
m~ans l,z, z labour days, or z baskets full of commodities, 
etc. 

Let the cost of producing a unit of A abroad be y units. 
The:. nature of the unit of. cost is again left" undefined. 
The following table represents the definitions given 80 

far: 

TABLE I 

Unit of commodity A 
Unit of commodity B 

Cost of 
production 
in England. 

z 
z 

Cost of 
production 
Abroad. 

y 

The unit of B was defined as that amount of B which 
has the same cost of production in England as that of the 
chosen unit of A in England. Hence if the cost of pro
ducing a unit of A in England is z, that of producing a 
unit of B is also z. We have next to consider the cost of 
pr~ducing precisely these units of A and B abroad. We 
have supposed the cost of producing this unit or A to be y. 
So far nothing has been assumed about comparative 
cheapness at home or abroad. This will be determined 
by the fourth term which has to be inserted to make the 
table complete. . 
, 
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The fourth term may be equal to, greater than or less 
than y. If the cost of producing the unit of B abroad is y-

TABLE II 

Unit ot commodity A 
Unit of commodity B 

Cost of 
production 
in England. 

% 

% 

Cost.of. 
production 
Abroad. 

y 
y 

no saving of cost can be gained by England taking on the 
production of either A or B for foreign consumption. It 
should be noted that this result has been arrived at without 
any assumption with regard to the relation of the cost of 
producing A in England to that of producing A abr9.ad •. 
It has not been asserted that y is equal to, less than, or 
,greater than %; moreover, such an assertion would 
have been meaningless, for it is not known whe~er any 
common unit for measuring costs -in the two cpuntries, 
can be found. 11 the relative values of labour ~ 
am! land ha~,~en to be"dlHerent tn ihe two countries, 
no commOn' it is possible. . 

Suppose now that the II fourth term n is greater than y 
and equal to, say, 2y: 

TABU III 

Unit of commodity A 
Unit of commodity B 

Cost of 
production 
in England. 

% 

% 

Cost of 
prodqction 
Abroad. 

y 
2y 

Productive resources can be; applied with equal efficacy to 
the production of units A or B in England; but productive 
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resources abroad are only half as efficacious in the pro
duction of these units of B as they are in that of these 
units of A. It follows from this that there will be a net 
increase in production if England takes over the pro
duction of B for foreign consumption and imports A in 
exchange. By transferring productive effort from B to 
A the foreigner produces twice as many units of A as he 
was producing of B; by transferring productive effort 
from A to B, England produces no less units of B than she 
formerly produced of A. How the benefits arising from 
the interchange will be distributed between England and 
the foreigner is discussed-later. 

But first the reader is asked to reconsider the tables, 
lest any misconception remain in his mind. Table III 
suggests, by reason of the notation adopted, that the 
Englishman is better placed than the foreigner, because 
on the whole he seems able to produce more cheaply •• 
Nothing of the sort has been assumed. The units 

. measured by :Ie and y respectively are different units. 
y might equally well have been defined as the cost of 
producing a unit of B abroad. In that case the facts 
would be represented as follows: 

TABLE IV 

Unit of commodity A 
Unit of commodity B 

Cost of 
production 
in England. 

" :Ie 

Cost of 
production 

Abroad. 

b 
y 

The facts represented in Table IV are precisely the same 
as those represented in Table III, though in Table IV 
the foreigner has the specious appearance of being more 



TIm GAIN FROlI FOREIGN TRADE 19 

efficient, while in Table III it is the Englishman who has 
that appearance. 

The reason why the same facts can be represented in 
either way is that no assumption has been ~de about 
whether the. Englishman or the foreigner is, taking the 
two commodities together, the more efficient; and the 
reason why no aSsumption was made is that it is irrelevant 
to the possibility of gain by interchange. This gain does 
not depend on the comparative cheapness of producing 
A in England and abroad or on the comparative cheapness 
of producing B in England and abroad. The gain depends ( 
on the relation between the rat!.o"of the cost of production ~ 
of A to that of B in England and the ratio of the cost of I "
proctuction of A to that of B abroad. Gai~ is possible if the I 

• d':n, - I ratios quwam(. 
When trade is undertaken, the scene changes. Each 

.country will come to produce more of some commodities 
and less or none of others. This will probably affect the 
costs of those which she still produces. New ratios of 
cost will be established. If these are still different from 
those prevailing abroad. gain can be secured by a further 
expansion of trade, and this again affects her ratios of cost. 
It follows that, when all the trade is undertaken-that 
yields a gain, her ratios of cost will no loniter bCdifferpnt 
from th()s~d. A coun~ should expand ~ 1\ 

the production of difi'erent...co.tDUlQ.dities until her ratios'; ."..'" 
ot cos~_ are thU!lmCllS those abroad. and export the sur-\ 
plus or import_ the. deficienq so ge~d. (In some 
lines production may be abandoned entirely. and some 
goods may be imported which were not consumed. before 
trade was opened, owing to the excessive cost or 
impossibility of producing them at home.) 

The principle set forth above is known as the Law of -
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. ~omparative Costs and is due to Ricar.d~ It remains the 
fundamenialprinciple in this subject. 

So ar costs of trans ort ha ne lected. Gain can 
only occur if (adopting the notation ofTa e II) the cost 
of sending a'unit of B from England to its foreign market 
plu~ the cost of sending that amount of A which has the 
same exchange value as a unit of B from its source of 
production to England is less than y. Otherwise the 
saving in productive costs will be swallowed 'up by the 
,additional costs of transp~rt. Any reduction in the co~s 
of ns ort enlar es the sphere of gain b for i n trade. 
;fo cost of J~ps!1QI4-exce.ss cos 0 sa esmanship mqst be 

.added>-nw.heren by- exceSLCOst of salesmanship is meant 
·the excess .. if any,. of th~_~~st of s~J1ing a unitQt.English-
produced B to its foreign buyer over that of seIling it in 
England, plus the excess, if any, of the cost of seIling the 
appropriate amount of foreign-produced A to the EnglisQ, 
buyer ()ver that of selling it abroad. (Fo~.!be trade~ld 
net :~~~~~I the saving in pr<?~:.c~ must exceed 
booth the additional transporting and selling costs) ApYI 
improvement of diplomatic relations, any tightening of non
commercial bonds of intercourse between nations, or any 
increase of foreign investment, will probably make it easier 
for a seller to establish relations with his foreign market and 
so enlarge the sphere of possible gain by foreign trade. 

§ 4. A Calculation of the Gain from Foreign Trade. The 
proposition that each country should produce what it 
can do most cheaply has now been defined. The next 
topic is the circumstances that determine the amount of 
gain which the trade yields. In the tables shown above, 
by " Cost of production in England" was meant the cost 
of producing that amount of the commodity which 
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England would produce if the channels of Joreign trade 
were closed to her. By" Cost of production Abroad .. 
was ~eant the cost of producing that amount of the com
mocyty which would be produced abroad it: there were 
no trade with England. 

If ,Englimd was ~ self-contained cou~try the coal-wheat 
positIon mi~t .. ~~. illustrated by some such figures as : 

TABLE VI 

Costl in no-trad, Ctmdition. 

Unit of wheat 
Unit of coal 

Cost 
in England. 

:c 
:c 

Cost 
Abroad. 

1 
Sy 

If in these circumstances interchange between England 
JUld the rest of the world becomes possible, costs can be 
saved if England produces some coal for export in 
exChange for wheat. '. . 

There are various possibilities with regard to. the way 
in whiCh costs will Change as the scale of output is aftered. 
In the cases ot wheat and coal it is proper to suppose that 
the Law of Increasing Costs operates, that is, the larger 
the output tho greater will be the cost of production per 

I The reader will remember that this table does not profess 
to mow the relation of the absolute cost of producing wheat 
abroad to that of producing it in England, or the relation of the 
absolute cost of producing coal. Actually, if England were cut 
off, the absolute cost of producing c:oal here would probably 
be somewhat leal than abroad, while the cost of wheat would be 
very much higher. In the notation adopted 60th these facts 
are represented in the proposed figure of sy. (In this footnote 
the difficulty in principle of comparing absolute cost at home 
and abroad is neglected.) 
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unit. Reasons will be given subsequently for the view 
that this is the most general type of case. 

As England increases her output of coal, her cost rises, 
and as she reduces her output of wheat, her cost falla; 
and as the rest of the world increases its output of wheat, 
its cost rises, and as it reduces its output of coal, its cost 
falls. The new ratios might be as follows: 

TABLE VI 

Costs when some Trade is undertaken. 

Unit of wheat 
Unit of coal 

Cost 
in England. 

·8% 
1'14% 

Cost 
Abroad. 
1'02y 

4'986y 

The old ratios were I : 1 and I : 5. The new ratios are 
I : 1'4 and 1 : 4'9 (approximately). Since the ratios arF 
-still unequal and the Englishman has a comparative 
advantage-in producing coal, something may he gained 
by his taking on the production of still more coal. He 
should push on with the production of coal until the rise 
in his cost of producing it and in the foreigner's cost of 
producing wheat and the fall in his cost of producing 
wheat and in the foreigner'S cost of producing coal have 
brought the ratios of their costs to equality. Thus: 

TABLE VII 

Costs when fuU Trade is undertaken. 

Unit of wheat 
Unit of coal 

Cost 
in England. 

·25··% 
1'16 •• % 

Common ratio: I: 4lr 

Cost 
Abroad. 
I'Cy]5· .y 
4·984··y 
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England is now producing a large quantity of coal for 
export and importing a large quantity of wheat. The' 
ratios of the cost of production in the two spheres are the 
lame, viz. precisely i : 40-. Consequently no further gain 
can accrue by England taking over more productioll of coal. 

First it· is necessary to explain the figures chosen. 
Then an estiniate of the gain due to the trade will be 
given. It should be remembered that this analysis 
relates to the potentiality of gain resulting from the 
international division of labour without reference to 
whether the actual course of trade is likely to follow this 
route. 1 

Cost figures in Tables VI and VII may be considered 
on the assumP90n that the aggregate output of wheat and 
coal is unchanged, the deficiency in the home output of 
wheat being made good by greater output abroad, and 
the extra home output of coal being compedsated .by 
reduced output abroad. The effect on demand is dis
cussed subsequently. It will be observed that. as the 
output of wheat declines in England and rises abroad, 
the cost is made to fall in England by ten times as much 
as it rises abroad. Thus in Table VI the cost of wheat 
falls ·2.¥ in England and rises '02y abroad; in Table VII 
it falls ·7S.¥ in England and rises '07SY abroad. Similarly 
the cost of coal rises first 'J4.¥ and then ·16.¥ in England, 
and falls first '014Y and then '016y abroad. These figures 
are reasonable and based on the simplest assumptions, 
-provided that we suppose the pre-existent output in the 
rest of the world with which trade became available to 
have been ten times as great as that of England. For in 
that case the transfer of a given amount of output from 

• The reader not interested in the details of this discussion 
may proceed direct to Section II. Ccmdun01lS, page 40. 

e 
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England to foreign lands involves a percentage change 
in the output of England ten times as great as the 
percentage change of output abroad. 

Most commodities are produced, not in a single spot, 
but in a large number of different places, wheat-fields, 
mines, etc., each with its own law of increasing costs. 
If the output of foreign lands were ten times that of 
England, the simplest thing to suppose would be that 
there were ten times as many sources of output abroad as 
in England. In that case the average change in output 
from each source abroad would be one-tenth of the 
average change in output from each source in England 
when a given quantity of output is transferred between 
England and abroad. Every source may no doubt differ 
in the rate at which returns diminish when output is 
increased. Some will be able to expand with greater ease 
than others. It is fair to suppose in our initial illustration 
that England has the same share as the rest of the world 
of sources which can expand with normal ease, or which 
cannot expand without abnormal difficulty. With regard 
to a particular commodity there may be reason to suppose 
that this is not so; for instance, it may be known that land 
in England is more highly cultivated than lands on the 
average elsewhere; in that case English wheat sources 
would show returns diminishing on the average more 
sharply than those in the rest of the world. The effect 
of this on the gain by foreign trade receives examination 
below. We may retain our original assumption in all its 
simplicity for the present. In technical language it is i 
that the gradient of the English cost curve is ten times 
as great as the gradient of the foreign cost curve. The 
rise in cost per unit of output is ten times as great in 
England; the rise in cost for a proportional change of 
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output is, at the initial point, taken to be equtd at home 
and, abroad. This is nearly but not quite the same as 
maki~g elasticity of supply equal at home and abroad.1 

It is ':desirable to assess the gain which would accrue 
from 'the interchange postulated in Table VII. To 
explain the assessment is not a perfectly simple matter; 
but, since without it the whole aim and object of foreign 
trade cannot be c:1early grasped, the reader is asked to 
follow patiently. England satisfies all her own demand 
for coal, as she did before; she satisfies some of her 
demand for wheat and obtains the residue by producing 
some extra output of coal which she exchanges for 
wheat abroad. As she increases \ler output of coal· its 
cost per unit rises; this is because she has to resort to 
some poorer or less_~ accessible fields. Making coal 
subject to the Law of Increasing Costs implies that one 
or more of the factors required to produce it ~ot be 
used equally well for the production of other things. If 
that were not so, factors could simply be drawn'from the 
production of wheat to that of coal, and work alongside· 
those already engaged in the coal industry with equal 
efficacy i the production of coal could be extended 
indefinitely in substitution for wheat without rising costs 
per unit. As things are, coal-fields are a necessary factor. 

I The gradient of the cost curve (Z) is an easier quantity to 

handle in simple arithmetical examples than the elasticity 

(~ .;-CZ) and is therefore used in this exposition, at some small 
sacrifice of logical requirements. If elasticity instead of 
gradient were used, similar results would follow i the change 
of cost shawn in the fourth term of the tables would be some
what greater. The reader may safely substitute elasticity for 
gradient in the generalirali01U of the text without error. 



26 INTERNATIONAL ECONOl\IICS 

and good coal-fields are scarce. The extra coal has to be 
produced from inferior fields; but the old coal also comes 
to cost more, for the increased output of coal involves a 
rise in the value of the good fields (one of the factors 
required to produce the .. old" coal). What applies to 
coal applies to a wide variety of commodities, that re
quire special facilities of production, whether land, special 
technique, proximity to raw materials, waterways, etc. 

In assessing the gain from foreign trade, it is essential 
that we attribute to the coal produced for the home 
demand that cost of production which it had before the 
trade was opened, and no more. The increment of cost 
due to the higher value of the good coal-fields, whether 
going as higher royalties, profits, or even wages, to those 
engaged in them, is offset by the rise in the reward that 
these factors receive, and must not be counted in as an 
extra cost when we assess the national gain and loss from 
the trade. The apparent rise in cost is one method by 
which the gain is distributed. It may be taken therefore 
that England supplies her own demand for coal at the 
saine cost as before. In assessing the cost of the extra 
output, the factors required for each extra unit should 
be entered at the value which they have when that amount 
and no more is produced.1 The cost of the extra coal 

1 To compute the value of the factora at each ltage, lome 
one factor must be taken ae a measure throughout. It is 
advisable to take some reasonable factor, such ae a labour-day • 
. But even if a most unreaeonable factor, such aa a given coal
field were taken, the same results would be deduced; coal
mining might then appear not to be subject to increasing costs 
at all, but the rate at which wheat costs increased (decreased 
as production was curtailed) would be correspondingly 
enchanced, and the II ratio" would move in the lame way 
as if another measure had been chosen. 
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thus rises from the original cost of :Ie to the new cost of 
x·J6,¥. The cost to the country of producing the extra, 
coal per unit is thus something between :Ie and I'I6:1e; . 

we may take the midway point, J '08:1e,l as the simplest 
assumption. By like reasoning the wheat, the production 
of which England abandons, used to cost ·62S:le. Coal 
now exchanges for wheat at the rate of J : 41y. Therefore 
the average cost, per unit, of the wheat obtained abroad 
by exchange with coal is ·233:1e. England thus gets her 
wheat by trade at an average of 37'3 per cent of what it 
cost her to make it for herself. The productive resources 
so saved she may now expend in producing more coal 
to purchase additional wheat, or in producing more of 
other commodities, or she may enjoy greater leisure. Bya 
like calculation it may be shown that the foreigner gets his 
imported coal at a saving of approximately 3.6 per cent.· 

Table VII provides an example of an apparatus that 
may be used for computing the gain from trade in various 
circumstances. In order to obtain a clear understanding 
of the principles which may be deduced, the reader should 
make numerous experiments for himself.· The following 
sections contain some discussion of these principles. 

§ S. Gai" through Difference of Cost Ratios. Gain by J '. 
,..' trade is possible when the cost ratios are different at \ 

home and abroad. It will be greater, the larger the ~. 
difference is, other things being equal. This may be 
simply illustrated by tables constructed on the same plan 
as V and VII. In each country the wheat gradient is 

I This assumes that the cost curve is • straight line. 
I The 80phisticated reader will perceive that in these two 

paragraphs I have had brielly to disentangle the truth from the 
fallacy in the proposition that II rent does not enter into the 
c;oat of production"" I See Appendix. 
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assumed to be equal to the coal gradient in these tables; 
when a certain amount of additional coal production is 
undertaken in England, the quantity of wheat production 
knocked off is taken to be equal to this amount multiplied 
by the number of units of wheat at the ruling ratio that 
can be obtained for a unit of coal. Consequently the 
following rules are observed in the construction of all I 
these tables. Coal is made to rise in England by the 
amount that wheat falls multiplied by the new ratio of 
costs i wheat is made to rise abroad by an amount equal 
to its fall in England divided by 10, this coefficient 
showing the size of the outer world compared with 
England; and coal falls abroad by the amount that 
wheat rises there multiplied by the new ratio of costs. 

Unit of wheat 
Unit of coal 
Ratios 

TABLE VIII 

Initial Position. 
Cost 

in England. 
X 

X 

I : 1 

TABLE IX 

When Full Trade is Undertaken. 

Unit of wheat 
Unit of coal 
Common ratio 

Cost 
in England. 

·12 •• X 

1·09··x 
1:9n 

Cost 
Abroad. 

Y 
lOY 
I: 10 

Cost 
Abroad. 
l·o88 .. y 
4'991 •• y 

The initial difference is bigger (foreign I: 10) than 
that of Table VII (foreign 1 : 5). The final ratio (I: 911) 
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is more favourable to England (Table VII. I: 4n.) 
Moreover the volume of trade on which gain is made is 
greate~. Since the cost gradients are supposed to be the 
8a~ as in Table VII. the volume of imports may be 
inferred from the change in costs. The amount of wheat 
imported is roughly U times as great as that in the 
conditions of Table VII. 

The following tables give an example of a smaller 
difference of ratios: 

TABLE X 

Initial Position. 

Unit of wheat 
Unit of coal 
Ratios 

Cost 
in England. 

:e 

I : I' 

TABLE XI 

When FuU Trade il Undertaken. 

Unit of wheat 
Unit of coar 
Common ratio' • 

Cost 
in England. 

·630 •• :e 
• 1"196 •• :e 

I: In 

Cost 
Abroad. 

y 
2y 
I: 2 

Cost 
Abroad. 

1·°37· .y 
1.98 •• y 

Here the final ratio is much less favourable to England. 
Moreover the volume of imports is smaller. viz. Hths of 
that secured in the conditions of Table VII. 

§ 6. Another Exampk of 1M Importance of heing Unim
portant.1 It appears at once from the figures of Table 

, Cf. Hcndenon. Supply tm4 Demand, c:h. v. sec. 4. 
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VII that if the doors of foreign trade are thrown open 
to a country, the gain to her is greater than the gain to 
the rest of the world. In our illustration England got 
her imported wheat in exchange for goods the cost of 
production of which was but 37'3 per cent of what it 
would have cost her to produce the wheat herself: the 
foreigner got his coal from England at a cost of 3.6 per 
cent less than that for which he could have produced it 
himself. This does but confirm to common sense. If 
Somerset were barred from trading with the rest of 
England and the barrier were then lifted, the other 
counties would doubtless gain by the fresh opportunities 
for interchange, but the gain to Somerset would be 
immensely greater. By like reasoning, if a particular 
country reduced its tariffs-a partial barrier to trade
the whole world would gain, but the gain to the particular 
country would be far greater. It follows also that the] 
smaller the country, the more it is likely to gain by the 
free interchange of its produce with that of other countries~ 

It must, of course, be understood that if a particulat 
country bulks very largely in the production of a particular 
commodity, as England bulked in the production of 
power-made goods a hundred years ago, or as Chile in 
nitrates before the lowering in the cost of artificial nitrates, 
the rest of the world may be an equal or even greater 
gainer by the opening of trade with that country. This 
may be seen if, in the former analogy, instead of Somerset, 
all the coal-producing counties of England, or Lancashire, 
had been supposed to be barred off. 

Attention should be given in this connection to the 
cost ratio in Table VII of 1 : 4iT' This is ten times 
nearer the old foreign cost ratio (I : 5) than it is to the 
old English ratio (I: I); England gains accordingly. 
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If the outer world had been only twice as great as England, 
the cost ratio would have been J : 31, if 100 times as 
great I : 4/1r, if equal to England I : 3, etc.l . , 

§ 7. The Gain /1WfI Trade, and Cost Gradients. Next we 
may consider the relation of cost gradients to profit by 

\

trade. In general it may be said that the less the cost 
gradients at home and abroad, the greater the gain from 

. trade. But if England were very large, approaching half 
the size of the whole trading world, then it would be of 
advantage to her to have steeper cost gradients. England 
gains in all circumstances by low cost gradients in the 
outer world. But if England is of reasonable size, the 
I elasticity of her own conditions brings in much greater 
gain than the elasticity of world conditions. 

This may be illustrated by an adaptation of Table 
VII. It was assumed there that the cost gradient in 
England was proportional to that abroad. In Table XII 
it will be assumed that owing to the intense use to which 
her natural resources are put, or for other reasons, the 
cost gradient in England is twice as steep as was supposed 
in Table VII over the relevant range of output while that 
in the rest of th.e world is the same as in Table VII. 

TABLE V (Rtpeated) 

Initial Position. 
Cost 

in England. 
Unit of wheat :t 
Unit of coal :t 
Ratios I : I 

Cost 
Abroad. 

y 
SY 
I: S 

I The formula by which these ratios can be calculated easil1 
is siven in the Appendix. 
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TABLE XII 

Full Trade Position with English Cost Gradient twice that 
Abroad, in Proportion to her Size. 

Unit of wheat 
Unit of coal 
Ratio 

Cost 
in England. 

·Z4··X 

I·IS8 . . x 
I :4H 

Coat 
Abroad. 

1.038 •• y 
4°99Z •• y 

Here a given transfer of wheat is seen to reduce the cost 
of production compared with the no-trade position in 
England by (·38x z}x, and to increase it abroad by 0038y ; 
while an English increase of (008xz}x in the cost of coal 
is balanced by a foreign decrease of ·oo8y. Thus the 
English cost gradient is proportionally twice as steep; 
the ratio of change in cost to percentage change in output 
is twice as greato What is the effect of this on the 
general position ? 

The first thing to notice about this table is that much 
less output is transferred. This may be seen at once by 
inspecting the cost abroad. Since the .cost gradient is 
supposed to be the same abroad as in Table VII, the fact 
that the marginal cost of wheat abroad in Table XII only 
exceeds the cost when there is no trade by approximately 
half as much as it exceeds it in Table VII, and that the 
reduction in the cost of coal abroad is likewise approx
imately only half as great, indicates that there is only half 
as much transfer of production. Whatever gains may 
accrue from trade in the new situation, they will only 
come from a trade diminished by half compared with 
that envisaged in Table VII. 
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The final ratio of cost (I : 4.8 approximately) is, it is 
true, more favourable to England. (The ratio of Table 
VII was 1 : 4'63 •• ). In Table XII wheat which England, 
imports is cheaper relatively to coal which she exports, \ 
and this is a gain. The price which a country receives. 
for her exports divided by the price which she pays for!· 
her imports (in this case the rate at which coal exchanges\ 
for wheat) is called her U real ratio of international 
exchange." This is more favourable to England in 
Table XII than Table VII. She gets more of what she 
imports per unit of her export. 

Considering the same thing from another point of view, 
she gets her imported wheat for '224 .•• :: units of cost,! 
while it would have cost her on the average ·62:: to 
produce that for herself i thus she gets her wheat for 
approximately 36'2 per cent of the pre-trade cost; 
whereas on the assumption of Table VII she got it at 
approximately 37'3 per cent of the pre-trade cost. 

But all this is a minor matter. The big change in the 
situation is that she imports far less wheat, approximately 
a half of the amount she would import in the conditions of 
Table VII. Of what importance is it that she gets what 
she does import. at 36 per cent instead of 37 per cent of 
her own cost of production, when she is only importing a 
half of what she did in the other circumstances? The 
fact that her costs are subject to sharper change as she 
alters the scale of output means that she gets into line 
with the world ratio of costs much more quickly, namely, 
approximately twice as quickly. Thus the smaller volume I 
of trade due to the less elastic conditions of our second ~ 
assumption limits the gain from trade far more than the \ 
improved ratio of interchange increases it. This springs-

a Compare the calculation on p. 27. 
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directly from the fact of the world being a bigger place 
;'than the particular country. 

J. S. Mill in his famous essay on The Laws of Inter
change between Nations, has guided subsequent writers 
along a wrong path by considering elaSticity with reference 
only to how it affects the ratio of interchange. l The more 
elastic the home supply the greater the volume of profit
able trade for the country. The importance of this 
easily outweighs the fact that the more elastic the supply 
the less favourable will the r~tiQ of international inter- j 

change be. A change in this ratio is always a bad indica- ! 
tion by itself of improvement or deterioration in the ' 
foreign trade position. 

Reflection unaided by numerical example may confirm 
the reader in his grasp of this principle. A country gains I 

by foreign trade if and when the traders find that there 
exists abroad a ratio of prices very different from that to 
which they are accustomed at home. They buy what to I 

them seems cheap and sell what to them seems dear. : 
The bigger the gap between what to them seem low 
points and high points, and the more important the 
articles affected, the greater will the gain from trade be. 
If a change in the scale of production of the home 
country very materially alters her cost of production, so as 
quickly to bring it into line with foreign prices, the gain 
from trade is on a small scale, and is more or less for
tuitous. But if when big changes are made in the scale 
of operations the comparative costs at home are altered 

1 His conclusions follow naturally from his postulate of 
two equipollent countries trading with each other. They 
would be relevant in an analysis of the effects of iu bilateral 
tariff reductions, but irrelevant in that of the effects of unilateral 
or multilateral reductions. 
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little, that means that the fundamental economic structure 
of the country is such as to provide a permanent and solid 
basis for gainful trade. In this case the cost structure ' 
ruling when foreign trade is opened is not a transitory 
product of a variety of special causes, but is representa
tive of the basic conditions of the country; and if thia~ 
structure differs widely from the world structure, the 
scene is set for profitable operations on a large scale. 

Turning to the conditions of supply abroad, we see 
that the lower the world cost gradient, the better for 
England, both because the lower the world gradient the 
greater the volume of profitable trade, and because the 
lower the world gradient the more favourable the ratio 
of interchange. Thus the country gains in two ways I 
from a low world cost gradient; but the condition of the: 
world cost gradient has a far smaller effect on the gain . 
from trade than that of the home cost gradient.1 

§ 8. Th, Gain from Trad" and DetrIIl1Id. The next point 
, to be considered in connection with Table VII is its 
_ .... relation to the question of Demand. It was assumed that 

in equilibrium there was the same total output of wheat 
and coal, the foreign increase of wheat production merely 
offsetting the Engl,ish _decrease, and the foreign decrease 
of coal offsetting the English increase. Changes in I 
demand were neglected. 

It should be observed, however, that there was a 
certain reasonableness in the assumption of no change in 
aggregate output. The cost of wheat rises in the world by 
one-tenth of its fall in England and the cost of coal falls 
by one-tenth of its rise in England. If initially the output 

I The reader may verify this by numerical examples for 
himself. 
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of each was ten times as great in the world as in England, 
as has been assumed throughout, and if the gradient ofl 
the demand for each is the same at home and abroad, the 
increase of demand for wheat at home should be equal 
to the fall abroad and the fall of demand for coal in 
England should be equal to its rise abroad. Thus the 

I assumption of Table VII that the aggregate output of 
each was unchanged is consonant with the simplest 
assumption about demand at home and abroad, namely, 
. that the gradient of each is in proportion to the size of 
the market. 

When demand is taken into account, it appears that the f 
volume of trade will exceed the volume of output trans- t 
ferred. The import of wheat will be equal to the reduc- • 
tion of the home output plus the increase of home·J 

demand. The export of coal will be equal to the reduction 
in foreign output plus the increase of foreign demand. -
This introduces a new factor in the estimation of gain 
from foreign trade. Some of the output of coal for foreign 
consumption is used to buy not the wheat which we no 
longer produce for ourselves but additional wheat which 
we could only have produced at a higher cost than :to 
Since the transfer of demand is voluntary the consumer'. 
surplus on the additional consumption of wheat must 
exceed that on the consumption of coal sacrificed. Thus' 
when demand is taken into account, the gain from I 

foreign trade is seen to be greater than at first appeared. \ 
The steeper the gradient of demand, the less the ~ 

volume of trade will be. If demand were absolutely i 
inelastic the volume of trade would be no greater than the ' 
volume of output transferred from one country to another •. 
The lower the gradient of demand, the more the volume , 
of trade will exceed the volume of output transferred, \ 
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t and the greater the quantum of trade on which the gain" 
, per unit i. realized. -. 
t Thus, as in the case of supply, 80 in the case of demand, 
,\the lower the gradient the greater the gain. It is true that 
the lower the gradient of the home demand, the less 
favourable will be the ratio of international interchange. 
But if the outer world is very much larger than the home 
country, this disadvantage may be shown, by like reason
ing to that used in the case of supply, to be small compared 
with the gain from the larger quantum of output 
exchanged. 

§''9. Foreign Trod, under Constant or Decreasing Costs. 
How does all this analysis apply, if the operation of the 
Law of Increasing Costs is no longer assumed 1 In the 
first place it may be observed that its ~peration is by no 
means confined to the extractive industries. Technic~ 
skill, specialized managerial ability, adequate supplies of 
raw materials in proximity, and of power, in fact all the 
circumstances which make one country more fitted than 
another to produce particular commodities, are usually 
limited in their abundance. Constant or decreasing costs 
may possibly prevail over a certain range of output i 
beyond it increasing costs are apt to supervene. 

It is proper here to "mention the class of costs, which 
'simulate but are not identical with increasing costs of 
production, that Mr. Robinson has called costs of: 
growth. 1 For purposes of this study the presence of I 
these costs may be regarded as involving increasing costs 

, of production; an industry subject to them may ulti
mately be able to increase its exports without limit i in v 

an ordinary long period, expansion is limited by the rising 

• Robinson, StfWhn'. oJ Competitiv.lndlUtT)', ch. VIII. 
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costs of growth; these like increasing costs proper 
serve to bring cost ratios in different countries to 
equality. 

If the English production of B is subject to decreasing 
costs over a long range, but the drastic result of the 
whole world production being concentrated in England 
is not achieved, increasing costs ultimately supervening, 
the arguments of the earlier paragraphs apply. England 
gets benefits analogous to those which accrue when her 
cost gradient is very low, and the average cost per unit 
of increments of the commodity exported, calculated in 
the manner described above, may actually be less than 
the cost per unit of the original output. The gain from 
trade to England would be correspondingly enhanced. 

If, however, constant and decreasing costs do persist 
indefinitely, so that the English ratio of A costs to B cosu 
is never brought to equality with the world ratio, the 
production of A in England will be abandoned altogether. 
The rule that the ratios of costs within and without must 
be equal will apply in the negative sense, that there will 
be no inequality, since there will be no ratio in England. 
England will satisfy all her demand for A by exchanging 
B for it, at whatever the world ratio is after trade has 
been opened. . 

The pre-trade world ratio was~ by hypothesis, more 
favourable to A than the pre-trade English. ratio. If 
England got A in exchange for B at no better rate than 
the pre-trade English rate, she would gain by the trade 
by the amount that her cost of producing B has fallen. 
A fortiori, if she gets A at the pre-trade world rate she 
will gain. If decreasing costs prevail outside as well as 
inside England, the rate after trade has opened will be 
still more favourable to A. If on the other hand increasing 
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costa prevail in the outer world. the rate will be some
what less favourable than the pre·trade world rate. It 
will be more favourable. the larger the rest of the world 
is compared with England. 

§ 10. A Multiplicity 0/ Commoditiellntroduced. In the 
real world there are more than two commodities entering 
into foreign trade. Inspection of A and B in isolation 
(Table III) 

Unit of A • 
Unit of B 

1rABLE III (re,peated) 

Cost 
in England. 

Coat 
Abroad. 

y 
2y 

suggested that England should export B in exchange for 
A. When other commodities are taken into account it 
appears that this may not be desirable. For instance: 

TABLE XIII 
Coat Coat 

in England. Abroad. 
Unit of A · . x Y 
Unit of B · x 2y 
Unit of C · x SY 
Unit ofD · x 6y 
Unit ofE · x lOY 
Unit of F . x ISY 

If these are all the commodities there are, it is certain. 
assuming that transport costs are not excessive, that 

D 
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England will export F and import A. That she will 
export B, as seemed likely when the veil was only drawn 
from two commodities, now seems extremely unlikely. 
Tho~gh England has an advantage in making B com
pared with A, she is at a disadvantage in B compared 
with C; D, E and F. Which, if any, of the commodities' 
E, D, C and B, England will export depends on the 
importance of each and on the gradients of the supply I 
and demand of each at home and abroad. All we can 
predict is that, if the maximum advantage of foreign trade 
is taken, the ratios in the two regions will be equal after 
trade has been opened and that this ratio will resemble the 
right-hand ratio of Table IX (I : 2 : 5 : 6 : 10: 15) more 
nearly than the left-hand ratio (I : 1 : 1 : 1 : 1 : I). It 
will resemble the right-hand more closely, the larger the 
outer worl,d is, compared with the home country. 

1 :.\; A II. Conclusions. ~e leading principle of this.; 
. :j ~hapter is that the gain from trade will be greater the 
~ more the ratios of the costs of production in England 

and abroad differ, when.England and the rest of the world 
are cut off from one another. Relative improvement of 
productive efficiency in the outer world at producing the 
goods which we import redounds therefore to our 
advantage; an improvement in making the goods which 
we export redounds to our disadvantage. 

(iif'The bigger the rest of the world is relatively to 
ourselves, the greater the gain from trade. A general 
improvement in productive efficiency all round in the 
outer world, or a growth of population, redounds tpere
fore to our advantage. 

(iii)/"Any reduction in transporting costs or in the 
difficulty of selling in foreign markets or in the difficulty 
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which a foreigner has in selling in our markets enlarges 
the possible sphere of gainful foreign trade. 

(it-} The lower the gradient of the demand and cost 
curves over the relevant range of output, the greater the 
gain from foreign trade.' 

These are the principal circumstances which determine 
whether and in what degree gainful foreign trade is 
possible. Our next question is-in what circumstances 
does the potentiality become an actuality 1 

I Trul il true unle.1 we approach the reat of the world in 
lize, when it become. advantageoul for III to have .teep COlt 
and demand gradient •• 



CHAPTER III 

POTENTIAL AND ACTUAL GAIN 

§ I. Two Problems. The last chapter was concerned with 
the fruits which can be reaped if the international 
division of labour is carried out on the right lines. It 
was an account of the direction which trade ought to 
take, or, what is the same thing, of the way in which! 
countries ought to dispose of their productive resources.' 

The question which naturally seems to arise in succes
sion to this is-do countries in fact tend to distribute 
their productive resources in this way and so gather in 
to the full the harvest which international division of 
labour is capable of yielding? ~tis_~he mechanism 
which_would allow them to do so ? 

The answer which the cl~,ica!. writers gave to these 
questions was simple. ',fiill advantage will in fact be 
itaken of the international ruvlSion of labour, if no artificial 
.obstacles are put to the free flow of trade, if producers .... 
land merchants are allowed and encouraged to sell where 
they can get the highest price and buy where they find 
the lowesn It will be necessary to examine the pre
suppositidii's on which this simple answer rests. ---
-- Meanwhile there is another problem with which the 
classical economics did not concern themselves. The 
question which interested them was-(what is the best 
way to distribute the employment of labour and other 

.p 
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productive services among different occupations ?) There 
is the further question-what arc the conditions in which 
these productive services will be fully employed? It is\ 
now generally recognized that the !!>lume as well as the \ _ 
nature of employment i~ the countrY -Is affected . by \ 
international conditions. Ut will be necessary to explore 
the relation of the volume of employment to the 
international situation) 

§\.Y." Three. Conditions necmary for Maximizing Gain by 
Trade. The present chapter is concerned with the first~ 
of these problems. It is convenient to confine the field 
of enquiry to the best employment of productive resources 
in anyone country. What is said of one country will 
apply to each and every country and, so, to the world as 
a whole consequentially. Attention is also confined to 
the production of goods which are capable of being 
exported and imported and will in future be called 
tradable.. gOQds. The distribution of employment 
betWeen tradable goods industries and other industries 
will be discussed subsequently. 

If complete freedom of trade is allowed the prices of 
tradable goods in th~ country will not stand above their 
prices at any point outside by more than the cost of 
transporting them from that point to the country and the 
cost of establishing contact between the foreign seller 
and the domestic buyer, nor stand below their prices 
outside by more than the cost of carrying out the opposite 

- operations. (this condition, consequent upon free trad e" '\ 
may be called, brie1ly, the equality of prices at home and· v 
abloa~, . 
(Jt should be observed that, while this conaition is 

consequent upon free trade~ free trade is not necessa.ry 
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to it) For instance, if the whole of foreign trade was 
concentrated in the hands of an Export and an Import 
Board, they could arrange that it proceeded on the right 
lines. They would have to push exports and allow 
imports on such a scale that the ratios between the 
home· costs of producing various commodities were 
equal to the ratios of the foreign offer prices on the 
frontier of competition wherever, in equilibrium, that 
frontier might be. On one respect this controlled 
system would allow greater latitude than the free trade 
system) The absolute level of prices at home might 
be higher or lower by any amount than the absolute 
level abroad, provided that equality in the ratios was 
secured. Unfortunately the proposers of this kind of 
control do not make it plain that this would be the basic 
principle guiding operations. 

If the free trade condition is realized the two following 
conditions require also to be realized to secure the best 
international division of labour from the point of view 
of the country : 

(j) The rewards charged by facton of production for 
services embodying a given degree of effort and skill 
must be the same in different occupations ; 

.(ii) Producers must be willing to push production of 
, their various wares to the point at which the money 
;costs of production are proportional to the prices which 
'they can obtain.1 If these two conditions are realized, 
the prices at which producen are willing to offer their 
various wares will be proportional to the real costs of 
production. If the free trade condition is also realized, 
the produ.ction of various wares will be pushed up to the 

I These two conditions really reduce to one, if producers 
(or reproducers) are regarded as one factor of production. 
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point at which the ratios of the real costs of production of ___ 
the various goods are equal to the ratios of the prices of 
the various goods in the world generally. 

()3ut we have seen that the best division of labour is 
secured if the ratios of the real costs of production ate the v 

same in different countries V This in tum will be secured 
if the producers in each country push production up to 
the point at which the real cost of production ratios are 
equal to the world price ratios. Things equal to the same 
thing are equal to one another. If the real cost ratiosr 
are in each country equal to the common price ratio, 
they will be equal to one another. And that is the 
condition for the best distribution of productive resources. -' 

It may -be observed that the prices of tradable goods 
in different countries are not, in the free trade conditions, 
absolutely equal, but may differ withip the limits imposed ......... 
by transporting and marketing costs. But precisely this 
difference between real cost ratios in the various countries 
was laid down in the foregoing chapter as being consistent 
with the best distribution of productive resources. 

The two subsidiary conditions for the best utilization 
of productive r~sources are general, apply over the 
whole field of ecOnomics and are not in any sense special 
to the resources which enter into foreign trade. The 
direct proportion between the marginal utility in enjoying 
and the marginal disutility in producing various commodi~ • 
ties, which in a -money economy is achieved by making, ...
price. correspond to cost of production, is the general 
condition for the best distribution of productive resources 
among various occupations. \Correspondence of price 

1
with real cost means that the factors of production are 
.getting the same reward in different fields; the consumer 
is paying them the same amount for their services whether 
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they are making, say, boots, or motor-cars i the marginal 
utility which the consumer is deriving from their services 
is the same in different fields i no gain can therefore be 
made by transferring their services from one field to 
another. But if the rewards are different in different 
fields, higher, perhaps, in the production of cars than in 
that of boots, that is a sign that the marginal utility 
derived from. a unit of service is higher in the case of 
cars than in that of boots, and that a gain could conse
quently be made by transferring some amount of service 
from the latter to the former until the rewards are 
reduced to equality. 

A trade can only raise its ratea of rewards above those 
of its neighbours by stinting the public of its services. 
Cannot it improve its relative position, it might be 
objected, by superior efficiency? Certainly. Managerial 
skill and other forms of special skill must be counted 
among the factors. In the ideal equilibrium a trade 
conducted with higher managerial skill should show 
higher profit to the manager than those conducted with 
less. What the principle demands is that trades con
ducted with equal efficiency should show equal profits 
and rates of pay generally, and it is a platitude to remark 
that in the real world this is often not so. Whenever 
;trades with equal efficiency show unequal rates of pay 

_ i the public would gain by an increase in the scale of 
i operations of one and a decrease in the other. If the 
rates of pay to all the factors are equal, the price, which 
is the sum total of the rewards to all the factors. must be 
pt;Vportional 10 cost. 

C,f.. failure to adjust resources in this way necessarily .,." 
means loss of national incom~ whether the commodities 
involved are those which enter' into international trade 
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or nor. There is, therefore, no need to labour this 
principle further. A nation may be devoting too much 
attention to her exports or to some particular line of 
exports, or too little ;(ihe test is whether wages and other 
rates of pay are below or above those prevalent elsewhere) 
When rewards in the unsheltered trades, as at the 
time of writing, are less than in the sheltered, it 
may be safely said that the amount of resources employe~ 
with the sheltered trades compared with that in th~ 
unsheltered is too small. At a time when productive;' 
resources are unemployed in all trades, it would be in
appropriate to speak of a transfer of resources employed 
in one field to employment in the other. What can be said 
is that it is desirable that a larger proportion of the 
unemployed resources should be absorbed by the sheltered 
trades. Unfortunately a larger proportion are attached to 
the unsheltered trades. This has been, no doubt, a cause 
of the inadequate employment in both spheres. 

§ 3. Fulfilmenl oj Comb·tions Abroad nol Essential. Since 
we are considering ,not the best distribution from the 
world point of view, but how any particular country 
can, taking the conditions in the outer world as given, best 
utilize her resources, the question of the conformity 
between the foreign cost structure and the world price· 
structure becomes irrelevant. (The best that a particular 
country can do for herself is to make her own price 
structure correspond to her own cost structure and to enter 
into such foreign trade as is consistent with that condition 
and with the prevailing world price structur9 In a 
general way she gains and loses nothing by disciepancies 
between the world price structure and the world cost 
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structure. That is the affair of the world; each foreign 
country will be better off the less her own discrepancy'
is. The home country is indirectly concerned only in 
this way, that, according to the second conclusion of 
Chapter II, anything which makes the world richer will 

') probably increase the benefits which she is in a position 
to derive from foreign trade. 

The home country, viewing the prospects of foreign 
trade, is like the scientist studying nature. He is con
cerned with phenomena, with the external world as it 
impinges on his senses; with changes of structure which 
can in principle have no effect on the world of experience, 
he has no concern. The trader's world of experience is 
the actual price structure of foreign countries. 

Consider the case of what is call Dumping, the habit 
of selling abroad below the c~f production. Any 
habit which causes violent fluctuations in the foreign 
price structure certainly does affect the home country 
adversely. Each and every country is concerned to 
prevent situations in which producers find it profitable 
to make big changes in their selling yrices, which have 
no relation to the long period tr~nd. (,But in so far as "tfte 
Dumping is a permanent habit, the home country can 
regard a sustained offer ot goods by foreigners at prices 
below the cost of production, precisely as if the low price 

.• were due to low cost) The low price has the same effect 
on her whether the cause be low cost or policy. 

(
If the Dumping has the effect of making the foreign 

price structure less like her own insulated cost structure, 
\t is advantageous to her, if more like, disadvantageous. 
Roughly, the Dumping of goods upon her is likely to be 
advantageous, in that it enlarges the sphere of gainful 

&-foreign trade, while the Dumping of goods by competitors 
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in her export markets is likely to be disadvantageous. 
Similarly, with regard to the products of foreign .. sweated 
labour." 

Foreign bounties or Protection have analogous effects. 
Protection to a particular commodity, while raising', 
its price in the protected area, tends to make its open i 
market world price fall. The goods which the output 
of the industries fostered by the foreign country dis
place have to find a market elsewhere or general produc
tion outside the protected area must be reduced. Both 
will probably happen. If this occurs in a commodity 
which the home country normally imports, she will gain, 
if in one which she normally exports, she wjU lose. 

§ 4. Failur, 0/ Conditions: (af wnm Industria QT, 
G,orDing or DeclitWij.-viiC trade in conjunction with the 
two subsidiary conditions ~es the best distribution 
of productive resources. '.In the fonowing paragraphs 
something is said of the general circumstances likely· 
to distrub the subsidiary conditions) 

'(i) Inequality of rewards in different occupations is 
a symptom that the transfer of productive resources 
from one trade to another is desirable. This may be 
due to a variety of reasons. a change in the wol'ld 
price structure, in the home demand, or in the 
technical efficiency of industries. The first sign that 
the transfer is desirable is a rise in the profits of the 
industry to which the transfer should be made or 
a depression in the profits of those from which it ,should 
be made; or both. The reward to the entrepreneurs ~ 
the two fields thus becomes unequal. This is 'necessary 
in a system of individualism to encourage entrepreneurs 
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in one field and to discourage them in another. The 
greater the temporary disparity between profits, the 
more rapid is likely to be the transfer of attention from 
one field to the other. 

It is sometimes thought that, owing to the sluggishness 
and conservatism of human nature, the natural incentive 
to shift is insufficient to make the shift occur as quickly as 
it is desirable that it should. tehis might be a reason for 
increasing the incentive artificially by giving bounties 
or Protection to the prosperous indusiry""S (1t constitutes 
a part of the argument for protecting InYan)- Industry, an 
argument directly opposed to the recent British policy 
of safeguarding, which sought to give artificial support 
to inqustries in a state of natural decline,} The policy:; v 
here suggested is to foster the strong in order to accelerate)j 
their growth and squeeze out the weak more rapidly. 

Against this it may be urged that there is danger in 
such a policy, since time is required to show whether the 
change in circumstances which engendered the prosperity 
is 1:0 be permanent. ~ reckless transfer of resources to 
and fro would be wasteful. The tardiness of entre
preneurs may not bi more than pbldent caution requires. 
It should also be r~~~mbered that profit derived from 
the use of exi~i!lg plant is sheer gain and that, so long as 
liquid t:.6ources llsed in conjunction with the plant are 
-rning their proper rate of reward, the plant should 

. continue to be exploited. The low rate of profit is 
naturally a grievance to the owners of the plant. (Nothing 
should be done to assist these owners, since their plight 
is part of the mechanism by which production is 
transferred to the right industries in an individualist 
system) 

Whife profits are high in one field and low in another. 
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pressure may be brought to bear and 
salaries, by the wage-eamera in ~on case.and· y the 
entrepreneur. in the other. If this i carrjed ou a dis':": 
crepancy between comparative real t. and ~ arative 
price. arises, the money costs in t e prosper s field 
arc higher and in the depressed field ower itr pr ortion· 
to the cost in terms of the amount of th~ (a rs Q('~ 
production used. (While thi~ dispari ex~"k .. t ~~ak 
trade is artificially fostere<9 and ~loweb . to drag out its 
declining career fonger than ~, otherwise would. This 
discrepancy represents a further failure to make an 
immediate transfer of productive resources to their most 
profitable point of operation. Of low wages are in the 
export trades, unprofitable' foreIgn trade is being main
tained in the wake of opportunities of profit now vanished, 
if in the internal trades, insufficient advanta~e is being 
taken of the opportunities in the foreign fielgl 

The shifting of rates may be due to the prevalence of 
a good level of employment in the prosperous field and of 
unemployment in the depressed one. If there is "all 

actual shortage of hands in the good fi~!d the shift may be 
de,irable as being the' dnly method' of stimulating the 
transfer of workmen. . It is analogous to the shift in 
comparative profits. 

It might be urged that even in these circumstances the 
shift in rates is a sign of undesirable sluggishness on the . 
part of the wage-earners, on the ground that the mere
offer of employment in the improving field should be 
enough to attract the unemployed from the depressed 
occupation. But a change of occupation has its sacrifices 
and, if that is so, it is not desirable to make the change ., 
unless there is an increment of income to compensate 
for those sacrifices. If in these circumstances a shift in 
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wage rates is necessary to induce the change, while the 
discre}ancy lasts thd nation is losing in production, since 
the hilh price asked by the prosperous trade to cover 
high wges is unduly restricting the home or foreign 
dernaDi ,for its wares, and the low price which the 
c4:prese~ trade is able to ask unduly expands the demand 

, -"Jo~: its! but this !bss is offset by the saving of sacrifice 
in th(h~ a,}~me and painful process of transfer, which, 
it maybe, can be Conducted with a smaller aggregate of 
disutility in leisure than in haste. 

A discrepancy of wage rates when there is unemploy
ment in both fields seems less easy to justify. It is only 
justifiable at all in so far as it stimulates transfer. But a 
relatively high wage rate in· the prosp~rous field, com
bined with some measure of unemployment, is hardly 
likely to act as a strong stimulus. A relatively high rate 
of reward for any factor 1n an occupation is justified so ~ 
long as there is a shortage of the factor there, both as a 
necessary check to the demand for the commodity and 
an attraction inducing more of the factor to come from 
elsewhere. But, if th;re is unemployment in that field in 
addition to that due to normal s~asonal fluctuation or the -
shifting of employment between various firms, the higher 
rate is probably objectionable.. ~ 

Broadly, in the'world at lb'ge, there has for some time 
been, and will continue to be.('rl shift away from agricul
'tur!] The reason for this is, as Mr. Loveday has so well 
shown, l that as people grow rich they spend a. smaller . 
proportion of their income on food. The capacity of the 
stomach is limited. The amount of food consumed 
continues to increase, but it increases at a lower rate 
than that of other commodities. If the ~irth rate among 

I Britain and World Trade, passim. 
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agriculturists il,not lower than the average, men must be 
continually dragged out of agriculture iilto other occupa,
tionl. This has been to lome 'extent o~set in tho past 
by the slower rate at which productive efficiency in 
agriculture has increase'd, but with modern methods thie 
increase will be speeded up~ {Consequently there has 
been a tendency for agricultural wages, at least in .the 
old countries, to stand permanently below those of 
manufacturing industr))-for the shift over is a continuous' 
one. (Thus agriculture is permanently stimulated to 
produce more than its correct output, by the compar
ative bounty to it provided by the low wages prevalent in 
i!) There is thus '.,prima fa,c~ case for giving some com
pensating artificial stimulus ig.manufacturing industry in\~, 
general, especially in countries which are not already en
cumbered by an intense rnaIl'\facturing development. 
In countries which are, it is1lfelieved, reasonably or 
unreasonably, that it is desirable to keep a certain pro
portion of the population on the land and that this out
weighs the gain which would be derived from further 
industrialization. • 

If the shift away from agriculture required for the 
proper distribution of prod~ctive resources in the world 
becomes larger, t!1e discrepancy between rewards in 
agriculture and tliose elsewhl!te will increase also. In 
the upward phase of the trade cycle secular movements 
of decline are usually lost sight o~.whi1e they are accen-: '. 
tuated in ~e downward phase. U\ crisis in agriculture . 
and a coDapse in agricultural prices may be expectpd
to be regular features of the downward phase of the tratle 
cycle in future, unless some other means be found for 
securing a quicker. shift over in productive resources, or 
the trade cycle be tliminated) 
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The production of raw m.aterials is likely to have a 
similar fate. Increased wealth not only involves an 
increase in the bulk of raw materials used but also an 
increase in the degree to which they are worked up. 
This in tum means that a larger proportion of mankind 
will be needed for the finishing processes. Technical 
improvements in the utilization of raw materials may lead 
in the same direction. The production of consumable 
necessities may yield to that of quasi-luxuries. Within 
the sphere of quasi-luxuries there will be much more 
shifting about of demand than in the old more indigent 
days. The last-mentioned type of shift, however, is 
different from the others we are discussing, since its 
consequences are transitory .and irregular. The shifts 
from one broad class, such as foodstuffs or raw materials, 
to another are enduring and likely to set up permanent 
discrepancies between rates of pay in different occupa
tions. These discrepancies, which, for short, we may 
call wage discrepancies, have an appropriate effect in 
stimulating the transfer of labour and an inappropriate 
effect in limiting the transfer of enterprise. Whether 
they should be encouraged or discouraged depends on 
the circumstances of the case, on how necessary and 
effective they are in the matter of producing the movement 
of labour. In so far as they are judged necessary there is a 
case for giving an offsetting artificial inducement to the 
producers who are engaged in the growing branches of 
industry, and for giving an additional squeeze to those who 
are being squeezed out by the natural progress of events. 

§ S. Pailure of Conditions: (bf Monopoly. (ii) Prices 
may fall oT a({justment to comparative real costs, because 

(the factors have opportunities for organizing themselves 
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better in one occupation than another, and 80 {or securing 
better ratea of rewarf;\} Discrepancies arising {or this 
reason are wholly injurious, in that they deflect the 
employment of productive resources from the right 
channels. 

(iii) Pricea may also fail of adjustment to comparative 
real costs, because the monopolistic or quasi-monopolistic 
character of a certain industry enables the employers to 
hold prices above costs. This circumstance may not be 
unconnected with the disparities in wage rates mentioned 
in paragraph (ii) above, the men being able to stand out for 
higher rates in the quasi-monopolistic trades. Classical' 
writers on economics were.!d the habit, when discussing or 

monopoly, of dismissing it as an exceptional phenomenon. 
This attitude is out of date for two reasons, first because 
of the great growth in rece~. year~ of monopolistic 
combinations of various kinds, whether mergers, trusts, 
cartels or gentlemen's agreements, and secondly because 
the theoretic analysis of monopoly and competition has 
revealed that both monopoly and competition are limiting 
concepts, abstractions, relating to conditions not always .,/' 
realized in practice, and that most industries work in 
conditions which are an admixture of those represented 
by the two conc:epts. Thus a large sphere which the 
classical writers thought of as competitive is in fact only 
so in \ partial sense. 

The ideal of competition tends to be realized in the 
case of completely standardized commodities in which 
the market is fully organized and the individual producers 
many and unorganized. In this case an individual throws 
his produce on the market in the confident expectation 
that he will get the ruling price for it and that his contri
bution will not have a discernible effect on that .price. 

a 
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It is in his interest to push his production up to the point 
at which its cost is equal to the prevailing price. 

T[Ile m.onopoly, on the other hand, is realized when a 
. single firm, by the possession of a state grant or patent, or 
of the whole of the available supplies of a limited natural 
product, or in virtue of its immense size and commen
surate resources, which enable it easily to buy off any 
competitor who is not prepared to operate on a similar 
scale, has absolute control over the whole market. Such 
a firm pushes its production not to the point at which its 
cost is equal to the price, but only to the point at which its 
cost rs equal to the increment of receipts due to the 
marginal product.1 The price exceeds the increment of 
receipts in the case of the monopolist, for, since he i. the 
sole supplier, a discernible increase of his output has a 
discernible effect on the market price. It will depress 
the market price by an amount which depends on the 
elasticity of demand. But this depression in the price 
affects the whole of the rest of his output. By increasing 
his supply he has spoilt his own market. The increment 
of receipts due to this extra output is not the price of 
this increment of output at the new price level, but the 
price of this less the difference between the price at which 
he used to sell the rest of his output and the price at 
which 'he now has to sell it. He will not produce. this 
extra output u~ess the increment of receipts, 80 measured, 

1 For ind\JStries subject to decreasing costs, marginal cost 
must be substituted for cost in this sentence; total cost per 
unit will be somewhat higher than marginal cost, but it will 
still stand below the price, if the quasi-monopoly allow, 
abnormally high profit to be made. (Total cost per unit, or, 
as more briefly expressed in the text throughout, cost, is taken 
to include a normal rate of profit for the entrepreneur.) 
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which is due to it, cover. the cost of making it. The price 
exceeds the increment of receipts and consequently cost 
the more, the less elastic the demand. The monopolist 
i. alway. limited in his attempt to mulct the consumer by 
the elasticity of demand. Happily the demand for most 
commodities has a considerable degree of elasticity owing 
to the availability of substitutes. Traffic may desert the 
railways and take to the roads; electricity may be use~ 
ill:Stead of gas, etc. 
(few producers have an absolute monopoly i I but Jess 

producers than used to be supposed work in conditions 
of ideal competitio~ Any condition in which a :pro
ducer cannot increase sales without making a price 
concession implies partial monopoly. This may arise in 
two ways, either by adhesion to an agreement among the 
producers, or because the market is not completely 
organized or the product not standardized. 

In both these cases price will stand above the increment 
of receipts due to an increment of output. But the 
cost will be equated, so far as the producer's knowledge of 
his own cost and market conditions enables him to equate 
it, to the increment of receipts. I Consequently the price 
will stand above the cost of production. Producers will 
often fail to act in their true interest, but we may assume 
that their efforts to do so will lead to an even distri6ution 
of their errors around the point of their trqe interest, and 
the principle that the cost shall be equal to the increment 
of receipts. if not verified in the case of each individual, 
may be accepted as a statistical Jaw. 

Under this head the discrepancy .between price and 
cost will be greater, the more important the element of 

I For the modification required in this proposition in tho 
case of decreasing cost industries. WI. p. 56. footnote. 
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goodwill, the more specialized and individual the product 
and the less organized the market. The greater the 
discrepancy, the more output will fall below the level 
required if productive resources are to be distributed 
in the right way. 

Whether anything can be done to whip these partial 
monopolists into greater activity in an individualist 
economy is a question difficult to answer. 

§ 6. Summary. To resume the main thread of argument. 
In Chapter II it was laid down that, to gain full advantage 
of international division of labour real cost ratios 
must be the same in all countries. In the present 
chapter it has been argued that the most any particular 
country can do is to make her real cost ratios correspond 
to world price ratios. 

This correspondence will be effected if three conditions 
are realized . 

.: (i) The price ratios must be the same inside as outside 
the national frontiers (the Free Trade condition). 
~. (ii) Rewards to factors must be the same in different 
occupations . 

.J (iii) Producers must be prepared to sell their ware. 
at prices proportional to the money costa of production. 

Something has been said of the general circumstances 
which are likely to cause a failure of the second and 
third conditions. 



CHAPTER IV 

/ COMPARATIVE PRICE LEVELS 

§ I. A Classification oj Goods. In Chapter III two 
questions were put.· One. dear to the heart of classical 
economists. was, what is the best distribution of a 
nation'. ~roductive resources among different occupa
tions? (fhe other was, what are the circumstances in 
which a nation will be able to make full use of her 
productive resources 0 Before the second question can 
be answered some consideration must be given to the 

frelation of national price levels to each other. For the 
. purpose of this study it is convenient to make a three
fold classification of goods. The division sketched out 
below has, like all such divisions, an arbitrary element~ 
Many similar divisions might be made. In the attempt to 
analyse a highly complex phenomenon some arbitrary 
simplification is inevitable. 

A. "The first division of goods, called briefly A goods 
hereafter. are th~p!~ goo~ of homogeneous Character 
and capable of entering into foreign trade. This class 
consists in the main of raw materials and foodstuffs. The 
rates at which such goods exchange for each other are, 
with due allowance for the costs of transport, common 
throughout the world. t:;ol~ is such a commodity. If 
we take price to be the exchange value measured in terms 

59 
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of gold, these goods have a~ingle international price. 
level. The prices of silver, copper, com of specific 

I quality, rubber, tea, etc., are telegraphed from market to 
\ market and, if the price of an ounce of silver in 

London differs from its price in New York by more 
than the cost of transporting that ounce one way plus that 
of transporting its price in gold the other, that difference 
is at once corrected by an arbitrage operation. If the 
price of silver is higher in London, it is simultaneously 
offered for sale in London and purchased in equal 
quantity; in New York, until its price is brought to an 
equality in the two centres. The same is true of all 
staple goods for which an organized market exists in the 
important commercial centres throughout the world. 

The conditions of perfect competition referred to on 

!PP' 55-56, have, on the whole, tended to prevail in the 
production of A goods. But deliberate attempts at the 
control of output by producers' agreements have recently 
been made in a large number of cases • 

.JL When much labour is embodied in the working 
up of raw materials into a ~ished or half-finished 
condition, the resulting commodities are apt to be some
what speci~d jJl character, differing in quality and 
detail of design according to the place in which the 
manufacturing process is carried out. These_differences 
dest,roy the unity of the world market. English electrical 
apparatUs -designed-for a certain purpose may be different 
in various particulars from German electrical apparatus 
designed for the same purpose. Consequently machinery 
for organizing a single world price for such apparatus 
cannot come into play. Each type of product has its own. 
Eti.~. ~e difference betweensuch-pricesiJoften 
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greater than the qualitative differences of the products 
might be expected to justify.' An organized market 
establishes an impenonal corttact between those who 
have a demand for and those who have a supply of the 
commodity there dealt in. In the absence of such a 
market. the cO~~CJlf a more. personal kind. &.ood
will is established between buyer and seller. ~.a.!'_l!eJs .of 
~<!~ . becom~ stereotyped. habits are formed and the 
substitution of German goods for similar English goods 
can only be secured by a bigger price differential than that 
corresponding to the difference in the utility of the-.goods. 

To this category of goods many services alsa-belong. 
Ins\lnnce orthewue-ot"1ecuritiesougnt.it might be 
thought. to be susceptible of international standardization. 
But many differences in the detail of na!!o~ law and 
custQlIureep in. to distinguish the quality of the services 
offered at various commercial centres.; In consequence of 
this firms can establish relations of goodwill with I their 
clients. habits are formed. and an in~ernatiO!lal Wlitt .of . 
~ket i~MU~~ved. ~ 

> Some goods and services are by their nature 
i!!capable of entering into intemation~t ~4~. Such are 
houses. fixed plant, railway services. public utility 
serVices. and domestic semces; these cannot be moved 
from their location. 

~ctail£Orulunust in general be re~4 as.~ 
of A (or B) and C goods. This fact has important 
implications, as will subsequently appear. The price . 
of coal to the domestic consumer is, it is well known, very 
much higher than its price at the pit-head. The prices 
of all goods in the shop window stand well above the 
prices at which those goods are discharged from the 
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factory. The difference is due to the many services 
which have to be performed in transporting the goods and 
making them available for the retail purchaser's selection. 
If the goods were to be exported, such services would be 
irrelevant. When the goods reach the shop window they 
must be regarded as embodying a purely domestic (C) 
element; they would only be capable of being exported 
at a value far below that which they are now expected 
to have attained; they have been metamorphosed from 
tradable into non-tradable goods. 
\_ There is Il:o}nternational price level for Class C goods. 
JI'he price levels of these goods in different countries are 
; related to each other only through the relation of each to 
; the A and B goods. 

We have then before us the following problems: 
(i) What determines the international price level, that' 

is, the common world price level of A goods ? 
(ii) What determines each national price level of C 

goods? 
(iii) B goods stand in an intermediate position. There 

{ is some tendency towards a common international price 
I level. But complete uniformity is seldom achieved and 
I for long periods there may be considerable differences 

between the prices of similar B goods of different national 
origin. • 

The discussion of this chapter p!,esEP'p()seL some 
common world monetary standard, such as gold. The 
compliCationS which arise when various countries have 
independent standards must be postponed. until the 
monetary mechanism has been explored. 

§ 2. The Price Level of International Goods. The 
traditional treatment of monetarY theory is not wholly 
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satisfactory for the study of international trade. This 
treatment use. the concept of a general price level, which 
is the reciprocal of the value of gold. The general price 
level can thus be shown to depend on the demand and
supply of gold, which in tum depends, when allowance! 
has been made for its industrial uses, on the quantity : 
of valuables it has to be exchanged against, on the rapidity 
~ith which it is turned over, and on its quantity. The 
equation embodying this truth, which is known as the 
quantity-thCOlI ~~m~!ley,_~ay then be set out. _ 

The validity of thIS -theory cannot be shaken; but its 
employment is not of great service in the elucid&tion of 
the problem before us. If it is applied on a world scaler 
it determines, not..!l!~Jl1temationat price Jevel, that is, 
the average of the prices of A goods which have a common 
international price, but the 'feral ,world price level, 
which must incJudethe prices 0 au valllables exchanged 
lind, in particular, of samples of B and C goods from aU. 
nations. The quantity equation applied on a world scale 
does .not bring out the relation· of the international 
price level to the national price levels.1 

. The international price level does depend partly on the 
relation of the quantity of gold and its efficiency in use 
to the world output of goods. But it also -depends on the 
relation of the demand and supply of world goods to the 
aggregate demand and supply of all-national (C) and 
quasi-national (B) goods. It is sometimes rashly assume~ 
that, if the production of gold were sufficient to kee 
pace with the increase in the world production of goods 
the international price level would remain steady. Bu 

• For the variety of different price levels and the equations 
appropriate to each, aee J. M. Keynes. Treatis, 011 Morcey, 
ths. IV-VI 

fl· I] . 
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pus would not occur if the value of these goods happened 
.to decline, as it probably will over a long period, for 
reasons stated in Chapter III, relatively to a sample of 
all national goods. Even if the production of gold were 
sufficient, which it probably will not be, to keep pace with 
the increased world production of goods, the international 
price level would probably fall. This, conjoined with a 
rise of other price levels, might be accepted as a necessary , 
evil, but its incidence on the burden of international debts -

:should be noticed. Since these can only be paid in 
international and quasi-international (B) goods, 1 the 
burden of international debts, payable with relatively 
depreciating assets, must increase, even if the general 
value of the gold in which they are expressed were held 
stable.-

. t The unity of the international price level is disturbed 
/by transport costs and broken by tariffs. In the case of A 
goods, a traveller leaving a centre of output will 8!lcend a 
slope of rising prices until he reaches the watershed which 
bounds the area supplied by a neighbouring centre. The 
level at the various centres is not necessarily the same. 

{ine price at each centre plus the cost of transe,.0rt to the 
watershed dividing them, must be the sam«1 If the 
gradient of the ground (i.e. the c~st of transport per 
mile) is the same on either side of the watershed, the 
price will be lower at whichever of the centres is further 

I Also called above quasi-national ·goods. These terms are 
clearly interchangeable. 

S The real burden will not increase if the reason for the 
relative fall of A goods is a relative increase of efficiency in 
producing them; but it will increase in 80 far 88 the fall is due 
to the sluggishness of factors in transferring themselves to the 
production of goods for which there is a relative rise in demand •• 
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(tOm the watenhed. ,Generally prices will tend to be 
low near the large centres o( supply. But quite smaIl 
centre. may reach very low levels if the gradient in the 
neigflbourhood is steep. Small centres may also be found 
at very high levels. The 4emand may be thought of as 
being drained into the centres of supply. lakes whose 
sizes depend on the amount of the demand which they 
satisfy. 

Ta.riff!...are dams iIDpedUlg...th~~w ,of demand out
wmiLJrom ~~~~rca (but not impeding the flow. if 
there be one. in the contrary direction). If 80xqe of.the 
demand flows out over the dam. the price inside will 
exceed that outside by the amount of the tariff. If. 
however. the tariff is completely obstructive. the pri~ 
inside may stand anywhere between the 'price outside 
plus the tariff and the price outside. The price imme
diately inside the dam cannot faU below the price 
immediately outside it. for it does not obstruct the 
inward flow of demand. 

§ 3. Th, Pric, LnJel of Qutui-Intemational Goods. A 
traveller exploring the price level of B goods finds 
somewhat different scenery. In the first place the ground 
is rougher, partly. because tariffs are more numerous and 
higher. but also because-ilie--market, is incompleteJy 
organized and the cost oJ. safesmiiiSLip is heavier. 
Different prices for very similar ~ may be found in . 
close geographical proximity. if trade is running in old 
channels'.' The margin of a centre's market may not be 
the most distant part of it. One feature may strike him 
particularly. 'In the case of A goods he found that, as he 
approache~ a centr~ prices fell to a minimum in its 
immediate vicini~..: \In the case of B goods he may find 
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an opposite phenomenonfprices rising as he approaches 
the centre of supply) He is then in the presence of the 
notorious and undtily maligned practice of ~lJmping. 
The centre of supply will in this case prove to consist, 
not of a large number of independent competitors, but of 
a single firm or group of firms with a tacit or expressed 
agreement to exploit the market to the best of their 
advantage. (.They can charge a higher price near the ."I 
centre of their area because that is most distant from the 
rival centreu In pure competition it is only to consumers 
in close proximity to the watershed that it is nearly a 
matter of indifference which centre they draw their 
supplies from; to those much nearer one centre than 
another it is a great advantage to draw from their own 
centre. The monopolist or quasi-monopolist exploits 
this -advantage and extracts a higher price from his 
immediate neighbours than he gets from those on the 
periphery. 

Q-'or this reason a country which exports more B goods 
than she imports is likely to have a higher general price '. 
level than the country which imports more B goods than 
she exports) For, since we may suppose such a country to 
import more A goods than she exports, the price level of 
the A goods will probably be higher than that of the 
country in the opposite position; to cover the higher cost 
of transport of the A goodS; the price level of her B goods, 
on the other hand"will not be proportionately lower and 
may not be lowe( at all. 

From the ,pature of the contours the traveller may get 
some glimpse of the future. If high and low priced B 
goods of similar quality are selling side by side. the high 
priced i:entre is only maintaining its position by a good
will, that is bound to wear down with time. The area 
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controlled by the centre supplying the high priced B gooda 
is probably subject to a long period recession. 

Another rough generalization may be made about the 
B goods price level •. In a period of falling world demand I 
and a falling general price level, the production of goods/ 
will tend to be cut down. Suppose that there is nOl 
general fall in the reward to factors of production. In 
the case of A goods the law of increasing costs comes into 
play and the lower world prices are met by a restriction 
of production which reduces their real cost. B goods are) 
more generally subject to the law of decreasing costs 
over a wide range on the productive side. A restriction I 
of output may have no tendency to reduce real costs. 
It will therefore have to be pushed further if the new 
price is to cover the cost. If there is no reduction in 
rewards, the price of B goods will be sustained and the 
faU in demand will have to be met by a sufficient restric
tion of output. The A industries will complain chiefly 
of over production and low prices in the slump, while the 
B industries will complain of excess capacity and unem
ployment; output will be more sharply restricted in the 
latter and the price level better sustained. 

§ 4. Th, Pric, LnJeu of Domestic Goods. It is now 
necessary to approach the problem of the relation of the 
national price levels of C goods to the international price 
level of A goods. The class of £_goods as originally 
defined includes the ~e~ capita\ of the country. The 
following remarks do not apply to the price of existing 
capital equipment, but only to that of new equipment 
(of kinds that cannot be exported) as well as to all C 
senices such as transportation, retailing, catering, public 
utility services, etc. 
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1 Any two countries will tend to have the same price of 
! C goods if the three following conditions are fulfilled. 
If these conditions fail, the price level of C goods will be 
unequal in the two countries. 

It should be remembered that the goods falling into this 
class differ according to the tastes and habits of different 
countries, and difficulties of detail arise in any attempt 
to measure the price levels against each other. This 
analysis only aims at a broad result. 

:-- . {i) The r~, . .Q(~eefli~e~cy in producing C goods 
to that in producing A goods must be the same in the 
two countries. 

(ii) The rew~ds_ to factors of production must either 
be ~he same in A industries as they are in C industries 
in each country, or the ratio of the rewards in A industries 
to those in C industries must be the same in both coun
tries. (The former of these alternatives is a special case 
of the latter.) 

(iii) The average excess of price over money cost, if 
any (this being due to monopolistic or quasi-monopolistic 
conditions among producers), in respect of C goods must 
bear the same relation to the excess of price over money 
cost, if any, in respect of A goods in both countries. 

With regard to the first condition, it may be observed 
that great differences between national levels of efficiency 
are usually due either to differences in natural resources 
pr to difference in the degree to which scientific knowledge 
'and capital have been applied to manufacturing processes. 
Both these differences affect the production of A and B 
goods. . On the side of retailing, transport and domestic 
service it is doubtful if differences in efficiency occur on 
so great a scale. Since gold rewards are proportional to 
efficiency in the output of tradable goods, highly 
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efficient countries may find the gold cost of providing 
their C services, in which proportional economies cannot 
be made, higher than that in the less efficient countries. 
It may be expected, therefore, that the price level of C , 
goods will be higher in the more efficient countries. t 
E~rience confirms this theoretic conclusion. 

Ql1e cost of livin~is compounded of the prices of ~ 
B and C goods~ e efficient. countries will therefore 
tend to have a trig cost of livin~ 

If the second condition is not fulfilled and rewards in 
the $bdter~ industries exceed those in the unsheltered 
in""dustries by-U;ore iQ-one country than another, the 
output of the sheltered industries will, ceteris paribus, be 
more highly priced in the former country. 

The popular idea that in times of change there will 
be greater pressure to adjust rewards to factors in the 
unsheltered (A and B) industries than in the sheltered (C) 
industries is well founded. Whereas a period of slumP' 
involves some contraction in the demand for C goods 
and therefore some pressure to reduce rewards, a fall in \ 
the world price level of A and B goods may leave a country, .' 
whose rewards remain stationary, high and dry, in the 
sense that none of its A and B products could be marketed 
at all if costs had to be covered at the old levd of rewards. 

While the tendency to equality of the price levels of A 
goods and, within. broader limits, of B goods in different 
countries is indisputable, it cannot be said that there is 
such a tendency in respect of goods in general. On the 
contrary, a general equality of prices in which C goods
and all retail goods have an important C dement-are 
included would only be realized in special and unlikely 
circumstances. 

If countries have, as has been assumed hitherto, a 
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common monetary standard, such as gold, prices may be 
compared directly. If there is no common standard, 
prices in each country are expressed in terms of different 
national units and must be measured against those in 
other countries by reference to the rates at which the 
national currencies exchange with each other. 

Whatever the rates of exchange ruling, the prices of A 
goods, so measured, will not vary outside the limits 
imposed by the costs of tran.syort and tariffs. 

I
· If countries have no common monetary standard, 
fluctuations may occur in the rates at which their cur

: rencies exchange against each other. Some of these 
fluctuations may be caused by transient day-to-day 
conditions. An attempt has been made to distinguish 
such fluctuations from those due to the normal trend by 
reference to comparative national price levels. This 
attempt is known as the Theory of Purchasing Power 
Parity. (It is asserted that the rate at which currencies 
exchange against each other should normally be that rate 
which causes each when converted into the other to 
purchase the same quantity of goods in the land of the 
currency in~ which it has been converted as it purchases 
at home\ '-That the purchasing power may diverge 
within tti'e limits imposed by the cost of transport and 
tariffs is recognized) 

If attention is confined to A goods, it is clear that 
currencies converted at the ruling rates of exchange will 
purchase the same quantity of these, whatever the rate 
of exchange. For as quotations are telegraphed from 
centre to centre, each centre calculates the rate at which it 
will quote for A goods by taking the rates, at which the 
currencies of each centre exchange, into account. In 
each country A commodity prices are purely the effect 
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of the foreign exchange rate and cannot be used to deter .. 
mine what that rate of exchange should normally be. 

<SVhen C goods are taken into account the Theory of 
Purchasing Power Parity is no longer true) For C goods 
arc not expected to have the same prices in different 
countries, except in the unusual case in which the three 
conditions referred to above are fulfilled. If the degree 
of failure of actual conditions to correspond to those 
postulated were known and C:9Jlld be accurately measured, 
it would be possible to deduce the normal rate of foreigJ!. 
exchange from the actual prices of C goods. The normal 
rate of exchange must correspond to purchasing power 
parity after the failure of these conditions to be realized 
has been taken into account. If a simultaneous shift 
occurs both in the normal rate of exchange and in the 
degree of failure of these conditions to be realized, whether 
the latter shift is necessarily cause and the former effect. 
or whether the rOles may be reversed. we are not yet in a 
position to consider. We can only do 80 after a study of 
the monetary system. 

§ 5. Tk, Pric, LefJeu oj Foetors oj Production. <Eactors 
of production are like C good~ that there is DO tendenq 
to~a common intemaUoJlalpricuoo Uniformity 
of price level is brought about by the free flow of demand 
from a high to a low level and the flow of goods in the 
opposite direction. Some of the factors are cot!!.I::~le~ly 
immobile, between nations, others have a very limited 
degree of mobility. M~~~and, rai!ways and fixed 
equ~ment cannot be moved at aU. ~ere is some 
international flow .. oUabour. but a verx.!mall one relatively 
to the large wage differences which exiSt:-Migiation is 
impeded by the cost of movement, by the many sacrifices 

• 
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which the severance of home ties and the abandonment 
of well-tried habits of life involve and, especially in 
recent times, by severe national restrictions on immigra
tion. (South America is the only important region of 
the world which can be said to welcome immigrants) The 
movement of scientific knowledge, business ability, and 
industrial skill is also extremely slow and sticky. (fue 
capital Jlloves_~omewhat..more..ea&il~ Foreign invest
ment in fixed interest securities is restricted by the 
possibility that the lending or borrowing country may 
depart from the gold standard, and by the investor', 
ignorance of the chances of default owing to political or 
economic distrubances in the borrowing country. Other 
forms of foreign investment are also restricted by the 
investor's ignorance of the true prospect of the success 
of enterprises in distant lands. Int~rnational movement 
of free capital on a large scale does nevertheless occur. 

Classif81 writers made the immobility of factors of 
procfuction the basis of the division between their treat
ment of pational and that of international trade. Within 
the country it was assumed that rewards to factors in 
different employments might legitimately be regarded as 
tending to equality. As between different countries this 
is not even an approximation to the truth.1 In a closed 
national system the proper distribution of productive 
resources among occupations is that which makes the 
output in each have equi-marginal utility. To secure 
equi-marginal utility of output in the world as a whole, 
the factors of production would have to be moved from 
one nation to another on a vast scale. The output of 
productive resources in the U.S.A. or England has 
exceeded and will long continue to exceed the output in 

I Cf. cb. I. sec. 3. 
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Poland or India. To secure the best international 
division of labour with the existing distribution of popula
tion and akil1, it is necessary to fall back on the principles 
already enunciated. Goods should be allowed to flow 
between countries so as to secure that the ratios of the 
output per head in different occu~ions should be 
approximately equal in all countries. LThe absolute lefJel 
of output must remain different in different countries, so 
long aa the factors of production cannot flow fr~ely 
between them) The countries which have the higher 
absolute level are the more efficient countries. 

Broadly, rewards to factors in each country are in 
proportion to their efficiency. The substantial truth as 
well as the limitations to this doctrine may be demon
strated by supposing the opposite. In what follows it is 
assumed that the relation of prices to ~osts in the world as 
a whole is such that productive resources in the world 
generally are in reasonably full employment. The 
opposite condition receives examination in a subsequent 
chapter (Ch. VIII), but is not relevant to a considera
tion of the relativ:e position of countries. First suppose, 
rewards in a particular country to be low in relation to ) 
her efficiency. Rewards may be apparently but not I 
really low in this sense. For instance, low wages pet 
hour may so impair the health and efficiency of wage
earners, that a rise would increase output per unit of 

. wage cost. To raise wages above such a level would be 
to make them lower .. in relation to the efficiency of the 
country," and conversely. If rewards are low, the prices 
which a country can obtain by the sale of her A and B 
goods will then on the average exceed the rewards payable 
to her factors in respect of their productive services. But 
this is impossible. The price received for a commodity 
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must be divided among factors of production. It 
follows that the sum total of rewards payable in respect 
of a representative parcel of her output cannot be less than 
the price obtainable for it. 

A distinction may, however, be drawn between the 
relatively inflexible rewards to factors, whose rate is 
pre-determined by contract or agreement, and the adjustable .j 
item of profits. The sum total of inflexible rewards may 
be low in relation to the efficiency of a country, profits 

. bemg correspondingly high. 1£ this condition persists 
pressure may be brought to bear to raise the inflexible 
rewards. In accordance with the general theory of value, 
each factor will be rewarded in proportion to its own 
marginal net product. It should be observed in passing, 
however, that if one of the factors, such as labour, is not 
well organized to press its claim for a rise in reward when 
occasion offers, it may, in certain circumstances, continue 
for a long period to be paid a reward which is low in 
relation to the productive capacity of the country, it may 
continue, so to say, to be " exPlQited "; the certain cir
cumstances may be defined as those in which employers 
are in a quasi-monopolistic condition vis-d-fJis labour. 
This, in its tum, may be explained as the condition, which 
is indeed the usual one in the absence-o!-coUcctive 
barg.aining, in which a rise in the demand price of labour 

(does not operate through an organized market, but is 
{ volunteered by an employer. An employer who offers 

such a rise has to pay more not only for the increment of 
labour he may wish to take on, but for all the labour he is 
already employing, and tends to make the marginal 
product of labour equal not to the wage he pays, but to the 
total increment of outlay in which the rise of wages 
required to attract the marginal increment of labour 
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involves him.1 Wages will ,thCllJtand below the marginal 
':ltt,product of labour. , 

Secondly; suppose that rewards are high in relation tol 
the efficiency of the country. At first sight this might 
also appear to be impossible since not more than the price \ 
obtained for the representative parcel of products can be 
paid out to factors. Inflexible rewards might indeed be 
high, profits in this case being squeezed. The two 
converse suppositions of low and high inflexible rewards 
do not, however, lead to similarly opposed results.: If 
profits are high there is a tendency towards expansion o[ 
output, but this is ultimately limited by what is physicall . 
possible. The total output of a country cannot excee 
the physical capacity of her productive resources. I 
profits are low on the other hand there is a persisten17 
tendency towards contraction. The process of contrac-! 
tion does not meet with a physical obstacle analogous 'to" 
that which opposes itself to a limitless expansion. As j 

contraction proceeds, it may, if confined to one country, 
produce a new equilibrium. Bt ~smcting output a 
country tends to confine herself to the fields in which 
her comparative advantage is greatest. By li~ting. the 
scope _of her activity, she raises her own eHlciency per 
urut. Thus the sum total of all rewards cannot be high m relation. to herem.ciencY in the output which she 
actually undertakes i but they may be high in relation to 
her, efficiency in the broader sphere of what she could 
undertake, were rewards not so high. High rewards I 
are secured at the cost of the partial unemployment of 
her productive resources. 

• Cf. the analysis of the relation of c:ost of production to 
increment of receipts in the case of the quasi-monopolistic 
produtU of goods in ch.lII. pp. 56-57. 
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, A country which relies chiefly on the production of B 
i goods is in a rather worse position than one relying chiefly 
I on A goods, when faced with the demand by factors for 
\ rewards in excess of what efficiency justifies. The A 

goods country raises, at the cost of unemployment, the 
average productive efficiency of factors in the varioul 
fields of employment by the operation of the law of 
increasing productive costs in the production of A goods.1 

But B goods are often not subject to this law over a wide 
range on the productive side. The restriction of output 
may not raise the average efficiency on the productive 
side in respect of each of these goods. If the production 
of the least profitable types is abandoned altogether, 
average efficiency may be somewhat higher in the remain
ing field than it was in the whole field before. But in the 
types some output of which is still undertaken, there 
will probably be no gain of efficiency in production, the 
adjustment, if any, being made through the abandonment 
of the less accessible markets. But as the foreign com
petitor approaches, the new frontier may soon become as 
hard to defend as the old one. The higher reward is 
being paid in part out of a capital asset-goodwill. As 
time passes, if there is no adjustment of productive 
efficiency to reward, or reward to productive efficiency, 
more and more goodwill may have to be sacrificed 
progressively, and, without any further widening of 
the gap between reward and efficiency, unemployment 
will grow. 

~ 
To recapitulate, the sum total of all rewards must be pro- .; 

portional to the efficiency of a country in respect of the 
output which she undertakes. The sum total of inflexible 

1 This means the real costs decrease and productive efficiency 
increases when production is restricted. 
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rewards may be low in relation to that efficiency, but this I 
will be precisely offset by high profits. The sum total of 
inflexible rewards may also be high in relation to that 
efficiency, if profits are correspondingly low; this con
dition is unstable, however, as output will tend to contract. 

~
inallY' the sum total of all rewards may be high in relation 

o the efficiency of a country in respect of her potential 
utput; in this case there will be unemployment. 
The foregoing analysis did not take account of the fact .I 

that not aU output is marketed at world prices. That level 
of rewards may be regarded as neither high nor low iIi 
relation to her efficiency which enables a country to sell 
at a normal rate of profit, enough to give employment to 
all productive resources other than those engaged in C 
industries. C goods may be divided into two classes, 
consumable C goods (and services) and immovable 
capital goods. What determines the proportion of total 
resources devoted to providing consumable C goods (and 
services) may be stated fairly simply. Since the total 
income is equal to the sum of rewards to all factors, the [ 
proportion of resources devoted to the production of C 
consumables is equal to the proportion of total income 

. expended upon them. (This statement has to be modified 
if part of income is derived from foreign investments or 
foreign gifts; more will be said of this later.) The 
proportion of productive resources devoted to the output 
of fixed capital is. in equilibrium, determined by the rate 
of saving of the community and the technique of industry. 
At any given time there is therefore a definite proportion 
of total productive resources, which, if the system is in 
equilibrium. are devoted to.C outplAt. The level of rewards I 
proper to a country may therefore be defined as that which 
enables such a quantity of goods to be marketed at world 
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prices with a normal rate of profit, that, if the employment 
so given is added to employment given by C industries 
when in their normal relation to the A and B industries, 
the productive resources of the country are in reasonably 
full employment. If inflexible rewards are higher than 
this there will be unemployment, if lower. inflated 
profits. 

There is much popular misconception regarding the 
detriment to this country that is due to the prevalence 
of low wage rates elsewhere. Since many countries are 

,less efficient than this country. wages must necessarily 
, ) he lower in them; the low wage is offset by low efficiency. 

, Of course the low wage may also be due to the ability of 
the other factors to secure a larger share of the product; 
In this case the low wage is offset by high profits or rents. 
:l.ow wages in foreign countries are decried on the ground 
Jhat they give those countries an unfair competitive 
rdvantage; thil!...Jni~de is highly confused. A foreign' 
~ountry's power as a competitor depends on the volume, 
~d nature of her production; the payment of low wagesl 
'will not allow her to force production above the level 
determined by the numbers and skill of her people. She 
cannot sell more than she can produce. We are benefited 
if the foreign country can maintain production at a high 
level. unless she happens to specialize in the goods which 
we export.1 In this one case we are injured by her 
prosperity and would gain if her output declined. To 
complain of her low wages means nothing unless it means 

eat we should like her to put her wages so high as to 
estrict her output and create unemployment in her o\\n 
and; and this is more than we can in fairness expect. 

Low wages abroad may be cond~mned for keeping 
1 Cf. ch. I1J~p. 40. 
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the health and efficiency flf workpeople there at a low:' 
level and 80 reducing the real wealth of the foreign 
country. In accordance with the second principle of 
Chapter II, anything which reduces the real wealth of the 
outer world is likely to reduce the gain accruing to this i 
country from foreign trade. But this is not the score on \ , 
which low wages abroad are usually decried. The level 
of wages in foreign countries has no relevance to the. 
proper level of wages at home. 

Changes in general world level of A and B. prices arC{ 
clearly relevant i but it is important to guard against thel 
fallacy of using the low costs or prices elsewhere of par
ticular commodititl as evidence that wages at home are too 
high. Rewards to factors are proportional to the general 
level of a country's efficiency. It does not follow that 
there is any meaning in saying that rewards in any 
particular trade are or should be proportional to the 
country's efficiency in that trade. Efficiency, i.e. the 
value of output per unit of factor employed in the 
production of a particular commodity, depends on how 
much output of the commodity is undertaken by the 
country. To make rewards proportional to the efficiency 
of factors producing a particular commodity in a country, 
when engaged in satisfying all and no more than that 
country's own needs for this commodity, would be 
equivalent to dispensing with all foreign trade. If it is 
said that rewards to factors producing a commodity are 
or should be proportional to their efficiency in producing 
that amount of the commodity which the country actually 
produces, the proposition is true but states nothing. 
For how much will she produce 1 That amount which. 
given the rewards to factors and their efficiency, she can 
market at. home or abroad. Of the three variables, 
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effl~~~cy. rate of reward. and the amount of production 
of the particular commodity. if two are known the other 
can be determined. But if only one is known. efficiency. 
the other two cannot be deduced from that. 

§ 6. Summary. The conclusions of this chapter may be 
summarized: 

(i) For A goods there are common world prices. The 
price of each A commodity in one place will not differ 
from its price in another by more than the cost of trans
porting it between them. plus the monetary equivalent of 
any impediment to trade, such as a tariff. dividing them. 

(ii) The prices of B goods also tend towards a common 
level. But the forces operating to bring about this result 
have to overcome greater friction than in the case of A 
goods; moreover B goods of the same description 
produced in different centres are apt to differ to some 
extent in kind. 

(iii) There is no world price level for C goods. The 
national price levels are only related through the relation 
of each to the price levels of the other classes. There 
are conditions in which national price levels for C goods 
will be equal. but these are not likely to be realized. 
Consumable C goods and all retail goods are likely to be 
more expensive in more efficient countries. 

(iv) There is no world price for factors of production. 
Each national price level is proportional to the efficiency 
of the factors in making A and B commodities. A 
distinction must be drawn between the more and less 
easily adjustable prices of factors. 1£ rigid rewards to 
factors are high in relation to the efficiency of the country. 
equilibrium is secured by unemployment in that country 
being more intense than elsewhere. 



CHAPTER V 

FOREIGN EXCHANGE 

§ I. Th, Balan" of Paymentl (introductory). If an 
imaginary boundary line were drawn around any area of 
the world'. surface, an inventory could be made of all the 
payments moving over the line, some proceeding out
wards, others inwards. ¢nese payments could be divide~ 
into those arising out of ~chases, loans and gifts., 
Money may be paid in exclwigc" for goods and services, 
it may be lent or repaid, or it may be given. This seems 
to be an exhaustive classification of the reasons for which 
money may pass from the pockets of residents on one side 
of the line to those of residents on the other side. It is 
not, however, quite all the money that passes over, for 
residents themselves may move out or in, taking money 
with them. 

Payments out may thus be classified according to the 
purposes for which they are made as follows: 

:' (i) Importation of goods and services. 

-(ii) {a) Loans to the outer world. 
lb) Repayment of loans previously made by the 

outer world to the area. 

(iii) Gifts, including indemnity payments, made to the 
outer world. 

81 
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(iv) (a) Expenditure of tourists travelling in the outer 
world . 

• ;; (b) Money taken by emigrants leaving the area for 
• the outer world. 

The first of these (i) may be further subdivided: 

(a) co Visible" import of commodities. 
(b) Freight payments by firms in the area for the use of 

foreign ships. 
(c) Payments made for the use of such foreign services 

as insurance, brokerage, etc. 
(d) Interest and profit on foreign capital invested in 

the area. 

Payments coming into the area may be classified in a 
similar way. Thus each division and subdivision involve. 
or may involve both payments out and in. It is important 
to bear in mind on which side of the balance-sheet each 
item comes. The importation of goods, the income 
derived from investments made by foreigners in the 
country, loans to foreigners and the expenditure of 
nationals travelling abroad, for instance, all come on the 
same side. The exportation of goods, the income from 
foreign investments, foreign loans to the area, the expendi
ture of foreign tourists in the area all come on the other side. 

Payments are often divided into those arising from 
.. visible" and those from .. invisible" items. The 
former class includes only the division (i) (a) above. AU 
other items are invisible. 

(Ine most elaborate statistical estimate of a balance of 
. payments is that undertaken by the United States Depart

. ment of Commerce.!) A large variety of .. invisible" 
• I The Balance of International Payments of the United 

States, annually since 1~2Z. 



FOREIGN EXCHANGE 83 

Bource, . of international payments have been sedulously 
explored. Estimates are made for such items as motion 
picture royalties, charitable contributions, telephone: Icr
vices, and underwriter.' commissions, and payments 
arising from unconstitutional kinds of trade have not 
been left out of account. 

Payments in and payments out may be cancelled} 
against each other and the difference is the net balance of 
payments. If the payments in exceed the payments out 
the balance is called positive, active or favourable. If the 
imaginary boundary line happens to be a national frontier, 
the money in use within will probably not have currency . 
outside and the payment will have to be mediated by a 
.. foreign exchange II transaction, by which one national 
money is converted into another. ODese transactions 
can, however, only cover the payments which may be 
cancelled against each other) the net balance, active 
or passive, cannot be met in this way i local money can 
only be exchanged against foreign money in so far as there 
is a counterbalancing offer of foreign money to meet the 
offer of local money. If there is an unfavourable balance 
the excess of local money offered may be met by the off;J 
of foreign money on short loan. But if we include shod. 
loans in estimating the balance and there remains a net 
deficit there is no means of covering it by a foreign 
exchange operation. If a gold, or silver, standard prevails 
within and without, gold, or silver, may be exported or 
imported to cover the net balance. From this it may be 
deduced that when all items as well as short loans are 
included in computing the balance, the net excess on 
deficit.. must be equal to the quantity of the standM~1 
metal imported or exported. If trade in the precious 
metals be included in computing the balance. there can" 
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be no excess or deficit. Payments out must be exact.!! 
equal t~~~nts in) If the country IS nagOTd(or 
sllver} standard foreign trade in these metals should be 
reckoned along with that in other commodities, and, as in 
the other cas~~~ere must be an exact balance of payments 
in and out. \.!.2}s is a principle of cardinal importance in 

, the subject and failure to appreciate it leads to much 
. confusion of thought in popular discussi~ 

Official figures giving the visible trade 10 commodities 
usually show an active or passive balance. When 
" invisible .. items, such as freight payments, merchants' 
profits, the payments made for the services of banking or 
insurance houses and interest on capital are brought in 
there may still be an active or passive balance. (The 
state of this" balance on current account " has a consider
able importance and interest of its ow!il ~ut when long 

t, I!nd short loans are also brought in, and movements of 
the precious metals, the balance can no longer be active o~ 

" passive. It must be an exact balance and that not only 
'in the long run, but from day to day and from moment to 
moment. Within any period, however short, all the 
British pounds sterling given in exchange for other cur
rencies must be exactly equal to the pounds' worth 
of other currencies given in exchange for pounds 
sterling; :nor is there any other way of making payment 
except by· the exportation of precious meta1iJ actual 
sterling may be remitted abroad by way of payment, but 
in that case the recipient must convert the sterling into 
his own currency if the payment is to be made negotiable 
in his country; of course he may hold on to the pounds 
sterling and defer converting them: the holding of 
British currency abroad in this way is reckoned as a short 
loan to Great Britain •. 



FOREIGN EXCHANGE 85 

§ 2. Th, Gold Stanaard and Gold Pointl. In the Foreign 
Exchange market those who, having the currency of one 
country, desire to acquire that of another, meet those 
who having the currency of the other desire to acquire 
that of the one. Foreign payments arising under what
ever head are normally made thro.gh this market. A 
gold standard implies that the value of the currency is 
fixed in terms of gold. Reference to the official gold 
value of a unit of currency, a pound, a dollar, a franc, etc., 
determines the par of exchange. When the exchange is 
at par, a unit of one currency exchanges for units of 
another equal to the same amount of gold at the official 
valuations. tfor a gold standard to be effective the central 
monetary au'ihority, the Central Bank or Treasury, must 
be willing to give in exchange for units of currency the 
amount of gold prescribed in the official valuation) Thus 
the holder of a currency in a country on an effective gold 
standard has always two possible methods of making a 
foreign payment: he may purchase the foreign currency 
in the foreign exchange market or he may acquire gold 
in exchange for currency from the central authority and 
remit it. The rate of exchange quoted in the market 
depends on the balance of supply and demand. If the 
demand for foreign currency is strong its value expressed 
in the market quotation tends to rise; if the demand for 
the home currency ~s strong the value of the home 
currency tends to rise. 

The language of the foreign exchange market is rather 
confusing. If the conventional method of quoting a rate 
of exchange is the number of units of foreign currency 
which may be obtained for a unit of the home currency 
(as in the British market so many dollars, francs, etc., to' 
the pound), the rate for these currenci.es is said to rise, if 
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a greater number can be obtained for one pound, L that is, 
if tli'e exchange value of the foreign currency falls. If 
on the other hand the conventional method of quoting 
is the number of pounds shillings and pence required to 
obtain a foreign unit (e.g. so many pence to the rupee), a 
rise in the rate means the same as a rise in the value of 
the cup-ency quoted. To avoid confusion, the rise of a 
currency is always used, in what follows, to mean a rise in its 
valpe, irrespective of the conventional method of quotation. 

Q'he alternative means of making payment, the remis
sion of gold, sets a limit to the fluctuation of foreign 
exchange rate~ By the remission of gold the currency 
of a foreign gold standard country may always be 
obtained at par. But the remission of gold has a cost, the 
principal elements in which are the cost of transport, 
insurance and interest during the period of transit. If a 
would-be purchaser of foreign currency is to use the 
foreign exchange method, he must be able to get it at a 
cost at least equal to its par value plus the cost of remitting 
gold; otherwise he will use the other method and remit 
gold. The quotation which makes the foreign exchange I 
method equal in cost to the gold export method is called I 
the .8old export poin~ and is the highest point to which 
the foreign exchange quotation of the foreign currency . 
can rise while the gold standard is in operation in both 
countries. The quotation which makes the cost of the 
foreign exchange method for the foreigner to acquire the 
hQme currency equal to the cost of sending gold to the 
home country is called the .go~d imJ>~rt p<?~n1 and is the 
highest point to which the foreignexcharige quotation of 
the home currency can rise . 

. ~I,.j. ~ is not to be expected that the spontaneous flow of 
.. ... payments in and out arising out of normal transactiona 

~ \' 
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will balance day by da~ On days when there is a strong 
Ipontaneous outward flow, foreign currency will become 
more expensive. This is a balancing factor. Banks and 
other firms which normally have balances in more than 
one centre can make the payments they need to make in 
any centre on a particular day out of the available balance 
in that centre, which is allowed to run down. ~ey can 
thus, within limits, choose the time at which they convert 
one currency into another. The rise in the quotation of, 
the foreign currency will lead them to postpone purchase' 
if a relapse is expected at a later date. Foreign firms may 
also take advantage of the low price of the home currency 
to purchase it in advance of need. Thus if the spontaneous 
streams of payment are unequal, the movement in the 
quotation will thin one and supplement the other, tending 
to make them equal. J, Spc:~~tiol!-Il!ay also be a balancing Y 

clement. If the fall in a quotation inducestlie expectation 
of a subsequent rise, the cheap currency will be brought 
to be resold at a profit at a later date. If the spontaneous 
flow of the demand for the home currency is sufficiently 
weak, its quotation may fall to the gold export point. 
The Central Bank must provide the gold or foreign 
exchange required to cover the deficiency, in exchange 
for units of currency, out of its reserve. Its reserve of 
foreign exchange may consist of deposits in foreign 
banks, actual foreign currency, or bills drawn on foreign 
firms. 

Those desiring to purchase foreign currency will be 
equally well satisfied if the Bank provides them with 
gold or with foreign exchange in exchange for their own 
currency at a rate not higher than the gold export point. 

I For the operation of the BoW' of bills of achange as a 
balancing clement, lee beloW', pp. 90""91. 

o 
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The gold standard will be maintained if, as 800n as the 
exchange quotation reaches the gold export point, the 
Bank sells a sufficient quantity of gold or foreign exchange, 
to prevent its quotation rising above that point. To be 
able to do this the Bank must hold reserves of gold and/or 
fo~eign exchange. 
f If the Bank is legally obliged to offer gold in exchange 

for currency at par, the country is said to be on a gold 
standard. I If it is only obliged to offer the currency of or 
bills on a foreign gold standard country at the gold 
export point, the country is said to be on a Gold Exchange 
standarc!.J Even if the Bank is legally obliged to offer gold 
it may in fact offer foreign exchange. Provided that the 
would-be purchaser can get foreign currency from the 
central bank at a rate not higher than the gold export 
point, its quotation in the open market cannot rise above 
the gold export point. Individuals are concerned to get 
what they want at a rate not higher than this; it i. 
indifferent to them whether they get gold at par or 
foreign exchange at the gold export point. 

The central bank of a gold country is usually obliged by 
law to keep a certain reserve of gold. But it may keep the 
reserves, which it actually intends to use to meet a foreign 
exchange demand, in the form of foreign exchange. The 
Reichsbank is allowed to keep 25 per cent of the gold 
reserve required by law in the form not of gold but of 
foreign exchange. Many central banks keep part of the 
reserves they hold in excess of legal requirements in this 
form. 

In order that the gold import point may also be effective, 
the central monetary authority, now usually the Central 
Bank, has the more welcome obligation to issue domestic 
currency in exchange for gold. This, however, is not 
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always done at par. When the currency takes the form of 
gold coins the appropriate central authority to issue them 
~s the Mint, which may wish to make a charge for coinage. 
Between 1666 and 1914 the English Mint made no such 
charge; it was, however, unwilling to issue coin on 
demand, but only after a period allowing time for the 
process of minting. The Bank of England was willing 
to issue coins on demand in return for a payment eqUiVa-! 
lent to interest on the process period, which was ultimately 
reduced to lid. on [,3 17s. loid. (=1 oz. 22 carat gold). 
This is the origin of the difference between the Bank'. 
buying price and selling price of gold ([,3 17s. 9d. and 
[,3 17s. loid.) in the period 1925 to 1931, as laid down by 
the Act restoring the gold standard in 1925. Thus the 
difference between the gold export and import points 
was not equal to twice the cost of remitting the gold 
between London and the foreign centre, but twice that 
cost plus 1 id. an oz. 

Dy widening the margin between its buying and selling 
price the Dank could widen the margin between the gold 
points. In his Treatis, 011 Money! Mr. Keynes gave 
reasons for thinking as large a margin as a per cent 
desirable. Such an arrangement would not be incon
sistent with a gold standard. The natural course of 
events on the other hand is tending to reduce the margin 
between gold points due to the cost of remission.' 

When Hungary stabilized her currency in 1924 she 
explicitly adopted a Sterling Exchange standard. The 
value of her currency, the pengo, was fixed not in gold, 
but in sterling which was not itself at that time a gold 
standard currency. To maintain the position her central 

.a Op. cit., VoL II, p. 32S. 
• Einzig, Intn'fIGlional Gold Sl4NImtl MowmenlI. ch. 9. 
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bank had to keep a reserve of sterling currency or sterling 
bills. The sterling exchange quotation was only allowed 
to fluctuate within limits analogous to the gold points. 
So any country might undertake to keep its currency 
stable in tenns of some other currency. An objective 
standard, such as gold, is not a necessary condition of 
foreign exchange stability. 

If the central bank is not obliged and does not in fact 
undertake1 to buy and sell gold or foreign exchange in 
exchange for the local currency at fixed rates, there is no 
limit to possible fluctuations of foreign exchange rates 
in the open market: The rates may then move freely 
under the influence of supply and demand. The probable 
course of foreign exchange in these circumstances must 
be studied in relation to the influences affecting supply 
and demand. 

§ 3. Bills of Exchange. Reference has been made to 
foreign bills of exchange. In the nineteenth century 
these were the principal means by which foreign payments 
were effected. An Englishman wishing to make a pay
ment in Paris would authorize the French firm to draw a 
bill on him, while a Frenchman wishing to make a pay
men~ in London would purchase such a bill. The bills 
might be payable on sight or after the lapse of ninety 
days. The quotations of the foreign exchange markets 
referred to the rates at which such bills could be bought 
and sold. The use of the telegraph and cable has 

1 The Secretary of State for India and the Government of 
India did between them in fact undertake to buy and sell 
sterling exchange for rupees at fixed rates between 1900 and 
1914. though not legally obliged to do so. India waa thus 
effectively on a Gold Exchange standard in that period. India 
is now on a Sterling Exchange standard. 
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facilitated the more direct bartering of bank deposits in 
different countries against each other by means of a 
telegraphic transfer (" T.T."), and the quotation for a 
bill is now calculated from the T.T. quotation and the 
current rate of interest on the centre on which the bill is 
drawn; in the case of the South American exchanges, 
however, the bill rate remains the governing rate. 

If someone in London has to make a payment in New 
York he may authorize the payee to draw a bill on him 
expressed in sterling payable at sight or with ninety days 
to run. The authorization is confirmed by his bank or 
accepting house, acting through its agent in New York. 
The drawer of the bill may sell it at once to his banker 
in New York for dollars. one present dollar value of i 
a ninety day bill is computed by subtracting interest for 
ninety days at the market rate curre~t in London, which 
gives its present sterling value, and translating that into I 
dollars at the current rate of exchange) The New York 
banker may then remit it to London to have it accepted 
by the bank or accepting house, referred to above, on 
behalf of the drawee. When this has been done, the bill 
is a liability both of the drawer and the firm which accepts 
it. It may then be discounted in London, and the American 
banker can buy dollars with the proceeds by cable. The 

• discount house or bank which discounts the bill in London 
is paid off by the acceptor when the bill matures. The 
creditor (drawer) thus receives his money approximately 
ninety days before the debtor (drawee) has to pay. 

The drawer's banker may not choose to discount the 
bill in the London market at once; he may ins~ct his 
London correspondent to hold it on his account.lWhether 
he discounts it in London or has it held on his account 
depends upon the current rate of exchange and the 
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comparative rates of interest in London and New York:; 
The moment when the bill is discounted in London ana 
the proceeds exchanged for dollars is really the moment 
at which the English community pays its debt to U.S.A. 
If sterling is low the American banker may defer dis
counting in the hopes of a rise. Q-Ie will be still more 
influenced by current rates of interest) It will be remem
bered that the American banker paid the drawer for his 
bill a sum calculated from the current market rate in 
London. The American banker has purchased a short 
term investment yielding interest at the London rate. 
If the London rate is higher than the rate which he could 
get with his funds in New York, it is a good investment 
and he is tempted to hold it until it matures If the rate 
falls in London the present value of the bill rises and he is 
tempted to part with it. If the rate rises in London after 
he has acquired it, the present value of the bill falls and 
the American banker is subjected to a loss, unless he 
holds it till its maturity. 

\ Thus a low sterling quotation and, more important, a 
high relative rate of interest in London will check the 
discount of sterling bills in London\ and thus reduce the 
offer of sterling in the foreign exchange market and so have 
a restorative effect on a passive balance of paymen~"J It 
should be noted that the volume of. sterling bills held 
on foreign account in London or abroad constitutes along 
with fo,eign deposits in the country the natioILll sight 
liability to foreigners. 

A speculator in foreign exchange may lend his support 
to a weak currency by drawing a bill on his own agent in 
the strong centre. The bill is discounted at once and its 
proceeds used to purchase the cheap currency in the hope 
that it may be possible to buy back the expensive currency 
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at • cheaper rate before the bill bas matured. The margin 
of profit for luch transactions is. however. very narrow. 

§ 4. Fonoa,d Foreign Exck!mll. Something must also 
be laid of forward dealing. If a currency becomel cheap. 
those who have payments to make in the future may 
desire to take advantage of the present rate without 
actually spending the money required to make the pay
ment in advance; they may desire to secure themselves 
against future fluctuation. which is. of course. highly im
portant in the case of payments to and from a country not 
on a Itable standard. Jhe purchase of forward foreign, 
currency consists of a promise to pay home currency for 
it at • specified future date .t a rate agreed on now~ The: 
rate agreed on may differ from the rate at which foreign 
currency can be purchased now Jthe •• spot II rate). 
~t determines the difference D Dealers in forward 
exchange have to satisfy the demands of their clients; 
they undertake to deliver the foreign currency at a 
specified future time at • rate to be fixed now; they may 
be quite unwilling to speculate on the foreign currency 
becoming cheaper or not becoming dearer in the interval ; 
consequently 4}ley must cover themselves by purchasing 
the foreign money at onc~; this they invariably do. In 
doing so they have transferred their liquid funds from 
one centre to another on the strength of a contract which 
enables them to bring those funds home again at the rate 
a~eed on. 

lThe advantage or disadvantage of having their funds 
for a time at the foreign centre depends on the rate of 
interest which they can earn there compared with the 
rate of interest which they can earn at homa If the rate 
is higher abroad. it is an advantage, for which they are 
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prepared to pay by selling forward currency below the 
. spot· rate. (fhe forward deal enables them to earn the 

higher rate abroad without running the risk of the 
exchange moving against them before they bring their 
funds bacIV The forward dealers therefore tend to be 
willing to sell forward currency at a discount compared 
with spot by a.n amount equal, after deducting a com
mission for themselves, to the excess of what they can 
earn in the short market of the foreign country over what 
they could earn in the short ~rket of the home country 
during the period of contract.l.!f the rate is lower abroad, 
the forward rate exceeM the spot rate by the excess of 
what they could have earned in the home market over 
what they can earn in the foreign market plus a commis
sion for themselvej) 

Actually dealers are both buying and selling foreign 
currencies forward and their contracts made in the course 
of a day may.cancel each other out. But every one must 
be covered when it is made, to avoid risk: if there is an 
equal balance at the end of the day the discount on for
ward sales cancels the premium on forward purchases 
(or vice versa) and(the dealer's net profit is equal to the 
sum of the commissions on botf!) 

If there is a lack of confidence in the future of a cur
rency, those who wish to sell it forward will exceed those 
who wish to purchase it forward. The spot sales of for
ward dealers covering themselves will • exceed spot 
purchases, and the opinion about the future of the cur
rency is thus reflected in a present excess of supply over 
demand and a weakening in its spot quotation. This 
shadow, which the future casts before it, is particularly 
important in the case of currencies the exchange in which 
is not stabilized •. 
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It il the difference between gold export and import 
points that aliowl short rates of interest to be at a different 
level in centrel on the lame ltandard. 

If the rate in London is lower than the rate in New 
York. why should not an American who has English 
connections draw a bill on his agent in London. get it v
accepted and discounted there and acquire funds at the 
low rate for some purely domestic purpose? If such 
operations could be carried out on a sufficiently large 
Icale the English rate would be forced up to the American 
level. But they cannot be. For the spot sterling quota
tion may rise in the interval and. when the American 
comes to acquire sterling to honour his bill. he may have 
to pay a larger number of dollars per pound than he 
acquired at the outset when he discounted the jlill in 
London and sold the proceeds fqr dollars. ~ If the 
maximum possible fluctuation is ·5 per cent. which 
represents a loss on a ninety-day bill of z per cent per 
annum. the rate in London would have to be more than 
z per cent lower tha9- in New York to cover the risk of 
such a fluctuation) \May not the American safeguard 
himself by purchasmg forward sterling at the outset, that 
is, at the same moment that he sells spot sterling? N~ 
because if the London rate of discount is below tlie 
American rate the forward price of sterling will exceed 
the spot price by precisely the amount which the American 
hopes to gain by borrowing money at the cheaper centre. 
The larger the gap between the gold points, the greater 
the possible divergence of interest rates between two 
centres with dose commercial connections. When the 
difference between rates is ·Iarger than that which the 
margin between gold points ought to allow, that must either 
be due to a lack ot confidence in the stability of the 
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currency in the high rate centre or because the firms in 
the high rate centre have not sufficient connections with 
accepting and discount houses in the low rate centre 
to enable them to borrow there on a sufficiently large 
scale to produce an equalizing effect on the rates. 

§ 5. The Monetary System. In a modem community 
money consists chiefly of bank. deposits. For smaller 
payments currency (notes and coins) is also used. Of 
this currency a considerable proportion often consists of 
bank notes. Bank deposits and bank notes may be 
jointly designated by the expression, bank money. 

An individual can acquire bank money in one of three 
ways: 

(i) If the country is on the gold standard he may pay 
in gold to the central bank (or another bank) and acquire 
a deposit or b~ notes in exchange. Similarly when 
gold is taken out of or sold by the banks, bank 
money is withdrawn from circulation. Consequently 
the aggregated gold holdings of the banks show roughly 
the net outstanding quantity of bank money created in 
this way. .;. 

(ii) He may pay a cheque drawn on another account 
in to his own and so acquire a deposit. Such a transaction 
merely. represents the transfer of a deposit from one 
individual to another and does not involve a net increase 
of deposits. He may pay in a cheque and draw out notes, 
but this merely represents the copyersion of one kind of 
bank m01\ey (a deposit) into another (notes), and does not 
involve il" net increase of bank money in the country • 
. Similarly, an individual may pay in notes and acquire a 
deposit. 

(iii) He may obtain a loan ~rom the bank, which he 
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draws out, or allows to stand as a deposit in his name, or, 
more probably, pays over to someone else. This repre
sents the creation of new bank money. Bank loans thus 
create deposits and/or put bank notes into circulation. 
The repayment of a loan cancels a deposit and/or with
draws bank notes from circulation. 

Banks make loans to individuals at call or short notice, . 
by the discount of bills with a stated time to run, and 
against the deposit of collateral security. Banks also 
make loans, like private individuals, by the purchase of 
investments. An individual can acquire bank money by 
selling securities to a bank. The purchase of securities 
by a bank creates new bank money and. the sale of 
securities by a bank destroys it. 

The aggregate amount of outstanding bank loans, 
including their investments in securities, shows roughly 
the net outstanding quantity of bank IJ\oney created in 
this way. 

Thus the total amount of bank money is roughly equal 
to the gold holdings of the banks plus their outstanding 
loans. (The equation would be exact but for the fact 
that banks, like other concerns, cbarge a price for their 
services, have running expenses and distribute dividends. 
It is assumed in what follows that these kinds of payment 
in and out balance exactly.) ~ - ... 

The circulating medium of the community. apart from 
small token cOins, consists of bank money, possibly gold, 
and the Government ~ote issue, if any. The amoUnt of 
outstanding bank money is equal, it bas been \hoWD, to 
the amount of outstanding bank loans plus the nel amount 
of gold paid into the banks. Thus, in the absence of a' 
Government issue, the total outstanding medium of the 
c:ountry is equal to the total of outstanding bank loans 
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plus the monetary gold in the country. Q:he latter of 
these quantities is equal to the aggregated net active 
balance· of payments of the country in past years, less 
the quantity of gold absorbed by the industrial art~ 

In the remote past the quantity of monetary go1'd (or 
silver) in the country formed a large proportion of the 
total quantity of money. The balance of foreign pay
ments had consequently an important direct influence 
on this quantity. In more recent times bank money, 
created by bank loans, has contributed by far the greater 
part of the 'total. In the U.S.A., for instance, which has 
been held to be carrying an unduly large amount of 
monetary gold in recent years, monetary gold stood at 
4'59 billion dollars, and bank money at 57'93 billion 
dollars at the end of 1930.1 The United Kingdom held 
£148 million of monetary gold at the same time and 
£2668 million of bank money.· The position of France 
was even then exceptional; she held 54 billion francs 
of gold and only 126 billion francs of bank money.-

The balance of payments has been supposed, however, 
to have had an important indirect influence on the 
quantity of money in circulation in more recent times. 
The banking system as a whole used in pre-war days, it 
has been said, to regulate the total quantity of money, so 
as to bear a constant or nearly constant ratio to the 
monetary gold in the country. This regulation is pre
sumably what is meant by the expression, .. pre-war 
rules of the game," when used with reference to the gold 
. standard~... These rules were the theme of economists 
for more than half a century, but whether they were 

1 F.R.B. Annual Report for 1931. 
• Statistical Year Book 0/ the Leagw 0/ NatWru, 1931-Z. 
I Ibid. . . 
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commonly put into operation i. open to serious doubt. 
Now that economists have largely lost interest in them. 
they have become dear to the heart of financial. experts 
(outside France and America). An invention of academic 
writers. practical men implicitly believe that they once 
formed part of the mechanism of the real world. and that 
their observance would be a panacea for present monetary 
iU •• 

The quantity of money is almost entirely determined " 
by the quantity of loans made by the banking system; 
and that. in its tum. in countries with a fully developed 
banking .ystem. i. entirely determined by the policy of 
the central bank. 

§ 6. Th, Central Bank and thl Balant' of Paymentl. If a 
country i. on a gold standard and, there is a passive 
balance of foreign payments. it is the duty of the central 
bank to make good the deficiency by being willing to 
convert domestic money into gold at par or into foreign 
exchange at the gold export point. Law usually prescribes 
that the central bank shall keep a certain reserve of gold 
against its note issue j some countries. of which the 
United States is one. also have a legal reserve against 
deposit liabilities. If the law lays down that a certain 
percentage of liabilities (of either form) must be backed 
by gold. only the gold held in excess of the required 
percentage is actually available. The laws of the United 
States and Germany. however. allow the reserve to faU 
below the required percentage for short perio~ on pay
ment of a progressive tax. In England there IS only a 
legal requirement in respect of notes. and it takes the 
form that all notes issued in excess of a cUtain quantity 
m¥st have a 100 per cent bltck.ing. 
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~en there is an adverse balance it is more usual for 
the bank to be called upon to give gold to meet its 
deposit liabilities than to meet its notes in circulation) 
the volume of notes in circulation satisfies the require
ments of the community for small change and these 
are not likely to be reduced immediately in consequence 
of a passive balance. It follows that the gold backing of 
the notes is not legally available to meet the demands 
upon the bank reserve in the form in which they usually 
come. The" free" gold is what the bank has in 
addition to the legal requirement. The Bank of England 
usuaIly issues notes against all the gold it has and retains 
the excess of notes is~ed over notes paid out in the 
Banking Department; (!he notes in the Banking Depart
ment thus represent the " free .. gold reserve of the bank) 
This alone is available to meet an adverse balance. 
By the Act of 1928 the bank was allowed, after consulta
tion with the Treasury, to issue notes for a limited 
period in addition to the ['260 million normally allowed. 
This reaIly means that the bank would in a crisis be 
allowed to tap part of the gold behind the notes. In 
the crisis of August 1931, [.IS million of the gold was 
released in this way. A more drastic measure of release 
is to suspend the Bank Act and thus make all the gold 
behind the notes available. This expedient was regularly 
adopted in the crises of the nineteenth century. It was 
not, however, adopted before the suspension of gold pay
ments on September 21, 1931; the bank preferred to 
meet the drain by raising foreign credits of an amount 
approximately equal to its tied gold ({.I30 million). 

In the gold standard period of 1925-31 the notes in 
the Banking Department (=the .. free" gold) fluctuated 
between approximately [.60 million and [.2S million. 
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nu. wa. I very .mall .um either by comparison with the 
total outward payments of the country of the order of 
/.uoo million per annum, or with the total amount of 
money in the hands of the public of the -order of /.2600 
million. 

When the gold standard ia in operation it ia thua 
necessary for the bank, if it ia to fulfil ita obligations, to _ 
secure that foreign payments, not counting in gold 
bullion movements, do approximately balance, or, at 
least, arc not excessively unfavourable. 

The immediate weapon which the bank has to hand is 
to raise its rate of discount. This can be made effective 
in the market by the sale of securities, which the bank 
can undertake on its own initiative. and which reduces 
the volume of its outstanding loans and so makes borrow
able money scarce. In normal times the immediate 
effect of the raising of the bank rate is to make the balance 
of payments more favourable, for reasons already 
explained. The country becomes a less advantageous 
centre to borrow in than before and a more favourable 
centre to hold deposits in; this fact decreases short 
loans by the country and increases short loans to the 
country. 

If, however, there is any suspicion owing to abnormal 
circumstances that this weapon will not be effective in 
equating the foreign balance, it becomes ineffective. 
The difference between the rates of interest in different 
centres is small compared with the risk of loss, if the 
gold standard is suspended. Thus, if if is feared that the· 
gold standard may be suspended, the high rate ceases to 
attract short loans to the country, and fails to make the 
foreign payments balance. And thus, if the foreign drain 
persists, the gold standard has to be suspended. 
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Suspicion, when it arises, is itself the cause of an 
extended drain, for those who hold liquid balances 
hasten to exchange them for a currency that is not suspect. 
A monetary system is seldom strong enough to withstand 
a loss of confidence. 

The weapon of a high bank rate, which the central 
bank has to hand, has been considered so far from the 
short period point of view only. If it is possible for 
fundamental forces to be at work making for a sustained 
adverse balance of payments, the attraction of foreign 
deposits and the repulsion of short term foreign borrowers 
through a high rate of interest clearly will not by itself 
bring the balance into permanent equilibrium. It is 
necessary, therefore, to examine the fundamental condi
tions that determine the sizes of the inflowing and out
flowing streams of payment. 

47. Foreign Exchange in the Absence of a Gold Standard. 
If the country is not on the gold standard, the Foreign 

xchange method is the only method of making a foreign 
paymenQ and the rates move freely under the influence 
of supplY and demand. Like other prices, they must 
make supply equal to demand. It does not follow t~t 
the supply and demand arising out of payments due 
in respect of normal transactions must balance from day 
to day, for when there is no par of exchange, specula
tive operations play an especially important part. Since 
changes in the rates may be large, successful speculation 
can yield a high rate of profit. Under the influence of 
speculative dealing, the rate of exchange may be steadied 
at a level which in the view of the speculators will equate 
the prospective non-speculative supply and demand. If, 
however; there is complete uncertainty as to the future, 
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apeculation may induce violent fluctuations. If the 
currency ia moving in a certain' direction, e.g. downwards, 
apeculatora will anticipate the future, and the present 
rate will tend ~o .s~pd not at a point that balances present 
non-speculative aupply and demand, but at one which is 
expected to balance non-speculative supply and demand 
three months, six months or a year hence. This process 
was amply illustrated in the external II undervaluation" 
of the inflating currencies after the war. Relatively to 
existing non-speculative aupply and demand, their price 
in terma of stable currencies was permanently too low i 
but in relation to what was destined to happen in the 
ensuing year, the present undervaluation was often 
moderate. 

In the next chapter the fundamental circumstances" 
determining the volume of non-spe~ative payments. in 
and out will be examined. . 

H 



CHAPTER VI 

THE BALANCE OF TRADE 

§ I. Equilibrium in Simplified Conditions. The equili
brium of foreign payments can best be approached in 
stages. In the first stage it is well to suppose that all 
payments are in respect of goods and services traded. 
Since it is dangerous to consider foreign transactions in 
isolation and their interconnection with national produc
tion and consumption must always be borne in mind, it 
will be supposed in this stage that not only is there no 
foreign investment, but no domestic investment either. 
Individuals and corporate bodies in their capacity of final 
consumers spend the whole of their incomes. There is 
no addition to the capital goods of the country. 

Consumers' expenditure is divided between A and B 
goods and C goods. 1 Income is wholly derived from the 
sale of these goods. Two fundamental propositions apply 
to the whole of this analysis and not to the first stage of 
it only. First, the amount of income derived from the sale 
of C consumable goods is equal to the amount of income 
devoted to the purchase of them. Since C goods are by 
definition not capable of entering into international 

. trade, their purchase always involves payment by 
certain members of the community to other members 
of the community. The sum total of money paid 
in respect of them is necessarily equal to the sum 

1. For definitions of these, see pp. 59-6%. 
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total of money received through the sale of them. 
Secondly, the excess (or deficiency) of the sale of 
A and B goods over the purchase of them must be equal 
to the active (0(' passive) balance of trade. For the 
amount of income' derived from the sale of A and B goods 
by nationals to nationals must be equal to the amount of 
income spent on the purchase of A and B goods by ~ 
nationals from nationals. The excess of the output of A 
and B goods over the purchase of them and the active 
balance of tradel are used in what follows as inter
changeable terms. 

In the conditions of the first stage of this analysis the 
amount of income derived from all the sales of A and B 
goods is equal to the amount of income expended upon 
them and trade balances. For, since all income received 
is also spent, and the sums received in respect of C goods 
are equal to those spent upon them, the residue on each 
side of the equation, namely, the sums received in respect 
of A and B goods and those spent upon them must be 
equal to each other. 

This state of simplified equilibrium repays examina
tion. The amount of A and B output which a country 
will undertake depends on (i) the world price level, (ii) 
the rewards of factors of production at home, (iii) the 
efficiency of those factors and (iv) the course of events in 
the preceding period; (ii) and (iii) may be compounded 
into the expression, efficiency-rewards to factors of 
production; (iv) may be explained as follows. In 
Chapter IVa distinction was drawn between the relatively 
in1lexible rewards to factors and the residual item of 
profits. I 1£ a force begins to operate which would tend 

• In the arguments of this chaptet, trade is taken to include 
the purchaae and we of current aervicea. • cr. p. 74. 
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ultimately to reduce A and B output, viz. a fall in the 
world price level or a rise in efficiency rewards, output 
may at first be maintained at its pre-existent level by the 
squeezing of profits. As time goes on, the profit earning 
factor will reassert itself; plant will not be renewed or 
extended, and output will sag. Consequently if at any 
point of time the values of the terms in (i), (ii) and (iii) 
are known, it cannot be deduced what the level of output 
will be without some reference to preceding history. 
Profits may be in process of reasserting themselves or 
they may be inflated, and a change in the level of output 
may go forward without any further change in world 
prices or efficiency-rewards. It is possible to rewrite 1 
the determining factors set out above as follows: (i) the . 
world price level, (ii) the efficiency-rewards of factors, 
and (iii) the state of profits. If these are known, the 
volu,me of A and B output may be deduced. For all out
put will be undertaken, of which the price covers the 
cost including a normal profit. 

The proportion of expenditure that is devoted to A 
and B purchases depends on (i) the tastes of consumers 
and (ii) the relation of the world price level to the C goods 
price level. The proportion of income derived from A 
and B sales is equal to the proportion of income devoted 
to their purchase. Consequently if I, stands for the 
income derived from the sale of A and B goods, h for the 
proportion of expenditure devoted to them and I for 
total income: 

Thus the total income of the community will be larger, 
the :more favourable the determining conditions are to a 
large filcome deriyed. from the sale of A and B goods and 
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the smaller the proportion of income devoted to the 
purchase of them. Up to the stage of reasonably full 
employment A and B output will expand the higher 
are world prices and the lower efficiency-rewards; 
beyond that stag~'a rise of prices or a fall of efficiency
rewards would merely lead to the progressive inflation 
of profits. 

Next it is desirable to examine what happens if there is 
some disturbance in the fundamental conditions. Sup
pose that, other things remaining the same, there is an 
improvement in productive efficiency in some other 
country in respect of goods which we export, e.g. in the 
Japanese cotton piece-goods industry, and a consequeq,t 
shrinkage in a foreign market. This involves some los~ 
of advantage which England was formerly able to .derive 
from her foreign trade and a deterioration in her position; 
Two kinds of adjustment are possible: (i) the rewards 
to factors may be adjusted so as to keep productive 
resources in reasonably -full employment; (ll) factors 
may be allowed to go out of employment. 

(i) The situation may be met by a reduction of rewards 
(of profits only, perhaps, in the first instance, andsubse
quently of inflexible rewards), so as to sustain employment 
in the A and B industries at it$ old level. Employment in 
these industries being the same and rewards lower, 
income earned in them will be somewhat lower and this 
will cause repercussions in the C industries; these reper ... 
cussions will be similar to but smaller than those which 
would occur on the alternative hypothesis of unemploy
ment being allowed to occur in the A and B industries 
and will be discussed under that head. {Inflexible 
rewards in the A and B industries might indeed, on 
reasonable assumptions as to the; ~lal\tic~ty of demand for 
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English A and B output, be reduced so drastically that 
incomes in these industries were sustained at their old 
level and output increased. This could only occur if 
there was initially some slack of unemployed to be taken 
up and is an unlikely eventuality.} 

The reduction of rewards might be concentrated in the 
cotton piece-goods industry or diffused generally. In 
the former case cotton operatives and other cotton factors 
would carry the whole detriment, due to the worsening 
of the position, by reducing their standard of living. 
There would be an infringement of the second principle 
laid down in Chapter lIP for maximizing the gain by 
trade, namely, that rewards for equal effort should be 
equal indifferent occupations. The notion that each 
industry should pay the wages (and other rewards) that it 
can bear, though often recommended as being .. dictated 
by the laws of supply and demand," is the opposite of 
the true economic principle.- Rewards should be made 
to approximate to equality in all occupations. Rewards 
in the country as a whole, however, can only be pushed 
above what the capacity of the country can bear, at the 
cost of unemployment. 

If, on the other hand, there is a general reduction of .
rewards in all occupations, A and B output as a whole may 
be sustained, the reduction in cotton output being made 
good by an increase in other fields. The burden of the 
deterioration will be widely diffused through a general 
decline in the standard of living all round. If the adverse 
tum in the situation consists in nothing more than the 
loss of a particular market, the reduction required may 

1 cr. p. 44, (i). 
• For some concession to the opposite principle, however, 

seech. III, p. 51. 
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well be small; some retardation in the normal rate of 
advance may be sufficient. But if many adverse factors 
are at work simultaneously, the burden to be borne may 
be more serious. 

If the country is on a gold standard or, in the absence 
of a gold standard, is committed to the policy of main
taining her rates of exchange with all or most other 
countries stable, the reduction in rewards must take 
the form of 'an outright money reduction. Otherwise, it 
may be brought about through a depreciation in the I 

value of her currency in terms of other currencies. " 
<the latter method of securing reduction can be carried. 
out with greater ease and equity as between different'. 
interests; it is discussed in a subsequent chapter~' In 
this chapter a regime of stable exchanges will be 
assumed. 

In the modem world rewards to factors, other than 
profits, tend to be fixed with some rigidity; there is 
much advantage in this rigidity, both as a safeguard 
against sectional and general exploitation' and because 
attempts to secure equilibrium through a reduction in 
money rewards may set up a vicious circle of monetary 
deflation and fail after all to achieve a reduction in real 
rewards.s 

(ii) If real rewards are not reduced, what will the nature 
of the new equilibrium be? Full equilibrium in one sense 
of the term will not be achieved, since there must be 
some, unemployment in the new situation.' But there 

• Ch. VII. . • Cf. ch. IV. p. 14. 
• These advantages. however. probably do not outweigh 

the disadvantages. if an unreformed gold .tandard is postulated. 
, If special devices for increasing employment. such as 

employment subsidies. are excluded. 
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will be a new equilibrium in which receipts and expendi
ture, and exports and imports balance. In the new 
position A and B output and a fortiori A and B income 
will be reduced. It is necessary to examine the reper
cussions in the. C industries. 1 Let us retain the supposi
tion that individuals spend the whole of their incomes, 
neither adding to nor taking from their monetary holdings. 
In this case the loss of incomes in the A and B industries I 
will be accompanied by a loss of incomes in the C in- ~ 
dustries sufficient to reduce the purchase of A and B I 

, goods by the amount that income from their sales baa 
fallen off. Thus, provided that consumers do not spend 
more than they receive, purchasing power will be 
automatically reduced by a sufficient amount to entail a 
reduction in imports equal to that in exports. 

This may be traced out. Suppose an initial loss of 
income in the A and B industries of [,p. The individuals 
involved spend [,p less. This reduction is divided 
among the two main classes of expenditure. If expendi
ture on A and B goods is reduced by [.qlt that on C 
goods is reduced by [,p-ql' The income of the C 
industries is now reduced by [,p -ql and individuals 
in these industries will spend less; if they spend [.q. 
less on A and B goods, they will spend [,p-ql-q. 
less on C goods, and there will be a further consequential 
reduction of incomes in C industries of [,p-ql-q •. 
This entails a further reduction of expenditure on both 
categories. Reduction of incomes in the C industries 
will proceed by the progressive transfer of reduction, 
until there is no more reduction to transfer. This 

I It will be remembered that even if A and B output d 
sustained, there will be SODle though smaller repercuaaiona of 
this kind, vid.mp. p. 107. 
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happens when lP-(Ql+ql+"') is zero, i.e. when 
Ql+QI+" =p.l 

But the left-hand side of this equation is the sum of all the 
reductions in expenditure on A and B goods, while p is the 
initial loss of income from A and B sales. Thus the 
reduction in A and B purchases is equal to the reduction 
in A and B sales. This result that, provided no one 
spends more than he receives in income, total income 
will be reduced sufficiently to curtail expenditure on 
imports by the amount that exports have declined has 
absolute generality. Moreover, the whole process is' 
simultaneous, so that the transition from one eqUilibrium 
to the other occurs without lapse of time. Far-reaching 
complications arise, when the simplifying suppositions 
of this enquiry do not hold. A clear understanding of 
this most simple and fundamental, type of case is a 
necessary preliminary to the study of complications. 

It is desirable also to trace the repercussions in the, 
outer world. An improvement iq productIve-efficiency 
has been registered in the Japanese cotton piece-goods 
industry. Three possibilities may be considered. (i) 
Rewards in this industry may be instantly raised, so that 
there is no fall in the price of these goods and no tendency 
for production to be transferred from England to Japan. 
In this case England will be completely preserved from 
feeling the effects of the change. There will be a residue 
of unemployed factors in the Japanese industry which 

. will not be reabsorbed. (ii) Rewards in Japanese industry 
; may be raised generally by an amount sufficient to pre

serve the general level of employment in Japan at its 
status guo ante. Cotton output will be increased and other 

, The series on the left-hand side of this equation will be 
infinite, since q,. is always less than P.-(q, + .. +q..J. 
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output reduced; (iii) Rewards in Japan may remain 
stationary, output and income in the cotton industry 
rising and diffusing new employment in Japanese C 
industries, until her total purchase of A and B goods has 
risen by the amount that her income from the sale of 
cotton goods rose. The third alternative is only possible 
if there was initially some slack of unemployment in 
Japan, which could be. taken up. If at the outset the 
employment position was good. but none the lesa 
inflexible rewards were not raised, profits would become 
inflated, and total rewards would rise in Japan by the 
amount postulated under (ii). 

In the new equilibrium of cases (ii) and (iii), Japan will 
purchase additional A and B goods from the world pool of 
a value equal to that of her increment of income in the 
cotton industry, just as England will reduce her purchase 
by an amount equal to her loss of income there. If the 
demand for cotton piece-goods is elastic in the world. the 
increment will be greater than the decrement, and there 
will be an improved market for A and B goods generally. 
To this extent the detriment to England will be mitigated. 
as she may be able to increase her other A and B output 
at the old level of rewards. On the other hand there is 
another circumstance tending to aggravate the detriment 
to England. Since the unity of the world market for B 
goods is imperfect, there will be some weakening in the 
price level of English B goods and a strengthening of the 
price level of Japanese B goods. A secondary deteriora
tion due to this cause is likely to be more severe in a 
country which specializes in the production of B rather 
than of A goods. 

Returning to the effects of the diffusion of unemploy
ment in the home country. if h. the proportion ot expendi-
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ture devoted to A and B purchases is the same in the new 
equilibrium as in the pld, the proportionate reduction in 
output will be the same in the C as it is in the A and B 
industries. In the new state of affairs, the equilibrium 
equation, 

will hold. If h is the same as before, total income will 
have been reduced in the same proportion as income 
derived from A and B sales, and therefore income 
derived from C sales will also be reduced in that same 
proportion. 

In the case where the adverse tum in the circumstances 
involves the fall in price of a commodity, some change in 
h is to be expected unless the elasticity of demand for it 
is equal to one. If the demand is elastic, a rise of h will 
occur, and the proportionate reduction in total income 
will be more than that in A and B income.1 If the demand 
is inelastic the proportionate reduction in total income 
will be less. 

An interesting variation on this theme may be men
tioned. Suppose that workers thrown out of employment 
continue to be paid a smaller income from some source. 
The reduction of expenditure in the community is then 
equal to the reduction in the expenditure of the unem
ployed plus the reduction in the expenditure of those 
still in employment that is due to their having to provide 
funds for the unemployed. To compute h it-is necessary 
to ascertain not the proportions in which a representative 
worker divides his expenditure, but the proportion in 

I A rise in 1a occurring spontaneously will give rise to the 
same problems as the loss of • foreign market. 
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which the expenditure actuaUY_Cl!nalled was divided. 
Since the necessaries of life;- food, etc., are apt to belong 
to the A and B category, the actual reduction of expendi
tuse on A and 'B goods is less than if the unemployed 
workers simply ceased to spend. The consequential 
diffusion of unemployment required to secure a balance 
of A and B sales and purchases is pro tanto greater. 

Another type of case may be considered. Suppose that 
there is a general fall of prices in the outer world, due to 
monetary dislocation. The situation may be met in 
England by a proportionate reduction of rigid rewards. 
Otherwise there will be a fall in all or most lines of A 
and B output and a consequential diffusion of unemploy
ment in the C industries. The effects would be analagou8 
to those in the case already considered but correspond
ingly more severe. There is, however, a mitigating 
circumstance. There is probably some inelasticity in the 
demand for A and B goods considered as a category. 
The fall in the price of these will then cause a reduction 
in the proportion of income expended upon them. This 
means that the recession in the C industries will be less 
than the recession in the A and B industries. For instance, 
the equilibrium equation 

I=!(I,) 
, h 

shows that if there is a reduction of A and B incomes of 
10 per cent and at the same time a reduction in the 
proportion of income spent on A and B output of S per 
cent, the reduction in total income will only be Sh per 
cent.II) This disproportion in the effect of a fall in world 

II) 
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prices on the different categories of industry has been 
manifest in England in the last ten years, and everywhere 
in the last three, the international goods industries being 
more severely hit than the domestic induStries. 

§ z. Transition in Simplified ConditIOns. In what has 
been said so far, it has been assumed that at every point 
consumers spend all and no more than all their income. 
On this assumption, the transitition from one equilibrium 
to another is instantaneous and presents no special 
problems. All that is necessary is to enquire into the 
nature of the old and the new equilibrium. The assump
tion is, however, an improbable one. Two circumstances 
likely to upset it must be sharply distinguished. 

(i) When the new eqUilibrium is reached, the total 
income of the community stands at It lower level. It is 
reasonable therefore to expect that it will collectively be 
holding a smaller monetary balance. Consequently at 
some point in the transition there will have been either 
an excess of expenditure over income (involving a passive 
balance) equal to the reduction of monetary requirements, 
or a repayment of loans to the banks equal to the same 
amount, or some excess of expenditure and some repay
ment of loans, the sum of the two being equal to that 
amount. This is a necessary feature of the transition 
from one equilibrium to another and prevents the 

. simultaneous adjustment postulated in the foregoing 
section. 
. . (ii) It may happen that during the recession the 
excess of expenditure (=passive balance) would, if 
unchecked, be greater than the amount by which 
monetary requirements will ultimately be reduced. The 
scope and permanence of the change may not at first be 



116 INTERNATIONAL ECONOl\IICS 

realized i firms and individuals may keep going by 
reducing their monetary balances below the level that will 
ultimately prove desirable. The diffusion of unemploy
ment and contraction in the C industries may accordingly 
be delayed, imports meanwhile exceeding exports. 

If the gold standard or any other form of stable foreign 
exchange regime is in operation, as is supposed in this 
chapter, the central bank has to cover any passive balance 
that is generated by parting with its reserves of gold or 
foreign exchange. These, however, are apt to be small 
by comparison either with the total amount of money 
in the countryl or with the total volume of foreign pay-

. ments. It may be impossible to meet the total passive 
balance generated during the transition. To safeguard 
its position it may (a) cause the adverse trade balance to 
be covered by attracting short term loans to the country 
by raising the market rate of discount, and/or (b) take up 
the slack money by the process of internal deflation 
(curtailment of loans). Capital movements are excluded 
from the picture at this stage of the argument. Let 
it suffice to say here that the attraction of short 
loans from abroad (a. sup.) is only a suitable 
remedy for a passive balance if that is destined to be 
subsequently offset by an active balance. Seasonal 
discrepancies in the balance are properly covered by 
this device. That part of the passive balance which is 
due to the second reason mentioned in the last paragraph 
may be rightly so covered. That part, however, which is 
due to a permanent reduction in monetary requirements 
will not be offset by an active balance at a subsequent 
date. This permanent reduction may be covered out of 
the reserves of the central bank i if it is, the proportion 

I Cf. pp. 98-101. 
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of reserves to liabilities of the central bank will be reduced 
below its former level and may become dangerously low. 
If the proportion is to be restored to its former level 
some measure of internal deflation cannot be avoided. 
This may have further repercussions, which must be 
discussed when internal capital movements have been 
introduced into the picture. 

Great Britain'. return to the gold standard in 1925, 
involving a rise in the rate at which sterling exchanged 
for foreign currency of about 10 per cent, entailed an 
alteration in the relation between home efficiency rewards 
and 'world prices of approximately that amount. If 
efficiency rewards were not to be reduced in proportion, 
there would necessarily be some measure of additional 
unemployment in the new equilibrium position; all 
industry was to be expected to suffer put not in the same 
degree as the export industries (cE. concluding sentence 
of last section). In the transition there would be a 
tendency towards a passive balance. This was met by 
the normal method of making the foreign balance on 
short loan account more favourable (a. sup.) and also by 
the less usual method of discouraging long term foreign 
lending. In its anxiety not to oppress British industry, 
the Bank of England did not push the remedy of internal 
deflation (b. sup.) to the point which the logic of the 
situation required. The stabilization of sterling, which 
made London a more suitable place for foreigners to hold 
floating balances (=foreign deposits plus undiscounted 
sterling bills held on foreign accountl), gave much 
fortuitous assistance to the Bank in its application of the 
first remedy. The consequence was that our outstanding 
sight liability to foreigners was not only increased during 

• Cf. m. V, p. 9~. 
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the process of transition, but remained high when some 
sort· of new equilibrium was achieved, and the amount 
of internal deflation which the Bank had to apply was 
less than it otherwise would have been. 

British industry was thus spared a nasty dose of 
deflation; but the gold standard was not re-establishedl 
on a firm foundation. The reduction in home monetary 
requirements consequent upon its restoration was partly 
covered by inducing foreigners to hold more deposits in 
England than they had done before. Foreign deposits 
may be withdrawn in an emergency; they should 
properly be regarded as a negative gold reserve. Thus 
the Bank really let the country's reserve available for 
meeting a passive balance in future run down to a 
negative figure. An attempt to restore it to a normal 
level would necessarily have involved severe internal 
deflation. The Bank may well have been justified in 
avoiding this inj~ous measure; it was probably better 
not to fortify too strongly a gold standard hastily and 
injudiciously resumed. Its failure to cover the passive 
balance generated in 1931 was the natural consequence 
of the Bank's previous policy. 

§ 3. The Balance of all Payments 011 Current A«ount. 
The equilibrium position when there are other items on 
current account in the foreign balance may next be 
considered. Such items are interest and profit on foreign 
investments, gifts, indemnity payments. If capital 
movements are still excluded, then in equilibrium a 
passive balance of trade is offset by an active balance on 
the other itemS and vice versa. A and B purchases are 
equal to the income from A and B sales plus the net 
active foreign balance on other items. The greater this 
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net active balance the larger ceteris paribru will the total 
income of the community be. If F stands for the net 
active balance on other items, in equilibrium, 

I 
1==;,(1, + F). 

Thus a rise of /.100 p.a. in F will, ceteris paribus, not 

merely increase I by 1.100 p.a., but by I.X; p.a. The 

receipt of 1.100 will be balanced in part by the expenditure 
of its recipients on A and B goods, in part by that of 
those consequentially given new employment in the C 
industries on A and B goods. 

If a reduction in F occurs the opposite results follow. 
This may be illustrated by supposing that, on a condition 
in which foreign payments balance, there supervenes the 
necessity to make an indemnity payment. The people c: , 
vote the required sum l:ijtaxation. Suppose that there 
is no change in world prices or rewards to factors at 
home and consequently no increase in A and B output. 
The people will have less money to spend by the amount 
of the tax they have voted. There will at once be some 
curtailment of the purchase of consumable A and B 
goods by the tax-payers and of A and B raw materials 
by those producing C consumable goods for the tax
payers. This primary reduction in A and B purchases 
will not be sufficient to cover the' indemnity, for pre
sumably only part of the income iost by the additional 
taxation would have gone to the purchase of A and B 
goods and materials. There will also be a reduction in 
the purchase of C goods. This will lead to a reduction 
in domestic employment and to a further curtailment of 
A and B purchases owing to the loss of purchasing power 
by those thrown out of work. The unemployment will be 
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extended progressively until the reduction of A and B 
purchases through loss of purchasing power is sufficient 
to cover the indemnity. 

The unemployment is not, however, inevitable. It 
can be cured by the factors of production consenting to 
take lower rewards for their services. If sufficient cuts 
are made A and B goods output may be increased by the 
full amount of the indemnity, and if that happens the 
unemployment will disappear. How drastic the cuts 
required are will depend largely on the elasticity of 
demand and supply of the country's goods; the greater 
the elasticity the smaller the cuts required.1 It will also 
depend on the nature of the exports. If they consist 
largely of B goods, more drastic cuts will probably be 
required than if they consisted largely of A goods. For 
the indemnity payment shifts the demand for goods in 
general from the tax-payers of the paying country to the 

. tax-payers of the receiving country. This shift in demand 
will tend to give the producers of competing B goods in 
the indemnity receiving country a marketing advantage 
over those in the indemnity paying country.' Thus the 
paying country will have to cut the price of its B goods 
relatively to that of the receiving country's B goods by a 
sufficient amount, which may be large, to tempt buyers 
in the receiving country to transfer their demand from 
their home-made goods, to which they are accustomed, 
to unwonted foreign-made goods of different pattern. I 
Thus the factors in the paying country will have to reduce 
their rewards more and the price of the output will 
have to fall more in the case of B than in that of 

I Cf. the analysis of ch. II, pp. 31-35. • Cf. p. liZ. 
a This will be further accentuated, if the receiving country 

imposes a tariff. 



TIlE BALANCE OF TRADE 121 

A goods. AI against this it must be remarked that the 
production of B goods is more likely to show decreasing 
costs over a considerable range, resulting from the larger 
market. 

, Thus the burden of an indemnity is twofold. The 
.' paying country has to reduce its expenditure by an ! amount equal to the taxation required to cover the 
\ indemnity. In addition it must either allow an unemploy
',ment crisis to persist, with the resulting loss of output 
and income, or it must reduce the real reward to factors 
(,f production. 

A reduction in F, whether due to the necessity to make 
an indemnity payment, to a loss of interest on foreign 
investments, etc., will give rise to transitional problems 
similar to those following the loss of a foreign market. 
An initial passive balance of payments is to be expected 
and lome measure of internal deflation by the central 
bank. In the absence of counteracting causes, the 
unemptoyment will not be a transitional but a permanent 
phenomenon. 

1v14. International Capital MO'lJements. It is required to 
define the equilibrium position when capital movements 
are taken into account. In this position the foreign 
balance on all current items is equal to the net foreign 
lending of the country, and the all foreign payments 
balance exactly. In a period of normal advance there 
may indeed be some active balance of an amount equal to 
the share of newly mined gold which the country acquires. 

The figure for the net foreign lending is found by 
subtracting long and short term loans made by foreigners 
to the country from long and short term loans made by 
the country to foreigners. The volume of long term 
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capital movements depends on the· prospects of profit 
in industry at home together with the amount of govern
ment and municipal development loans issued, on the 
powers of the country by saving to satisfy its own capital 
needs (these two factors determining the rate of interest 
and profit in the country) on the relation of these to 
interest and profit obtainable elsewhere, and on the 
comparative confidence in the stability and future pro
gress of the country. The volume of short term loans 
is determined in part by similar considerations but also 
largely by the policy of the central bank.1 

It may be well to consider the allocation of income, 
when capital movements are taken into account. The 
income of the community is derived from the sale of A, 
B and C goods, including capital goods, and from the 
" other" current items on the foreign balance-sheet. 
Its allocation is divided between expenditure on A, n 
and C consumable goods, " other" current items on the 
foreign balance sheet and unconsumed income. I The 
component parts of income and its allocation may be 
sorted out in such a way that their common items can be 
cancelled. 

1 In abnormal times like the present, the policy of the central 
bank and government has also a large influence on the volume 
of long term lending. 

t In this analysis the whole income of a firm operating in 
England is said to accrue to the English community; that 
part of it set aside to reserve is .. unconsumed income" ; that 
part paid out to foreign partners or shareholders is an item of 
disbursement in the .. other" current itema on the foreign 
balance-sheet. 

The expression .. unconsumed income" is used in the IIeDSe 

commonly given to the word .. savings." rdr. Keynes baa, 
however, recently defined savings in a somewhat different aense, 
and to avoid confusion that term is not used in the text. 
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INCOMB 

I. Value of all consumable 
goods Bold in home 
market. 

2. Value of exports== 
(i) Balance of trade.! 
+(ii) Value of consum
able goods imported. 

+(iii) Value of capital 
goods imported. 

3. Value of newly produced 
capital goods made and 
sold at home. 

4. Income from .. other .. 
current items on foreign 
balance-sheet = 
(i) Balance of other 
current items on for
eign balance-sheet.! 

+(ii) Income devoted 
to other current items 
on foreign balance
sheet. 

AuOCATION 

= I. Value of all consum
able goods bought 
in home market. 

== 2. Value of consumable 
goods bought from 
abroad. 

= 3. Income devoted to 
other current items 
on foreign balance
sheet. 

4. Unconsumed income. 

Eliminating common items there is left, on one side, 
the balance of all foreign items on current account and 
the value of the addition to the home stock of capital 
goods, and on the other unconsumed income. 

In equilibrium the balance of all items on current 
account is equal to net foreign lending i consequently net 

• This item 0lA)' have • negative value. 
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foreign lending plus the addition to the home stock of 
capital goods is equal to unconsumed income. 

Let an equilibrium position be disturbed by the opening 
of a new field for profitable foreign lending. l In the new 
equilibrium this new lending must be offset either by a 
reduction in the addition to the home stock of capital 
goods or by an increase of unconsumed income, or by 
both. Neither adjustment can be made without some 
disturbance occurring in the whole economic system. 

In the first instance, before repercussions are allowed 
for, there will be a net passive balance equal to the amount 
of new foreign lending. How is this covered ? 

The most complete adjustment will be secured if, 
simultaneously with the increase of lending, rewards to 
factors are cut sufficiently to stimulate the output of A 
and B goods by enough to cover the passive balance. 
This does not imply an increase of A and B output by 
an amount equal to the new lending, but a greater 
increase. For part of the income of the newly employed 
factors will be expended on A and B purchases; and the 
part of their new income not so expended will give 
additional employment to C producers, who will also 
expend part of their income on A and B purchases. 
Rewards to factors must therefore be reduced sufficiently 
to stimulate A and B output so much that the increase 
of A and B sales less the consequential increase of A and 

1 Equilibrium IIUly also be disturbed by an increase in the 
addition to the home stock of capital goods; if these are 
imported the effect on the foreign balance will be direct. if 
they are home-IIUlde it will be indirect through the increased 
purchases of A and B goods by those earning income in the 
home capital goods trades; the effect of this on the balance 
may be important and necessitate adjustments analogous to 
those discussed in the text. 



THE BALANCE OF TRADE 125 

B purchases is equal to the new foreign lending. This 
in turn will be equal to the increase of unconsumed 
income in the new equilibrium. When the new foreign 
lending is due. to an increase of lendable funds conse
quent upon a general expansion of output and income 
and increase of efficiency at home. this type of adjust
ment is usually the one that occurs. The reduction of 
home efficiency rewards is then constituted not by a fall 
in money rewards but by a rise in efficiency. The new 
foreign lending is associated with a concomitant increase 
of unconsumed income i this increase may well exceed 
the new foreign lending. which is consequently accom
panied by a rise and not a fall in the addition to the home 
stock of capital goods. 

It is necessary to examine the case in which the new 
foreign lending is not accompanie4 by a reduction of 
efficiency rewards. (The following reasoning applies 
mutatis mutandis when there is a moderate but insufficien~ 
reduction of efficiency rewards.) 

(i) If the new flow of foreign lending ( =LP) is found by 
an increase of the margin between income and expenditure 
on consumable goods (an increase of unconsumed 
income). we may suppose that the purchase of A and B 
goods is cut down by [llt. and that of C goods by LP-tlt. 
So far there is a net passive balance of LP-tlt. We must 
suppose that the reduction in C incomes of LP-tJl entails 
a corresponding reduction of expenditure on consumable 
goods. For otherwise the initial supposition that the new 
funds for foreign lending are found wholly by increasing 
the margin between income and expenditure will not be 
fulfilled. The opposite case is examined in the following 
paragraph. Suppose an additional reduction of the 
putchase of A and B consumablea of Ilia and consequently 
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a further transfer of reduction on C cOJlSumables of 
£p-(ql +qz). On the supposition that the margin 
between income and expenditure is maintained, there 

, will be a progressive transfer of reduction in C incomes, 
until there is no more to transfer, i.e. until ql +q. + ... =p, 
i.e. until the reduction in A and B consumption is equal 
to the new foreign lending. The consequence of the new 
foreign lending will have been to reduce C incomes by 

£(;,)p, where h is the proportion of income, formerly but 

no longer expended, which was devoted to the purchase of 
A and B goods. Analysis of what may happen in the 
transition is on precisely the same lines as when a foreign 
market worth £p has been lost (vid. SUp.l) .• 

(ii) Suppose on the other hand that the additional flow of 
foreign lending is accompanied by no increase of uncon
sumed income. This' is the opposite extreme; the 
actual condition is likely to be intermediate. The force 
which on the other hypothesis tended to diffuse unem
ployment, namely, the reduction of expenditure on C 
consumables, will not at once come into operation. There 
will in the first instance be an uncovered passive balance. 
What will the new equilibrium be 1 When that is 

1 Pp. 110-113. 
• In this paragraph it has been assumed that there i. 

no reduction in the rate of addition to the Btock of capital 
goods. If, however, the reduced output (lP-qJ) of C con
sumables entails reduced demand for (and output of) capital 
goods at home, of which rl were of the A and B class, and if 
the expenditure on A and B goods of facton so thrown out 
of work in C capital goods industries was 'II the total net 
reduction in the purchase of A and B goods in the first term of 
the series is (ql +rl +'1)' Production in all C industries will 
decrease until (q, +rl +,J +(qa +ra +1,) +. . . =p. 
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achieved, the. trade balance will have been raised suffi
ciently to cover the new flow of foreign lending. It may 
happen that the investment is of a kind which gives the 
lending country a competing advantage in the sale of 
certain B goods, e.g. machinery, locomotives, etc., to 
the market in which the new investment is being made, 
and the passive balance will be partly covered in this 
way. The whole passive balance is not likely to be so 
covered. It is necessary to advert to the policy of the 
central bank. It may be able to cover the passive balance 
out of its reserves. As it loses reserves, it may either 
neutralize the effect of the loss by purchasing securities 
in the open market and so maintaining the quantity of 
money in the country at its old level, or it may allow the 
outflow of reserves to have its direct effect of reducing 
the bankers' balances. 

If it pursues the former policy it is really counting on a 
further change occurring. It may hope that the stimulus 
to new foreign lending will spend itself quickly, or that 
an improvement in foreign markets will occur, allowing 
an increase in the trade balance. It can pursue such a 
waiting policy with greater equanimity if its reserves 
are very large. If on the other hand it allows the outflow 
to have its full effect on bankers' balances, the banks will 
have t<> curtail their loans and interest rates will rise. 
This has the short period effect of inducing a reverse 
flow of short term loans to the country and the more 
far-reaching effect of checking the output of capital 
goods for the home market. l This creates unemployment 

• A high interest rate reduces the present value of • given 
prospective income and 80 checks the output of capital goods. 
The reduction of capital goods includes an,. reduction in liquid 
or working capital that rna,. occur. 
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in the capital goods industries, which diffuses 
unemployment, on the principle already explained, in 
the domestic consumable goods industries and reduces 
the purchase of A and B goods. So long as the cash basis 
is in the process of being reduced (by a passive balance), 
the rising tendency of rates will continue; this will 
diffuse unemployment in the capital goods industries 
and the C consumables industries, until the purchase of 
A and B goods is reduced by the amount of the net 
addition to foreign lending. At that point the contraction 
of loans will cease and with it the contraction of capital 
construction. Sufficient unemployment will have been 
created to generate an active trade balance, through the 
fall in income reducing the purchase of A and B goods 
by an amount equal to the new foreign lending. 

The central bank may have to take still more drastic 
action. If it feels itself unable to cover the passive 
balance which is generated in the first instance, it may be 
impelled to accelerate the process of contraction by con
tracting its own credit. If the proportion of its reserves 
to liabilities is to be restored to its level in the old 
equilibrium, some contraction of central bank credit 
will in any case be necessary. 

A similar analysis applies in the case of a country which 
having been on balance a borrowing country finds itself 
cut off from foreign loans. When loans cease or are 
reduced, the passive trade balance exceeds the net inflow 
of capital and the position is consequently one of dis
equilibrium. There will be an outflow of money and the 
central bank is faced with a problem similar to that 
already discussed. 

In a time of normal advance the increase in a country's 
lending may not do more than keep pace with her rising 
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output of A and B goods and her rising efficiency. The 
loana do indeed check the rate at which internal advance 
i. possible, but they build up a strong position in the 
future for her, and their rising yield promotes internal 
prosperity. Such was roughly the course of this country's 
foreign lending before the war. It is arguable that in the 
post-war decade she clung too tenaciously to her lending 
habit in a period when for various reasons her A and B 
output was checked in its normal rate of expansion, and 
that unemployment and depression in the country would 
have been less, had she lent less. 

In abnormal times big changes may occur in the item 
of foreign lending. A country's power to borrow may 
suddenly cease owing to a loss of confidence of foreigners 
in her or to convulsions proceeding elsewhere. Or her 
own lending may increase owing to her nationals' loss of 
confidence (tl flight of capital tt). Her own increase of 
lending could not, it is true, be long maintained on a 
great scale, since it must be derived either from uncon
sumed income or from the monetary balances of nationals 
which they are willing to trench on for this purpose. 
The first source will shrivel- up in the crisis which a large 
un~vered passive balance must engender at home, while 
the second can be drawn on once only. None the less 
any country may experience a large temporary increase 
in her passive balance owing to an increase of her foreign 
lending, and a borrowing country may experience a large 
permanent increase, so long as her power to attract 
loans is in suspense. When this occurs the diffusion of 
unemployment required to reduce her A and B purchases 
by the amount necessary to secure a new equilibrium 
may be exceedingly great, involving a paralysis of her 
whole economic life. In such a situation it may be 
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necessary to control all dealings in foreign exchange or to 
abandon the gold standard. 

§ S. The Balance of Payments and Deflation. The 
. following changes in fundamental conditions all tending 
to generate a passive balance in the first instance have 
been passed in review in the preceding sections: (i) the 
loss of some advantage in the sphere of comparative costs 
entailing a reduction of exports; (ii) a fall in the world 
price level unaccompanied by a pari passu reduction of 
inflexible efficiency-rewards at home (or a rise in effi
ciency-rewards at home unaccompanied by a rise in the 
world price level); (iii) a rise in the proportion of 
income devoted to the purchase of A and B goods (h); 
(iv) a reduction in the net income from other items in the 
balance of payments on current account, due to such 
causes as a fall in income from foreign investments or the 
necessity to make an indemnity payment and (v) an 
increase in the net flow of foreign lending. The opposite 
circumstances would generate an active balance in the 
first instance. At any time there may well be factors 
operating in both directions and offsetting each other, as, 
for instance, when the proportion of expenditure devoted 
to the purchase of A and B goods is falling and the net 
flow of foreign lending is increasing. A passive (or active) 
balance may indeed occur when none of these factors 
are present, being due to seasonal or transitory causes. 
Such discrepancies may be covered out of the reserve of 
the central bank or by its operating on the market rate 
of discount to induce offsetting changes in the flow of short 
term loans. 

A change in the fundamental conditions tending in the 
first instance to generate a passive balance entails a 
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reduction of the total income of the community when a 
new equilibrium is reached. ThiS reduction is likely also 
to involve a fall in the amount of money which the com
munity collectively chooscs to hold; consequently in the 
transition between the two equilibria there must be a net 
passive balance or internal deflation (contraction of bank 
loans) or both. If the central bank's proportion of reserve 
to liabilities is to be restored to its old level, there must 
be lome internal deflation; the proportion of the reduc
tion in the total monetary holding of the community 
which is covered by a passive balance and by internal 
deflation respectively must be equal to the proportion of 
the central bank'. reserves to the total monetary holdings 
of the community. 

In a modem community the banking system performs 
two main functions. it provides a ~irculating medium 
in the form of bank notes and bank deposits and it 
provide. the capital market with funds. These two 
functions are inextricably intertwined. It cannot cancel 
part of the circulating medium without withdrawing 
funds from the capital market. Thus if the monetary 
requirements of the community are falling by an amount 
that is greater than can conveniently be covered by a 
passive balance (which involves depletion of banking 
reserves) and it is necessary to resort to internal deflation. 
the banking system has to withdraw funds from the capital 
market. Deflation operates through a rise of interest 
rates and a consequent fall in the output of capital goods. 
To examine the interaction between changes in the 
monetary requirements of a community (involving 
creation and cancellation of means of payment) and 
changes in the equilibrium rate of output of capital goods 
would take us to the heart of the problem of the trade 



182 INTERNATIONAL ECONmIICS 

cycle. This is largely an unsolved one, and certain 
generalities must suffice here. 

In an equilibrium position the proportion of the 
community's factors devoted to adding to the stock of 
Capital goods should be equal to the proportion of con
sumer's incomes which they choose not to spend, less 
the net foreign lending ( =the active balance of payments 
on current account). The equilibrium rate of interest 
(or, more strictly, series of interest rates, for there are 
different rates appropriate to different classes and periods 
of loan) is that which limits the demand for new capital 
goods to this proportion. If the banking system aims 
at securing such a rate, the volume of loans, to which 
it finds itself committed as a consequence, should be just 
sufficient to provide the community with the means of 
payment it requires, either a stable amount or one rising 
in accordance with a norma11ong period trend.1 Conse
quently when equilibrium is reached after a change in 
the community's external relations represented in its 
balance of payments, the banking policy appropriate 
to its monetary requirements in the new phase should 
not be inconsistent with that required to secure an 
equilibrium rate of output of new capital goods. It is 
more difficult to write with certainty of the appropriate 
behaviour in the transition period. Measures required 
to secure an appropriate contraction of the circulating 
medium may entail an excessive contraction of capital 
output. Moreover, it appeared above that in the transi-

1 This amount may, however, have to fluctuate to offset 
variations in the tendency to hoard due to psychological or 
other causes, if these persist, as they may prove to, in an other
wise steadily advancing community (vid. info ch. VIII, pp. 
162-164). 
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tion the passive balance may tend to exceed the amount 
required to reduce the circulating medium from its level 
in the old to that in the new equilibrium, and the dose 
of deflation required would then be pro tanto stronger. 

Analysis appears to show that it is possible for a closed • 
community to become involved in a vicious circle of 
inflation or deflation. Expansion of output is indeed 
restricted by the limit of what is physically possible, 
but there is no such limit to a recession. A new equili
brium may be found at a low level of output with a small 
proportion of productive factors devoted to capital goods. 
In an open system, e.g. in a particular country with 
external trading relations, the level of output is deter
mined, as already explained, by the relation of efficiency 
rewards to world prices, the proportion of income 
devoted to the purchase of world goods and the size 
of the other items in the foreign balance-sheet. If the 
deflation, necessitated during a transitition, tended to 
push the production of capital goods and C consumables 
in that country below the level so determined, an active 
balance would ultimately be generated and recuperative 
forces would be set in motion tending to revive output. 
This, however, is not quite the end of the matter. 

The world as a whole is a closed system. If output in 
the world as a whole is receding owing to the prevalence 
of deflation, the level of the output at which each country 
achieves equilibrium will recede also. It might be 
thought that a change in the balance of payments necessi
tating deflationary measures in one country would 
normally be accompanied by a change necessitating 
inflationary measures in another and that mere move
ments in the balance should not engender inflation or 
deflation in the world as a whole. There may be some 
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truth in this; it may ~e that we must look elsewhere 
for causes tending to produce world expansions and 
recessions. This much, however, may be observed here. 
An active balance does not exert as strong a coercive 
force on a central bank to adapt its monetary policy to 
the situation as a passive balance does. A passive balance 
must be checked or insolvency will result; a .rise in the 
proportion of a central bank's reserve due to an active 
balance may be endured with equanimity. It is not 
improbable therefore that adjustments of banking policy 
due to changes in the balance of payments may involve 
some measure of net deflation in the world as a whole. 
It would follow that there may well be some truth in 
the view that the greater. violence of the changes in the 
balance of payments, which for various reasons have 
prevailed in recent years, is a contributory cause of 
the greater failure of world output to keep pace with the 
capacity of productive factors. If the forces of deflation 
prevail over those of inflation on balance in the first 
instance, and a world recession ensues, the world as a 
whole may enter into the vicious circle of deflation and 
deflationary conditions be extended to all countries. 

Some remarks may be made on certain palliatives. 
which are apt to be adopted in the face of a worJ(J reces
sion. One is the imposition by particular countries of 
additional tariffs, import quotas or exchange restrictions. 
In a general retreat some countries may be peculiarly 
exposed and their equilibrium level of output be reduced 
to a fantastically low level. By protecting the home 
market for their A and B output. they may enable some 
production still to be undertaken.1 Desperate measure. 

1 On the general question of the relation of a tariff to 
employment, see ch. IX, sec. 4. 
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of salvage may be necessary •. Two points may be 
made about this remedy: (i) Prima facie, what is gained 
at home is lost in the outer world, since the balance of 
trade of the outer world with the restricting country is 
rendered lesl favourable. There may, however, be .some 
net gain. If some of the countries which suffer by the 
import restrictions are those with an active balance, their 
rate of recession may. not be so much accelerated by the 
loss, as the recession of the ill-placed countries is retarded 
by their salvage measures. For a relatively strong country 
to impose restrictions in a time of world recession is in
excusable. (ii) The restrictions, so long as they are in 
force, make revival more difficult, since the channels in 
which the reviving trade will have to flow are less pro
fitable than those blocked up. 

An especially ill-placed country imay seek to raise 
loans from her stronger neighbours. While the loan is 
flowing in, her equilibrium level of output is raised by 

an amount equal to the loan multiplied by~. The net 

effect on the world level of output depends on how the 
loan is raised. If it entails a corresponding reduction in 
the output of capital goods in the lending country and 
of her purchas, of consumable goods it has no restorative 
effect. If on the other hand it can be provided without 
either of these consequences ensuing, it will tend to 
arrest the process of world recession. This implies that 
the lending country can allow her active balance to be 
reduced or her passive balance increased by the full 
amount of the loan. One further point may be made 
in this connection. If, instead of making the loan of [.p. 
the strong country increased her 0fC1I output of capital 
goods sufficiently to raise her purchase of world goods 

It 
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by £p the result would be still more satisfactory. In 
both cases the outer world's balance of payments with the 
strong country would rise by £po Whereas in the former 
case an additional (interest) charge is put upon the already 
distressed industries or governments of the weak countries 
and the money is used to cover the losses of unprofitable 
trade, in the latter case the incoming money represents 
the yield of trade now rendered profitable. The strong 
country also gains by the latter method since it increases 
her own consumption and employment. Nothing can be 
more foolish than to make distress loans to an impoverished 
country while maintaining a tariff against her goods or 
while reducing expenditure on development at home. 

If the regime of stable ex<;.b.anges is abandoned, the 
mechanism by which the transition is made from one 
equilibrium to another is different; in particular, when 
an adverse turn occurs, deflation can be avoided. In 
certaUt circumstances the regime of stable exchanges 
may indeed have a stabilizing influence; it prevents 
countries which are parties to it from indulging in 
private orgies of inflation or deflation, because under it 
.~hose are checked by the passive or active balances 
'generated in consequence of them. But when the posi
tion is reversed and big changes in the balance occurring 
·for other reasons necessitate large measures of internal 
inflation or deflation to counteract them, and when in 
consequence there is a tendency for the forces of deflation 
to exceed those of inflation in the world as a whole, it is 
proper to examine the possibilities of the other system. 
This is.done in the following chapter. Then, in Chapter 
VIII, the possibility of retaining the advantages of stable 

. or fairly stable exchanges, while avoiding inflation or 
aeflation in the wo~ld aJa whole, through international 
co-operation, is consi~ered. 



CHAPTER VII 

WHEN THE GOLD STANDARD IS 
ABANDONED 

--§ J. Th, New Freedom. In an earlier chapter the reader 
was asked to bear in his mind two distinct problems : 
(i) What are the circumstances in which a country will 
distribute her productive. resources among occupation in 
the best possible manner? (ii) What are the circum
stances in which a country will maJte a full use of her 
productive resources? The first problem was considered 
in Chapters II and III. In Chapter IV it appeared that 
full use of productive resources depended on rewards 
to factors being in a given relation to the world level of 
prices. In the last chapter it was shown that, if these 
rewards were not readily adjustable, any force tendlng. 
to generate a passive balance in the first instance· ~ 
likely to disseminate unemployment in the country .. 
Furthermore the passive balance will, if considerable, 
necessitate some measure of internal deflation, entailing 
a further addition to unemployment in the transition and 
a more lasting further addition if the world generally 
becomes infected with deflation. The original passive 
balance might be due to a change in the relative position 
of the country or, again, to the prevalence of deflation 
in the world as a whole. ' ... 

If the mohetary authority is not 'pbliged to maintain· 
137 
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the foreign exchange rates at a fixed par and does not 
attempt to do so, the scene is greatly changed. A new 
freedom is gained. This may be most precisely demon
strated by reference to the terms in our equilibrium 
equation for simplified conditions: 

I =~(I,) 
h 

What have been referred to in these pages as the .. funda
mental conditions" no longer serve to determine 
the terms in this equation. These c9nditions. are: 
(i) the efficiency rewards of h~me factors or pro
duction;- (iiJ the external price level; -and (iii) the tastes 
of spenders at home. So long as a gold standard is 
postulated, or any form of stable exchange rates with the 
currencies of other countries, I" the value of A and D 
output which producers find it profitable to tum out, 
given home efficiency rewards and the external price 
level, is determined. But if the rate at which the home 
currency exchanges' for foreign currency is undeter
minea,this quantity, I" is undetermined also. And if I, 
is undetermined, so too is I. 

When a force begins to operate-which would in a regime 
of stable exchanges, tend to depress III the monetary 
authorities consisting of the central bank and the govern
ment, can take action to maintain I, at its old level. This 
will involve such revaluation 'Of the home currency in 
terms of other currencies as is required to keep the 
relation of home efficiency rewards to world prices in a 
full-employment PC?sition. Both unemployment and 
deflation can be avoided. This reasoning applies, 
mutatis mutandis, when there are other items in the foreign 
balance of payments. 
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So long as the monetary policy of the country is 
indeterminate. the effect of any given change on the 
employment position cannot be determined. It may 
happen that the monetary authorities have no view.as to 
what ought to be done or consciousness of their own 
power. They must. however. de;» something, they must 
behave in a certain manner. the government with regard 
to its borrowing and sinking fund. the bank with regard 
to its bank rate and loan policy; and their actions will. 
however unintentionally. determine the issue. (The 
government may wash its hands, of the matter and d~e 
that it will let the exchange find its natural level; but 
there is no natural level I There are an infinite number I 
of possible levels;) The level will be precisely determined 
by what the government and bank do. They may have 
no specific policy t but they cannot ,do nothing. Their 
behaviour may be actuated by irrelevant. subsidiary or 
even trifling motives; none the less it will decide that 
vitally important question. what ~e output and income 
of the community is to be. 

The power of the authorities is both more formidable 
and somewhat more limited than has so far been explained. 
It is more formidable because. in determining the foreign 
exchange rates. they also indirectly fix the real value or 
purchasing power of rewards to factors. It is more 
limited because. if their policy produced a big change in 
the real value of these rewards. pressure might be brought 
to bear to alter the rewards with success. A large down
ward movement in the exchange rates, for instance. 
altering the relation of efficiency ~ewards at home to 
world prices. might be countered by a rise in money 
rewards at home, by which the old relation would be 
restored. ' 
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The Use of their powers must no doubt involve the 
authorities in complicated problems concerning both the 
general good and equity between different interests. 
None the less it ought not to be too optimistic to hope 
!hat some intelligent attempt to use it would produce 
better results than the policy of the ostrich. Let us 
revoke this power, it might be urged, as quickly as 
possible and return to the gold standard. This, unfortu
nately, would by itself be no solution. For the course 
of world gold prices, which has so much effect for good 
or ill on the domestic situation, and which we have so far 
considered for convenience in discussing the equilibrium 
in a particular country to be .. given," a decree of fate, 
is not in fact a decree of fate, but results from the action 
of a number of ostriches, the governments and central 
banks of the different countries. It may well prove 
'ea..sier, for one government to make an intelligent use of 
its oWn powers, than to persuade the whole collection to 
do sO in concert. For the use of this power necessarily 
involves new and untried measures. The only well-tried 
expedient is laissez-faire; most of the authorities, who 
think about the matter at aU, probably continue to hope 

, - against hope that the old expedient will still serve. Their 
, .hppe is not likely to be realized. 

'§z. Stabilizing the Value of Money. The Objective. 
There will of necessity be a larger speculative element in 
the discussions which follow than in those which have 
preceded. In the past countries which have had to depart 
from the gold standard have done so as the result of a 
strong internal inflation, and analysis of a regime of paper 
money has lended ,to concern itself with inflationary 
conditions. l The present situation in which a number of 
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countries have departed from the gold standard in a time 
of deep deflation, a deflation by no means terminated 
even for them by that departure, is essentially novel) 
It is consequently proper to review the situation in more 
general terms. 

The whole question is so indeterminate, as not to be 
amenable to analysis, unless we suppose some specific 
attitude to the situation on the part of the authorities. 
Let us suppose that in the initial position factors are 
fully employed, with due allowance, of course, for unem
ployment due to seasonal causes, normal shifts in demand 
between commodities, the reserve of labour, etc., and 
that the authorities determine upon a course of action, ! 
which appeals to t<LrmnwLWl~ namely,(io keep the 
purchasing power of the domestic money st~le in terms • 
of A and B commodities.) 

If they do this, and tter, il no ,hang, in thl relevan' 
special circumstanctl, the full employment position ~UJ;s:: 
maintained, however foreign prices behave. A ri~~r. ~ 
fall in the open-market world price level will at once: DC' 
countered by a rise or fall in the foreign exchange rates, 
so that the relation between home efficiency rewards and 
world prices will be maintained at a constant level. This 
policy may be justified not only as a common-sense one.;. 
but also as avoiding the difficult problem as to whether. 
the government ought to make itself responsible for 
altering real rewards to factors by its monetary policy .. 
Such a policy would not entail altering real rewards. . 

It is now incumbent upon us to make an exhaustive 
examination of the changes in the .. relevant circum
stances" which might, even if this policy were pursued, 

I Cf. G. Cassel. Rhodel UChn'tI. 19~a: II The Crisis in the 
World's Monetary System," p. 34 •. 
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disturb the maintenance of the country's activity at a full 
level. These are: (i) changes in the prices of particular 
A and B goods j (ii) changes in efficiency at home j (iii) 
changes in rewards at home (changes under either (ii) or 
(iii) constitute changes in "efficiency rewards tt); (iv) 
changes in h; (v) changes in the size of the home popula
tion or, more generally, the amount of factors available 
for employment; (vi) changes of "other" items in the 
foreign balance on current account or in the net move
ment of foreign lending j and (vii) a very important 
matter, which will be explained later, a shrinkage in 
foreign markets, contradistinguished from a fall in the 
foreign price level. 

(i) It is possible that, while sterling is held stable in 
terms of commodities generally, the prices of the goods 
in which we have a comparative advantage might fall 
relatively to prices generally. The sterling prices of 
such goods would then, under this policy, fall absolutely, 
and our output of A and B goods would be restricted. 
Unemployment and diminished profits would be dis
seminated accordingly. It is not clear what policy such 
an eventuality calls for. The root fact is that the gain 
available from foreign trade has been reduced by the 
changed conditions outside. The efficiency of our people 
measured in physical output has not indeed fallen, but 
measured in world values it has. They can get less of 
what they want by exchange in return for their work than 
they could before. It follows that either the community 
must be willing to endure a certain amount of unemploy
ment, thus artificially, as it were, maintaining their 
efficiency at its old level by confining their endeavours to 
fields where their efficiency is greatest,1 or rewards to 

I Cf. ch. IV, sec. 5, p. 75. 
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factors must be reduced. Whether the government 
should secure an automatic reduction in the rewards, 
by depressing the exchanges and lowering the purchasing 
power of sterling in terms of world commodities, thus 
maintaining full employment, or leave unemployment 
to run its course and rewards to be reduced, if at all, by 
private negotiation, I leave as an open question. At a 
time like the present, when real productive potentiality 
is rising rapidly-a potentiality which would become 
actual under sound monetary conditions-it is probable 
that this particular advelle factor would be offset by other 
favourable circumstances, and no net reduction would be 
needed. 

(ii) Changes of efficiency at home, measured in physical 
terms,l are likely on balance to be in a favourable direc
tion. Ceteris parihus, A and B output would expand 
accordingly, and the total national income would rise. 
If, as supposed, initial employment was full, there would 
be no room for further employment. Profits would 
become inflated. There would be a proper pressure to 
raise rewards to factors. If rewards were raised precisely 
in proportion to·increased efficiency, the status guo would 
be maintained. It is arguable that, in the case of rewards 
being raised insufficiently, or ola considerable lag in their 
adjustment, the government should raise the external 
value of sterling, that is, increase its power of purchasing 
world goods. Such action would only be justified if it 
was clear that employment was as full as the incidence of 
normal changes and dislocations allows us to expect it 
can be, and that efficiency had gone ahead of rewards, 

a The pOSSlDility of • reduction of value u opposed to 
reduction of volume per unit of effort is precisely the eventuality 
mentioned in the lut p&n&raph. 
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profits being inflated. Whether the government should 
allow the profit inflation to rip, or counter it by raising 
the value of the currency, I must again leave as an open 
question for the present. It will recur in the discussion 
of world monetary reform. 

(iii) Changes in rewards proportional to changes in 
efficiency have already been discussed. If there is a 
successful movement to raise rewards exceeding the 
improvement in efficiency, the problem is a more delicate 
one. It might be held that in the old equilibrium certain 
classes were receiving an inadequate share of the product 
of industry and that profit makers and rentiers should in 
equity be squeezed. If profits really can be 8queezed, in 
the sense that after the squeeze production proceeds as 
before, well and good. But if A and B output falls off, 
and other output consequentially, the wage earners or 
other classes whose rates of pay have been raised, will 
themselves be damaged. It would have been better to 
effect the redistribution, if called for in equity, by more 
progressive taxation or other means. However mis
guided the policy of securing the improvement may have 
been, it is doubtful whether the government ought to 
counter it by changing the value of money. Nothing 
could be more undesirable than a race between wages 
and prices. There seems nothing for it but tc.>·let the 
unemployment due to the rise in rewards endure. It 
should probably be accepted as a rule that the government 
should make no attempt to reduce the value of the cur
rency in terms of world goods at a time when a general 
rise in unadjustable monetary rewards is occurring. The 
policy of stability should then be maintained. 

(iv) A rise in h means, ceteris paribul, that output and 
income will be restricted, and a fall means the opposite. 
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Any change of this sort is likely to be a small amount 
per annum. If, however, the tendency were aU in one 
direction and the scene otherwise peaceful, the cumulative 
effects might be large and the inflationary or deflationary 
conditions engendered severe. Should the government 
take countervailing measures 1 I think so. If the shift 
was towards A and B goods, the purchasing power of 
sterling should be lowered. Since the shift is voluntary, 
the consumers are presumably benefiting themselves by 
making it, and it is only right that they should pay an 
enhanced price for the preferred class of goods. If the 
shift is towards C consumables, it spreads employment 
and prosperity at home and consumers might be allowed 
to get their A and B goods more cheaply. to induce them 
not to make such a large shift to C goods as to engender 
inflationary conditions at home. 

In the normal advance of society the shift is likely to be ~ 
towards C goods,l and the appropriate countervailing 
measure a rise in the value of the currency. The reader 
of puritan temper may find consolation in the fact that 
of the circumstances so far considered the only two held 
likely to be nomal or recurrent require deflationary and 
not inflationary intervention by the authorities. The 
authorit\~a might find some difficulty in computing 1a 
from th~ statistical material at present at their disposal.· 

• 
I For reasons. Bee ch. III. pp. 5Z-S4. 
• A faU in " might be due to an increase of unconsumed 

income i in this case the central bank must encourage the 
construction of capital goods, 80 as to increase their output 
by an equivalent amount. Such an II easy money" policy 
would not depress the foreign exchange rates, but only prevent 
their rising by as much as they would otherwise tend to owing 
to the diminished purchase of imports (caU in A). 
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(v) Increments of population will not find employment 
unless A and B output expands. If the growth is accom
panied by an improvement in efficiency and especially if 
the conditions of supply are elastic, so that a small 
improvement makes a large expansion of output possible, 
there will be no problem. Otherwise, we shall be in the 
presence of the phenomenon of Diminishing Returns or 
over-population. What should be the attitude of the 
government? Some might urge that it should attack the 
disease and not the symptoms, and confine its activity 
to restricting the population I This question is outside 
the subject of this volume. It is likely also to be an 
academic one for some time to come in countries with 
fully developed economic systems, for they are due to 
enter a long period of declining populations. 1 Increments 
of savings or enterprise may be expected to find employ
ment through a decline in their offer price. The main
tenance of interest rates by the banking system appropriate 
to the flow of saving should not be inconsistent with a 
stable money policy.-

(vi) A decline of other items in the. foreign balance 
will create unemployment unless it is accompanied 
by a reduction in the value of the currency. In 
normal times these changes proceed slowly. Sharp 
changes may come about in the form of nations being 
compelled to make large reparation or indemnity pay
ments. The world has now presumably learned its 
lesson that these should be eschewed. Big capital 
movements may arise out of a loss of confidence in a 
country's currency. Such a loss would not be likely to 

I Unless a spectacular rise in birth rates OCCUJ'I, which does 
not seem indicated by present social tendencies. 

I Cf. ch. VI, sec. 5, p. J3a. 
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happen if it was subject to the management here proposed. 
Substantial changes in these items in the foreign balance 
may none the less occur; capital may be drawn out by a 
boom proceeding in another country; the yield of foreign 
investments may fail owing to world depression. A 
tempting solution is for the government to obtain control 
over foreign investment; this course is. however. beset 
with grave practical difficulties. A distinction must be 
drawn between changes in the balance destined to be 
permanent and big particular movements. The former 
are like to be gradual and to be offset by other changes in 
the general situation discussed in these paragraphs. It 
would probably be unwise to change the value of the 
currency to offset a big particular movement. It is 
probably better to suffer a period of unemployment. 
The authorities must be careful to Jteep that unemploy
ment within the limits warranted by the occasion and 
not to allow any tendency for the currency to appreciate 
in terms of commodities to take effect. Even the troubles 
due to big movements are ultimately susceptible of 
remedy. namely. by international co-operation; for the 
big movements· ire usually due to currency mismanage
ment somewhere. 

(vii) If none of the changes referred to in the foregoing 
paragraphs occur and the value of the domestic currency 
is left stable in terms of world commodities. full produc
tion must. it might appear. be maintained. AU the A and 
B output that was feasible initially will continue to be 
feasible and. h beIng stable. the total output of the com
munity will bear the same relation to A and B output as 
before. Suppose. it might be objected. that the obnoxious 
practice of hoarding sets in. The authorities, pledged to 
prevent the value of the currency rising. will u hypotlwei 
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have countered this by inflationary measures. Yet there 
is still one difficulty. 

This difficulty would not occur if all the A and B output 
of the country was A output. If the prices of A goods and 
their costs ·of production remain the same, nothing can 
prevent the country from continuing the production of 
these goods at the old rate. But this is not altogether 
true of B goods, in which the world market is incom
pletely organized. If the world demand for an A com
modity shrinks and its gold price falls, but its sterling 
price does not faU, England will continue to produce as 
much as before, and that means that she will satisfy a 
larger proportion of the world demand than before. 
This will entail a further faU of world prices and other 
producers may complain of dumping. The more fools 
they, for aUowing their own process of deflation to go 
forward I In the case of B goods the invasion of com
petitors' markets is not quite so simple. England'. 
currency authority provides that the average price of 
B goods in the world expressed in sterling is the same as 
before. It does not foUow that English exporters will still 
be able to seU as much as they can produce at the old 
sterling price. I 

Is the currency authority to assist them by reducing 
exchange rates still further? There is much to be said 
on both sides. To some extent the B producers can 
help themselves; just because their market is not 
organized they may be able to extend their sales by 
offering goods at lower prices in the sections where they 
are invading competitors' markets; the faU in the 
exchange, which we postulate as occurring anyhow, will 
give them some competitive advantage. The strong 
argument against assisting them further is that it may 
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involve reducing the purchasing power of money -and 
consequently rewards to factors. It involves compelling 
factors to bear the brunt of the world crisis in the form 
of reduced rewards instead of unemployment; it is 
arguable that they should be allowed to choose this for 
themselves. On the other side it could be represented 
to the factors that the extra rise of prices was for the 
duration of the crisis only; in a time of world crisis it is 
vitally important that the country should not become 
infected with the deflationary mentality, which will 
probably be rife in the world; unemployment and 
business losses are more favourable conditions for the 
spread of the disease than a moderate rise in the cost of 
living; the stronger policy of depressing sterling further 
is also valuable as a demonstration to the outer world. 

It might be objected that the policy of maintaining 
the quantum of exports is predatory vis-d-vis other 
countries seeking markets for similar goods. They 
would only have themselves to blame for allowing 
deflation in their own country; it is good that they 
should be shaken out of their rut; but more will be said 
about the predatory aspect of a stable currency policy in 
times of slump in the next section; much depends on 
the means by which it is carried out. This question may 
also be left open; there is certainly a case for the view 
that a country (like England) whose tradable output 
is mainly B should raise her general index of A and B 
p~es somewhat during a period of world slump. 
(fo summarize the conclusions of this section, it is clear 

that the proposed policy of maintaining a stable A-and-B 
pric~evel would do much to maintain output at a full 
leve!l If none of the seven changes discussed in this 
sectlon occurred it would maintain it at as full a level as 
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can be expected in the most favourable circumstances. 
Of the possible changes, those envisaged as probable in 
sub-sections (ii) and (iv) indicated that a gradual long
period downward trend of prices might well prove 
desirable in an advancing community. In sub-section (vi) 
it appeared that violent movements in the non-trading 
part of the foreign balance-sheet might set up adverse 
repercussions which it would be very difficult to counter. 
In sub-section (vii) it was suggested that, in a period of 
world slump, some rise in A and B prices expressed in 
,the home currency for the duration of the slump might be 

V desirable for a country whose output was largely of the 
B type. 

The whole argument of this section has been based on 
the assumption that at the starting point employment was 
at a high level. (fo inaugurate the policy when production 
was at a low level during a depression, would, by a parity 
of reasoning, prolong the depression indefinitely) ('rhe 
policy must be inaugurated when employment is 'yul~ 
If it is not full, steps must first be taken to improve the 
situation. 

Deflationists sometimes argue that the only w~ to 
avoid a slump is to prevent the preceding boom. Qtis .. 

\ 
~er ~o ~~.!!tauh~ <!n!y wa.Y.J~!lvoj!i ~_SIUOlP._1S to _ 

\,. engi~~! a J>QQJ!l) If a slump has occurred and no boom 
is allowed to occur, prosperity can never return. A boo"! 
may be defined as an increase in the rate of output which 
cannot be maintained in the long period. ~sp'ezjty may 
be defined as a condition in which output is at a level 
which involves reasonably full use of the productive 
resources available and is increasing at a rate which can 
be maintained in the long period. If depression is to give 
place to prosperity, there must be an intervening period 
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of boom. For if output is initially low, in relation to 
capacity, and it is never allowed to advance at a rate 
.. which cannot be maintained in the long period," it 
must remain permanently below that which involves II a 
reasonably full use of productive resources." And it 
must remain permanently as far below what is reasonably 
possible as it is initially. tabilizatioJ! should be intro
duced after and not before t e oom. - lliif,-Tt-wllf lie 
objecfed. it is wrong to stabihze 81'ter a boom. because 
the boom-process is apt to make the development of 
particular industries lop-sided. But so also is the slump
process r Whenever stabilization is undertaken there will 
be some lop-sidedness as between particular industries 
initially. That will tend to get straightened out in time. 
What is important is that the stabilization should occur 
when the average level of output i, high. (.ro~ropost 
s.tabilizatiooafter _I severe.. slump ia . ..merdylunatiG.;J \ 

~ Reflationary measures are then necessary as a precursor of 
H price stabilization. 

§ 3. Stabili%J'ng tl" Value oJ Money. T]ze Means. In the 
last section ,,"e have been concerned with the objectiv~ 
of currency policy; there was no reference to themeans 
by which it may be achieved. In order to understand the 
means aright it may be of assistance to make an excursion 
into the question of what would happen in a regime of 
complete lm'sse:z{aire. It has already been explained that 
this concept is hardly susceptible of analysis, since both 
the bank and government must do something. even if 
their motives are irrelevant. It is perhaps possible to find 
a starting point for our analysis. if we suppose the 
authorities to continue to behave in the same way as they 
were behaving in the preceding period of full employ-

L 
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ment. Suppose a tum in the circumstances to occur, 
such as a fall in world prices, which, if the exchanges 
were held stable, would entail a loss of income at home. 
Suppose that the process of falling income is already 
beginning. Suppose further that individuals, corporate 
bodies, etc., show on balance a sublime indifference to 
this loss of income and continue to spend as much as 
before. The foreign exchange rate will at once move 
downwards and the production of A and B output will be 
restimulated. If consumers generally are absolutely 
resolute in maintaining expenditure, the foreign exchange 
rates will be so depressed that the A and B output and 
the level of incomes will be maintained at their old level. 
The bold policy of maintaining expenditure will lead to 
the result that no reduction of expenditure will ultimately 
prove necessary; for incomes will be sustained. 

If on the other hand consumers reduce expenditure in 
proportion to the initial loss of income, the reduction of 
income will proceed; and, if the reduction of expenditure 
is always kept in line with the reduction of income, there 
will be no depression in the exchange rate at I!U, and 
precisely the same volume of unemployment will ensue 
as if the country had been on the gold standard. No 
advantage will have been taken of the newly found free
dom. Such a consequence would not be unnatural. 
Individuals may well think it right and proper to balance 
their private budgets. The net effect of the adverse 
tum may be intermediate between the two extremes 
here mentioned. Individuals may show some propensity 
to spend more than their incomes without going to the 
extreme of maintaining their old expenditure. In this 
case the result will not be so bad as that under gold 
standard conditions, but it will not be 80 satisfactory 
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as what is possible. The fall in sterling prices win not 
be so severe as that under the gold standard, but there 
will be some fall. 

t~o_~ourses are open to the authorities if they wish 
to maintain the value ot the currency (in tenns of world 
commodities) stable. They may operate directly on the ! 

exchanges and depress them sufficiently to prevent an 
excessive faU of A and B output and to maintain the 
previous level of general incomes 1; or they may 
operate directly on incomes, sustaining them at their l

old level, and so cause a depression of the ex
changes indirectly. This second policy also involves 
countering any hoarding which may occur by raising 
incomes above their old level so as to maintain expendi
ture at its old level. The final result of these two policies 
should in principle be the same. It should be observed 
that if the authorities get off the mark sufficiently quickly 
the operations need not be on a large scale. If they make 
good the initial loss of income, which is small, the 
consequent fall in the exchanges will prevent that loss 
ge~ng larger. 

Q'he process of operating on the exchanges is a simpler 
one than supplementing income!) In the fonner case 
the authorities merely buy foreign exchange, in the latter 
they do-what? If the upshot is the same, they should 
surely choose the simpler process I That conclusion is 
valid if they do act quickly. But if they miss the golden 
opportunity and wait for the ,depression to gather force. 
other considerations arise. Nor, human knowledge and . 

1 Since in these circumstances It will probably (all (el. p. 
114). the value o( A and B output expressed in home currency 
may drop somewhat. while general income is maintained at its 
old level. 
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human will being what they are, can we expect them to 
act with absolute promptitude. The discussions in the 
seven sub-sections above should have sufficed to show 
that there may be difficulties in interpreting the situation 
aright. The maladjustment may have to become rather 
crude before they can see what it is correctly and take 
appropriate action. 

What are the "other considerations" if the gap 
between the ideal and the actual has become rather large ? 
The effects of the country's action on the external world. 
These may not matter very much if the country is fairly 
small and the rest of the world fairly prosperous. But, if 
the country bulks large in the world economy and if a 
severe world slump is in process, these effects may be 
important j they will be more important the larger the 
gap which has been allowed to appear. It may be 
inferred that they are as important as they well can be at 
the present time when a gigantic reflation is called for, 
when the country is as great as England and when 
the outer world is suffering from an unprecedented 
slump. 

The difference between the external effects of the two 
methods is easy to see. In one case the outer world i. 
confronted with a persistent and relentless offer of cheap 
supplies by the reflationary country, unaccompanied by a 
proportionate increase in her demand. The gap between 
her supply and her demand will be precisely equal to 
the amount of foreign exchange that the authorities have 
to purchase in order to g~t the rate sufficiently low. (To 
this must be added any adverse speculative movement 
of funds from the reBating country, which may be 
caused by her exchange depreciation.) This devastating 
fire of cheap goods will further weaken the world price 
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level, and thia will increase the exchange depreciation 
which the reftating country has to bring about in order 
to secure reflation. The difficulties of the outer world 
will be pro tanto aggravated; the aggravation of a disease, 
when the aituation is already desperate, is apt to have 
effects out of proportion to the size of the cause. 

The other line of action has very different effects. If 
the incomes of the reflating country are raised by the 
action of the authorities, the first impact on the outer 
world will be an increased demand for world goods. This, 
it is true, win be followed by a fall in the detJat~ 
country's exchange rates and an increasing offer by her 
of cheap goods. But her increment of supply will at no 
time exceed her increment of demand and there will be 
no depressing effect on the general world price level. 
(There will, of course, be shift~ between particular 
commodities.) Now that the authorities are no longer 
trying to force the exchange down, they may properly 
counter any adverse speculative movement by the use of 
their available reserves. In the case of a big reflation they 
would do well to mobilize a large reserve of foreign 
assets, not with the idea that they would be ultimately 
lost, but as a fighting fund against alarmist withdrawals. 
If the fighting fund were of ample size, the malign effects 
of alarmists would be frusftated and their money would 
automatically come back. If any thought is to be given 
to the external world, the decision must be in favour of 
the second method of reflation. If the external world is 
in extreme jeopardy, thought must be given to its interests; 
no reflation. however firm, win avail against the reper
cussions on the reflating country which would be caused 
by a complete external breakdown. 

If the re1lating country. was in a really benevolent 
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mood, she would actually hold her exchange rates above 
the level naturally determined by the increase of her 
internal income. selling foreign assets in order to do so. 
(This level would, however, be much lower than that 
which would rule in the absence of reflation). Such a 
policy would make the country's increment of demand 
exceed her increment of supply, and tend to lift the world 
prjce level. 

, {Jt remains to consider how the authorities can raise the 
lev~l of internal incomev The traditional method is to 
encourage capital construction by means of low interest 
rates. This, if effective, raises the volume of C industry 
incomes, and in consequence the expenditure on aU 
classes of goods. 

The traditional method is not likely to be effective in a 
time of deep depression. For one thing, when production 
is at a low level, and much plant is lying idle, the demand 
for new plant is not likely to be strong, however low the 
rate at which money can be borrowed. Furthermore the 
demand for new capital depends on its prospective yield; 
and, if there is no guarantee that its future yield will not 
fall in value and volume, a low rate of interest is not 
likely to encourage its construction. The authorities 
may say: .. We are embarking on a policy of reflation; 
have no fear that prices and turnover will fall further; 
on the contrary they will rise." To which the appropriate 
answer is: .. How can you guarantee that prices will not 
fall? How is your reflation to be brought about ?" The 
authorities may then say: .. We intend to maintain 
interest rates at a low level," and be answered, .. Interest 
rates have been at a low level for the last year, and prices 
have continued to fall." This is an adequate reply to 
the authorities; if the depression is deep the mere 
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maintenance of low interest rates is unlikely to bring about 
• speedy revival. 

What other means have the authorities at their disposal 
to increase internal incomes? Many. The central 
government and local authorities take away from the 
citizens annually vast surna of money, most of which 
they spend, some of which they use to payoff debt. 
Internal incomes could be increased if these authorities 
took in taxation less money than they paid away and 
found the difference by borrowing. The ordinary 

. method of banking expansion breaks down in a 
depression because the banks cannot find sound new 
borrowers. Let the government be that new borrower •• / 
How much of the loans the government should use v_ 
to finance new public works and how much to remit 
taxation depends on the particular circumstances of the 
case. 

This is a safe and certail\ means of raising internal 
incomes and BO causing the foreign exchange rates to 
settle at a high output level, without inflicting any injury 
on the outer world. It may even be arranged to have a 
stimulating effect outside. If one or two strong countries 
deliberately engaged in policy of this sort, a world revival 
might be considerably hastened. If a large number of 
countries agreed to act simultaneously, that would be 
still better. but they are not likely to commit themselves 
to a monetary policy affecting their national budgets, 
until Bound economic doctrine on these subjects is much 
more widely diffused than at present. 

It might be objected to this policy that the interest on 
the government borrowink involves a fresh burden on 
the community in future. \!he reasonings of this chapter 
have indicated that on balance in the long period the 
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occasions on which the authorities should act in the sense 
of raising the exchange rates are likely to be at least as 
numerous as those in which they should do the opposi~ 
On the former occasions a strong sinking fund policy IS 

called for, and the interest burden of the government 
debt would be relieved accordingly. Furthermore, the 
interest burden involved by reflationary borrowing is 
microscopic compared with the loss of income due to a 
severe depression. 

Whether the future course of events is likely to call for 
the continued use of the government borrowing and 
sinking fund method to secure monetary stability depends 
on how far world monetary reform is achieved. If world 
monetary fluctuations are confined within narrow limits 
the traditional banking methods of expansion and contrac
tion may well suffice. But, in view of the dense cloud of 
ignorance which enshrouds the monetary authorities in 
most countries, it would be rash to..be too optimistic 
about world reform. It is important that a country, such 
as England, which by reason of its unitary financial system 
and great traditions is singularly wellec:..c:..to give a lead 
in these matters, should accustom its mind to the new 
technique. Other financial considerations which might 
influence the government in deciding whether to borrow . 
or have a strong sinking fund are but straws in the balance 
compared with the importance of securing monetary 
stability. 



CHAPTER VIII 

WORLD MONETARY REFORM 

§ I. Th, T,ad, Cycl,. The subject of the last chapter 
naturally leads on to a survey of the world monetary 
eystem. The world in this context must not be taken too 
literally. Not all parts of the world are as closely linked 
together as some. The world monetary system may be 
t!!&Q..l!ht of as all embracing, but some sections of the 
system are slower to feel the effects ,of general in1luence~ 
and less effective in reacting on the other sections; this 
may be due to their geographical remoteness, to the 
primitive natyre of their ecol!omic life or to their havingi 
like Soviet Russia, deliberately cut themselves out of the '. . system 10 some measure. 

With the exception of China the whole system has in 
recent years maintained 0; endeavoured in normal times 
to maintain a gold standard. All the countries which 
have done this have had in a very real sense a common 
money. Vnits of money of the same denomination are 
interchangeable with one another inside each country; 
the units of money of the different countries adhering to 
the gold standard are also within very narrow limits of 
fluctuation interchangeable with units of others according 
10 the gold valuation of each. The total quantity of 
money in the system is equal to the total amount of gold 
set aside for use as money plus the total am~unt of the 

159 
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loans of all the bank~. (To this must be added any 
outstanding fiduciary note issues of governments.) 

As far as the eye of the economic historian can see 
back into the past at all clearly, production and trade in 
the various countries have been subject to a general 
fluctuation, affecting most branches of business, com
monly known as the trade .Cycl~. In recent times this 
has tended to become a world phenomenon, in the sense 
that its phases have tended to occur at the same time in 
all the closely linked countries. 

Mter the war it was hoped that the amplitude of the 
fluctuation might be reduced, especially as the new 
central banking system in the (economically) largest 
country, the U.S.A., was explicitly committed to an 
attempt to reduce this amplitude through the monetary 
machinery at its disposal. The hope has not been 
fulfilled. The depression of 1933 represents a recession 
from the previous level of output and trade greater 
than any that previously occurred in recorded history. 
This tidal movement,if we may so regard it, has now 
become so great that there is a possibility, some think, 
of its shattering the world of capitalist organization in 
which it is taking place. 

Of the causes of this movement little is known, though 
of the interaction of forces which occur when the move
ment manifests itself something is understood. . Any 
attempt to summarize the theories of the subject which 
have been put forward would be too bulky for insertion 
in this book. An outline may be given of the monetary 
conditions that would be the prerequisite of a steady 
advance. 

It may be laid down that the increase in the flow 
of monetary demand in the world should, in some 
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senae, keep pace with the increased capacity for pro
ducing goods. It i. proper to assume at the present 
time an increasing population in the system and an 
increase of potential output per head. In what precise 
sense the increase of money should keep pace it is our 
immediate task to enquire. Failing such conformity 
there would be now a general rise, now a fall, in the 
value of money. There are(!wo special points)in this 
connection. It is known from historical survey that the 
fluctuations in general economic activity have in fact , 
been associated with changes in the value of moJ1ey, .• 
advances generally with a fall and recessions with a rise. 
Sec.2!'dly, when changes in the value of money occur" . 
all prices do not move equally. The prices of the various -
valuables are of course always shifting relatively to each 
other. But the shifts in the price of big classes of valuables 
relatively to each other. which are· associated with the 
trade cycle, seem to be due to, or aspects of, changes in 
the value of money itself. These shifts may be explained 
by the fact that the markets for some valuables, e.g; A 
goods, are organized much more perfectly to make prices 
respond to changes in monetary demand than those for 
others, e.g. labour. It seems reasonable therefore to 
suppose that the changes in the value of money are not 
unconnected with the disturbances of the trade cycle 
and that it would be desirable to provide a measure of 
value, the value of which was not itself liable to violent 
fluctuation. 

Stability may be achieved in two waIs, by each country • 
cutting itself cff from the rest of the woild and maintaining 
an autonomous standard, or by international co-operation. 
Stability without international co-operation must be at 
best partial. Such a method presupposes fluctuations in 
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the foreign exchange rates of the stabilized currency. 
which, if other monetary systems are badly mismanaged. 
will be large. 

If output per head is rising, the average price of factors 
must be rising relatively to the average price of goods. 
From this it follows that however we define absolute 
steadiness in the value of money there is certainly un
steadiness if the average price of factors is falling or the 
average price of goods rising. In other words, there is 
unsteadiness if the average price of goods falls more 
than the average increase in output per head or if the 
average price of factors rises by more than that increase. 

§ 2. The Maintenance of Monetary Demand. It is 
desirable that the monetary demand for goods in the 
world should rise not less than the increase of factors of 
:production and not more than the increased quantity of 
goods capable of being produced. The monetary demand 
.for goods can only increase if one of two things happens. 
Eithet individuals must on balance continually raise 
the rate of their expenditure in relation to their income. 
i.e. turn their money over more and more quickly, or a 
continual stream of fresh money must be injected into 
the system. 

Changes in the rate of turnover do in fact occur.( There 
are ups and downs in the short period associated with the 
trade cycle. These should be offset by altering propor
tionately the stream of fresh money coming into the 
system and even. jf necessary. taking money out of the 
system) It is not claimed that such compensatory action 

·would eliminate the trade cycle; it could be used to 
eliminate changes in the value of money associated with 
the cycle; if it is true. as seems highly probable. that 
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those monetary changes aggravate the c:yc:1e, the a~plitude 
of the c:yc:1e would be pro tanto diminished; the scale 

, of compensatory action required would be less, the more 
promptly and effectively the action was carried out. 

Velocity of turnover may change in the long period 
also. There is probably some tendenc:y towards an 
increase in countries where the use of banking accounts 
is being substituted for cash. This increase, when it 
occurs, reduces the size of the stream of fresh money 
that is required to maintain monetary demand. 

If the gold standard is in use, some of the fresh money 
may take the form of newly mined gold. But, as the money 
consisting of or backed by gold is small compared with 
the total 'amount of money in use, this source of new 
supply is unlikely to be adequate. If the stock of 
monetary gold were rising at the rate of 2 per cent per 
annum this would only mean an increase in the quantity 
of money of a small fraction of J per cent per annum. 
The stream of new gold will need to be supplemented 
by the other source of new mpney, bank lendings. 
When a bank makes additional loans, the incomes of the 
factors paid with this money constitute a net addition to 
total pre-existing incomes and consequently to the 
monetary demand for goods. 

If the banks always observed the supposed .. pre-war 
rules of the gold standard,"1 and maintained a constant 
ratio between bank loans and gold reserves, the rate at 
which the total stock of money increased would be the 
same as that at which the monetary gold stock increased. 
If this system were adopted, it woul!l be inadequate for 
two reasons. (i) It would do nothing to offset periodic 
changes in the velocity of turnover. (ii) The rate of 

I Ch. V. p. 98. ' 



1640 INTERNATIONAL ECONmnCS 

increase in monetary gold might be insufficient to provide 
a sufficient rate of increase in monetary demand, or it 
might be excessive. There is reason to believe that in 
future it will prove insufficient.l Nor does it appear 
that the" pre-war rules" have ever been widely adopted 
or are consistent with banking traditions. Their supposed 
prevalence cannot be reconciled with the fluctuations in 
the total quantity of money in different countries which 
have in fact occurred. In times of depression the bank, 
may be unable to find sound new borrowers, and the 
expedient of government borrowing from the banks at 
such times is a comparatively recent maxim-and is not 
yet officially recognized. 

The means by which the monetary authorities may 
increase or diminish the streams of monetary demand, 
namely by alterations in the banks' terms of lending and 
by alterations in the government's policy of borrowing 
and debt redemption, have already been discussed in the 
last chapter. World monetary reform is not likely to be 
successful until the possibility and necessity of govern
mental assistance in the process is widely understood. 

§ 3. Alternative Projects. In discussing the details of 
world reform, are we to assume that the gold standard 
is retained or abandoned? There are six possibilities. 
(i) An unreformed world gold standard. (ii) An unre
formed world money, without a gold par, but with fixed 
exchanges between countries. (iii) An unreformed sys
tem, without gold and without fixed exchanges between 
countries (some of which may remain on gold). (iv) A 
reformed world gold standard. (v) A reformed world 

1 Cf. T1u! IntematiONJi Gold Problem, publication of the 
Royal Institute of International Affain, pp. 47-48. 
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money. without I gold par. but with fixed exchanges 
between countries. (vi) A reformed world system. 
without I gold par and without fixed exchanges between 
countries. the rates being made to move in accordance 
with the principles of the system. (To these may be 
added I seventh. I reformed world gold standard but 
with adjustments in the gold content of national cur
rencies [ef. Prof. Irving Fisher', plant] and corresponding 
movements in the rates of exchange between currencies 
in accordance with the principles of the system. This 
,eventh alternative bears the same relation to the fourth 
as the sixth does to the fifth.) Of the possibilities, the 
first three, excluding world reform but not necessarily 
excluding reform in particular countries, do not belong 
to this discussion. The word .. reform II rather than • 
.. management II is used in this co~text advisedly. All 
six alternatives. with the possible exception of the third 
in certain circumstances, involve management of the 
currencies. ~eform means management with the specific 
object of stabilizing their value) Of the remaining three. 
the choice between the fourth and fifth is of secondary 
importan~e except to gold-mining interests and gold
smiths. (}f the world decides to co-operate in order to 
secure a common money, stable in terms of commodities, 
it does not much matter whether the unit has a constant 
value in terms of gold or not) The same methods would 
be required to achieve stability and the same results would 
flow from it. If the gold standard were adopted, the 
system would have the incidental effect of regulating the 
value of gold. This would of course be important for 
gold interests. but it would be a matter of indifference 
to every one else. 

I Professor Irving Fisher.1WcIwing POfIJn oJ Maney. c:h. 13. 
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The really important choice is between the fifth (which 
we may take as roughly equivalent to the fourth) and the 
sixth, and it is to the considerations affecting the cho~e 
between them that we must now address ourselves. (If 
it were decided to adopt the sixth, but it was still desired 
to make some use of gold, for sentimental reasons, to 
please the public, or to pacify gold interests, then the 
seventh alternative, a variant of the sixth involving the 
use of gold, could be adopted) 

The object in choosing the sixth rather than the fifth 
would be to secure an adaptation of the system to special 
national interests. (put it must not be supposed that this 
involves an abandonment of world reform and a reversion 
to the plan of each nation controlling the value of its 
money independently) National reform undertaken in a 
world co-operating in the endeavour to secure stability 
in money generally is a very different thing from national 
reform undertaken in an unreformed world. The former 
could be carried out much more easily and would be 
certain to achieve better results. 

§ 4. Plan for a Common Stable World Money. Three 
variations on the fifth theme will first be considered • 

.J (i) The simplest project for world reform would be to 
aim at the stability of money in terms of A commodities. 
These have common world prices which can easily be 
ascertained. The object would be to keep the general 
index of A prices stationary. Absolute stability could 
not be guaranteed; a fluctuation of 2 or 3 or even 5 per 
cent around a given par would have to be allowed, but 
such movements must not be cumulative. 
(This would be the easiest of all projects for which to 

secure agreemen9 if indeed it is approporiate to use the 
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word easy at all in such a context, for agreement could 
only be secured with extreme difficulty. The system, 
though far better than anything for which we may hope 
in an unreformed world, would be open to serious 
objections. There is reason to believe that the A goods 
price level will be subject to a long-period downward 
trend, relatively to other prices.1 Stabilization of the A 
price level would then involve a rising level of general 
prices and would carry us outside the limits for stability 
already laid down.- It would be slightly inflationary. 
It would also affect different countries differently. The· 
inflation would be greatest in countries specializing in B 
output, and in those having a large proportion of C out
put. Inflation is not necessarily an evil, provided that it 
is gradual and steady, as it would be under the system; 
but inflation is apt to get out of h~d. and the smooth 
working of the world system would necessitate every 
country keeping a proper control over its own conditions. 
The whole scheme might be jeopardized if inflation got 
out of hand in a particular country. The dangers of 
even a moderate degree of inflation are likely to be 
accentuated if stock exchange speCUlation is a widespread 
practice; and the interest of the mass of people in this 
activity will probably grow apace in coming years. 

" (ii) An alternative would be to stablize world money 
in terms of A and B and even C goods. This would be a 
much more cumbersome affair, as it would be necessary 
to get sample quotations of B and C commodities from 
all countries. The prices of these differ from country 
to country. The world index must include numerous 
quotations for each of these commodities weighted 

III 

I cr. ch. III. pp. 52-54. 
• cr. p •• 62. 
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according to the size and importance of the area for which 
each quotation is valid. This plan would eliminate the 

• inflationary element from the system, but is open to two 
• objections of its own, besides the obvious practical 

difficulty of compiling an accurate world index. Doth 
objections are of fundamental importance in principle. 

/, The first is that the inclusion of the vast mass of D and 
C commodities, weighted according to their importance 
-in relation to the A group, might render the world index 
too little sensitive to changes in monetary conditions. 

Uhe object of the whole scheme of reform is to secure that 
monetary demand should rise sufficiently to give full 
employment to the available productive resource~ If 
demand falls, or fails to increase sufficiently, this is 
reflected in a fall of A prices. The fall in Band C prices 
is often far smaller or does not occur at all. When this 
happens it must not be inferred that there has been a 
shift in the demand between these classes of goods or 
that there was previously a relative over-production of A 
goods.1 Band C prices fail to fall for two reasons. In 
the first instance their prices are sustained because pro
ducers are better placed to curtail output drastically, 
either because they are monopolistic, or because they 

-have that quasi-monopolistic nature, which direct contact 
with customers, unmediated by an organized market, 
gives. Secondly, these goods are less likely to be subject 
to increasing costs, for the range of output below the 
pre-existent level, i.e. costs will not fall as output is 
curtailed, and the producers will be bound in their own 

1 In discussions of the crisis of 1929""1933 the importance 
attached to this relative over-production, which may indeed 
have been present in a moderate degree (Cf. ch.III. pp. 52-54) 
has been grossly exaggerated. 
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interest to curtail out~t sufficiently to maintain prices 
near their old level.1 Q'he failure of these prices to fall 
does not mean that the monetary demand for the com
modities has not fallen, but only that supply has been 
more drastically restricte~ Consequently the presence 
of these unresponsive prtces in the index number will 
tend to mask what is really happening in the monetary 
system. If such an index n}1mber were taken as their 
sole guide by the monetary authorities, the maintenance 
of an appropriate flow of purchasing power might not 
be achieved. 

A distinction, however, must be drawn between the 
policy and the criteria used to facilitate the policy. The 
policy here under examination is to secure such a flow 
of purchasing power that, when fundamental conditions 
of demand and cost tended to make A prices move down
wards relative to the others, the A prices should not be 
sustained at a stable level, but should move downward 
somewhat while other prices moved upward somewhat, so 
that the general level remained stable. Yet movements 
in this general index may faiJ to be an adequate criterion 
for the direction of the policy. This criterion might be 
supplemented by others, such as the volume of output 
in B and C industries or the volume of employment. 
Thus, if A prices moved downwards, but output and 
employment in other industries was sustained at a full 
level, no addition to the stream of money would be called 
for. But, if A prices moved downwards and unemploy
ment began to appear in the other industries, then, even 
if Band C prices remained stationary or rose, an expansion 
of money would be required. In other words the policy 
of stabilizing the monetary demand for all goods (as 

I Cf. ch. lV, p. 67. 
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opposed to that for A goods only) should be secured not 
by adverting to an index of general prices, but to an index 
of A prices combined with B and C production, turnover 
or employment indices. 

The second fundamental objection to the project before 
us is that it would work unevenly for different countries. 
T~e relative shift between C prices and A prices may be 
different from place to place. In rapidly advancing com
munities C prices tend to rise relatively to A prices with 
proportional rapidity,l while in stationary communities 
there may be no shift. The scheme would then produce a 
condition of rising general prices in the former and falling 
general prices in the latter class of countries. The less 
progressive countries would thus be affiicted with the 
additional inconvenience of a deflatory monetary system. 
Inflation would occur just where it is most dangerous, 
namely, in the rapidly advancing countries. This objection 
appears in one form or another in all projects for a 
common world money, and will be brought out more 
clearly in the next proposal we have to consider. 

(iii) Ricardo held that a perfect measure of value should 
always purchase commodities containing the same amount 
of labour. This view has found more recent advocates. 
It would involve a constant average price of factors of 
production, with commodity prices falling at the rate that 
efficiency increased. Any attempt to introduce such a 
standard would be beset with the same difficulties, but 
in a more intense form, that would stand in the way of a 
stable general commodity price level. 

In the first place a world index of wages, salaries, rents, 
etc., containing sample quotations from every country, 
could be constructed, but it would be absolutely useless as 

I cr. ch. IV, fee. 4. 
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a criterion for giving effect to the policy. These rewards 
do not respond readily to changes in demand for services; 
monetary demand might fall right away and widespread 
unemployment ensue without any change in the index 
number occurring at aU. Thus, if the authorities were 
using this index number as a guide, they would have no 
clue that an increase of money was required. Nor would 
the criterion reflect the effect of changes in their policy. 
They might inject new money or withdraw money in 
use and thus produce big changes in monetary demand, 
while the general index of wages, etc., remained constant 
all the time. Thus our first objection to the use of a 
general commodity price index comes out in the proposal 
to use a general factor price index in a much more striking 
form. 

It might be suggested that the authorities should frame 
some estimate of the rate at which factors (working 
population, etc.) were increasing, and secure that monetary 
demand increased at that rate. This would solve the 
long-period problem, but it would do nothing to offset 
short-period changes in monetary demand due to changes 
in the rate of hoarding and dis-hoarding by people 
generally. It would do nothing to solve the trade cycle 
problem i it would probably have done little to avert the 
present monetary chaos. 

An alternative method of securing guidance, but a very 
. different one, might be to frame some estimate of the 
rate at which average efficiency was increasing. The 
authorities would then decide to make the general 
commodity price level fall at this rate. They would use 
the commodity price level as their indicator for action. 
but, instead of stabilizing that. they would make it fall 
at the rate of I per cent per annum. or whatever was the 
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estimated increase of efficiency. They would still have 
the problem of the unsatisfactory character of the general 
commodity price index. If they also attempted to estimate 
the normal rate of shift between A and other prices and 
used the A index as their criterion, they would at least 
have a sensitive criterion, but both their estimates would 
probably be of a very arbitrary character. 

The efficiency of countries increases at different rates. 
If the general commodity prices fell at a rate equal to the 
average increase in world efficiency, the comparatively 
stationary countries would have to make their rewards 
to factors fall progressively. This would be highly 
inconvenient. The measure of stability secured for them 
would fall outside the limits set down above for a stable 
monetary system. Their position would be intolerable 
and it would be difficult to secure their agreement to such 
a policy. 

The three specific projects for reform considered in 
this section are all variations on the fifth (or fourth) main 
theme. What emerges seems to be this. The first 
variant is simple and manageable and would be an 
immense improvement on present conditions. Its danger 
is that it contains an inflationary element. If agreement 
could be secured for it, an experiment would be worth 
while. The practical difficulties of securing satisfactory 
criteria for the second and third variants and the different 
incidence on countries advancing in productive efficiency 
at different rates, which they necessarily involve, suggest 
that it would be worth turning our attention to the sixth 
theme. 

§ 5. Plan for a Stable World Money with National 
Variations. The essence of this is that world reform 
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might be undertaken through international co-operation 
without it. necessarily involving a common world money. 
The divergence of the interests of different countries 
could be recognized and allowed for. The rates at which 
their respective currencies exchange against each other 
would be made to' change in a regular and orderly manner. 

It might be objected at the outset that stability of 
exchange is a great convenience, obtainable even under the 
bad old regime, and that monetary reform that did not 
secure it would hardly be worth having. Broadly, 
however, stability of exchange would be secured. Changes 
in the rates envisaged would never be likely to exceed 
a per cent in the course of the year and would probably 
not be so great. If the changes are to be as small as this, 
why should they not be dispensed with altogether 1 
The answer is that these changes, unlike ordinary 
fluctuations, would usually be all in the same direction; 
while causing little inconvenience to the ordinary conduct 
of business, their cumulative effect on the economic 
situation would be large. Ten years soon pass. Correc
tive changes in the foreign exchange rates of 2 per cent 
per annum. amount to 22 per cent in ten years. A 
maladjustment of 22 per cent bc:tween home rewards 
and world prices, which would presumably be out
standing at the end of ten years, if the correction were not 
applied, is a major disaster. The changes would be 
applied by the national authorities, in accordance with 
the world plan for monetary reform, and in agreement 
with the other countries; and, in the intervals between the 
changes, the exchange would be held within fixed limits 
of par as under the ordinary gold standard. I 

The object of the scheme is to secure stability of value 
for each separate currency as well as general stability. 
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In the case of the national situation, as in that of the world 
situation, three variations on the theme of stability may , 
be imagined: stability of the A price level, stability of the 
general price level, and a general price level falling in 
proportion to the rise of average efficiency. If the first 
variant is preferred, then there is no need for separate 
national monies; A prices are world prices; if the British 
A price level is stable, so will the French and German 
price levels be too; each and every country can secure a 
stable price level in this sense and have stable rates of 
exchange between them. 

But, if each nation seeks to have stability for itself in 
the second or third senses, there can be no common world 
standard. The currencies of the more progressive 
countries must be made to appreciate in terms of the 
others. Suppose that the third variant is preferred, and 
efficiency in country X is advancing at z per cent per 
annum, while that in Y at I per cent only; prices should 
fall z per cent in X and only I per cent in Y; if there is 
no change in the relation between A prices and D and C 
prices in either country, A prices must fall z per cent in 
X and only I per cent in Y. Consequently the money 
of X must rise I per cent in terms of that of Y. If, 
owing to the changes in efficiency, all goods rise I per 
cent in X relatively to A goods and only i per cent in Y, 
and it is required that general prices should fall z per cent 
in X and I per cent in Y, the money of X must rise It per 
cent in terms of that of Y. If the second variant is 
preferred and stability in the general prices is sought, the 
X currency need in these circumstances only rise! per 
cent in terms of Y. Such adjustments might hastily 
be dismissed as piffling. To do so would be quite 
erroneous, since, if they are all in the same direction, as 
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they may be expected to be, their cumulative effect will 
be large. 

The scheme is that world stability should be secured by 
international co-operation, while each nation should 
decide on the basis of her own conditions whether she 
desired the A price level, expressed in her own currency, 
to remain stable or to fall by I per cent or 2 per cent per 
annum, or whatever the amount might be. In deciding 
this she must take account of matters already discussed (in 
Ch. VII, Sec. 2), namely, the rate at which efficiency is 
rising compared with the rate at which she may find it 
convenient on balance to raise rewards to factors, the 
long-period trend of la, the long-period trend of the non
trading items in her balance-sheet, etc. No doubt she 
may have some perplexity in reaching a decision. But her 
perplexities would be much less than those of a world 
committee endeavouring to decide how it wished to make 
the world A level behave, for it would have to deal in 
magnitudes, consisting of averages covering conflicting 
tendencies in different countries. 

Each country would communicate to the international 
committee how much it wanted its A price level to fall. 
There should probably be some maximum such as 2 per 
cent per annum outside which a country would not be 
allowed to opt. The committee could then readily 
compute what the official course of all the foreign 
exchanges would be. The changes in the official pars of 
exchange might well be spread; for instance, the dollar
sterling official rate might fall by Ttw of a cent a day, 
so that the change in the par in the course of ninety days 
would still be much smaller than the possible fluctuations 
(due to market conditions) about the par. 

Decisions of particular countries should not be 
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irrevocable; they should on the contrary be subject to 
frequent revision. It must be stressed that the data on 
which such decisions are based are all computed by long
period trends and have nothing whatever to do with 
trade cycle or other short-period phenomena. We are 
here concerned only with whether it is desirable that 1 
in the long Tun a country's A price level should be stable i 

or decline gently. 
So far no account has been taken of tariff changes. It 

is clear that these have an intimate connection with \I 

monetary arrangements. A country deciding to raise 
the general level of her import duties, or to impose an 
important set of additional duties, would have to make 
up her mind whether this was intended to be a precursor 
to a domestic inflation or not. In the former case no 
change in her exchange rates need occur. Her total 
volume of imports would not be reduced; but the 
representative man would spend a smaller fraction of his 
income on imports and their specific content might 
change. l It must be clear, however, that an inflation of 
more than moderate dimensions would jeopardize the 
whole international system-for instance, by causing big 
special movements of capital to the stock market of the 
inflating country-and would be entirely contrary to the 
spirit, if not to the letter, if there be a letter, of the agree
ment. If she wishes to avoid an internal inflation, her 
rate of foreign exchange must be raised sufficiently to 
offset the effects of the tariff. The special interests 
favoured by the tariff might not relish this plan; since, 
however, the change in the rate of exchange would affect 
all A and B producers while the tariff only affected some, 
the percentage change in the rate would not be as high 

1 For a further explanation of this, Bee ch.1X, Bee. 4. p. 199. 
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as the tariff; thus the protected producers would gain on 
balance and all other producers would demonstrably lose; 
the protected producers could still have grounds for 
rejoicing, while others Buffered; the true inward nature 
of a tariff would thus be plainly exposed to the general 
view, and the public would at last have materials to judge 
for itself on the desirability of tariff-making. The fact 
is, this problem brings into direct juxtaposition the old 
primitive and barbarous ideas of economics belonging to 
the past, on which tariff-making is based, and the new 
scientific ideas of the future. The two simply will not 
mix. 

§ 6. Giving Effect to the Plan. So rar this chapter has 
been concerned with objectives and, to some extent, 
with criteria for determining policy ,calculated to achieve 
them. Little has been said about how this policy is to be 
carried out. It is well to take stock of the present position. 
The alternative objectives considered amount to: (i) a 
stable level of A prices; (ii) a level of A prices gradually 
falling everywhere; (iii) a level of A prices gradually 
falling everywhere but at a slightly different rate in each 
country with consequential adjustments in the exchange 
value of their currencies. Under any of these plans the 
monetary authorities of each country would be responsible 
for maintaining their official pars of exchange, precisely 
as they are responsible under the unreformed gold 
standard. But this would not be the end of their responsi
bility. The maintenance of exchange rates is compatible 
with a world inflation and a world deflation, and the aim 
is to avoid either of these. Along with the responsibility 
of maintaining her exchange, each nation would share 
the responsibility for maintaining stability in the world 
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monetary system; to do this each nation must contnbute 
her part to the new stream of monetary demand required 
to maintain stability, or, if a tendency towards private 
dishoarding appeared, must contribute her part towards 
thinning out the existing stream of monetary demand. 
This is the essence and meaning of international 
co-operation. 

This end could be secured in one of tw~ways. Either 
each country could receive and follow the guidance of an 
international committee and increase or diminish her 
stream of new money accordingly, or the central bank of 
each country could agree to hold part of its reserves at an 
international bank which would be able to regulate the 
world stream of new money, by open market operations 
in every country. It cannot be denied that the working 
of this system would be beset with serious difficulties. 

The monetary system when left to itself seems to be 
subject to an inherent instability. The object of reform ./ 
is to counteract this t~ency by varying the rate of 
monetary expansion from time to time. At first sight 
it might seem that some sort of quota system would be 
appropriate, each country undertaking normaIly to expand 
her circulating medium by an agreed amount proportional 
to her size and importance in the world economy. The 
central committee or bank could then apply to each quota 
a coefficient appropriate to the existing phase of world 
business. It might thus instruct each country to double, 
quadruple. or halve her normal rate of expansion, accord
ing to whether mild deflationary, strong deflationarj, or 
inflationary world conditions were tending to come into 
existence and needed offsetting. This solution is unfortu
nately too simple. Tendencies to hoarding or dis
hoarding may appear with very different force in different 
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countries; doubling the normal expansion of money 
in circulation might be accompanied by a doubling of 
monetary demand in one and by a falling off of monetary 
demand in another. It is the duty of each country so to .... 
regulate its monetary system that its effective monetary 
demand expands by an appropriate amount. It does 
not leem possible to lay down any rule of thumb governing 
this regulation. It is doubtful if the central committee 
could do more than issue luch orders as .. expand more 
quickly," .. expand much more quickly," .. stop expan
lion," or .. contract." Or, if there was an international 
bank, it could provide the different countries with such 
increase of cash basis as it thought appropriate, trusting 
that they would 'expand credit in proportion. 

These are difficulties, however, which it is useless to 
attempt to solve on paper. They can only be solved by 
experience. What is essential is that the countries which 
adhere to the arrangement should understand the., 
objective clearly and wish its fulfilment. The root diffi
culty is that, whether it is a rise Or fall of prices that has 
to be checked, the authorities have to act in a way that is 
against the grain. They have to be repeatedly setting I 
themselves against the pyschological impulses of the mob. 
Furthermore, in a time of depression those who were 
disloyal to the system would seem to gain thereby; those 
who failed to expand as quickly as others would have an 
active balance of payments; the virtuous would be 
punished for their ,-irtue, unless all were virtuous. That· 
is always so in a time of deflation; the cowardly and 
selfish are rewarded. For the system to work, therefore, 
it is essential that all should be loyal to it, 

lt would also be essential for the success of the system, 
that all countries should be able as well as willing to ~ 
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increase monetary demand by the appropriate amount. 
It would be no excuse for one country to say: II But we 
have kept interest rates as low as we can, and the monetary 
demand simply has not increased." Every government 
must be prepared to take action to assist the banks, if 
necessary, and increase their borrowings when an 
increase of money is called for, or repay debt 
when a reduction is called for. Until this maxim is 
recognized, with all the goodwill in the world, inter
national co-operation will probably be impotent to achieve 
its objective. 

In the last chapter it was seen that a particular country, 
resolutely determined to stabilize her money, might do 
much to maintain her productive resources in full use. 
But the repercussions of severe instability in the outet" 
world might prove too strong for her. This external 
instability is apt to produce large and sudden movements 
in the non-trading items on her foreign balance-sheet, 
and the repercussions due to these are difficult to offset 
and perhaps ought not to be offset by currency policy. 
The position of a country depending mainly on B output 
is difficult to secure if her foreign markets shrivel up. 
It is the duty therefore of every country which desires 
that her productive resources should be adequately em-I 
ployed both to carry out monetary reform herself anot 
to press for international reform. 

That general acceptance could be secured for reform of 
the kind suggested here or for any valuable scheme of 
reform in the near future is not even remotely probable. 
Indeed the whole of this piece of analysis might be 
condemne4 as merely academic. But times change. 
The application of scientific knowledge to the technique 
of production advanced rapidly in the days of the indus-
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trial revolution; and might have surprised an earlier 
generation. So it may happen that scientific ideas will 
ultimately come to be applied in the economic sphere. It 
i. the duty of economists to give them body and cogency. 
The present generation of politicians and bankers will 
pass away. They will endeavour to hand on their stock 
of meaningless dieMs to those who succeed them. But 
even cliches pass out of fashon in time. The present 
generation might be surprised if they could see what the 
future will bring. 



CHAPTER IX 

TARIFFS 

§ I. Origins. The evolution of a workable system of 
currency has been a slow and laborious process. Between 
the fall of the Roman Empire and the thirteenth century 
silver was the sole standard in Europe. The growing 
bulk of commerce led to the introduction of gold by the 
Italian cities in the thirteenth century and by France and 
England in the fourteenth. The system of bimetallism was 
adopted. But it was not worked satisfactorily. The need 
for different countries to have the same mint ratio between 
gold and silver was not appreciated, and ratios seldom 
were the same. Consequently each country was subjected 
to a loss of gold or silver. This was met on the one hand 
by stringent but ineffective prohibitions against the 
export of the precious metals and on the other by the 
progressive debasement of the standard. It was found 
by experiment that the debasement of coins containing 
the disappearing metal checked the outflow; for the 
debasement made the ratio more favourable to this metal. 
But it was often carried too far, the other metal began tll 
disappear and the coins embodying it had to be debased 
in their turn. 

An enlightened school of thought arose in England in 
the seventeenth century, which condemned the laws 
against exportation, on the ground that they were in

J8z 
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effective and that, by presenting an obstacle to those who 
wished to use the country as an entrepot, they reduced 
the profits arising from foreign trade, and so checked the 
inflow of metals which would result therefrom. 

The prohibitions were abolished in J663. To prevent 
the disturbances which were still liable to result from 
discrepancies between the bimetallic ratios, gold was for 
the time demonetized in England. Golden guineas were 
coined but allowed to Circulate at their market value. 

That the prohibitions were originally introduced in 
the Middle Ages to meet practical exigencies was for
gotten. Meanwhile Spain had endeavoured to enforce 
prohibitions from another motive. having laid her hand 
on great sources of output of the precious metals in the 
new world, she thought that the resulting flow of wealth 
would be frittered away.if the metals were allowed to leave 
the country. Wealth was identified with the possession of 
large stocks of precious metals. 

,: .... '" Mun and his school, who recommended the repeal of 
the prohibitions, did not repudiate the notion, which had 
thus gained currency, that it was the proper object of the 
prohibitions to secure for the country a greatest possible 
stock of precious metals. The object was still thought 
to be a sound one. the means were discarded as unsuit
able. Some more scientific means must be found. If it 
could be secured that the country always had a favourable 
balance of trade in commodities, the excess of exports 
would be paid for in gold and there would be a permanent 
inflow. To secure a favourable balance, an excellent 
weapon was to hand, the customs duties. These had 
hitherto been mainly regarded as a source of revenue. 
Now, it was laid down, they must be carefully manipulated 
so as to maintain a favourable balance of trade. 

N 
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This was the prevalent theory for a hundred years. 
Adam Smith's attack on it had two parts. He set out to 
show first that an accumulation of precious metals was 
not a proper object of policy, and secondly that the 
import duties did not secure a permanent favourable 
balance of trade. Both lines of criticism were effective 
and final. 

Meanwhile tariffs had come to be favoured in Europe as 
means of fostering native industries. Against this view 
Adam Smith argued that capital would, if unimpeded, 
find its way into those occupations for which the country 
was most suited.1 With the passage of time there has 
been a further development of protectionist doctrines; 
an attempt is made in the following pages to assess the 
validity of those which have been supported by serious 
argument. 

§ 2. Two Special Arguments. (i) Self-sufficiency. (ii) 
Bargaining. In the first place two arguments may 
be referred to which are of a rather special kind. 

(i) It may be desired to forego the economic advantages 
flowing from the international division of labour in the 
interest of making a country self-sufficient either in all 
respects or in respect of certain commodities supposed to 
be of vital importance in time of war. The nature of this 
argument is plain, and its importance the reader can 
estimate for himself. It is clear that the desire for self
sufficiency, if pressed to its logical conclusion, would 
entail the sacrifice of all the gain accruing from tl.e 
international division of labour and lead to a very great 

I It was in defining this view more sharply that Ricardo 
enunciated the principle of comparative costs. (See chapter 
II, sec. 3). 
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impoverishment in all countries. Unhappily the tendency 
in this direction has never been so strong as it is at present. 

(ii) The imposition of a tariff to induce other countries 
to lower theirs was admitted as a legitimate exception to 
Free Trade policy even by Adam Smith. This argument 
is consistent with the view that both foreign tariffs and 
tariffs imposed by the home country are injurious to the 
home country. The argument relates to tactics rather 
than economics. Certain objections to it may, however, 
be mentioned. 

(a) In bargaining it is usually impossible for the 
country to negotiate with the rest of the world as a whole. 
The injury which a country suffers-in the absence of 
special circumstances-from a given import duty of her 
own is equal to that which she suffers from a like duty in 
all other countries and is therefore much greater than that 
which she suffers from a like import duty in one other 
particular country.' Therefore, if she imposes this injury 
on herself, she runs the risk of a great evil, if the negotia
tion fails. in order to gain a comparatively slight good, if 
the negotiation succeeds. 

But. unless the foreign tariff which she seeks to get 
reduced has merely been imposed as a piece of bluff in 
answer to or to anticipate ber own bluff (in which case 
the whole procedure is a mere waste of time). the negotia
tion is not likely to succeed. For the other country either 
does reap. owing to special circumstances, or supposes 
herself to reap some real advantage from the duty. or the 
duty is buttressed by vested interests. The real benefit 
which the home country has to offer the foreign country 

I Import duties are said to be It like .. when they are of the 
sarne Qd tJQ/orma rate and affect imports of roughly the same 
value. 
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by reducing her duty must be small compared with this 
real or imaginary benefit which the foreign country gains 
by hers. Or, in other words, the change in the foreign 
country's economic conditions which we can offer to 
bring about by reducing our duty is small compared with 
the change which she will bring upon herself by reducing 
a like duty of her own. Such negotiations are therefore 
doomed to failure. 

Of course, if the negotiating countries are prepared to 
embark on an elaborate system of tariff discrimination 
against each other, each country having a different tariff 
against every other, then they could offer each other in 
bargaining a real quid pro quo. But no country would 
embark on a career of complicated tariff discrimination, 
which really desired to secure a reduction of foreign 
tariffs against her goods. For by doing so she would 
render herself ineligible for Most Favoured Nation 
treatment in any form by foreign countries j yet this 
treatment is the most potent weapon by which countries 
do in fact secure for themselves favourable conditions in 
foreign countries j for by it they get the advantage not 
only of those reductions gained by their own bargaining, 
but of the sum of all reductions gained by the bargaining 
of all other countries.1 

(b) Experience has shown that the imposition of tarif. 
de combat has in fact resulted in a raising and not a 
lowering of tariff levels all round. 

(c) The method of tarif de combat is diametrically 

1 The view which has recently gained ground that it is 
desirable to modify the Most Favoured Nation clause, so as to 
allow some discrimination, follows logically from the rising 
hope that it may be possible to secure tariff reduction by 
sectional agreements. 
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opposed to those methods which the League of Nations 
is seeking to pursue. It is analogous to the method of 
securing general disarmament by embarking on large 
armament programmes. Of the wisdom and expediency of 
adopting such a method readers must judge for themselves. 

It would probably not secure much favour in the 
popular judgment were it not confused with a. quite 
different and wholly fallacious notion that the benefits 
which accrue to a country from not having tariffs are in 
some way destroyed by the existence of tariffs elsewhere. 
In this matter the analogy of armament breaks down. 
There is much to be said for being well armed just 
because the rest of the world is armed. The existence 
of foreign tariffs, while in itself an admitted evil for the 
home country, if imposed on goods which she does or 
would otherwise export, does not prevent her maintenance 
of free imports from being beneficial. The reader is 
referred to the reasoning of pages .n-49. The existence 
of tariffs elsewhere may reduce the total gain from foreign 
trade which it is open to the country to secure. Whether 
there are tariffs elsewhere or not, she can only realize 
the total gain which is open to her by not having tariffs 
herself.' . 

§ 3. Tariffs and 'hI best Distribution of ProductivI 
Resources. For the rest, it may be wen to divide the con
siderations regarding tariffs into two parts. (i) Arc tariffs. 

I To quote an admirable analogy given in Beveridge, Tariffs, 
Thl Call Examined-if foreign countries allowed their harbours 
to get silted up, thus imposing a severe obstruction to the im
port ofaoods, the effect would be iIijurious to Great Britain. 
But it would not be a valid argument for allowing her own 
harbours to get so silted up as to impede the trade which was 
still possible. • 
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likely to bring about a better distribution among occupa
tions of a given flow of productive resources? (ii) Are 
tariffs likely to increase the employment of productive 
resources? This division corresponds with the general 
division of the treatment of the subject of international 
trade in this volume. . 

The broad answer to the first question has already been 
given in Chapters II and III. Two conditions were 
shown to be requisite for the best distribution of pro
ductive resources among occupations, namely (a) that 
the ratios of the prices at which home-produced goods 
are offered should be equal to the ratios at which they 
are available in the world market, and (b) the prices at 
which home-produced goods are offered should be· 
proportional to their costs of production. 

(a) The first condition is completely secured by free 
trade; for under free trade prices at home and abroad 
tend not to differ by more than the cost of transport and 
marketing between the home and foreign centres; the 
prices of home-produced goods tend to be absolutely 
equal to those of foreign-produced goods on the frontier 
of competition whether that frontier lie in the home 
market orin foreign markets or partly in both. 

One limitation to this general doctrine must, however, 
be recognized. By imposing tariffs on imports, members 
of a community form themselves into a kind of consumers' J 

monopoly and stint themselves in the purchase of this 
class of goods. Is it possible that by foregoing some 
advantageous purchases, they can get a sufficient reduc
tion of the foreign offer price to compensate them for the 
loss? This is another way of putting the question-can I 
the foreigner be made to bear a portion of the tax, and I 
will there be a net gain to the community if he does? 
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If a tax is suddenly imposed, .foreigners may have 
Btocks of goods intended for the protected market which 
they are willing to dispose of at an exceptionally low 
price. They may have plant designed for the manu
facture of Buch goods which they will be willing to work 
at al\ exceptionally low profit rather than put it out of 
commission. To estimate the probable effect of the 
tariff ;n the long run, it is necessary to refer to the under
lying forces governing the comparative movement of 
prices at home and abroad, when channels of trade are 
opened or closed. These were examined at some length 
in Chapter II. Dy far the most important governing 
condition is the size of the home country's market com
pared with that of the world market for the commodities 
in question. Secondly, we have to take into account the~' 
elasticities of demand and supply at home and abroad. 
On the assumption of equal elasticities, the ratio of the 
fall in the foreign price of goods which the home country 
imports (measured in terms of goods which she exports) 
to the rise in the home price (so computed) will be equal 
to the ratio of the size of the home market to the size of 
the world market. If the home market is one-tenth of 
the world market, home prices may be expected to rise 
by Hths of the tariff "and foreign prices to fall by /rth. 
The greater the elasticity of home demand and supply 
compared with foreign demand and supply, the less the 
home rise and the greater the foreign fall in price. 

In the new equilibrium the price of home goods 
exceeds that of the foreign goods by the amount of the 
tariff (unless the tariff is absolutely prohibitive), whereas 
in the old equilibrium the home price was equal to the 
foreign price. (Any difference due to cost of tranSport 
will be the same in both situations and may be neglected 
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in computing the incidence of the change.} This change 
is made up of a home rise of 11ths of the tax and a foreign 
fall of -x\th. Consequently the foreign goods which' 
continue to come in after the tariff has been imposed. 
will be available at a price, which will be less than the ;
old price by an amount equal to ,lrth of the tariff. The 
foreigner is in fact bearing ,lyth of the tax. The goods 
will not indeed be cheaper to the consumer, since before 
they reach him they have to pay the duty. But the duty 
accrues to government which may remit taxation in 
other directions. To the community there is a gain of 
.fith of the tariff on the foreign taxed goods which 
continue to come in. 

On the other hand the home production of these goods 
will be stimulated by a rise of price equal to liths of the 
tariff. Goods produced under the stimulus of the tariff 
will cost more than the goods of that class formerly 
produced at home by an amount varying between 0 and 
aths of the tariff. For simplicity we may suppose the 
extra cost of producing these goods to be on average 
T"rths of the tariff.l Put otherwise, the cost at which the 
protected goods are produced at home will exceed the 
cost of producing the goods previously exported in 
exchange for them by /rths of the tariff. Thus there is a 
gain of .fith of the tariff on the foreign goods still imported 
and a loss of T"rths of the tariff on the goods produced 
under the stimulus of protection. There is consequently 
a net gain if the goods still imported exceed five times the 
quantity of extra goods produced under the influence of 
protection. Thus a low tariff imposed by a country of 
con~iderable importance in the world economy may be 

1 Cf. computations in ch. II, pp. 23-27. 
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made to yield a modicum of gain..1 The smaller the 
country the lower the tariff would have to be to satisfy 
this condition.' 

It has been taken for granted that after the tariff is 
imposed home prices (i.e. the prices of import goods in 
terms of export goods) will exceed world prices by the 
amount of the tarifl'. This must be so unless the tariff is 
absolutely prohibitive. If it is prohibitive, home prices 
and costs may not rise by the full amount of the tariff 
and the loss will not be so great. On the other hand, 
since no foreign goods are then bought, there will be no 
gain whatever to set off against the loss.' 

It should be noted that any gain that accrues to a 
tariff-imposing country under this head is made at the 
expense of the world as a whole. If the tariff provokes 
retaliation there will be a net loss both to the whole and 
all the parts. 

(b) If prices fail to correspond to costs (second condi
tion for best distribution of productive resources), factors 
in certain occupations must be getting higher rewards 
per unit of service than those in others. Adam Smith 
held that the natural forces of competition would secure 

I Tho foregoing argument neglects tho loss of .. Consumer's 
lurplus " duo to the tariff j when this is taken into account, it 
appears that the scope for gainful tariff-making is still further 
restricted. 

• E.g., if the world market was 100 times as great as that 
of the particular country, the tariff must on the simplest assump
tion be 10 low that the quantity of taxed foreign goods still 
imported is SO times as great as the quantity of goods produced 
under the stimulus of protection. 

• The view, often expressed, that an import duty may give 
protection without raising the price of the protected commodity 
at home is not deemed worthy of refutation. 
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equality of rewards in different occupations and so bring 
about the best distribution of the factors among them. It 
may be held, however, that this distribution will not always 
occur. 

In particular it was argued by the German writer, List,l 
that an agrarian country would not spontaneously turn its 
resources towards industrialization with sufficient rapidity, 
owing to inertia and lack of knowledge. He recommended 
the protection of manufacturing industry by tariffs during 
the transitional phase of growth. List's doctrine became 
known as the Infant Industry Argument and was incor
porated by J. S. Mill in his Principles of Political Economy. 
List held that the tariffs should be removed when the 
country attained a certain measure of manufacturing 
strength. His argument would not apply to the protection 
of a particular industry, which happened to be un
developed; when industrial knowledge and intelligence 
has reached a certain degree of cultivation, it may be 
expected to discover which infants are worth rearing. 

The scene has really shifted since List's day. He lived 
in the early days ofthe expansion of what may roughly be 
classed as the B industries. It is probable that with the 
growing wealth of the world the day has come, at least in 
the advanced countries, for a relative expansion of the C 
industries. These cannot be assisted by protection. 

More generally it might be argued, as explained in 
Chapter III of this volume, that there is always a lag in the 
shift of productive resources from declining to rising 
occupations and that some external stimulus would be 
beneficial to hasten the transfer. Such considerations 
must be attended with grave doubt and uncertainty. 

1 Genna of his doctrine are to be found in Hamilton', 
Report on Manufactures, 1794, U.S.A. 
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Tariff-making bodies are fallible; the criterion offered 
for their guidance is vague; this theory of protection 
requires them to .. spot the winner" which has been 
overlooked; they are also liable to political pressure 
which interested parties are not slow to exert. Only 
when or if tariff-making bodies had very complete 
knowledge of the internal conditions and costs in particu
lar industries, and, perhaps, some measure of control over 
their policy, could beneficial results be hoped for along 
these lines. 

It was also shown in Chapter III that insufficient 
productive resources are employed in industries in which 
a monopolistic element is present and, more broadly, in 
those the market for whose goods is incompletely 
organized.' The more complete the monopoly, the 
more it should, in the community's interest, be whipped 
into producing more. Protection is' a gentle form of 
castigation. 

If the industry which is deemed to require stimulation 
neither has nor entertains hope of having an export 
business, a tariff on competitive imports is a certain and 
effective method of giving it the stimulus. On the other 
hand the claim of such an industry to merit stimulation 
is likely to be open to doubt. 

Repercussions of the tariff must not be neglected. It is 
not impossible that some industries which ought to be 
stimulated are export industries. These, of course, cannot 
be stimulated by protection. But the protection given to 
others may actually impede them, if any of the protected 
goods enter into their cost of production. That protection 
will impede certain other industries is admitted in ~e 
type of protectionist case that we are examining. But it 

a cr. ch. III pp. S4-SS. 
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should not be forgotten that these others may include 
those which have as good a case for assistance as those 
protected. 

Since in this section we are considering the tariff not 
as an engine for reducing the real 1'eward to factors, but 
for redistributing productive resources among their 
occupations, we may assume that rewards to factors will 
be raised by a sufficient amount to cover the higher prices 
of protected goods. The rise in money rewards to factors 
will further hamper the export industries, some of which 
may deserve the opposite fate. 

There is also the case in which identical commodities 
are both imported and exported. This may be due to the 
distance of frontiers and the transporting costs involved 
(e.g. coal in Germany) or to special conditions of goodwill. 
In this case protection may intensify competition in the 
foreign markets. 

§ 4. Tariffs and the Full Utilization of Productive 
Resources. Stress has recently been laid on the claim that 
protection has power to increase the volume of employ
ment in the country. 

A sharp distinction must be drawn according as 
whether, when a tariff is introduced, money rewards to 
factors in the country are raised by enough to cover the 
higher prices of protected articles and maintain the old 
standard of living, or not. 

If rewards are raised, the tariff is not likely, except 
in special circumstances, to increase the volume of 
employment. If, on the other hand, rewards are not 
raised and the tariff is used as an engine for the illicit 
reduction of rewards to factors, its power to give increased 
employment need not be challenged. The questions 
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then have to be considered whether it is always desirable 
to secure increased employment at the price of a reduction 
in rewards, and whether this is the best possible manner 
of bringing about such a reduction. 

In the case of rew2lrds being raised, the matter may 
be put fairly simply. Mter the tariff has been imposed, 
productive resources will, apart from special circumstances 
already considered, be employed in a manner that is not 
the most effective. The total yield of production will be 
smaller than if an equal quantity of productive resources 
had been employed in free trade conditions. The amount 
of total product going as unadjustable rewards is ex 
hypothesi no less than under free trade conditions 
(money rewards having been raised to cover the higher 
cost of living). The total product being less and the 
amount going as unadjustable rewards being the same, 
the residual rewards must be lower: If the profits in 
bulk are lower under the tariff, is it likely that the 
entrepreneur working for profit will undertake more 
enterprise ? 

It may be noted in passing that the rise in rewards to 
factors required to maintain the standard of living is 
greater than at first sight appears. This may be roughly 
shown with the aid of symbols. Let t represent the rise 
in price of such goods as are protected, which results 
from the tariff (i.e. t is equal to the tariff expressed as.a 
fraction of the former value of the goods, less that part 
of it .. carried by the foreigner to). Let p stand for the 
proportion of income devoted to home-produced goods 
of the protected class. These cover not only the goods 
produced at home as a result of protection, but those plus 
the goods of the protected classes formerly produced at 
home. Then to maintain the standard of living, rewards 
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to factors must be raised by the fraction p X t. This rise 
will, however, affect the price of C goods. Let c represent 
the fraction of income devoted to the purchase of them. 
Then for the standard of living to be maintained, a further 
rise in rewards to factors is required, viz. expt, pt repre
senting the initial rise in the price of C goods. There 
will then be a secondary rise in the price of C goods equal 
to cpt, which will necessitate a tertiary rise in rewards to 
factors of excpt. This will entail a further rise in the 
price of C goods, and so on. The total rise in rewards to 
factors required to maintain the standard is repre
sented by the sum of an infinite series, pt +cpt +c2pt + 
cSpt +. . . . . . . .. This is equal to 

pt 
I-t 

A numerical. example may be offered. Suppose p is 1 
and e is i. Then the required rise in rewards to factors 
is it. In these circumstances the stimulus to production 
in the protected trades is not represented by t, the rise in 
price of the protected goods, but by t -it, or it, namely, 
the rise in price of the protected goods less the rise in 
costs due to the rise of rewards to the factors. 

On the other hand, producers of world goods in the 
unprotected class, including of course all the exporting 
industries, will be subject to a new handicap. They will 
have a rise in costs of it and have no rise in price 
to compensate for this. One set of producers will 
be stimulated by a net rise of price equal to it and 
the other set will be handicapped by a rise in costs 
equal to it. It does not appear that protection is 
likely to giv~ any net stimulus to production in industriu 
as a whole. 

If no rise in money rewards to factors occurs and their 
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standard of living is consequently allowed to drop, a 
tariff may have a stimulating effect on employment. Since 
there is no change in the relation of efficiency rewards to 
world prices, A and B output for world markets may go 
on much as before. This output will indeed be impeded if 
the raw materials rise in price owing to the tariff. Let us 
suppose that a full drawback on all taxed goods used in a 
productive process is allowed. This supposition goes 
far beyond what tariff makers are usually prepared to 
grant, even in theory, to say nothing of practice, by way 
of drawbacks. They usually think of drawbacks as 
confined to taxed goods embodied in A and B exports. 
In principle, producers making A and B goods of the 
export class for the home market or making A and B 
goods subject to foreign competition in the home market 
have an equal claim to them. 

A and B output for 'World markets proceeds then as 
before. But the tariff raises the price of certain 
A and D goods in the home market, and this 
enlarges the possibility of A and B output for that 
market. Consequently A and B output as a whole and 
the general level of employment and income in the 
country rises. An increase of employment has been 
secured at the price of a fall in the rates of reward of those 
in employment. 

Free-trade controversialists have sometimes gone too 
far in denying the possibility that tariffs might give a 
stimulus to employment. Most tariff discussion repre
sents a reversion to such a low type of economic thinking. 
that the party of truth may well be excused for an 
occasional exaggeration. If, it is claimed, tariffs tend to 
Jieep imports away, experts must fall off by an equal 
amount, and the gain of employment in the protected 
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trades' will be offset by a loss of employment in the export 
trades. This argument is only sound, on the assumption 
that the tariff does reduce the volume of imports. But it 
may not do so; and indeed if it does not entail directly 
or indirectly a rise of costs to the export industries, it is 
not likely to do so. Exports will be maintained and, 
since exports and imports balance, so also will imports. 
If exports are maintained, imports must be maintained 
also, unless the tariff leads to an exodus of capital from 
the country. 

Imports will certainly suffer a curtailment in the first 
instance. The active balance so generated, it is argued, 
will be covered by an inflow of money, and this will tend 
through the action of the banking system to raise rewards 
to factors, and so costs of production, and so curtail 
exports. If this effect ensues, cadit qut£stio. Once it i. 
allowed that rewards to factor~ are raised, it cannot be 
claimed that protection produces a net rise in employment. 
But it has already been argued in another connection that 
an active or passive balance does not necessarily have the 
effect of changing the level of rewards to factors. A. 
the price level rises, trade unions and other bodies 
concerned may press for and achieve rises in rewards, and 
the stimulating effect of the tariff may be countered. 
But it is a mistake to envisage such rises as necessary and 
automatic effects of the imposition of a tariff. It remains 
to consider how equilibrium is restored if such rises do 
not occur. 

Here is the dilemma. Tariffs undoubtedly tend to 
keep out imports. Yet, if there is no force operating to 
check exports, imports will as surely be maintained. The 
solution is that tariffs will not in the long run reduce the 
volume of imports. They will merely reduce the propor-
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tion of his income that a representative man spends on 
imports. If tariffs are imposed in a time of unemploy. 
ment, new employment will become available in the 
protected trades, there will be consequential new em
ployment in the C industries, and the total volume of . 
income will continue to rise, until the amount spent 
on imports reaches its old level. In the new state of 
affairs a smaller proportion, but the same amount, c f 
income will be spent on imports. 

The reader must not fly to the conclusion that we have t 
here a good argument for the imposition of tariffs in a • 
time of unemployment. For there are other and better 
methods of achieving the same result. 
• The great defect of the tariff method is that. instead 
of distributing the new employment among industries _ 
in the proportions which will make that employment 
yield the largest income, it concentrates it unduly in 
particular industries. Aliother defect is that it is a cureJ 

for depression which cannot be repeated. Once a country 
has by tariffs sacrificed all the gain to be derived from 
foreign trade, it can go no further. And when depression 
and unemployment continue to recur, as usual, the 
authorities will have to look round for new recipes. How 
much better had they adopted those other recipes in the 
first instance, instead of first imposing on their subjects 
the great and permanent loss connected with the sacrifice 
of all the benefits of foreign trade I It should be noted 
that it is usually considered improper to give as a cure for 
a temporary malady a medicine which inflicts permanent 
injury on the constitution. Tariff-doctors should 
remember that maxim. 

But we have forgotten the 40ctors' stock reply. The 
tariffs can presently be removed I 

o 
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What are the other recipes? They all involve, directly 
or indirectly, some real reduction in the unadjustable 
rewards to factors. (In a completely collectivist state, 
where there are no profits, they would involve a reduction 
in tJll rewards.) In many cases it may be argued that it 
is better to sacrifice the full utilization of productive 
resources for the sake of maintaining rewards as they are, 
and to rely on rising productivity to make fuller utilization 
possible at the existing level of rewards in the course of 
time. 

A fall of rewards may be secured by an outright reduc
tion of money rewards. It cannot be denied that an all
round reduction of this kind is not easy to secure in an 

• individualist economy, involves serious questions of 
equity as between unadjustable rewards and profits, and 
should in fairness be accompanied by a legal revision of 
all contracts. The other recipe has already been discussed 
in the two preceding chapters. 

The .serious and apparently insuperable difficulty of 
getting an equitable all-round reduction in money rewards 
throughout the community on the one hand, and our gold 
fetters on the other, suggested in the years 1930-31 that 
tariffs might after all be worth adopting as a last desperate 
expedient to stimulate employment in an unparalleled 
depression. With the fall of the gold standard in Sep
tember 1931. the arguments in favour of tariffs as 
instruments for relieving unemployment disappeared 
into thin air. The authorities had carle blanche. They 
could fix the foreign exchange at whatever rate would put 
the home level of rewards into a reasonable relation to 
world prices. 

Monetary policy is the. appropriate instrument for 
". securing full utilization of productive resources. It 
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lacks the two major defects of tariff policy. It does not 4 
concentrate employment in unsuitable occupations, and I 
its efficacy is not exhausted by use. 

It might be objected that jt is dange!ous to. put in!o. 
the handa of possibly unsympathetic authorities the power 
of reducing real rewards to factors by .. monkeying with 
the currency." This objection may be met. At a time 
when there is every. prospect of real productivity con
tinuing to rise, the rule could be laid down that when 
operating their policy the authorities are never to reduce 
real rewards. 1 It will be sufficient that they should be 
authorized to prevent such fortuitous increases, as 
exceed the limits which they regard as allowable. The 
details of this have already been discussed. One proviso,. 
however, is necessary. If the authorities are to work 
their system properly, the starting point must be a time 
of full employment. '(.0 secure such a starting point in 
the first instance some initial reduction of real rewards 
may be unavoidable. Such a reduction shQuld be 
definitely recognized as .n extraordinary expedient, 
necessary to usher in a new regime. In the absence of a 
~old standard there can be no case for reducing real 
revyards by the tariff method. 

§ S. Conclusions. To sum up, the best distribution of 
productive resources and the best utilization of the 
opportunities offered by foreign trade are secured if (i)' 
home offer prices are equated to foreign offer prices at 
the margin of competition, whether at home or abroad, 
and (ii) home offer prices are proportional to the costs of 
production at home. The first of these conditions is 

I Some moclification to ~8 rule should perhaps be aUowe~ 
in a period of world slump, d. ch. VII, see. 2, sub-see. vii. 
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secured by free trade. l But it is necessary to add the 
limiting clause that a low tariff in a large and important 

1country may, by turning the ratio of international 
exchange 1fl ~he country's favour, bri~ ga!n which 
more than 0::tets the loss due to the maldistribution of her 
resources w . ch it cause.§, A tariff to secure this object is 
in truth predatory, since the loss due to the maldistribution 
of productive resources is absolute, while the national 
gain due to the tum in the terms of trade is offset by 

-foreign loss. 
Free trade encourages but does not secure the propor

'tionality of home offer prices to costs of production. The 
protection of trades, rewards in which are at a relatively 
.high level,.-might be favoured as a means of inducing 
them to produce more. The fair working of such a 
system would, however, be attended with great difficulties. 
Objections might also be raised to it on the score of 
equity. 
, t Tariffs may be favoured as a method of increasing the 

volume of employment in the country. They are not 
likely to do this if money rewards to factors are raised 
sufficiently to cover the higher cost of living. But, if real 
rewards are allowed to fall, the flow of employment may 
be increased. This effect could, however, be more easily 
and more equitably effected by a reduction in the par of 
exchange. This expedient is free from the two major 
defects of the tariff method: it does not divert the pro
ductive resources of the country into less profitable 
channels, and it does not exhaust its own efficacy by 
use. -
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Till principle. on which the calculations in Chapter II are 
based may be explained as follows : . 

When the output of one commodity. B. is increased in 
England by an amount O. it is assumed that the output of 

A i. reduced in England by an amount equal to.9. where r is r 
the rate at which B i. exchanged for A in the new state of 
affairs. r is the cost of producing A divided by the cost of 
r.roducing B and is referred to throughout Chapter II as 
• the ratio." . 
If the cost gradient of A is equal to that of B (simplest 

assumption), and if an increase in the output of B by a leads 
to a rise in the cost of B by an amount g. when the output of 

A is decreased by 9 its cost falls byj 
r r 

If the initial ratio of costs in England is represented by 
I: I (=1). the new relation of costs is expressed by the 
following equation : 

From this it follows that 

fJ 
1-r i"'+'f=" .................. (I) 

(')(1-') 
1]= ',+1 

203 
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If the cost gradients of sources in England are equal to 
those abroad, and a given amount of output is transferred 
from England to the outer world, a change in the English 
cost of a given amount is accompanied by a change in the 
foreign cost of that amount multiplied by n, where n is a 
fraction showing the ratio of England's initial output to the 
initial foreign output (=the number of sources in England 
divided by the number abroad). 

If the initial ratio of the foreign cost of A to that of B is 
1 : p, the relation of foreign costs which accompanies the 
state of affairs represented in (I) above is expressed by the 
following equation : 

From this it follows that 

q 
I+n

r 

P
- =, (.) .............. (z) -nq 

(,) (pr-I) 
q= n(,I+I) 

From equations (I) and (z) it may be deduced that 

1+" ,= p+" .................. ·(3) 

Example: Suppose trade is opened when costs at home 
are I: 1 and costs abroad I: 2 and "=rlI (cf. Table X, 
p. 29)· 

• If cost elasticity instead of cost gradient were used, the 
left-hand denominator would run p(I-nq). , 
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Consequently costs relations will be as follows: 
In England. Abroad. 

A {1-(·196.) (U».¥ {1+(·196 .• ) (n) (ft)}Y 
B {1+(·196 .•• )}.¥ {Z-(·196 ... ) (n)}y 

i.e. 
In England. Abroad. 

1'037· .y 
1'980 .• y 

A ·62S ... .¥ 
B 1·,96 ..• .¥ 

If cost gradients in England are not equal to those abroad. 
let I IItand for the average English gradient divided by the 
average foreign gradient over the relevant range.· Then a 
foreign change in costs of nq would be accompanied by an 
English change of Ig. etc. The cost relations would be repre
sented by the equations : 

1-g'1. I+n~ 
r r 

--==--~r 

1+19 p-nq 

It follows that 
g+n r=--gp+n 

Exampl8: if p= S. n=h and g=a (c!. Table XII. p. 32) 

2+-h r=--== Nt==1 :4H lo+fi 
(,) (1-') 

9= g(,I+I) 

0:::: (Ny)( /J't> = 1680 = 'Oi9' .. 
2 (M)I+I 21Z8.f 

• Demand considerations may be neglected by supposing 
that each demand gradient is proportional to its appropriate cost 
gradient 

• 
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Cost relations will be as follows : 
In England. 

A {1-(·079 .. ) (2) (J,?I)}X 
B {I +(·079 .. ) (2)}X 

i.e. 
In England. 

A ·24 .•• x 
B 1·IS8 .• x 

Abroad. 

{I +(·079 .. ) (r-o) (IN)}Y 
{S-(·079·.) hllI)}Y 

Abroad. 
1.038 .• y 
4.992 •• y 

QUESTIONS ON THE APPENDIX 
[The demand gradient is absumed to be pro
portional to the cost gradient in each case.] 

I. If the foreign output is initially twenty times the size of 
the home output, the pre-trade home cost ratio I : I and the 
pre-trade foreign cost ratio I : 4, and the cost gradients of 
sources equal at home and abroad, what will the new 
equilibrium ratio be ? 

2. If the foreign output is initially four times the size of 
the home output, the pre-trade ratio of the cost of producing 
A to that of producing B at home I : I and the corresponding 
pre-trade foreign ratio I : 3, and the cost gradients of sources 
equal at home and abroad, what will the home and foreign 
costs of A and B be in the new equilibrium position? (Assume 
that the pre-trade costs are expressed as x and x at home and 
y and 3Y, abroad.) 

Estimate the cost of procuring A by importation as a 
fraction of the cost of making it at home before the opening 
of trade, assuming that the cost gradients are straight lines. 

3. In which circumstances would a country gain more from 
the opening of foreign trade in two commodities, whose home 
cost ratio was initially I : I and whose foreign cost ratio was 
initially I : 3, (i) if foreign output was initially twenty times 
the size of home output and h?me cost gradients half as Bteep 

•. 
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u foreign coat gradients on the average over the relevant 
range, or (ii) if foreign output was initially fifteen times the 
.ize of home output. and cost gradients at home and abroad 
both equal to the foreign cost gradients .upposed in the tint 
alternative , 

I. I: 3. 
2. At Home. 

Cost of A Hlil 
Cost of B lUll 

U~. 

ANSWERS 

Abroad. 

IH1 2n, 
(Ratio I : 21.) 

3. The former. (The ratio i. more favo~r in (ii) by Ththa. 
But the amount of the foreign commodity purchased on the 
first alternative i. about one and a half times as much as on 
the .econd.) 

, 
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