HARVARD ECONOMIC STUDIES

1. The Engluh Patents of Monopoly. By Wil-
liam B, Price.

II. The Lodgm%ﬂouu Problem in Boston.
By Albert B

III. The Stannsries: A Study of the English
Tm Miner. By George R. L:w

. Railroad Reorganization. By S. Daggett.

V v\&Vovovl-Gromng and the Tarifi. By Chester

VI. Public Ownership of Telephones on the
Continent of Europe, By A. N. Holcombe.

VII. The History of the British Post Office.
By J. C. Hemmeon.

VIIL. The Cotton Manu!actunn% Industry of
the United States. By M Copeland,

IX. The History of the Grain Trade in France.
By Abbott Payson Usher.

X. Corporate Promotions and Reorganiza-
tions. By A. S. Dewing.

XI. The Anthracite Coal Combination in the
United States. By Eliot Jones.

XII. Some Aspects of the Tariff Question, By
F. W, Taussig.

XIIl. The Evolution of the English Corn

Market from the Twelfth to the Eighteenth

Century. By N. S, B. Gras.

XIV. Social Adaptation: A Study in
Development of the Doctrine of Adapu-

uo;& uBn ;I;l‘leory of Social Progress. By

the

XV. The Financial History of Boston, from
May 1, 1822, 10 January 31, 190p. By C.
Huse.

XVL Essays in the Easlier History of Amer-
ican Corporations. By J. S. Davis, 2 vols.

XVIL. The State Tax Commission. By H.L.
Lutz.

liah C. Q

P, } XXXIX.

rganization of the Boot snd

Shoe lndusué in Massachusetts before 187,
By Blanche

XX1V. Econonu:Mouvu. By Z. C. Dickinson.

XXV, Monetary Theory before Adam Smith.
By Arthur E. Monroe.

XXVI. Canads’s Balance of Internationsl
Indebtedness, tgoo-1913. By Jacodb Viner.

XXVII. The History of the Umttd States
Post Office to the Year 1839. By W. E. Rich.

XXVIIL. The Theory of International Prices.
By James W. Angell.

XXIX. Forests and Sea Power. By Robert

G. Albion

XXX. Bnnhng Theories in the United States
before 1860. By Harry E. Miller.

XXXI. Karl Marx's Interpretation of Histoy.
By Mandell Morton Bober. \

XXXII. Grain Growers’ CoBperation in West-\
ern Canada. By Harsld S. Patton.

XXXIII. The Assignats. By S. E. Harris,

XXX1V. The Economic and Socia! History of
an English Village. By N. §. B. Gras and
E. C. Gras.

XXXV. Direct Taxation in Austris. By John
V. Van Sickle.

XXXVI. The Greenbacks and Resumption of
Specie Payments, 1862~1879. By Don C.
Barrett.

XXXVII. The Street Railway in Massa-
chusetts. By Edward S. Mason.

XXXVIII. The Theory of Monopolistic Com-
petition. By Edward Chamberlin,

Interregional and International
Trade. By Bertil Oblin.

XL. The French International Accounts, 2830~
1913. By Harry D. White

XLI Twenty Years of Pedenl Reserve Policy.

y S. E. Harris. 2

XLII The Mlinois Central Railroad and Its
.Gates.

XVII. The Early E Y
By N. S. B. Gras,

XIX. Trade and Navigation between Spain
and the Indiesin the Time of the Hapsburgs.
By C. H. Haring.

XX. The Italian Emigration of Our Times.
By R. F. Foerster.

XXI. The Mesta: A Study in Spanish Eco-
nomic History, 1273-1836. By Julius Klein,

XXM. Argentine Intemnational Trade under
Inconvertible Paper Money: 1880-1900,
By J. H. Williams.

ion Work. By Paul W

XLIII. American Treasure and the Price Revo-
lution in Spain, rso1-16s0. By Ead J.
Hamilton.

XLIV. German Monetary Theory, 190§—:
By Howard . Ellis. gosTros.

XLV. Wages in Exghteemb Century England.
By Elizabeth W. Gilboy.

XLV1. The Theory of Economic Development.
By ). A Schumpeter.

XLVIL. The Supply and Contral ol M. in
the United States. By L. Cuirie. oney

HARVARD UNIVERSITY PRESS
CAMBRIDGE, MASS., U.S.A.




Gokhale Institute of Pojjy;
and Economics, HPoona 4

- HARVARD ECONOMIC STUDIES
VOLUME XXXIX

THE SBTUDIES IN THIS SERIES ARE PUBLISHED BY THE DEPARTMENT OF
ECONOMIC‘ OF HARVARD UNIVERSITY, WHICH, HOWEVER, ASSUMES
NO RESPONSIBILITY FOR THE VIEWS EXPRESSED



F

NDON : HUMPHREY MILFORD

OXFORD UNIVERSITY PRESS



INTERREGIONAL AND
INTERNATIONAL TRADE

BY

BERTIL OHLIN

\'uu i ulv

'IM*ﬁlllunE“ﬁp

i

HARVARD UNIVERSITY PRESS
CAMBRIDGE . .

1935



COPYRIGHT, 1933
BY THE PRESIDENT AND FELLOWS OF HARVARD COLLEGE

Second Printing

X .54
5
\0300

PRINTED AT THE HARVARD UNIVERSITY PRESS
CAMBRIDGE, MASS,, U.S.A.



7o
MY PARENTS



PREFACE

In this volume I have endeavoured to make a contribution
towards the solution of the following problems:

(1) Tobuild up a theory of international trade in harmony
with the mutual-interdependence theory of pricing, — the
universally accepted price theory to-day, —and thus inde-
pendent of the classical labour theory of value. If it has been
worth while to substitute the interdependence theory, as de-
veloped by such authorities as Walras, Menger, Jevons,
Marshall, Clark, Fisher, Pareto, and Cassel, for the classical
labour value theory, there is every reason for giving up the
labour value analysis in the treatment of international trade
problems as well. I have started from the Cassel form of the
general price theory, but I think my theoretical system will
also harmonise with the other forms of the interdependence
theory of pricing.

(2) To demonstrate that the theory of international trade
is only a part of a general localisation theory, wherein the
space aspects of pricing are taken into full account, and to
frame certain fundamentals of such a theory as a background
for a theory of international trade, wherein the influence of
local differences in the supply of factors of production and
transportation costs within each country is duly considered.
In this field collaboration between economists and economic
geographers is urgently needed; the fact that the latter have
received solittle help and stimulus from the former seems
chiefly due to the scanty attention economic theory has given
to localisation problems.
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(3) To analyse the domestic and international move-
ments of the factors of production, and particularly their
relation to commodity movements.

(4) To describe the mechanism of international trade vari-
ations and international capital movements under conditions
of fixed foreign exchanges, e.g. a gold standard or gold ex-
change standard régime. This analysis will demonstrate,
aijong other things, (¢) that changes in the total buying
power of each country are an essential part of such a mech-
anism, and (b) that a solution of the fundamental problem of
foreign exchange (which since the War has chiefly been dis-
cussed with the purchasing power parity theory as a starting
point) is tantamount to constructing a theory of interna-
tional trade. On the other hand, I have dealt very little
with the influence of monopolistic phenomena and with
problems connected with the business cycle.

This book will, I hope, prove that I have tried to learn from
the economists of all schools who have dealt with interna-
tional problems — although references in footnotes are not
numerous. ,My indebtedness to two schools of economic
thought should, however, be expressly stated. Anyone con-
versant with the writ 3s on international trade by the Har-
vard school of economists will find here many traces of their
influence. Above all, the works of Professors Taussig, Viner,
and Williams, as well as discussions with them and with
Mr. W. Gardner, inside and outside the class room, have
deeply influenced my views. On the other hand, my general
theoretical background is coloured entirely by ghe ideas of
the Stockholm group of economists, Professors Bagge, Bris-
man, Cassel, Heckscher, Myrdal, and others, and of the late
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fessor Knut Wicksell. Like Dr. Rohtlieb of Stockholm
1 Professor Birck of Copenhagen, they have helped me
> with fruitful criticism of earlier versions of this book.
', Carl Iversen of Copenhagen has read the manuscript
1 Mr. Tord Palander the second proof; both have made
nerous highly valuable observations and criticisms.
ssrs. Karl L. Anderson and J. T. Day have corrected
: English and Miss Mona Williamsson has compiled tie
ex. My thanks are due also to the Swedish Academy of
ence, the American Scandinavian Foundation, and the
sk-Prsted Foundation for financial aid in the preparation

this volume.
BErTIL OHLIN -
TOCKHOLM COLLEGE OF BUSINESS
January 20, 1931
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APPENDIX I

SIMPLE MATHEMATICAL ILLUSTRATION OF
PRICING IN TRADING REGIONS

§1. An isolated region. There is much disagreement among econo-
mists concerning the value of mathematical formulae in expositions
of the complicated relationships of pricing. The present writer be-
lieves that they can serve a useful purpose in giving, better than could
words, a bird’s-eye view of the mutual relationship of prices under
somewhat simplified conditions. On the other hand, attempts to make
the formulae more and more complicated in order to bring them in
closer accordance with actual life and thus make them usable for the
solution of economic problems have so far rarely been fruitful — a fact
that does not of course preclude a better result in the future.

From this point of view it appears natural to try to illustrate the
nature of pricing in trading regions under simplified conditions by
means of some simple equations, without going further and introduc-
ing all complicating circumstances. The latter make no fundamental
change in the nature of the relationship which is to be illuminated, and
render the mathematical exposition difficult for most readers to
understand.

The system of equations given below resembles closely the one first
presented by Professor Cassel in his *“Theoretische Sozialskonomie.”
It is simpler than those of the Walrds-Pareto school, and consequently
can serve better for the present purpose.!

The following analysis is built on the assumption of full mobility
and divisibility. Thus, among other things, the economies of large-
scale production are ignored. Furthermore, the supply of the various
factors of productions is assumed to be constant and known. With a
preliminary illustration of the nature of pricing in trading regions in
view it is unnecessary to introduce the fact that this supply is really a
function of (1) the prices of the factors and (2) the psychology of effort
and sacrifice of the various individuals, however important this fact
may be from other points of view {compare Chapter VII).

1 Unlike Professor Cassel I have introduced the individual incomes, the variabil-
ity of the technical coefficients, and the value of money in the system. Like Cassel
1 do not consider the difficulties due to the fact that capital as a factor of production
cannot be treated in the same way as other factors. In other words, the fime element
in pricing is insufficiently considered. Cf. Lindahl, *Prisbildningsproblemets upp-
liggning frin kapitalteoretisk synpunkt” (The problem of pricing from the point of
view of the theory of capital), Ekonomisk Tidskrift (1929).
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First, let us look at the price system in an isolated region, which pro-
duces n commodities, has r different factors of production and s
inhabitants.

The production of each of these commodities requires certain quan-
tities of all or some productive factors. The quantities ¢, ay+ * - ay,
of the different factors of production are needed for the production of
one unit of the first commodity and the quantities 6g ax»: - + a5 are
needed for the production of one unit of the second commodity and the
quantities @1 Gne * * - @ar for the production of one unit of the nth
commodity. These terms, of which some are equal to o, are called
“technical coefficienis”; they express the quantities of any factor of
production that are needed for the production of any commodity and
they are obviously dependent on the relative prices of the factors of
production; for these prices determine the proportions in which the
different factors are combined in a certain production. Further, the
phrase “technical coefficient”” implies a technical element, namely “ ke
physical conditions of production.” 1f the prices of the factors of pro-
duction are given, one commodity needs for its production certain
proportions of certain factors of production, and another commodity
other proportions. The “physical conditions of production” thus refer
to the purely physical properties of nature (both commodities and
factors of production) which are to be regarded as known in this eco-
nomic examination. Thus the technical coefficients become functions
of the relative prices of the factors of production; and the forms of the
functions are known, because they are determined by the physical
conditions:

(1) au=fulpng:--q)

Gpr =fnr (9192' . Qr)
The prices of the factors of production are above indicated by ¢ g1
+ « » «g,. By the aid of these g and the technical coefficients the cost
of production of the commodities may easily be obtained. Indicate
them $; $2 - - - pa and we get:

(2) oupp+ ot - +ag=npn
T N el

Cuqi + Guee+ - - - + Gngr = P

The first commodity needs the quantities an 6;2 - + - @1, of the differ-
ent factors of production, and their prices are respectively gz« - - ¢..
The expressions concerning the other commodities are analogous. As
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in any state of equilibrium and perfect mobility prices equal costs of
production, gy « - + p, evidently signify the various commodity prices.

The demand for the different commodities is determined by these
prices p; - « « pa, by the income of each consumer, and by his “scale of
requirements” or “scale of wants” (the psychic side of demand). If
the prices of the commodities and his income were given, his *scale of
wants”’ would determine how much he would buy of each commodity.
Each individual’s demand for a certain commodity may thus be ex-
pressed as a function of the prices of all commodities and. services
and of his income. The form of the function is determined by his
“scale of wants.”

Now, let us add together. the demands of all individuals, and ex-
press the total demand for each commodity as a function of com-
modity prices and the various individual incomes, which are written
) A% A A

(3) Dy = Fy(py- - 'mex"'ln)
D’-FI(PI"’?ul,II"'I.)

Dy=Fa(pre* pa -+ 1)

The individual incomes are determined by the quantity of factors
of production, from which each individual derives his income, and by
the price per unit of these factors, It is as a seller of a certain quantity
of such factors, e.g. the use of his labour or land, or the goods or services
produced with them, that he acquires his purchasing power. In this
examination the conditions of ownership to the different factors are
supposed to be known. The individual number m owns Z,q units of
the first factor, #.g of the second factor, etc. Thus, the incomes of the
various individuals may be written:

4) h=taqg+teqa+- - +haq
L=tigg+taga+:++ + tag

I, = lel+‘£9!+' .. +‘nqr

If the price-mechanism is in equilibrium the production of com-
modities is just sufficient to satisfy the demand. Thus D,- « - D,
indicate the quantities of every commodity which are to be produced.
It is now easy to go on to express the demand for the different factors
of production as an equation. The quantity au of the first factor is
needed for the production of one unit of the first commodity; for the
production of D, units a;; D, units are therefore required. The pro-

1 Allincomes are assumed to be “used.” (ZI = T Dp. Thisequationis, however,
implied in equations (3), (4) and (5).
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duction of D; units of the second commodity requires es D; units of
the same factor, etc., and the production of D, units of the #-th com-
modity requires gn. D, of this factor. By summing up these quan-
tities the total demand for this factor of production may be computed
as:an Dy 4+ an D2 + + + + + an Da. This quantity of the first factor
of production, which is wanted for the production of the commodities
that are demanded at the prices 1 - + + p,, must be the whole available
quantity of this factor, that is Ry, which is equal to #y, + & + - - -
+ ta. Since the demand for the other factors of production may be
computed in the same way, we obtain:

(5) euDi+auDy+-- -+ auDy=R,
apDy+anDy+ - ¢ - 4+ 02Dy = Ry

e Di+ay D4+ - - + @y Dy = Rr;

Now the different D are, according to (3), functions of the different p
and I. By means of the systems of equations (2) and (4) they can be
expressed in terms of the different @ and g. Further, by aid of the sys-
tems of equations (1) the different @ may be expressed in terms of the
different g. The number of “independent variables” is thus reduced
tor, namely qi ¢; - - - ¢r, and the series of equations (5) which contains
r equations, is sufficient for the solution of the problem. The price
system under the assumed conditions thus seems to be determinate.
The basic data which govern it are the supply of productive factors
owned by each individual ! and the two sets of circumstances which
determine the forms of the functions, i.e., the physical conditions of
production and the wants and desires of the consumers.

As a matter of fact, however, one of the equations is not independent
of the others; 2 hence, a solution of these systems of equations gives the
different prices multiplied by an arbitrary quantity. All prices may
be twice as high in one situation as in another and yet all basic circum-
stances and the equations be unchanged. To determine the prices one
must introduce an assumption about the monetary system, e.g. that a
certain quantity of a certain commodity (gold) is used as unit of reck-
oning. If the price of this commodity is called p,, one obtains the
equation p, = 1. Thus the number of equations is equal to the number
of independent variables and the system is determinate.

! In Part I this has been called (1) the supply of productive factors and (2) the
conditions of ownership.

? If we know the (n—1) first equations in (2) and the fact that total incomes of all
individuals equal total expenditure (Z Dp = ZI) then the last equation in (2)
follows. Cf. Walras, Elements d’ Economie polilique pure (4th ed.), 1900, pp. 122 ff.
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§2. Trading regions. A similar survey of the price formation under
simplified conditions may now be given for two exchanging regions,
which are called the region 4 and the region B. The symbols employed
are as follows:

A B
Technical coefficients ........... a =f() a=f()
Prices of factors of production . .. q
Prices of commodities .......... ? v
. 4 r
Incomes of the various individuals I = Yts g, J=Yda
} 4 b
Demand for commodities ....... D=F() 5=y ()
Supply of factors of production .. R S

The number of commodities is supposed to be n and the number of
factors of production r and the number of individuals s in botk regions.
This assumption is, of course, immaterial, and made only to reduce the
number of symbols. The only things which are common in the two
regions before the commencement of trade are ‘“the physical condi-
tions of production,” that is, the forms of the functions f ( ). These
conditions are determined solely by the physical properties of nature
{commodities and factors of production) which are wholly independent
of the locality of these factors and commodities.

The price-mechanism in the isolated region 4 is just the same as
that presented above. The mechanism of the region B will be obtained
merely by changing all symbols according to the table above. Now
the problem is, what change of these price-mechanisms will take
place when the exchange of commodities between the two regions
is opened?

Let us represent the “foreign exchange,” that is, the relation between
the money units of the two regions, by x. One unit of A’s money will
now correspond to x units of B’s money, and the prices of commodities

. . .
in the region B:my - - - v..become;;- . -im A’s money. The

inhabitants in 4 compare these prices with py pa - - + pa, which are
the costs in home-production, and import the commodities which they
can buy cheaper in B and export the commodities which they can
produce cheaper than B. If we take a certain arbitrary value of z,
then a certain number of commodity prices will be lower in 4 and the
rest lower in B. Take another value of x. Then another number of
commodities will be cheaper in 4 and the rest cheaper in B. To every
possible value of x will correspond a certain definite number of com-
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modities which are cheaper in 4 and thus produced there, while the
rest are produced in B.

If we knew the foreign exchange x, which gives equilibrium, then we
should also know which goods can be obtained at lowest cost in 4 and
which in B. Let us give the former goods the numbers, 1,2 - - - m and
the latter m + 1, m + 2, - - - n. The equations showing that the
costs of production are equal to the prices thus become ! (compare (2) )

I v+ +arg=npn

amlq1+ L +amrqr=Pm
am+l,lgl+"' +am+l"g"=b'l+l

aulgl+' b +anrgr=vn
This series is almost the same as (2), the only difference being that

Gm 41° * * - G, are changed into am 41+ * * am, and the correspond-
ing g1+ - - ¢ into g gr and pm 4y v ¢ - pa DO Tm 41
----- s, OWing to the fact that the commodities (m + 1) - - - -

are produced only in B.

The equations for the demand for commodities will also be a little
changed. Since the demand for any commodity is a function of the
prices of all commodities, and these prices are now not p; - - - « p,in
Aandv - -v,in B;but p; - - op,,.;v"':'- . -%‘in A and pix
c+ c  Pm% Umt1° ¢ * 9y in B the demand for the different com-
modities may be expressed thus:

(III) Di=Fi(Ii---L;p1- - PmyOm 41" ° ° Un; %)
= (Jie e~ Jipre v PmiVm 417 * * Va3 X)

Dn=Fu(Il . 'Ic;Pl' c DPmiUm 41 "D,.;x)
Sn=Yn(J1s - J;P1° * * PmiOm +1° * * Ua; X)

The equations expressing the various individual incomes as func-
tions of factor prices are the same as in the isolated state. It is super-
fluous therefore to write down the system (IV). For each of the two
countries one equation in IV is dependent on the others. In their
place we have the equations for the price of gold: p, = rand v, = z.
The price in B of the quantity of gold, which costs 1 in 4, is of course
equal to the foreign exchange rate.

1 Each commodity is supposed to be produced only in one region. See the intro-
ductory remarks to this appendix.
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With regard to the demand for the factors of production it must be
remembered that the region A now has to produce a quantity of the
commodities 1, 2 - - + m not only sufficient for its own consumption,
but for the #ofal consumption of these commodities in 4 and B, while B
has to satisfy the total wants in both regions for the commodities
(m + 1) - - - - n. The quantities of the factors of production being
ind:R - -+ R,andinB: S, « - S,, we get:

(V) au (Dx +H) 4 + am (D + 5,-.) = R1
Gy (Dl+61)+ """ +amr (D +6n) =
¢a+hl(D-|+l+6ﬂ+!)+ """ +anl(D +6n)"Sl
am+l,r(Dm+l+5m+1)+ """ +a,.,(D +5.)-S'

Finally, the equations expressing the technical coefficients as a
function of the prices of the factors of production are of the same
nature as in the series of equations (1) above.

(I) an =fu (qr s q:)

am"_fmr(ql' . .q')
an+l,!_fm+1;l (gl' . -g,)

¢n=fnr(gl" "gr)

The different a and « are here expressed in terms of the correspond-
ing ¢ and g. By aid of the system of equations (II) and (IV) it is pos-
sible to express the different p and v, I and J, also in ¢ and g. If in the
system 1II these ¢ and g are substituted, the different D and é will be
expressed in terms of ¢, g and x. By putting these expressions in the
series of equations V, where R, + - + R, and S, - - S, are constants,
the independent variables will be reduced to g1+ - - ¢r; g1- - * &
and x. For the computation of these variables we have the series of
equations in the system V, that is 2r. But as the number of unknowns
is 2r + 1, we still require one equation in order to complete the circle.

The required equation is supplied by the fact that the imports and
the exports to the regions must balance. For, as no credit transactions,
etc. are taken into consideration, exports are the only means of paying
for the imports:

(VI) 61?13‘*‘62?21"" L +3-P-3= D-+l’-+l+
+ v+ Dyva -
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This equation, which may be called “the equation of interregional
exchange,” signifies, in terms of B’s money, that the imports balance
the exports. Of the first commodity the region B imports the quan-
tity & and, as the price is p, in A, B has to pay &, p, x, reckoned in B’s
money, etc. Of the nth commodity B exports, and consequently 4
imports, the quantity D, at the price ., etc.

By these six series of equations the price system in two exchanging
regions under simplified conditions is illustrated, that is to say, a gen-
eral idea of the nature of the interdependence of the different elements
is provided. Evidently, any change in any part of the system may
cause a change in any other part.

§3. Certain conditions of trade. This system of equations can be used
also to throw some light on the question under what conditions two
regions will z#0¢ trade with each other. We have seen that if relative
commodity prices coincide in the isolated state, no trade can occur.
Under what conditions will they coincide?

We start from the equations, expressing the costs and prices of the
various commodities.

A B
() auq+aege+- - F+arg=piangni+ang+---+
ar g, =0
et au@+ - tang=prangy tongp -+
ay gr=1

Gur + daget - -t O =pajamfi +tamfat - -+

Gar §, = Ua

As soon as the two regions come into communication, exchange will
arise if the relative commodity prices are different, that is, if the fol-
lowing condition is not fulfilled:

Tt will be seen below that this condition is satisfied and bence trade
is impossible in two cases, which will now be analysed.

Assume that the relative prices of the factors of production are the
same in both regions. This can be expressed:

B q=1Ig;¢=1In;- ¢ = lg (where I is an arbitrary positive
quantity).

When this is the case, the factors ! will be used in the same propor-

! Only factors of identical quality in the two regions are treated as being the same
“factor. Itis recalled that the economies of large-scale production are disregarded.
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tions in the production of any commodity in both regions. The “tech-
nical coefficients” will coincide, that is

(4) a“-ad;(i-IJ"'n;ju 1,2-..’)

By aid of the equations (3) and (4), the expression (1) will be con-
verted into

() Pr=ln;pa=ivg;e -+ pa=liva

which is exactly the same as (2). Consequently the condition (2) holds
good, relative commodity prices coincide, and no trade will arise if the
condition (3) is fulfilled. It may, therefore, be stated that o exchange
will arise, if the relative prices of the factors of production coincide in the
dwo regions.

The condition (2) can, however, be fulfilled in another way, namely
if

(6) Gy iGgis i =
- . [
= 0 t0ng i - L Cue =
= Q) tag s ity =
== . . . =3
= GaliGng it 0l Qnry

that is if the factors of production are combined in exactly the same
proportions in @/l commodities in both regions.

However, this is unthinkable if the relative prices of the factors of
production do not coincide. The condition (6) is therefore in fact the
same as condition (3), which has already been discussed.

It may be pointed out that these conditions, (3) and (6), which are
of course never satisfied in the real world, resemble somewhat two
assumptions of which considerable use is made in the classical theory
of international trade. When dealing with non-competing groups Pro-
fessor Taussig bases his final conclusions concerning their small im-
portance for international trade on the presumed fact that “in the
occidental countries . . . as a rule the stratification of industrial groups
proceeds on the same lines,” i.e. that relative wages are fairly equal
in different countries.! It is fortunate that he does not make this
assumption for a/l the productive factors, in which case international
trade would be impossible, except in so far as it would be called into
existence by the economies of large-scale production.

In other cases Taussig and others assume that the various labour
qualities and capital, but not land, enter in the same proportions in al

! Taussig, Infernational Trade, p. 56.
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commodities, and that therefore relative costs are known, when the
relative quantities of unskilled labour used for their production are
known or, which amounts to the same, it is assumed (Bastable) that
a “unit of productive power” can be used as a basis in the cost calcu-
lations. It is fortunate that this assumption does not include land and
that equal proportions in botk countries are not assumed, for otherwise
trade would be impossible, except when due to economies of large-
scale production.

§4. A generalisation. Let us assume that the kind of productive
factors existing in 4 and in B as well as the sort of commodities pro-
duced in these countries in the isolated state are entirely different. It
offers no difficulty to change the system of equations so as to corre-
spond to these circumstances. The forms of the functions of the tech-
nical coefficients will be different in the two countries; the supply
in B of all the factors which exist in 4 will be zero, and vice versa.
Nevertheless a system of equations is obtained which describes the
equilibrium of international trade under the simple assumptions made.

The conditions which have to be fulfilled if trade is to arise cannot
be described as different relative commodity and factor prices. Nor
can one speak of a tendency towards an equalisation of factor prices
when trade has started. Nevertheless, the reactions of the supply
prices of commodities, when a foreign demand for some of them comes
forth, will be described in essentially the same way as in the text
(Chapters 11, ITI, and VII). It depends upon the change in relative
factor prices under the influence of the new demand conditions and the
reactions of factor supply, as well as upon the economies of large-scale
production.

For a treatment of practical problems it is, in my opinion, beyond
doubt most practical to use the assumptions underlying Part I of the
text and §§ 1—3 of this appendix as a first approximation, and to deal
with the differences in the quality of commodities and factors as
explained in Chapter V.
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APPENDIX 1I

ON SOME EARLIER THEORIES OF INTERNATIONAL TRADE

§1. Pareto. The present treatise was begun in the years after the
War as an attempt to explain the forces beneath the surface which
govern the variations of the foreign exchanges. I soon became con-
vinced that this could best be done if the mutual interdependence
theory of pricing was extended to cover several trading regions. If the
classical labour value theory had been discarded as an explanation of
prices in the one case — for instance by Walris, Menger, Jevons, Clark,
Cassel and, in spite of conservative terminology, by Marshall, who
had all put in its place a mutual interdependence system of pricing —
why should it be retained in an analysis of pricing in several com-
municating markets? To do so seemed all the more absurd as a part
of the classical theory of international trade — Mill’s equation of
reciprocal demand — represents a sort of mutual interdependence
theory, although resting on the base of a labour cost theory within
each country. Would it not be natural to use the one-market interde-
pendence theory of pricing as the basis of the theory of international
exchange? This could be done by depriving the classical theory of in-
ternational trade of its labour cost elements and presenting it as a
simple extension of the mutual equilibrium reasoning, as developed in
the one-market theory. In that way,and onlyin that way, it seemed to
me possible to arrive at a harmonious theory of pricing. I hoped that
such a treatment of international trade problems would not only do
away with a fundamental “Schénheitsfehler” but would also, if con-
sistently pursued, lead to new and fruitful results concerning special
problems, and thus prove to be something more than a restatement of
the classical doctrine in a different form; just as the one-market inter-
dependence theory of pricing, superseding the classical value theory,
has brought many advantages in the analysis of profit, risk, and other
important questions.

Not until this book was almost ready in the form in which it is pub-
lished did I come to know that a part of the work had already been
done in the ’nineties, a small part of it even earlier by Cournot.! Cour-
not’s work on international trade had attracted little attention, which
is no doubt partly to be explained by the fact that his conclusions are
on the whole erroneous. Little is to be learned from him except about
the method of attack. The Lausanne school before Pareto does not

1 §echwchs sur les principes mathématiques de la theorie des richesses. (Paris,
1838.
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seem to have understood its importance for an analysis of international
trade. In 1896, however, Pareto published the first part of his Cours
&’ Economie Politique, followed next year by the second part.! They
contained an extension of his system of equations, to be valid for a
number of trading markets, and thus presented, if not a new theory of
international trade fundamentally different from the orthodox one,
then at least a starting point for an alternative theory.

These equations for trading markets have since been “‘commune
bonum” to economists of the Pareto school. See for instance Barone,
Principi di Economia Politica, 1908 (German edition, 1928); Pietri-
Tonelli, Traité d’Economie Rationelle, 1927, Amoroso, Lezions di Eco-
nomia Matematica, 1921. It is not surprising that the equations
worked out by Pareto and kept with comparatively small alterations
by his pupils resemble those presented in Appendix I of this book.?
Of course, following Cassel, the latter are free from marginal utility or
“Ophelimlté” concepts, but the way of combining the price systems
for the various markets is and must be similar.

On the other hand, it is astonishing that the Anglo-Saxon literature
on international trade has overlocked that Pareto did not bring some
minor modifications of the classical doctrine, but attacked the problem
in an entirely different way. It is true that he has not developed a
body of doctrines comparable to the one presented by the classics and
their followers, but he has drawn the obvious inference that the
mutual interdependence theory must be valid for several markets as
well as for one, and thus has provided at least a stepping stone for the
construction of an alternative theory of international trade. In fact he
has done a little of this construction himself through his discussion of
the effects of protection.

That Pareto’s new approach has been so little noticed and utilised is,
perhaps, partly due to the circumstance that mathematical formulas
and equations convey little meaning to people who are not familiar
with this method of expression. Even to mathematically trained per-
sons they illustrate rather than explain. This is true of the well-known
equations of pricing in one market, which are no more than the begin-
ning of a theory of commodity prices and distribution of income; it is
equally true of the international trade equations. Pareto and his fol-
lowers have not, so far as I know, attempted to build up a concrete
theory of international trade, alternative to the classical one. In fact,

1 Pareto had dealt with international trade along these lines in “Teoria Mate-
matica dei Cambi Forestieri,” Giornale degli Economisti, 1894.

? Some Italian economists have introduced all sorts of complications in their for-
mulas; as T have used this mathematical treatment merely as an illustration of the
character of the relationship, I have had no reason to do so.
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‘they do not seem to have been clearly aware that their theory is quite
inconsistent with the classical one. This fact goes a long way towards
explaining why other economists, particularly when not interested in
mathematics, have got the impression that Italian economists only
wanted to change the classical terminology a little to get it to fit in
with their characteristic methods of dealing with economic problems
in general.

Professor Angell’s relatively complete history of international trade
theory contains the following illuminating passage:

The majority of the Italian economists have taken over the classical
theories bodily, premisses and conclusions alike. Only at certain rather iso-
lated points have they attempted any important modifications, and then
with somewhat indifferent success. Moreover, at each given time the reflec-
tions of English doctrine have usually been based not on current English
ideas, but on the ideas of a generation before. In consequence, to students
already familiag with its antecedent originals the Italian literature must
necessarily seem lacking in vigor and freshness, Even the writers of the
mathematical school, which has had a larger following in 1taly than in any
other country, have not explicitly tried to overthrow the classical theory
itself. Rather they have sought only to modify it, and to restate its prop-
ositions in accordance with their own characteristic views on general eco-
nomic theory and methodology.}

Pareto himself is not without responsibility for the impression that
he has only “restated” the classical doctrines. He does not formally
reject the Ricardian doctrine of comparative cost,? although he points
out that it has been stated in inexact terms by non-mathematical
writers like Mill and Cairnes. Furthermore, he uses simple illustra-
tions in terms of labour quantities, particularly in his later work,
Manuel &’ Economie Politique. Although he is careful to state that this
is misleading and that a correct statement can be given only by means
of mathematical formulas of a rather complicated sort, non-mathe-
matical readers naturally get the impression that his criticism of the
classical doctrine is concerned with terminology more than with
realities.

In fact, however, Pareto’s doctrine is fundamentally different from
Ricardo’s and that of the later classical writers. Pareto rejected all
attempts to measure costs in objective terms, i.e. he discarded the
basis of the whole classical theory of value.

Y The Theory of International Prices, 1926, p. 303.

3 His statement of it, freed from its opportunity cost terminology, really runs in
terms of relative prices and comes to the same thing as my price reasoning in Chap-
ter 1, at the beginning of § 3.
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Les ‘sacrifices’ qu'ils font, en concourant 4 la production, sont des quan-
tités hétérogénes, qu’on ne saurait sommer ensemble. Une chose n’a pas un
cofit objectif en ophélimité, elle a des cotits subjectifs, différents suivant les
différents individus.! Cairnes parait croire que le cofit (en ophelimité) des
marchandises se compose de fravail et d’abstinence. Sous cette forme, la
theorie des colits compares n’est pas seulement inexacte, elle est fausse.?

Instead, the costs of each individual, which cannot be compared with
the costs of another or added together for society as a whole, are to
be measured in “ophélimité.” The real costs are

les cofits que l'on fait pour se procurer les marchandises (leur codts en
ophélimité).s . . . Parler des ‘“‘sacrifices” de I’Angleterre n’a aucun sens. En
réalité, il y a des Anglais qui font des ‘““sacrifices” et ces sacrifices sont des
quantités hétérogénes qu’on ne peut sommer ensemble. Lorsqu'il s’agit de
décider s'il convient mieux d’employer un terrain pour y établir I’exploitation
d’une mine de houille, ou pour y cultiver du blé, on ne considére ni les
“sacrifices ni ’abstinence,” qui n’ont, en ce cas, qu'une influence absolument
insignifiante. On considére seulement les différentes quantités des biens
économiques que l'on purra obtenir de ce terrain, selon 'usage que I'on en
fera.s

Evidently Pareto has in mind a sort of marginal individual oppor-
tunity costs which, when measured in terms of his “ophélimité,” are
proportional to prices.t

Whatever one may think of the usefulness of this concept, which
forms the basis of Pareto’s 'whole economic system, it is clear that his
comparative cost theory is in harmony with his general price theory,
is quite different from the classical objective cost theory, and when
stripped of its psychological parts is reduced to a statement in terms
of relative prices similar to the one in Chapter I of this book.

It seems to the present writer too obvious to need further discussion,
that Pareto’s position is widely different from the classical one, and
that his way of dealing with international trade represents the first
attempt to construct a theory which is in harmony with the general
price and value theory of the mutual interdependence type. FExcept
for the use of “ophélimité” his treatment runs along lines very similar
to those followed in part I of this book.

Unfortunately, neither Pareto himself nor his followers have as far
as I know built further on the basis he laid and proceeded to an illus-
tration of their doctrines by means of concrete cases or to an analysis
of international trade problems. The only exception is their study of

1 Cours d’ Economie politique, p. 211.

2 0p. cit., p. 222. 3 0p.cit., p. 211. 4 0p. cit., p. 222.

& Compare Haberler’s indication of a similar construction in “Die Theorie der
Komparativen Kosten,” W eltwirlschaftliches Archiv, 1930, H. 2.
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the effect of protective duties, which centres around the changes in the
gain from international trade, measured in quasi-psychological terms
by means of the “ophélimité” concept, which I have preferred not to
introduce in this book. It is perbaps only natural, therefore, that 1
have found no reason to make any alterations after reading some works
by the Pareto school. But a study of their writings a few years earlier
would have saved me some trouble and work.

§2. Marshall. Several Italian economistsof the Walras-Pareto school
have made contributions to the analysis of demand and supply curves
in international trade, which was elaborated in the late ’sixties by
Mangoldt and Marshall. Marshall’s theory was not made public until
two decades later in a book by Pantaleoni. These three economists,
together with Edgeworth, had managed as early as in the ’nineties
almost to complete an apparatus which in deft bands has rendered
important results. It has been used by writers of the classical Cam-
bridge school as well as by economists belonging to the mathematical
Pareto school. This fact has probably served to strengthen the im-
pression that after all there was not much difference between the
classical theory of international trade and the approach used by
Pareto. Did not the English and the Italian economists handle inter-
national trade problems by means of supply and demand curves in the
same way?

In reality, however, this proves nothing. As a matter of fact, the
Marshallian curve analysis can be made a part of the classical cost
theory as well as of the interdependence theory of pricing. Marshall’s
analysis does not go back to the things behind supply schedules, i. e.
to the relation between costs and supply prices. Both supply and
demand schedules in international trade are regarded as given, and
variations in these schedules and the effects of duties are studied. In
brief, there is no connection between this analysis and the general
system of prices in each trading country. It is, therefore, in no way
dependent upon the labour value theory or any other general price
theory.

As mentioned above, Mill’s study of the play of international supply
and demand is in complete harmony with a mutual interdependence
theory. Its fault is that it is put on the top of a classical labour value
theory, assumed to explain domestic prices. When tbe analysis, as in
Marshall’s curves, is confined to the former part and runs in terms of
“bales of goods” instead of “days of labour” or “units of productive
power” there is clearly no reason for objecting to it from the point of
view of the Pareto theory or any other interdependence theory.

Some reviewers of Marshall’s belated work Money, Credit, and
Commerce (1923) have observed that it contained little new on the
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subject of international trade. This may be true. But certainly there
is one appalling thing, namely that significant parts of the classical

- doctrine are left out entirely. Marshall makes hardly any use of the
real cost analysis in terms of days of labour or units of productive
power. Note the difference from Professor Taussig's Infernational
Trade. Only in Appendix H does Marshall use examples of the Por-
tugal-England type, the mainstay of the whole classical analysis since
Ricardo. He seems to have shrunk from tying his curve analysis of the
play of international supply and demand down to a labour value
theory of the Ricardian type.

Of course Marshall could have modified the classical theory of inter-
national trade radically by basing it on his own interdependence sys-
tem, where certain cost ideas are an essential part. He could have
extended his system for one market to cover several markets, gather-
ing together, systematising, and developing the many remarks in this
direction that his Principles contain. It would not have been easy to
do so, for the construction of Marshall’s system is complicated, but no
doubt it could have been done. In fact, however, he did not do it.
On the whole, he seems to have been content with dealing with inter-
national exchange in the most narrow sense without putting it in its
organic connection with the general system of price and value.

This Marshallian curve analysis will, I think, always be regarded as
a useful tool in the discussion of certain problems. To certain minds it
is easier to handle than other forms of analysis. It does not, however,
appeal to me. That I have made no use of it is also due to the fact
that other sides of international trade —e.g. the changes in the in-
terior price mechanisms — seemed in greater need of treatment than
problems which have attracted the special attention of some of the
greatest intellects economic science ever reckoned among its adepts.
But I am well aware that certain chapters of this book would have
gained if use had been made of the Marshallian curves and of some
which have been fruitfully used by Barone.!

§3. Amgell. The fact that the Marshallian curve analysis of the play
of international supply and demand is only a part of a complete theory
of international trade — which must have the form of a general price
theory extended to cover several markets — throws some light on
a recent attempt to break new ground in this field of economics,
Professor Angell’s interesting book Tke Theory of International Prices,
which has already been quoted above.

If the term “theory of international prices” is to mean anything at
all it must be that it explains the relations between the various price-
systems of trading nations. No analysis which assumes demand and

L Principi di Economia Polilica, Roma, 1908.
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supply schedules to be known can do this. Yet Professor Angell con-
fines himself to this analysis, —and that of the monetary mechanism,
— and does not attempt to go behind the supply schedules to put any-
thing in the place of the comparative cost doctrine which he rejects.
Evidently his procedure resembles closely that of Marshall. A quota-
tion will make his position clear.

Our analysis . . . has been made to run solely in terms of the demand and
supply schedules for the articles concerned in each country. Given such
schedules, we have found it possible to establish the character and limits of
the trade. The practice of dealing only with current ratios of exchange and
the factors controlling them, however, is evidently at marked variance with
that of the classical writers. The classical theorems here paid relatively little
attention to the phenomena of ratios of exchange — prices — and sought
instead to go back of them to factors exerting a more fundamental control
over international trade. These factors were held to find their expression in
comparative labor costs. Should we not now, therefore, similarly extend our
analysis to include the presumably dominant though less conspicuous con-
ditions with which the older doctrine was concerned? Unequivocally, no. . ..
In attacking this last problem (the determination of ratios of infernational
exchange) the only directly relevant factors are the demand and supply
schedules, and the ratios of exchange, which actually or hypothetically pre-
vail in the countries concerned. The problem itself therefore reduces to the
relatively simple one of showing how these factors operate, and how they
control the course of trade. It is impossible to go back of them to a single more
“Sundamental™ set of factors, and futile to try} They are themselves — to
borrow from the vocabulary of algebra — the lowest common terms to which
the situation can be reduced. Any further reduction leads, instead, to com-
plexity and incompleteness. No one of the elements which go to make up
the demand and supply schedules in each country is adequate, of itself alone,
to explain these schedules.?

It is of course true that no single element can be dealt with alone, if
one wants to go back of the supply schedules and show how the price
systems of trading countries are connected. But, it is hard to under-
stand why this should make such an attempt impossible. And it is
still more difficult to understand that Angell’s position can lead him
to state later on (p. 473) that the comparative cost doctrine is unten-
able and that “an alternative analysis has therefore been worked out,
which is based on actual money costs and money prices.” It would
seem that the very thing he has declared impossible is to work out an
alternative doctrine,

What a pity that instead of taking this negative attitude Professor
Angell has not followed up a suggestion of his own on the previous
page:

! Curs. by B.O. $ 0p. cil., p. 460.
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If we take international exchange in the aggregate and over periods of
time, it is evidently quite true that the course and character of the exchange
is determined by a certain kind of comparative cost. But these costs must
themselves be interpreted with respect to entire countries, not with respect
to specific products or even specific branches of production. If one country
is relatively richer than another in natural resources, for example, while it is
inadequately supplied with labour, the general character of the trade between
the two is established. The trade between the United States and western
Europe, especially in the nineteenth century, is a conspicuous example. The
United States had natural resources, but relatively little labour and capital.
Europe was in the opposite situation. We exported food stuffs and raw
materials and took manufactures in payment.

This and one or two other passages in The Theory of International
Prices, as well as writings by Viner ! and others,? contain indications
and ideas closely similar to some which have been developed in this
work, already in the Swedish edition of 1924. As so often before, the
same ideas have been born practically simultaneously in the minds of
different persons.

Another fact which has made me feel that a treatise of international
trade on non-classical lines would meet a real need, is that so many
economists have lately offered serious criticism of the orthodox theory.
Besides Angell, names like Graham, Mason, Nogaro, Viner, and Weig-
mann offer themselves at once. There seems to be widespread feeling
that a more realistic theory than the one based on the classical com-
parative cost schedules is desirable, a theory in closer contact with the
business man’s way of looking at things.

Y Journal of Political Economy, 1926.
2 Cf. Chapter I.
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APPENDIX III

CRITICISM OF THE CLASSICAL THEORY OF
INTERNATIONAL TRADE!

$1. Introduction. 1 shall attempt in the following pages to present a
criticism of the orthodox theory of international trade which seems to
me sufficiently damaging to justify my attempt to construct a  different
theory. To avoid niisunderstanding let me emphasise, however, that
the orthodox theory has enabled a great number of practical problems
to be dealt with satisfactorily and that, consequently, as far as these
problems are concerned, a new theory will mean only a restatement of
the essentials of the old one. A new theory can only justify itself if it
can deal equally well with these problems and better with some others.
It is, therefore, incumbent on me to demonstrate that there are in cer-
tain respects serious deficiencies inherent in the orthodox theory and
that in these respects the theory expounded in the present volume is
more satisfactory. Let me begin with a criticism of the classical lahaue
value theory. As the orthodox theory of international trade is built on
this value theory, it is inevitable that it should be open to the same
objections as the latter. :

§a. We. Ricardo measures the cost
of productionof goods erms of days of unskilled labour, not in ~
terms of money. He considers the real cost, expressed j in labour (what
Marshall calls “effort and sa.cnﬁce”), not the expenses of production.
The relative value of goods is determined by the amount of labour
which has gone to produce them. In order to arrive at comparable cost
figures, be is obliged to introduce a number of simplifying assumptions
which may be summarised as follows?{1) The cost at the production
margin serves as a basis for calculations. Rent is thus eliminated. -{2)
Various categories of labour can be reduced to a common denominator
on the assumption of a fixed relation between them. (The relative re-
muneration scale is assumed to be hixed.) If the wages of one worker
are twice as high as those of another, one working day of the first equals
two of the second. In this way, every kind of work can be converted
into ¢ unskxlled labour.”(3) Capital and Iabour are emp_loxed in the .
same pro sin th duction of

Rlca.rdo was well aware that these assumptxons do not correspond to
the facts, but he was obliged to accept them. An acute logical mind

1 This is a considerably revised and enlarged version of a paper published in the
Wellwirischaftlickes Archiv (1927) under the title: “Ist eine Modernisierung der
Aussenhandelstheorie erforderlich?*
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like his could not fail to realize that, in order to argue at all about
relative values, a common denominator for the production cost of all
goods was necessary. If one does not take money costs for this purpose,
one is naturally led to take labour, the most important factor in the
process of production, and attempt to express all’costs of production
in terms of it.

These premises form the basis of the orthodox value theory. Far
from ‘being arbltraryJ they are essentia] and have in fact a funda mental
respond to the facts suﬁicxently to be accepted as a convenient starting
point in analysing the actual phenomena.

The assumption of an equal relation between capital and the cost of

‘labour in all industries is, of course, in striking contradiction to reality.
There are industries in which wage costs are twenty-five times as high
as capital expenses, whereas, in others, capital expenses are consider-
ably higher than wage costs. The amount of capital per worker in the
manufacturing industries of the United States has recently been esti-
mated as follows:! Chemical industry $10,000, iron and steel in-
dustry $4,000, textile industry $1,900, tobacco industry $1,700. In
Swedish industry before the War the relation between wages paid and
interest expenses was? for food industries Xo:1, for pulp and paper
factories Ho:1, for wharfs 8:1, for stone quarries 26:1. A post-War
investigation, made by Messrs. Alford and Hannum, showed that the
output per 1,000 hours of labour ranged from $548 in the yarn and
thread industry to $r0870 in the die and punch-making industry in
the United States.?

There is hardly more to be said in favour of the existence of a fixed
relation between the wages of different categories of labour. {The as-
sumption of such a relation excludes the possibility of examining a
fundamental problem such as that suggested by changes in the relative
positions of social classes, e.g. the question why the real wages for
office work have declined in the last thirty or forty years, while the
wages for manual labour have risen considerably. It is evident that
such changes — apart from the interest they present from the point
of view of the distribution of income — affect the relative prices of

00ds!

Tt has been said that the pure labour value theory, which is based
on the above artificial assumptions, yields only roughly approximate
results and that it is possible by subsequent modification to take suffi-
cient account of the facts that different commodities require very

! Woytinski, Die Welt in Zaklen, Vol. I1I (Berlin, 1926).
* Statens offentliga utredningar, no. 37 (1923).
3 The Times Trade and Engineering Supplement (December 29, 1928).
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different proportions of capital and labour, and that the relative re-
muneration scale is subject to changes. Indeed, does not Ricardo him-
self point this out at the end of the first chapter of his Principles,
and does not Mill endeavour to explain that variations in the rate of
interest as well as in the general wage level must influence the relative
prices of commodities? - .
« AsfarasI can see, these and later attempts were unsuccessful and
were, s a matter of fact, doomed to failure from the beginning. If one
holds — with Ricardo and Mill — that relative prices are_primarily
determined by the quantities of labour employed, and if at the same
time the quantity of capital employed is considered to be relevant,
one has in fact abandoned the orthodox cost theory which was based
on the assumption that all cost elements can be expressed in terms of
one. It is only by means of that assumption that the costs of all com-
modities may be compared, if a money measure is ruled out.(If the
theory is*“modified,” and if the difference in the proportionate use of
capital is taken into considerajion, so that goods requiring much capital
for their production are given a higher relative value, the question
remains by how much their value increases) This question can only be
answered by a calculation in terms of money. Only thus does it become
possible to compare the costs of production of different commodities.
Instead of finding the “cost,” expressed in terms _of days of labour or
in units of energy, one arrives at the “expenses of production” ex-
pressed in money. Thus, the whole orthodox value theory is reduced
to the statement that the prices of goods ate delermmed bY (hgk
relative casts of production measured in terms of mongy. As produc~
tion costs depend on the prices of the factors of production, which_in
their turn, are not @ priori known but depend on the prices of com-
modities(Mill found himself in exactly the same dilemma that Ricardo
tried to avoid by his labour value theory and which can in fact only be
avoided by the mutual interdependence theoyy) According to this
theory, the prices of goods and of the factors of production react upon
one another, thus creating £n interdependence which characterises the
whole mechanism of price formation.

CAn attempt to “modify” the labour value theory and to transform it
to some other form of real cost theory leads, necessarily, to the giving
up of its main premises® The foundation of such doc_trines, ie. the
elimination of money in the calculationof the cost of production, is
destroyed. Ricardo and Mill, after having mentioned the modifica-
tions in question, still base their subsequent reasoning on the original
and unmodified labour value theory. Would it not have been more
natural to base the treatment of subsequent problems on the modified
theory? The fact that the classical economists preferred to go back

-
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on their steps and, in dealing with international trade, preferred to
reason as though the simple labour value theory required no modi-
fication, certainly seems to confirm the opinion that no real modifica-
tion was made. Another fact points in the same direttion, namely the
fact that later writers have never attempted to build up a theory of
international trade on the modified classical value dactrine instead of
on the original one,

Before showing the effects of the shortcomings of the orthodox value
theory on the orthodox theory of international trade, I must point out
another important defect connected with the orthodox value and dis-
tribution theory, namely, the inadequate treatment of the “laws* of
increasing and d The relation between capxt‘ﬂ'ﬁnd
our in productlon and the relative prices of different categories of
labour are treated as fixed and “frozen.’{CIt is therefore impossible ever
to make a satisfactory study of the interrelated changes in the relative
combination and the relative prices of these factors of production?
How far such changes in prices bring about changes in the relative
combination of the various factors of production, and how far this
affects the yield — these are problems which have been completely
neglected by the. classical economists. They limit themselves to a
study of how the growth of population influences the combination of
labour and capital with land. This accounts for the fact that the law
of decreasing returns is regarded as prmc1pally _pphcable to the pro-
dirctivity of the soil.—

The general law of va.rymg returns which, strangely enough, has
only been formulated in the present century, chleﬂy by American
economists such as Bullock, Carver, and Clark, is based on the fact
that all factors of productlonm;e in the same position with regard to
the combination problem. CChanges in their combination without con-
siderable changes in the scale of production increase the yield per unit
of some factors and lessen the yield of the others ')Only in exceptional
cases can the yield per unit of any one factor remain the same.

In the case of an increasing demand for 2 commodlty,, it follows from
what has just been said that the price and the production cost of that

commodity wﬂl probably ‘undergo a change. (The factors required in

more expenswe That leads to a change in the combination of factors
and for fhat reason also the relative prices of commodities are
changed. ) It is a_different story that certain economies of large-scale
production exist and d that, consequently, changes in the quanthes pro-
duged 2 affect expenses of productxon irrespective of changes in factor
prices. Besides, the supply of produchon factors is naturally influenced
by changes in Price, differently in different circumstances. In the case
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of spccially qualified labour, highe;’wages will cause the supply of
labour to rise and this will again entail a lowering of wages. It may
happen that after some nme, thanks to the advantages of mass pro-
duction, the commodity in question will become even cheaper than
before. On the other hand, the supply of natural resources is hardly or
not at all influenced by rising prices. A greater demand for such factors
will, Therefore, bring about an increase in the corresponding commodity
prices. Thus, one is justified in assigning a special position to *“land”’
as regards the reaction of supply towards price changes. {In order to
explain the ultimate effects of a change in demand, it will be necessary
in each individual case to examine the capacity of every single factor
to adjust its supply to variations in priceD There is no doubt, however,
that such changes in demand cause variations in the costs of produc-
tion and prices of commodities.

In view of this, it is not possible to maintain that the supply of any
commodity may be increased or diminished without any effect on the
cost of production or on prices and subsequently to modify this state-
ment merely in regard to the “decreasing return of land.” Simplifica-
tions are undoubtedly useful in many cases, and very often necessary;
they should not, however, affect the essentials of the phenomenon
which is to be expla.ined.(lt is one of the essential characteristics of
price formation that a change in demand — like other primary changes
— alters the relative prices of goods and production factors and that it
leads to new combinations of factors and to variations in the cost of
production

Thus, a “constant cost” with varying quantities_prodyced, as as-
sumed By'“ﬁ:gugquncms of the orthodgx value theory, may be patural
from the point of view of that theory; as a general premise for the
study of price movements, however, it is unfortunate.

3. theory as a basis for a theory of inter-
national_trade. 1 have shown above that the assumption of the ortho-
dox value theory, that capital and labour contribute in the same pro-
portions to the production of all goods, is a very rough and by no
means satisfactory simplification. It is at the same time of fundamen-
tal significance for the theory and it has not been replaced, later on,
by other hypotheses more closely corresponding to the facts. Now, it
seems obvious that, if the basis of the classical doctrine is inadequate
for the study of price formation within a single market, an examina-
tion on that basis of pricing in several exchangmg ma.rkets cannot be

more satisfactory.

" Experience has.shown that certain commodities require for their
production much more capital than others; further, that the interest -
rates differ in different countries. Consequently, the countries with a
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low rate of interest can produce goods requiring relatlvely large
amounts of tapital-comparatively cheaply, whereas the countries in
- which there is a shortage of capital, ceferis paribus, produce the com-
modities which require less capital at a relatively low cost. In other
words, the lafter countries produce goods which require a large
amount of capital at a relatively high cost.\

There is no doubt that the great differences in interest rates in the
post-War years have affected production and trade in this way. In
Germany, the high interest rates considerably increased the cost of all
those branches of producticn which require much capital, whereas
those branches in which wages are relatively more important have had
comparatively lower expenses. This fact has, of course, been largely
obscured by the disorganisation of German economic life, due to certain
after-effects of the long period of inflation, such a% the over-supply
of fixed capital’in form of buildings and machines. The same phe-
nomenon may be observed even more clearly in the Baltic countries
where rates of interest fluctuated between 15 and 30 percent during
recent years. A number of industries requiring particularly large sup-
lies of capital are still paralysed as a result of the War years, whereas
sther ifdustries which require less eapital have recovered faxrly
uickly.!

If the interest rates of such countries fall considepably, the com-
setitive position of their industriés vis-3-vis corresponding industries
ibroad, and consequently international trade, are bound to be affected.
This is what we are likely to observe in Germany in the next decade.
The high price of capital hampers her industrial development, but it
iffects different industries in extremely varying degrees, bemg most,
‘atal to those which require most capital. The futuré drop in interest
-ates will, thegefore, influence the cost of production of different in-
lustries and the competitive position”gf these industries very differ-
:ntly. Industries requiring a large amount of caPita‘l, which, up to
10w, could expand neither their production nor their export, will come
nto a much more favourable position. Those, on the other hand, which
njoyed an extra stimulus in low wages and were not particularly
ffected by the high interest rates, will be worse off and less able to
:ompete on the international market when the interest rate declines
ind wages rise. Their exports will decrease, orthe corresponding im-
»orts increase, while imports will be checked or exports stimulated in
he industries requiring much capital.
€It is obviou 1 factors which affect the costs of productionina__
ountry must also influence its international trade?. Changes in wages

! It goes without saying that other factors, such as the loss of the Russian market,
1ave, of course, potently affected the situation in these countries.
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and interest rates in opposite directions, caused by increased supplies
of capital, must, therefore, have'this effect. It should be gobserved that
the classical doctrine is really unable to explain these-phenomena.! If
one assumes that capital and labour be embodied in all commodities
in the same proportians, it is, of course, impossible that changes in
wages and in the rate of interest should affect the relative prices of
German goods except to the extent to which the “margin of cultiva-
tion” of land is changed. In all cases where no important change of
this kind takes place, all commodities will be either cheaper or more
expensive than before, but they will never be affected in different
directions. There will be no change in relative prices and, conse-
quently, none in international trade which, according to the classical
doctrine, can only be affected by changes in relative prices.

This conclusiod i ig so obviously at fault that the underlymg premisses
may be taken ¢o be jnadequate without further ado. It is true, how-
ever, that for some problems differences and changes in interest costs
may be ignored, e.g. a reasoning in terms of output per head may be
sufficient. But, this is certainly no justification for basing the central
theory on such a violent gmplification which, for the purpose of
analysing other problems, is imsatisfactory.

The second assumption made by .the dassxc_gl_q_gonomnsts s is equally
inadequate, naipely, the assumptign shat diffepent categories of labour
are paid according to a fixed ;gmuneratlon scale and that any day o
skﬂled‘krbour can be converteg,into so many days of unsluﬁed Iabour.
Suppose that in country A the workers in the last group receive as high

~wages as the skilled workers, whereas jn country B they receive only
Aalf as much, In such a case the ortgodox method would count one
day of skilled labour as two days of unskilled labour in B, while, in A,

skilled labour would not be given a special coefficient agd all days of
labour would merely be added' up. The production cost of all goods
would thus be expgessed in terms of days of unskilled labour. The-
comparative costs calculated on this basis wolild determine inter-
national trade.

If, instead, one calculates in terms of money without giving*up the
classical premises, the following results are obtained: Let us suppose
that country A payseach worker $5 per day, while B pays $3.50 to
the unskilled and $7 to the skjlled workers. In such conditions, com-
modities requiring mainly skilled workers for their production will be

€ ~

1 Tausslg (Inkmahonal Trade, pp. 65-67) makes great &fort to show that the
differences in the rates of interest only call for (1) modifications of the orthodox
theory, () and that these modifications are unimportant. As may be seen from the
text, I disagree with both these condusxons T hope to publish a detailed criticism of "
Tauislg s doctnnes elsewhere. O
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more expensive in B than in A, while goods which are produced mostly
by unskilled workers will be more expensive in A than in B.

Let us now suppose that the supply of skilled workers in B increases
gradually as a result of improved education, Government measures,
etc. This will gradually reduce the difference between the wages for
skilled and unskilled labour; eventually the difference will disappear
entirely, as it previously did in A, so that both groups of workers will
receive, say $5 per day. This cha.nge will, of course, affect certain in-

7 distries fundamentally. Commodities whxch previously were im-
ported into B from A, because their production demands skilled labour
to a great extent, can now be produced just as cheaply in B. Goods
which were previously exported from B, because their production re-
quires mainly cheap unskilled labour, can no longer be sold at a price
below their cost in A, because the wages for unskilled labour have riser)

However much simplified this example may be — all other factors
which affect productionn havmg been left out of consideration — jt cex-
tainly shows that changes in the relation 0 between the wages of differ-
ent groups of workers affect the production cost of different goods
dlﬁ‘erently and consequently that-they ipfluence international trade.
. It is no use replying that these are long -period changes and conse-
quently of little practical importance.{Jn the first place, it would seem
Zthat a theory should be able to explain long- as well as short-penod
changes and, secondly, modern trade-union policy, which in some
- countries seems more and more to be approaching the closed-shop
1deal has created a great number of. non-competing groups whose
| wages fluctuate very differently. Of course, these fluctuations affect
‘both the cost of production and international tradeD
' Can the orthodox theory explain such a development? .I cannot see
that a description of these phenomena is at all possible in classical
terms. One is obliged first to equate one day of skilled labour in B with
two days of unskilled labour and then to regard both groups as equiv-
alent. And what is the value of an attempt to express the cost of
production in terms of a purely technical unit if it obliges one not only
to make economic reservations in establishing that unit, but also to
modify its very meaning in accordance with varying economic phe-
nomena? All these modifications in fact involve a complete abandon-
ment of the orthodox standpoint. (The production cost is really if not
formally calculated in terms of money and the attempt to express it in
terms of technical units has actually been given up.) Would it not be
simpler and more natural to make the analysis in such a way that the
effect of fluctuations in the relative wages of different categories of
labour on production costs and international trade is taken into ac-
count from the outset?
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: 4

Modern English economists, like Keynes and Pigou, do not seem to
realise that the assumption of fixed relative wages is a violent sim-
plification, and even appear to feel no need for later modification.
Pigou makes extensive use of a very curious equilibrium conception, of
which one condition is that after every disturbance wages return to
their old relative position.! In fact, however, (a) there is no reason
for assuming that precisely the same position will ever return and (3)
the ‘temporary’’ relative wage situation may itself be of primary in-
terest. In my opinion, one should either deal with a whole series of
“equilibria’’ and describe the development from one to another, or not
talk about equilibria at all.?

(Taussig takes the line of defence for the orthodox attitude that
changes in international demand do not materially affect the relation
between different classes of waged’™ The need for modification is,
therefore, slight. The answer would 4dppear to be that (a)fa.riations in
relative wages for other reasons than demand changes have to be taken
into account as indicated above and (3)/changes in international de-
mand may be very potent in causing a new wage relation in small
countries. Surely the theory of international trade should be appli-
cable to the latter as well as to the United States and other large manu-
facturing nations!

The difficulty caused by the existence of non-competing groups
might be avoided in still another way. One might assume, in analogy
to the treatment of labour and capital, that'the different categories of
labour are embodied-in all commodities in the same proportions.4 A
like method would, however, be equally unsatisfactory. One could
make the same criticisms here as in the case of the analogous assump-
tion for capital and labour, namely, that it is in too blatant contra-
diction with the facts and cannot be regarded as a means of even
preliminary approximation which might be corrected by subsequent
modifications, because it “locks up” certain elements of the mechanism
of price fluctuation.

The assumption of %#WM@ of
labour has led the classical doctrine, even in its modern form, to avoid

1 See Pigou, “Disturbances of Equilibrium in International Trade,” The Eco-
nomic Journal (September, 1929).

1 Cf. Parts II-V of this volume.*

3 International Trade, p. 56. He also asserts, which is a second line of escape, that
“in occidental countries . . . asa rule the stratification of industrial groups proceeds
on the same lines. And it is between these countries that the principle of compara-
tive costs is presumably of greatest importance.”

¢ The three methods out of the orthodox dilemma are: (1) fized relative factor

prices, (2) equal relative factor prices in all countries, and (3) the factors used in the
same proportions in all commodities in each country.
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the important problem of the connection between international trade
and income distribution. Starting from the orthodox premisses, there
can be no such connection at all; for if relative wages were fixed and
if capital and labour were embodied in all goods in the same propor-
- tions, an adjustment of production caused by changes in international
trade, e.g. owing to new import duties, could affect neither relative
wages nor the relative scarcity of labour and capital. International
trade could only alter the scarcity of land in relation to capital and
labour. It is interesting to note that ¢his question has been discussed
by many orthodox writers. Imports of overseas wheat, in the case of
lower duties or costs of transport, would cause a decline in European
land values as the cultivation of wheat in Europe would be reduced.

ad the classical theory of international trade been easily adaptable
to the actual phenomena, in other words, had its conclusions been
mere approximations which could be modified subsequently, then the
neo-classical theory would hardly have neglected such an important
problem as the influence of international trade variations on the dis-
tribution of income in general} After all, it is seif-evident that in a
given country a change in the trend of production, caused by inter-
national trade, will reduce the demand for those factors that were pre-
viously required in relatively large quantities for the production of
goods which are now imported. On the other hand, there will be a rise
in demand for factors specially required for the production of export
goods when industries have to satisfy demand abroad in addition to
the home demand. In other words, the demand for production factors
is entirely different in the case of an international distribution of pro-
duction from what it is when each individual country has to produce
everything at home. (The scarcity of production factors and the dis-
tribution of income must consequently be different too?

(The fact that the influence of international trade on the distribution
of income is overlooked, is closely connected with the unfortunate as-
sumption that the cost of production, measured in terms of quantities
of labour, does not vary with the amount of goods produced,) Thus, the
cost of production expressed in money would only vary with varying
wages. An increased foreign demand would merely cause a rise of the
wage level and would not otherwise affect prices. There would be no
objection to this argument had it been used provisionally to eliminate
the difficulties presented by the advantages of large-scale production;

1 The only exception I know of is Taussig, who seems to feel that an analysis of
this question fits in badly with the orthodox doctrine in general and, as already ob-
served, gets out of the difficulty by assuming that this influence is small and need
only be mentioned in passing. This attitude probably explains why the influence of
“restricted competition labour groups* on the terms of trade and its bearing on the
“gain” from protection has been neglected. See p. 30z above.
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in other words, had it been assumed for reasons of simplification that

, small-scale production is just as profitable as large-scale production. It
is, however, quite obvious that an increase in foreign demand must
aflect the relative scarcity of the production factors in a country in
favour of those which are used more especially in the export industries.
This entails changes in the economic combination of production factors
in all industries. Consequently, not only the prices of export goods, but
very probably also all other commodity prices, will undergo greater or
less change, but in different degrees and in different directions and not,
as the orthodox theory maintains, in the same degree and in the same
direction. The classical economists make a single exception where
land is involved to a considerable degree, since, as already mentioned,
they do take account of changes in the relative scarcity of this factor
as compared with labour.

It should be quite clearly understood that — as explained in §2 —
changes in the quantities of goods produced in a country will normally
afTect the relative prices of production factors and commodities in such
a way as to raise, at all events in the beginning, the prices of the goods
for which demand has risen as compared with the prices of all other
commodities. Undoubtedly other forces will soon work in the opposite
direction, since the supply of production factors is also affected by
changes in prices. If, for instance, the wages for certain groups of
workers rise, the supply of this kind of labour will increase and a tend-
ency towards a decline of wages and prices will thus be set in motion.
The subsequent price movements are, consequently, uncertain and
depend on the circumstances of each individual case. Not only the
different relative scarcity of the production factors, but also the fact
that large-scale production has certain advantages over small-scale
production is of importance in this connection. As a result of the
latter, prices will often tend to fall when the quantity produced in-
creases. This is, however, not always the case. It holds good only in
cases where the industry concerned has not already reached its opti-
mum extent of production, or an improved utilisation of production
capacity is still possible. The first condition cannot be regarded as
being usually present; and one rarely finds the second over a long
period. One must inquire, in each case, how relative factor prices
are affected and which réle the economies of large-scale and of fuller
utilisation of capacity play, at different times, if one is to explain the
price development.

Thus, the problem of the effects of international trade fluctuations’
and of changes in the quantities of goods produced on the expenses of
production, expressed in money, has not been satisfactorily analysed
by the classical doctrine,



582 APPENDICES

§4. Other defects in the classical theory of international trade. In §3
I have dealt with those defects in the classical doctrine which seem
to be inherent in the general orthodox value theory. These defects
vitiate the study of price movements both in a single market and in
international trade. I will now deal with other defects which more
or less result from the orthodox method. It might be possible in
certain cases to rectify these defects, while still maintaining the funda-
mental ideas of the classical method; nevertheless they are closely
connected with those fundamental ideas.

If one tries by means of the orthodox theory to explain why a given
country is able to export a certain commodity to other countries, one
is led to adopt a very unreal line of reasoning. (The simple, straight-
forward course is, naturally, to take a complete cost account in the
different countyies for the commodity in question and to examine to
what extent the cheapne of production in one country s due to Jow
wage expenses, low interest expenses, low transportation expenses, etc.
Then the next step is to go behind these cost items and examine their
relation to the quantity of labour employed, the wage level, the quan-
tity of capital employed, the interest level, etc.; in other words, the
relations of the cost items to the price system in each country™The
orthodox theory does not permit Such a simple procedure. First the
data must be used to calculate output per maniial worker and then the
result must be compared with the wage figures in the various coun-
tries. In many cases it is then found that the comparative cost table
obtained is misleading, as other cost items besides wages differ from
one country to another. Then these differénces are introduced as
“modifications.” In other words, one considersfirst the wage item
alone in a somewhat artificial manner, namely by comparing the out-
put of labour per day with the wage, leaving other cost items for later
consideration.!

The question arises: if these other cost items play a significant part
in the determination of the conditions of competition — as they cer-
tainly do in many cases — why ignore them in the first instance and
make elaborate calculations in terms of output per days of labour?
when one is obliged to modify the conclusions immediately afterwards
by taking account of those items? Had the comparative cost figures
been easily obtainable, they might have been used in the absence of
more complete figures. In fact, however, the ordinary cost accounts
are much easier to get, especially in all industries where several com-

1 Asa matter of fact they are often left out altogether. Even in Taussig’s presen-
tation they are unimportant guests invited to come later, with very little right to be
present.

" 2 Only current labour is considered, not past labour.
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modities are produced and in different proportions. In an analysis of
the coal industry, comparative cost reasoning may be useful, as little
harm is done in neglecting other cost items than wages; but what about
the dye-stuffs and machinery industries, for example?

Let me now turn to a different question: As is well known, the varia~
tions in international trade due to changes in demand, technique,
etc. are treated as though the only subject for examination was their
effect on the exchange relation between the prices of imported and
exported goods. Which country derives the greater benefit from a
change in that relation? This question can be regarded as the main
problem of the classical theory of international trade.

This attitude is quite natural. Mill starts his discussion of inter-
national values by pointing out that only the relative value of com-
modities produced not far from one another can be determined by
cost. It is to be gathered from the context that he is not thinking of
geographical distance, but of districts between which factors of pro-
duction do not move. He regards the different countries as such dis-
tricts. The value of goods imported into England is not determined by
the number of days of labour employed abroad, but () by the quan-
tity of English goods which go to pay for them and (b) by the number
of days of labour required to produce those English goods. The last
point contains no difficulty. It is only necessary to analyse the first,
i.e. the terms of exchange in international trade, as a supplement to
the ordinary value theory.

It stands to reason that the mutual interdependence which, accord-
ing to the modern theory, characterises the price system, does not per-
mit such a procedure. The changes in international trade are not
sufficiently explained by an examination of the changes in the terms
of exchange only. As already mentioned, changes in foreign demand
will change the relative scarcity of production factors at home and
thus affect the production and prices even of such commodities as
are not subject to international exchange. In analysing the réle of
international trade and tracing its various effects, one should, there-
fore, examine all aspects of pricing. Even the special question of the
advantages of international trade is inadequately dealt with, if one
limits the examination to the import and export goods only. &he‘
‘““advantage” of international trade must consist in this: that it
changes the whole economic life and enables wants to be better satis-
fied than in a state of isolationd '

Another weak point in the orthodox theory is that it usually reasons.
on the basis of two kinds of commodities only and for only two diﬁer-’{
ent countries. This is indeed a simplification; but it is a very danger-,
ous simplification which leads to unwarranted conclusions. The most
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important of them is that, when two countries, hitherto isolated, come

"into contact, the comparative costs, measured in terms of days of
labour, determine which goods will be subject to export and import.
This is the case treated by Ricardo in his well-known example of
the trade between England and Portugal. (As soon as three or more
commodities are considered, one must, however, take account of the
demand conditions also in order to determine not only the terms of
exchangg, but also which goods each country is to export.) I will ex-
plain this more fully by taking a very simple cas&along classical lines
which, however, refers to three different commodities, A, B, and C.
These commodities are produced in two countries, Germany and
England, at a cost as shown in the table below. The production cost
has been expressed in money by assuming — for reasons of simplifi-
cation — equal wages of $5 per day in both countries.

4 B Cc
England (wage 8 days of labour 74 days of labour  § days of labour
rate: $3) ....... =$40 .. = $37% - C = $13

Germany (wage 9 days of labour 7 days of labour 4 days of labour
rate: $5) ....... = 845 = $35 =$20 O,
h{ . /{, LB :

In this case the conditions of equilibrium demand that England should
export A and import B and C from Germany.

Now, let us suppose that the demand for C inc@_considerably
in both countries, while the demand for A and B decreases. According
to the classical reasoning, the result would be an export surplus for
Germany causing an import of English gold and thereby a fall in the
English price level and a rise in that of Germany. The wage levels in
both countries are also subject to changes. Let us suppose that the
wages in England sink to $4.50, while in Germany they rise to $3.50.
What is the result? The following table will answer the question.

A B c
England (wage 8 days of labour 7} days of labour 5 days of labour
rate: $4.50) .... =836 1\t = $33.75 = $22.50
Germany (wage o days of labour 7 days of labour 4 days of labour
rate: $5.50) .... = $49.50 ' N = $37.50 = $23

Germany’s cost of production for B now exceeds that of England
and she will no longer be able to export this commodity. She will
import both B and A and export only C. Since the demand for C has

1 See F. Graham, “The Theory of International Values Re-examined.” The
Quarterly Journal of Economics (Cambridge, Mass.), Vol. XXXVIII (r923-24),
Pp- 54 ff. This fact has been stressed first by Mangoldt, later by Marshall and
Edgeworth. See next page.
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increased in England and Germany’s demand for A has decreased, a
trade equilibrium of this sort is possible.

This highly simplified example shows that, even if one starts from
constant comparative costs measured in terms of days of labour, a
change in demand can create such changes in international trade that
commodities hitherto exported are now imported.{ International trade’
does in fact not only depend on comparative cost, i.e. on supply,
but also on conditions of demand.‘) The conditions of equilibrium
cannot be expressed in terms of technical units as they are purely eco-
nomic. The condition of the existence of equilibrium is that the value
of imports equals the value of exports. One must bear in mind that we
have excluded all other international transactions except the exchange
of goods. It is only in measuring the value of imports and exports in
terms of money that one can take account of the circumstances that
determine international trade.?

The following is a simple way of demonstrating in classical terms
how the conditions of demand determine which commodities are ex-
ported and which imported: make out a table of the number of days
of labour required in country B to produce the quantities of the dif-
ferent commodities (a, b, ¢, etc.) which can be produced in country
A by 100 days of labour. The comparative cost table then becomes:

A B
B it i aaa, 100 k
2 100 kg
€ ottt e e i ei e eiaeaas 100 ky
- S 100 ke
ks

If the commodities are arranged in such an order that the series
ki ks ky- « o is rising, then country B has a comparative advantage
in the production of the goods at the top of the table. In accordance
with the conditions of demand the goods are divided by a horizontal
line into two groups; B exports the goods in the upper group, A those
in the lower one. B has a comparative advantage with regard to the
former, A with regard to the latter. Note, however, that any hori-
zontal line establishes two groups of which this last thing is true, even

1 See Mangoldt, Grundriss der Volkswirlschafislehre (1863), Marshall, Money,
Credil, and Commerce (1923), Appendix H, and Edgeworth, Papers Relating to
Political Economy, Vol. II (1925).

3 “All demand is demand at a price, and, in theory as in practice, money is the
best measure of price.” Therefore, “the principle of reciprocal demand seems also
to require, for adequate presentation, the conception of price.” Nicholson, Prin-
ciples of Economics, p. 299.
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though B may import certain goods belonging to the *comparative-
advantage-group” or may export goods belonging to the “compara-
tive-disadvantage-group.” The position of the line which separates
import goods from export goods is determined by the condition that
the value of imports must equal that of exports. Hence the compara-
tive cost reasoning alone explains very little about international trade.
It is indeed nothing more than an abbreviated account of the condi-
tions of supply.! {t is only when the conditions of demand and of
equilibrium are also considered, that one is able to describe what
hap,pens?l

It is all very well to say that it is easy to take these demand con-
ditions into account and thus discover which goods will be exported.
In fact, however, it is very difficult to do so when many commodities
and many countries are considered.? For this reason, orthodox econ-
omists have usually confined their analysis to two countries and two
or three commodities. They have, however, not hesitated to apply
to concrete problems the conclusions arising from such an analysis —a
thoroughly dangerous procedure.( Be this as it may, one thing is ob-
vious, the simplicity and clarity of the orthodox theory is reached at
the expense of a close consideration of the demand conditions. When
they have to be analysed under the assumptions of more than two
commodities and countries this theory proves a clumsy tool.

In this connection, it should also be observed that a comfparative
cost table tells very little about supply conditions for the simple reason
that it is impossible to study supply without introducing demand. The
conditions of supply cannot be described in technical terms, irrespec-
tive of those of demand. This must be proved below in some detail.
[n the first place, the cost of producing a commodity depends upon the
scale of production. This is not so serious, as a series of cost figures for
s;ach commodity — varying with the quantity to be produced — can
be inserted in the comparative cost table. Greater difficulties arise in
view of the fact that in many cases the process of producing a com-
modity is divided between several countries. The orthodox theory
has, as far as I know, always assumed the contrary, and this, it would
appear, for a very good reason — the impossibility of explaining such
cases. This will be most clearly seen from an example,

1 Tt is often suggested that Ricardo left the theory there and that Mill added the
¢quilibrium analysis through his equation of reciprocal demand. As a matter of fact,
however, Ricardo (Principles, §§ s1—52, ed. Gonner) presented a penetrating analy-
sis of international price relations, where this equation is really tacitly assumed to
exist. There is nothing in this analysis which cannot be easily fitted into a mutual
interdependence theory.

? Cf. Graham, “Some Aspects of Protection Further Considered,” Quarterly
Josurnal of Economics, Vol. XXXVII, pp. 199 ff.
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Assume that both Sweden and Estonia manufacture cotton cloth.
A given quantity of this cloth is produced in Estonia by a given num-
ber of workers, The fact that the production takes time is left out of
account. We therefore omit any consideration of the capital aspects;
nor do we pay any attention to the differences in the wages of the
various groups of workers. It would be possible to argue from these
premisses — on classical lines — that the production of 1000 meters of
cloth of a given quality requires such and such a number of days of
labour. These days would, of course, include not only textile labour
proper, but also transport and office work, the labour employed in pro-
ducing the raw cotton, the machines, etc. The same calculation could
be made for Sweden, and a comparison according to the classical
method could be made.

It has so far been assumed that all the production factors required
are available in the country. If, however, the machines are imported
from England or Germany (as is usually the case), not only a certain
number of Estonian or Swedish workers, as the case may be, but also a
number of English or German workers are required for the production
of those 1000 meters of cloth. In that case, is a comparison between
the relative costs still possible? Artificial assumptions might make it
so, if the technique of production is identical in Estonia and in Sweden.
If, however, the considerably higher wages in Sweden lead to the use
of more, and more expensive, machines per worker than in Estonia, I
see no possibility of such a comparison being made. The same quan-
tity of cloth, if produced in Estonia, would require a hundred Estonian
and ten German days of labour (the latter in machine industries), and
if produced in Sweden, fifty Swedish and twenty German days. Would
a comparison on such grounds be of any value? Could one, in such a
case, say that the comparative costs determine international trage?
If the difference in the rate of interest is introduced, a further difficulty
arises: The depreciation costs of capital goods in the two countries
become different. In other words, one cannot say how much “em-
bodied” German labour is used up each year in each country, unless
the difference in the interest level is considered.

There remains for the orthodox doctrine only one way of escape,!
namely, to consider the quantity of labour used for the production of
the goods exported to pay for the imported machinery (this to repre-
sent the cost of this machinery to Sweden and Estonia) and to add it to
the quantity of textile labour employed.? This procedure does not per-

! This way has been pointed out to me by Professor Taussig in private corre-
spondence. . ad

¥ The difficulty arising from depreciation remains. Strictly speaking, however,
this belongs to the same group of difficulties as the differences in interest expenses,
dealt with in the beginning of this Appendix.
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mit the comparative cost conditions to be described until the terms of
exchange in international trade are known, the thing which I had to
prove. Further, as it is impossible to regard certain individual Swedish
or Estonian export goods as exported to pay for the machinery, one
has to consider the whole of the international trade of these countries
in order to discover the terms of exchange. It is most improbable
that either Sweden or Estonia export to Germany the same value of
goods as they import from her. How, then, is one to know on what
terms one day of Swedish labour is exchanged for German labour?
How is one to know how many days of Swedish labour have been used
to pay for a machine which embodies 100 days of German labour? The
only possible method is to examine how much Swedish labour is used
in producing export goods sold abroad for the same sum of money
that has been paid for the German machines. The reasoning in terms
of days of labour would appear to have failed and an analysis in mone-
tary terms is necessary.

The unpractical reasoning of the orthodox method may also be
demonstrated by introducing the costs of transport. The cost tables
do not say whether the price difference between two countries for a
certain commeodity is sufficient to make it flow in spite of the cost of
transport. If the transportation is done by a third country, the quan-
tity of labour embodied in goods exported to pay for this transporta-
tion must be included in the cost table and different figures of trans-
portation costs in terms of days of labour must be tabulated for each
possible export market. In my opinion, the scanty attention given to
the question of international — and domestic — transfer relations ! in-
dicates that it does not easily lend itself to treatment along orthodox
lines.

As we begin to make more concrete assumptions than those com-
monly employed by the classical economists, it becomes evident that
a mutual interdependence theory is necessary which can only with
the greatest difficulty be expressed in terms of days of labour. Asa
matter of fact, one gets nowhere except with the assistance of a supple-
mentary process of reasoning in money terms. Why not adopt as a
basis the conception of mutual interdependence and conduct our
reasoning in terms of money? This procedure does not in the least
preclude a later consideration of effort and sacrifice and other factors
which contribute to the formation of prices. (Such considerations take
the form of an analysis of the supply functions of the various pro-
ductive factors®

I shall pass over the difficulties which one would encounter in ana-
lysing such questions as dumping in terms of days of labour instead of

1 See Parts III-1IV in the text.
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money. Nor shall I touch ymon the orthodox treatment of inter-
national price relations, as .8 question has been briefly discussed in
the text.

I should like, however, finally to mention two defects in the orthodox
doctrine which are of a different nature: first{the unsatisfactory analy-
sis of the movements of the factors of production}) As is well known,
the orthodox theory is based upon the assumption that international
mobility of capital and labour is practically non-existent. One is, there-
fore, not a little surprised to find a chapter in Bastable! dealing with
the international movements of capital, without a single word being
said to explain how far these movements affect the fundamental argu-
ments of the foregoing chapters. Several Harvard economists, under
the lead of Professor Taussig, have done excellent work in explaining
the nature and the effects of international capital movements. They
have, however, not analysed the question of whether and to what ex-
tent these capital movements necessitate a modification of the theory
built on the assumption of the immobility of capital as between coun-
tries. In this volume I have made an attempt to do so, i.e. to throw
some light on the relation between movements of commodities and
production factors.

I must add, second]y,@lat the labour value reasoning had led to an
over-emphasis of wage variations and to a neglect of other income
changes, in discussing the mechanism of international trade variations
and capital movementsy

While the importance of the existence of international factor mobil-
ity in connection with the theory of international trade does not seem
to have been sufficiently appreciated, the assumption of free inland
movements errs in the opposite direction. The mobility of capital and
labour within individual countries is by no means as complete as as-
sumed by orthodox economists. This part of their theory needs to be
completed in view of the division of countries into more or less sharply
divided regions and a lack of mobility in general. International trade
should be regarded as a special case within the general concept of inter-
regional, or perhaps rather inter-local trade. It is only thus that one
can claim to have sufficiently elucidated the geographical or territorial
element in price formation.

The theory of international trade is nothing but infernationale
Standortslehre. The fact that nobody has attempted to construct a
theory of domestic localisation in comparative cost terms would seem

1 C. F. Bastable, The Theory of International Trads. With some of its applica-
tions to economic policy. 4th ed. London, 1903.
8 Vizs. Keynes, 4 Trealise on Money, Bk. IV. 1930.
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to suggest that a uniform treatment of the whole localisation problem
along classical lines would be very difficult.

The classical theory of international trade has been able to clear up
a great many problems. To a large extent the contents of this volume
are only a re-statement, in a different form, of the orthodox analysis,
Even a defective tool may yield great results when employed by a
master hand. When applying the classical doctrine, every good econ-
omist tacitly makes all sorts of modifications, which enable him to
arrive at a fairly correct impression of what is happening. In this,
however, I cannot find sufficient reason for not attempting to build up
a theory, in the framework of which the circumstances necessitating
“modifications’ are duly considered. When studying concrete cases,
economists sometimes use such expressions as “ comparative advantage
in the production of these goods” in a loose way, including all sorts of
natural advantages, cheap capital, etc., and not in the least thinking in
terms of the “effectiveness of labour.” This seems to show the need
of a theory in terms of money costs. Certainly both to business men
and to economic geographers such an approach is more natural than
that of the labour value theory.

It is sometimes objected by the defendants of the classical theory
that when we come to decide about economic policy it is necessary to
consider such things as “real cost” and the circumstances which lie
behind it. Hence, only an analysis in terms of real costs, not in terms of
money costs, can be used as basis for action. To this it has to be
answered that it suffices to consider “effort and sacrifice” and such
matters when the theory has to be applied to problems of economic
policy. To mix viewpoints which are tinged with normative con-
siderations with the objective analysis cannot contribute to clarity.
Further, there are many other things than those involved in the real
cost reasoning which have to be considered, e.g. the distribution of in-
come and social and political goals in general. It seems best to consider
all these things, e.g. the “desirability” of free trade or protection,
under a special heading and not in the objective theory. If a formal
income concept is used as in this book, such a theory can, however,
describe certain changes in the size and distribution of income which
are of interest from the point of view of many different political stand-
ards. If, as some writers suggest, real costs are as a rule proportional to
money costs, there is every reason for building up the theory in terms of
the latter, thus avoiding many difficulties, and then “translating” the
conclusions into real cost terms, when questions of economic policy are
discussed. If, on the other hand, real costs are not proportional to
money costs, it is difficult to believe that the former concept is a prac-
tical tool for the study of trade and price problems.
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APPENDIX IV
PRICE STATISTICS
TABLE 1
Tuz Pricz DeveLoPMENT IN U. S. A., ENGLAND, FRANCE, AND GERMANY
18g9o~19101
(Base period 1890-92)
Year U.S.A. England VU.S.A. France U.S.A. Germany
1890 ....ennen 102 101 102 103 102 103
b 1:7 S 103 102 102 101 104 102
1802 ......... 04 97 06 96 04 04
1803 ......... 94 95 03 97 93 (34
1804 ...uvinn. 86 87 84 90 82 83
1808 ...eennnn 84 87 83 87 82 83
1896 ......... 75 8s 78 8s 77 83
1807 .ovvennns 77 86 79 87 79 85
1808 ......... 84 90 84 or 8s 91
1899 ......... 93 97 94 99 83 97
1000 .......ns 09 109 99 106 100 102
173 S 99 100 98 99 98 98
1002 ......... 106 98 101 97 104 97
1003 .....vvns 101 98 101 100 104 97
p C+7-Y S 100 99 102 99 104 96
1005 c.iiienien 102 103 10§ 102 108 103
1006 ......... 108 110 109 112 3¢ 112
1007 ovenvenes 114 115 116 118 120 117
1908 ......... 109 105 109 106 113 110
3900 ...ieeens 115 106 11§ 109 117 109
I9I0 .. ....ns. 120 112 122 xxg 119 112
t Mitchell, International Price Comparisons, Department of ashington,
Each o::uphn! indices com; '1:; t:l: same commodities. On the Lhuﬂnd '°'m
indices comprise slightly different groups of commodities.
TABLE II
THE Price DEVELOPMENT IN SWEDEN, GERMANY, AND ENGLAND
1881-1912?
(Base period 1861-70)

Year Sweden Gesmany England
1881-87 iiiiiiiiiiiiiiiiaa., 82 82 77
1888-02 .. .iiiiiiiiiiiiiaannaann 8z 8s 7t
1803-T005 <.iiciiiiaianacanennnn 79 79 67
1906~T2 ...... eessraessneenanan 93 98 78

1 The figures used for the computations are to be found in X ielle Meddd. (x9a1),
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TABLE III
THE PRICE DEVELOPMENT IN CERTAIN COUNTRIES 1860-1913
(Basc period 1867-77)
) 3
a5 s
£ 3 B
- ~Eeay 85 - 7051 :
= ] g | =5 al= g |43
e Rk I T
58 | %3 | %3 | 53| 5 : AR5
s |B8\28 |23 |3 |58 |5 $41%5\33 |8 54 |53
180 | 99 95| 99 .. 1890 | 82 | 86|72 |70 79| 67
186r ) 97| 94 o8 116 | 1801 | 82 | 84172} 70| 71 | 68
1862 | 103 | 97 | TOI 117 [ 1892 [ 77 | 77 | 68 | 73 | 69 | 65
1863 | 103 08 | 103 122 | 1893 | 75 { 74 | 68 | 72 | 63 | 63
1864 | 108 | 100 | 105 123 [ 1894 | 71 | 67 | 63 | 64 | 56 | 62
1865 | 103 | 94 | 101 119 || 1895 | 70 | 67 | 62 | 70} 57 | 58
1866 | 97| 96 | 102 .. 126 || 1896 | 71 [ 67 | 61 | 70 | 69 { 6o
1867 | 97| 97 | 100 | 99 118 || 1897 | 73 [ 69 | 62 | 7x | 69 | 61
1868 | 95| 96| 99| 99 116 || 1898 | 69 | 73| 64 | 75 | 67 | 61
1869 | 93| 96| 98 96 103 [ 1899 | 81 | 79 | 68 | 76 [ 60 | 63
1870 | 02| 94| 96| 97| -.| 97| 1000 | 85 | 85| 75| 82|67 )64
1871 95| 99| 100|103} 02| 94 1901 |82 | 80| 70| 80| 73 | 62
1872 | 106 | 109 | 109 | 112 | T00 | 97 [| 102 | 81 | 8o | 69 | 78 | 78 | 63
1873 | 114 | 134 | 111 | 110 | 108 | 103 1903 | 81 { 81 |69 | Bo | 78 | 63
1874 | 107 | 105 | 102 | 105 | 104 | 101 || 1004 | 82 { Bo | 70 | 82| 66 | 6o
1875 | 102 | 98] 96| 96 | 100 03 1005 ) 83 [ 83} 72| 85| 68| 62
1876 | o7 96| 95| 02| 101 | 88 [ 1906 | 88 [ go| 77 | o1 ] 71 | 64
1877 | 90| o6 04| 95| 98 or | xgo7 | 92 | 96 [ Bo | 957 76 | 67
1878 | 88| 89| 87| 88| oxr| 851 1908 |88 [ o1 | 73| o1 83| 65
1879 | 87| 81| 83| 8| 9o 801909 89 ]g0o]|74]94]74 |64
188 | 92| oo| 88| 8| 83| 82| 1910 [ 02|01 |78 75 | 65
1881 8 { 88| 81 87 84 70l 10171 { 904 {05 80 75
1882 | 83| 85| 8| 8| o6| 77| 1812 | 98 [105 | 85 87
1883 | 8 | 83| 82| 84| 83| 74 3913 100 83
1884 | 82| 8| 76| 82| 83| 72
1885 | 79| 75| 72| 76| 82| 70
1886 | 75 7 69 72| 81| 68
1887 | 72| 73| 68 72 79! 6§
1888 8o 77 70 73 80| 65
1889 | 81 8t 72 76 ) 871 70
i

1 Kommersiella Meddelanden (lozx), P. 1266.
niernalional de Statistigue. Vol. 19, Pare 111,

8 Bulletin de VInstitws I

86 the index num
y the gold value of t.h/e l%apu'

3 Index Numbers

. 156. For the period 1867~

bers are ukuhtcd on a gold basis through a mulup tion of the actual figures

hak:ak Pnu.v in the United States and Foreign Couniries. Bulletin of the
U. S. Bureau of Labor Statistics, No. 173, 1915, pp. 165, 300.
¢ Base period 1871-77.
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TABLE IV
Tee Price DeveLOPMENT IN CERTAIN COUNTRIES 1890-1910
(Base period 1890)

Denmark t Japan? Russia # India ¢
Year (Koefoed) (Hanabusa) (Handelsdep.) (Atkinson)
1890 ...iiiiiiiiinnn 100 100 100 ..
1898 ..ot 103 oI 99
1802 ..., 03 105 97
1803 . iiiiiiineinn. 93 114 100
1894 ..o, 87 107 92
1805 . .iiiiiiiinann, 8s 117 88
1896 .....iiiiiiinnn 86 112 87
1807 tiiiiiiiiiiinan 88 122 90 ..
1808 ... 02 128 97 300
1809 ..iiiiiiiiiinan 96 157 101 96
TGOO tievrioennnann 101 147 107 114
b +7-3 S 08 131 110 111
b 7+1- T 100 142 105 102
T003 wevevivennionnn 96 153 102 08
b {1 7 S 99 147 106 96
YOS eviiiiraniannn 101 162 110 107
b {7 N 108 168 119 123
b {1 3108 183 126 133
1008 .....iiilnn vee. 103 149 120 143
TGO erererenrneanns 106 144 122 ..
b 7+ 1 111 123

: f;gm-hl’t?hmlmmahuddasmuw Vol. xo,del I, p. a19.

242
* Index pl\pu-bcn of Wholesals Pricas im the United States and Foreign Countries. Bulletin of the
U. S. Bureau of Labor Statistics. No. 173, 1015, p. 300. For the years 189095 the index pumbers
are calculned on a gold basis in the same manner as in Tal V.

,p :8:. 'he base ia the year 1898. Before that year the external! value of the rupee was

l'lpldly fal
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Economic customs, 145; international
trade, 245, 246

Economic friction, 253

Economies of large-scale production, §3-
§8, 106-108, 172~174; transport facil-
ities, 200-202; concentration of in-
dustry, 203-206. See also Large-scale
production

Edgeworth, 419 1., 476 0., §26 n., 584 n.;
demand curves, 62, 567

Edie, 598; on transport facilities, 228;
on capital and labour movements, 349

Effectiveness of labour, 590; interna-
tional differences in, 80, 276; in cities,
218; measurement of, Taussig, 281.
See also Labour

Elasticity of demand and supply, 1153,
116, 121-124, 468, 469; balance of
trade, 62; foreign exchange, 390, 418;
Edgeworth, 419n.; capital move-
ments, 403, 436~438. Sec also Demand
and supply

Elasticity of wants, 474
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Emigration, statistics of, 326, 353; from
Great Britain, effect on standard of
living, 354-355; as result of change
in demand, §12. See also Migration,
Productive factor movements

Encyclopedia Britannica, 546 n.

English Classical School, 31. Sce also
Classical doctrine

Enterprise, 204

Equations, of reciprocal demand, 151;
of price, 554-557, 560; of costs of
production, 554; of demand, s55; of
interregional exchange, 559, 560

Equalising differences in wages, 212. See
also Wages

Equilibrium theory of prices, 45

Erikson, 264 n.

Esslen, 598

Eucken, 598

Eulenberg, 598

Exchange dumping,
Dumping

Exchange rate. See Foreign exchange
rate

Export duties, influence on localisation
of industry, 364-365. See also Tariffs,
Protection

Exports, statistics of, 32, 138, 145; as
percentage of total production, 248;
Child, 346n.; from Canada, 462;
effect of import duties on volume of,
485; from Europe to South America,
145. See also Balance of trade, Inter-
national trade

288, See also

Feis, 396 n.; works, 598

Finland, bobbin industry, 136; timber
prices, 164

Flux, 598

Foreign demand, elasticity of, 486;
capital imports, §12-514. See also
Demand

Foreign exchange, price level, Cassel,
Hawtrey, 158; under gold standx.rd,‘
379-381, 384-390, Hawtrey, 385, 386,
Amauné, Marshall, 385n.; seasonal
transfers, Keynes, 387; terms of, 437
420, 441442, relation to price levels,
434-429; Bastable, Keynes, Losch,
Pigou, Taussig, 425 n., in Canada,
467-470, import duties, 484, determi-
nation of, 486, Denmark, 507-508,
variations in ratio of, §37-539; clas-
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sical theory, 583; price equations,
557-558

Foreign exchange rate, establishment of,
for comparison of prices and costs, 19,
20, 30, price variations, 544-550;
Cassel, 546. See also Foreign ex-
change

Foreign goods, supply price, 144. See
also International goods

Foreign investments, changes in since
War, 327; tariffs, 333. See also Capi-
tal movements, International capital
movements

Foreign market in Canada, statistics of,
457

France, international trade theory of
recent writers, 31; capital supply, 87;
transport distances, 257

Free trade, favours the working classes,
307, 307 n.; probable effects in United
States, 315

“Free trade margin losses,” 301

Free Trade Union, suggested remedy for
tariffs, 490 n.

Freight rates, in Great Britain, 144;
fluctuations in, 529

Furlan, 598

Gain, from trade, 39-45, 131, 132, 133,
162; import duties, 267—271, 302, 316,
319, 320, 489—498; factor movements,
354, 470, 300n.; from factor move-
ments, 354-355

Germany, inventive ability, 86; labour,
99, relative advantage in wages of,
120; economic development, 126, 229;
timber prices, 164; rents, 222; export
figures, 248; coal industry, 250~-251;
transport distances, 257; dumping,
291-292

Gold exchange standard, 386n., 393,
396; price changes, 541, 543

Gold movements, 390-391; criticism of
orthodox view, 394-396; into Canada,
as result of increased credit, Viner,
414; business cycle, 542-544, Great
Britain, 544 n.

Gold points, 386

Gold standard, maintenance of equilib-
rium on foreign exchange market, 385;
comparison with gold exchange stand-
ard, 395-396; price changes, 541

INDEX

Graham, 303 n., 314 0., 396 1., 452, 570,
584n., 586 n.

Graziani, 598

Great Britain, capital supply, 87; boot
industry, gs; localisation of manu-
facturing industry in 19th century,
118-119; textile industry, 134; eco-
nomic development, 126, 138, 264,
statistics of, 127-128; shipping rates,
144; exports to dominions, 246; Bal-
four Committee, 248; coal industry,
250~251; iron and steel industry, 257;
Unemployment Insurance Acts, 323 n.;
as source of emigration, 325; position
as leading financial centre, 3941.;
price indices, 453, 531; capital move-
ments, 470-472; Taussig, 454-455;
London and Cambridge Economic
Service, 536 n.

Gregory, 598

Grunzel, works, 598

Haberler, 14 n., 508

Habits, effect on localisation of industry,
136

Hahn, 598

Hanabusa, indices of wholesale prices in
Japan, 526

Harada, 526, 598

Harms, on international trade, 244 n.;
works, 598

Harvard School of Economists, Thom-
ton-Mill theory, 410n.

Hawtrey, 158n., 197n., 332n., 386,
396 n.; works, 599

Hebetle, 599

Heckscher, 36n., 317 0., §12 0., §490.;
distribution of income, 33-34; works,
599

Helander, 526 n.; works, 599

Hobson, 328 n.; works, 599.

Home market goods, 142, 143; price
equalising tendency, 152-154; de-
termination of, 247-249; capital
movements and their effect on demand,
399-400

Home market prices, 433

Immigration, statistics of, Argentine,
325, United States, 325, 356; legisla-
tion, 329; variations and business
cycle, 330; character of immigrant,
345~347, in relation to native labour,
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348. See also Migration, Productive
factor movements

Immobility of capital and labour. See
Mobility of capital and labour.

Import duties, and localisation of in-
dustry, 151, 208-299; factor move-
ments, 178; balance of payments,
473-477; influence on other products,
478; protective duties, 480-484, and
better utilisation of productive fac-
tors, 491-498; terms of exchange,
303, 316, 473-477, 484-491, Marshall,
488 n.; monetary mechanism, 491

Imports, determination of, 32; may show
same commodity as exports, 96; ef-
fect of duties, 298-299; Canada, 352,
stimulus afforded by loans, 453

Income, distribution of, 59, 304-300;
Sweden, effect of tariffs on, 309-315.
See alse National income, Wages

Increasing returns. See Diminishing and
increasing returns

Infant industry argument, 319

Inherited skill, 137

Initiative, its importance in dynamic
world, 86-

Interest, and capital supply, 118; risk
element, 108-109, international differ-
ences in, 28, 89, 2120-221, 275, 535,
United States, Black, 221; payments
in relation to capital movements, 331,
333; classical doctrine, §76

International capital movements, ac-
companied by labour, 324-328; Great
Britain, 326, 354-355, 369, 470-473;
changes in position of debtor and
creditor countries since the War, 32—
328; Hobson, 328; interest rates, 331~
332; obstacles to, 332-335, Hawtrey,
332n., Viner, 332n.; circumstances
governing, 332-338, 408-410; effect
of tariffs, 333; element of speculation,
334~336; due to absentee ownership,
335-336; business cycle, 336; “short
term,” 336, 384-390; relation to la-
bour movements, 341-344, 348-353,
Edie, 349; transfer relations, 350-351,
442-443, 531; entailing reorganisa-
tion of production, 398-410; monetary
mechanism, 410-433; nature, 434-456,
effect on “outside” countries, 434~
436; changes in dmd, 438440,
54, S10-514; Argentine, 450-452;
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Canada, 450-451, 457-470; United
States, 383, 450-452; balance of

trade, Taussig, 454, 455; price varia-
tions, 463-470; productive capacity,
491-498; classical doctrine, 589. See
also Capital movements, Mobility of
capital and labour, Productive factor
movements

International productive factor move-
ments, relations to international trade,
170-174; dynamic aspects of, 370~
371; in response to demand, 338-341;
conditions of, s10-512

Intemational goods, 143, 247, 429-431

International securities, 335 n.

International trade, Russel-Smith, 26—
27; classical school, 31-34, 141-142,
§71-590; Cairnes, Mill, 32; Heck-
scher, Taussig, 33; gain from 39-44,
131-133, 267~271, 301, §83; economies
of large-scale production, 5668, 106~
108; productive factor equipment,
115-118 124-126, 167-179, 338-341,
370-371; of China, 11§, 132; dynamic
view, 123-124, 180-182, 370-371;
future trend, 126; statistics, 127-128,
Marshall, 128; Great Britain, 138;
between S. America and Europe, 171;
between firms, 238; terms, 269 n.;
tariffs, 297-300, Sweden, 309-315,
United States, 315-316, effect on
price, 473-480; equilibrium in, 375-

379, 431, 433; Pareto, 563-567;
Angell, 565, 568-570; equations of,
557-562

Interregional capital movements, and
interest payments, 180-182. See also
International capital movements

Interregional goods, 142, 156 .

Interregional trade, 10-34; conditions
of, 1316, 2g—30, 50; character of,
19-22, 24~26, §5-56; determination
of, 53, Longfield, 31~32; terms of ex-
change, 43, 59~64, 162; costs of trans-
fer, 145, 162, 178; international trade
only special case of, 589. See also In-
ternational trade

Inventive ability, 86

Ireland, linen industry of, 136; recipro-
cal tariff, 366

Iversen, 599

Jannacone, 599
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Japan, textile industry, 135; timber
prices, 164; price indices, 526

Jerome, 33 n., 599

Jevons, 563

Joint-product enterprises, 204—205

Joint supply, 144; price relations, 154

Jonasson, 599

Jugoslavia, timber prices, 164

Jute industry, development of, 520

Kahn, 599

Keilhau, 599

Keynes, 1571n., 37710, 3780, 3841,
388n., 396n., 401 n., 4070., 4161,
425 1., 4500, 536 0., 541, 544 1., 579;
short-term credits, 387; capital move-
ments, 309 n., 432 n.

Knibbs, 599

Knight, 53

Koch, works, 599

Labour, classical doctrine, 31, 571;
groups, 68~75, 269 1., 580; trade union
policy, 72, 73, 117, and hours of work,
522; international differences, 78—83,
in wages, 98-99, 212-220; mobility
of, effect on price, 112, on wages, 168,
213; changes in, 124-125, 317-32I,
367-368; marginal productivity, 173;
immobility of, 205-206; non-compet-
ing groups, 269 n., 302 n., 580
Labour and capita.l, d.istribut.ion of,
124-126, 202—203; effect on rent and

prices, 222-223; Nicholson, 234n.;
instruments, 403—~405. See also Capi-
tal, Labour

Labour value theory, 571-575, 577-578,
5§79, 589

Land, 28-29; classical doctrine, §74-575,
581

Land values, indices, 525

Landmann, 599

Landry, 53

Large-scale production, economies of, 11,
19, §2-57, 125, 203~204; localisation
of industry, 92, 106~108, 188; trans-
port facilities, 146-149, 200-202, tend-
ency to concentrate near, 206; move-
ments of productive factors, 17z;
different effect, 174; joint-enterprises,
205-206; tariffs, 303, 480; increased
demand, sor-502.

Latvia, timber prices, 164

INDEX

League of Nations, International Labour
Review, 2731n., 27410., §39; migra-
tion movements, 326; Gold Delega-
tions of the Finance Committee, o1

Level of interregional prices, 158

Levy, 599

Lieben, 476 n.

Lindahl, 553 n., 599

Liquid capital, 76~77, 407 .

Litzt, 320

Localisation figure, 187

Localisation of industry, and theory of
international trade, 4, 243; classical
doctrine, 33; advantages of, 53, 133~
138, 150, 200~207; governing elements,
138, 183-211, 207-210, 236~239, 268;
costs of transfer, 14r-151, 194-193,
197-200, 202-203, $28, and mobility
of goods and factors, 183~186, local
differences, 256-257, 446-447, deciding
factor, 262; Marshall, 257n.; raw
material and market, 149-150, 186~
187, 190-191, 202, 219, 255; von
Thilnen case, 183-184; Weber, 185 n.;
Russel-Smith, 198n., 265; Taussig,
198 n.; economic development, 235~

237, 263-266; dumping, 292-293;
tariffs, 298, 364-365; domestic, 321~
322

Longfield, 599; on interational trade,
31-32,420.

Long-run equilibrium, 58

Lssch, 425 1., 599

Lotz, 599

Machlup, 600

Mackenroth, 317 n., 600

Mangoldt, 23 n., 567, 584 n., 585 n.

Manoilesco, 600

Margin of protection, 3ot

Marginal productivity, of labour, 173,

281; of capital, 334, 449

Marginal units, of export goods, 497

Markets, sepamte, y communi-
cating, “single price,” “multiple
price,” 4§

Market areas, 189

Market localisation, 187, 190, 202, 255.
See also Localisation of industry

Marshall, 3, 3 ., 62, 251 ., 385 1., 420,
4530., 476n., 477n., 438n., 563,
569, §71, 584 D., 585 n.; human factor
in trade, 129; climate, 129; demand
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and supply curves, 4711, $67-568;
Import duties, 488-489; works, 600

Mason, 570

Melchinger, 600

Menger, 563

Mercantilism, 445

Migration, 328-329, 336~338; business
cycle, 320~330; international, 344~
348; accompanied by capital, 348~
353; quality of labour, 367-368. See
also Emigration, Immigration, Mo-
bility of capital and labour, Productive
factor movements

Mill, 33 ., 33, 468, 516 n., 565, 567, 573,
$83; buying power, 62; equation of
reciprocal demand, 586 n.

Mill-Taussig theory, 468, 471

Minimum cost, 45-49; in large scale
production, §3; in transport, 187-188

Mitchell, so1 n.; indices, 484

Mobility of capital and labour, inter-
regional, g~10, 76-77, Adam Smith,
318; eflect on prices, 4142, 168169,
Longfield, 420.; lack of, 52, 57-58,
167-168, effect on wages, 213, on
price, 422-423; classical doctrine, 141~
142, assumes complete domestic mo-
bility, §88-58¢9; potential importance,
168-169; increasing returns, 172~173;
elasticity of supply and demand, 276~
177, 503-504. See also capital move-
ments, Productive factor movements

Mobility of goods, 403-405; compen-
sates lack in factors, 42, 168-169

Mobility of productive factors. See Mo~
bility of capital and labour

Molodowsky, 600

Monetary mechanism, 68, 376 n., 410~
417; gold standard, 385-388; capital
movements, 411-412; Angell aand
Keynes, 416n.; import duties, 491;
balance of payments, §06-510; changes
in, 541-544, relation to foreign ex-
change rate, sso

Monopoly, effect on trade, 113, 2351; and
dumping, 390, 295-296

Mutual interdependence theory of pric-
ing, 31-34, 129, $3t1., $491D., 588;
classical doctrine, 14 n., §86; Sismondi,
31; includes law of comparative costs,
46-48; differences in labour, 853 costs
of transfer, 151; price relations of
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home market goods, 156, 166; locali-
sation of industry, 185; foreign ex-
change rates, 546; international price
levels, 547

Myrdal, 600; on gain from international
trade, 303 0., 304 0.

Mihlenfels, 600

Muller, 600

The Nation, 72 1., 496 n.

National economy, 244 n.

National income, 1j0n.; relation to
trade, 172; changesin terms of money,
160-161; dumping, 293~295; import
duties, 300-309, and factor movements
340, 343-344, 448-450; transfer rela-
tions, 526 n.

National markets, division of, 240~255

Natural resources, 4, 28, 29; differences
in, 10-11, 23-24, 42, 49, 55-56; 75-76,
163, 191, 233-234; per capita in United
States, 27-28; international compari-
sons, 88; supply of, 116~117, 258, s14-
§17; immobility, 167, 179; localisa-
tion of industry, 256~262; tariffs, in
Sweden, 310; discovery of gold mines
in Australia, Cairnes, 517. See also
Productive factors

Neisser, 600

Neo-Wicksellian theory, Lindahl, Keynes,

376n.

“Neutral” money, 377

New Zealand, Statistical Year Book,
272n.; price comparison, 292

Nicholson, 33 n.; on transport, 228; on
differences in factor equipment, 234 n.;
on tariffs and income, 305; on condi-
tions of demand, 585 n.

Nielsen, 600

Nogaro, 570

Non-competing groups, 269 n., 302 n.

Non-competing home market industries,
499-410D.

Oblin, 307 n., 317 0., 324 0., 3300, 453,
483, 533 0, 541D, 547 B, 5501,
5§67 n., 571 n.; on capital movements,
432n.; 'works. 6oo

Opp.ortumty costs, 14 1.

Optimum scale of output, §8, 149, 581

Overhead costs, 97 n., 166, 285; Clark,
286

Owen, 10t
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Palyi, 407 n., 416 n., 507 n., 601; works,
600

Pantaleoni, 567

Pareto, 14 n., 17 1., 564 n.; and classical
doctrine, 563-567. See also Classical
doctrine

“‘Partially-traded goods,” Angell, 164

Personal services, 155

Physical conditions of production, 554

Pietri-Tonelli, 564, 600

Pigou, 401n., 425n., 488n. 490n.,

i s18n., 579, 579 n.; works, 600

Poland, sugar beet industry, 137; tim-
- ber prices, 164; dumping policy in coal
industry, 293

Population, growth, in Great Britain in
19th century, 120, under tariffs, 320,
in Canada, 467; character of, 128;
density, 214, where transfer relations
good, 261; relation to diminishing re-
tumns from land, 258-259; statistics
showing world distribution, 324, for
United States, 369. See also Birth-
rate.

Porri, 600

Price discrimination, 51, 52, 166; divi-
sion of markets between home and
foreign producers, 253, 287; in elec-
trical power industries, 289. See also
Dumping

Price equalising tendency, 35-45, 104~
105, 152-153, 162-165, 170; quali-
fications of, ¢6-100, exceptions to,
100~100, I45-152, 239; supply re-
actions, 120-124; double effect, 121;
interregional and home market goods,
153-155; labour and capital move-
ments, 168-169, 339. See also Price
inequality

Price indices, 272, 273, 460, 464, 509, 527,
531, 534; difficulties of comparison,
158-161, between England, France
and Germany and United States, 484;
Sweden, 215—-216; Canada and United
States, 465; Mitchell, 484; Japan and
England, 526; Bowley, 536

Price inequality, 13-20, 247, 401-403;
exchange rate as means of comparison,
30; as result of qualitative differences
in commodities, 95—98, 376-377; costs
of transfer, 142, 157, 177-178, 523-
531; stimulus to factor movements,
174-181; Black, 221; international

INDEX

differences, 152-153, 164, 277; local
differences, 237-240, 283-284, 477-
491; Canada, 457-470; wholesale
price levels, s$33-537; foreign ex-
change, 537-539, 544, 550; dump-
ing, 293-295

Price level, 36, 97 n., 158-159; transfer
relations, 152, 161, 446447, effect of
import duties, 473, 483-484; inter-
national differences in, United States
and Europe, 277-280, Ricardo, Senior,
282, 283; classical doctrine, 280281,
rise in, 402, 460, 527-528, sectional, in
relation to foreign exchange, 424—427;
Coates, 467; effect of the War, §31-
537; business cycle, uniform price
movements, 541, 542; Angell, short-
time fluctuations, 544 n.

Price mechanism, 14-17, 2323, 34, 130,
130D., 131, 141; in equilibrium, 17-
18; foreign exchange rate, 19, 231~
232, 380; demand relations, §9-62;
costs of transfer, 143-144, 175-178;
Taussig, 162; factor movements, 176;
basic elements, 231-236; Keynes,
377n., 378n.

Price relations, 41-42, 156-158, s01-511,
285-286; Keynes, 157; international
differences in factor equipment, 162-
163; friction, 163-164, Angell, 164;
time element, 165-166; Schiiller, 164

“Price sensitiveness,” 125

Prices, 29-30, 539-541; home market
goods, 164-165; transport services,
202; Wicksell, 337mn., 338n.; of
commodities, 424, 442, 474-477; in-
ternational goods, 455-456; ratio be-
tween import and export, 487-488;
diagram of wholesale, 535

Production, determined by mnatural re-
sources, 24; pbysical conditions of,
176; increase in volume as result of
factor movements, 353-354. See also
International trade, Localisation of
industry

Productive factors, international differ-
ences in, 12-20, 23-24, 55-56, 91-113,
118-121, 162-172, 275; prices of, 35-
44, 154-161, 168-173, 420-424, 539;
mobility of, 42, 146, 167, 177178, 504;
supply reactions, 62-64, 115-118, 317—
321, §14-§522; sub-factors, 73-74;
tariffs, 317-321, Sweden, 310-3132,
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Cassel, Heckscher, Mackenroth, Ohlin,
317-321; world scarcity of, 354-355
Productive factor movements, 176-180;
relation to commodity, 224-227, 358
360; character of, 328-338; effect on
“outside’” countries, 353-355; types
of, 355-358; obstacles to, 356-360;
effect on domestic supply, 368-370;
conditions of demand, §10~514; terms
of exchange, 343-345, 350. See also
Capital movements, International cap-
ital movements, Migration, Mobility

of capital and labour
Protection, 269n., 302-303, 480-434;
dumping, 291, 296-297; Barone,

Ohlin, 302 n.; infant industry, 319~
320, 36s; Litzt, 320; Cassel, 482;
Australia, 528. See also Export duties,
Import duties, Tarifls

Psychological theory of foreign ex-
changes, 390n.

Purchasing power, 440-441.
Buying power

Purchasing power parity, 547-549

See also

Quasi-rents, 427 n.

Railways, 228

Rate of efficiency earnings, 378 .

Ratio of import and export prices. See
Terms of exchange

Raw material localisation, 148, 187-189,
190-192. Sce also Localisation of in-
dustry

Real cost analysis, and economic policy,
590. See also Classical doctrine, Com-
parative costs

Real wages, differences in, 216-220; ef-
fect of tariffs, 304-306, Cassel, 305,
306. See also Wages

Reciprocal demand, 17-22, 29-30; equa-
tion, 151; Mill, 563; Nicholson, 585 n.

Reciprocal tariff, 366

Region, definition of, 9. See also Inter-
regional trade

Region concept, 232

Reibnitsz, 600

Reichlin, 306 n., 361 n.

Relative transportability, 188-1go, 255
256. See also Transfer costs, Trans-
portation

Remer, 115 0., 601; on foreign trade of
China, 132
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Rent, 44; localisation of industry, 184~
183, 204; theory of, 185 n.; supply of
capital and labour, 222, 355-361;
America, 19th century, §25; index
numbers of land values, §525; New
Zealand, 529

Reparations, 441-444

Restricted competition labour groups,
580

Ricardo, 23n., §65-568, 584, 586m.;
labour value theory, 31, §71-575;
price levels, 282-283

Risk, 52, 78-79, 89, 108-111, 335

Risk-bearing, 109

Risk premium, 89, 109-111

Rist, 601

Rival demand, 155

Robbins, 6or

Robertson, 6or

Répke, 6ox

Ross, 601

Rueff, on capital movements, 432n.;
works, 6or

Russell-Smith, 26, 198 n., 6or; on inter-
national trade, 27, on labour supply,
121 n.; on climate, 217, 265

Russia, and risk premium, 8¢

Salin, works, 6ox

Sartorius von Waltershausen, works, 601

Sauerbeck, price indices, 526

Savings, 76-77, 369-370

Scandinavia, pulp industry, 198-199.
See also Sweden and Denmark

Scotland, flax growing, zo1; linen in-
dustry, 136

Schaub, 520, 601

Schilder, 6o

Schiiller, 164 n., 251 n., 6ot

Schulz, 6oz

Schumacher, on land transport, 227 n.

Semi-international goods, 410n.

Senior, 6or; price levels, 282283

Short-term credits, 387

Sidgwick, and international trade, x41

Silvermann, 470n., 471 D., 472 D.

Sismondi, 601

Skilled labour, international comparison,
78-83. See also Labour

Smith, Adam, 328

Snow, works, 6or

Social conditions of production, 81-82,
90, XX1-113, 136, 174-175, 522-523
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Soltau, 6or

Somary, 6ot

Sommer, 6ot

South America, trade with Europe, 171

Specialisation, 125-128; advantages of,
10; condition of large-scale produc-
tion, 52

Speculation, 334

Standard of living, 116, 136; in Great
Britain, 119, 354-355; tariffs, 304—
308, Reichlin, 306n., Sweden, 314;
migration, 330-331, 368

Standardisation, 147

Stern, 601

“Sub-factors,” 73-74

Sundberg, 524 n.

Supply. See Demand and supply.

Supply price, 123, 144

Surplus capacity, 424

Sweden, machine industry, 86; *“Index,”
138, 541 n.; timber prices, 164; Soci-
ala Meddelander, 2171n.,273 1., §390.;
rents, 222; iron mdustry, 237; dump-
ing, 253; Verkstaderna, 273 n.; tariff
policy, 309-315; Tariff Commlssxon,
309, 310, 313—314, 322; capital move-
ments, 432, 438-439; Svenska Dag-
bladet, price indices, 453; price level
and freight rates, 530; Tull-och
traktat kommittén, 539 n., 602

Switzerland, milk chocolate industry,
236; wages in machine industry, 273;
tariffs, 303, 306; Reichlin, 361

Tariff system, 443-445; Taussig, 124 n.,
249 0., 250; United States, price of
international goods, 277; localisa-
tion of industry, 298, 304, 321-323,
real wages, Cannan, 3osn., Cassel,
305-306; Sweden, 300-314; effects
of, 314-321, 333, 350, 363364, 443~
445, Graham, 314n.; various types,
361-367; import duties, 361~364,
Reichlin, 361, Canada, 363-364; bal-
ance of trade, 473-484; terms of ex-
change, 484-491; export duties, 364-
365; reciprocal tariffs, 366~367; Aus-
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