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PREFACE 

AN apology is needed for adding another to the large 
number of books that attempt to deal with the whole 
subJect-matter of Economics in a single volume. I ofter 
two pleas in extenuation. The first is that nearly all 
existing introductions to the subject are intended primarily 
for the University student. The pious wish is generally 
expressed that. they may be of use also to the general 
reader j but the general reader's special needs and oppor
tunities are seldom bome in mind. His needs are difIerent, 
inasmuch as he has not the guidance of a teacher and the 
leisure of the student; on the other hand, his opportunities 
are some compensation for these disadvantages, since he 
has usually a practical interest in the economic system and 
an experience of its working, which the academic student 
lacks. It seemed, therefore, worth while to try to do for 
the economic organisation as a whole what Bagehot and 
Mr. Hartley Withers have done for a part of it, the credIt 
system-to' explain the principles of its i:onstruction and 
working in the language of ordinary life, and with reference 
to the experience and interests of the ordinary man. While 
it would need a Bagehot to succeed, I hope that the mere 

vii 



viii ECONOMICS 

attempt will have done something to make it easier for 
the general reader to perceive the bearing of economic 
studies on the polihcal and social problems in which he is 
interested. 

My second plea is that existing introductions to 
Economics give the student too little help in applying its 
conclusions, since they give too httle attention to the most 
interesting and Important part of the subject, that, namely, 
where it borders on the allied studies of Pohtics and Ethics. 
The instinct which leads the working-man in mscussions 
on economic questions to return constantly to the ethical 
aspect of them is a sound one, and Economics will gam 
rather than lose m authority by discarding its 1lhd-Victonan 
pose of the one and oniy science of society. No study of 
:Bconomics, therefore, it Beems to me, is worth making 
wruch does not include Bome consideration of the relatlOn 
of the economic organisation to political and ethical aims 
and standards; which does not, in other words, mmcate 
what hght Economics can throw on Ruskin's question, 
"What is Wealth 1" llltherto econoIDlSts have tended 
to confine themselves to explaining how the economic 
organisation works, postponing indefimtely the considera
tion of its political and ethical aspects; morahsts, on the 
other hand, have applied their rules to the criticism of the 
economic organisation without taking too much trouble to 
understand it first. The chapters of my book, therefore, 
dealing with the pohtical and ethical aspects of the economic 
organisation, wruch to some may seem irrelevant, seem to 
me to deal, however inadequately, with the most important 
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section of economic stuches'; at the same time I hope that 
any moralist who may take up the book will read the 
first nineteen chapters first. 

I am conscious that my first plea has lost much of its 
force by the publication of Dr. Cannan's Wealth, and my 
second by that of Mr. J. A. Hobson's Work ani. Wealth. 
Unfortunately for me, I chd not know that these books 
were being written; they were not publIshed until this 
book was almost completed, and I chd not read them until 
it was quite completed. I tl'ust that the Importance of 
the subjects, and the chfferences in my treatment of them, 
will be considered sufficient to justify another book. 

I wish to acknowledge my debt to previous writers. 
If I do riot go beyond a general acknowledgment, it is due 
not to any wish to conceal an obligation, but solely to the 
impossibility, after seven years of teaching, of tracing to 

their sources all conceptions and arguments that lowe to 

other writers. It is easier to assess one's indebtedness to 

friends. Professor D. H. Macgregor has helped me with 
many difficulties. Mr. R. H. Tawney and Mr. G. H. 
Thompson read my first draft of Chapters II. to VI. and 
XII. and XIII.. and helped me with their cnticismB and 
suggestions. Mr. H. Sanderson Furniss read the whole 
of my manuscript with a care for which I cannot thank 
him sufficiently. and enabled me to remove a great many 
obscurities. errors. and other imperfections. My wife 
performed a similar service while the book was being 
written. and Mr. A. E. Zimmem when it was in prooL My 
thanks are due to the Tutorial Classes Committee of the 
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Universlty of Oxford for rehevmg me of lecturing work, 
and so enabhng me to give the book the revision for which 
it had been waitmg a year. And I thank, though they are 
too numerous to mentlOn by name, all the members of my 
classes, who have allowed me to draw on their wide and 
wverse industrial experience, and have helped me With 
their criticisms of the views, my own and other people's, 
that I have put before them. 

H. C. 
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CHAPTER 1 

INTRODUCTORY 

I 

The Scope and Subject-matter oJ Ecoriomw 

• ECONOMICS is the study of business in its social aspect; 
the word" business" being used in its broadest sense, to 
cover aJIlawful ways of making a living. It will help us 
to reach a clear u,uderstanding of the scope and objects of 
the stlldy if we take an example of the simplest kind of 
business transaction, and remind ourselves of the social 
arrangements which make the transaction possible. 

We will take the purchase of a woollen shirt, the price of 
which is ten shillings. We notice first of aJI that it is not 
made in the home, as it would have been a couple of genera
tions ago; it is less trouble to buy it from an outfitter. The 
outfitter did not make it; he bought his stock of shirts 
from a shirt manufacturer, or possibly from a warehouse
man who bought them from a manufacturer. When we 
say the shirt manufacturer "made" the shirts. however. 
we do not mean that he made the material or which the 
shirts are made; he may have done so, but more probably 
his business was confined to .. making up .. material which 
he bought from a piece-merchant or flannel manufacturer. 
SIB 
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From other merchants or manufacturers he would buy 
the thread, buttons, and matenal for collar-bands. The 
flannel manufacturer would use several kinds of yarn in 
making his flannel, and each of these yarns would be spun 
from several kinds of wool. The origin of the shut, then, 
wruch we obtained by the simple process of handing a ten
shillmg piece over a counter, is to be sought on the York
shire lulls, the Murray River sheep-runs and the South 
American plains, where the wools were grown, in the cotton 
plantations of the United States which supplied the raw 
material for the thread and collar-band, and in Birmingham 
where the buttons were made. In the course of its journey 
from the sheep's back to ours, the wool has probably 
travelled through three or four factories, through a dozen 
middlemen's hands and half round the globe. It is one 
item in the output of an organisation, the woollen industry. 
the ramificatlOns of which reach most parts of the civilised 
world. 

The woollen industry was not the only organisation 
involved in the production of -.the shirt, and necessary to 
its productlOn on the modem system. Each of the factories 
through wruch the material passed requi~ed for its work 
on the material many machines. which in their turn required 
power to dnve them. Several branches of the machinery 
and engineenng mdustries were therefore involved in the 
makmg of this shirt; so were the iron and steel industries, 
wruch supplied the material of these machines; so were 
the oil and leather industries, since they supphed. subsidiary 
mat.enals. The coal industry was involved. because coal 
is the chief source of power; the bruIding trades, because 
modem factories and warehouses have to be bruIt specially 
for their work. The more important forms of transport 
were a.ll of them employed in the making of this shirt, 
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since its materials came from so many different quarters, 
and were shaped and put together in so many different 
places. The credit system was probably involved, since 
some of the firms that handled it would be dependent on 
assistance from banks to carry on their business, and the 
movement of raw materials is very largely financed by bIlls 
o.f exchange. It would hardly be too much to say that the 
apparently simple transaction of purchasmg a shirt was 
the completion of a process in which the modem economic 
system as a whole was involved. 
• Moreover, when we spoke of the parts of that system, 
manufacturers and merchants, transport agencIes and the 
credit system, we were referring summarily and simply to 
things which in themselves are complex. The flannel manu
farturer employs eleven or twelve different kinds of worker 
in four departments, even if he neither spins his own yam 
nor dyes his own pieces; the clothier employs ten WfIerent 
kinds of worker on three or more different machines in five 
or more departments; transport agencies vary from the 
country carrier with a horse and cart to railway companies 
with 70,000 employees and £100,000,000 capital; even the 
merchant, who employs directly only half a dozen clerks in 
a modest office, may be the meeting-point and support 
of a'. network of trade connexions covering a continent; 
even the 'outfitter's business requires an expert. The 
iahirt, then, which we purchase with so little thought, is a 
product cf the most complicated piece of social organisa
tion t.hat mankind has yet devised. Our attempt to get 
behind the superficial simplicity of our business transactions 
has entangled us in a labyrinth, the paths of which lead 
into every social class, and has involved us in a study of a 
large part of the activities of the human race. 
JThis system of social arrangements, the existence of. 
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which is revealed by the analysIs of any business trans
actIon, 18 the subject-matter of Economics; It is the object 
of Economics to explain the arrangements in detail and to 
show how the system works_ The example we have taken 
(and any other would have served as well) justifies the use 
of the word" system." At first sIght the busmess world 
offers a spectacle of confus.on rather than order. We 
found however that thmgs did not happen anyhow. The 
materIals of wmch our shIrt was made could not have found 
theIr way from the place of origin, through all the processes 
of manufacture, to the outfitter's by accu1ent. There was 
O'fder in the process: the outfitter's shop, the shirt-maker 
and the other firms concerned were parts of a workmg 
system; our transaction was one of IDlllions which depend 

( on one another. Our glImpse of the working of the system 
gave the impression of a great automatic machine. The 
system is not a system lIke the polItICal system, which has 
a sovereign directing authorIty. It is not the work of a 
single bram or the embodiment of a smgle purpose; it is a 
spontaneous organisation, the outcome of actions which 
were not consciously directed to establishing or maintaining 
it. Hence, although we are parts of it, we can study It 
objectively, lIke a piece of external nature, and search for 
the prIncIples of Its structure and working as the physi
ologist searches for the prinCiples of the strtcture and 
workmg of the human body. What pomts of contact this 
economic order has with the polItical order, and how far it 

"harmomses with the moral order, are questions we can ask 
when we have exammed it and ascertamed Its principles. 

fI' The example we took will illustrate also the interest and 
importance of Economics. Why was the shirt ten shillings t 
Why dId the outfitter charge us no more! How is it that 

• we could not get it for less! Who gets our ten sillllinga 
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and all the other shillings pald for shirts! In what pro
portions is the price dlvided among the dlfferent firms 
which handled the goods! and, within each firm, between 
operatives and employers! On what prinClple does thlS 
division take place t These are questions wroch every one 
tries to answer at some time or other, and Economics is 
only a systematio attempt to answer these and related 
questions. How do the many DrnlS which oontnbute to 
the making of the shirt manage to carry on between the 
time when they incur the expense of making the shirt and 
the time when the user pays for it! How are payments 
made in America and Australia for goods sent to England, 
and what difference would a protective duty on all imports 
into England make on the course of trade! What would 
be the effect on the price of shirts of a rlse in wages, or a 
new tax on profits or rents! What would be the effect of 
extending the Trade Boards (Mmlmum Wage) Act to cover 
all the industries concerned in the making of a shirt! or of 
the formation of a " oombine .. of shirt-makers or flannel 
manufacturers 1 Is a "oombine" probable in either of 
those industries 1 Under what conditions is &iI. industry 
likely to be II trustified'" These are less obvious problenlS 
which our example presents-less obvious, but stlll the 
kind of questions that the investor, the trade union official, 
and every citizen who uses his vote intelligently is con
stantly being called upon to face j and all of them fall 
within one or other of the more important sections of 
Economics. 

The system works i and even if we take its working 
for granted without enquiring how it works, its defects 
Nmpel study. Unemployment, speculative gambling, 
waste and poverty, are results of it obvious to the most 
Buperficial observer. Are these evils inevitable! If they 
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are, what advantages does the system ofter to counter
balance them 1 if not, why are they there 1 Above all, 
what is one's personal responslbihty in the face of these 
evtls! EconomlCs is the systematic study of these questions. 
Some study of Economics i'J at once a practical necessity 
and a moral obligation. And as a matter of fact everybody 
makes some such study, everybody at some time or other 
is a student of EconoIDlcs, an economist; hke M. Jourdain. 
who was surprised to learn that he spoke prose, the general 
reader may not have realised that he was an economist. 

II 

Relation of Economic Study to Business Experience 

Everyone, then, makes some study, more or les8 casual 
or systematic, of the subject-matter of EconoIDlc8; and 
every adult has one important quahfication for such study. 
namely experience. It is on the bas18 of their experience 
of the present economic system that people form their 
judgment on its problems; it is in their experience that 
they find the materials for answering such questions as 
arose from the example we took of an economic transaction. 

Expenence, however, while it is a quahfication, and an 
essential quahfication, for the study of economic problems. 
cannot be an adequate substitute for that specialised and 
systematic study of them which constitutes the science of 
Economics. It is easy to be familiar with a thing, and 
even to work With it, without understanding 'it. The 
engme-driver can do his work excellently without knowing 
anything of the science of thermo-dynamics, and most of 
us succeed in spending a lifetime with our bodies withou~ 
acquiring any considerable knowledge of the science of 
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human physiology; similarly a man may be a good. business 
man and yet a bad economist. The experience which any 
one man, or even anyone social class, gains of the economic 
system in the course of everyday life and work is limited. 
So far as it goes. it is a sound basis for economic judgments , 
but a thorough practical acquaintance with banking would 
not help a man much to understand the organisation of a 
colliery. an intimate knowledge of the building trade would 
not fit a man to understand. either in their private or their 
social aspect, the operations of a Liverpool cotton-broker. 
To find a secure basis for an understanding of the economic 
system it is necessary to bring together the experiences of 
all trades and occupations. of manual worker and industrial 
organiser. of private industry and government service. of 
housewife and producer; the experience of any indiVIdual 
or class is too limited to give by itself anything but a 
limited and partial insight into the system as a whole. 

Moreover, the understanding of the system that a man 
gains from tho experience of being a part of it is more of 
the nature of instinct than knowledge. It enables a man 
to jud","8 and act; it does not enable him to explam always 
how he judges and why he acts. If forced to give an ex
planation, the explanation may be a wrong one; copy
book maxims about industry and early rilling have a 
suspiciously large place in the explanations given by self
made men of their success; luck and a lack of scruple. 
though at least as important, are never mentioned. Thus 
the experience of people actually engaged in industry has 
to be subjected to their own reflection and studied from 
outside, to be analysed. before it can add anything to the 
body of knowledge which all may share who are willmg to 
study; treated in that way it becomes the most valuable 
of all sources of knowled",ae. 
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Individual experience is hmited and unconscious; it 
has to be supplemented by Economics for a. more importa.nt 
reason. Its pomt of view is that of the indIvidua.l, the 
peint . of view of Economics is that of society. Every 
business transactlOn has more than one aspect. The indi
VIduals who are partIes to it are interested chiefly in its 
private aspect; EconomlCs is concerned with its social 
aspect, which may be a ddIerent thing. From the pomt 
of VIew of the indIVIdual, profits are the difference between 
his expenses and his receipts; from the point of view of 
society, they are the incentive to, and the payment for, 
orgarusmg work; the individual is concerned only With 
their amount, society with theIr origin and the extent to 
which they elicit and represent services to society. Specula
tion, from the point of view of the indiVIdual, is the act of 
buying at one time and sellmg at another, and is justlfied 
if the sellmg price exceeds the buying price; from the 
point of view of society, it is the process bywhlCh fluctuating 
supphes are adjusted to a fluctuating demand, and is justi
fied (or the reverse) by its influence on price fluctuatlons. 
To the indIVIdual it may make httle rufference whether he 
increases rus profits by higher prices on a smaller output 
or by a larger output at lower prices; society is keenly 
interested t.o learn under what circumstances the former 
method is likely to be adopted and under what circumstances 
the latter. There is the same rufference between the two 
VIews as there is between the view of a town which a man 
gets from his street-door and the view he would get from 
an aIr-ship. No one, unfortunately, can hft himself into a 
position to take an " air-ship" view of society; so tha.t the 
economist, and other students of society, have to construct 
their " aIr-ship" view of society by collecting, comparing 
and relatmg a large number of street-door views. 
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Economics, we have said, is the study of business in ita 
80ciaZ a8pect, and the point of view is fundamenta.l to the 
study. Business in its pnvate aspect is S9 much a matter of 
personal character and accidents) circumstances, that only 
a. very small part of it can be reduced to rule or stated 
in systematic form. University courses and even degrees in 
" Commerce" can now be taken, but the study of EconomlCs, 
as defined above, can help the future business man only by 
making him more interested in business and therefore more 
likely to devote his undivided energies to it. From the pomt 
of view of society's interests, however, it is very desirable that 
business men should study Economics, since it is to society'S 
interest that they should reflect on and realise the sOClal 
efiects of their private actions. For the same reason, that 

.Ithe private and the social aspects of business are so often 
difierent, a .. government of business men "-if the phrase is 
intended'to be understood in a narrow sense-would be a 
bad government. It would apply to the work of govern
ment standards and tests derived from private industry 
that Jre not applicable to publio services; it might forget 
that it often" pays" a government to run a publio service 
(such as sanitation or education}-" at a loss." 

III 

The Method of Economics 

The study, then, of our subject-matter, in which every 
one at some time or another engages, can be supplemented 
with advantage by the specialised and systematic study of 
it. which we call Economics. The la~ter grows out of the 
former, the former is the best preparation for the latter. 
And the me'hod of the unconscious and unsystematic study 

B2 
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is the method, used deliberately and consciously, by which 
the systematic study reaches its conclusions. That method 
is-to reflect; to generalise on the basis of the known 
facts; in the light of the generalisation to collect further 
facts with which to test it; and by this process of testing, 
and by comparis?n with other generalisations reached by 
the same process, to reach a generalisation which exactly 
fits the facts. By this method anyone who is forced by 
circumstances to frame an answer to some economic 
problem brings lus experience and casually accumulated 
knowledge to bear upon it; by this method Economics 
seeks to reach and to state the principles of the present 
economic system. 

Economic Theory is the body of generalis!l.tions 80 

reached. The practical man is suspicious of "theory." 
His suspicion is justified, if "theory" is used as a sub· 
stitute for ascertainable facts. But generalisation, the 
making of theories, is unavoidable. Facts do not explain 
themselves. In some problems, the causes of trade fluctua
tions for example, the multitude of facts is so great that we 
cannot even begin to collect them unless we collect on some 
plan; we shall be overwhelmed if we do not take with us 
to the facts some co-ordinating idea, in other words if we 
do not frame a theory and take it to the facts to test it by 
them. On some important questions we cannot hope to 
enumerate aU the ascertainable facts; if we wait to form 
our judgment on the influences that fix wages untu we 
have examined all the ascertainable facts, we shall never 
form a judgment, their number is so great. On other 
problems some decision has to be reached for purposes 
of action, although facts are scarce or unobtainable; 
~axes are often based on theories which it has been 
imP9SSible to verify, the collection of the taxes su~ 
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sequently eliciting the facts that are needed to verify the 
theories. 

Again facts may be contradictory, at any rate on the 
surface: it is a fact that the introductlOn of labour-saving 
machinery has on many occasions displaced labour; it is 
also a fact that the amount of labour-saving machinery in 
use has stea.dJ.ly increased for generations Wlthout being 
accompanied by any correspondIng increase in the propor
tion of the population unemployed. Or the facts may 
bear more than one interpretation. There are several 
conflicting theories of wages, all of them .. based on facts .. : 
for example, according to the theory on which English 
Poor Law policy is based, any subsidy to the wage-eamer 
from the State will force wages down; according to the 
theory on which the feeding of school-children and old 
age pensions are based, State subsidies have no effect, or 
only a negligible effect. 80me facts can be found to support 
either theory. On the same foundation of facts different 
statesmen have based two entirely different fiscal policies 
in regard to foreign trade. Facts are seldom simple and 
usually complicated. theoretical analysis is needed to 
unravel the complications and interpret the facts before 
we can understand them. 

The practical man's objection to ., theory It is a valuable 
protest against hasty generaliaation on an insufficient basis 
of fact or on an inadequate survey of available facts. But 

• the opposition of .. facta" and co theory JJ is a false one; 
their true relation is complementary. We cannot in prac
tice consider a fact without relating it to other facts, and 
the relation is a theory. Facts by themselves are dumb; 
before they will tell us anything we have to arrange them, 
and the arrangement is a theory. Theory is simply the 
unavoidable arrangement and interpretation of facts, 
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which gives us generalisations on which we can argue and 
act, in the place of a mass of disjointed particulars. What 
we are seeking in our study of economic problems, whether 
it is a conscious and systematic study or not, are principles. 
We want to know what, in the operations we observe. 
is the rule, what is the exception; why certain arrange
ments are as they are, and what will happen if we change 
them. Unrelated facts will not answer our questions; 
we want chams of facts, regularities, relatIOns of cause and 
effect. We are seeking principles in order that we may 
act on them, because the ultimate motive of econOmIO 
study is not CUriOSity, but the necessity to act, and rational 
action must be based on some principle. All arguments are 
based on principles, facts are of use only as they represent 
or illustrate principles. Economics, therefore, in order to 
dIscover the prinCiples on which the present system is 
constructed and operates, surveys the facts of the system, 
arranges them, analyses them, generalIses on the basis of 
them. Like every other science it advances by constantly 
ruscardrng generalIsatIOns which newly dIscovered facts 
have revealed as unsound or inadequate, and devising new 
generalIsations which will cover and explain the new facts. 

Conscious and delIberate theorISing is necessary, because 
there is so much unconscious and haphazard theorising. 
The man who opens a dISCUSSIOn by saying that he is 
going to ., deal with facts not theories" does not mean that 
he is going to refrain from generalisation; he usually means 
that he w18hes to confine attention to a few facts that 
support h!8 generalisation, and to ignore all facts that 
confuct With it. The field of political controversy is strewn 
with hasty generalIsations treated as if they were estab
lished truths, and used as the basis of argument. .. Trade 
follows the flag," "Wages depend on the cost of Iivmg," 
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''''The present competitive system," are examples; and 
even more insidious are the theories of wages, profits, 
value, exchange, on which people base their judgment of 
economio problems without ever formulating them even to 
themselves. The time-honoured "Law of Supply and 
Demand" has been misused so long to justify qwescence 
in the face of obvious ews that a natural reaction has led 
to the view that it can be ignored. 

One of the great difficulties of all study of which man 
and his activities are the subject-matter is that the student, 
being himseU part of the subject-matter of the study, is hkely 
to be influenced in his judgments by assumptions, based on 
interests and prejudices, of which he is unconscious. The 
danger is particularly great in the study of the economic 
system, and the most careful student can hardly hope to 
attain a perfectly impartial judgment. It is doubly import
ant. therefore, that economic theorising should be carried 
on II in the open," that the assumptlOns underlying economic 
policies should be brought to light, and the "views" (or 
unconscious theories) on which people in practIce base 
their judgment of problems of wages, prices and other 
things, should be stated explicitly, in order that they may 
be critically examined. n everybody is, as has been said, 
an economist, certainly everybody has his own economic 
theories; if those theories are not formed by conscious 
and deliberate study, they will be based on a limited 
experience and on prejudices, interests, ideals, which mis
lead the judgment just because they are unsuspected. 
An inoidental advantage of de1ibeAte study is that it leads 
people to define their terms. Such words as Wealth, 
Value, Profits, Monopoly, Competition. Co-operation, can 
be used in more than one sense each, and the different 
senses are not distinguished clearly in ordinary convelll&-
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tion. Economics, by confining each word to a single sense, 
and defining that sense, makes progress in argument 
pOSSIble, and tends to prevent those lengthy controversies, 
80 frequent in pohtics, which are lengthy only because the 
partIes to them mean different things by the same words. 

The twofold drlficulty of handhng the multitude of 
available facts and collecting addItional facts, where relevant 
and decisive information is not already available, has 
produced a tendency to split up the subject-matter of 
EconOmICS into a large number of smaller stUdIes. It has 
been possible by so doing to utilise more fully the collections 
of facts made by Government departments, royal com
JIllBSIOns and private enqUIries, to supplement them, and 
so to deal exhaustively with partlcular problems, such &8 

unempioyment and the minimum wage, or pa.cticular 
developments of industnal structure, such as the trust 
movement and co-operation. Recent work in Economics 
of this character has had an immediate influence on social 
pohcy by indIcating the need and method of particular 
reforms. Such enquiries, however, are supplementary to 
the study of the general characteristics of the economic 
system; they aid it, they do not make it unnecessary. 
The dIfferent problems are interdependent, and can only 
provisionally be treated as separate and independent. 
Wages cannot be consldered without some consideration of 
profits and rent, combinatIOns cannot be studied without 
considering the nature and effects of competition; the 
system of distribution is intimately bound up with the 
system of production. The secondary and less obvious 
result.s of changes, therefore, are often more important than 
the immediate and obvious results; the reactions and 
repercussions of a new invention, or a piece of social legisla 
tlOn, or an inDovation in business organisation, may spread 
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!ar beyond the immediate objects to which it is directed. 
The economio system, in fact, as our example showed, 
operates as a unIty, although its unity may be made up of 
lesser unities; and the relation of one part to another, the 
bearing of one problem on another, and t4e secondary 
effects of a limited reform can be understood only by 
studying the system as a whole. Some such attempt to 
understand th6 system as a whole is, as a matter of fact, 
made by every one i society's economio arrangements 80 

intimately aJIect the political organisation of society and 
the moral life of the individual that it is hard to reach a 
decision on any broad political or moral question WIthout 
incidentally judging the economic system. 

The phrase, " a science of Economics," was used above. 
The claim of Economics to that description has been cbs
puted. In the only sense of the word" science," however, 
that matters-the study of a group of problems, in which 
the solution of one assists in the solution of the others 
(J. Cook Wilson)-any study of society proves that 
Economics is a science. The objection is 8Qmetimes made 
that Economics cannot be a science because economists 
disagree. But doctors disagree, and no one denie3 that 
physiology and anatomy are sciences. There are disagree
ments in every science, yet in every science the advantages 
to be gained by specialised study have been proved by 
experience. Adam Smith is regarded as the founder of 
the science of Economics, because he perceived that there 
was a connexion between different economic problems, and 
at the same time that economio phenomena were largely 

, independent of the political arrangements with which, up 
to his time, they were usually studied. He displayed more 
clearly than had been done before the social co-operation 
which results from the pursuit of their private interests by 
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individuals, and so pointed the way to a specialised study 
of business in its social aspect. 

IV 

The Limits of Erorwmics 

This separateness and indepen'aence of economic pheno
mena must not be exaggerated. The immedIate successors 
of Adam Smith, under the influence of laissez1aire Ideals, 
dId so exaggerate it, although Adam Smith himself put 
forward his econonucs as part of a general study of moral 
and pohbcal phUosophy; it is well, therefore, to recognise at 
the outset the linuts of Econonucs. Economics is not a 
complete philosophy of society; it does not give a complete 
account even of that part of human conduct which it studies. 
The social relations to which business gives rise are the 
subject-matter not only of Economics but also of the 
science of Politics, the study of social action in general, 
and of Ethics, the study of conduct in general And 
Economics is the subordInate study of the three, because 
the problems of social practice to whIch its study is directed 
are seldom purely economic, and when it comes to action 
the ethical aspect is always, and the political aspect is 
usually, more important than the economic aspect. The 
study of the economic element in SOCIal and political 
problems is essential if they are to be solved, but few of 
them can be decided by purelX economic considerations 
alone. 

An example or two will illustrate the distinction. The 
system of State regulation of industry and comme~ 
known as the Mercantile System was condemned by 
Adam Smith, and shown by him to result in waste; yet he 
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describes a part of the system, the Navigation Acts, as the 
wisest of all our commercial regulations, because he attri
buted English navcl power to them and considered that 
the political principle that defence is more important than 
opulence overrode the economic consideration of waste. 
So an Englishman to-day might support Protection and 
Imperial Preference on purely economic grounds, thinking 
that such a policy would strengthen and increase British 
trade; but he might advocate the same policy, while 
believing that it would result in a net loss of wealth to the 
country, on the ground that it would knit together the 
dIfferent parts of the Empire, and that such a political end 
was worth some economic sacrifice. A man may be a sociahat 
on purely economic grounds, beheving that an extension 
of State ownership would result in cheaper and better 
supplies; but he may believe that State ownership would 
result in some waste, and stIll advocate its extension on 
the political ground that so important an influence on lIfe 
.as the supply of the means of hfe should be democratically 
controlled, or on the ethical ground that competition as it 
works at present is immoral. So, again, a legal minimum 
wage, the public proVlsion of better housing, or improved 
free education may be advocated on the economin.ground 
tha.t they would increase efficiency and, in the long run, 
more than pay for themselves; or on the ethical ground 
tha.t society can afford them and ought to provide them, 
whether the result be economic loss or gain. 

Or we may put the relation between Economics and 
Politics and Ethics in another way. In every problem 
there are two questions-What 18! and What ought to be , 
The problem can be dealt with only when both are answered. 
Economics is concerned chiefly with the first; the second is 
(or should be) decided rather by a consideration of the 
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pohtical and ethical aspects of the problem, because our 
political and ethical opiruons give us the ends of Ohl actIOns. 
Where on pohtical or ethical grounds two or more alterna
tives are admissible, then the economic end of cheapness, a -
maXlmum return for a minimum of expenditure, may decide. 
In pracbce SOClety does not accept this principle in Its full 
rigour, but comprOIDlSes between its ideals and cheapness ; 
in democrabc cOlllltries we rest content with an ohgarchic 
organisation of industry for fear of " drying up the spr.ngs 
of wealth," and in Christian countrIes we apply the doctrine 
of brotherly love to econOIDlC relations only withm hmits, 
for fear of bemg forced ourselves to rely for a hvelihood 
on the brotherly love of others. 

It should be noted that the object of Economics is Dot 
the advocacy of the present or of any other economic system, 
but explanation solely. In explaining, for example, that 
competition is the crnef force controlling industry in the 
SOCIal interest, the econoIDlst is DOt saymg that It ought 
to be, or that it IS an ideal method of controL Explanation. 
is not justificatIOn, a truth which the classical economists, 
in the excitement of discoverIng how the economic system 
worked, tended to forget. 

Not only is Economics a subordinate study, but ita 
conclusions have a temporary applicatIOn only; they are 
Dot, hke the conclusions of mathematics, true for all time 
and under all circumstances. This is so because they aim 
at giving a systematic explanation of the social arrangements 
by which man satlSfies his wants, and these arrangements 
are temporary and conditional. They depend very largely 
on the state of the physical sciences; for any suddeD 
increase in man's control over Dature would be reflected 
in a changed social organisatIOn. The social effects of the 
discovery of the use of coal as a source of power, of cheap 
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steel, of electria communications, warn us against any 
attempt to forecast the future simply on a basis of the 
study of eXlStmg economic arrangements. The arrange
ments depend also on the possibilities of human nature. 
A religious revival, which made the motives of the early 
disciples the dominant motives of society, would produce 
a sudden rearrangement of economia institutions; and a 
theory of distribution which gave a true account of incomes 
to-day would become suddenly false. Or a growth of 
civic patriotism. like that of the Athenians, would make 
possible economic arrangements which, as men are, would 
not work. Those economists who have approached the 
study of economia arrangements from the standpoint ot 
psychology have concerned themselves more with measuring 
the strength of motives than with distinguishing and 
classifying the kinds of motives which actuate men in 
their economia relations and estimating their comparative 
importance. The latter is a field that needs exploration. 

In emphasising so strongly the limits of Economics we 
are not underrating its importance. We wish merely to 
guard against the confusions which invariably arise when 
some subject of everyday experience is subjected to scien
tifio examination. The economist is constantly accused of 
Baying that things ought to be as they are, when he merely 
points out that they are. On the other hand, where his 
authority is recognised, he is constantly quoted as the 
final authority on all social questions, whereas Economics 
is concerned with only one aspect of social questions. 
Though subordinate, Economics is not unimportant. In 
answering the first of the questions that face us in every 
social problem-the question What is !-Economics can 
give perhaps more help than any other study. The widely 
varying views of the nature of th~ economic system which 
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are held by people who play an important pa.rt in working 
It are sufficient indication of the dIfficulty of the question. 
And it is a.s important as It is dIfficult. It IS only by under
standing the present system that we can make With a 
mmimum of dIslocatIOn the' transition to the different 
system which our pohtlCal and ethical ideas dIctate; and J 

the less the dIslocatIOn which a SOCIal reform Involves the 
less IS the danger of reactIOn following the reform. There 
is no need, however, to emphasise further the importance 
of the economic aspect of social arrangements; everybody 
experiences it. And the economic end of cheapness or 
plenty is sufficiently important, even if it should not be 
allowed to dommate the whole of hfe; willIe it should be 
kept in its place, it should never be forgotten. 

The advantage of isolatmg t,he economic aspects of 
society for separate study IS that It conduces to clear 
thmking and a better understandIng of the compleXity of 
SOCIal relations. Its jUstificatIOn is the advance that has 
been made In the understanding of economic relatIOns smce 
Adam Smith made the study of them a lIeparate sCience. 
In JudICial procedure experience has taught the necessity 
of considermg separately questions of fact and questIOns 
of law, although both are essential to the judgment; 
siIDllarly In social study, It is a help to consider questions of 
economic fact and questIOns of moral right separately, 
although our action will be Influenced by the two considera
tions jomtly. The separation asSIsts in the constructive 
handling of the masS of facts willch bewilder us at our first 
attempt to dIscover the principles of the social organisation. 
It prevents the confusion of thought and the argument at 
cross-purposes willch inevitably result from the attempt 
to dIscuss all the aspects of a complicated question at once. 
Just as phYSiology, anatomy, and psychology study the 
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same subject, man, from different points of view, so the 
social SCiences, economics, ethics, politics, and law, study 
different aspects of the same subject, society. The method 
is 8lmply an application of the common-sense principle, 
" One thing at a time." Speciahsation is as necessary m 
research as in industry; the progress of knowledge has 
been based on the same principle as the growth of the 
Roman Empire, DiVtde et impera. The method has Its 
dangers, since aspects of a problem that can be separated 
for study cannot be separated for purposes of action; but 
the misuse of the conclusions of specialised study is no 
reason for giving up the study. 

The following pages will not answer all the questions 
that have been raised m this chapter; considerations of 
space and the patience of readers forbid. What they 
attempt to do is to provide the general reader with a 
framework into which he can fit the facts and principles 
which he acquires in the course of his own experience, to 
put at his service some of the conceptions and lines of 
thought which students have fonnd useful, and to intro
duce him to a systematic study of the more important 
questions which are raised by any attempt to understand 
present-day economio arrangements as a whole. 



CHAPTER II 

THE DlVISIOli 01' LABOUB 

1 

The Economy of Specialisalicm 

THE clue to the labyrinth in which the attempt to analyse 
a 81ID.ple busmess transaction involves the enqwrer 18 

given in the first sentence of Adam SIDlth's Wealth oj 
NalionB: "The greatest improvement in the productive 
powers of labour, and the greater part of the skill, 
dextenty, and judgement Wlth which it is anywhere ' 
cbrected, or apphed, seem to have been the efiecta of the 
wVlSion of labour." Others had seen that the divisIOn 
of labour was important; Adam Smith first gave it ita 
true place as the fundamental pnnciple of economic 
organisation, and on that account perhaps put it at the 
very beginning of his treatise. The history of industry can 
be Vlewed as simply the ever-Wldening apphcation of the 
principle of the wV1Sion of labour; the latest economy in 
busmess organisation, the I!o-called "scientific manage
ment," is a conscious application of it. 

From the pomt of view of the individual the wvision of 
labour means specialisalwn: from the point of view of 
society it means co-operation. The indiVldual specia1iBes, 
because by restricting his work to a single trade or a single 

i2 
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process he can become more efficient at his work than he 
could be if it were more varied. But specialisation by 
individuals is practicable only in society. Some individuals 
can give their time exclusively to the provision of clothing 
or furniture, only because other inwVIduals are directing 
their efforts to the provision of food and shelter. In an 
advanced industrial society every producer is a speciahst 
in detail, because the society includes speCIalists in every 
other kind of work needed to satisfy the SOCIety's wants. 

Specialisation is fundamental in economic organisation, 
because it is the means by which man increases the return 
to a. given amount of work. It brings about this result 
in two ways, by subdivision of tasks and by repetItion of 
tasks. Subdivision results in operations easier in them
selves, repetition enable, operations to be performed with 
greater ease. .. Practice makes perfect"; an operation, if 
repeated often enough, becomes a. habit; our bodies and 
brains adjust themselves to performing perfectly and 
without effort what at first is done only badly and with 
great effort. The estimation of forces and. sizes, the exact 
co-ordination of hand and eye, called for by almost any 
craft, become instinctive by specialIsation; by practice is 
built up the specialised 'experience which is the explana
tion of achievement in all kinds of work-the craftsman's 
.. sense" of the possibilities of his materials, the dealer's 
.. instinct" for his market, the physician's" intuition" of 
disease, the connoisseur's .. feeling" for qualIty in the 
objects of his study. Delicate tasks come to be performed 
with accuracy, the speed of wprk is incree.sed, the strain 
involved in the performance of &IlY single task is reduced; 
the routine of work is, in James's phrase, handed over 
.. to the effortless custody of autom~tism." 

Specirilisation c~ occur only in a society, and implies 
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the habit of exchange. The dIrect exchange of goods for 
goods, and goods for services, IS called barter, and is so 
clumsy a method of carrying on exchange that speciahs8.
tion could never have gone far without some medIum of 
exchange which would obviate the clumsiness of bhrter. 
Such a medium of exchange is Money. Later we shall 
examme in some detail the quahties of a good medIUm of 
exchange, and the way in which money does Its work. 
Here we need to notlCe only that such a medium of exchange, 
generally accepted and eaSIly dIvisIble, is necessary ~ 
enable indIviduals to speciahse. So long as money was 
scarce in quantIty and uncertain in quality, so long, that 
is, as exchanges had to take the form of barter, there was 
httle speciahsation. The great mass of people were agri
culturIsts raising their own hving; there were few speCIal
Ised workers; trade was confined to luxuries and the small 
surplus of production over immediate local needs; few 
people got more than bare phYSIcal necessities, and not 
even these with certainty. In the England of Elizabeth, 
in continental Europe until much later, as in Asia to-day, 
the great bulk of the population consisted of peasants 
engaged in subsistence husbandry. Even then, however, 
specialisatIon was the chief means of increasing wealth; 
Adam Smith wrote before the Industrial Revolution. 

The simplest form of the diVIsion of labour is the special
isation of individuals to Single industries or trades. As 
soon as there was any surplus of produce over immediate 
local needs, the speCIalised trader arose to collect and 
dIstribute that surplus. A very small village community 
was large enough to enable individuals to devote them
selves exclUSIvely to the work of the smith and com-miller. 
The making of cloth, baking, the working of stone and 
leather differentiate themselves early; in a modern com-
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munity the jobbing carpenter and tailor, the doctor and 
lawyer, the artist and priest represent this type of the 
dIvision of labour. 

The next form of the division of labour, historically 
and logically, is the subdlVlslOn of one speciahsed craft 
into separate processes and the specialisation of " detail .. 
workers to each of these processes. Just as the workmg 
of metal will be done better by a speciahsed smith than 
by a comparatively unspeciahsed worker hke a farmer, 
so.. the manufacture of any common metal obJect will be 
more rapid and efficient, if it is split up into several pro
cesses and a specialised worker set on each of these processes 
as hIS exclusive work. Thus the making of cloth became 
the work of spinners, weavers, fullers, dyers, finishers, each 
of whom worked at a smgle process WIth speClah.sed tools. 
The cutlery trade to-day is still largely in this condition. 
The forging, grinding, and putting together of the dIfferent 
parts are each the work of a specialised workman, though 
the" cutler," who puts together, performs not one but 
thirty or forty operations. Such subdlVlsion of processes, 
in addition to increasing the efficiency of the worker at 
the specialised task, leads to improvements in tools, and 
ultImately to the invention and application of machinery. 
A trade in which the making of the article is the work of a 
number of workers, each specialised to a single process, 
is, in Marx's words, "a productive mechanism the parts 
of which are human beings." 

II 

Machinery 

" A productive mechanism the parts of which are human 
beings" tends inevitably to give way to a productive 
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mechanism the parts of which shall be inanimate machines. -' 
The use of machinery is a result of the wvislOn of labour. 
Once the processes of any manufacture have been spllt 
up into operatIOns so simple that they can be called 
" mechanical," the manufacture is ready to be taken over 
by 2. machine. A machme IS more rellable and efficient 
than the most accurate of human workers; a human being, 
however restncted m the scope of his actiVltIes, is not 8 

machine, he IS hable to fatigue and inattention, and cannot 
gIve the unceasing regulanty and uniformity of & steel 
tool mecharucally actuated. The handIng over of & 

process to machmery may be delayed by the e:108tence of 
cheap labour, but ultImately the machine is bound to 
win. 

The application of machinery to industry, itself the out
come of wVlsion of labour, leads to the further specialIsation 
of human workers. A machine is & specialIsed tool which 
cannot be taught to do anything for which it was not 
originally intended; it is confined to & smgle process or 
to & narrow range of processes, and the human worker who 
tends it becomes just as specialised hinISelf. We get, 
therefore, & new series of crafts, arising from the need of 
special skill to tend speCIal machines. ThIS is not, however, 
a permanent conwtion of things; so far as the increasmg 
perfedlOn of machInery makes special h1Pll8n skill un
necessary, it tends to have the OPPOSIte effect on the worker; 
so far as the machIne takes over all, the speclahsed work, 
if; tends to make the worker an unspecialised tender of 
machines in general. The increasIng use of automatic 
machine-tools for instance in some branches of engineering 
tends to make unnecessary the specialised skill of turner, 
driller, planer, slotter, etc., and to require only the general 
skill of the man who " Bets up " a machine. 
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In other and more important ways the application of 
machinery to industry promotes the dlvision of labour. 
It makes the process of any manufacture more "round
about" than it was before. The use of machinery requires 
the speoialisation of a certain proportion of the workers 
engaged in any industry to the making of the machines. 
That in its turn requires the specialisation of other workers 
to the making of tools for making machines, and to the 
extraction and working of iron and the other raw materials 
from which these are made. The manufacture of cloth for 
instance no longer employs only the shepherd and shearer, 
the spinner, weaver and finisher; it requires also, as we 
have seen, many classes of engineers to make the carding, 
combing, and spinning machinery. the looms. etc. It 
JBquires also the specialisation of more workers to make 
the power-plant. to feed it and tend it. It creates in fact 
the great trades of maohine-making, engineering, and coal
getting whioh lie at the foundation of all big manufactures 
to-day. Hence the social co-operation, 'which results from 
the speoialisation of individuals, has become infinitely more 
complex and far-reaching. 

Non-human power, such as steam, is of use in industry 
..J when the final processes of manufacture are still dependent 
~n the specialised skill of manual workers; it become.t 
infinitely more important when these proceBBes are executed 
by machines. The machine requires room to house it and 
power to drive it, and one room and one power-plant will 
serve ma.ny machines. The application of power to industry 

Ileads to the collection of many machines in one building 
and the employment of huma.n workers in regiments. The 
use of machinery is limited in its scope without non-human 
power; a.nd on the other hand, the construction of large 
power-plants is possible only by the use of machinery. 
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Once power and machInery have been invented, the scope 
of mdustry IS enormously wIdened. The speciahsed worker 
ceases to manufacture dIrectly; he tends and controls 
machInes and engmes which manufacture for rum. Labour, 
whether it becomes more or less speClahsed, becomes m
creasingly co-operatIve m character; in Marx's words, 
"the co-operatIve character of the labour process is ... 
a technwal necessity dictated by the instrument of labour 
itself." 

And trus new co-operation of machine-makers with 
other workers, of non-human power WIth human labour, 
makes enterpnses pOSSIble, whICh were inconceIvable so 
long as human workers had not speCIalIsed some of theIr 
labour to producing this power. No collection of human 
bemgs could exert dIrectly the concentrated force of a 
steam-hammer; you could not, as Professor MeredIth 
remarks, have a railway on a domestIc system. Power 
increases tlie speed and output of machinery and labour 
to such an extent that the indiVIdual worker cannot mam
tain himself m industry without its ald. The relatIOn of 
man to machine is reversed; before the apphcation of 
power the former is pnncipal and the latter assistant, 
after the application of power the machIne is principal and 
the man assistant. The ownersrup of the instruments of 
productIon becomes vastly more important, and production 
by indIviduals and httle groups gives place to productIOn 
by regiments of workers in factor.es. The apphcation of 
non-human power to machInery, then, is the revolutIon in 
any industry, and the simultaneous application too several 
important industries is the Industrial Revolution. 
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III 

The Localisation of Industries 

Following our clue speCIalIsation, we shall understand 
another feature of modern industry, the concentratIOn of 
industries in particular localities. In modern industry 
labour and machines are specialIsed wherever there is a 
sufficient volume of trade to keep a specialist constantly 
at work j the main processes in the manufacture of the 
chief products of industry are all of them carried on by 
specialIsed machines tended by specialised labour. Now 
the simplest way for a fum to make sure that there 
wlll be sufficient v()lume of trade to enable it to adopt 
these methods of specialisation is to establish its works in 
a district where there are other firms engaged in the 
same trade. 

The influences whIch have brought a particular in
dustry to a particular district can be discovered only by 
studying. its history. I But three influences ara usually 
predominant. First, c eap power, in the form of coal or 
water; and this is the most important to-day. The great 
industrial centres of the world are its coal-fields. Any 
technical invention whICh offered a cheaper source of power 
than coal--such, for example, as the use of the tides
would tend to re-arrange the distnbution of industry; in 
another century industry may be concentrated on the 
creeks of St. George's Channel, whlle people go for quiet 
and recuperation to Wolverhampton and the Potteries. 
At present, however, so great is the concentration of 
industry and populatIOn on the coal-fields that heavy raw 
materials, l1uch as clay for the Staffordshire potteries and 
iron ore for the South Wales iron industry, are shipped to 
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the coal-fields, not the coal to them. Cheap labour has an J 

attractIon for industry sunilar to cheap power; the in· 
dustnes of East London are many of them based on the 
cheap labour of the wives and children of dockers. The 
second great influence is accessibility to raw materials. 
The manufacture of steel is strongly localIsed on those 
coal-fields which have ore-deposits adjacent, or, being on 
the coast, can import foreIgn ores. The flour-milling 
industry, which was formerly distributed as widely as the 
growing of corn, tends in England to concentrate at the 
great ports, because England has come to depend on 
imported corn. The thIrd great influence is accessibility 
to markets. The last two influences were much more 
important before the Industrial Revolution than they 
are now that transport has become so cheap; the im· 
portance of the first dates, of course, from the industrIal 
'Revolution. 

Whatever the influences, however, which bring an 
industry to a dIstrict, the chief advantages of localIsed 
industry are all due to the opportunIties for greater special. 
isatIOn wIDch concentratIOn affords. Where many firms 
engaged in the same industry are grouped together, the 
worker has a better market for his specIalised skill and is 
encouraged to specialise still further. The employer has 
less dIfficulty in finding the kind of labour he wants. The 
industry can command a large number of special services 
which no single firm could afford, and no scattered industry 
could maintain. Among the most important of such services 
is the specialised market. Liverpool and Manchester 
provide the co,;ton-spinner and manufacturer with facilities 
for getting their raw mawnals and disposing of their 
finished products which they could find nowhere else, and 
these facilities can be supplied onlv because the cotton 



II THE nmSION OF LABOUR 31 

industry is 80 strongly localised. Bradford is the centre 
of the woollen and worsted industry, and nine-tenths of 
the wool that enters the country is bought and sold on the 
Bmdford Exchange. The goods of the locahty advertise 
one another, making access to new markets easy and giving 
an advantage in old markets; merchants and other dIs
tributing facilities grow up; "to be a Huddersfield worsted 
manufacturer or a Galashiels or Hawick tweed manu
facturer is enough in itself to raise the indIvidual· out of' 
the ruck of some sort of competation and to justify the 
asking of a certain price." Special transport facilities and 
the provision of commercial intelhgence can be arranged 
for a localised industry. Scientists, lawyers, accountants 
find it ,worth their while to specialise in the problems 
peculiar to the local industry. Insurance can be effected 
cheaper. Probably the use of credit can be obtained cheaper 
where risks and conditions are 80 well known as they 
are in a modern speciahsed locahty. 

An important type of specialised services is the growth 
of subsidiary industries, supplying the staple industry with 
its machinery and mcidental requirements of manufacture, 
and utilising its by-products. The making of machinery 
is less locahsed than other great industries, because the 
requirements of a modern localIsed industry are so special 
that they can best be met by a firm on the spot. The 
textile dIstricts are the seat also of the dyeing and finishing 
trades, specialised to suit the particular material manu
factured in the district; and these in their turn attract 
cert&i.n chemical and drysalting trades. The complete 
utilisation of by-products is one of the most important 
economies of modern industry, and is possible only where a 
locahsed industry makes a large bulk available without 
transport charges. Science can find an industrial use for 
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most things, proVIded that they can be had in quantitiea J 

and cheap. 
W1uIe the tendency to specialisation is uruversal in the 

great industrIes, the relation of the specIalised process'to 
the firm or busmess urut varies. The speciahsation may 
take place Within the firm or Within the trade; i.e. processes 
may be carried out by speCialised departments in the firm, 
or by speCIahsed firms m the trade. During the greater 
. part of the nmeteenth century the tendency was for 
individual firms to devote themselves more and more 
exclusively to a single process or a small group of related 
processes. To-day in many trades the tendency is m the 
OppOSIte dIrection, namely, to urufy under one management , 
all the processes in the manufacture of a given product. 
The opposing tendencies may be seen most clearly by 
contrastmg the heavy steel industry with the leading 
textIle industries. In the former, till the middle of the 
nineteenth century, the rufferent processes of the manu
facture of steel, the getting and blasting of the ore, the 
manufacture of steel, the workmg of the steel, and the 
construction of ships, bridges, and other heavy steel goods, 
were carried on chiefly by separate firms. To-day the rule 
is for all processes to be carned on by the same manage
ment. In the Yorkshire worsted industry, on the other 
hand, the rufferent processes, combing, spInning, weaving, 
dyemg, and finishing, are usually undertaken by separate 
firms; many firms deal with one special kind of wool or 
yarn only, and it is the rare exception for a single firm to 
carry the wool through all the processes of manufacture. 
The speciahsation of labour and processes is just 88 detailed 
in the heavy steel industry 88 in the textIle industries, but 
the business urut is different. To some extent the differ
Mce is due to techrucal economies; in the steel industry, 
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where the whole manufacture is under one management, 
the steel can be passed forward from process to process 
without reheating. Another reason may be the difference 
in the size of a unit of product. In the heavy steel industry 
the unit is immense-a bridge or I:.Il ocean liner-and the 
contributing processes of manufacture are very numerous 
and varied; hence centralised management is an economy. 
In the textile trades the unit of product is small-the 
piece-the processes of manufacture comparatively few 
and simple, and success in management dependent chiefly 
on securing a large and steady output of uniform quality. 

IV 

Large-scale Productwn, and the Limits oJ Specialisation 

An important result of the specialisation of labour and 
the use of power-machines has been the growth of large
scale enterprise. How far does this tendency go! The 
terms large-scale and small-scale enterprise are obviously 
-relative to the industry, and the chief influence in fixing 
the average size of the business is the technical methods of 
the trade. Small-scale coal-mining is still carried on, but 
it is unimportant i while steel shipbuilding can be carried 
on only by a large concem. Certain general aspects of 
organisation, however, can be considered without immediate 
reference to technical considerations. 

On the whole, there is a steady tendency towards 
enterprise on a large scale. The advantages of large
scale enterprise are very like the advantages of localisa
tion of industry, since they consist chiefly in the greater 
specialisation of implements and workers which a large 
output permits. A large works can employ highly 

c 
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speciahsed workers of all grades, and keep them fully 
employed on thell' speCIal work; It can buy the best skill, 
and get good value for a good wage, while a small firm 
that employs a highly speclahsed worker will have to use 
him part of IDS time for other purposes, for which a less 
paid worker would have done as well. The large firm 
can do the same With machines; it can build an automatIo 
ma.chme for a single detail of a smgle process, because lts 
large output ensures that this detail will recur so frequently 
as to keep the machine constantly at work. It can afford 
resources which a small firm has not enough work to make 
worth whlle. A big engineering shop with its electrIC crane 
will move a casting in a tenth of the time taken in a sman 
shop without that convenience. A big works can have its 
own railway-sidings and wharfs, its repair shops to save 
time and prevent dislocation in case of a breakdown. A 
Rockefeller dealing with oil in bulk could construct a 
system of pipe-lines for dIstributing it which was very 
expenSive, but, once it was constructed, far more eco
nomical than any other means. The big concern can save 
sometimes by buying its material in bulk. It should. 
always save in its selling organisation by employing fewer 
travellers and advertlSing less: its goods advertise one 
another. 

The advantages of large-scale production are so great 
that we might expect the small firm to be driven out of 
industry. But the small firm refuses to be driven out; 
if the reader doubts this, let him consult a local trade 
directory and count the number of small businesses in it. 
The small firm has advantages of its own to set against 
the obvious economies of a large output. We must re-
member that small and large firms are usually competing 
for a growing volume of trade, not for a fixed amount i 
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80 that the gains of the large concern need not necessarily 
be at the expense of the small concern. But there are 
other reasons, especially the difficulties connected with the 
organisation of a. big works. With every increase in the 
size of a concern, therE> is a more than proportionate increase 
in, the difficulty of management and organisation. "Just 
as in an arIIlY there are many who can fill the position of 
captain, few who can fill that of colonel, and almost none 
who are competent to be generals in command-ao in / 
industrial enterpnse there are many men who can manage 
a thousand dollars, few who can manage a million, and next 
to none who can manage fifty millions." 1 Hence there 
is usually more waste in the big than in the small concern ; 
especially is this the case when the firms contrasted are 
a large joint-stock company managed by salaried officials 
and a small private business managed by the owner, who 
bears ailY loss due to waste. 

A particular form of waste and a weakness of all big 
concerns is the tendency to routine. The detailed special
isation, the need for checks and records, involve routine 
-the routine we call .. red ~ape" in the case of 
Government Departments - and routine kills initiative 
and adaptability. The big concern can usually produce 
only standard lines. It cannot adapt its organisation so 
quiclcly as the smaller firms to the changing wants and 
whims of the customer. It can give the customer the 
kind of thing he wants much more cheaply than the small 
firm; it can seldom give him exactly the thing he wants, 
and the customer will often payout of all proportion for 
the slight additional satisfaction of getting the exact 
thing. 

t A. T. Hadley, quoted by Macgregor. IndU8tnal ComlnnuolO7lo 
p.37. 
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In some important industries there are technical obstacles 
to large-scale enterpnse. Wherever the matenal worked 
is not umform in quahty, or cannot be graded and treated 
in bulk, then the large-scale method of specialised processes 
and large output Will not apply. In agriculture the opposi
tion appears clearly. Where population is sparse and land 
is cheap, grain farming With agricultural machinery or 
stock raising on a large scale is economical. In more 
crowded regions It pays better to utilise the slightly varymg 
quahties of every acre-by fruit, vegetable, or dairy farming 
-and the necessary care and detailed attention will be best 
given by the small farmer, espeClally the small proprietor. 

Again, speciahsation within the trade puts Within the 
reach of the small firm facilities which, but for the localis~ 
tion of industries, would be within the reach of large firma 
only The full utilisation of bye-products, the adaptation 
of meaus of transport to the needs of the staple trade, 
insurance and credit agencies, special markets, the services 
of experts and subsidiary industries, all help the average
sized concern to hold lts own in the market against the giant 
concern. The development of large-scale production m a 
Bubsidiary industry or a section of an industry may be a 
help to small-scale enterprise in another part of the industry; 
the small joiner can get mouldings from the large saw-mill, 
the small cycle-builder parts from the factory which makes 
parts. In every trade, however, there seems to be a point 
beyond which any increase in the size of th" concern brings 
no new economies, or rather beyond which any new 
economies are neutralised by the increased difficulty in the 
work of management. This limit is constantly receding as 
the work of management is reduced to routine or science ; 
but the limit is always there in the limited capacity of the 
average business man. And such statistics as are available, 
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especially those of the United States,1 the country in which 
the tendency to concentration is strongest, show that the 
number of separate businesses is increasing more rapldly 
than the population. 

The small firm holds its own; the average size of firms 
increases, but the number of firms also increases. The 
advantage of the big firm is that it can carry specialisatlOn 
further; the strength of the small firm lies in the hmits 
of specialisation. How far can. speclahsation be carried 1 
We may go again to Adam Smith for our answer: "The 
division of labour is limited by the extent of the market." 
Unless there is a large market, which imphea a large, steady, 
and uniform demand, specialisatlOn does not pay. It does 
not pay to specialise a man or a machine, unless there is 
sufficient work to keep them constantly employed on their 
special work. Specialisation is most economical when 
applied to a manufacture that can be standardised, and an 
article or process cannot be standardised unless there is a 
large tra.de. 

Now there are many articles and services for which 
the demand is not large, steady. and uniform; there 
are many processes of manufacture wruch cannot be 
standardised. Here is the field of the small firm. When a 
single specialised craftsman performed all the processes of 
a manufacture, he not infrequently, as a part of his craft, 
made and repaired hls own tools. The" tools .. of modem 
industry are machines, and the making of them is a special-

1 Number of factories, excluding hand apd neighbourhood 
Industries :-

1899 (1'9corded In 1900 Census) 207,514: 
1904 ( .. .. 1905 .. ) • 216,180 
1909 ( .. .. 1910 ,.) • • 268,491 

Includmg hand and neighbourhood Industries:-
1889 (1'9t'orded In 1890 Census) • 355,405 
1899 (.. .. 1900 N ) • 512.191 
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ised industry with many branches j the repairs, however. 01 
modern industry cannot be so specialised. Consequently, 
there are many small businesses which are occupied wholly 
in repairs; and though the system of constructing all 
machines of interchangeable parts makes the work of many 
of them unnecessary. there must always be a need for some 
" general" artisans and businesses capable of dealmg with 
any repair. Similarly, the advantages of being on the spot 
and not too speciahsed Will probably enable the single 
workman to keep a large share of the work of domestic 
repairs and retail shopkeeping. 

Technical dIfficulties in the way of standardIsing pro
cesses still offer obstacles to large-scale production, as in all 
kmds of intensive agriculture. Cutlery and other light 
metal trades, though usmg more and more machinery, WIll 
tong retain a place for the "little master." Thirty-eight 
separate operations are needed to put together the parts 
of a cheap pocket-knife, and such work does not offer much 
scope to the automatic machine. So far as power is needed. 
there was a force driving the "little master It into the 
factory, but that force works now rather in the opposite 
direction, for the little master can obtain a supply of 
power in his own workshop by employing electricity. When 
an industry is new and its methods and processes are stIll 
experimental, the adaptability of the small firm is a greater 
advantage than the resources of the large firm, and the 
small firm W!ually plays the part of pioneer. The biggest 
firms, in industries in which large and small firms are both 
found, are often firms which began in a small way and 
seized their chance when the industry was new, or when 
some invention or new market gave the industry a new 
start. 

In some industries, though the processes could be 
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standardised, the demand for an article is so limited that 
it would be absurd and wasteful to employ the resources 
of modem machinery and industrial organisation. The 
weaving of short patterns and ranges in the textue trades 
is largely done on hand-looms for this reason, and certain 
expensive Paris fabrics, where the order for a pattem may 
not exceed a dozen yards, are still manufactured by " little 
master" weavers working for merchants. These workers 
are in the same economio position-though they possess 
a much higher economio and Bocial status-as many of 
the" sweated" workers. Among" sweated" workers the 
division of processes has usually been carried far enough to 
make the work of each individual simple and easy, but the 
natural evoiution from that simplified manual work to the 
use of power-machines has not taken place because the 
labour can be got cheaper than the machine. Hence the 
domestio hand-workers in such trades as the East London 
tailoring, shirt-making, and box-making trades are com
peting with power-machines in the factory trades of Leeds 
and other centres, and can sustain the competition only 
by accepting wages too low to .. keep" them in any real 
sense. 

Wherever individual requirements have to be met, the 
factory-made article is out of place. Clothes and boots 
are made in factories; but if we want clothes or boots that 
fit exactly, and not merely approximately, we go to the 
II bespoke" tailor or boot-maker, who does not carry special
isation far. Individuality is the essence of art; to be 
beautiful it would seem that a thing must bear the impress 
of its maker's personality. '!'here is little room then for 
specialisation in the making of beautiful things. If we 
want the material apparatus of life to be beautiful, we must 
be content with less of it i we must choose between a great; 
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many ugly and ordinary things and a few beautiful and 
unique things. 

Adam Smith's principle " that the wVlsion of labour IS 
limited by the extent of the market," is illumwating in 
another respect. The most important influence in deter
minmg the extent of the market is the state of the means 
of transport. Every improvement in the means of trans
port makes exchanges economical which before were not 
economlCal. It enables the district whlCh can produce an 
article cheapest to supply other dIstricts more cheaply than 
they can make for themselves, that 18 to extend its market; 
therefore, Adam Smith says, " good roads, canals, and navi
gable nvers, by dlmwishing the expense of carriage • . . are 
• . . the greatest of all improvements." Cheap transport 
encourages the full utilisation of specIal local advantages 
such as clImate, Boil, traditional skill, established orgarusa
tion; the produ~tion of goods where they can be pro
duced cheapest; the progressive locahsation of industrIes : 
and the use of the resources of each drstrict for the benefit 
of all distrlCts. Trade began m luxurIes; with improve
ments in roads and the art of navigatIon. it extended to 
comforts; in the nineteenth century, with the applicatIOn 
of steam-power to transport, it extended to the necessIties 
of bfe. Transport is now so cheap that in advanced in
dustrIal countries drstricts are hke individuals, specialised 
in productIon and depend.ent on exchange for the satisfac
tion of their most important wants. Because the 10cahsa.
tion of industrIes, with all its economies in production is 
dependent on cheap and efficient transport, the transport 
industries are, with the steel and coal industries and the 
credit system, at the foundation of the modem industrial 
organisation. 
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v 
The Evils 0/ Specialisation 

The benefits of the division of labour lie in the increased 
power it gives man to produce wealth of all kinds. This 
increase is incalculable i without it hfe would be hke the 
hfe of Hobbes's primitive man, "solitary, poore, nasty, 
brutish and short." If any reader doubts the benefit.s, let 
him make & list of the things he uses and consumes in the 
course of a single day, and then estimate the time it would 
take him to produce these by his own unaided labour i such 
an experiment wiD do more than any amount of reading to 
convince him. But these benefits are accompanied for 
the worker by serious evils, and the benefits have rather 
obscured the evils and prevented due efforts to remove 
them. One reason for this neglect may be that modem 
industrial methods have incidentally counteracted some of 
these evils. The great improvement in the material con~ 
ditions of the worker's life, which has resulted from the 
greater productivity of modem industry, has given the 
industrial worker opportunities of self-culture which have 
neutralised some of the evils of specialisation. He is better 
clothed, better fed, better housed, and he lives & fuller life 
outside his work than he did in the days when the work 
itself was less narrowly specialised and more educational. 
Similarly, the concentration of the industrial population in 
towns. in spite of its peculiar evils, has stimulated intellectual 
hfe and, with increased leisure and income, done much to 
counteract the deadening effects of monotonous employ
ment. The Lancashire cotton operative is occupied with a 
far narrower range of operations than the farm labourer i 
his material environment is far less varied. and his work 

c2 
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far less interesting, yet his intellectual hfe is far more 
vigorous; . the general intellectual keenness of some Lanca.
shIre towns might put some universities to shame. 

But the advantages, direct and indirect, of the division 
of labour are no reason for ignoring the evils, if any con
sIderatIOn of these will tend to reduce them. We shall refer 
to them again in Chapter XXIV., but some considera.
tion of them will not be wasted here, since we shall have 
to refer to the division of labour again and again in the 
intervening chapters. The first of these evils is the inevi
table danger that the workman will be treated simply as 
a means and not as an end. Dr. Ure, and other early 
advocates of the Factory System, did habitually write as 
If man was intended for production, not production for 
man; they justIfy Marx's statement: "In its machinery 
system Modem Industry has a productive organism that 
is purely objective, in which the labourer becomes a mere 
appendage to an already existing material condition of 
production." The earlier English factory owners were 
guilty of the systematic exploitation of child -labour. 
Machines were adapted, and the processes of manual labour 
Illmph£ied, to suit the children's powers, and their labour 
was used with entire dlsregard to thell subsequent life. 
The half-timer of to-day, the dofiers in the worsted factory 
who acqUlIe a skill worth 3s. 6d. a. week and Iea.m 
nothing more, the cotton-piecers who by no possibility caD 

all of them become spinners; the youths who work light 
automatics in machine shops and earn a good wage for a 
youth, without having the chance of fitting themselves fOl 

earning a good wage for a man ; the whole crowd of " Blind 
Alley" occupations which the Poor Law Commission in 
1909, and Karl Marx in 1867, showed to be an integral part 
of the modem industrial system, are only the most striking 
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example of this use of human beings as " means II of pro
duction without reference to their right to consideration 
as "ends." The latter instance has attracted attention 
because the industrial use of children and adolescents 
often makes them industrially useless when they become 
adults. But the detailed specialisation of labourers must 
always hamper the all-round development of the faculties, 
which was the Pagan ideal of manhood and is not incon
sistent with the Christian ideal. Speciahsation of labour 
and monotony of work make for economio efficiency, but 
are not therefore wholly good; by themselves they tend 
to produce lop-sided development in the man; and the 
social system which aocepts the increase of wealth due to 
the monotony of work, without devotmg some of it to 
counteracting the effects of that monotony outside work. JIJ 

forgetting the end for which wealth is produced. 
This tendenoy of the wvision of labour to degrade or 

hamper the development of large masses of workers is not 
noticed, because the increased wealth due to it neutralises 
many of .its ill effects. But the tendency is there, and, if 
anything, is increasing in strength. The actual processes 
in which the detail labourers are engaged are perhaps 
calling for a higher type of machine-tender, and the ex
ploitation of child-labour is diminishing i but the manual 
labourer is getting less if anything of the organising work 
in industry, the work of direction, which requires initiative 
and develops character. The specialisation of the work of 
direction, of organisation, of initiative in the hands of a 
small proportion of the whole number of people" engaged" 
in industry, is perhaps the greatest eVll of the modem 
industrial organisation. It removes from the work of the 
great majority of people the educational element, the 
element that develops the highest faculties and character 
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The mediaeval craftsman, hke the working farmer to-day, 
was constantly making choIce between alternatives and 
exercismg hIS judgment and irutiatlve; and exercise develops 
will and judgment. Not only were the processes of manu
facture not reduced to routine, but each man had the 
conduct of the business SIde of his work himself. He waa 
hIS own master, self-controlled; he dealt drrectly with the 
market, and though the market was a httle local market, 
a simple thing compared with the market of to-day, it dId 
take a man outside his workshop and gave him some prac
tice in the dIfficult art of adjustmg social relations. ) 

The great mass of workers to-day are not self-controlled; 
they are cogs in a machine controlled by others, and their 
efficiency depends less on their imbative and adaptability 
than on mechanical regularity of work. They have no 
part in the organisation of the workshop; they have no 
part in the orgamsation of trr.des which is done in the 
market. Thell work is routine-requiring often a very 
hIgh degree of speciahsed skill, but still routme; and 
routine is not educational. It bD.s initiatIve and. stupefies 
character. The grading of work, the pOBBibility of keepmg 
your ablest men cOIlStantly occupied on the most dIfficult 
work, wluch is always pointed out as one of the chief 
econOmIes of the dIvision of labour, tends to be realised. 
The great organiser has concentrated in his charge all the 
work of orgamsation and direction which an industrial unit, 
includmg hundreds of workers, requires; and If he has the 
work the ()thers cannot have it. He does it far better than 
smaller men would do it; but the fact that he does it and 
they do not makes him bigger still and them smaller still. 
What originahty they are capable of is never developed. 
while his organising faculties are developed to their highest 
pitch. The work of organisation, direction, initiative, tenw. 
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to be specialised, hke any process of material manu
facture. The economic result is more effiCIent orgawsatlOn 
and direction, and an increasing rate of technical progress; 
the social result is that the mass of adults ha.ve their chIef 
educational element taken out of their work; and since their 
work occupies the greater part of their working hves, and 
has the first claim on their facultIes, the loss is meparable 

Probably this concentration of responsIble work in the 
hands of a sma.ll class, the great majority of workers being 
specialised to automatic, non-responSlble work, is the chief 
expla.nation of the most remarkable social phenomenon 
of the time. In some Western countries with democratic 
franchises one-tenth of the people own nine-tenths of the 
wealth. A considerable proportion of the voters are con
stantly on the verge of destitution, while a sma.ll minority 
flaunt in their faces the most extravagant luxury. How is 
it that the populace does not use its political power to 
remove such inequalities t What is it prevents the social 
revolution 1 It is not a scientific understanding of the 
reasons of these inequalities, or any doubt as to the possi
bilities of reorganising industry without th'3m, for no 
study is so negiected in Grea.t Britain as the scientific study 
of economic organisation. The 6xpianatlOn is largely 
habit, the inertia of uneducated masses, the fatalism that 
is almost inevitable after ten hours a day, five and a half 
days a week, and fifty weeks a year of monotonous toil in a 
factory. But another explanation is that the people who 
sufier most under the present industrial system have the 
habit of initiative rigorously ground out of them by the 
system. If they have ideas of something better they have 
no experience of putting ideas into efiect. They are 
revolutionary and Utopian when what is wanted is the 
practical experience of the business man. They are so in 
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the habit of being told what to do that they do nothing 
when 'they have only themselves to tell them to do It. Of 
course there are mdIVlduals who retain their inItiative and 
capaCIty for direction III spite of the mechanical natura of 
thelI work, but thcy--even If theIr capaCIty does not hft 
them out of their class-are nelple~s SI} long as the mass of 
thelI fellows succumb to the mechamcal nature of theIr 
work. In Marx's words, " the separation of the intellectual 
powers of productIOn from the manual labour, and the ' 
converSIOn of these powers into the mIght of capltal OV6I 

labour, is... finally completed by modern industry 
erected on the foundation of machinery." 

The indIVIdual labourer suffers in another way. By 
being forced to speCIahse, he is forced to mcnr the risks of 
speClahsatlOn. The highly speciahsed workman is m the 
same positlOn as the capitahst who has invested h18 capltal 
in highly speciahsed machmery. HIS skIn has only a' 
li1lllted field of employment, and loses its value outside 
that field. Hence he may be forced to accept terms whICh 
are below the market price for that standard of energy 
and knowl~gc, the only alternatIve bemg to gIve up his 
special skill and seek employment in Itno(,her trade. The 
fact that there was a dearth of coal-hewers would not aSSIst 
the artisan in an overcrowded trade to protect his standard 
of hie. Further, the artisan WIth a hIghly speCIalIsed skIU 
has a commodity to sell which may have a monopoly value 
one year and have lost its value the next owing to some 
inventIon. The owner of machinery provides against a 
similar event by writlllg off so much of the value of his , 
machinery annually; the owner of skill should perhaps do 
the same, but the wages are rareJy big enough to encourage 
such rigorous account-keeping; and the possibilIty which 
technical science contmually offers the employer of dIs-
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pensing with certain classes of skill by introducing new 
proP£sses seriously weakens the bargammg pOSitIOn of the 
workman and increases ills dependence on the employer. 
The egregIOUS Dr. Ure's descnptIOn of the self-acting mule. 
" a. CIeatlOn destmed to restore order among the industrlo\18 
classes," and the inference he draws, "when capital enhsts 
sCIence into her servrco, the refractory hand of labour WIll 
always be taught dOCIlIty," are very significant. 

The extreme speciahsation of modern industry UI not 
WIthOut its dIsadvantages from tbe point of View of pro
ductiVity. Whtle It increases the efficiency of the labourer 
for particular tasks, it hmlts hiS scope, lessening his adapta
bility and capaCIty for undertaking novel work. And the 
technique of industry changes rapidly. "We do not to-day 
want men who are ' all round' at building manne-engines 
-we do need men who are ' all round' mecharucal engmeers 
-men who can apply the principles of their craft to any 
form of machinery that may be called for," Sir Christopher 
Furniss told the Poor Law Commission. "If [the boy's) 
training is sa~rtficed to the demand for a very hrrnted and 
highly specialised shll in the management of one kmd of 
machme or m one operation, the factory may benefit at 
the moment, but Will suffer later on m haVlng too few 
thoroughly trained men to draw upon when condttions 
change, as they must do in any progressive industry" 
(Professor Barr). Engmeertng employers who complain 
that they cannot get men capable of anything but a smgle 
job have themselves to blame. The speCIalIsation of 
labour that pays the indtVldual employer may be an 
economy in production for whtch socIety has to pay III the 
long run. The rate at which technique improves is hIDIted 
by the capacity of labour to work the new methods. 

This raises the questIOn whether the use of machinery 
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may not make special skill unnecessary and ultimately 
restrict the wVIsion of labour. No generahsation is pOSSIble. 
Machinery has undoubtedly superseded and is superseding .. 
" craftsmanship" ill all staple manufactures. That is the 
first effect of mech'anical invention; the machine takes 
over the work formerly performed by the specialised 
manual skill of the labourer and makes the labourer a 
machine-feeder. But there is another effect. When the 
machine-feeder's work is purely mechanical the machine 
can take it also over; and the labourer's work, instead 
of being the mechamcal "feeding," becomes the more 
comphcated task of "setting up" the machine. Where 
women and young persons are employed power machinery 
has reduced the demand for skill; but in the greater 
industries employmg adult male labour, while a lower 
grade of manual skill is reqwred, a higher level of genera! 
intelligence is required. Machines become more intrIcate 
and delicate, and alter more rapidly; their charge cannot 
be entrusted to men who have not both manual dextenty 
of a varied kind and an intelligent comprehension of the 
principle of the machine. Progressive employers who are 
constantly experimenting with new processes and methods 
may take trouble to train versatile aild intelligent work
men. But a large output can usually be secured on con
servative lines by the extreme specialisation of labour; 
and that specialisatIon makes against versatility and in
telligence. To secure the plentiful supply of veraatile and 
intelligent workmen that is essential if technical progress 
is not to be hampered, a system of technical education is 
needed for the rank and file as well as for the future leaden 
of industry which shall not be mere instruction in trades, 
but a hberaI education in the sciences underlying technology, 
and this the best technical schools are trying to give. 



CHAPTER In 

1'BE ORGANISATION OF PRODUCTION 

I 

The Co-ordination of Specialists 

WE have seen that specialisation is the principle on which 
the whole modem organisation of industry is based; let 
us see where it has led us. The man who wants a slurt no 
longer makes cloth and from the cloth makes a shirt. He 
buys the shirt, and the shirt is made by the combined 
labour of some hundreds of specialIsed workers scattered 
all over the world. Every worker who takes part in the 
making of the shirt is specialised; by himself he can do 
little or nothing, his labour is useful only when combined 
with the labour of other men equally specialised and there-J 
fore by themselves equally useless. Every machine that is 
used is of service only because it is co-operating with the 
right kind of labour and with other machines. Every firm 
is specialised; it makes nothir..g by itself. merely contribut
ing its part to the whole process of making the shirt. What 
is called in ordinary conversation .. the manufacture of 
shirts" is only the completion of a long process which 
began when the sheep was sheared that supplied the wool, 
or shall we say when the sheep was bred! E\"8l'}' industry 
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is specialised, and many mdustries contnbute to the making 
of one shirt; It IS only by the co-operatlon of the sheep
farmmg, spmnmg, weavmg, finishing, clothing, machinery. 
coal, transport, and many other trades that the modem 
shlrt manages to get itself made. Thus speciahsatlOn has 
brought us to a condition m willch labourers are helpless 
by themselves, machmes are useless by themselves, firms 
make only a fraction of an article, and industnes can do J 

their work only by co-operating With other mdustries. 
How is all this co-operation brought about t How are all 
the speClahsts hnked up into an organisation that can tum 
out sillrts at ten silllhngs each ¥ 

The speClahsts themselves are seldom conscious of this 
co-operation; they do not do theIr work because others 
are dependent on it, but because they are paid to do It 
TheIr combmation IS at first sight not the combination of 
a good football team, but the combination of a mob, or 
of the separate particles of water that combine under the 
compulsIon of external force to form a stream. Nor is this 
co-operation organised by any central authority. Such an 
arrangement might have been pOSSIble in a City-State or an 
isolated kingdom, and the State at some penods in the past 
has attempted to control the dIrection of productive effort. 
But even m the time of the Gilds and under the Mercantile 
System, the movements and organisation of industry were 
the result of spontaneous arrangements between indiVIduals, 
regulated perhaps, but not dictated by the State. And 
tiHlay the industry of different countries is so intimately 
bound together m world-markets that there is no central 
authol'ity far-reachmg enough in its scope to undertake 
the direction and control of such extensive co-operatlon. 

How then is this co-operation secured, It is secured by 
a mrther application of the principle of specialisatlOn itself. 
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by the existence of a class whose work it is to organise this 
co-operation. Side by side with the growth of speciahsa
tion in the processes of production, there has grown up a 
class of men whose busmess it is to link these speciahsts 
together and to make a. working organisation of them. 
These organisers of modem industry correspond roughly 
With the class we in England call" busmess men." The 
specialised labourers are collected and supphed with the 
necessary tools, machines, and material by one set of 
organisers; to supply exactly the right kind and amount 
of labour with exactly the right kmds and amount of 
capital, and to keep them working steadily and harmoni
ously without waste of material, time, or energy, is a work 
requiring special knowledge and technical skill, and society 
relies on its .. captains of industry" to supply this know
Jedge and skill. What; the head of the firm does along with 
other work, the foreman, the shop-manager, works-manager, 
general manager do as their special work j they organise 
industry, they decide what shall be the exact division of 
labour, they decide in what form of tools and machines the 
capital of society shall be applied to industry-important 
work, even though the majority of them are content to 
copy their neighbours and follow a. traditional routine. 

11 

TIuJ Functions of the lC Middleman" 

But what of the specialised firm and the specialised 
trade' The division of labour has created gulfs not only 
betwef".Il worker and worker, but between firm and firm and 
trade and trade. Who organises firms and trades into the 
great productive mechanism that delivered to us our ten· 
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lhilling shirt made of Australian wool and American cotton 
with Keighley machinery in a Rochdale mill I This work 
is done chiefly by the head of the fum again. In a large 
fum parts of it will be delegated to salaried servants, but 
for the general supervision of it the head of the fum is 
responsible. He buys the raw material, thus bridging the 
gulf which the diviSIOn of labour has created between, say, 
the firms that weave flannel and the firms that spin yarn 
or import wool. He is responsible for the miU's equipment, 
thus bridging tha.t other gulf bctwtleD the firms that make 
machinery and the firms that use it. But there is another 
class of organisers who do this work of linking together 
speciahsed firms and industries-the merchant or middle
man class In the Yorkshire worsted industry the manufac
turer usually buys his yarn dIrect from the spinner; but 
half the worsted yarn produced in YorkshIre is woven 
abroad, and the foreign manufacturers do not buy direct 
from the spinner, they buy from yarn merchants. Between 
every two stages in the productive process of any great 
manufacture will be found the merchant or middleman, 
acting as a bridge over the gulf: cloth is bought by talloIII 
from merchants who bought it from manufactureIII; yarn 
is bought by manufacturers from merchants who bought it 
from spinners; wool tops are bought by spinners from 
merchants who bought the wool from other merchants, 
who bought it from the wool grower. It is by this middle
man class that co-operation between widely separated firms 
is organised; without it our shirt would never have found 
its way half round the world and all through the West 
Riding from the sheep's back to ours. 

Popular opinion makes a sharp distinction between 
manufacturer and merchant, recognising the organising 
work of the former but not of the latter; but the distinc-
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tion does not correspond With any profound wstinction 01 
function. The special functions of the two are rarely quite 
separated in actual business; both are organisers, and in 
the real sense producers. The manufacturer buys raw 
materials, labour, capital equipment, and sells articles in a 
condition to be used either 8S raw material by another 
industry or as finished goods by the consumer. The mer
chant burs co.mmodities in a condition to be used, and sells 
them where they are wanted; without his collecting and 
distributing work the commow.ties would not be completely 
II produced," since they would not be in the places where 
they can be used. The division of labour between .. manu
facturer" and 10 merchant" is convenient. The £rat 
business of the manufacturer is to manufacture, which he 
does by organising the co-operation of specialised workers, 
machines. and departments. But his business cannot be 
carried on unless there is a working connexion between it 
and the businesses which supply it with its equipment 
and raw material: and its work is useless unless there is a 
working connexion with the trades or consumers who take 
its product. The establishment of this working connexion 

.j is the middleman's special work. It may be done by the 
manufacturer; some of it always is ; but in most large 
trades there is a specialist, a merchant, to do it. 

Every trade has to buy from other trades, and has to sen 
its products. This buying and selling is inseparable from 
specialised production. As the organising work within the 
manufacture becomes more complicated, it tends to be done 
by a whole-time specialist. And similarly, as the connexioI12 
between trades become more complicated, the work of 
maintaining these connexions in a state of efficiency tends 
to become the exclusive work of a specialist. The two 
specialists may be in the same firm; the tendency is perhapl. 
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for both pieces of work to be entrusted to salaried officials 
of the same fum But the independent merchant---&mply 
because he specialises in the needs of a whole trade and not 
In those of a smgle fum-can usually offer facilities whIch 
make It " pay" firms to deal With him. Thus he wgant8e8 
the co-operation of speclalised firms and trades, in the same 
way as the works-manager orgaruses the work of speciahsed 
workers and machmes. This is obVIOUS where the processes 
of manufacture are carned on largely on COmmISSIOn. The 
merchant in tills case bears the same relation to the com
IDlSSlon comber, spinner, manufacturer, and dyer and 
firusher, as the general manager of a steel works does to the 
furnace, foundry, roIImg mills, machine shop and fitting 
shops, or as the manager of a weaVIng estabhshment does 
to the warpers, winders, twisters and weavers, tuners, etc. 

The merchant and the shopkeeper are called " middle
men," however, not because they stand between fum and 
fum, between trade and trade, and connect them, but 
because they stand between "producer" and consumer. 
We often bear them a grudge for standIng there, and are 
reluctant to recognise that they perform any useful functIOn 
in return for the profits they obtain. Commerce and 
exchange are thought to be "unproductive," because 
thIngs do not alter their form by being exchanged. Such 
a view is based on a misunderstandIng of the process of 
production. The obvious question wruch it suggests is, 
Why does exchange go on ~ Unless the parties to the 
exchange are both better off by it, why do both agree to It ! 
The objection ignores the obvious fact that the same thing 
may have dIfferent degrees of usefulness for dIfferent 
persons and at different places and at dIfferent times. 
Bananas are more useful to Englishmen than to West 
IndIans because West Indi3J'ls have more than thfly can 
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possibly dIgest, and anyone who brings bananas from the 
West IndIes to England is adding to the sum total of 
satisfaction in the world; ice is more capable of satisfying 
wants in hot countries than in the arctic regions, in summer 
than in winter, and it does not make the slightest dIfference 
to the amount of satisfaction obtained from the use of ice 
in a hot summer whether the ice is imported from the 
arctic regions or saved in an ice cellar or manufactured. 

The middleman stands between producer and consumer, 
but not to obstruct; if his profits are a toll, it is a toll 
levied not at a toll-bar on an othetwlBe open road, but a 
toll for the use of a very necessary bndge. It would be. 
impossible for the consumer as a rule to order directly 
from the innumerable producers who co-operate in the 
production of the simplest article; it would be extremely 
difficult for the producers always to find the person who 
wants theu produc~ven if any producer could per
form the impossible task of identifying on the finished 
article his particular contribution to its making. The 
middleman helps both; for the producer he finds a market, ' 
for the consumer he finds out what he wants and gets it 
for him. Just as the suburban green-grocer calls round 
on his customers for orders, so the middleman finds out 
what things are wanted and where they are wanted, and 
collects them with a view to satisfying these wants. If the 
shopkeeper's customers had to go direct for everything they 
wanted they would never get half their wants satisfied; so 
the shopkeeper collects and stocks all the kind of things 
that they want and lets them have them at the time and 
in the form and amounts in which they want them. Of 
course the middleman does not passively wait for the 
consumer to say what he wants; the consumer is usually 
a person of sluggish intellect who does not know what he 
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wants, and the Dllddleman can to some extent control the 
consumer's wants, by advertlSlng or other ways of pushing 
sales; but his power in this dIrection is hmited, and he 
could not carry on his business permanently by supplying 
customers With things which they do not want. In effect 
the Dllddleman, whether merchant or shopkeeper, goes 
into the world of busmess and says to the producer, "Tell 
me what you produce and I will find you the man that wants 
it "; to the consumer, "Tell me what you want and I 
will get It for you." He saves both producer and consumer 
trouble; IDs profits are the charge he makes. 

The merchant arose before the "captain of industry." 
Trade grew up before the dIvision of labour had been carried 
far enough to require the organisation of factories or work
shops; for different regions have dIfferent capacities, and 
by exchanging their products all benefit. WIth the growth 
of modem industry, however, the middleman's work haa 
become vastly more important. Buying in the cheapest 
market and sellmg in the dearest, he is performing an im
portant part in the organisation of industry. A thing is dear 
where it is wanted, It is cheap where it can be produced 
easily; the middleman therefore encourages production where 
production is cheap and dlscourages it where it is expensive, 
and at the same time drrects goods from the places where 
they are wanted less to the places where they are wanted 
more. Commerce equalises the supply of goods in the 
dIfferent part.s of the world; a farthing a yard on the price 
of cloth will divert an order from one country to another, 
a halfpenny on the bushel of wheat from one continent to 
another. The localisation of industry is largely the result 
of the action of middlemen, and their function is a necessary 
function in an industrial organisation which enables the 
oonsumer to have delivered at his door the products of 
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every country, obtained where they are produced most 
cheaply. 

III 

Methods of Appointing the Organiser8 oj Production 

The organiser then, whether manufacturer or merchant, 
is the pivot of the modem industrlal organisation. On 
the efficiency with which he organises the co-operatlon of 
specialists the e:IIectiveness of their work depends. On him 
the consumor depends for getting what he wants and not 
lome make-shift. Specialisation is the principle on which 
all increase in productive power depends--speciahsation is 
e:IIective only when the specialists co-operate, and wlth 
every increase in the degree of specialisation the work of 
organising the co-operation becomes more important and 
more dIfficult. 

It is of the utmost importance, therefore, to the 
material well-being of society that the right men occupy 
this position. If they do not, there will be waste j in
efficiency there neutralises the efficiency of scores or 
hundreds and even thousands of specialised workers, just 
as an incompetent general can ruin the finest army. In
efficiency in the organiser means that departments are 
held up because other departments are not ready for their 
product; it means that some firms in the trade work over
time, while others are not fully employed; it means that 
articles are prodllced that the consumer does not want and 
will not pay for, while articles he does want are produced 
in insufficient quantities and, consequently, are to be had 
only at a fancy price. The organisers control the capital 
of the country j they decide, guiding themselves of course 
by reference to the demand of consumers, to what purposes 
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It shall be apphed and in what form it sha.ll be applied. 
Want of Judgment on thell' part may reBUlt in the creation 
of forms of capital which are useless-as, for instance, when 
mills are put up to meet a.n increase in demand which never 
comes. Orlgmahty and enterprise on their part, on the 
other hand, Will make production cheaper and cheaper, 
SInce it will ensure the apphcation of capital in those forms 
and at those points where it is most productive. They are 
society's paymasters; to them the consumer hands the 
pnce of the goods which he consumes; they distnbute it 
between the dIfferent classes of workers, capitahsts, and 
land-owners; in a word they employ land, labour, and 
capital; competition between land, labour, and capital 
for the national income takes place through the 
employer, and smce the merchant employs the dIfferent 
employers In the same way as they employ land, labour, 
and capital, the competition between dIfferent trades for 
the national Income takes place through the merchant. 
They" represent," as it were, the consumer In his relatIOns 
With producers. Their Junction, in fact, whether they 
perform it ill or well, is the organisation of production; 
the method of their appointment and payment is a most 
important question in social pohtlCS. 

We have looked at the orga.ruser from the point of view 
of society to find out what is his position in an industry, 
his relation to dIfferent industrial classes, and the selVlce 
he performs; the resultIng picture Ie one which the busIness 
man might not recognise as his own purtrait. This is 
natural, since the View-point of society is different from 
that of any IndIvidual. The business man looks at industry 

I simply as a senes of market transactions; he buys at one , 
I price and sells at another, taking the difference for himself 
or standing the loss if the difference is agamst him. There 
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is no inconsistency between the view he takes of himself 
and the view we have taken of him. Few people would 
recognise their own description by a physiologIst or psy
chologist, but we do not therefore say that the descriptions 
given by physiology and psychology are untrue. At the 
same time it is necessa.ry to guard against a possIble mis
understanding. We have been trying to get at the work 
which the business man performs in the social organisatIOn 
of industry. We have found tha~ the present organisation 
of industry requires a class of orgamsers; we shall find 

'that it requires a class of risk-takers, and we find that the 
work of these classes is being done by the class of business 
men. We have not yet examined the question whether 
the business men, to whom the necessary and important 
work is allotted, do it well or not; and in saying that the 
business men are the organisers and risk-takers of modem 
industry, we are not at all suggesting that the work of 
organisation and risk-taking is done perfectly or even as 
well as it might be. That depends entirely on the efficiency 
of the business men; all that we have done so far is to 
bring out the necessity and importance of this work of 
organisation,lL!ld we have now to enquire how the individuals 
who have the charge of this work come to occupy the posi
tions they do. 

How then are the organisers of industry appointed' 
Some are appointed by the State; the organisers of the 
German railways are so appointed; most of the organisers 
of the tramway, electriCIty, water, and gas services in 
England are so appointed; but such appointments are 
only a small proportion of the total number of organising 
posts in the community. It will be noticed that most of 
the instances of State appointments are in industries the 
services of which are consumed entirely within the area of 
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the particular public authority. If the authority, therefore, 
is a representative body, we may say that these appoint. 
men ts are made by the consumelS. Similarly the organisers 
of the great body of industry under the control of the 
co-operative movement are appointed by the consumers; 
the drrectors of the Co-opetative Wholesale Society are' 
appointed by, and responsible to, the customers of the 
Co-operatIve Wholesale Society; indirectly, therefore, the 
customers control the appointment of the managers of 
separate departments. 

There is another form of "co-operative" effort which 
has attracted an amount of attention out of all proportion 
to its extent and success, i.e. the 8.'lSOciation of producers 
in what are called self-governing workshops or co-operative 
productive workshops. Their history offers a marked 
contrast to the success of the Co-operatlve Store and 
Wholesale movement. In them the organisers are appointed 
by the workers in the industrial unit, and no system of 
appointment has such a record of recurring failure. 
Obviously the discipline and order which modem methods 
of factory production requrre will be hard to secure when 
the manager 18 responsible to, and controlled by, the people 
he manages. During the nineteenth century a new form 
of business unit has grown to importance in the Joint

,Stock Company, a form which we shall consider in detail 
when we are considering the organisation of capital. In its 
essence it is an association of capitalists large and small 
to carry on a business by the employment of paid organisers. 
Here the organisers are appointed by the capitalists; the 
owners of the capital, the shareholders, elect the directors 
who do the chief work of organisin~. They in turn appoint; 
managing directors and general managers who appoint; 
the drlferent subordinate managers. The ultimate control 
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here lies in the hands of the people who supply the capital 
of the business, and this method of business organisation 
is the most significant of the present time for two reasons
first, in it the ownership and the employment of capital 
are separated i secondly, the work of organisation is 
separated from the bearing of risk, the former being 
done by specialised workmen for regular salaries, while the 
latter is undertaken by the shareholders to whom the 
profits go. 

Important, however, as are these methods of appointing 
organisers, and significant as they may be for the future, 
they are none of them the most general method of appoint
ing organisers at the present time. The great majority of 
the organisers in industry to-day simply appoint themselves. 
Sroce the Industrial Revolution the restrictions imposed by 
privileged gilds and corporations, and by the State itself, 
on the choice of occupations and freedom of trade have 
been relaxed, and a system of free enterprise or laissez1aire 
adopted. Laissez1aire is simply a policy of leaving anyone 
free to set up business in any trade which he wishes. The 
State to-daydoes not, except in the case of a few professions, 
such as medicine and the law, prescribe special training for 
any occupation, or reserve by legal restriction the organis· 
ing posts in industry and commerce for any SpeCial class. 
So far as the law of the country is concerned, anyone is at 
liberty to take up any organising work, that is to say~ 
anyone maJ start any business which he thinks will pay. 
In efiect, the commumtyannounces, " If anyone thinks he 
can satisfy any want. let him start a business to do so: 
if he succeeds. he shall have the profits of his enterprise; 
if he fails, he and the people who have dealt with him 
shall bear the loss, for he will become a bankrupt." • 



62 ECONOMICS ClLU'. 

IV 

Merits and Defects of the System of " Free Enterprise" 

ThIs freedom of enterprise is the chIef source of the 
elasticity of the modern productive organIsatIOn. IndI
Viduals, bemg at hberty to avail themselves of any opening 
they can perceive, estabhsh new busmesses or adapt old 
businesses to every new want. The rapidity with which 
new inventIOns hke the motor car and the kinema have 
been taken up and erected into important mdustrIes Within 
the last generation, or the adaptability of the textIle in
dustrIes to changes in fashIon, will serve as illustratIOns of 
thIs elasticity. Freedom of enterprIBB is the cause also of 
the compleXity of the productive orgamsatlOn. The mdI
Vidual organiser, free to seek new markets for products and 
new sources of supply for wants, has spread a network of 
trade conneXions over the whole world. The managers of 
manut>lcturing firms have been free to experiment and 
adopt any methods of orgamsatlOn they found advantageous. 
Men of an organISing tUTll of mmd, who have seen a defect 
or a need in the eXlstmg orgamsation, have been free to 
estabhsh businesses to remove the defect or satisfy the 
need; while the men who have not the capaCltv to orIginate 
have been free to copy. The place of free enterprise in 
the organisation of production can be realised only by 
comparing the present system With the so-called " system 
of monopoly" which preceded It; occupatioIlB were the 
monopoly of gilds and corporatIoIlB which restrIcted 
entrance to them, methods of production were dIctated by 
State or gild officials, and the flow of trade was confined, 
so far as the State could control it, by prohIbitive tarIffs, 
tolls, and export duties to certam selected channels. 
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The principle which the opponents of this old 
.. system of monopoly" sought to incorporate m the 
organisation of society is essential to any satisfactory 
organisation of production-the principle, namely, that 

/production should be responsive to demand, and that 
individual orgarusers should be at hberty to experiment 
with new methods of productIon Without waltmg for 
the authorisation of some Government department. The 
method by which they sought to secure theIr object was 
also sound-the method, namely, of relying on IndIvidual 
initiative and sweeping away all obstacles to its wide
spread exercise. Their reform, however, stopped half-way. 
It was a negative, not a pOSltlve reform. It swept away 
obstacles to individual mitiatlve Without doing much to 
create opportunities of inItiative. A constructIve states
manship, therefore, even if it left the present system un
touched in principle, would seek to supplement the negative 
priVIlege of free enterprise by providing positive facilities 
at the publio expense for research into processes of produc
tion, methods of organisation, and openings for trade, and 
by increasing the educational provjsion which is the chief 
aid to equahtyof opportunity. As things are, the system 
of free enterprise, with the other methods which we dIs
cussed, has removed obstacles to the appointment of the 
most swtable people to the organising posts of industry 
and commerce without making provision to ensure that they 
shall be appointed. 

In spite of this defect, in the districts of Great 
Britain and the United States in which industry is most 
progressive, a majonty probably of the responsible heads 
of firms have risen from the ranks, and a vast majority 
of firms have been founded by men who have risen 
from the ranks. The suitability of the small firm f01 
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the work of pioneering a. new industry or new methods 
has proVIded the poor man of ability with his opportunity 
in some cases, a. boom m a.n establIshed trade in others. 
Latterly the growth of joint-stock enterprise and the 
extension of Sta.te a.nd municipa.l enterprise ha.ve thrown 
open organising posts to men Without capltal. Few people 
would maintam, however, tha.t the best men are in every 
important post, or that there a.re no incompetent men in 
importa.nt positions. In judging the efficiency of the system, 
therefore, we ha.ve to conslder not only the opporturuties 
for the promotion of a.ble men, but a.1so the arrangements 
for removing from positIOns of control incompetent men. 
The arrangement on which the policy of free enterprise 
relies lS failure through competltion, and competition is not 
sufficiently effica.cious. 

A large number of important posts in the organisation 
of industry and commerce are filled by heredItary suc
cession. In the pnvate fum the son can succeed the 
father without any enquiry as to whether he is the fittest 
man for the work; hence large branches of industry are 
controlled by people who are put into their posts Without 
any competltion. Once in, they can be removed only by 
their own resignation or by failure. Through failure, under 
the pressure of competition, the unfit are weeded out, but 
the doubt is suggested whether ba.nkruptcy is not an 
lIDnecessarily expensive method of selection. A whole 
countryside may be ruined, because the son of the man 
who built up the business on which the countryside depends 
was born a fool. This danger is usually averted in their 
own interests by people who inherit businesses which they 
are not competent to manage, by the p!,omotion of sub
ordinates to the position of partners, or by turning the 
business into a limited company. The eliminacion of the 
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unfit organiser by competition takes time, and during the 
interval in which he scrapes along he may do Ll'lfinite harm, 
and at the best will cause great waste. 
/ A second defect in the appointment of the organisers 
is the extent to which class prejudice influences such 
appointments. The extreme case is the appomtment of 
.. guinea-pig" directors who receive the salary, even if 
they are not permitted by thelr colleagues to do the work, 
of organisers of industry. A more common but leas obvious 
evil is the class feeling which makes the middle-class con
trollers of industry unwilling to give working men their 
fair chance. The working man of only average organis
ing ability will probably get few chances of showing he 
possesses it; the working man of exceptional orgamsing 
ability will not be kept back, but he has never so good a 
chance of promotion as the middle-class man of less excep
tional ability. Much organising work, the work of manag
ing and marketing, can be reduced to a routine. Before It 
is reduced to a routine it requires ability of a high order, 
and as such commands high payment. When it has been 
reduced to a routine it does not require exceptional ability, 
but frequentJy secures the same payment through custom. 
and because the middle-class person who usually has it to 
do lives at the same rate and in the same social style as the 
few able men who are capable of work which is not routine. 
This is seen especially in the difference between starting a 
business and running one, between making a fortune and 
keeping it. The exceptional man builds up a business and 
makes a big income out of it: his ordinary son, who could 
never have built up such a business, is capable of runmng 
it, and makes as big an income out of it as his father. Only 
when he is below the average ability and quite unequal to 
the work does he incur failure; that is to say, 80 long as a 

D 



66 ECONOMICS CHAP. 

man is born into the social class which does most of the 
organising work m industry and commerce, and has merely 
the ordmary ablhty needed to maintain a trawtlOnal' 
routine, the struggle for survival need not touch him. 
The owner of a large capital, who manages his business on 
conservative lines and chooses capable subordinates, is in 
no danger of losmg his important posltion. 

Inequahty of wealth is the great cause of inequality of 
fPportunity, since some capltal is essential to starting m 
~usmess. The amount needed on an average is growing 
greater, and the advantages of a large over a small capltal 
are also growing greater. The priVllege which the system 
of laissez-faire allows to every one to enter into competi
tlOn With estabhshed businesses 18 an empty one, unless it 
is accompanied by some means of getting the use of capital. 
The means exist-we shall study them in a chapter on the 
orgarusatlOn of capltal-but they certainly do not make the 
chances equal between middle-class and workmg-class men 
of equal ability. Even in the large Joint-Stock concerns, 
which are opening new avenues of promotion to the poor 
but able man, the unconscious sympathy which middle-cl8.S8 
people have for one another is probably an important I 

influence in determining the exact selection of men for the 
most Important positions. One great advantage which 
America has over ,the"llt?uRtJ;i~· of Europe is that such 
class prejudices h~Vil less in'ltMhc~, apd the career open to 
talent is mor~'of a reality t~an in more conservatlve 
countries. Dr:' Marshall has explamed that the working 
man who practises the vices of a'llliIler, and restricts his 
hie's activiti~ resolutely to the making of money, can 
accumulate a considerab\e ~ <il}p~al i but he must have 
"a long as well as a strongJlfe," and "patience, genius 
and good fortune" if he is to succeed. Given these condi
tions. he may rise enough to enable his children to rise 
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further-if they also possess pa.tience, genius, and good 
fortune. But the recognition of this possibility is not 
inconsistent with acceptmg Marx's generahsatlOn that the 
leadership of industry is an attribute of capital, just as in 
feudal times the functions of general and judge were 
attributes of landed property. 

A class of organisers siIDllar to the business men in the 
present industrial system is necessary in any organisation 
of industry which avails itself of the economies of speciahsa
tion. And in the sphere of organisation we can see the 
same specialising tendencies at work as in the rest of the 
field of industry. The Joint-Stock Company, in which all 
organising work is put into the hands of people who are 
specialised to it and is paid for by salaries, is gaining on 
the private firm, in which the work of organisation and the 
taking of risk are both performed by the owner of the 
capital. The taking of risks can never be quite separated 
from the work of organisation, as will be seen in the next 
chapter; but it is significant that salarIes as a method of 
paying for the work of organisation tend to dIsplace profits. 



CHAPTER IV 

SPECULATION AND INSURANCE 

I 

Production as a whole carried on in Anticipation oJ 
Demand 

IN the last chapter we saw that one part of the organisa
tIOn of production consists in buying things in one place 
and selling them in another. The middlemen or dealers 
who do this act as a connecting lmk between speciahsed 
dIstricts and between specialised trades, and also as a 
connecting link between all kinds of specialised producers 
and the general body of consumers. This description, how
ever, gives only one-half of the work of the dealer; the other 
half consists of the anticipation of demand, and of buymg 
at one time and selling at another. We enter a shop, pay 
ten shillings, and a shirt is given to us. The slurt is the 
product of the labour of hundreds of people, the materials of 
wruch It is made were drawn from two or three contments, 
the machinery required to make it took months to con
struct; yet we get the shirt without waiting. For us to 
get It the shopkeeper must have stocked shIrts, for him to 
do so the wholesaler with whom he deals must have stocked 
sIDrts, for the wholesaler to do so some one must have 
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manufactured shirts, some one have manufactured the 
flannel from whioh they are made and the thread with 
which they are sewn, and further back still,)!ome one must 
have made the machinery WIth whlch all these manu
facturers work. That is to say, in anticipation of our want 
of a shirt, a complex organlsatlon must have been at work 
for months and perhaps years before we announced our 
want. We saw in the last chapter that a special class of 
organisers eXisted to connect the speciahsts up into one pro
ductive machine; we see now that these organisers do this 
work, not in response to our demand, but in antic~pation. of U. 

We bought a woollen shirt; suppose we had wanted a 
cotton one. The retalier would probably have been able 
to supply us. The demand for the different kind of shirts 
is fairly steady, and it is the retalier's business to know 
what to stock. But multiply our case a thousandfold, and 
suppose he has not anticipated our wants so exactly. What 
is the result then 1 First, he has woollen shirts which are 
not wanted, and all the series of people behind the counter, 
who have been contributing to the makmg of his woollen 
shirts, have been making something which, M it happens, 
is not the thing wanted. Secondly, the shopkeeper, being 
unable to sell woollen shirts, orders fewer, and this check to 
the demand for woollen shirts is transmitted right through 
to the people who grow wool and make woollen-working 
machinery. Meanwhlle, we, in our determination to get a 
ootton shirt, leav.e the shop and go elsewhere for it, and the 
shopkeeper telegraphs to his wholesaler for a supply of 
ootton shirts at the same moment as we at another shop 
are asking for a lootton shirt. Imagine a thousand people 
acting as we are aoting. and the people whose business it is 
to supply ootton shirts will get the impression that there 
is going to be an increased demand for cotton shirts and 
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will place their orders accordIngly. Or suppose we were 
attracted by a bnlhant and origmal tie, or a new thing m 
braces, or suddenly remembered that we want a straw hat. 
and, having only ten shillmgs in our pockets, decided that 
the shut could walt; then the trade both m woollen and 
cotton shrrts would be rusappomted, and we should be 
helping a boom m ties, braces, or hats. There are SIIDllar 
possibilities at each stage in the productive process. The 
wholesale merchant buys from the merchant what he 
thmks will be wanted; the merchant stocks or has ordered 
from the manufacturer what he thmks the wholesaler Will 
want; the manufacturer (unless he is working to a mer
chant's orders) is sJ.ID.Jlarly estimating what will be wanted 
and the machme - maker, the labourer, the agricultunst 
sJ.ID.Jlarly direct their efforts to makmg or growing what they 
antiCIpate will be wanted. 

Production is carried on in anticipatlOn of demand. 
This is ineVitable rl we are to avail ourselves of the econo
mies of specialisation, smce specialisatlOn takes hme. When 
we purchased the woollen shirt we were gettmg goods from 
the Australian sheep farmer, from the Amencan cotton 
grower, from a whole host of machine-makers, bwlders, 
transport workers and others, who could not pOSSibly have 
known of our eXIStence nor anticipated for themselves 
what we should want. Again, all the processes of manu
facture must be carried on simultaneously. The growing 
of the wool, the spinning, the weavmg, the shirt-makmg, 
and the distnbutlng by merchants and shopkeepers must 
be going on contmuously and simultaneously, or a large 
number of people and large amount of capital would be 
unemployed. The shirt whIch we bought was perhaps 
begun two years ago, and with every stage in its manu
facture the matenals of which it was made become more 
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and more useless for anything except the one purpose of 
making a woollen shirt. 

Production is carried on ahead Of demand on an 
estimate of It. Working on an estimate necessarIly involves I 
the risk of loss when a wrong estimate has been made, 
and every class in the community has to some extent 
to meet this risk and bear a share of thIs loss. The 
consumer suffers because he does not get what he wants, 
or has to pay a high price for what he wants, the worker 
suffers because hIs specialised skill may suddenly lose its 
value. But the chief risk is borne by the class of organisers 
whom we studied in the last chapter. They take the first 
and chief loss if something is made which turns out not to 
be wanted. This is so because they have paId for the 
makIng of the thing before they could find out that it is 
not wanted; in return, they take the profit if theIr estimate 
of what is wanted turns out to be correct, so that they are 
able to offer the pubho just what it wants and is willmg to 
pay for handsomely. They are the class in industry whose 
bUSIness it is to antIcipate demand, to divine what will be 
wanted and how much of each thing will be wanted, and 
their profits and losses depend as much on the correctness 
of theIr anticipation as they do on the skill with whIch they 
organise speclahsed producers. This side of their work is 
emphasised by the French term for the person who organises 
production, entrepreneu/I', which implies undertaking pro
duction for the market WIth its attendant risks. 

II 

Speculative DeaZing 

There is thus a speculative element in all business, due 
to the fact that it is carried OD ahead of demand OD aD 



'12 ECONOMICS ('IUP. 

estima.te of demand. When, however, we speak of 8pecula
twn, we do not as a rule refer to tlus antaCipation of demand. 
We should not call the action of a retailer in stockmg lua 
shop" speculataon," although there is in it the nsk that 
the pubhc will not want the stock he has selected. By 
" speculation" we mean the kind of busmess carried on by 
the dealer in cotton or wheat, and the word carries with It 
a suggestion of socially harmful action. A study of the 
nature and social effects of this speculation will throw 
light not only on the trades in which it is carried on, but 
on the orgarusa.tion of production as a whole. 

The essence of speculation lies in forecasting price 
movements and then buying or sellmg for a profit. Having 

I made his forecast, the speculator buys if he thinks pncep 
are gomg to rise, sells if he thinks prices are going to fall. 
He looks to the future and works on an estimate; he takes 
the risk of loss if his forecast is wrong in return for the 
chance of gain if his forecast is right. 

To discover the social effect of his action, it is necessary 
to enquire what he bases lua forecast on, or, in other word.€, 
what are the influences that cause price movements. These 
jnfluences are changes in the supply of the commodity he 
is dealing in and changes in the demand for it. He forecasts 
price movements by anticipating what the, changes in the 
supply of the commodity or the demand for it are going 
to be. an increase in the supply or a falling off in the 
demand will cause prices to fall, a shortage in the supply 
or an increase in the demand will cause prices to rise. Hence 
the anxiety With whICh all the influences that can affect 
either the supply of or the demand for any of the staple 
commodities of commerce are watched and reported: 
the prospects of rain in Australia, on which the woo! 
chp so largely depends. frost in the cotton be:t of thll 
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United States, the weather in wheat-growing regions, are all 
under constant observation, and a steady succession of 
estimates of the coming yield in these regions is sent to 
the marketing centres. Slmilarly the demand is watched; 
the prospects of trade in all departments are the daily 
study of thousands. Every daily paper has a consider
able proportion of its space devoted to market reports, 
in which all the information is given which the paper 
can collect bearing on the probable changes in the 
supply of, and the demand for, the chief staples and local 
products. 

Let us suppose that the dealer's forecast is correct. 
Anticipating a shortage with no corresponding falling off 
in demand, he expects 'prices to rise; he therefore buys, 
intending to sell at a profit when the prices have gone up. 
His buying tends to send prices up now, higher prices 11010 

check consumption now. Hence present stocks are not 
exhausted so rapidly; some is saved for future use, and so 

, eases the pressure on the short supply which our speculator 
rightly anticipated; in that way prices are prevented from 
rising 80 high as they would have done but for his action. 
Or suppose he anticipates an increase in supply and a 
consequent faU in prices; he sells forward (i.e. he offers 
goods for future delivery at a price lower than the price at 
which they can be obtained for immewate delivery); his 
selling now tends to bring prices down, the lower prices 
stimulate consumption at once, so that present stocks are 
cleared and are not there to cause a glut when the big 
supply, which the speculator anticipated, comes into the 
market. Similarly, he will buy in anticipation of a rising 
demand, sell in anticipation of a falling demand; his action 
affects prices, so that a 8'Udden change in demand does not 
produce a 8'Udden change in price. It is, of course, the cumu-

D3 
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lative action of a large number of dealers in a seIl8ltive 
market that has tIns eHect. 

Speculation, then, buymg and selling for a profit on a 
forecast, tends, If the forecast is correct, to lessen price 
fluctuatIons, by averagmg supply and demand over a long 
period. The speculator, by varymg prices, stImulates 
and checks consumptIon, always ahead of the change in 
supply or demand. This is a SOCIal servIce, proVlded that 
pnce fluctuatIons are meVltable, smce sharp pnce move
ments mean fortunes for a lucky few, bankruptcy, unem
ployment, and dIstress for the many; the interest of the 
community hes in steady prices. The speculator corresponds 
to the governor on a reciprocating steam-engme. 

It follows that, If the speculator's forecast IS wrong, his 
action will be SOCIally harmful, since It will accentuate 
pnce fluctuatIons. If, for mstance, he sells, thinking that 
prices are going to fall when they are really gomg to rise, 
his selling will for the moment tend to force prices down 
and stimulate consumption, so that when prices do go up 
they will go up higher than they would have done but for 
his action; and vice versa. Hence speculation, if it is to 
perform a SOCIal service, must be confined to 8peciahsts 
who are not hkely to be wrong in their forecasts; the 
outsider coming into any market is a SOCIal nuisance. 
Society is not entllely defenceless against incompetent 
speculators. If the forecast is wrong, the speculator makes 
a loss and sooner or later fails; but so long as he continues 
to operate he IS a dangerous nuisance, and in Ins rum, when 
It comes, he will probably involve others. Dealers, of 
course, do not look at themselves in this way. They 
look at thell business simply as buying at one pnce and 
selling at another. They look at their business from the 
point of view of the mdividual, whlle we are looking at it 
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from the point of view of society. From the points of view 
of both individual and society the speculator's profit IS a 
difference in price; from the social point of VIew, however, 
the important thing is that the speculator's action tends to 
lessen the price fluctuations out of which he makes his profit. I 

Are these price fluctuations then inevitable t It is 
only if they are inevitable that the speculator's action is 
necessary and IDS profits at all justIfiable. In the present 
state of science, and in an organisation of industry that 
avails itself of the productive economies of speCIalisation, 
it must be said that they are ineVItable. They are due to 
two main causes which we will consider separately, fluctua
tion in demand and fluctuation in supply. 

Fluctuation in demand occurs because what people want 
and how much they want is always changing. It changes 
with fashion-the" hobble" skirt almost halved the demand 
for certain important classes of textiles; it changes with the 
weather-a wet summer reduces the demand for muslins, 
silks, and flannels, while it increases the demand for water
proof fabrics; it changes with the general changes in 
prosperity. A war will cause a sudden and enormous 
demand for blankets, khaki, socks. boots, beSIdes arma
ments, a demand which ceases just as suddenly when the 
war ends. Strikes and lock-outs are a similar influence of 
less importance. The demand for one commowty is in
fluenced by its substitutes: when wool is dear, the demand 
for cotton will increase; when cotton is dear, the motive for 
substituting it for more expensive fibres will be weakened. 
Industry cannot wait until demand has expressed itself, 
methods of industry being so round-about and prolonged. 
Production is carried on ahead of demand on an eshmat6 of 
it; some one has to make that estimate; that" some one .. 
is a sPllculator. 
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More important, however, to the speculative dealer are 
fluctuatIOns In supply, and speculation, in the narrow sense 
I)f the word, IS found chiefly m the trade m raw materials , 
such as cotton and wool, and food stuffs such as wheat, 
sugar, coffee, where fluctuatIOns in supply are greatest. 
They are greatest here, because the supply 18 not altogether 
under man's control; man may deCide how much land to 
BOW or plant, the weather will decide what product the land 
will Yield. Moreover, the supply of these commowtIes does 
not come into the market in a regular and even flow; It 
comes in gulps, after the harvest m each producmg region. 
The demand, on the other hand, is continUOUS and fairly , 
regular; for mdustry must be contmuous. Cotton mills 
need cotton every month of the year, although cotton 18 

harvested only two or three months in the year. Simdarly, 
people want food all the year round, even though food is 
bemg harvested In one region durmg only a few weeks In 
each year. These two charactenstIcs of trade in produce, 
the effect of weather and other natural Influences on the 
amount of the supply in any year, and the seasonal or 
irregular nature of the supply as compared With the con
tinuous and regular nature of demand, explain the specula.
tive character of produce-dealmg. 

The Importance of changes ill the supply of, and the 
demand for, commowties is due largely to the fact that they 
are inImewately reflected in pnces; and the prices afiected 
are not merely those of the raw material, but also those of 
all the commodities into which the raw niaterial enters. 
A change in the supply of wool will afiect the values not 
only of stocks of wool, but of tops, yarns, and pieces; a 
frost in Texas will cause an immediate rise in the prices 
asked not only for raw cotton in the Uruted States, but for 
raw cotton in Lancashire and for yarns and pieces. Thus 
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a change in values often occurs between the commencement 
and the completion of a single process of manufacture. A 
spinner may buy tops to spm, and, when lus yarn is com
plete, fbd the value of it enhanced by the fact that wool 
has gone up j a top-maker may buy wool in Sydney at one 
price, and get it to England only to find that some change 
in the conditions of the market has brought pnces in 
England below the level at which he bought in Austraha. 

SpecialisatIon, then, introduces two inevitable nsks into 
production which are absent from the priIDltlve system 
under which each household produces the bulk of its own 
needs. The first is the risk that the estlID&te of the demand 
on which producers have acted will be wrong; the second 
is the risk that some change in supply, occurring after a 
process of production has been begun, will lower prices, so 
that.the value of the product when completed will be less 
than the cost of production. The first nsk arises from the 
fact that specialisation takes time, so that production has 
to be carried on in anticipation of demand; the second 
arises from the fact that industry, to be econoIDlcal, must 
be regular and continuous, wlule the supphes of the most 
Important raw materials are irregular and discontinuous. 
The risks mean occasional loss, the chances of profit are 
presumably equal. If the person who undertakes the risks 
can anticipate correctly the movements of demand and 
supply, he WIll always make profits and no losses. The 
profits of the dealer are the payment society makes for 
the work of anticipating demand and supply. 

It is conceivable, though unhkely, that these two risks 
involved in the organisation of production on a basis of 
specialisation might be ehminated. The risk due to fluctua
tion in demand could be eliminated by carrying on all 
production to order: we should not go to a shop and buy 
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a woollen shirt, we should order it three years before we 
wanted It, m order that the wool producer might increase 
the s\lpply of wool and other producers their facilities 
for handling it. To state thIs alternative is to show its 
inconvenience. The nsk due to fluctuations in supply 
could be overcome by accumulatmg and maintaining a 
reserve or reservOir of produce from wruch to meet and 
regularise natural fluctuatIOns in supply; this method 
was applied by Joseph to meeting the dIfficulties of 
Egypt under Pharaoh. The expendIture involved in 
establIshing such a reservoir, however, and the capital 
tied up m it, would be enormous, making it possibly more 
expensive than the present system, and the existence of 
such a market for their produce might tempt growers to 
produce m excess of sOCiety's normal requirements. 

III 

The use of Contracts to shift Speculallve Risks on to 
the ShoUlders of Dealers 

The nsks and pronts of antiCipatmg supply and demand 
are not taken by all businesses alIke. By the use of c0n

tracts the nsks of incorrec]; antiCipatIOn can be concentrated 
at a few pomts, so that most of the people in an industry 
know nothing about them and are enabled to work as if 
they dId not eXISt. An industry as a whole cannot work 
to order, but any firm in an mdustry and even whole stages 
in it can. By workmg only to contract a large number of 
firms, so to speak, " contract out of " the risk due to pnce 
movements, leaVing other firms to specialise in forecastmg 
these movements, and to bear the nsks attaching to them 
in return for the profits to be obtained by correct anticipa
tion of them. 
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The tailor will keep only a small stock of cloth, but 
a large number of patterns: he will buy the cloth only 
when the customer has chosen his pattern. Manufac.turers 
in the worsted industry complain that merchants try 
to do the same, buying only when they have an order, 
and thus throwing on the manufacturer the burden of 
meeting fluctuations in the demand. The manufacturer 
in some cases, however, never makes for stock; he weaves 
patterns and sends them out, and manufactures pIeces only 
to order. The spinner usually spins only on contract, i.e./ 
the price which he is to receive and the amount he is to 
make are settled before he buys his matenal. But in 
every industry we reach at some point a stage or a group 
of firms which cannot wait for orders and then buy just 
sufficient raw material to meet theIr requirements at a price 
leaving them a profit; .!!!~ cannot, b.ec~~~~they draw their 
material direct from Nature. They have not a continuous 
S1ipplyt~~~;-they have to buy when the harvest 
comes, without waiting for orders. They may buy up in the 
course of two months a year's supply of raw material. 
Again, the manufacturer, having got his order, can cover 
himself against loss due to a rise in the price of yarn 
before he has completed his order, by givmg a contract 
now, while prices are at a level that ensures hIm a profit, for 
all the yarn he Will need; the spinner can cover himself 
against the same risk of loss by giving a contract for his 
material as soon as he has got his order for yarn. But 
again there are firms that cannot cover. In the worsted 
industry the top-maker undertakes to supply tops or wool 
at any time of the year, but he cannot buy at any time; he 
has to buy when the wool comes off the sheep's back, and 
the bulk of the supply is crowded into three months of the 
year. And behind him the farmer cannot wait for orders 
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and hmit Ius productlOn to the amount of IDS orders, smce 
the amount of IDS product depends so ~rgely on the weather. 
By workmg to contract, and covering themselves by giving 
contracts for theIr materIals, these firms that can do 80 

forego the chance of gam from prIce fluctuatIOns in return 
for seCUrIty against loss from price fluctuations. The 
fluctuatlOns remam, the rISks and chances from which they 
contract out are not ehminated What happens IS that the 
risks of loss and the chances of gain are concentrated on the 
shoulders of middlemen-retailers and merchants at one 
end of the productIve process engaged principally in anti
cipating demand, dealers at the other end prIncipally ill 
anticIpating movements of supply. 

Thus the use of contracts enables one of the great draw
backs of speciahsatlOn, namely the risks which it introduces 
into business, to be counteracted by a further application 
10£ the principle of speciahsation, namely, the specialisation 
of dealers to the work of antlclpatmg and bearing those 
risks. Even where a single firm undertakes both the 
orgamsatlOn of the processes of manufacture and the work 
of antlCipatmg and bearing the risks of the market, the 
tendency to-day is for the two pieces of work to be put mto 
different hands. The former is done to an increasmg extent 
by salarIed servants; the latter tenas-more-a.ncrmore to 
b;the speCIal worlC Of theh-;;r of tileIirni:, assisted-by 
o~~ams.-T~-;e~iithen. busmess to 

collect all pOSSible information as to the supply of, and the 
demand for, the goods in which they deal. They acqUIre \ 
a speCIal knowledge of the possibilities of public taste and : 
fasIDon, of the sources of the raw material, of all the special: 
ruks inCIdental to the trade; and they can allow for all the i 
special rISks in quoting a price for goods to be delivered 
SOPle time in the future. They could not give the reasons 
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for their deCiSIons; but thell judgment has the same ground 
of special experience that the skill and judgment of any 
other speclahsed worker possesses. 

They are helped by the orgawsation of trade in markets. 
A market was originally 8. place where buyers and sellers 
could meet. To-day they may still meet in 8. customary 
place, but cheap travelling and cheap communication have 
made the market-place no longer essential to busine8B. 
The trade in every important commowty has 8. whole 
apparatus of aids to right judgment of the chances of the 
trade. The Exchange is the most important of these, 
where is concentrated the latest information as to quantities, 
prices, and sales, and rules are enforced to make business 
as simple and open as it can be made. The trade news
paper, or the busine8B columns in the local newspaper 
where 8. trade is locahsed, give some information. An im
portant part of the work of the Board of Trade and the 
government consular servlce is to keep business men 
posted in the wants and needs of foreign markets. And 
every trade includes in its workIng army 8. corps of scouts 
or skirmishers in the form of agents, travellers, and others 
who are in constant touch with customers, finding out the 
nature and extent of their future demand. What is called 
specially the .. busine8B side" of 8. finn is the machinery 
which society has devised for anticipating demand, since 
specialisation requires productIOn in anticipation of demand. 

A comparison of the chief textile industries will illustrate 
the tendency to specialisation in risk-taking. In the cotton 
industry, which is the most advanced, the degree of specialis
ation is very great; manufacturers and spinners as 8. rule 
work chiefly to order, and contract for their raw material at 
the same time as they take the order for their product; the 
risks due to price-tluctuations are taken almost wholly by 
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dealers in the raw cotton and by piece-merchants. In the 
woollen industry, the least advanced, there is httle speclali
satlOn. It is usual for a fum to undertake all the processes 
of manufacture, and for the manufacturing firm to take the 
nsks of deahng. In the worsted trade, which occupieS an 
intermedIate position between the other two, the nsks are 
faITly WIdely shared, but there is a tendency for them to 
concentrate on lIllddlemen, espeCIally on the top-makers, 
the dealers in the raw material. The top-maker now very 
largely buys dIrect from Austraha. nskmg a fall m values 
wlule the wool is in transit. He buys the rest of his stock 
m large quantities at a hmited number of wool-sales; he 
WIll sell at any tIme. He will contract to supply spmners 
at any time, but he car.not get anyone to contract to supply 
rum. He needs a hIgh degree of technical knowledge to 
deal in the wool, but his profits are chiefly obtamed from 
forecastmg price-movements. 

Now this tendency for speculatlOn to concentrate in the 
hands of dealers ill in accordance with the general tendency 
of econOlIllC development for work. to be specialised; the 
dealers are in constant touch WIth the market at many 
points, and they have no mill to manage. It 18 a desITable 
tendency, smce we have seen it is essential if speculatIon 
is to perform a sOClal service, that it should be well done, 
that the speculator's anticipatlOns should be accurate; 
and this can be secured only by people specialismg in 
speculatIon. Moreover, dIfferent quahtles are needed for 
deahng and for manufacturmg, and the best orgaruser of a 
mill is not necessarily the best judge of price-movements. 
The reason that the tendency is not more general is that 
speculation, when successful, pays. The successful antici
pation of price-movements is the quickest way of making 
a fortune offered by the modern economic organisatIon, 
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and manufacturers are loth to rehnquish the chance of 
such gains, even in return for secunty agamst loss. Hence, 
to take the same example as we took before, in the worsted 
industry only combers and dyers, who work exclusively on 
commissIOn, and cOmIlllssion spinners and commisSIOn 
manufacturers, keep absolutely clear of the speculative 
field; they have their own risks, from trade fluctuatIOns, 
but they are not concerned WIth the gaillB and losses that 
come from price-fluctuations. Spinners and manufacturers, 
who have the capital to do It, although Il8 a rule they work 
to order and contract for theIr raw material, are usually 
open to buy up raw material when It seems cheap, and to 
work for stock when orders are not coming in. Both 
operations are speculative, since prices may change between 
the time when they buy the raw material and the time when 
they have completed their product; If pnces rise they will 
make a profit over and above the normal profit of manu
facture, if prices fall they will make a loss. It is because 
speculatIOn is so much more speciahsed in the cotton trade 
than in the worsted trade that joint-stock companies are so 
much more common in the former than in the latter. 
Joint-stock enterprise, as we shall see in the next chapter, 
is well-adapted to the conduct of the manufacturmg opera
tions of a trade, while the private firm is more suited to 
dealing with its speculative element; in the cotton industry 
manufacturing operations and dealing are kept apart, in 
the worsted industry they are often combined. 

IV 

Terminal Markets for dealing in Futures 

A refinement of speculation, leading to a further con
centration of risk-taking, exists in the terminal markets 
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for dealing in futures, wwch are now found In connexion 
with the trade in many raw materials and food-stuffs. 
Their nature will be understood best perhaps by an account 
of a single one of them. In England you can buy tops for 
future delivery, but you Will have to take delIvery; in 
Roubaix-Tourcorng, the chief French woollen centre, you 
can buy the standard top for dehvery any month up to 
twelve months ahead, and, at any time before delivery 
becomes due, cancel the contract by paying (or receivrng) 
the difference between the price at which you made the 
contract and the price at which the top stands now for 
delivery in the month of the contract. The essentials of 
this organisatIOn for deahng In futures are an official pnce
hst, a class of brokers, and a clearing-house and bank. In 
RoubalX-Tourcoing the hst 18 pubhshed after morning and 
afternoon busmess; it gives the price at which the standard 
top can be bought for delivery any month up to twelve 
months ahead, and is based on information of business done 
wwch 18 supplIed by the brokers. The brokers are bound 
to give thiS lnfonnation; they are not allowed to buy or 
sell on therr own account. The clearing-house With which 
all transactions on the market have to be registered is called 
the Caisse de liquidatIOn et Guarantie, and It controls 
the market by guaranteemg that accounts shall be paid. 
The umt of deahng is the jil~ere or .. lot" of five thousand 
1aIograms. 

Suppose I wish to buy futures. I must act through a 
broker, who finds a broker acting for some one wishing to 
sell; buyer and seller must both through their brokers 
register the transactIon with the Caisse, and must both 
Within twenty-four hours make a deposit With the Caisse 
of 1000 francs per fihere. Then every time the list shows 
a change of five centimes per 1aIo, eIther the buyer or seller 
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must pay in to the Caisse the dIfIerence; if the price has 
gone down, the buyer pays; if it has gone up, the seller 
pays. For example: I buy 5000 kilos for dehvery in 
October at 6'10 francs per kilo, p,nd deposit 1000 francs. 
Suppose the pnce falls to 6'05 francs, I pay in to the Caisse 
the difference (250 francs). The value of the tops to wruch 
I am entitled in October is now only 605 x 5000 francs; I 
have contracted to pay for it 6'10 x 5000 francs; therefore, 
to ensure my ablhty to pay, the Caisse insists on my deposit
ing the difference, The pnce rises to 6 10 agalD, and I with
draw my 250 francs. It rises still further to 6'15, and the 
seller has to deposit 250 francs; he has contracted to dehver 
tops in October in return for a payment of 6'10 francs per 
kilo, he will not be able to get them for less than 6'15 per 
kilo ; he must therefore proVide the dlfference. The result is 
that when October comes there Will be in the Caisse not only 
the original deposit but also an additional deposit, equal to 
the difference between 6'10 francs per kilo (the price at 
which the contract was concluded) and the current {or 
.. spot ") price for the top. 1£ the current price in October 
is higher than 6'10 francs, the seller will hav4 deposited the 
dlfference, and with this depOSit and the 6'10 ~ 5000 francs 
which he will receive from the buyer, he will be able to pay 
the current price for the tops and deliver them. If the 
price is less than 6'10 francs, I, the buyer, shall have de
posited the difference, and having this deposit at my dis
posal shall be able to pay 6'10 x 5000 francs, although the 
tops are not worth that sum at the current price. The 
essential thing in this arrangement is not the original 
deposit (which is merely an addltJOnal security for solvency, 
required on this particular market) but the regular payment 
of " differences" as they occur. On this account, it is the 
exception to take dehvery; nearly always, some time 
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before delivery becomes due, the buyer accepts or pays the 
ilifference due to lum or from him and cancels the contract. 
What the buyer buys IS not So much wool to be dehvered 
In October, as secunty agamst loss from an unfavourable 
movement of pnces between the tIme when he makes hiS 
contract and October; the transactIOn in fact 18 a kmd of 
insurance. Tlus will be clearer If we consider who use the 
termmal market. 

The sellers of futures are usually either importers of 
wool or manufacturers or spmners workmg for stock. Their 
object is to hedge. The importer havmg bought in South 
Amenca, IS anxious to pro~ct lumself against the 1088 he 
would suffer if prices fall wlule the wool 18 in transit more 
than he has allowed for In deciding what price he could pay. 
Re therefore wires to lus representative at home to sell 
futures for the month when hlB wool will have reached 
RoubalX. If the pnces have fallen by the time the wool 
reaches Roubaix, his loss on the sale of it will be balanced 
by a gain on his future transaction, for prices WIll have fallen 
in the futures market as well as "spot" pnces, and the 
person who bought his future will have to pay him the 
ilifference. SimIlarly, a manufacturer workmg to stock 
will sell futures; then if pnces fall to such an extent that 
they do not cover hlB costs and he has to sell his product 
at a loss, he will have hlB futures transactIOn to compensate 
him, since there will have been a corresponding fall in prices 
there, and the buyer of hlB future will have to pay him the 
dIfference. Of course the hedge is not complete, and such 
as It is, it is secured only by sacrificing the chance of a gain 
from prices going up; but where large operations are being 
carried on on a limited capital, the security obtaIned by this 
method will usually lead to its adoption. The buyers of 
futures are merchants and top-makers of different kinds 
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who have contracted to supply wool, tops, or yarn for some 
time ahead. They" cover" themselves by buying futures 
to an equivalent amount and for the same tune ahead as 
their contract. Then if prices nse more than they antici
pated and they have to pay for the wool, tops, or yarn more 
than they will get under their contract, the loss will be 
covered by the profit they will realise on their futures owing 
to the rise in prices. Similarly, spinners and manufacturers 
will sell futures, if they do not Wlsh to give a contract for 
their raw material, and yet wish to cover themselves from 
loss due to a rise in prices. None of these buyers probably 
will take delivery of the tops they have bought when the 
future matures, because the top which the seller can tender 
may not be suited to their purposes i they will simply take 
the difIerence-and it will enable them to purchase without 
loss the exact kind of wool, top, or yarn they want. All 
these buyers and sellers sacrifice a chance of gain to insure 
against a possible loss. 

There is yet another class of buyers and sellers. The 
importers, spinnars, and manufacturers, who avail them
selves of the terminal market to insure themselves against 
loss from price-fluctuations, have not abolished those fluctua
tions i if they do not take the risks, some one else must. 
The most important persons in future dealwgs are thOSfl 
dealers who act as middlemen between the buyers and 
sellers described above. They are always willing to buy 
or to sell, provided they can get their price; hence it is 
they who really fix the prices of futures. They make a 
living solely by forecasting movements of prices, and buying 
or selling to make a profit. Their work is speculation pure 
and simple, since they never use the material in which 
nominally they deal. Their work represents the highest 
degree of specialised risk-taking, and is justifiable, siDce 
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their buying and selling will tend to even price-fluctuations, 
so fa!' as the forecasts en whIch their profits depend are 
accurate. 

Thus a futures market concentrates at one point, almost 
one might say on one price·list, the forecasting of price
movements. It tends to concentrate the work of specula
tion on one class who do nothing else, enabling the manu
facturer, dIstributor, and importer to cover themselves or 
hedge agamst any loss from price - fluctuations. The 
advantages of the institution are obvious; its disadvantages 
are equally obvious. It makes the separation between the 
speculative side and the technical side of dealing so com
plete, that outsiders, who have no technical knowledge of 
the trade and no stake in it, are able to come in and 
speculate. By substituting the payment of "differences" 
for the payment of the full price of the commodity dealt in 
it provides a further encouragement to outsiders to come 
in and gamble, and tempts dealers with small capitals to 
undertake operations that require for safety a larger capital 
than they possess; it is in fact an encouragement to 
gambling. At the same time this economy of capItal is a 
great advantage, since the moving ot cotton for example 
from the United States to Lancashire is such a large opera
tion and crowded into such a short space of time that it 
could hardly be carried out on a basis of full money pay
ments. The existence of the price-list results in II un
official" speculation outside the organised exchange or 
market, out of their control and subject to none of the strict 
regulations imposed by them to prevent gambling. Finally 
it is alleged that organised future dealings, by making the 
market more delicate and sensitive, make disturbance more 
easy and facilitate the artificial price-movements of which 
we have to speak in a moment It must be remembered, 
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'however, that speculation is not confined to futures; it is 
inherent in all trade. The futures market merely con
centrates, and perhaps multIplies it. There is as much 
speculation in the worsted industry in Bradford, whIch will 
have no terminal dealing, as in Roubaix, which has orgarused 
and clung to its "terme" in the face of the persistent 
attacks of other French-woollen centres. 

V 

Illegitimate Speculation 

Having descnbed the nature and effects of speculation 
in general, we are now in a position to dIscuss what kInds of 
speculation are illegitimate. Two prehminary observa
tions may be made. Mere buying and sellmg by people 
who neither produce nor use the matenal dealt in is not 
necessarily illegitimate; as we have seen, the buymg and 
selling of an expert, who accurately forecasts the movement 
of prices, has the effect of lessening the price-fluctuations 
out of which he makes his profit. Secondly, we cannot at 
present look for a canon of legxtimacy to the motive of the 
speculator. He is often neither conscious of, nor interested 
in, the social effects of his action, looking only to his private 
profit; he represents his business to himself as merely 
selling at one price and buying at another, and the margm 
between the two that he aims at can be secured by hurtIng 
as well as by serving society. It is the effects that justify 
or condemn speculation. 

We can begin by declaring illegitimate and wrong any 
speculation by the outsider. Every material dealt in 
requires careful study, and the outsider who has not made 
this careful study is not hkely to estimate accurately the 
force of the different influences affecting its supply and 
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demand. If his anticipations are wrong, his action will 
accentuate instead of lessening price-fluctuations, and may 
upset the calculatIOns of legItimate dealers who have given 
all their time and efforts to studymg the material. The 
outsider then, who comea into any market to speculate, is 
a social nuisance. It should not be necessary to state th18, 
but successful speculation is so profitable that people are 
tempted to Ignore the dictates of common sense. 

The second land of illegitimate speculation that we can 
distmguish is dealing on msuffiCient capital. A dealer 
should. obviously not engage m transactIOns so great that, 
if IDS forecast of prices is wrong, his loss will amount to 
more than IDS capital. If he does, he 18 mlang bankruptcy, 
WIDch will involve others, on the chance of making a fortune; 
if hIS forecast turns out to be correct, he rakes in big profits j 
if it is wrong, he 18 unable to fulfil the obhgations which he 
contracwd, and is not only ruined himself-It is perhaps 
as well that he should be-but involves in his ruin others 
who had relied on IDS contracts. Expecting a fall, he sells 
forward; a rise mstead of a fall in prices takes place, and 
he is unable to dehver the goods which he sold and on which 
his customers are relying. It is this kind of dea.hng on 
insuffiCient capital that is chiefly responsible for the evil 
aSSOCiations of the word" speculation." It is a variety of 
the old game of " heads I win, tails you lose." 

The thlrd, and worst, kind of illegitunate speculation 
COnslBts in producing artmClal price-fluctuatioIll:l. Industry 
as a whole, we have seen, is carried on not in response to 

demand-with the price to be received for the product 
settled before the production is begun-but in anticipation 
of demand, With the price a matter of uncertainty till the 
whole process of production is completed by the transfer 
of the product to the consumer across the shop-counter 
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This fact forces upon industry the need of forecasting the 
movements of prices, in order to prevent an expenditure on 
producing a thing greater than the price wluch the thing 
will fetch when produced. This forecast is made on the 
It.ssumption that prices are the outcome of the interaction 
of supply and demand. It is assumed that a nse in pnce 
lndicates either a coming shortage in supply or an increase 
In demand, a fall in pnce either an increase in supply or a 
falling off in demand: if the assumptIon is not justIfied, 
business becomes the merest guess-work. Pnce is the 
lndicator that business follows. 

Now it is possible to falsify this inwcator, and to pro
d.uce price-movements which are not the outcome of the 
lnteraction ot supply and demand. Tlus is done in 
two ways j first, by spreadIng false reports as to the 
state of supply or, less frequently, of demand; second, 
by buying or selling in direct opposition to one's fore
cast of price-movements in order to accentuate pnce
fluctuations. For example, an operator, or syndicate of 
operators, who believe that prices must go up owing to a 
coming shortage in supply, will spread reports that there is 
going to be a glut or a faJImg off in demand. Tlus will give 
the impression that prices are going to fall. But more 
effective than any report in creating that impreSSIon will 
be their action in the market. By sudden and extensive 
sales forward they will force prices down j other people, 
who would normally have followed the indications of the 
market and bought for a rise, will think that the operators 
are actiJig on private information and will therefore follow 
their example and sell, thus helping to force prices still 
lower. Meanwhile the syndicate will secretly have been 
buying up all they can get; when prices have been forced 
down as far as they are likely to go, they will buy openly 
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also, and perhaps be able to secure a large proportion of the 
entrre supply for months ahead. As a result of the shortage 
whIch they foresaw and which now operates unchecked. 
prices will rise high; as a result of the syndIcate's sudden 
and extenslve buymg they will rise higher than would other
WIse have been the case, and the syn.Wcate's profits Wlll 
conslst, not merely of the margm between the price rulmg 
when they foresaw the commg shortage and the price rulmg 
when that shortage began to be felt, but of the much wlder 
margin between the level to which they artlfiClally depressed 
prices and the level to whiCh they artmcially raised them. 
Such actlOn is easlest m a terminal market where the 
operators will not have to pay the full price of purchases or 
deliver the goods when they sell, and lts posslbility 18 a 
strong argument against making speculation too easy j it 
is posslble, however, and it is done in ordmary commerce 
where there are no terminal deahngs. Morally the actlOn 
of falsrlying the indIcator wmch busmess follows 18 preClsely 
the same in kind as the action of the wrecker who falsifies 
coast-lights to mislead smps; It is infinitely worse in 
degree. 

The last kind of speculation, which would seem to be 
illegitlIDate, 18 speculation that cannot have the effect, wmch 
legItlmate speculation has, of adjustmg supply to demand. 
On the produce exchanges supply, we saw, is not a fixed 
amount, but a flow that varies in volume; by r&lsmg and 
lowering prices speculators check and encourage consump
tion, and in that way secure that supply shall be " averaged " 
from one period to the next, with the result that pnce
fluctuations are lessened. This action is necessary. only 
because the supply is an irregular flow; if the supply were a 
fixed amount, there would be no need, and th('refore no 
social justificatlon, for speculation. The latter would seem 
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to be "ue case in two important fields of speculative dealing, 
namely, Stock Exchange Securities and Land. Of course 
the floating of new companies and the issue of new shares 
to meet what is thought to be an unsa.tisfied need in industry 
involves risk, the same risk as attaches to startmg any new 
business; since new businesses must be started, and the 
risk is inevitable, the bearing of this nsk is also mevitable, 
and a socialservice, and the profit obtamed m the subsequent 
sale of these shares represents a payment for something 
done. But the Stock Exchange eXlBts to facilitate, not 
the starting of new companies, but the buying and selling 
of shares in established companies, and what service to 
society is performed by the man who buys shares at one 
price and sells them at a. higher price a httle later it is 
difficult to see. Dealing with shares has no influence in 
adjusting supply to demand, because the supply of shares 
of any company is a foud amount, not an irregular flow. 
Land is similar j so far as dealing with land can be separ
ated from the work of developing areas, which without that 
development would remain unused, land comes into the 
same category as shares. Its supply cannot be affected by 
changes in its price, seeing that it is not a. How, but an 
amount more or less fixed by nature. A mIddleman may 
perform a. service by bringing together buyers and sellers 
who otherwise might have had difficulty in finding each 
other; but speculation in land, the buymg up of land in 
anticipation of a rise in its value, is of no service to society. 
This has been recognised in the United Kingdom by the 
imposition of special taxation on profits made from the sale 
of land; the Chancellor of the Exchequer who imposed it 
might very well consider the desirabllity of imposing a. 
similar tax on the" unearned increment" of Stock Exchange 
SecuritIes. 
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A word may be permitted on the attitude of the State 
towards speculatIon on produce exchanges. LegIslation 18 

of httle use as a. check on illegItImate speculatIOn, since it 
would be so dIfficult to deVIse a. check on illegitImate 
speculatIOn whIch would not act equally on the SOCIally 
necessary speculation of legItImate deahng. The most 
practical check on illegItimate deahng lies m the dIffusion 
of a. feehng that tho practIces descnbed above are dis. 
honourable, and the men who practise them dIShonoured. 
And the chief aId to estabhshmg such a. feehng is a clear 
understandIng of what kinds of speculatIOn are necessary 
and legItimate, and what kinds are socially harmful. The 
State can help also by mcreasing the amount of informatIon 
available for formmg a Judgment of available and future 
supphes-mternatIOnal actIOn may be necessary to secure 
thIs end-and by making all busmess transactIOns as open 
and public as pOSSIble. SpeculatIOn on the Stock Exchange 
on the other hand could easily be stopped by any govern
ment that wanted to stop it. 

VI 

Insurance and other Methods oj Meeting Ruk8 

Another method ,that society has evolved of meeting 
risks and mmmnsmg the inconvenience of unexpected 
happenings is the method of insurance. Whenever a nsk 
is regular enough for the loss to be calculated, where the 
loss is hkely or certain to come at some tIme or other, It 
can be dIBtnbuted over a number of years in the form of a 
small regular payment, and can be charged on the cost of 
productIon. It is known for instance how often on an 
average a mill is burnt down. Usually the loss involved 
would ruin the business; but actuaries can calculate how 
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much must be set aside each year to meet such a loss; and 
when spread over a number of years the loss is not crushing. 
By this method of averaging risks over a number of 'Years 
an individual can provide against ruin from the greatest 
disaster. But he would find it very expensive, and most 
risks are insured co-operatively; a large number of indi
viduals contribute to a single fund from which all can be 
indemnified in case of loss. Where a large number of 
individuals pool their risks in this way (by taking out 
policies with the same insurance company) the contnbution 
which each need make towards the insurance fund is much 
smaller than it would be if they prOVIded against the risks 
separately: for the chances that a number of firms will, 
say, all have their mills burnt down is much smaller than 
the chance that one will. Insurance is sometimes com
pared with gambling: it is, in fact, the very reverse. The 
gambler converts a certainty into an uncertainty-the 
certainty that he has his money, into the uncertainty 
whether he will have more or less in the future. The 
insurer converts an uncertainty that he will be able to meet 
his obligations in the event of a possible misfortune into 
the certainty that he will. But while we can insure against 
loss by Burglary, Bursting Boiler. Accident to Person. 
Property and Plate Glass. DIseases (specified or unspecified). 
Forged Transfer. Violation of Trust, as well as Fire, Death. 
and the necessity of compensating an injured employee, the 
chief risks of business are not capable of actuarial calcula
tion, and have to be met by the specialised instinct of the 
business man. 

The desire to abolish risk, to remove the uncertainty of 
getting a supply of materials at a uniform price, and the 
uncertainty of getting a market for products at a remunera
tive price. is the motive of some very important tendencies 
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in business organisatIon. Firms engaged in manufacturing 
are reaching forward to the consumer, and backward to 
thell raw material. The big steel firms have acqUIred 'their 
own iron deposits and their own coal- pits. In thlB way 
they safeguard themselves from disadvantageous fluctua
tions in the price of their raw material. Clothing and boot
manufacturers are opening thell own retail shopl!; by so 
domg they get into wrect contact WIth the consumers of 
their products and hope to anticipate their demands more 
accurately. Probably the deslle to " steady" busmes8, to 
prevent the recurrence of slump and boom, of under
productIOn and the feverish effort to take every advantage 
of an increase in demand, 18 a chief motive in those com
binatIOns of competmg firms whlch are the most stnking 
feature of recent mdustrial hlBtory. A combination may 
secure a monopoly, but Without securing monopoly, it can 
benefit Its members greatly by letting them know definitely 
how much is bemg put on the market. Nothing is so 
disturbmg to the busmess man's calculations as an un
expected "dumping" of goods on the market by a com
petitor. That can be stopped, if all the competitors com
bine to regulate the output of the whole trade. 

One other conSideration must be mentioned before we 
leave this subject. Much business is routine. Our demand 
for the most important commowtIes--a8 dlstmct from the 
supply of produce-is stable, and can be easuy anticipated. 
Where it 18 unstable, where It is hkely to be influenced by 
fashion or whim, we are very willmg to be led; and the 
people who lead us are the people who have to antICipate 
our wants. Even when we refuse to be led, when our 
probable demand is most incalculable, the task of antici
patmg it does not fall on every one in the trades that supply 
our wants. In each trade a few big firms, a few promment 
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personalities, lead; the estimation of future demand IS the 
work of & few people; the great bulk of business men are 
content to follow theIr lead. The bIg fortunes of trade are 
made by leaders, the men who foresee what is going to be 
wanted, and have it ready when it is wanted. But a large 
number of little fortunes can be made by their less enter
prising and less far-seeIng followers who settle in the trade 
when they have opened it up, who content themselves WIth 
supplying, at & moderate profit, the things which are always 
wanted, and wanted in about the same quantIties. 



CHAPTER V 

CAl'ITAL AND ITS ORGANISATION 

1 

Functions of Capital in Modern Industry and Commerce 

IT should be obvious by this time that a society that avails 
itself of the economies of the dIvislOn of labour m1l8t have 
" somethmg in hand" ; It must have some store of saved-up 
wealth which it can use to aid it in further productlOn. 
Wealth saved up and used for this purpose is called capital. 
Any wealth may be used as capital, provided it fulfils this 
condition-that it is used, not by the final consumer, but by 
some producer to aId rum m hIS productive work. Capital 
has three chief functlOns in an economic organisation hke 
the present one--(l) in the form of tools, instruments, 
~, plant," it makes man's labour on Nature infinitely more 
-productIve than it otherwise could be; (2) in the form of 
stocks of goods, articles ready for consumption in ware-
houses and shops, materials awa~mg manufacture, and 80 

on, it enables us to adopt the roundabou~ and very pro
ductive methods of production to which specialisation leads ; 
if society was living from hand to mouth and had no savings, 
110 store of wealth to aId It in further production, every 
member of society would have to occupy his whole time 
in rugging and hunting for bare food; and (3) in the sa.me 

98 
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form it enables us to take risks-to produce in anticipa
tion of demand instead of waiting for orders, to experiment 
with new processes, new materials, new markets, whenever 
we think there is a chance of our gaining by taking the 
risk. 

Such are the uses of capital to society; to the individual 
business-man its services are even more obvious. The 
manufacturer must have his factory, his machines, lus 
power-plant; these are all so much ~E!.~al. He must 
have constantly a large supply of raw and partly manu
factured material, which brings him nothmg in until it is 
finished and sold. He needs some capital to meet the 
fluctuations of his business; normally he may meet the 
expenses of his present manufacture with the proceeds of 
the sale of past manufacture, but the reteipts may lag a 
httle while the expenses continue and he must have some
thing in hand, some workin.8:~ital, to cover this margin. 
Similarly the middleman must carry some stock; his 
business is to have things where and when they are wanted; 
he must therefore stock them in anticipation of demand; 
the retailer's stock corresponds to the manufacturer's plant. 
In wholesale trade, stock is less important than formerly i 
the telegraph. the telephone, and the railway make it less 
necessary. The merchant undertakes to supply his cus
tomers with anything in Ius hne that they want. Though 
he has undertaken to supply it he has probably not got it i 
the modem merchant does not buy and then sell, he more 
frequently sells and then buys. He docs not buy things on 
the chance of selling them, he likes to be sure of his market 
before he commits himself to any buying. His specialised 
knowledge consists in knowing where things are wanted, and 
where they can be got, in foreseeing how much will be wanted 
and how far the supply will go. Thus he is constantly 
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undertalong to supply goods and then covermg himself by 
buymg; his constant endeavour is to be fully covered 
without haVIng overbought. So long as he IS qwte success
ful in tills endeavour, he uses hiS capital for such purposes 
as giVIng credit to customers while he has paid cash, meetmg 
bad debts, and talong advantage of any offers of goods so 
cheap that they are worth talong, even though he may not 
at the moment know of any market for them. But he 
cannot be sure of bemg able to cover himself immediately. 
He may make a contract to supply goods at a certam pnce 
and then, owmg to some change in the conwtions of the 
market, be unable to buy them except at a illgher price. 
As we have seen, It is his busmess to take such nsks. He 
reheves hiS customers of some of the trouble of watchmg 
the market, he ~ves them their matenals at a steaWer price, 
and m return he makes them pay illm rather more than he, 
speClahsmg in watcillng the market, can, as a rule and on 
the whole, get them for. Obviously, however, these nsks 
can be taken only by a man with some capital. 

Granted, then, the importance of capital, the questions. 
anse: Who contrels tills capital t What security, If any, 
have we that it IS in the hands of the people who can use it 
most effectively t What organIsatIOn exists for collecting It 
and putting it at the dJsposal of the organisers of industry 
and commerce t So essential is capital to modem bUSiness 
that these questions really amount to the same thing as an 
enquiry into the wfferent types of business organisation, 
the wfferent legal forms a firm may take-an enquiry we 
have already begun in considering how the organisers of 
modem industry are appointed. 
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II 

Oonditions Requlsite for the Accumulation of Oarntal 

There is only one way in which either SOCIety or mdi
viduals can accumulate capital, that IS, by consumIng less 
than they produce. A modern SOCIety, If It IS in a healthy 
econOmIC condItion, lIves well within Its income; conse
quently it starts each new year WIth a bIgger supply of tools, 
machmes, materIals, and wealth ready for consumptIon 
than it dId the prevIOUS year. But there is nothmg meVIt
able or automatic about this accumulatIOn of wealth. 
Many individuals and most governments lIve beyond theIr 
income; governments are partICularly bad offenders, for, 
being unable to resist the temptation to indulge m wars 
which they cannot really afford, they are contmually throw
ing theIr liablhty in the form of natIOnal debts on to future 
generations; and society only keeps up and adds to Its' 
supply of capital because the indIVIdual members of It, on 
the whole, spend less than they get. 

What are the condItions under which we may expect 
individuals to save, so that capital accumulates! The 
first and essentIal condition is securIty of property. It IS 
not intended by this to suggest that the e:£lsttng nghts of 
property must necessarIly be mamtained. The" nghts of 
property" may vary from country to country and from 
time to time, but at any given time and country there must 
be securIty, or capital WIll not accumulate; just as the 
worker WIll be an mdIfferent producer If employment 18 

irregular and wages are uncertain. If the government 
cannot mamtain law and order, or 1f its officers use their 
pOSItion to abuse mstead of protecting its subjects, if the 
unfortunate producer 18 never certain how much of his 
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product he will be able or permitted to retain, then the 
producer will produce httle, and will take steps to secure 
for his own use all that he does produce, by co~uming it 
all immediately. 

The second condition is that the person who saves 
should have opportunities of usmg h18 savings re
muneratively; trus was shown by the new openings for 
investment proVlded by the mechanical inventions of the 
Industrial Revolution, and by the institutIon of banks and 
joint-stock companies, which all stimulated the accumula
tion of capItal. There are cases, of cours", where foresight 
and Imagmation are so highly developed that the owner 
of wealth is indifferent whether he gets t.he use of it now or 
in the future; in such cases saving is easy, and will go on 
almost irrespectIve of the rate of interest. But most people 
find it difficult to save; the enjoyments that can be secured 
]>y spending attract, and they forget the future. Com
munities and classes differ in this respect as well as indi
viduals. It takes time for a habit of saving in a community 
to be developed. The traditional savage-happy man
does not worry about the future, and will not usually forgo 
a present satisfactlOn though he mIght gain thereby a much 
greater sat18faction in the future; the French peasant, on 
the other hand, sometimes thmks so much of providmg for 
his old age that he starves himself in youth and middle age. 

In the twentieth century a new consideration has to be 
added; wealth in the richest countries is so unevenly dis
tributed, so much of it is concentrated in the hands of a few, 
that sometImes these few find it easier to save part of thei! 
income than to spend it all. The greatest fortunes are often 
made by men of uneducated tastes, who accumulate wealth, 
not for the sake of the wealth, but because their abihtieslie 
in the direction of accumulating wealth; they are ambitlOld 
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only to be successful, and among their associates success is 
measured solely by the accumulatIon of wealth. They do 
not know how to use the wealth they have accumulated; 
they never realise that it needs as much ability, though of 
a d,dlerent kind, to spend money well as to make iii; and 
having provided for themselves necessities and luxuries in 
excess of the most vulgar standards of ostentation, perhaps 
endowed a rehgious denomination or founded a. university. 
they still have some of their income left and can only add 
it to their already burdensome capital. Saving with them 
is not" abstinence," but self-indulgence. Such persons 
are fortunately few, but as society gets richer, saving 
becomes possible for a larger number of people, and saving 
in larger amounts; the accumulation of capItal, unless 
interrupted by war, revolution, or misgovernment, proceeds 
like a snowba.ll 

III 

Different Types oj Organisalt{jn Jor applying Oapital 

A society's capital, however accumulated, cannot be usee 
to the best advantage unless there are some means of getting 
it into the hands of the people who have organising ability. 
How far do such means exist in England to-day' So long 
as industry was simple, so long as the tools of manufacturE 
cost no more than their user could earn in a. few weeks, n~ 
special social machinery was needed for this purpose. ThE 
man who had the ability to run a. business could usually bE 
relied on to save for hi.Insruf all the capital he needed. Thif 
oldest of all methods of finding capital is still the mosi 
important. More businesses to-day are established b, 
men who have saved enough to set up for themselves thaJI 
by any other means. Most of these businesses are sma.ll, 
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but some of them serve as steppmg-stones to somethmg 
bigger. As we have seen, there are still many fieldsm which 
large-scale enterprIse has no overwhelmrng advantage over 
small. In retail trade, merchantmg, and m some branches 
of the bwldmg trade, for example, It IS possIble for a man 
who possesses enterprIse and saVlDg hablts--rather a rare 
combmatlOn-to set up wIthout aId from other people's 
capItal. Even m manufacturmg, wherever it is possible 
to rent room and power, the maJorIty of firms are often 
firms of thIS sImple type. A man wIth organismg ablhty 
and enterprISe, havmg set up for hImself, can attract atten
tIon and find "backers." If the "backer" decIdes to 
come mto the firm as a partner, he may brmg experience 
and ablhty mto It as well as capItal; more usually the man 
of ability but no capItal gets his opporturuty by bemg taken 
into partnership by hIS employer. Thus the partnershIp 
form removes many of the weaknesses of the prIvate firm. 
It mtroduces new blood and prOVIdes more capital; and it 
dIVIdes the work of management, whIch mrght in time be 
too much for a smgle man, Without dIVldmg responslblhty. 

The great strength of the pnvate firm 18 th18 Union of 
interest and responsIbIlity. The persons who have every
thmg to gam or lose by the management of the busmess 
have that management entIrely in theIr own hands. Their 

I self-mterest IS an automatIc check on waste and inefficiency. 
Moreover, centrahsed control saves a great deal of routine _ 
and red tape, and makes the busmess more mobIle, qUicker 
to act than any busmess managed by a commrttee. Hence 
It is the more smtable form of business for any enterpnse 
m which nsk-taking 18 an Important element. The head of 
a pnvate firm is hkely to be more enterprising than the 
manager of a joint-stock company, because m case of_ 
farlure he is answerable only to himself, and in case of 
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success he takes the whole profit; Juhus Caesar was always 
willing to risk everything on a. pItched battle, because he 
was fighting for his own hand, whIle Pompey, WIth the 
Senatorial party dependent on him and "adVlSmg" him, 
dare take no risks; the head of a business in a speculatIve 
trade requires very much the same quahtles as a general. 

Yet industry and commerce could never have reached 
their present scale if individual action had been the only 
means of assemblmg and mobIhsing capItal. Some 
businesses, such as 'raIlways and the supply of water, involve 
so large a capital outlay, and reqUIre the investor to wait so 
long for hIs return, that they would hardly attract indi
viduals acting alone, even if individuals could find the 
necessary capItal. Such undertakIngs can best be made by 
a number of people contrIbutmg each a part of the whole 
capital, in other words by a joint-stock company. In other
businesses, such as banking and insurance, pubhcIty, reputa
tion, and size are great aids to success, and a great jom1;
stock company possesses these; longevity is another great 
aid, and a. company can outhve any indiVIdual, it need not 
be dependent on anyone person and need not end WIth 
anyone person's death. Having arisen to meet the case of 
enterprises for which it has peculiar advantages, the deVIce 
of joint-stock enterprise has been apphed contmually to 
new fields of business, and new advantages have been dIs
covered in it. ThIS progress has been especially rapid since 
the principle of limited liabIhty was made the basis of 
company law in 1862. So long as the shareholders in a. 
joint-stock company were regarded by the law as partners 
merely, jointly and severally hable to the full extent of their 

• whole resources to meet the debts of the company, thIS form 
of business could advance but httle. The device of limiting 

, liability removed the obstacle; by complying with certain. 
E2 
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rules allY company can become a limited liability company, 
i.e. the habihty of each shareholder to meet the debts oj 
the company IS hmlted to the amount of his share; if he 
holds only one one-pound share and the company is unable 
to meet its credItors' claims on it, he is hable to lose his 
pound, but the creditors can claim nothing more from 
him. 

The nature of a hmlted liability joint-stock company is 
exactly descnbed by ItS name. The basis is a .. joint 
stock," the capital of the company being supplied by a 
number of people who hold .. shares." Usually there are 
two or three classes of shares. The" Ordinary" shares carry 
with them the control of the business, their holders take the 
profits and bear the losses j the" Debenture" shares are 
loans of capital made to the company, on the security of 
the company's property (which can be seized if interest is 
not paid), receiving a fixed rate of interest which must be 
paid before any profits are declared, and carrying with them 
no share in the government of the company j debenture
holders are creditors of the company, ordmary shareholders 
proprietors. " Preference" shares are an intermediate 
class, on which is paid not a rate of interest fluctuating with 
the earnings of the company, but a fixed rate. If the com
pany does well, they receive no more than the :fixed rate ; 
if it does badly, the ClalID of the preference shares ranks 
after the claim of debentures, and must be satisfied before 
any interest may be paid on the ordlDary shares. In case 
of liquidation too preference shares usually give a prior 
claim on the assets of the firm. Preference shares are 
either "cumulative," in which case any deficit in one year's 
interest on them must be paid Ollt of succeeding year'8 
revenue before dividends are paid on ordinary shares; or 
.. non-cumulative," in which case the preference share-
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holders' preferential claim applies to each year separately 
and is not carried forward from one year to another. 

The company form makes possible the raising of capital 
for the very biggest enterprise. It enables the holder of small 
savings. who does not wish to use them in business himselt, 
and who is not in close enough touch with business to entrust 
them to any private fum, to invest his savmgs remunera
tively. It is equalJy useful to the holder of big savings, 
since it enables him to dIstribute his capital among many 
enterprises (and countries), and sd avoid the risk of carrying 
all his eggs in one basket. Smce shares in joint-stock 
companies are usually saleable, the investor can realise his 
property in a business without breakIng the fum up; if 
he were a partner in a private fum and wished to withdraw 
his capital, either he must find some other capitalist to take 
his place in the business by buying his share, or he must 
risk breaking up the fum, since it might be unable to con· 
tinue without his capital. The joint-stock company pro
vides another opening for men with organiSIng ability but 
no capital. As the amount of capital reqUIred to start in 
business increases, this alternative opening becomes more 
and more important; by no means, however, does It provide 

, the career open to talent, which the efficient organisation 
of industry, no less than justice, requires. "Influence" 
and nepotism are by no means confined to private fums; 
it is a great advantage to anyone employed in the higher 
branches of the railway service to be the son of a railway 
director. It is hard, however, to see how mere organisation 
can overcome this evil; in the most democratic of countries 
we find that lucrative and influential posts in the govern
ment service are filled almost exclusively from the so-called 
upper and middle classes; democracy is a spirit, not a 
piece of governmental or economic machinery. 
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The JOInt-stock company has its weaknesses as well as 
its advantages. It faclhtates "absentee" capitalism. a 
much greater eVlI than absentee landlordism. The share
holders of a company may profit by Imquitous conditions 
of labour or the explOltatlOn of defenceless natives Without 
even suspectIng their own responslblhty; their Ignorance 
does not excuse them, but a system that permIts Ignorance 
IS a drrect discouragement to honourable deahng between 
operative and employer. From the POInt of Vlew of pro
ductive effiCiency also the JOInt-stock system is defective. 
The management of a bUSIness by its owner provides an 
automatic check on meffiCiency and waste InSide the bUSIness. 
since the owner-manager bears all loss; the JOInt-stock 
system removes thiS automatic check. The ownership and 
control of capital are separated; the owner takes the profits 
and the controller only hIS salary. Attempts are being 
made to overcome thiS defect by gIVIng managers a bonus 
on profits; but it IS difficult to restore that Incentive to 
enterpnse, that Wllhngness to act in Spite of the Ilsk of 
failure when the chances of success are great, whICh the 
ownership of hiS bUSIness gIves a man. The manager of a 
company may be qUIte satISfied Within himself that a certaIn 
course of action would pay, and yet be unable to explaIn 
or justify hiS behef before a cOIDIDlttee of drrectors. It 
may be a case of "scrapping" good machInery on a big 
scale, or mstltutIng a new and expensive process, or payIng 
an unusually large salary to secure an unusually able sub
ordmate, or changing the drrectlOn of the company's alms 
to a new class of goods, reqUlIlng expensive additions to 
and adaptatIOns of machinery, or to a new market, req=g 
a big expenditure on advertiSIng and agents; to the 
manager, With rus VlVld perception of the future advantages 
of the action, the present cost may seem almost neghgIble, 
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to the dIrectors and shareholders the present cost-and 
present loss of dividends-may seem so great that they 
prefer to get a new manager. AgaInst thIS we must set the 
dependence of the pnvate firm on one or two indIViduals; 
how often can one see a great firm, built up by the abihty 
of a father, go down under the incompetent management of 
his sons or grandsons. A private firm, hke an autocracy, 
IS an efficient form of organisation so long as ItS head 
is capable; the joint-stock company, the co-operatIve 
society, and the mUnICIpal undertakmg probably get in the 
long run as good or a better average of ability. 

It should be remembered that the convenience of limIted 
liability is so great that many businesses wruch are really 
pnvate firms, controlled and owned by one man or a single 
family, have adopted the legal form of a hmited hability 
company. Another use of the joint-stock company is to 
enable an indiVidual or family to increase its capItal without 
relinquishing its autocratic control of the business. There are 
many large busmesses, the shares of which are very largely 
in the hands of one man or one family; all that that man 
or family has done has been to admit the public into the 
business in the capacity of sleeping partner in order to get 
additional capital. This can be done most easily if the 
famIly or indIvidual on floating the business keep in their 
hands all the ordinary shares, letting the public take 
debentures. Or, again, a public company may get into the 
hands of a narrow circle of capitalists who have purchased 
a. majority of the shares. 

The other important organisations of capital or types of 
business we can deal Wlth more briefly because they are 
described elsewhere in this book. In the co-operative under
taking capital is supplied by the consumers wno receive 
the profits, not in proportion to their holding of shares, 
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like the shareholders of an ordinary company, but in pro
portion to their purchases. The great advantage of the 
system is the stability given to the trade of the firm by the 
wVldend on purchases. State and municipal enterprise 
are sunilar. A municipal tramway undertaking is a joint
stock company in which the risks are borne, the manage
ment appointed, and the profits taken, by the ratepayerB 
instead of by ordinary shareholders, while the capital 
embodied in the plant is supphed by private investors, who 
receIve a fixed rate of interest secured on the revenues of 
the municipahty, and are therefore very much in the Bame 
position as the debenture-holders of an ordinary joint-stock 
company. The details of organisation and management in 
a municipal undertaking and in a joint-stock company are 
much the same; the check on inefficiency is wfIerent; in 
the one case society relies on the shareholders and directors 
to use their power to alter the management a8 soon as 
inefficient management diminishes their profits, in the other 
case the ratepayers have the management in their own 
hands and are relied on to check inefficiency in their own 
interests as both users and owners. The great WfIerence 
between them, however, is a Bocial or political, not an 
economic one; the former is immediately under popular 
control through the machinery of representative govern
ment, the latter is not. 

Adam SIDlth has a suggestive section on the limits of 
joint-stock enterprise (Bk. v. ch. i.). 

The only trades which it 888mB possible for a joint-stock 
company to carry on successfully, without an exclusive priVIlege. 
are those of which all the operations are capable of being reduced 
to what is called a routine, or to such uniformity of method &I 

adnuts of httle or no variation. Of this kind is, first, the 
banking trade; secondly, the trade of insurance from fire, and 
from sea risk and capture in time of war. tlurdly, the trade of 
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making and maintaining a navigable cut or canal; and, fourthiy, 
the similar trade of bringing water for the supply of a great city. 

The subsequent development of joint-stock enr.erprise does 
,)lot prove his principle to be unsound; it does show that 
he unduly limited the number of cases it would cover. 
The great successes of joint-stock enterprise have been in 
the field of large scale enterprise. Now large scale enter
prise can be conducted successfully in the long run only if 
it reduces much of its practice to routine. Therefore to 
Adam Smith's instances we must add not only newer means 
of transport and newer developments of insurance and 
banking, but a great deal of manufacturing. Where, as 
we have suggested, a private business has a great advantage 
over both joint-stock company and municipal enterprise 
is in taking the risks of a quickly moving market. Rail
ways, insuran~e companies, tramways, water, gas, and 
electricity supplies, are not only capable of being reduced 
to routine i they are capable of being reduced to routine 
just because they require no special marketing skill, because 
they are httle troubled by foreign competition, fluctuating 
supplies of raw materials, the incursion of new firms 
into the market, and the fluctuations in demand due 
to changes in fashion and similar incalculable causes. 
Where, again, as it is so largely in the cotton industry, risk
taking is separated from the organisation of manufacture, 
the latter becomes a suitable field for joint-stock enterprise. 
It should be added that a great deal of routine work, small 
shopkeeping and farming, will never be taken over by joint
stock enterprise because the business is not worth the 
trouble and expense of forming and registering a company. 
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IV 

The Market for Capital 

Is there a market for capItal 1 A business requires 
capItal to start It; and It reqUITes frequent loans of capital 
to help It carry through its commerCial transactions, and 
enable It to expand. For the latter purpose there 18 a highly, 
organISed market, the so-called" Money Market" j con
SIderatIOn of thIs must be postponed untIl we examme our 
monetary and credit system at length; for the former and 
more important purpose there 18 no defirure market, but 
the begmrungs of an organised market are to be seen in the 
methods of raISmg capItal to start a new business. The 
commonest way of collectmg the capital needed for a jomt
stock enterprISe IS by advertisement, and bt the cllculation 
of a statement of the objects and needs of the company, 
called a prospectus. There is also a hIghly speCialised class 
of " dealers" m capital, usually called" finanCiers," who 
have capital of their own and also control a great deal of 
other people's capital, and can therefore ensure the sub
scnptIOn of suffiCient capItal to start a promismg enterpnse, 
can m a word "float" a business. SmIilarly, SOliCItors, 
stockbrokers, and others, help to direct the flow of capital 
into the channel where It will give the best return. Invest
ment and trust companies afford perhaps the nearest 
approach to an organISed market for capItal j they under
take to invest thell capItal for peopie who feel they have 
not suffiCIent knowledge to do It for themselves. Insurance 
companies accumulate enormous funds which are available 
for safe investments. And wherever an industry is strongly 
localised, its prospects and possibilities, and the prospects 
and pOSSIbilitIes of firms and individuals in it, are probably 
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sufficiently well known to make unnecessary any In<1re 
special devices for bringIng together the man wlth capital 
to lnvest and the man who can use capltal. 

The Stock Exchange is sometimes spoken of as a " market 
for capital." That it is not; the capital of a company has 
already been found and applied to the company's objects 
before its stock or shares appear in the Stock Exchange 
lists. The Stock Exchange is a market for the shares of 
companies that exist; it facilitates the transference, not of 
capital from one industry to another, but of shares of eXlst
ing businesses from one owner to another. Indirectly, 
however, it is the means of guiding new capital into the 
industries in which it is most needed. By making shares 
readily saleable, it encourages investment; and by register
ing the changes in value of shares in existing companies, it 
indicates where new capital is needed; tf railway stock 
rises in value on the Stock Exchange, people with disposable 
capital are inclined to put it into new railways; if cycle 
shares have fallen more than shares in other industries, 
investors are warned not to put any more capital into the 
cycle industry. 



CHAPTER VI 

COMPETITION AND ASSOCIATION 

I 

The Pervasive Influence of Competiti<m 

LET us take our stand at the outfitter's counter once more. 
We hesitate whether to buy a. woollen or a cotton shirt; 
we might buy eIther, we shall not buy both. That means 
that the woollen industry competes with the cotton industry 
for our custom. We decided to buy a. woollen shirt, and 
gave ten shillings for it. We could have got a oheap cotton 
shirt for 2s. 6d., and with the other 7s. 6d. bought two 
more oopies of this book to present to friends. That 
means that the book trade competes with the woollen 
trade for our oustom. Or we might have spent the 78. 6d. 
on seats at a theatre; the theatrical trade then also com
petes with the woollen trade. The inoomes even of the 
riohest are hmited; we have to choose between the dUIerent 
things that are offered to us for purohase; therefore the 
trades supplymg these thmgs are oompeting for our custom. 

However, we spent our ten shillings on a. woollen shirt. 
The outfitter at whose oounter we stand is not the omy 
man in the town who sells woollen shirts; we might have 
gone to other shops; there is competiti<m then among 
drapers for that portion of our inoome which we spend 
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Lpon woollen shirts. The draper who ,upplied us got 
he shirt from a wholesale warehouseman: he might have 
;ot it from some other warehouseman; that is to say, 
vholesale warehousemen compete for the custom of our 
lraper. The warehouseman bought his shirts from a 
hirt-maker i there are many firms of shirt-makers, and 
hey all compete for the warehouseman's custom. The 
hirt-maker bought the Hannel, of which the shirt is made, 
rom a manufacturer i he probably does not buy all the 
lannel he uses from the same manufacturer, and Hannel 
Danufacturers compete for his custom. Similarly many 
pinners competed for the manufacturer's custom, many 
vool dealers or growers for the spinner's custom. At every 
tage in the progress of the wool from raw wool to finished 
hirt there was competition for custom. Possibly two or 
hree stages in the process of manufacture were under 
,he same management; perhaps the manufacturer spun 
Us own yarn, or the shirt-maker retailed his shirts to the 
)ublio direct. But such "integration" only shuts out 
:ompetition at one or two stages, it does not shut it out 
~ll along the line. A firm that controlled every process 
'rom the growing of the wool to the retailing of the shirt 
~ould still have to compete with other retailers. A trust 
.hat had control of the entire supply of some one article 
lI'ould have to meet the competition of substitutes and 
)ther commodities. In the unlikely case of a trust getting 
)ontrol of the entire supply of woollen shirts and putting 
~p their price, we should buy cotton shirts; in the im· 
~OBsible case of a trust getting control of the supply ot 
lhirts of all kinds, we could still wear knitted underwear. 

We saw, however, that the woollen industry does not 
work in isolation. All the firms through whose hancb 
the future shirt has passed on its way to the outfitter'! 
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counter employ some transport agencies. UsuaLy they 
have a choIce of transport agencIes; that is to say, the 
various transport agencies compete for theIr custom. 
PossIbly two or three railways competed for the privilege 
of carrying the wool from the port to the spinner; or if 
there was no competitIOn among railways, the railways 
had to face the pOSSible competItIOn of canal and motor
waggon. Most of the firms used some machinery, many 
machine - makers competed for theIr custom. They all 
used some sort of premIses; many builders had competed 
for their custom when the premISes were bwlt. We need 
go no further back; only remembering that steel of which 
mstruments are made, and coal from wruch power IS obtamed, 
are needed all along the Ime, and are to be obtained from 
more than one source. 

One further step and thIS piece ot our analysIS IS firuahed. 
At every stage in the making and movmg of the shIrt, I 
the three agents of productIon-land, labour and capital
were used. Hence at every stage there were land-owners, 
capitahsts and workers competmg for employment. Each 
class competed With the other classes; the manufacturer, 
for instance, might heSitate between capital in the form 
of labour-saving machmery and labour, between capital 
m the form of more perfect machmery and the products of 
land in the form of better raw material. And the members 
of each class compete With one another; land-owners 
offer competmg Sites, labourers offer theu labour, and 
:apitalists theu capItal against one another. ' 

Thus at every stage in the making of the shirt and all 
'f!.long the lme there is competilwn fur custom, competing 
pffers to supply. The buyer has a choice. The induce
ments which the sellers ofl.er to the buyers to give them 
custom vary. The n1418t obvious is to offer the same article 
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at a lower price than competitors; but that is not the 
only inducement. The seller may offer a better article 
at the same price; or he may ofier the same artIcle in a 
more attractive wrapper; or he may advertise his a~icle 
arurso create in the buyer's mInd; without the buyer 
being conscious of it, an opinion that his article is a superIOr 
articlE!; or he may employ a persuasIve agent, or a traveller 
who is a Free Mason or a Local Preacher and therefore 
acceptable to buyers who are also Masons or Local Preachers; 
or he may ofier some brand or patent or speClahty which 
certain users insist on having. There are many ways In 

which sellers seek to induce buyers to prefer their goods 
to those of other sellers. They may even make no attempt 
at all, and leave the buyers to decide without any induce
ment; but so long as the buyers have a choice, what the 
economist means by "competition" exists; the buyer 
~Qt restricted to one source of supply. -

Competition wor}{lfalso-theOUler way. Just as there 
is competition to sell, so there is usually competition to 
buy; competition to buy is just as general as competItion 
to sell. We are not the only people who want shIrts, aud, 
if we will not pay the outfitter's price, he will keep his 
shirt for some other customer. Our outfitter IS not the 
only man who wants shirts to stock his shop, and he has 
to compete WIth other retailers for the stocks of the whole
salers. SiIDllarly the warehousemen are dependent on the 
shirt-makers, who can play ofi one warehouseman agaInSt 
another. Tho shirt-makers compete .with one another for 
the manufacturer's stock of flannel. The manufacturer 
competes with othllr manufacturers for yarn; the spinners 
compete among themselves for wool. All the firms engaged 
in manufacture compete with one another for the necessary 
machines, and the machine-makers with one another for 
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rupplies of steel. All of them are competing for the use 
of trausport agencies and for coal. And every firm wants 
labour, wants capital, and wants land; and since the 
supplies of labour, capital, and land are limited, there is 
competition to buy them. 

Thus, to generahse from our humble example, a society 
which employs the division of labour is a competitive 
society, using "competition" in the broadest poBBible 
sense without any suggestion of good or evil. Throughout 
industry we See on the one hand competition among sellers 
for custom, and on the other hand competition among 
buyers for goods and services. 

The competition of buyers tends to keep prices up, the 
competition of sellers to send them down. Normally the 
pressure of competition among sellers is stronger than that 
among buyers. The seller has his article to sell, and must 
get tid of it; the buyer is not yet committed. to anything
he may decide to buy a substitute or devote his money to 
some other object altogether. But all alike are subject 
to some preBBure of competition-none can afford to forget 
that he is not alone. The seller must remeJllber that if 

I he will not sell, his customer can go elsewhere; the buyer, 
I that if he will not pay the price, there are others who may. 

Even where a single proceBB, or the supply of BOme material, 
or even anentire trade, may be monopolised, the monopolist 
would not have freed himself from all preBBure of competi. 
tion. He would still have to compete with other trades 
for labour and materials, with other goods for the custom 
of the public. Even the different departments of the 
same public authority compete, for example the gas com
mittee and electriCIty committee of the same municipality. 
Competition in the present economic system is like a head 
of water i we can bwld our weirs and embankments and 
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they will give us a re!lpite ~om its pressure, but Its force 
has not been abolished. 

II 

Oonflicting and Oommon Interests arising from Oompetition 

What effect has this pressure of competition on the rela
tions of the firms and individuals that make up the business 
community 1 We can usually trace the effect of any 
continuous pressure in the structure of a. body; we can 
do so in this case in the structure of economic society. 
Competition 'ves rise to a series of conflict!!!K.j!!terests 
an a series of common interests among individual firms. 
Trie coIiftICting-mwests' Tead-them to stand --alone,' the 
common interests lead them to associate. Thus, according 
as we look at it from the point of view of the conflIcting 
or the common interests, we shall see society as an assembly 
of competing or an assembly of associated units. 

First the conflicting interests. The different trades 
compete, forward for society's income, backward for the 
agents of production and the serVIces of the trans Qtl, 
power an im ement 1 rie . at one has, another 
cannot ave. DlBtricts and countries compete for custom
for the market, as we say-and for raw materials and other 
requisites of production. In each trade, at each stage, 
the different firms compete, each anxious to get as big a 
share of the whole trade as possible, each anxious to get 
its materials and the means of production specialised to 
its business as cheaply as possIble.· The individuals of 
so~iety compete with one another in two capacities; they 
com ete as consumers and the com te as roducers. 
As consumers they co d all probably do With more than 
t~ey, get ~ they wo~d all certainly ~fer to Dav fOI then 
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goods the lower price at which they could get them if 
they were the only customers for them. Similarly they 

rcompete as producers; each has Bome labour to Bell, or 
,else the use of some land or capital. The pnce each can 
Igets depends on the pnce that other people will accept 
for thell" labour, land and capital. Thus everywhere we 
find the conflIcting interests which we commonly assoCiate 
With the word "competition," and, because this conflIct 
of interests IS so obvious, we are mclined to forget or Ignore 
the correlative communIty of mterests which thiS conflIct 
creates. 

How does competition create a commUnIty of interests ~ 
It does so by Its mfluence on prices. Competition to sell 
tends to force prices dOll-"ll, competItIOn to buy tends to 
force pnces up. The mere eXIStence of an alternative 
seller IS a check on the power of any seller to exact the price 
he would hke; the mere eXIStence of an alternative buyer 
is a check on the power of any buyer to buy as cheap as 
he would hke. The worker's income depends on selling 
labour at a high price and buying commodities and services 
at a low pnce; it is the competitIOn of other workers that 
keeps down the pnce he can get for his labour, the com
petition of other consumers that keeps up the price of com
mollities and servIces. Similarly with land-owner and 
capitahst; it is the competitIOn of other land-owners and 
capitalists that hampers their efforts to get a higher pnce 
for the use of their land or capital. So With industries; 
the competition of other industnes is the check on the 
prices they can charge; at the same time it is the check 
on their power to beat down the other trades, the workers, 
the capitahsts, the land-owners, from whom they buY 
materials and aids to production, labour, capital and land. 
Inside anyone industry, it is the competition of other 
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.firms which hampers each firm in it; efforts to sell Its 
products dear and to buy Its labour and Its materIals cheap. 
The members of each economic group or class, therefore, 
while theIr interests conflict WIthin the group or class, 
have a. common interest in relation to other groups or 
classes. They have a. common interest m keeping up the 
selling price of the commodIty or servICe wruch the groU]!1 
his to sell. and in. keep~g down the bUYIng price of the 
commodIties and se~ces which the grOUp buys. All 
incomes depend on success m selling dear and buying cheap; 
competition, the existence of an alternative seller or buyer, 
is the obstacle to success. The members of each economio 
group or class therefore have a common interest in extIn
guishing or restricting competition uithin the group 01' class. 

Thus we get the common interest of all the traders in 
one district as against traders of another district; Free 
Traders and Protectionists agree as to the deSIrability of 
getting as much trade for theIr own country as possible, 
they differ only as to the means; and as all the citizens 
of a country have a. common interest in that country's 
prosperity, so have all the members of a town or industrial 
district in the prosperity of that town or district. So too 
we get .. the interest of the trade." All the persons con
nected with the cotton indus have a common interest 
in inducing the pu he to prefer cotton to woollen s 
mtrun the boundaries of the trade they may quarrel among 
themselves as to the disposal of the price of the slurts, 
but they are united in their hostility to wool and linen; 
they all, from the humblest operative to the biggest manu
facturer stand to gain by a growth in the demand for cotton 
goods. Within each trade again, while there is conflict 
between the different firms at each stage, the stages have 

leach a common interest which will sometimes serve as 8 
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basIS for common action. Manufact~r~ __ aU_llgree t~~ 
~~~I~E'_get tp.~!e_~ha!!. !~i! lair shru:e of the profits o!..an 
industry, and they Will act together to prevent theITexac
tions; the retailers, on the other hand, will form retailers' 
defence leagues to protect themselves against the exactions 
of manufacturers. All the firms at each stage of a manu
facturing process have a common interest in getting as 
cheap as possible what they take from the preceding stage 
and in selling thelIwork as dear as possible to the succeeding 
stage. To come to indiVidual firms, while employer and 
employed do not always constitute a happy family, they 
have some interests In common. The employer wants as 
big a share of the trade as possible, and his employees stand 
to gain If he succeeds. They may get no bigger wages 
than they would do If the firm were unsuccessful, but they 
gain something in regulaiity and security of employment. 
And when we come back to the final agents of production
land, labour and capital-while land-owners compete with 
one another, labourers with one another, and capitalists With 
one another, no one who is interested in politics is hkely to 
forget that there is a "landed interest," a "capitalist 
interest," and a "labour interest." 

Thus everybody in our present economic sOCiety stands 
in two relations to the ether members of society, in a relatIOn 
of conflicting and in a relatIOn of common interest. Both 
these relatIOns spring from the BaIDe cause-the prevalence 
of what, for want of a better word, we call" competition." 
Competition tends to force us to struggle, fight, conflict 
with our neighbours; the desire to relieve ourselves from 
the pressure of competition compels us to combine,associate, 
co-operate with our neighbours. We associate with our 
competitors in one economic group, in order to compete 
more effectively With other groups. 
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III 

Oombination and Trade-Unionism " the Oo-operative Move
ment and Municipal and N ationaZ Trading 

A common interest leads people to associate; what are 
the chief forms of association in the present economic 
system' We have seen that competition takes two forms, 
competition to sell and competition to buy. We can best 
consider the chief forms of association under these tW(J 
heads, associatiolJS to escape the pressure of competitioll 
in selling and associations to escape the pressure of com· 
petition in buying. 

Associations to restrict competition in selling have 
attracted most attention, and we shall return to them 
in the next two chapters. The most important of them 
are the combinations among firms in the same trade in 
trusts, cartels, pools, and price-agreements, and the com
Siiiation of workers WIth tbe same kInd of skill in 
trade unions. Sellers always have acted together in fixing 
prices; never have they competed quite freely. Such 
phrases as .. the custom of the trade," a "fair price," 
.. cut-throat competition," .. bad for the trade," indicate 
that sellers in every trade agree informally and perhaps 
unconsciously that there &nl hmits to their freedom of 
action, that" the trllode .. has a claim on their loyalty and 
consideration, because II the trade" represents an interest 
which they have in common with their competitors. Before 
the Industrial Revolution this common interest was often 
expressed in corporate form, in gilds and companies, or 
formulated by authority in statutory prices and qualities. 
In the last generation it has again become explicit; all 
BOrts of combinations, from temporary price-agreement.! 
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to complete amalgamatlOns, have been formed. Where 
the Jaw will enforce such a contract, contracts have 
been entered mto by former competltors to observe 
common price-hsts and selling rules, as has been done in 
Germany; where the law would not enforce such a contract, 

/ as in England and the Umted States of America, secret 
)agreements or out-and-out amalgamatlOns have been sub

stltuted. Any combmation gives a resplte hom the 
pressure of competltlOn, no combmatlOn abohshes competl
tion. Enghsh railways are domg far more advertismg 
for custom to-day, after ten years of combinahon and 
poohng arrangements, than they were domg before; for 
the most successful monopohst has to compete with sub
stltutes, With other trades for society's income, and wlth 
other trades for matenals and land, labour, and capltal. A 
very small restnctlOn on competltlOn, however, may be 
sufficient to make a very large fortune. 

Trade umons are associatlOns of sellers who have a 
partlcular kmd of labour to sell. Smce they have usually 
nothing else to depend on, these assoclations are pecuharly 
Important to their members, and in England are given a 
pnvileged legal positlOn. They are the m08t obVIOUS case 
of the stress of competltlOn forcing people into co-operation 
or combinatlOn. Just as capltalIsts With a speciahsed kmd 
of capital try to combme and get a monopoly of that kmd 
of capital, so labourers With a speclahsed skill try to combme 
and get a monopoly of that kind of skill. In neither case, 
however, as we shall see later, does the monopoly constitute 
the only, or even the cruef, advantage of combmatlOn. 
The" interest of the trade" and the" interest of labour" 
are not confined to the attempt to secure a monopoly pnce. 

Important as are assoClations to restrict competition 
in selling, they are probably less important, le8s successful 
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and less general than the associations which have for 
their object the restrictlOn of competItion In buymg, or 
which are based on the common interest of the members of 
a group as buyers. Consumers, as a class, ha~e~_c.?~m~1! 
interest, which is responsIble for many forms of assoClatlOn; 
~ " competing" members of every trade have a 
common interest as buyers, whIch produces much more 
stable associations than their combinations to sell. The 
one form of consumers' association which has attracted ---- -- ------ - - -

the attention it deserves is the co-operative movement, 
an association- of consumers for the co-operative purchase 
of common articles. The co-operative stores of Great 
Britain have (in 1913) a membership of just under three 
million and an annual trade of over £153,000,000. The 
loyalty and continued custom of this great mass of con
sumers is secured by dIstrIbuting among them the profits 
-or rather the difference between cost price and selling 
price-in the form of dividend in proportion to purchases. 
Idealists often lament the importance which co-operators 
attach to the .. dIvi OJ-rightly, if the" dIvi" leads co
operators to forget their ideals; but we must remember that 
the device of dividend on purchases is one o~eat 
social inventions of the nineteenth century, great because 
itenliSts- [~-an idealIst movement the-royaIsl1Pport of 
people who are susceptible only to a materiahst appeal. 

The co-operative store is the best known of the associa
tions of consumers, but not ,the biggest. The friendly 
societies have a far bigger membership, and are merely 
associations of consumers to buy medical service and 
insurance against sickness. The clubs, of which English 
society in every grade is prohfic, are the same in principle; 
when Englishmen wish to play golf or CrIcket or football. 
they assooiate to rent and adapt fields and purchase 
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implements; they get billiards and cards in the same way, 
and the Christmas goose club is only another applicatioD 
of the same method. The English working-classes are 
co-operative to the backbone, if by co-operation is meant 
the associatIOn of consumers; whatever they care most 
about, they prefer to get by 8.88Ociating with others to buy 
it collectively. From the pomt of view of economic struc
ture-it is not suggested that that is the most important 
point of view-the Free Churches are merely associationa 
of consumers of particular " makes" of religion. 

The term co-operation is used to describe another form 
of buyers' association, which is less common in England 
and America than on the Continent. The independent 
and competing peasant farmers of Denmark require certain 
expensive machmery to turn their mIlk into butter. If they 
acted independently, since they could not afford to buy 
machinery, they would have to sell their milk to a large 
fum that could, or pay some such fum a commission for 
the use of machmery, as English farmers pay for the hire 
of steam - ploughs. They prefer to act co - operatively. 
The " competitors" combine to purchase and manage the 
dairy plant, all send their mIlk to it, and each is credited 
with a proportion of the output corresponding to the milk 
he sends; any profit (or loss) is distnbuted among the 
members in proportion to the use they make of the plant. 
The principle is exactly the same as that of the co-operatlve 
store, except that the members are not heads of families 
buying for their own consumption, but heads of businesses 
buying for the purposes of their businesses. Having set 
up their co-operative society, they can use it for other 
purposes, and the co-operative dairy is used to secure 
marketing facilities and for the purchase of manures, 
Btock and implements. By co-operating in this way the 
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Danish peasants have been able to compete more effectively 
with the farmers of other countries. The Enghsh farmer, 
with an industrial population at his doors, has been able 
to turn from grains to meat and from meat to milk as 
foreign competltion pressed on him, and 18 only now finding 
it necessary to co-operate in order to compete effectlvely. 
Among German small farmers, the place of the co-operatIve 
dairy is taken by the co-operative bank. None of them 
has enough capital to work his farm to the best advantage. 
Acting independently, they would have to go to the money
lender and pay dear for theu loans. So they combine and 
fOlm a stock of capital by contributing each a little, and I 
loan this out among the members. They are competitors 
in the sale of the product, they associate to get the means 
to raise that product. 

Less obvious applications of the same principle-the 
association of competing busmesses to obtain some requisite 

, of the business otherwise unobtainable, or to restrict com
petition in buying some requisite-are to be found in great 
industry conducted on capitahstic principles. Just as the 
trade union is an association of work-people to restrict 
competition in the 8ale of labour, so employers' aSSOCIations 
8,nd feder~ns are primarily associ~tions ~ ~~~t 
~mpe~ition in_~!~y.!!!fl_ of_ labour. Wliireemployers are 
competitors in the sale of the product, they associate to 
get the means to raise that product. Their associations 
may serve other purposes, such as watching the interests 
of the trade in Parliament-an extremely important work 
in a protectionist country, where a new tari:tl may make 
or mar an industry-and advertising its products. Com
peting banks associate to maintain the clearing house, 
without which they could hardly carryon their work; 
fire insurance companies pool their statistics, and le-insure 
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WIth one another to prevent and dlstnbute losses. Com
peting newspapers combme to set up press associations for 
the collectmg of news, and, It is said, in one mstance to 
finance the defence in a "SplCy" murder case. The 
speCialised market or exchange and the representation to 
the public of a locahsed trade's needs and clalmB through 
the chamber of commerce are secured m the same way 
by co-operative actlOn. 

The parallehsm of the commercial method of supplymg 
a want, by mdependent purchase, and the co-operatlve 
method, by association of consumers, may be illustrated 
by a case, common in England, wmch embodies both 
methods-or neitber. It is common for a. club in England 
to be regtstered as a hmlted company WIth transfera.ble 
shares wmch may earn a profit. If this is done merely 
for converuence of administration, and the wvidend on the 
shares is hmited to 4 per cent or 5 per cent, we could regard 
the club as a co-operative institution; if, on the other 
hand, It is run pnmanly for profit, as many clubs are, we 
should regard It as a purely commercial undertaking in 
spite of its co-operative appearance. 

There remains for conslderatlOn an important type of 
'assoCiatlOn of consumers for co-operative purchase, namely 
the use of the machinery of representative government for 
some general economic object. Municipal and natlOnal 
trading looked at from the point of view of economic 

I structure are another case of the association of consumers, 
and present a very close parallel to the two sections of the 
co-operative movement proper whkh have been descnbed. 
Certain commowtles of very general consumption--gas, 
water, electricity, tram service-are owned and controlled 
by the municipality. Since the municipality is simply the 
consumers in their political capacity, we may say that 
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murucipal ownership is co-operatIve ownershIp. So far 
as the consumers and the rate-payers do not coincide, so 
that pronts made out of the consumers and distributed in 
relief of rates are not being paid back to the consumers, 
the co-operative principle is being infringed. It should l:x, 

noticed that these services are almost all from their technical 
nature monopolies. 

The other class of municipal trading corresponds to 
the other type of voluntary co-operatIve organisation, 
of which the co-operatIve dairy or credIt bank are 
typical. It is the use of the machinery of_~~'pres_ent.!!o
tive governmeiitTo aid the citizens in their capacity as 
busmess men, not arprlvare- consumers. Bradford, the 
centre of the EnghsH woollen and worsted industry, main
tains a conditioning house for testing wool; in Roubaix, 
the French woollen centre, the chief conditioning bouse is 
maintained by the Chamber of Commerce. The Bradford 
Corporation went for its water many miles farther than it 
otherwise need have done, because it must have soft water 
for wool-scouring and dyeing; and it has decided to sub
sidise the Midland Railway Company, to induce it to bring 
its main line through the town, on the ground that a main 
through line will benent the trade of the city, Similarly 
watering - places maintain municipal baths, municipal 
concert-halls and bands, and spend large sums on municipal 
advertising in order to aid the rate-payers in the chief 
business of the town, lodging-letting and hotel-keeping. 
So far from superseding private enterprise, these municipal 
undertakings are carried on to aid private enterprise. 
That this municipal trading is the same in principle as the 
trading of the co-operative store or Danish dairy is shown 
by the case of similar undertakings in places where the 
ordinary local authority does not represent the consumers. 

B 
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Thus the Mersey Docks could not falIly be controlled 
exclusively by the Llverpool Clty Council, since such an 
arrangement would leave unrepresented a large number of 
users. Hence the docks are put under the control of an 
ad hoc authonty, the Mersey Dock and Harbour Board, 
representmg all sectlOns of users. SlIDilarly the London 
Water Board and the Port of London Authority were set 
up to control public undertakillgs, the users of w1:Uch were 
not all represented by the London County Council. 

Association, then, or co-operation, is as common in the 
present organisation of industry as is competltion. The 
descnption of the present organisation as "the present 
competitive system" is justrlied by the reliance which the 
community places on competltlOn to ensure an eqwtable 
dlstribution of wealth, and we shall conslder competitlOn 
from this pomt of view in a later chapter. But the common 
sharp oppositlOn of competition and co-operation is ID.l.8-

leadillg, smce competltlOn is constantly inducing members 
of the same economic group or class to assocmte or c0-

operate, and much co-operative organisation is for the 
object of enabling the members to compete more effectively_ 
Competition and co-operation represent opposite motives; 
but the opposite of " competitive" in the phrase "com
petltive system" 18 " bureaucrati~." 



CHAPT.ER VII 

MONOPOLY AND COMBINATION 

I 

In certain indust1ies Economy and Efficumcy can be 
secured only by Monopol18t'IC Control 

IN the last chapter we saw that drlferent classes of buyers, 
impelled by a common interest, formed chfferent lands of 
co-operative assocIations for buying. SlIDilarly, we saw, the 
sellers of a commodity have a common interest in keeping 
the price of that commochty high, and this common interest 
leads them to associate or combine. Hence we get in 
modern industry cases of monopoly and a strong tendency 
in the direction of monopoly. 

An industry is said to be monopolised when the supply 
of its products or services is under the control of a single 
selling agency. Tills agency may be a single firm, which 
has in its own hands the entire industry; but there may 
be many firms in the industry and yet monopoly may exist, 
provided that the firms all act together as one agent for 
purposes of selling. Monopolies fa.ll into two classes: in 
the one class the monopoly is the outcome of technical 
consideratIons which make it impossible WIthOut great 
waste for more than one firm in each market to engage in 
the industry; in the other class technical considerations 
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impose no such restriction on the number of firms that can 
engage in the industry, and the monopoly is due to com
bination between firms which previously competed. In 
the first chl.ss monopoly is usually complete and permanent: 
m the second 1t 1S seldom complete and seldom permanent: 
but even when the attempt to secure monopoly fails, it 
leads to important modificatlOns in the structure of industry. 

The chief industries that fall within the first class are 
the supply of water, gas and electncity: tramways, and 
postal, telegraph and telephone services. If railways may 
be taken as belongmg to this type, then at least a quarter 
of the cap1tal of the United Kingdom is invested in these 
industries. The chief characteristic of them all is that they 
are t1ed down by the nature of their equipment and organisa
tlOn to serving the particular market in which they are 
situated. Tlus is so, because the products of the gas, water 
and electricity industries, and the services of the other 
mdustries mentioned, are distributed and delivered to the 
consumer not by the ordinary means of transport, but by 
speClahsed means forming an important part of the" plant .. 
or fixed capital of the industry. A gas or water company 
can supply only the district served by its pipe lines, a 
tramway company only the districts reached by its tram 
lmes, a telephone company only the persons connected by 
wire with its exchanges. But if these companies have 
their market restricted, they have it to themselves. Water, 
gas and electricity can be supphed cheaply only to con
sumers connected with the supply pipe or cable; and, 
since it is obviously impossible to have two sets of gas 
mains, water mains and cables down every street, the firm 
with which a. consumer is connected has a. monopoly of 
I that consumer's custom. 

The case of the industries wmch mamtam communica. 
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tions is similar i thllugh their monopoly is not qwte so 
secure, their market is still "protected" by influences 
more potent than any tariff. Telegraph and telephone 
systems, postal service organisations, even tramway 
systems, can be duplicated at less expense than systems 
of water mains and gas mains; but duplication impairs 
the efficiency of t rvice. To duphcate water maills 
wo not lDlpair the quality of tpe water, but a telephone 
system is efficient only when it has a monopoly. Any 
system of communication to do its work properly must 
include all the people who wish to communicate; if the 
telephone subscribers in a district are divided between two 
competing telephone companies, then the £ubscribers of 
neither will have access to all the people on the telephone 
in the district. Competition between different telephone 
companies, different telegraph companies or different postal 
services serving the same area is pOSSIble only by completely 
duplicating plant and organisation, and. since the number 
of possible customers-the .. market" for the service-
cannot increase correspondingly, such duplication can never 
pay, and is not likely to be lasting. 1£ it were not already 
appropriated to another purpose, the term "localised in
dustries II would describe this first class of monopolies. 
They can serve only the locality in which they are situated, 
and they are open to no competition from outside the 
locality; Within the locahty competition is excluded, in 
the case of gas, water and electricity and tramways by the 
method of distributing the goods or services supphed, in 
the case of the communication industries by the nature 
of the service rendered. 

It will be noticed that all these industriflS, except the 
Post Office, require an initial e~nditure of capital w~J 
is very large in proportion to annual working expenses. Thl{ 
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plant in every case is expensive, but economical; It costs 
a great deal to construct, but cheapens the servIce to such 
an extent that competItIon is possible only from finns Wlth 
a siIDllar plant, the cost of supplymg water, for example, 
is almost negligible, once reservolrS are constructed and 
pIpe hnes laId. Hence a large proportIon of the mcome 
from fees and charges goes in payment of interest on the 
capItal required for this Initial expenwture; If workmg 
expenses only had to be met, great reductions could be 
made in the charges made to consumers. The working 
expenses again are very largely fixed and independent of 
the number of persons served or the amount of service 
rendered. The cost of running a tram 18 practIcally the same 
whether one passenger or forty travel in it; the dnver and 
conductor must be paid, motor power supplied, track kept 
in repaIr and management expenses met. Hence the cost of 
production per unit of service falls rapidly as the number 
of persons served increases, whlle a reduction in the output 
or use of the plant brings with it a less than proportIOnate 
reductIOn in expenses or cost of productIOn. ~ 
~ustries, therefore, unrestricted competItIOn means m
eVltable rum to the weaker competItor, anlIlThuany 10ss 
of all profit to the Btronget. PUces or rates Will be reduCed 
until thej"iirebarely sumcient to cover the workmg expenses 
of the weaker firm and give no surplus to pay interest on 
its capItal; the stronger firm (as a rule the larger) has lower 
worlong expenses per unIt of service and can cut prices 
still further; as it steals its competitor's customers, ita 
costs fall still further, and therefore its power to cut prices 
Wlthout actual loss is increased; by cutting prices it rwns 
its competItor, but only at the expense of sacnficing all 
profit Itself. There is not the possibility in these industries 
that there is in other industries and in agriculture of extend-
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ing the market indefinitely by reducing prices. The market 
is limited to the population reac~e~by !.h~J;Ta;t- and 
organisation of the competing firms. Once tlus population 
is supplied, pnces can be cut 0iilY at the expense of the 
profits of the competitors. 

Competition, therefore, in the case of the localised services 
which we are considering, is difficult, wasteful and futIle: 
difficult because it is only possible by duplicating an expen-
9ive organisation for a limited market; wasteful, because 
the services can be supplied at their theoretically lowest 
oost only if the whole market is served by a single plant or 
organisation, and in the case of communications, because 
efficiency is secured only by one system covering the whole 
market; futile, because the superiority of the stronger 
competitor is increased by competition, so that competi
tion must result in the establishment of monopoly by the 
ruin or retirement of the weaker competitors. 

II 

Railways may bl! classed with these 1 ndustnes 

Railways may be regarded as belonging to this type. 
It is true that competition between railways occurs and is 
not so wasteful as competition in the supply of gas, electri
city or tramway services. Different companies may ofter 
alternative routes between the same terminal points and 
c<.mpete for the traffio between these points; and the I 
duplication of plant which this competition involves is not 
wasteful, provided that the railways serve different districts 
en route. Still, complete efficiency requires one, and only 
one, system in each geographical area; and if the parts 
of the system are under the control of different authorities, 
complete efficiency will be attained only by the different 
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authont,les working together as if the whole system were 
the monopoly of a smgle authority. Railways are means 
of communicatlOn; the greater the area (or populatIon) 
to wmch a rauway gIves access, the greater is the service 
rendered. Hence in ccuntnes where the railways have 
been constructed piecemeal by different companies, clearmg 
houses were early estabhshed to facilitate this ineVItable 
co-operation; the cases wmch have been known of compet
ing comparues, instead of dove-tailing services, runrung 
trains between the same points at the same times, or arrang
ing their trains so that they just do not connect with those 
of another company, are merely examples of the inefficiency 
due to divided controL 

Agam, competition tends to disappear. If two railways 
begin rate-cutting agamst each other, the struggle can 
only end, unless it 18 ended earlier by agreement, in 
the ruin of the weaker. The stronger competitor is the 
company that can cut rates lowest without actual IQ88; by 
cutting rates it attracts traffic from its opponent to 
itself. This increase of traffic increases its margin of 
superiority, since this additional traffic does not involve 
a proportIonate increase in working expenses, while the 
reduction in traffic which its opponent undergoes docs 
. not bring with it a proportionate reduction in expenses; 
I 
labout 80 per cent of th2 expenses of a rauway are fixed 
I independently of the amount of traffic handled-permanent 
way and stations have to be staffed and maintained whethel 
much or little traffic passes. But though the stronger com
petItor can be sure to I'M the weaker, it does it at the 
sacrifice of its own profits. The working expenses of a 
railway are small in proportion to its capital; receipts 
must exceed expenses by something like a half, as a rule, 
if 3 or 4 per cent interest is to be paid on the capital embodied 
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in the railway; a reductIOn on the receipts, therefore, of 
one-third will not reduce the dividend by one-tlurd only, 
it will make it impossible to pay any dividend at all. Sup
pose that a. railway has a capital of £10,000,000, its annual 
receipts £1,400,000, its annual expenses £800,000; the 
excess of income over expenses enables it to pay a dividend 
of 6 per cent on an average on its shares. Another railway 
is constructed, at a cost, say, of £10,000,000, and succeeds 
by cutting rates in attracting to itself half the avauable 
traffic. The expense to each railway of dealing with half 
the traffic will not be half of £800,000, it will probably be 
at least £700,000; the receipts of each railway will be only 
£700,000, since the two railways are now sharing the 
£l,400,OOO's worth of traffio which the one had before. 
The result is that each meets bare expenses and pays no 
dividend; whereas, when one railway undertook the whole 
liraffio with a. capital of £10,000,000, it was able to pay 
6 per cent on that capital, now that two railways with a 
joint capital of £20,000,000 share the work, no interest is 
paid at all. Now, the users of the railways gain something 
by the reduction in rates (so long as the ratft war continues); 
but this gain is hardly likely to balance the social loss 
in~olved in applying £10,000,000 new capital and increas
ing working expenses from £800,000 to £1,400,000 to s.fford 
facilities for an increase in traffio which could have been 
afforded quite as well by a slight extension of the original 
railway and a slight addition to its expenses. Hence rail
way history in the United Kingdom and America is a 
history of amalgamations and absorptions, and of confer
ences and agreements, legal or illegal, to prevent rate
cutting. . The effect of these agreements is not necessarily 
to abolish oompetltion. but rather to substitute for com
petition in rates competition in facilities; but such agree. 

1'2 
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ments lead in many cases to a poohng of the entire traffio 
over competing lines, which is the abolition of competition. 

Railway systems, then, like tramway systems or water 
supplies, tend to become monopolies. They have the 
characteristics of the localised services: large initial 
expenditure on plant and organisation, working expenses 
largely independent of the number of persons served and 
amount of service given, a market restricted to the area in 
which the plant lies, and a practical monopoly of that 
market; competltlOn is wasteful and ineffective, unified 
management and control are required by technical considera
tlOns to secure efficiency and economy of service. 

III 

Methods of Social Control of these Industries 

The existence of important industries in which monopot, 
is a technical necesslty introduces into the relations of the 
State to industry a complication unperceived by the early 
advocates of laUlsez-Jaire. What may be called the normal 
relation of the modem State to industry is indicated in the 
descriptlon often given to modern industry, "the present. 
competdive system." The modem State does not as a rule 
undertake to supply its members with their economic 
necessities; it leaves this work to the free enterprise of 
pnvate indiVlduals. To protect its members from abuse 
under this system of free enterprise-eonsumers from 
extortion and producers from under-payment-it relies 
primanly and normally on competition. It assumes that 
producers will be able to get fair payment by playing off 
one buyer agalnBt another, and that consumers will be able 
to get goods of satisfactory quality at a price somewhere 
near cost of production bv playing off one seller agains' 
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another. This is the general principle; but in the case of 
the industries we are considering the consumer is deprived 
of the protection of competItion; there 18 no competing 
seller to whom he can appeal, if the first he apphcs to sup
plies an inferior article or charges an unfair price. The 
State, therefore, is faced with a new problem: if it continue 
to rely on and to foster competItion it encourages waste and 
inefficiency, and leaves the consumer at the mercy of the 
monopolist; if it departs from Its usual principle It has to 
discover some other method of controlling industry in the 
interests of the consumer. In the Uruted Kmgdom and 
on the continent of Europe the necessity of monopoly, 
coupled with some specIal form of control, has usually been 
accepted, differences have arisen only as to the form which 
control is to take; in America there has been a much greater 
reluctance to depart from the princIple of free enterprise, 
and attempts have constantly been made to stimulate and 
support competition. The influence of technical considera
tions, however, in promotIng monopoly, and still more the 
fact that competition is self-destructive, have proved too 
strong for such attempts, and even in the United States 
the policy of granting unlimited and unconditional "fran
chises .. to gas, water and tramway companies is coming to 
an end. 

These industries all involve a considerable disturbance 
of private property in the construction of their equipment; 
to acquire the compulsory' powers, which such disturbance 
needs, they have to apply to the State; this application 
gives the State the opportunity of imposing conditions and 
exercising control. The permission to engage in any of 
these industries is usually embodied in a private Act f)f the 
Legislature or a .. concession" or .. franchise .. from a local 
government authol"!ty. The State assumes that the mono-
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poly is its property when it grants the company penD.lssion 
to engage in the industry. The grant transforms a tendency 
into a fact; technical considerations gave the industry a 
tendency in the direction of monopoly, the intervention of 
the State gives the monopoly legaZ sanction. With the 
grant al'f. coupled the condItIOns wluch have for their object 
the protection of the consumer. 

The simplest form of control is for the State to limit 
the rate of profit. The rate of interest which the company 
may pay on its share capital is fixed; any exceBB of 
earnings above that figure goes to the State (as in the 
case of certain French railways) or to the consumers in 
the form of reduced charges (as in the case of certain 
EnglIsh gas companies). This method of control has two 
great defects; the rate of profit depends not on charges, 
but on capitalisation on the one hand, and on efficient'Y 
of management on the other. It is possIble for the 
conceSSIOnaIreS, by capitalising the company at a high 
enough figure, to pocket the whole value of the monopoly 
in a lump sum, after which excessive charges will only 
pay a moderate rate of diVIdend. On the other hand, 
efficient management may by preventing waste and im
prOVIng organisation earn, sufficient profit to pay a high 
rate of interest on a moderate capitalisation without 
excessive charges; in which case to limit the rate of profit 
is to penalIse efficient management without in any way 
benefiting the consumer. Instead of limiting the rate of 
profit the State may limit the charges which the company 
may make. The charges which English railways may 
make are limited -by the Acts of ParlIament COnstItuting 
them; and since 1894 they have been allowed to raise 
rates only with the permission of a special court, the Rail
way and Canal CommissioD. This method of control ia 
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more efiective than the last; the control is applied at the 
point at which the public is likely to sufier and the method 
is simple. Simplicity, however, has its disadvantages. The 
fixing of prices is the most difficult part of business, even 
in railways, and the settIng of maximum rates by a State 
authority is an illogical compromise between making the 
State responsible and making the company responsible 
for the rates. If the maxima set by the State are high, 
they are no protection to the consumer, since the company 
would, if left to itself, be deterred from raising rates to 
such a htlight by the fear of losing traffic; if the maXlDla 
are low, then the company's freedom to fix its own rates 
within the limits of the maxima is illusory. Maxima tend 
to become minima; if the companies are not to be allowed 
to raise a rate which proves unremunerative they will not 
experiment in lowering rates in the hope of attracting 
additional custom; which may be one reason why English 
railway rates, which fell quite steadily so long as the 
~ompanies were free to raise them, have stopped falling 
since 1894, when the power to raise them freely was taken 
away. In the case of railways, at any rate, if the State is 
going to interfere with rates at all, it had better undertake 
the fixing of them altogether; and if it undertakes the 
fixing of rates, which is the most difficult part of railway 
administration, it will be forced in the long run to under
take the entire management of the railways. 

Another compwmise between private enterprise and 
publio control is the system under which the State con-
structs and owns the plant, but leases it to a company to 
operate i French railways and English tramways in most 
cases were originally under this system. The advantages 
claimed for the system are that it gives complete control 
without withdrawing the stimulus to enterprise and efficiency 
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afforded by profit. The State can exact the full value of 
the monopoly as the pnce of the lease or in the form of 
rent; It can insert among the conditions of the lease any 
hmIts on rates and charges which seem desITable; it is 
reheved by the company of the task of dealing With large 
bomes of employees, a task for wruch it IS contended that 
a representative authonty, dependent on popular election, 
is unsuited, and the automatic check, wruch working for 
profit Imposes on waste and inefficiency, is left unimpaired. 
Certain corresponding dISadvantages are uxged by those 
who advocate State operatIOn as well as ownership of these 
serVIces. The control is not complete and may be m
effective to protect the public; If rates and charges are 

I fixed, the company can vary the quality of the service; 
the desire to make the most of the monopoly whlle the 
lease lasts is one incentive to extortion, the knowledge 
that the whole business must fall into the hands of the 
State on the termmatlOn of the lease is a check on enter
prise and the investment of new capital. The slow develop
ment of electric tramways in England, a generation behmd 
the Uruted States, is usually put down to the fact that the 
tramway companies were liable to be superseded by the 
murucipalitles. 

Fmally, the State can both own and operate these services, 
as it does m the case of posts and telegrapl1S everywhere, 
railways on the Contment, and an increasing number of 
gas, electncity, water and tramway serVIces in both Europe 
and Amenca. This tendency has been opposed on the 
grounds usually taken against anything socialIStic. By 
removmg profits It is alleged you remove the chief check 
on waste and the chief mcentive to efficiency. The best 
economic and political areas do not necessarily coincide; 
a population of 100,000 may be qwte large enough for a 
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separate municipal government, but is much too small for 
a separate electricity supply. Pubhc management of these 
servicl'S, it is alleged, will result eIther in a bureaucracy a~ 
unaccountable to public control as any private empToyer, 
or in management by politicians who will be guided in 
their decisions not by technical knowledge, but by the 
agitation of voters as ignorant of technical considerations 
as themselves. In reply to such objections it is urged that 
it is only by supplying these services itself that the State 
can be sure of securing the profits of monopoly and pro
tecting the public against extortion. The interest of the 
consumers, who can influence the management through 
their votes, is as powerful an incentive to effiCIency as is 
the desire for profits under private enterprise. Each party 
to the controversy contends that in practice the method 
of management which it advocates shows the greatest 
efficiency and economy. 

While the controversy continues, the tendency is for 
these monopolistic industries to be taken over more and 
more by the State. Moreover, the tendency is older than 
the controversy i a large number of municipal gas under
takings in England, for example, had been municipalised 
before any of the existing socialistio organisations had been 
founded. The tendency is the outcome of practical con
siderations, influencing city councillors and administrators 
who were uninterested in theoretical discussions on the 
province of the State. The services are all essential services, 
!k) eSllential that pubho control is of greater public import
ance than lowness of cost. The management of them is. 
compared with the management of any export industry. 
simple, since the market risks involved are so slight; foreign 
competition is impossible. the demand is steady and easily 
calculated, all tho consumers are on the spot. Hence 88 
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tlie State extended its functions, these industries were 
naturally the first it would undertake. The industries are 
not only local in their services, but within their locahty 
they serve a very large proportion of the population. 
Everyone needs water, gas or electricity, a postal service, 
trams and railways; hence public management of these 
services, means management by the consumers through 
thelI representatIves, and these State and Municipal 
industries are merely a specIal case of the co-operative ( 
movement which we examined in the last chapter. In 
the case of the rauways of continental Europe another 
consideration enters in. The States have all long land 
frontIers; the railways are therefore an integral part of 
the system of national defence. The governments w18hed 
the rauway systems to conform to strategic as much as to I 
economic requirements, and to secure thls end they have 
undertaken a greater sha.re in the construction and control 
of them than the governments of the United Kingdom and 
Amenca had any need to do. 

The questlOn as to efficiency of management cannot 
be decided in the abstract, and is a political rather than 
an economic question. It is a waste of time to discuss 
what the State can or should do in the economic field as 
if the State were always and everywhere the same thing. 
"The State" is one thing in Prussia where there is a 
long tradition of administrative efficiency, another in the 
United States where the "spoils system" has not on 
the whole encouraged self-sacrIfice and devotion in public 
officials, and where the tradition of laissez-faire is much 
stronger. "Municipal enterprise" means one thing in 
industrial England, where business men rule the muni
cipalities, and give to the public service frequently the 
same care and ability that they give to their OWD 
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businesses, simply because business management is the 
chief interest of their lives; it means another in London 
and the South, where local government authorities are 
more under the influence of landowners and professional 
men. Efficiency in these services depends more than on 
any other consideration on the appointment of the best 
men to the positions of direction and management; there 
is nothing in the nature of representative government itself 
to make one think that a municipal committee or State 
department will be more efficient or less efficient than the 
directorate of a joint-stock company, that officials appointed 
by the one will be more efficient or less efficient than officials 
appointed by the other. In both cases jobbery and in· 
fluence are possible; and while corruption is a greater evil 
in the publio service than in private trading, a comparison 
of governments in difierent countries, or in different areas 
of the same country, does not suggest that there is least 
corruption where the government restricts its actiVities 
most, but rather the reverse. The limits within which 
.. the State tJ can undertake economic, services are set not 
solely by economic considerations, but at least as much 
by the public spirit and social traditions of the citizens. 



CHAPTER vrn 

MONOPOLY AND COMBINATION (continued) 

I 

The Tendency to Monopohstw Comlnnation 

THE tendency to monopoly is not confined to industries in 
which technical economy requires monopoly; it is found 
in many branches of industry where technical considera
tions do not necessitate it, and the motives wluch lead 
competitors to combine and eliminate competition are 
found in every field of economic actIvity. Competition 

'among sellers tends to force prices down, the interest of 
sellers lies usually in keeping prices up; this is usually 
the first motive inducing producers to combine. Competi

.tion, again, introduces new risks and accentuates the risks 
jI'nherent in a system of production in anticipation of 
demand. In a competitive industry every producer has 
to estimate not only the total demand for his product, but 

jalso the amount that Jus competitors' intend to produce 
and the proportion of that total demand which he will be 
able to supply; a monopolist, controlling and therefore 
knOWlfig exactly the supply, would have to estimate only 
the demand, and would run little risk of "spoiling the 
market" by glutting it. Competition diminishes profits 
in another way. We speak of the market for any product 

1411 
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as if competition were always active throughout the area 
and between all the sellers of the product. In practice 
such a. market is made up of a. large number of smaller 
markets determined by locahty, interest, custom; every I 

firm has its own "market," consisting of a number of ; 
customers who normally can be relied on to deal with that I 
firm j their custom constitutes the firm's "goodwill." 
When trade is bad, however, the barriers between these 
subordinate markets are broken down, local markets are 
invaded by the products of firma at a. distance, " goodwill" 
goes f6r nothing. The desire to prevent this invasion of 
their market, to secure their market and a steady trade 
by depriving their customers of any alternative source of 
supply"is a. chief motive of combination, patents, brands, 
trade-marks and all other fprma of mop.opoly. 

Monopolistio combinations have been classified by Mr. 
Macrosty in accordance with their relative permanence. 
The lowest form of combination is the temporary combina
tion of dealers to get control oftiJ:e supply of a prod~t 
for a ITmited eriOd and force prices up. Such operatIOns 
on produce exchanges are calle omera," and are tempt
ing to speculators on those markets in spite of the risk of 
failure, first, because they can get control of the produce 
coming into the market by paying" differences" only, not 
the entire price of the produce, and, secondly, because the 
other dealers on the market, having sold for future delivery 
without foreseeing the" corner," will be forced to buy at 
thE. monopohst's price, or fail to meet their obligations j 
they cannot wait for prices to come down. 

Next in order come informal agreements among dealers 
to observe a price -list. Such agreements, constantly 
broken and constantly renewed, until th-ey acquire a sort 
of sanction in the" custom of,the trade," have always 
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existed, especially among retauers, and, in the opinion ot 
Mr. J. A. Hobson in 1906,1 extracted more from the con
sumer in the way of excessive prices than all the trusts 
and mdustrial combinatlons put togt'ther. Such a~ 
ments have given way in many cases to formal assoClatlQIlB, 
wIth constltutIons _~~ ... ~Jfumili!_JQ_f!~.l1ri2.(!s and regulate 
~_ 2.~ sale. The weakness of tnese associatIOns is that 
by raismg prict's they encourage thell members to increase 
their output. The market will not take the increased out
put at the old price, and the temptation to secure the large 
profits, whICh must accompany the increased sales of the 
first firm to break the agreement and cut prices, is usually 
too strong to resist. Hence price-agreements often develop 
into agreements to control output as well as to maintain 
prices; and these in turn, since the temptation to secure 
additional trade by cutting prices below the agreed list is 
still in some cases too strong, give way to arrangements by 
which the entlle trade is pooled and the receipts shared 
in certain fixed proportions. In England and the United 
States agreements of this nature, however comprehensive, 
are always insecure, because they cannot be enforced at law. 
The Common Law regards agreements in restraint of trade 
as contrary to public policy; consequently, if one of the 
parties to an agreement of this nature breaks it, the other 
parties cannot sue him for breach of contract or force him 
to pay any penalty which the rules of the association may 
impose. 

Hence the rice-a!ITeement or" I" does not con
~te a complete fusion of interests; there 18 a 8 

a strain on the loyalty of some, especially the stronger. 
of the parties to it. When trade is good. all can do without 
the association; when trade is bad, it may always pay 

1 EtIOlutum of Modem CapHal.am, p. 191. 
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the stronger members to break away, and, by cutting prices, 
capture their competitors' market. Profits depend on out
put or turnover quite as much as, if not more than, they 
do on prices. Hence the leaders of industries, who desired 
to effect a complete fusion of interests, have been forced 
in the United States to amalgamate the competing firms 
into one, and form what is usually called a "trust." The 
term" trust" was originally applied to a device for fusing 
interests without complete amalgamation; a joint-stock 
company was formed which acquired, usually in exchange 
for its own stock, a bare majority of the shares of each of 
the competing firms in the industry; a bare majority of 
shares in a joint-stock company gives complete control of 
the company; hence the central company, the" trust" 
proper, could control all the firms in the trade. But this 
device was declared illegal as being in restraint of trade, 
and the complete amalgamation took its place. Amalgama
tion may be effected by an exchange of shares between the 
combining companies; but usually a new joint-stock 
oompany is floated and buys the separate firms. 

In Germany the Common Law rule is dUEerent, and agree
ments to regulate rices can be enforced in ,the courts. 
T IS fference as made possible federations as permanent 
and secure as the complete amalgamations of the United 
Kingdom and America. In the cartel. tlie tl'l!ical German 
combination, the competing firms combine to establiSh a 
~iImg agency. They agree with one another by a 
legal contract to sell to this central selling agency alone, 
and the agency undertakes to take their whole output; 
in the same contract the proportion of the entlre output 
which each firm may produce is settled. By this arrange
ment the single agency acquires control of the product of 
the whole industry, and can vary prices-and. with the 
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consent of the members, output--to secure the greatest 
possible net profit. At the same time the firms retam their 
mdependence for purposes of intemal management. Thus 
the cartel retams separate management of production 
while securing unrlied management of sellmg. 

After allowing for all the dIfficultIes of successfully 
working a monopoly, it is surprising that there are not 
more industnal monopolies; but combinations, though 
attractive, are not easy to form. The first obstacle to 
their formatIOn 18 the dIfficulty of ~nginK together to 8. 

commo agreement a number that have kno';n 
o~ previously only as competItors; the f~ng of 
hostility and em:iifatIOn perSISts even when the los8 and 
worry involved in fightmg have been recognised. This 
feelmg is remforced in the case of many pnvate firms by 
a. pnde in, and attachment to, their independence, which 
they are unwillmg to sacrifice even on advantageous 
econOnllC terms. The mequality in competing stren~ 
of the separate firms in most industries is another obstacle 
the strong firms can get along very well without the 8.1 

of a combinatIon, whlle a. combinatIon that did not include 
them would be unable to control the market. A perIod 
of bad trade, followmg on and contrasting with 8. period 
of good trade, is usually needed to produce the state of 
mind in wmch projects of combination are generally wel
comed; when trade is good, every' efficient firm can get 
its prices without the aId of combination, the scramble 
for orders on a decImmg market is needed to remind pro
ducers of the folly (from their point of view) of competition. 
The mere task of negotiating a combination-inducing 
competitors to meet, adjusting conflicting interests, allow
ing for "goodwill," and settling the terms generally on 
wmch the separate businesses are to be taken over-18 
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formidable, and calls for a high degree of diplomatic skill 
and business statesmanship. 

For these among other reasons few industrial combina
tions that have been formed have been inclusive of the 
whole trade. Some firms in the market have stood out, or, 
if the combination was originally inclusive, new firms have 
come into the market. If only a small proportion of the 
trade, however, is outside the combination, its influence 
over prices will not be seriously impaired; a corr.bination 
with 70 per cent of the trade in a market is in practically 
as strong a position as one with 100 per cent; the latter's 
control of prices is usually as strictly limited by potenhal 
competition. A more serIOUS outcome of the ~fficulties 

attending the formation of combinations is that they are 
I nearly always over-capitalised, and this in two ways: the 
actual capital engaged in the industry may be greater than 
is needed to satisfy the normaZ demand of the market at a 
remunerative prke; and the nOIWnal capital on which 
dividends are paid, if any profits are earned, may be so 
much greater that dividends become the exception rather 
than the rule. A trust is formed at the end of a ~ 
during the boom old firms have expanded and new firms 
have been established, with the r~sult that when trade 
becomes normal, the product which the industry can put~ 
on the market is far greater than the market will take at 
a price high enough to repay the cost of production; ya 
the whole of this producing capacity has to be brought into 
the combination,or the object of the combination, monopoly, 
Wlll not be achieved. When the United States Steel Cor
poration was formed it had a llroducing capacity more than 
half as great again as the normal output of the United StatA's 
heavy steel industry, yet it did not include the whole trade. 
The organisers of a trust, to secure a monopoly, have to 
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induce all or most of the firms in the industry to come into 
the combinatIOn; this is known, and the knowledge induces 
firms to stand out for a higher and a higher price a8 the 
number of outsbmding firms decrease8; it is said that the 
largest of the firms which were combined in the Uniwd 
Staw Swel CorporatIOn was able to insist on a price 50 
per cent rugher, on the same valuatIOn a8 the other firms, 
and to secure payment exclUSively in debentures. Hence 
the publio, in being asked to take up the share8 of the 
new trust, are being asked to pay a price for the industry 
as a going concern often far higher than is j~tified by the 
earnings of the industry even in a trade boom. In additIOn, 
the profits which are expecwd from monopoly are often 
capitahsed and added to the price at which the investmg 
public is asked to purchase the industry, while no allow
ance is made -for the reduction in output which will be 
necessary to keep prices up and for the disuse of plants 
which have only been bought up to extinguish competition. 
Indeed a principal motive of the promoters of trusts is the 
profits which they can make at the expense of the investing 
public; the motives of the investors in submittmg to be 
fleeced are more dlfficult to understand. In the case of 
carWIs, where the only new company formed is the selling 
agency, which has usually a nominal capital held exclusively 
by the constituent firms, the corresponding difficulty lie8 
in determining the total output and the participation in it 
to be allotwd to the drlIerent firms. To allow every firm 
to produce to its utmost capacity would flood the market 
and make it impossible to keep prices up; yet the stronger 
firms will not join the carWl if they are to be prevented 
from taking advantage of their strength. Hence the 
carWI is often commitwd at the outset to an amount of 
pToduction so great that it has to offer bounties on export 
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to its constituent firln8, to induce them to send some of 
their output into foreign markets; just as the American 
trust practises "dumping" abroad in order to keep up 
prices in the protected home market. 

II 

Conditions favourable to Monopolistio Combination 

The formation of a combmation is facilitated if the 
~ndustry is localised. If the firms to be combined are 
situated close together, their heads will frequently meet, 
will know one another and one another's circUlnBtances, 
and be predisposed to combine. Probably joint action to 
restrict the severity of competition will have taken place 
before the proposal to eliminate competition by combina. 
tion is mooted. Bonds between the separate firms will 
already exist in the local trade associations for marketing, 
securing technical efficiency and dealing with labour. The 
importance of this influence is illustrated by the difficulty' 
of forming, and still more of maintaining, international 
combinations and agreements; they may be expected to 
come, but at present their stability is as inferior to that of 
national and local combinations as are international alliances 
and inter.state law to national associations and state law. 

While the influence of locality is important, however, 
the condition that most favours monopolistio combination 
is some natural or social limitation on the number of firln8 
engaged in an industry. When an industry can be carried 
on only on a ls.rge Beale and with large capital, it is difficult 
for n~w firms to enter it, and the way is made open for com
bination amo~ the firms in it. For this reason the heavy 
steel industry has proved a favourable field for combina
tion, and the companies carrying on liner traffic, few of 
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which in England have a capital of less than half a mllhon 
pounds, are all in rings or conferences. Any kind of 
~ll!~t~carcity in~~~~~ri~~_ fav~~~Q!!l~a
tion; the antmaClte coal industry is controlled by close 

'OOIDbinatlOns both in England and America, and the 
petroleum industry has the most famous of trusts. Chmate 
may have this effe~; one of the most successful EiigiiBh 
trus~ is the Fme Cotton Spinners' and Doublers' Associa
tion, wruch carries on a trade restricted by climate and 
skill to a small area in Lancashire. Soft water for bleaching 
and dyeing, and a prescriptive right to turn an objectionable 
efRuent into streams, have been of influence m the formation 
of combinations. Even more favourable to concentratlOu 
is some previously 7xisting element of mono y, s~ 
that a orded by t e possesslOn of patent processes, Ws
tinctive brands and trade-marks; the chemical and arulme 
dye industries are concentrated on the basis of patents, the 
tobacco and snuff industries on their brands, the American 
chewing-gum industry and English cocoa industry on their 
flavours. The State may limit entry into a trade, when it 

'does so, it encOJJrages combination; the beer trade alid 
railway industry are exa.~~ ~ntrol of one mono

, ~~~ na~~I!L-I.imi.t&4.Jn~y-b.e Ulle_4_as ~ns 
of securing monopoly in ~l!9ther; control of railways was 
the -means by willcn the Standard 011 Trust was formed, 
and is the basis of the Chicago Beef Trust. 

One influence favouring trusts requires special treat
ment, since it is often pllt forward as the only cause of 
combinations, namely, ~uence_ o!~jiy!. tanff. 
That it is not the only influenOO18shown by the tact"t1iat 
monopohstic combinations exist and are growing in the 
United Kingdom under Free Trade; that it is a condition 
favourable to combination is suggested by the greater 
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development of the combmation movement iJl.the United 
states anaGerman • - A protective tanff-se;-ms to encourage 
an to facilitate combination. The way in which it en
courages combination is illustrated by the history of the 
Sugar and Whisky Trusts in the United States. The high 
protection afforded to these industries encouraged such a 
rush of capital into them that competition within the pro
tected market became much keener than competition out-, 
side; excessive competition led to price-cutting and loss 
all round, and encouraged the competing firms to combinel 
as the only means of avoiding bankruptcy. How excessive 
was the over-production produced by the bait of a protected 
market is indicated by almost the first action of the two 
trusts formed; the Whisky Trust closed down sixty-eight 
of the eighty distilleries it took over, the Sugar Trust 
seventeen of its twenty. three refineries. A protective 
tariff facilitates combination, since it offers competing firms 
~ fromlQreign competition, and therefore a monopoly 
o~y they can agree to extin~hi 
competition among themselves. The control of a national 
market is much more of a "business proposition" than 
the control of a world market. Certainly the first thing 
a protectionist government will do, if it is seriously opposed 
to the trust movement, will be to lower or abolish its tariff. 
Trusts not only owe much to tariffs, but rea~t on them by 
enormously strengthening the interests opposed to the 
reduotion or repeal of protective duties. 

III 

DijJi.t:1JltiU of M01IopolistlO Combinatitms 

The troubles of the would-be monopolist are not ended 
when his combination is formed. If the monopoly is an 
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amalgamation and over-capitalised, ordInary good manage
ment is not sufficient to produce dlVldends; .:!.!~ _~ a ~ol 
o~ there will be constant ~~ls over the pro
portIOns in which the trade is dIstrIbuted among the con
stituent firms, and big firms will upset t~whbrIum of 
the orgarusation by buying up smaller firms and absorbing 
their rights in the trade. No monopoly again, however 
Complete, is una:IIected by the general fluctuations of trade. 
In times of declming trade the German cartels have been 
forced to adopt the expensive device of paying bonuses on 
export in order to keep up prices In the home market, the 
only market where their monopoly IS e:IIectlve; the AmerIcan 
trust meets the same difficulty by the practice of .. dump
ing " a portion of its output abroad at any price. When we 
were studying the rel&.tlve advantages of large and small 
scale enterprise, we found that one of the difficulties of the 
large concern was that the difficulty of management was 
out of all proportion greater in the case of the large concern. 
Simila!!y the concentration of the management of a whole 
industry into a few hands IS econoIDl~I, as Will be seenm 
; moment, .J!!.ovided that. the few hands are equal to th; 
task; at the same time there is a risk Involved, the risk.} 
-orputting all the eggs into one basket, and several incidents 
in the history of the trust movement emphasISe this risk. 
The great Steel Trust was formed, it has been sald, to 
remove Mr. Carnegie from the industry before he had 
absorbed the whole of it; having achieved their object 
and removed Mr. Carnegie, the promoters were unable to 
find anyone who could do the work which Mr. Carnegie 
had been doing; men who can organise from one centre 
the whole of a eat indus -are 'fficult to find.~e 
mammoth business in competitive industry is UB~y based 
on exceptional abihty, and industrial combination IS no 
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aiequate substitute for such abilitl: During the ten years 
thatthe United llkali Company was paying no dividends, 
the firm of Brunner, Mond & Co. was growing bigger and 
more profitable every year; for the four years, 1902-1905, 
while the English Sewing Cotton Company paid no dividends, 
Messrs. J. & P. Coats, an amalgamation of four firms 
only, but those the four strongest, paid 20 per cent; for 
the year, 1901-1905 the BritISh Cotton and Wool Dyers 
paid no dividend, the Bradford Dyers' Association paid a 
steady 7 per cent. 

The power of the trust over prices is limited not ~~II 
by the general movements of trad.!l • ...P.uUy two. Jess 
obvious but even more imp~rla~t influences, the co~.:_ 
petitIon of substitutes, and potential ~omp--;;t~tio~. Just 
as a railway plying "'between two pOrlS-has to hmit its 
rates to the figure at which goods can be sent by water, plus 
an allowance for the greater convenience and speed of 
railway transport, so an oil trust must not raise its prices 
to the point at which it pays consumers to install gas or 
electricity, or to revert to candles. The United Alkali 
Company was formed to include all the firms using the La 
Blanc process of making alkali and bleaching powder; the 
effect was to stimulate invention, until the. electrolytic 
method of making bleaching powder, alteady known in the 
laboratory, was made commercially profitable. The French 
Copper Syndicate of 1888 foundered on the same rock, the 
competition of substitutes. The other influence, the danger 
of stimulating competItion where it does not already exist, 
is naturally more difficult to illustrate ; just as the possibility 
which exists under the English constitution of creating new 
peers converted the House of Lords' Veto from an absolute 
to a suspensory veto, although the power has not actually 
been exercised for two hundred years, so the possibility of 
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attracting competition converts a monopolist's control 
over prices from an absolute control to fix them where he 
will to the more liID.lted power of delaying a fall and speed
ing up a nse; the example of the Steel Trust, however, is 
sufficient to indIcate what is possIble. The trust began 
Its career With 80 per cent of the heavy steel trade of the 
United States; its capacIty was great enough to produce 
nearly 60 per cent more than the greatest actual annual 
output hitherto reached in the United States; at the end 
of eight years, though its productive capacIty had increased, 
its share of the trade had sunk to 50 per cent. The case i8 
the more significant, since it occurred in an industry in which 
a large capital is needed to establish a new fum and the 
trade risks are great. ~opolist, l>.L!.I1ising Erices or 
doing an hing else to suggest that he is earning exce tIOna I 
~rofits, tempts other capItalists to enter the in ustry; and 
It shoUld be noted that they are temptedJiOtoiilYl>y the 
prospect of flharing the profits if the prices remain high, 
but also by the alternative hope that the monopolist will 
be induced to buy them out on their own terms, d the 
competition forces prices down. 

IV 

Advantages 0/ MonopolUltw Combination 

It has been necessary to give some space to explaining 
the obstacles in the way of estabhshmg monopoly in com
petltlve industry, because it is at fust sight surpIismg that 
the trust movement has not developed further than it has, 
and that its history is strewn with so many failures. In 
s-pite of failures, however, the development of the move
ment proceeds; apparently we may expect the" combme " 
of firms to become as normal in the twentleth century all 
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the large firm has become in the nineteenth; for, while 
the chief motive of combination is the desire for monopoly, 
and complete monopoly is rarely achieved, the result of 
combination is a. possibility of economies so great that 
complete monopoly becomes unnecessary for high profits. 
That it is by economies rather than monopoly that great 
profits are made is suggested by the success of those "trusts," 
like Messrs. J. & P. Coats, which were formed by the amal
gamatIOn of a small number of strong firms without any 
attempt to comprehend the whole trade, and of those great 
firms, such as the Carnegie Steel Works and Messrs. Brunner. 
Mond & Co., which have grown from small beginnings Wlth
out any attempt to secure monopoly, and have come nearer 
to monopoly than most combinations which set out with 
monopoly as their object. 

What then are the special economies within the reach 
of these trusts! They are simp}y J~.n ext~~sion of the 
economies of large-scale productionz...!Lnd very similar to 
t§ economies of localised industry.. Just as the large firm 
can specialise departments, the trust can specialise firms. 
If it is a combination in a localised industry, some such 
specialisation will have arisen already, and the trust will 
merely arrange that the firm with a speciality shall devote 
its whole resources to that speciality. ,!he trust is able 
to carry the specjalisation of laboUI fur!1.lm: an~ to reta~ 
more highly specialised skill; its ability to.]etain the best 
Ieg8J skill has been frequently illustrated. With its central 
control of the mdlistry it can develop resources, such as 
the pipe-lines of the Standard Oil Trust, which no smaller 
corporation could finance. Many trusts haye taken steps 
to secy,mj1!e sources of their raw material. Along with the 
e-;~mies ofgre;-~-;p;cialisation goes a saving in general 
expenses. To sell its goods, a firm in a competitive market 
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has to mainta~ a system of tra~~ller~ ~ts, adv~rtise. 
ments, which 18 coruitantly growmg in expense. One fum, 
to give It a competitive advantage over the other fums, 
adopts some new advert18ing device; all the other fums 
are forced in self-defence to follow suit; the result is that 
none ains an ad vanta e 0 r the rest; they are a;they 
were, but the expense of the advert18mg deVlce has been 
added to the normal costs of the trade. A trust can reduce 
this kInd of expenditure, or at least stop its growth. One 
set of travellers can now take out the samples of as many 
fums as there are in the combination; the trust, if it 
advertIses (as it usually must), can regulate its expenditure 
on advert18mg itself, instead of havmg expenditure con· 
stantly forced upon it by competitors. The centralisation 
of purchases and sales may allow of savmg, certaUlIy tli?! 
~sat)onm.§ance ana:.:lnB~ance sli2:1JldJie an economy • 
.Above all, it is a great economy to know, inste~ 
to guess, how much of their product is going to be put on 
the market;IiOthlng is so condUCIve to ch~ productIOn 
~ output, no obstacle to a steady output is 80 
great as the actIOn of a large number of producers acting 
independently, each endeavouring to steal the other's trade 
and uncertain what proportIon of the aggregate demand 
of the market he can safely offer to 8upply. A minor 
economy arismg from central control is the 8aving of trans
port charges in the form of cross freights, by supplying 
customers from the nearest plant. 

All these are 80cial as well as private economies, since 
they mean an equal output for a less expenditure. The 
combination, however, has certain advantages over the in
dependent fum in securing trade and controlling prices, 
certain oompetitive advantages as distinct from the productwe 
advantages we have considered so far. The fust of these 
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is the boycott. If a trust has control of a large proportion 
of the supply of any commodity, the larger users of the 
commodity will probably be unable to meet their require
ments without buying from the trust at times. The trust 
can then refuse to !~p}y them unless they undertake to 
Diiy exclusiveIy1rom the trust;DyDoycottmg its com
petItors' customers it can force them to boycott its com
petitors. A slightly different method of securing the same 
end, a monopoly of custom, is the method of the shipping 
~onferences: a rebate, usually o( 10 per cent, is allowed on 
all freIghts to shIppers who confine thell freights to the 
lines in the conference. The second weapon of the trust is. 
price differentiation. Where the trust has a monopoly it, 
can Keep prices up; with the revenue denved from these. 
high prices at its disposal, it can afford to cut prices t() 
bare prime cost of production in markets where it has not, 
a monopoly, and so drive out its competitors. Under com
~ conditiohs coal is cheapest at ilifLl!lkhead and 
increases in cost as the distance from the _p~t __ !I!Q!,~ase§. 
owing to transport expenses; the Westphalian Coal Cartel 
charges its highest prices in the coalfield itself, and reduces. 
them in successive zones to meet the competition of coal 
from other coalfields. Differentiation is possible not only
between districts but between individuals; under com
petitive conditions a buyer who found that the firm he
was buying from was supplying some one else at a lower 
price would take his custom elsewhere; under monopoly 
he has no alternative. :Jj:usts cut prices on a bigger scale, 
naturally. than -independent firms when they do e~g~~ 
in price-wars i with their enormous capital and predominant. 
control of supply they can hold out for a rise longer, and 
resist a fall in price longer, than a single firm with competi
tion to think of. Their chief competitive advantage, how-

G 
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ever, is perhaps their knowledge of the supply; in bargain
ing Wlth customers, the trust knows, the customer does nOG 
know, what the available supply is; hence the trust dare, 
and the customer dare not, stand out for its price. 

v 
VerticaZ Combination. 

We have been concerned in this chapter with the attempt 
to secure a monopoly of an industry or of one stage in an 
industry by the combination of all or most of the firms 
engaged. It should be noticed that there is another form 
of combination, which has dillerent objects, although it 
may tend ultimately to the establishment of monopoly. 
ThIs is the combination of firms at dUIerent stages in the 
same industry, "vertical" combination as it has been 
called in contradistinction to the "horizontal" combina
tion, which we have been considering. It is due to the 
same pressure of competItion on profits as leads to hori
zontal combination; it seeks to escape from the pressure, 
however, not by combinmg competItors at the same stage, 
but by combining a firm with firms that supply it with its 
raw material or take from it Its product. Such combma
tion can be most easily effected, bx. the purchase by one 
company of shares in the companies frOm. which it usually 
buys its materials and to which it sells Its product. This 
.kind of combination is often a step towards the other kind 
of combination, because competItors will often associate 
to acquire control of one of the sources of their raw material 
or for one of the outlets for their product, and, having once 
.associated for that purpose, end by associating for all other 
purposes as well. 



CHAPTER IX 

MONEY 

I 

Money and Coinage 

THE modern producer is always a specialist; everyone in 
modern society derives his income from specialised labour 
or specialised property. This specialisation is, we have seen, 
possible only because the specialists co-operate: each by 
himself is incapable of satisfying his simplest material 
wants, together they can produce all that all need. The 
specialists,. therefore. must exchange their specialities. _ Ex
change may take place in two ways, directly and indirectly. 
The direct e1change of goods we call~, the indirect 
exchange, through some medium, wo call bu~g _!ond I 
selling. Barter is impracticable as ;rurelilii: modern 
'SOciety, since it involves what has been called a .. double \ 
coincidence of wants It i under a system of barter, the ' 
baroer who wants bread has to find not merely a baker 
but a. baker who wants his hair-cutting, the baker who 
wants his hair cut must find not II\erely a barber but a 
barber who wants bread. Even when two people who 
want each other's services have come together, they may 
be unable to agree as to terms i the baker may consider 
two quartern loaves a fair equivalent to three hair-cuts, 
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while the barber demands a loaf each time he cuts the 
.. baker's hall'. The degree of specialIsation which char
\acterises modern industry could never have been reached 
~der a system of barter; it is too minute, too complicated, 
too extensive both in space and time; the increasing use 
of money was both sign and cause of the transItion from 
the priIDltive to the modern economy. 

\ The medium of exchange may be almost anything, pro
!vided that it is generally acceptable. The sole object of 
having a single medium of exchange is to obviate the 
inconvenience of barter, and the inconvenience remains 
if some sellers refuse payment in the medium. The reason 
why a man Wlth anything to sell W11l always accept pay
ment in money 18 that he knows that every one from whom 
he may w18h to buy W11l accept money in payment: if 
any number of people refuse to accept the medmm in 
exchange for their goods, then its usefulness disappears. 
Cattle, slaves, tobacco, salt, leather, beads, silver, gold, 
paper, and several other things have in different countrie8 
and at different times been used as the medIum of exchange, 

I and, consequently, as the standard of value. They served 
just so long as they were generally acceptable: they gave 
way to something else, or to barter, when for any reason 
many people hesitated to accept them in payment for 
goods. 

Though paper money can circulate (under conditions 
explained later), it h8.8 been found in practice that the 
only way to secure m your medIum of exchange this 
fundamental quahty of general acceptability isJo cIloose 
8.8 your medium some commodIty whIch has a utility for 

~---OtIier purposes than facilitating _ exc~nge. Tul counters 
woUld pass from hand iOIiand-as easily as golden sovereigns, 
and would make as good a medium of exc~ange, if people 



MONEY 165 

would accept them; but in practice it has been proved 
over and over again that J?eople will not part WIth th~ 
goods in exchange for counters with no-inherent UtilIty:; 
iilthe long run tliey have confidence only in money wruch 

I derives its value not from the fia~ of governments but from 
its intrinsio physical properties. The use of bank-notes, 
cheques, ana: bills of exchange may seem to contrawct this 
principle, since the paper of which they are composed has 
no relation to their value. The contradictIOn is only 
superficial; bank-notes and other credit instruments are 
legal documents giving the owner a legal claim to so much 
gold, and it is only because they represent this claim that 
they are acceptable i if anything happens to create doubts 
that the claim will be met, they lose their acceptability 
immediately. So far from bemg valueless, because the 
paper on which they are written is valueless, they are forms 
of property in just the same sense as bearer Stock Exchange 
seourities or the copyrighted manuscript of a book; they 
are the title-deeds ot property in bullion. 

Money is not only the mediuI!;!....9f eX9)lang~ .i..JtJs ~lso 
the standard of value. Smce most exchanges take place 
through the medium' of money, most goods and services 
come, at some time or other, to be oompared with money. 
There is nothing else with which they are so regularly com
pared. Hence the medium of exchange becomes a oommon 
denominator of the relative values of difierent goods and 
services, and their values are usually stated in terms of 
money, i.e. as prices. 

The reason why the precious metais have supersed!ld 
~her commodities as money will n~be evident.. They 
have to a greater degree than any other commodity the 
qualities required in a mewum of exchange and standard 
of value. pey are compact; silver displaced copper, and 
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~ld silver, as standard money, because large payments in 
copper or silver were so cumbersome. They are .durable; 
it has been estImated that it would take eight th~nd 
years for a sovereign to wear out completely-cattle are 
conspicuously lacking in this quality. They are diVlBible 
without loss of value; in this quality cattle and mo~t 
early forms of money are again conspicuously lacking, and 
preCIOUS stones, which have most of the other qualities 
required in money, fail in this respect. 

Qold and silver are e,!!!iiy~orable, a quality-necessary 
to check counterfei~ Fina y they are not subject to' 
~s in quantity. This last quality is most 
important in a standard of value; one does not want one's 
standard of other things to be constantly changing itsell. 
Oorn, for example, would make a bad standard of value, 
because its quantity changes with every change in th~ 
weather and other conditions that affect the harvest; a 
suit might exchange for a quarter of corn one year, and the 
next year, although the demand for suits and the conditions 
governing the supply of them remained unchanged, might 
exchange for a quarter and a half of corn, a record h.arvest 
having occurred in the interval. Gold and silver, on account 
of their great durability, are less subject to such changes 
than any other commodities; each year's product is merely 
a small addition to an enormous stock already existing. 
Paper documents are even more compact, divisible, and 
recognisable than the precious metals, and will therefore 
make a more convenient currency, provided that they can 
be given that quality of general acceptability which the 
precious metals possess by virtue of their rarity and in· 
trinsic beauty. 

For convenience of handling and exchange gold and 
'silver are usually coined. At first they were measuTed 1" 
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weight; a II pound" was a pound weight of silver. The 
process of coining was :merely the authoritative statmg 
and guaranteeing of weight and quality, to save the trouble 
of weighing and testing the metals each time a purchase 
was made. Metal stamped by authority in this way 
circulated more freely, because it was more convenient, I 
than unstamped bullion. Governments made it the legal 
medium of exchange, and assumed the monopoly of thel 
coining process. Usually the Government, in return for 
the convenience of coined :money, would make a charge, 
putting less than a pound's weight of silver into a pound 
of money; this profit or charge for coining is called 
.eigniOT e. To-day most governments take no seigniorage, 
I.e. ma e no profit on the coining of bullion. In some cases 
they take what is called brassggtl. i.e. they keep back out 
of the metal coined a quantity just sufficient to cover the 
co~f the coining process, In the United KIngdom even 
this charge is not made; gold is taken at the Mint and 
coined into sovereigns without charge, one ounce of gold 
(eleven-twelfths fine) into 3Ha sovereigns. In practice, 
however, the holders of bullion take it not to the Mmt but 
to the Bank of England, where they are credited with 
£3: 17: 9 for every ounce of gold (eleven-twelfths fine), 
instead of £3 : 17 : lOt, the exact equivalent; the sacrifice 
of lid. on the ounce of gold is made up for by the saving 
of the time taken by the process of coining . 

.Any commodity will serve as the medium of exchange, 
provided that it is generally acceptable; general accepta
bility, however, as a rule is enjoyed only by a commodity 
eelected by Government as medium of exchange and 
•• coined," or otherwise given the stamp of authority • 

.., The regulation of contracts is one of the most elementary 
functi'lns of the State, and the contract of exchange, or sale 
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and purchase, 18 one of the commonp.-t and most important 
of contracts. To facilitate exchange the State selects one 
or more commodities as its standald money; it makes it 
standard by giving it fulllegat tender. In the United King. 
Idom gold is full legal tender, i.e. the ofter of it must be 
~epted in settlement of any debt. In addition, some 
~ubsidiary coins are usually issued as smaU change, whicb 
are not legal tender to any amount, but merely tol.en roin-
age, u. representative of the standard money. -Un lucb 
COinage the mint makes a large profit, since the faUl-value 
is a'wa"s '"'eater than the bullion-value. It fullows that 
~~~ 
metals used tor token comage are not given the right of 
tree coinage; to grant tree coinage would be to make the 
owner of the metal a present ot the difference between the 
bullion-value and the face-value ot the coin. It follows 
also, for reasons that will be apparent when Wd have studied 
Gresham's Law, that the Government can issue oIQ a 
limited quantity of token coinage, and must hmit the amount 
to which it must be accepted as legal tender. In the 
United Kingdom silver and copper coins are token coinage i 
silver is legal tender Only to the 8,mount of forty lhilliugs, 
copper of one shilliug. 

n 
The Single Blanda.,(/, 

When we say that the medium of exchange is selected 
by thP. State, it must not be thought that the State can 
select anything, and, by selecting it, force people to accept 
it. If for any reason the currency issued by the State and 

: given the quality of full legal tender is nQt liked, it ceases 
\ to facilitate exchange, and becomes one of the greatest 
:~tacles known to exchange. General' acceptability. 
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,though increased by the State's action, is given to a com
modity only by intrinsio utility j and money to do its 
work must therefore possess intrinsic utility or give a claim 
to something with intrinsio utility, in addition to receivmg 
the stamp of the MInt. To ensure this association of 
intrinsio utility with standard money, the metal selected 

Jas standard money is usually given the right of Free Coin
age; this means that the Government Will accept for 
'OOiii8g6 any amount of the metal. In the United Kingdom 
this right is possessed only by gold; the Mmt (or Bank of 
England for the Mint) will always accept gold and turn it 
into coin, while silver and copper are coined only on Govern
ment account. If a Governm,ent charges brassage or 
seigniorage On its coinage, this is no limitation of the right 
of free coinage. The object of giving the right of free 
coinage to a metal is to ensure that its value as bullion. and 
lts value as coin will alwa s bear the same relation j in 
t e Dlted g om 3t-3-& sovereigns and an ounce 0 gold 
are always of equal value, since the ounce of gold can at 
any time be turned into the stt! sovereigns. The leason 
for this provision will be clear when we have considered 
Gresham's Law. 

Must there be onJy one standard of value, or may thert
be more than one I Until the nineteenth century govern
ments saw no objection to maintaining two standards of 
value in circulation at the Bame time, namely, gold and 
snv;;;: In 1816, llowever, the United Kingdom demonetiBed 
silver, '.6. deprived silver of the legal attributes of full 
legal tender and free coinage, and all the other chiet com
mercial countries have followed suit. Governments were 
forced to this action by the logic of facts j the double 
standard was an illusion, in reality tither gold cr silve!l 
not both, was the standard of vaIue even when Loth enjoYE'd 

G2 
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the privileges of standard money. Why this was so will 
be clear from an example. William ill. issued a double 
coinage of guineas and shillings, both with full legal tender 
and free coinage. At that time gold and silver exchanged 
in the bullion market in the ratio of 1 to 15·93. The Mint 
adopted this ratio, and, making allowance for the Wfference 
in weight between the gold guinea and the silver shilling, 
gave the guinea the value of 22 shillings. To put it in another 
way, one ounce of g9ld was coined into the same amount' 
of money as 15·93 ounces of silver; the value of both coins 

, as money was the same as their value as bullion; the Mint 
Ratio between them was the same as the Bullion Ratio. 
~futhe course of the next few years the prod;i"ction of gOIa 
increased more rapidly relatively than the production of 
silver; the amount of silver therefore that had to be given 
in exchange for a given amount of gold decreased; by 1717 
the Bullion RaiJo of gold and silver had fallen from 
) : 15·93 to 1 : 15·21. On the advice of Newton the :!'lIint 
Ratio was altered accordingly, and the face..value of a 
guinea 'Was reduced (without any reduction in the weight 
or fineness of the coin) to twenty-one shillings. Had this 
course been maintained, and the Mint Ratio between gold 
and silver coins been altered as often as the Bullion Ratio 
changed, gold and silver womd have continued to circulate 
together. 

No further change, however, in the Mint Ratio was made. 
The relatively greater increase in the production of gold 
continued, and consequently the ratio at which it exchanged 
for silver in the bullion markets fell correspondingly, until 
in 1760 one ounce of gold ",a.s exchanging for only H· 14 of) 
silver, while the MInt was stilI coming an ounce 01 goTd 
intO"iis much money as 15·21 ounces of silver. The resmt 
of this was that silver coinage began to disappear from 
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circulation; the overvalped metal was driving the under. 
valued metal out of circulation. The reason was this: 
people would not pay debts in silver coin when the silver 
was worth more as bullion than as coin; it paid them to 
treat silver coin as bullion, so that only gold coin tended to 
circulate. A simple calculation will show the difficulty of 
maintaining in circulation together two metals at a Mmt 
Ratio different from their Bullion Ratio. In 1760 the Mint, 
toe. the Government, treated 100 guineas as equivalent to 
2100 shillings; a person therefore who, starting with 100 
guineas, assiduously paid out guineas and hoarded all the 
shillings that came his way could substitute 2100 shillings 
for his 100 guineas. Then, ignoring the stamp on the coins 
and treating the shillings simply as so much metal, he could 
e!9hange the silver in the bullion market for gold. ansI.. 
(since the ratio in which gold and silver exchanged as 
bullion was 1 : 14'14, instead of 1: 15·21, the ratio in which 
they w~e treatAld by the Mint) he could get for his silver 
a weight of gold sufficient to make 1071 guineas; this gold 
he could then take to the Mmt, and get coined, under the 
free coinage regulations, into 1071 guineas. thus making 
a profit of 71 guineas. After 1760 the production of silver 
began to increase. By 1800 it had increased to such an 
extent that the bullion ratio of gold and silver had become 
1 : 15·68. Silver was now the overvalued metal, and began 
to drive gold out of circulation. The Govt'.rnment, however. 
intervened, stopped the tree coinage 01 silver-provisionally 

I in 1798 and absolutely in IS16-thus placing the coinage 
of the United Kingdom on a mono-metallic gold basis. 

Thus, even when a Government tries to maintain the 
two metals in circulation together as standard money. 
it fails, because the relative value of the two metals is 
constantly fluctuating with the varying rates of their 
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production; the metal undervalued by the MInt tends to 
wsappear from circulation, BO that the country is really on 
!-.!!!o.gQ~llic basis, the metal overvalued by the Mmt 
being the actual st;maard of value. Only if the ohiel 
commerCIal countries of the world combined to maintain 
both metals in circulation, could tlus result be prevented. 
The use of them as com is much the most important use 
of the preCIOUS metals; a" combine" of Mmts therefore 
could control the bullion market and fix the values of bullion, 
Just as any strong combine can to some extent control 
values. Then a fixed ratio between the two metals could 
be maintamed in the bullion market, and no divergence 
between the Bullion Ratio and the universal lImt Ratio 
need occur. Such a treatment of the prelllous metal would 
constitute not a double standard but a jmnt standard; Its 
advantage over eXlStmg mono-metallic monetary systems 
would lie in the fact that the value of gold and suver 
together would probably fluctuate less than the value of 
either gold or suver separately. It would also get nd of the , 
difficulty caused by the absence of a par of exchange 
between gold-using and silver-using countnes. 

III 

Gresham's Law 

The disappearancfl of the undervalued metal when two 
metals are mmted as standard money is only one illustra
tion of a general tendency, that has been called" Gresham'8 
Law," after an Elizabethan finance minister who was 
supposed (incolTectly) to have discovered it. The tendency 
is for "bad" money to drive out of circulation " good .. 
money. "~be either COlD, the value...cl_ 
wruch as metal Is very much less than its face-value, or 
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paper which cannot be exchanged for good coin. Coin 
may become bad money by being chpped or sweated; 
or the Government may have debased it by increasing the 
prop~rtion of alloy or reducing the weIght without changmg 
the denomination. The EngLsh pound dechned from 4995 
grains of silver in the eleventh century to 288 grains in 
the reign of Edward VI. Or a change in the ratio of gold 
to silver in the bullion market may, as in the case of the 
English guinea, destroy the identIty between the face
value and the bullion-value of one of the two metals. 
Paper money becomes bad money whenever it is issued in 
~cess of the reqwrements' of the communIty for a medium 
of exchange; it usually is issued in such excess when it is 
the only form of currency I Gresham's Law may operate 
in more than one way. The bad money will be used to 
pay debts, while the good money is hoarded; everyone 
tries to get rid of So bad shilling, so that bad shillings circu
late. The good money elisa arB chiefly, however, by being 
exporte; e overnment cannot compe JO'Tttgn merchants 
to accept its bad money in payment of their debts, they 
will usually accept only money which is worth no less as 
bullion than as coin; hence the good money is constantly 
being saved up to pay foreign deb2l ... und 80 leaves the 
country. 

This tendency operates only if two conditions obtain: 
first, that there is no scarcity of moner. A certaIn amo~t 
of money is needed at any time for commerce; if this 
amount is not forthcoming, then the need of money will 
prevent that hoarding and export of .. good .. money which 
usually cause its disappearance. Governments, by allowing 
n.o free coi.nage and by regulating the amount of money in 
circulation themselves, instead of leaving it to be determined 
by the production of gold and the action of banks, can m:ke 



174 ECONOMICS CHAP. 

almost any kind of money circulate; such regulation IS, 

however, a dehcate and difficult business owing to the 
constant change in the need for money, due to trade
fluctuation, and still more to the fact that trade is not 
confined within the boundaries of the State, while the 
authority of the Government is so confined. The second 
condition is that the "bad" money actually circulate. 
1£ the business community refuse to have anything to do 
with it, as the Americans of the Pacmc States elld with the 
greenbacks of the Federal Government during the American 
CIvil War, the issue of the" bad" money will not affect 
the circulation of the" good." 

IV 

Paper Ourrency 

There are many substItutes for metallic money. The 
first.is inconvertible l>ape.t.currency, which has sometimes 
been called" fiat" money. It is made by the mere statement 
by a Government that such and such a piece of paper is such 
and such an amount of money. Sometimes the statement 
takes the form of a prOmISe that payment in metal will be 
made; since the promise is indefinite, and is not intended 
to be fulfilled, the dLierence of form is unimportant. Such 
money is put into circulation by the Government using it 
to pay Its debts. It CIrculates because the Government 
iorces its debtors to accept it, and authorises them to settle 
their debts with it also. Such money, as Ricardo pointed 
out, is simply money With a seigniorage of 100 per cent. In 
the long run the Government does not make all profit, since 
the money comes back to it m payment of Government 
dues and taxes. The danger of the issue of such money is 
that it will be over-iasued-u. issued in excess of the needs 
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of the community for a medium of exchange. The tempta
tion to over-issue is strong, since the only expense of pro. 
duoing the money lies in the cost of paper and printmg, 
and it is extremely difficult to estimate what amount is 
needed. Trade fluctuates, and with it the demand for money, 
80 that even if the paper origmally issued was no more than 
sufficient to meet CUlTent reqUIrements" it..._WlllJlecome 
excessive when trade falls off. If the Government that 
iSSUed it is not very stable there Is additional obstacle to 
its circulation, and its purchasing power may fluctuate with 
the fortunes of the Government, as the American green
backs did with the fortunes of the Federal Army in the 
American Civil War. It is an inelastic cUlTency, since the 
supply of it, though easily extended, is not easily reduced 
when· trade falls off i in this respect it drlfers from bank 
credits, which are to be explamed later, Once it de
preciates, it begins to drive all good money out of the country, 
in accordance with Gresham's Law. 

History affords plenty of examples of the evils of an in
convertible paper cUlTency money. The notes of the French 
Revolutionary Government called a8signats, issued on what 
seemed excellent security, namely the land con.fiscated from 
the Church, depreciated in comparISon with metallic money. 
because the holders of the notes could never get hold of tha 
land the notes were supposed to represent, and at one time 
200 francs in assignats were needed to purchase the same 
amount of anything as one silver franc. English Bank of 
England notes between 1797 and 1819 were inconvertible, '.e. could not be exchanged for gold on demand, and de, 
preciated 15 per cent. The greenbacka issued by the" 
United States Government to the extent of 450 million 
dollars depreciated at one time 65 per cent, as compared 
with the R;old dollar. Such mon~ is no use for foreign 
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paymen~. Its great evil, however, is the uncertainty it 
mtroduces into business It neither possesses intrlnsio 
utility nor represents anything possessing mtrmsio _utIl~ty ; 
its purchasmg power, .!hereiore, Huctuates Wlt~ ~~ery cha~ge 
iii trade, and no one knows what exactly: h~ is being ofleted 
wben lle1s 'Offered paymentTn-iC-The -over-Issue of it by 
a Government IS mere robberY; equivalent to the payment 
of a debt with a cheque that the payer knows Will not be 
honoured. 

At the opposite extreme to inconvertible paper currency 
isJhe bullion certificate. To this class belong the United 
States gold and sIlver certificates, and, with the exception 
of about £20,000,000 issued against securities, Bank of 
England notes. They are paper documents issued merely 
to save the trouble of handling large amounts of metal; 
their convertibihty, i.e. the power to exchange them on 
demand for gold, is secured by a cent per cent reserve. 

A !.h,rd type of paper money is the bank-.?:_Q~~ent 
"note." It IS a promise or order to pay gold on demand; 
itiliffers therefore from our first type of paper money in 
being convertible. Unhke the bullion certificate, however, 
its convertiblhty is !lilt secured by the depos~t}n !"e~e.!!!..2! 
gold to the same amount as the i~e o~; a reserve of 
gold is kept, but not a cent per cent reserve. The bank or 
Government that issues notes knows from experience that 
not all the notes wIll ever be presented for cash payment 
at once; It maintains a cash reserve against them, therefore, 
sufficient only to pay cash for so many as are likely to be 
presented. These notes-they Will be dealt With again in 
the next chapter as forms of credit-are a currency created 
in Europe chiefly by banks, in America by Government as 
well as banks. They have the quahty of general accepta
bility, because, although they have themselves no intrinSIC 
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value, they are convertible, i e. can be exchanged on demand 
lor gold. They represent a great economy in the U&e of 
gord, since the gold reserve required as the basil for a Dote 
issue is only a fraction of the amount of the issue. Th18 
economy, however, introduces a risk which is not present 
in the case of bullion certificates; this risk is the simuj
taneous presentation for cash payment of an amount of 
notes greater than the cash reserve. If thiS happens;the 
bank must fail, even if it have other assets to more than the 
value of the demands upon it, since a presented note is a 
legal demand for cash, not for any land of property. The 
same Janger may be put in another way: the bank may 
not keep an adequate reserve, i.e. an amount of cash or 
bullion suffiCient to meet the pOSSible demand for cash. 
The bank has sufficient motive to keep its reserve adequate, 
in the obligation which it is under to pay cash on demand for 
its notes; but the profit made by increasing the note issue 
without increasing the reserve is a motive tending to action 
in the opposite direction. 

In England anyadrutional issue of bank-notes was stopped 
by the Bank Act of 1844, and the cheque has taken the 
place of the note as the chief form of currency. A cheque 
IS an order on a bank by some one who has a crerut With the 
bank to pay cash to the person mentioned in the order. Its 
;;ooeptability is secured 6y the same means as that of the 
note, namely by its convertiblhty; and its convertibility 
is secured similarly by the bank's cash reserve. The 
cheque has several advantages over the note. It enables 
~ayment involving fractions of a pound to be made without 
the use of small change; oD1y amounts WhlCA are multiples 
of five pounds can be paid by note. A cheque, if drawn 
to order not bearer, must be endoned by the payee, and 
the endorsement is a receipt of payment.. If the cheque 
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be crossed, the bank on which It is drawn will pay the cash, 

f
hiCh the cheque orders them to pay, into a banlong 
ccount only; thus the payer has a check on the movemen' 
f his payment, and can transmit it by post without fear 

of its being misappropriated. Fmally, every cheque goes 
throu.gh the sIgnatory's bank, and the bank keeps account 
of all cheques; hence the signatory's payment account 
is automatically kept for rum: by passing his receipts as 
well as his payments through his banking account, he can 
have all his accounts kept for him. The cheque, however, 
does not circulate qm~ .so iIilel! as the no!-e ..i.Jts ~pt
aI)ility is not so ..&El.rulrru.. This is due to the fact that Its 
value dependS on the solvency of the signatory to it, whlle 
a note has the credit of a well-known bank behind it. Also 
the payer of a cheque cannot pass on a better tItle to it than 
he has hunself; if A steals a cheque and uses it to pay a 
debt he owes B, the amount of the cheque can be recovered 
from B on dlscovery of the theft, whlle if A steals a bank
note and pays it to B who receIves it in good faith and 
spends it again, the owner of the note cannot recover from 
B. In spite of these shght drawbacks the use of the cheque 
is growmg more rapidly than that of any other meruum of 
exchange. 

The only other substitute for metallic money that is of 
importance is the draft or ... bill of exchange. A bill of 
exchange is difficult to distinguish from a cheque, but 
usually looks to the future and may be drawn not on a 
bank but on a merchant. Its typical form is : 

£1010 
LOJrDOJr, 

To lIlessrs. White & Co. Sepumh ... 28, 1913 
Three months after date pay to Messrs. Smith & Co., or order, 

the sum of one thousand and ten pounds for value received. 
(Signed) SIoIITH & eo. 
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In tJus example, Smith &; Co. are said to "draw on " 
White &; Co. Smith &; Co. wIll draw up the form and send 
it to White &; Co. If the latter admit their liability, they 
WIll "accept" it, i.e. write across it "accepted, White &; 

Co." ; they thereby make themselves liable to pay'cash to 
the amount of £1010 on December 28, 1913. Smith &; Co. 
can then either wait tIll the full three months have 
elapsed and then collect pajm~~ _or tfi~ can. t~~j~ ~o 
a bank or bill-broker, who will "~iscount" it, i.e. give 
them cash for it, less interest for three months; or they 
can use it to pay a debt to some other creditor. In 
either of the last two cases they will have to endorse the 
bill, thus making themselves hable to pay it when due, 
if the firm on which it is drawn are unable to meet their 
liability. A bill of exrhange may be used to settI.~ a 
dozen debts and travel half round the world; each firm 
that uses it to pay a debt will endorse it, making them
selves liable to meet it when it falls due, If none of the firms 
whose names appear earlier on it are able to do so. The 
phrase "tor value received" should be noticed. Usually 
it is true: the bill is a payment for goods which have been 
sent by the drawer to the drawee, and the bill is almost 
eqwvalent to an invoice. Sometimes, however, the phrase 
is a mere form; the bill is then a deVlce for making a loan, 
and is known as a Finance Bill or Accommodation Bill. 



CHAPTER X 

BANKING AND CREDIT 

I 

The OanceUing of Indebtedness by the U Be of Oredit-
Instruments 

WE have seen that the use of money is a device to facilitate 
exchange. We have seen that the one quality essential m 
money is acceptability, and that the easiest way to give 
money that essential quahty is to use as money a commodity 
acceptable and valued on account of its intrinsic properties. 
The Enghsh sovereign is money of thIs kind, " cash" as it 
IS called to distmgwsh it from other forms of money, and 
is acceptable everywhere, because Its value depends not on 
the government stamp upon it, but on Its material. The 
use of such money to the exclusion of all other kinds is, 
however, impracticable, the amount and frequency of 
commercial exchanges being too great for them all to take 
place through the mewum of gold. Consequently certam 
paper substltutfJl for cash have come into use, which saye 
society the labour which would be required to extract from 
the earth a store of gold large enough to serve as the mewum 
for all exchanges. Cash is expensive to society; all the 
kinds of paper money we have examined economise cash. 
We have now to proceed beyond a bare description of them, 
and enquire 1ww they effect thIS economy of cash. 

lRB 
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It should be noticed first of all how the essential quahty 
of acceptability is secured for paper money. In the case of 
inconvertible paper money issued by a. government, or Wlth 
the authority of a government, ,!:cceptabIlity is secured by 
law; by law the paper is legal tender, the offer of it must 
be8.ccepted as full settlement of debts. Th18 method is 
unsatisfactory, since, as we have seen, this method cannot 
be relied on to secure for the paper acceptability at par, i.e. 
acceptabilIty at its nominal value measured in gold. In 
the case of all other lands of paper money the quality of 
acceptabIhty is secured by making them" convertible," i.e. 
exchangeable for gold. Bank-notes"cheques and bills of ex
change are not gold, but they are all promises to pay gold i 
they give their holder a claIm to gold, and on the whole, 
therefore, enjoy the same acceptability as gold itself. 

Now if sellers who had received payment for their goods 
in these paper clainlS invariablY demanded the gold which 
these papers entitled them to claIm, there would be no 
economy of gold; payments would be deferred, but would 
still be gold payments. The reason why these credit in
struments economise gold is that they are not as a rule 
presented for payment in this way; they are transferred 
from one person to another until the claims wInch a man 
creates against himself by buying and the claims which he 
acquires over others by selling are brought together and can
celled, the difference only, and usually not even that, being 
paid in gold. 

This cancelling may be effected in any of several ways. 
Suppose AdanlS, a farmer, sells all his butter to the village 
store-keeper Brown, and also buys from Brown all his 
groceries. Brown' will not hand over to AdanlS sovereigns 
every time he receives a consignment of butter, he will 
instead make a note of the value received; and Adams will 
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not pay Brown cash every tIme he takes from the store a 
pound of tea, instead he will tell Brown to put it down In 

the account. Ollce a month or once a quarter, a balance wul 
be struck; Brown will find, perhaps, that he has received 
£25's worth of butter and sold £20's worth of grocerIes; 
he will canceZ the £20 of rus claim on Adams against £20 
of Adams' claim on rum, and need hand over in actual cash 
only the balance, £5. 

Suppose agam that the farmer Adams instead of selling 
Ibs butter to Brown from whom he got hIS groceries, sold It 
to a butter-factor, Clark, who was Brown's landlord; then 
there might be a sinnlar elJIDinatJon of cash-deahngs by the 
cancelling of debts. Adams owes Brown £20 for groceries, 
Brown owes Clark £20 for rent, and Clark 0\\e8 Adams 
£25 for butter. Ada.ms instead of glvmg Brown twenty 
sovereigns gIves him a promissory note of some kind for 
the amount, intending to meet the note when Clark has 
pald him for his butter; Brown induces Clark to accept 
the note in settlement of his rent, and Clark hands it over 
wlth five sovereigns to Adams in payment for the butter. 
Thus exchanges to the amount of £61; will have taken place 
and only five sovereigJIB have been transferred. 

Cases as simple as this are not hkely to occur ofU>n; 
but the case illustrates the possibility of economJSmg gold 
by a system of cancelling the debts wruch a man incurs by 
buying against the claims he acquires by sellmg. The 
drlficulties in the way of a general use of this simple system 
of carrying on exchange are three: Adams' business may 
be perfectly solvent and yet his name be unknown. In that 
case, bills or drafts drawn on him will not have the quahty 
of acceptability once they get outside the immediate circle 
of his acquaintanc.es. Secondly, Adams' creditor may have 
perfect falth in Ad~ms' ultimate solvency, and yet douM 
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his ability to produce at a moment's notice the cash which 
the note is a promise to pay. If he is hkely to want cash 
himself therefore, he will refuse Adams' note (politely. 
one hopes) and insist on gold sovereigns. The third 
difficulty is this: modern commerce is extremely compli
cated, specialisation is carried so far that every business 
man has relations with great numbers of sellers or buyers; 
it is extremely unlikely, therefore, that the note which 
Adams successfully launched in payment of his grocer'& 
bill will find its way back to him in settlement of a claIm 
he has on one of his customers. • . 

The banking system overcomes these difficulties. By 
an arrangement with the bank the business man who does 
not wish to pay gold, substitutes a draft on the bank (or 
cheque) for a draft on himself. ThIs will have the accept
ability which his draft on himself lacked, firstly, because 
banks are comparatively few in number and their names 
well known over wide areas, secondly, because banks 
~ndertake to pay cash if cash is wanted. The bank over
comes also the third obstacle to the cancelling of indebted
ness, the obstacle offered by the wide extenslon and com
plexity of modern commerce. The arrangement which the 
business man has with the bank is an "account." ThIs 
account gives him the right to draw on the bank for cash to 
the. amount of the account i in other words, it is a claim to 
cash which the bank will recognise and which he can transfer. 

·Now Adams, Brown, and Clark in our imaginary instance 
would all have banking accounts. Adams, therefore, would 
pay his quarterly grocery bill to Brown no~with a draft on 
himself but with a cheque. Now, a cheque is a~order on 
the bank to pay gold, but the receiver of a cheque rarely 
exercises his ri~ht to demand gold, being content to pa., 
the cheque into his own banking account. Brown. there..: 
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fore, would pay Adams' cheque mto his account, and the 
bank would credIt Jus account with an addItional £20, at 
the same time deductmg £20 from the amount standing 
m Its books to Adams' credIt. SIml1arly Brown would 
pay Clark WIth a cheque, and Clark would pay Adams with 
a cheque, the receIver in each case paying the cheque into 
his account. Thus Adams' bankmg account would be 
increased by the amount of his sale of butter, £25, and 
decreased by the amount of Jus purchase of groceries, 
£20; Brown's bankIng account would be increased by 
the amount of his sale of groceries and decreased by the 
amount of his rent; Clark's account would be increased 
by the payment he receives from Jus tenant and decreased 
by the amount of his purchases of butter. Each has paid 
for his purchases, not WIth gold nor WIth a claim on him
self, but by transferring a portIOn of the claim on the bank 
which Jus account gives hIm; each is paId for his sales in 
the same way. Thus at the bank the clalInS whIch each 
acquires over others by his sales and the ~hIch each 
gIves others on himself by Jus purchases are brought 
togetIler, cancelled so far as th:l}Y.ha,1rut~n oth~Jlna 
the dIfference creiIited o;d~hlted to the account of each; 
tIOur instance, at the close or the serre;~f eXCba~es, 
Adams' banking account will be £5 higher than it was 
at the start, Clark's £5 less, Brown's as it was. 

It may happen, however, that there are two banks in 
the village, and that Adams has Jus banking account at 
a dIfferent bank from the other two; we will call Adams' 
bank Barclay's and the other Lloyd's. Adams will then 
pay BroJ1l with a cheque on Barclay's which Brown will 
pay into his account at Lloyd's; this cheque will give 
Lloyd's Bank a claim for £20 on Barclay'S Bank, since it 
is an order on Barclay's to pay Brown or In' f'epresentatlve 
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£20. Clark, on the other hand, will pay Adams with a 
cheque on Lloyd's, which Adams will place to Ius account 
at Barclay's; this cheque gives Barclay'S a claim to £20 from 
Lloyd's, and it is merely necessary for the representatives of 
the two banks to meet for these contrary claims to be set 
against each other and the balance, £5, paid by Lloyd's to 
Barclay'S. The principle is exactly the same as in the 
previous case; payment is made by the purchasers tran.9-
Jerring to the sellers claims on their banks, and the banks, 
being in touch with one another, can bring opposing claims 
together and cancel them. Even if the two banks are in 
different dietricts the same result will be brought about. 
All the banks in tho country are connected through their 
head offices or London Agents in the London Clearing-House. 
Hence a cheque on any branch of Lloyd's, if paid into any 
branch of Barclay's, will be presented ultimately by the 
representative of Barclay's to the representative of Lloyd's 
in the Clearing-House; then it Wlll be balanced agamst 
cheques on Barclay'S which have been paid into branches 
of Lloyd's, so that only the balance left over after cancelling 
contrary claims need be paid. Even this balance will not 
~id insash. All the chief banks have accounts with the 
Bank of England, the bankers' bank; hence Lloyd's Wlll 
pay Barclay's any balance which may be due, after allowing 
for contrary claims, with a cheque on the Bank of England, 
the Bank of England will deduct the amount of the cheque 
from Lloyd's account with them and add it to Barclay'S, 
so that transactions to the amount of thousands of pounds 
may have been effected without the transfer of a single 
gold sovereign. The London Clearing-House me_ets twice 
a day, and effects payments to the amonnt of over nmeteen 
thousand million pounds a year. 

Throu~h the complex and far-reaching banking system 
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the claims to cash which a man is constantly acqwring by 
selling his goods or his labour can be brought together and 
balanced again$t the claims which others are constantly 
acquiring on lum byselhng to him goods or serVlces, so that 
he needs cash only for purposes of retail transactions. 
The banking system is a great clearing-house, in wluch 
sales and purchases are registered and thus cancelled against 
each other. Banking systems, however, are national, not 
international; there remains for consideration the case of 
internatIOnal exchanges. These are effected chiefly through 
the medlUm of the bill of exchange. The note wluch we 
imagined the farmer Adams giving to his creditor Brown 
was, in efiect if not in form, a bIll of exchange; It was an 
undertalnng to pay cash for value received at some future 
date. Brown used It to pay Clark, and Clark to pay Adams. 
Between the date when a bill 18 drawn and settles the first 
debt, and the date when it falls due and is presented for 
cash-payment, it may be used a score of times to settle a 
score of debts, perhaps in half a dozen difierent countnes. 

;§uls of exchange are used in internal trade, but~ey 
arose ill international tcade and are the most usual method 
Of malnn~fore~ pa~~~Suppose that an Am;rIcan 
mercflant is buymg Engl18h cloth to the value of £100 at 
the same time as a London merchant is buying American 
wheat to the value of £100. It would be a great waste of 
trouble if the American merchant shipped a hundred 
sovereigns across the Atlantic to pay the Engl18h manu
facturer, and at the same time the Enghsh corn-merchant 
shipped a hundred sovereigns to pay the American wheat
llxporter. That trouble is saved by the American wheat
exporter drawing on the Engl18h com-merchant for £100 ; 
the English corn-merchant accepts the bill and sends it 
back, the American corn-exporter then pays it into his bank, 
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and through the banks and bill-brokers it comes into the 
hands of the Americal'l piece-merchant, who buys it and 
posts it to his Enghsh creditor, the manufacturer, who 
either holds it till it is due and then presents it to the corn
merchant for payment o~)~_ !n~~ b""ank, 'and his 
~nk collects fayntent wh~~i~js~e. Thus through the 
medium of the bill, the English manufacturer's claim on 
the American piece-merchaut is exchanged for a claim 01. 

a London corn-merchant, and the American corn-exporter's 
claim on the London corn-merchant is exchanged for a 
claim on an American piece-merchant; both collect pay
ment at home, and no cash crosses the Atlantic. In practice 
the American corn-exporter will not draw on the EnglIsh 
corn-merchant, but on some financial house that makes a 
business of creating bills. The Enghsh corn-merchant 
may be quite solvent and yet his name be unknown; a bill 
drawn on him might be a good bill and yet be unacceptable 
simply because he was not well known, so that the American 
exporter when he got the bill would be unable to use it; 
the prima~sential of currency is ac~el'.t~~;y! and his 
bill wouldlack that gualiu.. The difficulty 18 got over bye 
the English corn-merchant making an arrangement with a , 
financial house; they know him, and they themselves are 
known everywhere; a bill on them will be acceptable, 
because they are known. The American exporter, therefore, 
draws on them, the English corn-merchant giving them 
security against loss and paying them for the use of their 
name. The principle of the transaction is the same as in 
payment by cheque. The purchaser who pays with a 
cheque transfers his claim on a bank to his credItor; the 
purchaser who pays with a bill on a discount merchant, 
transfers the claim on this discount merchant which he has 
acquired by giving him security and paying for the use of 
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his name. These finanCIal houses that create bills of 
exchange are frequently firms origmally engaged in general 
merchantmg, who found that their reputatIon was so good 
that they could hterally " tiade upon it" by sellmg billi 
Qf exchange drawn upon them. 

The net result of the use of cheques and bIlls of exchange 
is to substitute an instttutwn-the Money Market, wInch 
includes banks, discount merchants, and bill-blOkers-JQ1' 
a comnwdtt y-gold-as the medIUm of exchange. If I have 
textile!! for sale and I want corn, I do not exchange my 
textiles for gold and the gold for corn; I exchange the 
textiles for a claIm on a bank, and the claim on the bank 
for corn; gold is eliminated as the medIum of exchange 
(though It remains the standard of value), and the institu
tion comes in. The man to whom I give my textiles says 
the bank will pay me. He transfers his claIm on the bank 
to me, and I tell the man from whom I get the corn that 
my bank will pay hIm. I transfer my claIm on the bank to 

I

hIm. If everybody always used tAis method 0/ negotwting 
exchanges, there need be no gold; 11.11 purchases and all sales 
would be registered in some bank, so that a man's sales 
'could always be set against his purchases. But Bome1Jody 
always and everybody 80metimR,s wants the gold to which the 
chtque, note, or bill gives a claim. Hence banks have to 
keep a reserve of gold, and gold remains the basIS of all 
exchange. 

II 

The Creation of Credit by Ban1cs 

We have seen that most payments ill wholesale commerce 
to-dayare made not in gold but in prOmISes to pay gold 
or in credit instruments that constitute a claim to gold. 
The man who sells goods receives a cheque or bill which 
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gives him a claim to gold; the man who buys goods pays 
with a cheque or bill which represents a clalm to gold. We 
have seen that in the bankmg system all clalIIl8 of th18 
nature are brought together, all sales and purchases are, 
as it were, registered, so that the claims against a man (on 
account of his purchases) may be set against the claims he 
has on others (on account of his sales), and the balame only 
paid to him or collected from him. For a claim on himself 
the purchaser by arrangement subs~tutes a claun on rus 
bank or some well-known financial house, i.e. he pays with 
a draft, not on himself but on the bank (a cheque) or on 
the financial house (a bill of exchange). He is paid with 
similar cheques and. bills, most of wruch he pays into his 
banking account. Thus, in his banking account the clalIIl8 
which his sales give rum against others are set against the 
claims which his purchases give others against him. 

This" arrangement," by which th~.J!urchaser is able to 
give a draft on a bank instead of alloWlIlg his crerutor to 
draw on him, is called a "." banki~i!l~~"O·~~~' 'A.iJ.7c~o~t 
may be created, either by the chellt paymg in something tel' 
the bank or by the bank making an advance to the client~ 
In the first case tho client places in the bank's keeping a 
portion of hts wealth, which the bank is at liberty to use 
as it thinks fit, so long as it can return his wealth on demand 
or due notice i in return for the use of his wealth the bank 
will either pay him interest or transact his bankmg business 
for him without making any charge for the service. In 
the second case, in return for the payment of interest, the 
bank treats a client, who has '/'lot given the bank his wealth 
to use, in exactly the same way as it treats a chent who has. 
What the banker in effect says to his client is, .. Give me 
security and pay me interest, and I will pay your debts for 
you in precisely the same way as I do those of a client who 
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has placed in my keeping a portlOn of his wealth for that 
purpose." The client to whom a credit is allowed by a 
bank has to give some sort of security for repayment; but 
this securIty chffers from the deposit against which the 
holder of a deposit account can draw cheques, inasmuch as 
the bank cannot use it in any way except as securIty. If, 
for example, I deposit five hundred sovereIgns with a bank, 
the bank can immemately lend them to somebody else; 
if I receive a cremt ~f £500 and give as securIty my hfe
insurance pohcy, the bank can do nothing with that, 80 

long as I satisfy the conmtions on whIch the cremt 
was granted. But whether a bank's chent has acquired 
the right to draw cheques on the bank by deposltmg 
wealth WIth the bank or by receiving an advance from 
it, he has that right; the bank undertakes to honour 
cheques signed by hIm, i.e. to pay cash for them if asked 
to do so. An account which gives th!B right to dr!'w 
che ues however-acqwred is a "Current Account.' 
Banks will a so receIve money on d~it and pay mterest 
on it, on conditlOn that it IS not withdrawn without the 
giving of some days' n.Qtice; an arrangement of this kind 
IS a "Deposit Account." 

Suppose a bank has made an advance of this kmd; the 
bank's client will WlBh to use the advance, and will use it 
by draWIng cheques to the amount of the advance to pay 
hIs cremtors. Now ills cremtors in nine cases out of ten 
will not cash these cheques, but WIll pay them into their 
bankmg account as depOStts; thus the advance made by 
one bank becomes a deposIt in another bank, or, it may be, 
in the same bank. If the creditor to v. hom the bank's 
chent pays the cheques which he draws against his advance 
has an account with the same bank, the bank has merely to 
make two entries in its books, deducting the amount of the 
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cheque from one account and placing it to the other; if 
the cheques are paid into some other bank, they will be set 
against cheques drawn on this other bank and paid into the 
first bank, when the representatives of the two banks meet 
in the Clearing-House. Thus while deposlts or advances are 
d~tinct from the point of view of the_!l!~vi<!ual client Dr 
bank, from the point of view of the banking sxs~II!..~I! .. JIo 
\yhole depOSIts a,DdJlo4Y~!!~~S ~!:e la~~Iz identical. 

We can see now how banks are able to' "manufacture 
credit," we might almost say" manUfacture money." At 
first they accepted deposits of gold and loaned them out 
again, acting merely as middlemen between those who had 
and those who wanted cash. Now they accept deposits 
which they loan out again, and in addition make advances 
which have no deposits aga~nst them, by creating claims o~ 
themselves which their clients can transfer in payment for 
their purchases. The bank makes an advance to a chent of 
£1000; this means that it undertakes to meet the clalDlS for 
gold on its client to the amount of £1000; it has increased 
its liabilities by £1000, and this will appear in its balance 
sheet in the form of an additional £1000 added to its 
Current and Deposit Accounts, while there is a corre
sponding increase in its assets appearing in the balance 
sheet in the form of £1000 added to its Advances to 
Customers on Securlty. When a bank makes an advance 
of £1000 a mutual liability is created between the bank and 
its client; the bank incurs a habihty ~ find 1000 soverei~ 
if called on, and the client incurs a hability to ~he 
bank £1000 when called on. The banICcan Incur this 
liaOili£y only because it is never called on to meet it 
in full; the clients to whom it makes advances draw 
cheques against those advances to pay their debts, but the 
cheques are never all presented for cash payment; most of 
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them always are paid into other banks as deposits and are 
cancelled agamst cheques on these other banks, wluch are 
paid into the first bank as deposits. A bank ~an safely 
make advances because those advances will most of them 
become deposits in other banks, just as its own deposits 
COns18t largely of clalmS on other banks which have made 
,advances to their chents. 

III 

The Cash Reserve 

Are there any limits to thlB power that banks have of 
" manufactunng credit," and so increasing the amount of 
currency ~ It is obviously profitable to them, since their 
chents pay them interest on these cheque credits in pre
c18ely the same way as they would if the loan oons18ted 
of other clients' depOSits, on whiCh the bank was paymg 
interest itselL There are limits. The extreme theoretICal 
limit is the amount of secunty which the chents have to 
offer for advances; since, however, banks will sometimes 
make an advance simply on the seOlll'lty of a chent's good 
name, this extreme lumt is vague and practically unim
portant. The reallimlt is imposed by the need of keepmg 
a cash reserve against the habilities involved in all accounts, 
credit as weU as deposit accounts. Anyone Wlth an account 
at the bank can draw cheques, and a cheque is an order on 
the bank to pay.qold (or Bank of England notes representing 
gold), which the bank undertakes to honour. Usually a 
cheque drawn on one bank is paid into another bank and 
simply cancelled Wlth a cheque drawn on the second bank 
and depoSited with the first. If people were always content 
to trust the bank, and to make and receive all payments by 
cheque, then banks need keep no cash reserve. But every-
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body at some time needs gold. The demand for gold, or, to 
put the same thing in another way, the extent to which 
people will be satisfied with payment by cheque or other 
credit instruments, varies, so that the cash reserve which a 
bank needs varies also; but an adequate cash reserve the 
bank must keep. A cheque is an order to pay cash. A 
glance at a bank's balance-sheet will show that a small 
proportion only of its assets are cash, yet none of the other 
assets will serve instead of cash, if there is anything in the 
nature of a .. run .. on the bank; cheques cannot be met by 
the offer of investments, the securities held against advances, 
bank buildings, or any of the other assets, and in such a time 
it will be impossible to call in loans or to realise any of the 
assets, except at a heavy loss. It is essential, therefore, that 
a bank keep a cash reserve adequate to meet all the demands 
for cash that will be made by clients who have deposits 
with or advances from the bank; it is almost as essential 
that the bank keep its assets" liquid," i.e. invest its reS01ll1les 
in such a way that they are not" locked up .. and can be 
converted into cash at short notice. 

Here is the banker's dilemma. By keeping a large cash 
reserve in proportion to his liabilities, he will secure safety i 
but he will reduce his profits, since the cash reserve earns 
him no interest, and he may embarrass his clients, who rely 
on him for advances and may be seriously inconvenienced, 
perhaps even driven into bankruptcy, if he contracts his 
credits in order to strengthen his reserve. If, on the other 
hand, he kee a small reserve freel 'Yin his clients he 
a vances they ask for and increasing his profits by reducinz. 
the proportion ot his assets lying idle, then he will be jeopard
ising security i in case of a collapse of coiifldence In the 
busmess world, he will be unable to meet the demands for 
cash made upon him, and may involve in his ruin many 

H 
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of his clients who had rehed on him to supply them with 
cash. 

It is not the amount of the cash reserve that is the im
portant thIng in bailing, but the proportion of cash reserve 
to habilities, i.e. to current and deposlt accounts; it would 
be a futile precaution to fix the amount either of reserve or 
of advances. And the proportion which the reserve must 
bear to the liabilitles is not fiXed; It vanes with the state 
of confidence in the money market and the-iieed8Ofblliliness. 
ACredit system iSa8i;te~ based on trUst;-WhenbUsU;; 
men have no reason to distrust one another's ability to pay 
cash, they will not inslSt on cash and will be content With 
promlBes to pay cash, i e. credit instruments; when they 
have reason to be distrustful, they will want cash. When 
credit is good, "crewts" may be increased; when crewt 
is bad, "credits" must be reduced-m other words, the 
proportion which the cash reserve bears to the liabilities to 
find cash must be increased. In the NatIOnal Banks of the 
United States the law requires a 25 per cent reserve to be 
kept; the proVlSion fails of its object, because in normal 
times 25 per cent is a larger reserve than is needed, while 
in times of stress it is not large enough. EngllSh banb 
keep no fixed proportion of cash reserve to habilities, and 
seldom keep a 25 per cent reserve; but by strengthenin~ 
their reserve in anticipatIOn of any unusual call for gold th~ 
have been able for over a generatIOn to meet all demands OI 

them, even in such a crisis a at of 1907. 
e cash reserve 0 the English anking system as f 

whole is probably smaller, in proportion to liabilitles to fine 
cash, than is the case in any other country, and the reserv4 
is concentrated at a single point in a way that is not foune 
elsewhere. T other banks keep the greater part of thei 
reserves in the form of a depo81t With the Ba 0 and 

----------~~-----------------
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They do this (although the bank pays no interest on such 
deposttS) artly because the Bank of England has facllities 
which the ot e C or sa e ar a ~eaIru;~ts 
of bulhon, partly in order that they may be able to- pay one 
anotherCTearing-house balances in cheques on the Bank of 
England. Now the Bank itself, in addition to acting thus 
as tho banker's bank, does an ordinary banking busmess, 
and therefore loans out its deposits to customers, discounts 
bills of exchange, and makes advances on other security, 
keeping only a proportion of its assets in cash or bullion. 
It kee s a much bigger cash reserve in roportion to its 
'abilit er ank; still the ot er a treat 

their deposlts with the Bank as eqwvalent to cash, 80 that 
the reserve which the banks state that they are keeping 
against their liabilities is not altogether a cash rese~; 
the Bank of England's own bankmg transactlOns reduce 
still further the amount of actual cash kept as a reserve 
against the liability of all banks to pay cash, if called on, to 
the amount of their current and deposit accounts. 

The law has permitted yet a further deduction; th~ 
Bank Charter Act of 1844, while forbidding the issue of 
notes additional to the notes already in circulation except 
against an equivalent deposit of coin or bullion, perIDltted 
the Bank to issue £14,000,000 against securities,l The 
Bank is in two departments, a Banking Department and a 
Note Issue Department; the Banking Department place<! 
all gold that comes to it in the Note Issue Department, 
taking out notes in exchange. Thus the" cash •• reserve of 
the Banking Department is a reserve of notes, Slid of these -I This amount has since been increased to £18,450,000 by the 
provlSion in the Aot that when a bank With the nght to issue notea 
loat that right by amalgamation With & London bank, or any other 
o&use, the Bank of England might increase its note issue against 
securities by two-thirds of the amount of the laDSed issue. 
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notes some twenty millions are issued against securitIes, no' 
against gold. The credit system of England is like a 
pyramid, the apex of which is the gold reserve; but the 
pyramid rests not on its base, but on its apex, and the 
balance of it depends on the judgment of the managers and 
directors of the banks that compose it, above all on the 
judgment of the directors of the Bank of England. 

English bankers are not required by law to maintain any 
definite proportion between their cash reserve and their 
liabilities. This system is defended, as against the system 
of a legal minimum, on the grounds that it is both more 
economical and safer; more economical because it permIts e. 
reduction in the cash reserve lying idle, when the temper of 
the money market is confident; safer, because it throws on 
the banker the full responsibility of maintaining an adequate 
reserve, so that he will be constantly anticipating changes 
in the market with a view to strengthening his re1!erve 
befOT6 the need comes, instead of relying on a statutory 
20 per cent or 25 per cent reserve. This constant anticipa. 
tion of the demand for cash, and variation of the reserve in 
accordance with it, is the most important part of the banker's 
work, and controls English banking policy. In England a 
banker is expected to keep his assets liquid, in order to 
protect his reserve. A dIstinguished banker once said that 
the art of banking lay in being able to distinguish between 
a Bill of Exchange and a Mortgage, because a Bill of 
Exchange is the chief example of a liquid asset, wlule a 
Mortgage locks up one's money for a long term of years. 
A bank's assets, as stated in a balance-sheet, illustrate this 
principle. First comes "Cash in hand and at Bank of 
England," essential to the banker's work because needed to 
meet demands for cash, but a comparatively small propor
tion of the whole because earning the bank no interest. 
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Next" Loans at call and short notice"; these are advances 
to bill-brokers and stockbrokers, at a. very low rate of 
interest in consideration of the fact that the bank can insist 
on repayment without notice or at very short notice. Next, 
the most important item, "Bills discounted and advances 
to customers." The advances are made on some security 
and, being made for a. definite term, take the bank's assets 
out of its control only for that term. The" Bills Dis
counted" are really only a speCIal kind of "advance to 
customers." A client of the bank, having sold goods to 
a customer in another country, has been paid with a bill 
due, say, in three months; he wants the money at once, 
and goes to the bank, who take the bill from him at its face 
value less three months' interest or discount. The trans
action is really a loan on the security of the bill, since the 
client will have to endorse the bill, thus making himself 
liable to meet it when it becomes due, if the person on whom 
it is drawn does not do so; at the same time It is just the 
kind of investment the bank wants, since it is secure-the 
goods should have reached the foreign customer, been 
sold and provided him with the money to meet the bill by 
the time the three months have elapsed-and it ties the 
bank for three months only. Next come" Investments," 
earning for the bank a good rate of interest, but a compara
tively small proportion of the whole assets because they 
are of little use in times of stringency for strengthening 
the reserve. Last come .. Bank premises, etc.," a small 
item. 

The method by which a bank protects its reserve will be 
clear. from this consideration of its assets. The banker 
will watch all the signs of the market, and, if he anticipates 
a demand for cash, will restrict his advances and discount 
fAWAr bills. :Meanwhile advances made previously will 
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come to the end of their term and bills held by the bank will 
fall due, so that the banker will be acqmring "claims to 
cash" to set against the claims whlCh the bank's current 
and deposIt account holders have on the bank, and thus 
the proportion whlCh the cash reserve bears to the out
standIng liabIlitIes is increased. The restriction of credit 
must not be done suddenly; so many businesses are 
dependent on advances from banks that a sudden with· 
drawal of these advances by the banks would precipItate 
many into bankruptcy and perhaps produce a finanCIal 
crisis. The device by whlCh a gradual and safe restriction 
is effected is the raising of the rate of interest charged for 
advances and the rate of dIscount charged on bIlls. By 
this de"ice those who can pOSSIbly do WIthout the bank's 
assistance WIll do so to aVOId the expense of the higher rate 
of interest, whIle those who must have the assistance will 
be able to get It by paymg for it. The Bank of England 
will always dIscount a bill WIth two London names on it; 
the rate of discount whIch it charges is the" Bank Rate," 
settled by the Board every Thursday. In normal times 
bIlls are not brought to the Bank, because the jomt-stock 
banks and bill-brokers WIll ruscount them cheapel; but 
in times of strmgency, when the other banks antiJp.ll bill· 
brokers can spare no cash, the holders of bills who must 
!lave cash are IOr'ced to go to the Bank, and the Bank Rate 
becomes effective, i.e. it becomes the lowest rate at which 
bills can be discounted. When the Bank Rate rises above 
6 or 7 per cent, however, it will probably pay the 

holders of g~!~~~~~'lt~~ ~~_~.~n12!~~~ld 
to London to earn this high rate of in~r~st, and, directly 
~~!gifu~ctIY.:the liold Wll comJt.....~...§.Q .. l~@Y~ t~ 'pressure 
on the English cash reserve. 
---"T1le- 'BaiiK,It- was saiira:bove, wlll always give gold f01 
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a bIll With two London names on It-even if it has to go 
mto the bulhon market to buy gold and dIscounts the bul 
at a loss to Itself. ThIS practIce is Important, because 
no other financIal centre can be rehed upon to pay gold 
in a tIme of strmgency. In Berhn, III tImes of stnngency, 
the issue of notes (whlCh are legal tender in Germany) can 
be increased; in Pans the bank bas the nght to meet 
demands on Its notes in suver; in New York the banks 
have in the past proved unable to pay gold. Hence 
bIlls in London are in times of strmgency the only bills 
which enJoy general acceptabIhty, smce they alone can 
be with certamty convertedmto gold, and m such tImes 
people inSIst on gold. Buls on Berlin, Pans, and New 
York are at such tWles of use only to purchase bills on 
London. Because it is the only centre that undertakes, 
and can be relIed on, to convert its credIt instruments into 
gold at all tImes, London is the cruef money market of the 
world; It is the chIef clearing-house of the world's com
merCIal exchanges. 

IV 
The Social Utility of the Oredit System 

There remams for consideratIOn the broad qUc&tIOn of 
the SOCIal utIlIty of thIS bankmg and credIt system whICh 
we have been studymg. How does It aId production 1 
Is it essentIal to ~!;.e~!?..2dern orgamsatIOn of llldustry: or 
(as some trunk) j!-..• ~«:.~!~ ~~~ da~ngerous excrescen~ 
maintained merely ~cause so manl Ecople are interested 
mit:s P.~ ~ ~n~!l it ~ay be. s~~ .tha~ t]:te system is 
essential and fundamental. The prmciple underlYIng the 
whole of modern industry is the productIveness of specIahsa
tion. Specialisation, we have seen, lllvolves exchan~e an1\ 

J production in antICIpation of demand. The credIt system -
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f~'litates ezclwnge and finances production in anticipatioo 
ofdema1l.d. 

1:t facilitates exchange. Direct exchange or barter is 
p.umsy. The use of a commodity, in the form of coin, as 
~ medium of exchange is clumsy; imagine the amount of 
eold and silver tqat ~ould ~e needed if all mod~erce 
were carried on on a basIS of specie payments I The credit 
system enables us to substitute an order on a bank or a bill 
of exchange, a promise to pay cash, for cash itself, and then 
bring these promISes together and cancel them. It is a 
sort of clearing-house, in wluch a man's debts and cll~inIS 
are brought together and set against each other. A reserve 
of gold is still needed. but only a reserve. For the com
moruty, Eold, w~.l!!ve substituted as our meruum of 
exchange the institutIOn, the bank. This is the earhest 
function of the credit system; the bill of exchange arose 
centuries before the bank-note, to obviate the necessity 
of shipping bullion to pay for imports; and early banks, 
hke the Bank of Amsterdam described by Adam Smith, 
were established to supply, not credit, but a satISfactory 
meruum of exchange. 

The credit system finances production in anticipation
of demand. We have seen how specialisation necessitates 
production in anticipation of demand; it makes the process 
of production so len"uthy and roundabout that it has to be 
commenced months and perhaps years before the product 
will be wanted. Payment, however, is not made by the 
consumer until he receives the finished product. When 
lpaylo"s. for a flannel slurt, I receIve a fiDiBhed commodity 
which the retailer stocked perhaps a month ago, the whole
saler perhaps three months ago; the flannel of which it is 
made was manufactured nine months ago, out of yam spun 
twelve months ago, and the- wool was grown two years ago i 
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buildings and machinery were required to carry through 
the drlferent processes of manufacture, coal to drive the 
machinery, and means of transport to convey the material 
from one stage of production to the next. Scores of firms 
have incwT1'ed expenditure months and ye8.l'! belJroLl-ll81-
~y ten shillings, in order that the shirt may be readz. All 
relied on the ultimate sale of the shirt to reimburse them for 
their expenditure, but the expenditure h~d to_~e Et~ed 
~ The question is, hoV' was this expenwture met! 
The woollen shirt is only one transaction among millions, 
on all of which expenditure had to be incurred before pay
ment could be obtained. 

The first source from which such expenwture is met 
is current income trom shiilBiiIreaUr _sol_a. 'rne tenj 
shillings I paid for 8 shirt two years ago may have just 
percolated to the farmer whose wool is in my new shirt; 
the payment a farmer receives for last year's clip should 
normally meet the expenses of this year's, But many 
firms cannot afford to wait for payment, and all firms at 
starting and at other times have to face periods during 
which there are no incomings to balance outgoings, since 
their products are either incomplete or cannot find a market 
at the moment. 

The second source is savings. Each person in the series 
hus something in hand when he starts in busmess, with. 
which to buy plant and materials, and to meet e.xpeDllM 
until the products of the business begin to bring in an 
income. This is the chief resource; without it specialisa
tion to the extent that it is found in modern industry eooldl 
not be adopted. But it does not afford a complete aD8wer 
to our problem, because its usefulness is limited lIy ita 
amount and the number of times it can be turned ov~ 
For example, a retailer having bought stock would De bOOJId 
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to sell out that stock before he could get any new stock
even though he might find that something quite dlfferent 
was in demand. A manufacturer, having bought yarn .and 
woven flannel from it, would have to sell and get paid lor 
the flannel, before he could buy any more yarn to continue 
manufacturing. In these cases the difficulty might be 
overcome by the producer spreadlng his worKing capital 
over a large number of ol!!lrations. so thI!U9m~ay!!!ents 
would a.lways be coming in i. b~ Ja.E!l!.~~~~o 
£liiS. The farmer gets the greater part of Ius income at 
one period of the year, when he sells the chp; if for any 
..reason, such as drought, he be forced to incur unusual ex
P!nses, and cash deahngs were the only method o.~~~t, 
he would go bankrupt, although he IIDght have wool and 
mutton growmg suffiCient to meet all his expenses. Simi
larly a hop-farmer might have all his working capital tied 
up in a promising crop; the crop is attacked by a blight, 

I but can be saved if he can go to the expense of washmg it ; 
if the two resources we have dealt with so far were the only 
resources available, he could not save it. And all businesses, 
commercial cl.nd industrial as well as farming, would be un
able---without credlt in some form or other-to extend theit 
operations to meet a growing demand, except by the slow 
process of saving. The flannel manufacturer, for example, 
might be absolutely certain that he could sell double the 
quantity he sold last ear and et be unable to make more 
t an ast year-'Unless he can raise money tw1D on the value 
0/ hiS next year's output, and with it buy additional yam, 
plant, labour, etc. 

This is wha.t the credit system enables hUn to do. The 
credit system affords, in ad4!tlOJ!..!O in£Q!!!UJMlllavip.~, 
twd and most elastIc resource from wluch the e nditure 
mcurr ill producmg ahead of demand can be met. Cred.lt 
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is the exchange of .. present" goods for" future" goods. 
On the assurance that you will be able to pay when your 
product is completed and.!old, Y0..!Lcan borrow nmo the 
wherewithal to purchase goods now. The bill of exchange 
and bank credit are the means by which you are enabled 
to do this. The farmer, needmg machinery to harvest 
his crop, pays for the machinery with the bill, drawn on 
and accepted by himself, or accepted by some London 
house for him; when the wheat is harvested WIth the aid 
of the machinery, this bill will be used to pay for his wheat; 
i.e. throngh the bill the corn which will be harvested with 
the aid of the machinery has paid for (or been exchanged 
for) the machinery. The bill tides over the interval b~t..'!.e~~ 
the use of the machinerl and production of tbJulmp. The 
crop, when harvested, WIll be worth more than enough to 
pay for the machinery and meet all other expenses; but 
the machinery i~ needed to harvest the crop. The farmer, 
therefore, buys the machinery with a promise secured on the 
crop, i.e. exchanges the • future" crop for the" present" 
machinery. The machinery maker accepts payment in 8. 

bin, due, say, three months hence, because he can discount 
it with a bank, if he wants cash now; and the bank dis
counting his bill is really meeting for the farmer, until his 
crop is harvested, the claim against him which his purchase 
of machinery has created. I 

Or suppose the wheat is grown and harvested; an 
English importer buys it and gives his acceptance of 8. bill 
payable in three months. He cannot pay cash for the 
wheat until he has sold it himself.. .. and he cannot selljt 
untll it has reaQhed Englan~Lall of which takes tlme; but 
he cannot get it to England, where it is wanted, WlthOU. 

giving the farmer somf;thing-because the farmer wants 
to get on with his farming, or may have to meet 8. bill 
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which he gave in payment for machinery; so he gives the 
farmer a promise to pay in three months (by which time he 
WIll have got the corn to England and sold it); the farmer 
discounts the bill, i.e. a bank takes it from him and under
takes to meet all claims on him for cash to the amount of 
the bill (less discount); the bank can wait until the three 
months have elapsed, because it has a cash reserve sufficient 
to meet any claims for actual cash, and can rely on being 
able to cancel any cheques drawn on it by the farmer 
against cheques drawn on other banks and deposited 
WIth it. 

The bill of exchange, which the bank will take, giving to 
the holder in exchange an account subject to his cheques, 
is the chief means by which international commerce is 
carried on; the term of the bill tides the Importer over the 
interval between his purchase of the goods in the foreIgn 
country and the sale of them in rus own. The same 
function is performed by the bank if, instead of discountmg 
the bill received by the farmer in our last instance, it makes 
the corn-importer an advance. The Importer uses the 
advance to pay for the corn, and repays it when he has 
sold the corn; the bank undertakes, this time as before, 
to meet all claims against the value of that corn between 
the time when It is grown in America an<U!J.~!im_e ~hen it 
is sold in England. This grant of an advance by banks is 
t:IieDiOst usual method of financing production in anticipa
tion of demand. Suppose our flannel manufacturer foresees 
a big demand for tennis flannels; he is already working 
up to the limit of his capital, but he is so sure that additional 
flannel can be sold that he wishes to increase his output. 
~ way he can do this is to go to the bank, convince 
them that his anticipations are correct and ais2.,.gi!e t~m 
security for ~epayment, and so ~~ a loan from theI1l..lri;.lL 
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which to increase his production. He has borrowed on 
the assurance that with the loan he will be able to produce 
more, and the inoreased product will more than repay the 
loan; the additional materials, labour, etc., which he 
purchases with the loan are really paid for by, i.e. exchanged 
for, the additional flannel they produce. The banks, with 
their cash reserves and their system of cancelling claims for 
cash against each other, can give loans or advances to' 
increase production in the~_.~f-PJ()I!rise!l ~ 'pa~ cash 
or claims to cash _wit~out ~~ving.!o "produc~ ~ore tha~ a l 

small proportion of actual cash. In every case the bank 
enables the producer to realise now a portion of the future 
value of his product, and so enables him to produce that 
product. 

The bank enables him to do this by taking on itself the 
l'e8ponsibility for finding any cash that may be claimed fr0li 
him between the time when he commences his part of the 
productive process and the time when he completes it; 
the bank can undertake this responsibility, while others 
cannot, because the bank is the institution through whlch 
~urchases and receiptS are brought together and cancelled 
against each other, the bank's cash reserve being maintain~ 
to meet such demands as there are for actual cash. The 
real security on which a bank"-;~li;~ when it makes the 
advance to a business man, is the additional product which 
the advance will enable him to put on the market; it 
requires him, as a rule, to give it other security,"in case 
his undertaking prove a fallure, but the nature of this 
other security is exactly indicated by its name, "collateral 
security," and it is always a great nuisance to a bank to 
have to realise the collateral security in order to secure 
repayment of an advance. Collateral security is like the 
pledge left with 8. pawnbroker for repayment of a loan; 
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if we did not expect to be able to repay the loan, we should 
sell the pledge, not pawn it. 

Thus the crerut system is needed to finance the produc
tion in anticipation of demand to which specialisation leads : 
and its special function is to give elasticity to the productive 
~anjsatiQn in response to the constant fiuctYj1tion m 
~ It also has the effect of neutralising to a great 
extent the irregularIty of nature; it enables the farmer to 
derive from his farm a regular income, month by month, 
instead of receiving his whole year's income in one gulp 
when the harvest comes in and is sold; it does so by enabling 
him to begin to draw on the value of his next harvest-aa 
soon as the growmg of it has begun; financiers WIll accept 
bllls for him because they rely on his harvest to enable him 
to meet the bills when due. Because the credit system 
facilitates exchange and assists production in anticipation 
of demand, it makes possible the extreme speCIalisation 
which is the chief source of the material wealth of modern 
societies. It is therefore fundamental to modern industry, 
in the Bame way and to the Bame degree as are the means of 
transport; it developed as they developed, and, though its 
working is not so obvious as are bridges, embankments. and 
docks, it is aB important. 



CHAPTER Xl 

1'BE LEVEL Oll' PRICES AND FOREIGN EXCHANGES 

I 

The Measurement oJ Ohanges in the LeveZ oJ Prices 

A PRICE is the amount of money for which a commodity 
exchanges in the market. Since most commodIties are 
exchanged for money, money becomes the standard of 
value; instead of saying that a bicycle is worth three 
quarters of wheat, we say that the bicycle is worth £6 : 15a. 
and wheat is worth 459. a quarter. If the price of a com
modity rises, we take it as an indication that its value has 
risen, i.e. that we can get in exchange for it more of other 
commodities than we could before; if its price falls, we 
expect to get less of other commodities in exchange for it. 
Sometimes, however, we find that the price of a thing has 
gone up, and yet the thing will exchange for no more of 
other commodities than it would before, because the 
prices of most other commodities have gone up at the same 
time; the price of a bicycle, for example, may have gone 
up to £9, and the bicycle still exchange for three quarters of 
wheat only, because the price of wheat has gone up to £3 
a quarter. When a change in prices occurs with apparently 
no corresponding change in values. we are forced to the 
conclusion that the change is not in the things exchanged 
for money. but in the money for which the things are 
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exchanged. In other words, changes in the general levl(l) 
of prices mean that money, hke other things, has its value, 
<:I.nd that its value is subject to change hke other values. 
We say a certain suit is worth £3 : 17: 101; it would be 
just as true to say that one ounce of gold (the bullion 
equivalent of £3: 17 : lOt in coin) is worth that suit of 
clothes. If ten years later we find a similar suit worth 
£5 : 16 : 10, and that most other things that formerly were 
worth £3: 17 : 101 are now worth about £5: 16 : 10, we 
shall be forced to the oonclusion not that the value of suits 
has changed lexcept in relation to money), but that the 
value of money has changed; it has fallen, since hall as 
much money again has to be given to get a suit, and most 
other things, as was needed ten years ago. More usually, 
instead of saying that the value of money has changed, we 
!!ay that its purchasing power hil-!! ohangeA; the meaning 
is the same, since the purchasing power of money is its 
power to exchange for other things. 

Changes in the value of most things are measured by 
reference .to money and expressed in prices; obviously 
changes in the value of money cannot be measured by 
reference to money. They can, however, be measured 
with as much accuracy, at any rate, as changes in the value 
of other thmgs are measured by money. No other 8iTlflle 
commodity will serve as a standard of money's1luctuations, 
since no single commodity is free from 1luctuations in value 
'~eater than the 1luctuatIOns of money; if any commodIty 
were capable of indicating Huctuations in the value of 
money, it would have dIsplaced gold as the basis of currency. 
If, however, we can get the average 1luctuations in price of a 
considerable number of commodities, this will give ns the 
changes in the value or purchasing power of money; this 
is done by making what is caJled an Index Number. A 
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number of commodities are taken, and the average pnc~ of 
a given quantity of each in a given year noted; the prices 
are then totalled up and form the standard with which 
variations will be compared. The variation in prices in any 
other year can then be measured by totalling the average 
pricea for this other year of the same quantities of the same 
commodities, and expreBBing this total as a percentage of 
the total for the standard year. The Board of Trade pub
lishes an index number based on forty-five principal com
modities with the year 1900 as standard; in 1913 the index 
number stood at 1165, showing that average prices had 
risen in the meantime 16·5 per cent, which is the same thing 
as saying that the value or purchasing power of money 
had fallen in the same proportion. It is a "weighted" 
averagel i.e. different amounts of the forty-five commodities 
are taken, in accordance with the estimated consumption, 
in making up the representative total; but weighted 
averages do not give results that differ significantly from 
~weighted averages. The prices on which most index 
numbers are based are wholesale, not retail prices, although 
retail prices are the prices that concern the general public 
immediately. It is more difficult, however, to get retail 
prices than to get wholesale prices, and the quality of 
finished commowties in shops varies more than the quality 
of raw materials; the statistician, therefore, is forced to 
take the prices of raw materials and food-stutfs, and it 
is not unreasonable to assume that the relation of retail 
to wholesale prices will not be materially dlfferent at the 
different periods under comparison. 

The effects of the changes in the purchasing power of 
money, which the device of index numbers enables us to 
measure, are important. Contracts are frequent which 
cover a period of years; a change in the general level of 
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prices during the period alters the conditions of the contract. 
A farmer, for exampre;-may take-afarmonaseven years'
lease at a rate based on current wheat prices; a general 
fall in prices takes place, and the farmer finds himself still 
bound to pay a rent based on high prices, while the prices 
he is receiving for his produce are low. A general rise in 
prices IS adverse to the interests of all people With fixed 
incomes, since thell money incomes Will purchase for them 
less commoditles. It is usually adverse to the interest of 
wage-earners. They are, as a. class, less skilled at bar
gainmg, and have less knowledge of market conwtlOns, than 
the employers to whom they sell their labour; they do not 
therefore secure an increase in wages proportionate to the 
increased cost of living. On the other hand, a. period of 
falling prices usually means an increase in the real wages of 
the wage-earners; this is so because, as a. class, taey reslSt 
reductions of their money-wages when prices are falling 
more stubbornly and with more success than they demand 
increases in times of rising prices. Business men as a. class 
and capitalists benefit by rising prices. Production is a. 
lengthy process; there is a. possibility at each stage in it 
of buying materials and labour at one level of prices and 
selling the products at a. new and higher level. They get 
what the classes with fixed incomes and the wage-earners 
lose; the" labour unrest" of the last few years of rising 
prices has been accompanied by a. rapid and, in the aggregate, 
enormous increase in the amount of income assessed for 
Income Tax. 

II 

Causes of Changes in the Level of Prices 

What are the causes of these changes in the value or 
purchasing power of money! If gold were the only kInd 
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of money in use, the cause would be clear, viz. a change in 
the quantity of gold relative to other things. Gold is a 
commodity like other things, and its value will be affected 
by a change in its supply, just as the values of other things 
are affected by changes in their supply. If the supply of 
gold increases faster than the supply of other things, then 
more gold will have to be given in exchange for those other 
things; if at one time a suit could be obtained in exchange 
for one ounce of gold, or £3 : 17 : 101, after a great increase 
in the production of gold, accompanied by no corresponding 
increase in the facilities for producing suits, a man will 
have to give more than one ounce of gold for a suit, perhaps 
an ounce and a half, or £5 : 16 : 10. To-day, however, gold 
forms only a small proportion of the money in use; can 
we still find a connection between the quantity of gold and 
the value of money' The answer would seem to be thaf 
the influence of the production of gold on the level of prices 
is greater than ever it was, but is indirect. 

Formerly, when the precious metals were the only 
important medium of exchange, the influence on the level 
of prices of an increase in the quantity of the precious 
metals was direct. The owners of the new gold or silver 
offered it in exchange for the commodities they wished to 
purchase, and, in order to secure them, offered more of it 
than others were doing; thus they set a new and higher gold 
or silver price for the commodities they purchased. It may 
be objected that if the new wealth they had acquired had 
been not gold or silver, but something else, the effect would 
have been the same; they would have been enabled by their 
new wealth to outbid competitors for the commodities they 
wanted, and so force the prices of these commodities up. 
That is true, but if their new wealth had been anything but 
gold or silver, had been, for example, some merchandise, 
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then the rise in price of the commodities they purchased 
would have been counterbalanced by the fall in price, due 
to the increase in the supply of it, of the kind of merchandise 
that they brought into the market. It is only when the 
new wealth which enables its holders to force up the prices 
of the commodities they want is money of some sort that 
the rise in pnce they cause is counterbalanced by no fall in 
price elsewhere; it is counterbalanced by no fall in price, 
because it is itself a fall in the value of money. 

To-day the direct influence still operates, since the holders 
of the new gold will use it for purchases; it is, however, 
comparatively unimportant, first, because the proportion of 
gold payments to other payments is small, and secondly, 
because new gold nearly always as a matter of fact finds its 
way to some bank; the owners of the new gold prefer the 
convenient right to draw cheques on a bank to the in
convenient necessity of handling and safeguarding large 
quantIties of bullion. Now banks, as we saw, create currency 
or money by giving to their clients credits subject to cheques 
in return for security. The extent to which they will make 
such advances with a given cash reserve varies with the 
state of feeling in business; but, other things being equal, 
as their cash reserve increases they can and will increase 
their advances, that is to say, the amount of currency or 
money that they create. Thus an addition to the supply of 
gold will indirectly, by increasing the cash reserves of the 
~anking system, increase the amount of money in circulation 
by much morE! than the amount of gold brought in. The 
new money, whether it be an advance which a bank has 
granted on the basis of its increased cash reserve, or a current 
account which one of the owners of the new gold has acquired 
by depositing his gold with a bank, will enable its holders 
to offer more for the commodities which they want than 



PRICES AND FOREIGN EXCHANGES 213 

they would otherwise have been willing and able to give i 
the prices of these commodities will rise, and the rise in 
price beginning with them will be transmitted to other 
commodities, since the sellers of them will be enabled by 
the higher prices they receive to offer higher prices fOI 

other commodities which they want. Thus an increase 
in gold-production can still affect prices, although the 
proportion of payments actually made in' gold is small; 
it affects prices chiefly through bank reserves, increasing 
them, and thereby enabling the banks to increase their 
ad vances. Until a generation ago, the growth of the world's 
gold supply was slow and barely kept pace, if it did keep 
pace, with the increase of wealth in other forms, for each 
year's addition was insignificant compared with the existing 
accumulations of the past. During the last generation the 
wscovery of new goldfields, together with the discovery of 
the cyanide process of extracting gold from the ore, has 
altered this; since 1889 the annual increase in the world's 
supply of gold has been so great that we may expect the 
world's total supply to be doubled in the course of two 

I generations. It is unnecessary therefore to look further 
for the chief explanation of the recent rise in prices. 

There are, however, other influences. An increase in 
gold-production will raise prices only when it is greater 
than the increase in other forms of wealth; it is the relation 
between the two that influences the level of prices. Hence 
a great increase III gold-production may be counterbalanced 
by a more rapid increase in other forms of wealth, due to the 
progress of technical invention or the opening up of new 
countries with great and untouched natural resources, so 
that prices will even tend to fall. Or an increase in gold
production, in itself not very great, may be accompanied by 
a falling off in the production of other important forms of 
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wealth, and prices will rise faster than they have done when 
the rate of gold-production has been greater. Such a falling 
off may be a contributory influence m the recent rise Ill.f 

prices; the world, and especially the United States, is 
fillmg up, the first fertility of virgin SOils has been exhausted, 
and the secular struggle between invention and the tendency j 

of nature to give decreasing returns to our expenditure on 
her may for the moment have gone agamst invention. 

Th".ce is another difficulty to be faced before we can 
understand the relatlOn between the supply of money and 
the level of prwes. Money IS wanted, not for the sake of 

\

its mtrmsic physical properties as are most commodlties,.J 
but for the sake of Its purchasing power, as a means of 
obtalmng other thmgs. If we use the word "money" 
strictly, and not as It lS commonly used as a mere synonym 

I

for " wealth," we see that the want It satisfies is the want -/ 
for a medIUm of exchange whwh every sOCiety Ilractismg 
specialisatIOn experIences. The relation therefore on which 
the level of prIces depends is not exactly the relatIOn between 

~
e amount of money and the amount of other bnds of 
ealth, but the relatlOn between the amount of money and 
e " amount of exchange" (If tIle phrase may be perlllltted) 
hwh that money has to effect; and the amount of exchange 

depends partly, it is true, on the amount of other forms of 
wealth, increasing as a rule as that increases and decreasmg J 

QS It decreases, but partly also on the frequency With whICh 
these other forms of wealth are exchanged. If the amount 
of money IS statIOnary, then an increased amount of ex-J 
change can be effected only at lower prICes; while an 
mcrease in the amount of money, occurrIng when there is 
no increase in the amount of exchange, Will send prices up, 
smce there will be more money to change hands every time 
a thing is bought or sold. The frequency of exchange 
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depends chiefly on the extent to WhICh specialisation has 
been earned, and, smce specialIsatIOn IS constantly being 
carried further, the frequency of exchange tends to grow 
and to exert a depressmg Influence on prices. Where, 
however, speCIalIsatIOn takes place w~tkin tke form, it does 
not increase the frequency of exchange, and when a number 
of firms that formerly bought from and sold to one another 
are combIned Into a. smgle firm, the frequency of exchange 
will be reduced wIthout any reduction in the extent of 
speclahsa tIOn. 

Just as an increase in the frequency of exchanges in
creases the need for money and WIll force prices down if 
an increased supply of money is not forthcoming, so any
thing thatmcreases the rapidIty with which money circulates 

,and does Its work will have the same effect as an increase 
'" in the actual amount of money, and tend to send prices up. 

Thus improvements in the means of communicatIOn may, 
, as one of theIr effects, tend to send prices up An increase 
in the SkIll of bankers or in the stability of business, by 
enabling bankers to give more credit on the basis of a given 
cash reserve, will result in an actual increase in the amount 

J .of currency, tending to raIse prIces 
The level of prIces is the value of money. A rISe in 

prices does not cause-it is a fall in the value of money, 
since it means that a given quantity of money WIll exchange 
for a smaller quantity than before of other thmgs. A fall 
in prices is a rise in the value of money, SInce it means that 
a given quantIty of money will exchange for a larger quantity 
than before of other things. The value of money depends, 

, ~ .yalu.!l __ of every'!hing else ... o_~ the relat~ej;ween 
the supply of it and the deman<i. f~r it~ 'Llw supply of 
ii"iOney IS made up almost entirely of gold and bIlls, cheques, 
and notes, which are all of them undertakings to pay gold; 
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any increase in the supply of gold, by enabling an increase 
in the issue of these undertakIngs to pay gold, Wlli effect a 
more than proportionate increase in the supply of money. 
The demand for money is the amount of exchange that has 
to be effected by it; this depends chiefly on the amount of 
other forms of wealth, but partly also on the frequency 
with which they exchange. Temporary changes in the 
demand for money can be met by banks increasing or 
diminishing their credits; ultimately, however, these credits 
depend on and are hmited by the gold reserve of the banks. 
In the long run, therefore, the chief influence on the levt"l of 
prices, which is the same thing as the value of money, is 
the relation between the rate at which the supply of gold 
increases and the rate at which the supply of other kinds of 
wealth increases. 

III 

The Law oj Comparative C08t 

It remains to consider international exchange, a subject 
we could not take up until we had seen how changes in the 
amount of gold affect the level of prices. Exchange takes 
place between countries for the same reason that it takes 
place between districts in the same country, because 
countries are specialised and ca:n obtain some things they 
need more easily by offering their own special products in 
exchange for them than by producing them in their own 
area. Exchange between countries is as a rule more difficult 
than between drlferent districts in the same cotmtry. The 
differences in language, in currency, in law and trading 
custom, the greater chstances and the greater risk involve~ 
as a rule in foreign trade, are all obstacles to the free move, 
ment of goods; to these must be added the obstacles 
deliberately imposed by governments in the shape of 
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import duties. In spite ot them all, however, the action 
of the middleman, buying in the cheapest and selling in 
the dearest market, links countries together ever more 
closely, and international specialisation, with its correlative 
international exchange, increases. 

Climate, the character of the soil and mineral deposits, 
the denSIty of population, the degree of industrial develop
ment, fit different countnes for different branches of 
production; by the difterent countries giving most of 
their productive powers to the work for which they are 
most fitted, all benefit. Each utilises to a greater degree 
than would otherwise be possible its natural and SOCIal 
advantages, and obtains in exchange for Its own products 
the products of other countries cheaper than it could produce 
them itself in the lIame quantity. Countries, however, 
often import from other countries commodities which t4e 
importing country could produce ac~y~IID]l~ap~r than the 
eXPOrting country. Thus England imports dairy produce 
from Ireland and Denmark, although English pastures are 
no less fertile than the pastures of those countries, and 
wheat from India where methods of agriculture are im
measurably less advanced. Farming usually declines in a 
district when coal is discovered under the land and coal
working begun, although the fertilityot the soIl is not affected 
by the new mining operations. The Channel Islands 
import wheat, using their land to raise more valuable 
vegetable and dairy products, and wine districts import 

- commoner fruits which they could raise themselves at much 
less cost than the districts from which they import them. 
The fact that a commodity can be produced at a lower 
cost by one country than by another is no guarantee that 

j it will pay the fixst country to produce it and not import; 
it from the second; there may be other commodities in the 
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production of which the first country has an even greater 
advantage, in which case it Wlll specialise in them. 

Thus it is the comparative cost of producing different com
modIties in different countries that determInes which country 
shall specialise in which commodIty. A country may be ablo 
to produce each of a number of commodIties cheaper than 
they can be produced In a second country with which it 
trades; it will not therefore produce them aU for itself 
(otherwise trade would cease between the two countries) ; it 
will concentrate on those commodities in the production of 
which it has the greatest advantage over .1l!(;,-().~~er _~Quntrl, 
while the other country will specialise in those commodIties 
in the production of which it is at the least disadvantage. 

Both countries benefit by this arrangement. Each 
country, by specialising in those commodities for the produc
tion of which it has the greatest relative advantages, obtains 
a bigger return for its expenditure of labour and capital than 
it would have done if it had not specialised but had devoted 
part of its efforts to producing the commodities for which 
it was relatively less well fitted. The total product of the 
two countries together will be greater than if each had 
produced all the commodities without specialising. Each 
country will be able to offer the other in exchange for the 
othe:c's special products a greater quantity of its own special 
products than the other could have produced for itself 
with the labour and capital it expended in yroducing the 
yroducts it exported in exchange. If England can produce 
both fine cottons and coarse cottons better than Germany, 
but has a greater advantage over Germany in producing 
fine cottons than in producing coarse cottons, then the 
tendency will be for England to specialise in the finer 
cottons and Germany to specialise in the coarser cottons, 
a.nd for the two to exchange their special products; England 
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will be able to offer Germany more fine cottons in exchange 
for a given quantity of coarse cottons than Germany could 
have produced for herseU with the same expenditure of 
labour and capital as was required to produce the coarse 
cottons which she exported, and England will obtain a 
greater quantity of coarse cottons than she could have 
produced with the labour and capital which she expended 
in the fine cottons which she exported. The cost 010'/.W' 
imports is our exports i so long as we can produce our 
e~rt8...:with a less e~enditure ?_f labo]ll'~d capital than 
would be required to produce at home the imports-weget 
in exchange for our exports, we gain --SometliiDg, even if 
we coUld produce the thmgs we import at alOwer costi1iim 
the countries that send them to us. England could raise 
more of her food, but finds it cheaper to buy it with her 
manufactures from countries like Denmark and India that 
have not the coal required for manufactures i England 
could make the coarse cottons she imports, but to do so 
would be to waste the relatively greater advantage which 
her more developed organisation and the higher skill of 
her artisans gives her in makmg the finer and more valuable 
cottons. If her coal-fields became exhausted, or the dis
covery of some new and more efficient source of power 
deprived het of the ,felative advantages ~ manufacture 
which they now give her, then she might find that her 
facilities for agriculture were, relatively to other countries, 
greater than her facilities for manufactures, and she might 
become again primarily an agricultural country, as she 
was before the eighteenth century. 
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IV 

Imports paidfor by Exports 

The cost of our imports is our exports. Our exports 
pay for our imports. This is not obvious, because the 
totals of the recorded imports and exports of any country 
rarely balance. The recorded imports and exports, how
ever, never account for all the exchange of goods and 
services between one country and the rest of the world. 
Records are kept only of material commodIties, while a 
country usually supphes and receives from other countries 
services as well as commoditIes. To understand how a 
country's exports pay for its Imports, therefore, it is neces
sary to take Into account everything of market value that 
the country supplies to the rest of the world, and everything 
that it receives from the rest of the world. The United 
Kingdom, for example, supphes other countries not only 
with its exports, but with a large part of the services of its 
mercantile marIne, and of its banlong system and insurance 
companies; since it receives much less than it gives in the 
case of shippIng, banking, and insurance, it will have to 
receive more goods (or recorded imports) than it exports, to 
make up the difference. Further, citizens of the United 
Kingdom have a large amount of capital invested abroad ; 
some foreign capital IS invested in England, but not nearly 
so much. Interest is due on thIs capital every year, so that 
the United Kingdom has another claim on other countries 
which will be hqmdated in goods or recorded imports. The 
export of capItal swells the total of recorded exports. the 
corresponding" import" being the scrip which constitutes 
the Enghsh investor's title to the foreign stock; foreIgn 
investments in the United Kingdom swell the recorded 
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imports of the United Kingdom, since the foreign capital 
will come in the form of goods, British stocks and shares 
being exported in return; similarly, repayment of BritlBh 
loans abroad will swell the British recorded imports. 

A comparison of the recorded imports and exports of a 
country therefore will tell us1ittle; to understand its economic 
relations with other countries we must take into account. 
all the transactions that give it a claim on other countries 
and all the transactions that give other countries a claim 
on it: not only imports and exports of goods, which are 
recorded by Customs officers, but" invisible" imports and 

I exports-stocks and shares, services of shipping, financial 
and insurance houses, hotel-keepers, etc., and claims to 
interest on foreign investments. So far as these two sets 
of claims balance they will cancel out, so far as they do 
not the balance will be settled by the transfer of gold; 
but, for reasons which we have now to examine, they always 
tend to balance, and the movement of gold. when they do 
not balance, automatically sets at work forces that tend to 
restore the balance. 

Imports and exports-in the wide sense of these terms 
that we have just descnbed-will always tend to balance, 
for the same reason that the purchases which an individual 
can make are usually equal in amount to the sales which he 
can effect. The individual's purchases are limited by his 
income, which depends on the value of the services or 
commodities he sells to other people; similarly, the 
purchases that a country can make are limited by tlie 
value of the goods and services that it can sell to other 
countries, unless it is to become bankrupt. But over a 
short period imports may exceed exports, or tJice versa, 
and the balance will have to be settled by a transfer of 
gold. 
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V 

The Balance of Trade and the Level of Prices 

From the point of view of the individual trader foreign 
trade is bu . g and selling, like home trade: in principle 
it does not ruffer a a. Since, owever, payments have to 
be made in another country, and perhaps in a different 

_currency, t~ are usually made not by cheque but, as 
l!e have seen, by bill of exchange. An importer can pay 
tor his import by accepting a bill drawn on him by his 
10reign creditor; more usually he will arrange with a bank 
or financial house to accept for him bills drawn on them by 
'his creditor. Or he can buy for cash in his own country 
a bill drawn on some one in the country of his crerutor and 
,payable there; this he will send to his creditor in payment 
for his import. Or he can send bullion, which is much more 
expensive than sendIng a bill. Since a bill drawn on London 
is the only kind of bill which the holder can be sure of con
verting into gold m case of any failure of crerut, bills drawn 
on London are preferred to bills drawn on any other com
mercial centre; foreIgners V;:ho send goods to England 
prefer drawing on London and selling the bill to Bome one 
wishful to pay for goods obtained from England, to being 
paid with bills; drawn on fellow-countrymen and payable 
in their own country, which have bpAln accepted by fellow
countrymen who have bought goods from England. But 
however the bill is created, once it is created it become! 
itself a Bort of merchandise, dealt iI.!. by middlemen.....!;ld 
fluctuating in value. This is so because the drawers 01 
billS usually do not want to hold the bills till they fall due; 
they want cash, and therefore discount them, and the banb 
or brokers into whose hands they thus come offer them for 
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sale to importers who have debts to pay in the country 
where they are payable. 

Now let us suppose that England has been buying from 
France more than France has been buying from England. 
Then there will be Englishmen with debts to pay in France 
of greater amount than the debts which Frenchmen have 
to pay in England. The claims that Englishmen have on 
Frenchmen will not balance the claims that Frenchmen 
have on Englishmen, and gold will have to be exported 
to France to pay the difference. Now it is expensive to 
send gold and insure it during transit; hence bills which 

J obviate the necessity will be at a premium. Bills will be 
at a premium in London, because more are wanted than 
are available, while bills will be at a discount in Paris, 
because there are more available than are needed to pay 
French debts in England. It may, however, happen that 
while England has bought more from France than she has 
sold to France, she may have sold more to Germany than 
she hal) bought from Germany, and Germany have sold 
more to France than Germany has bought from France. In 
that case the English traders will be able to purchase bills 
in Berlin which will be acceptable in France, where they 
will be used to meet German claims in France • .1'hus the 
indebtedness of England to France and Germany together 
arunhe chums of England on France and Germany together 
will just balance, and the transfer of gold be averted. But 
the existence of .. three-cornered .. exchanges like this does 
not alter the principle; 'at any given time a country may, 
have more debts to pay than it has claims to present to 
other countries, the exchanges will be .. against" it. gold 
will have to be transmitted, and bills which have only a 
short term to run and obviate the necessity to transmit 
gold will rise above their face value. 
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There are limits to the fluctuation in the value of lillla. 
If the demand for a foreign bill so exceeds the S\lPl>1y_~!t.~t 
the premium on it rises above a certain point, it is che~I>~ 
to pay the expense of iierulliig tilllion ;-tlllS setS 8.n-upper 
liirut to the bill's fluctuation. If the supply so exceeds the 
demand that the value of the bill falls below a certain point, 
it pays either to hold it until it falls due or to send it to 
the place on wluch it is drawn, get it discounted, and pay 
the expenses of bringing the gold back. For example, the 
bullion equivalent of an English sovereign in French money 
is 25·22 francs (called" the mint par ") ; it costs ·07 fro 
to transfer (and insure during transit) a sovereign between 
London and Paris; hence the limits to the fluctuation in 
value of London bills in Paris or Paris bills in London are 
25·15 francs (25·22 - ·07 francs) and 25·29 (25·22 + ·07) 
francs; these are called the" gold-points," because they are 
the points at which it pays to transmit gold instead of 
bills. In the case of exchange with countries having a silver 
or inconvertible paper currency, we have corresponding 
"specie-points," at which it pays to transmit specie; 
but we cannot in this case state what these points will be, 
since there is no mint par of exchange, and the value of bills 
varies with the value of silver (or the inconvertlble paper 
money) measured in gold, as well as with the changes in 
the supply of them and demand for them. It should be 
stated that there are certain exceptional cases, of no great 
importance, where the value of bills fluctuates beyond the. 
limits set by the gold-points. 

Suppose England has been buying more than she has 
been selling, so that the exchange is against her and it 
becomes cheaper to transmit gOld than it is to send bills, 
what IS the effect of paymg these foreign claims by sending 
gold out of the country t We have seen that the level of 
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prices generally is intimately connected WIth the supply of 
gold; over a short period the same intimate connection 
exists between the supply of gold in anyone country and 
the level of prices, since there are, as we have seen, obstacles 
to that free movement of wealth from country to country 
which would be needed to maintain prices at a uniform 
level in all countries. Therefore when the foreign exchanges 
move against England and it be~olJl~ n~_l!essary to se!!~zqld 
~ut of the countrL.., the level of pnces in England will be 
affected. _Banks, having their reserves depletll.c.!Lwill re~~rt~t 
their advances, thus tesserung theJ>urc~sinK'p~~r_~e 
business commuruty. and prices wIll fall. While prices are 
fiilling in England, the gold England is exporting will be 
having just the opposite effect in the countries to which 
it has been sent, that is to say, it will be raising the level of 
prices there. Now,lthe fall in prices in England will make 
it profitable to foreigners to buy in England goods which 
previousl th er elsewhere, and will 
t us stimulate exports; especially will foreigners take ad
vantage of the low prices to buy English Stock Exchange 
securities. At the same time the rise in prices in the 
countries to which the gold goes will check Enghsh purchases 
there. Hence the tendency of England to buy more than 
she sold, which gave rise to the unfavourable movement 
of the exchanges and the export of gold, will be reversed; 
England will tend to buy less and sell more, and the balance 
between the claims for and against her will be restored. 
As a result of this change in the balance of trade, bills 
will become more plentiful at home and will fall within 
the upper gold-point j they will become less plent1ful 
abroad and will rise above the lower gold-point, so that 
,the necessity for transmitting bullion disappears. 

Thus, international payments are settled by cancelling 
I 
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contrary claims through the medium of the bill of exchange. 
Gold is used only to settle balances when the claims wluch 
a country has on other countries do not quite equal the 
claims which other countries have on it; and the movement 
of the gold starts a. change in levels of prices which leads to 
a restoration of the balance between a country's purchases 
and its sales. 



CHAPTER XII 

THE CIRCULATION 011' WEALTJI 

I 

Wealth and Production 

WE have not yet asked ourselves the question, "What is 
Wealth'" It did not arise in our study of the economic 
structure of society; but it must be faced before we go on 
to the study of distribution. In the deepest sense in which 
the word Wealth can be used Economics does not attempt 
to answer the question i because in the deepest sense of the 
word the question" What is Wealth! .. is a moral question. 
Our view of true wealth depends on our moral and zehgious 
views. Christian and Mohammedan, artist an<1 manu
facturer, scholar and drunkard, have different views as to 
what is true wealth. But in the ordinary use of the word 
they all agree i in ordinary speech we ignore this deeper 
meaning of the word" Wealth," and Economics follows 
ordinary speech in this respect. 

In ordinary speech a wealthy man is a man with a large 
income. How do we state a man's income' Usually in 
pounds, shillings, and pence, and in the same way we state 
a country's income in terms of money. So we say that the 
United Kingdom is a wealthy country, having an income 
of Bome two thousand millions a year. But the pounds. 

227 
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shillings, and pence are not the wealth. No one, except the 
InlSer, desITes them for theIT own sake; they are wanted 
only for their purchasing power-we state wealth in terms 
of money merely because money is the only standard of 
wealth we have. The Teal wealth consists of the things 
that the money will purchase, and of those things we think 
when we try to reahse what wealth is; the precious metals 
and preciolls stones, the materials and implements of manu
facture, food-stuffs, land, and bUIldmgs, these and not their 
money prIces are what we mean by wealth. But there 
are other, less tangible trungs we buy with money-the 
surgeon's skill, the musiCIan's art, the serVIces of preacher 
and teacher, and a thousand others; what have these in 
common WIth the tangible, obvious forms of wealth we 
thought of before ~ They have only one quahty in common, 
they satisfy human want and desITe, and it is that quahty 
that makes us regard them all as "wealth." 

The power to satisfy human want, or aid the satisfaction 
of human want-that is what the economist, follOWIng the 
usage of ordinary speech, requires of a thing to make it 
wealth. " Anything that satisfies, directly or indirectly, a 
human want, and IS not unlinnted in quantity," is the defini
tion of wealth that Economics, following ordinary usage, 
has formulated. No matter what the want is, whether it is 
bad or good, men regard as wealth the means for satISfying 
it; opium and qUInine, Shakespeare's plays and the latest 
sensational novel, gold and iron, are all ahke forms of 
wealth because they satisfy wants; the production of them 
swells the natIonal income and enriches their owner. The 
means of satISfying the want must not be unlimited in 
quantIty, or it will not be regarded as wealth; a thing 
must not only satisfy want, but must require some effort 
or sacrifice to acquire it, before it comes to be regarded as 
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wealth in the ordinary sense of that word. Air and sun
light therefore, although far more important to hfe than 
steam-engines and gas supplies, do not count as wealth m 
the estimation of any individual's or any commuruty's 
wealth, while the latter do. 

H wealth then is the satisfaction of human want, anyone 
or anything that satisfies a human want or helps to satisfy 
it, is producing wealth. There are individuals in society 
who receive incomes without producing anything; they 
are sometimes called parasites. Property - owners, for 
instance, receive income Wlthout producing anything; but 
their property helps to satisfy human wants in the many 
ways we have seen. If it is land, it is the source of raw 
materials; if it is capital, it is producing in the form of 
machines, or keeping workers while they are engaged in 
the round-about methods of modern production. And in 
all Western countries the rule is, that anything that is 
produced by a thing is the property of that thing's owner. 
The rule may be a bad one---we shall criticise it in Chapter 
XXIl-but it difierentiates property-owners from the 

, parasite proper, who lives upon gifts, taking no part directly 
or indirectly in the productive process. It is sometimes 
thought again that such people as managers in factories 
and middlemen in commerce are not producers, because 
they do not alter in any way by their labour the shape of the 
materials of manufacture. As we have seen, however, these 
classes are necessary to organise the work of specialised 
workers, if society wishes to utilise the advantages of 
specialisation, and in that way they help production i 
.production would not be so large or so varied but for 
their work. 

The professions must also be regarded as productive. 
It is true that they produce nothing material or tangible, 
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but they satisfy human wants, 1£ the farmer is a producer 
because he produces food, the doctor must be considered 
one if he helps us to digest the food. If the workman is 
a producer because his skill shapes material objects to our 
needs, the technical teacher who has helped the workman 
to get that slall must be considered a producer i and the 
technical teacher's work is based on the discoveries of pure 
science, which must therefore be regarded as productive. 
And the same is the caso with the servants of governments. 
The ordinary work of production could not go on unless 
law and order were maintained. l\Ien and women cannot 
live together in societies without rules to prevent them from 
getting in one another's way, and a whole machinery of 
government is needed to enact these rules and to see that 
they are carried out. Indirectly, therefore, civil servants 
and the judicial services are helping to satisfy human wants, 
i.e, are producing wealth. If, then, men's wants and desires 
were for material things only they could not be satisfied. 
without the labours of all sorts of professional men, whose 
work therefore is productive. But" man doth l'ot live
by bread alone"; human nature seeks satisfactions which 
are not given by material objects. It has other wants 
besIdes material ones, and any person who satisfies these 
wants is producing wealth in exactly the same sense as the 
workers who produce any material object. The preacher 
and the teacher, the artist and the journalist are all of them 
engaged in satisfying human wants, are all of them producers. 

The view that only the production of material objects is 
true production would tell against the views of its holder 
if pushed to its logical conclusion. In that sense no man 
ever produces anything. The fundamental laws of physics 
are the conservation of energy and the indestructibility 
of matter, and what man does is to change the form of 
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matter given by Nature, to change the kind and direction 
of energy given by Nature; he alters, shapes, and directs 
forces, not creating anything. At the end of all his work 
there is the same weight of matter and the same volume of 
force in the universe as there was at the beginning. What 
all labour is directed to is the satisfaction of human wants, 
and that satisfaction is wealth, whether it is given directly 
in the form of services or indirectly by giving to some 
material object the shape and form which will enable it to 
satisfy human wants. 

II 

Income and Oapital 

We have spoken throughout of .. income"; trus is not 
in accord Wlth the usual notion of wealth. The usual 
notion is that wealth consists of a stock or fund of objects, 
and that the wealth of a community could be stated in the 
form of an in!entory of all the goods in the community. 
This view is partly due to the belief that only material 
objects form wealth, though, as we have seen, material 
objects themselves are only wealth because they have the 
capacity to satisfy human wants. Such an inventory 
would include much of the wealth of a community at any 
momen1i-lts lands, its machines, its raw material and 
finished goods, its buildings and their furnishings, and so on; 
but it would exclude ~ome important forms of wealth, 
some important possessions which enable os to satisfy 
wants. It would exclude the skill of the workman and 
the knowledge of the scientist and the organisation of 
industry, all, that is to say. that enables us to keep up our 
stock of material objects, to replace what decays or wears 
out; and it would ignore all that the professions can do 
to satisfy human wants, since it would include only the 
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surgeon's instruments, wlnle ignoring the slall that enables 
hIm to use them. 

Such a method would be a very imperfect method of 
dealing even With materIal objects. What, for instance, 
would be the use of including In an inventory a machine 
without gIving us any indication of what the machme could 
do ~ It mIght give the original cost of the machIne, but that 
IS no indicatIOn of the capacIty of the machine to satisfy 
wants, Since the machme may be worn out or have become 
obsolete. It is only by the product of the machIne, by 
the income which it will give, that we can tell its value, 
and If we wish to state the value of the machIne in a lump 
sum we can do so only by capitahsing the income derIvable 
from It, i e by calculatIng what sum of money would be 
needed at the current rate of interest to give an income 
of the value of the maclnDe's product. If we WIsh to 
represent wealth as a fund or stock, we could get it only by 
capitahsIng Incomes generally. The present value of a 
house is not what it cost to bwld, but so many years' 
purchase of the rent it will yield. The value of a doctor's 
skllliS hIS income, multiplied by the number of years that 
he will be able to exercise his skill. If we WIsh, then, to 
measure the wealth of a SOCiety we can do it only by calculat
ing its income, not by totalling up the value of the goods 
it may possess at any moment. 

The notIOn that wealth is a stock or fund, and income 
the frwt of this stock, is a conclUSIon very easily drawn 
from certain aspects of production. Land gives an income 
In the form of crops, and the land remains when the crop 
has been taken. A flock gives an income In the form of 
the year's chp and the year's lambs, and the flock is there 
at the end of the year. A machine produces so much every 
year, and at the end of the year the machme remarns appar-
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ently much as it was at the begInning. We invest our 
savings in some company, and each year we draw a wVIdend 
on our capItal which leaves the capital unImpaIred and 
ready to yield a dividend next year. ThIS view does not 
go below the surface. The dmdend is not always paId. 
It is not paId when the expenses of the business exceed the 
receipts. When it is paid, it does not represent the whole 
of the product of the business for the year, because, before 
the business could pay any wVldend at all, It has had to 
payout of its product all the expenses for labour, manage
ment, and materials. It has had to replace from the same 
product all the Wl'ar and tear of plant and buildings. Only 
a very small part of the entire product of the business 
reaches the owners of the business in the form of dividends ; 
the greater part has been needed to keep the bUBlness 
ahve, because businesses wear out. A machine does exist 
at the end of the year apparently m the same co~wtlOn as 
it was at the beginning of the year, but the sameness is 
only apparent. All through the year the machine has ~ 
wearmg out. It has been growing obsolete, and out of the 
product of the machine the cost of this wear and tear has 
to be taken, and a sinking fund supplied to prOVIde a new 
machine when the present one is obsolete. The machme is 
being" consumed," only we do not nobce it because the 
consumption is so gradual. Even land, agncultural land, 
has not the permanence that we commonly attrIbute to it, 
because it loses its fertihtyand thIS fertihty has to be restored 
to it. It continues to yield a crop only because some of the 
value of each year's crop has been put back into it in the 
form of manure and work; and if this is the CBBe WIth the 
land itself, much more ObVIOUS is it that the farm bwldings, 
dykes, fences, etc., all wear out and have to be replaced 
before there is any net. income received from the land. 

12 
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In a word, everything that we "produce is consumed; if the 
consumption is objectless we call it waste, but by delIberate 
use or waste everything is consumed. Usually the instru
ments of production wear out slowly, they are used many 
times. But it is not their greater durability that con
stitutes them capital, it is their use; capital is not certaL'! 
forms of wealth, but any form of wealth put to a certain 
use, namely that of assisting the production of further 
wealth. The manufacturer's loom is capital, because it is 
rudmg labour on the production of cloth; but the cloth 
on the tailor's shelves is equally capltal, since it enables 
hun to carry on his business, to give his customers what 
they want when they want it, without keeping them waiting 
while he orders it. Capital wears out or grows obsolete, 
and has to be replaced: the capital of a company remains 
the same in apparent amount, only because thiS constant 
replacement from income is duly kept up. Land becomes 
exhausted, and has to be revived. Land and capital remain 
the same in the same way as the school-boy's knife is the 
same when it has had two new blades and a new handle. 
We are told that the substance of the human body is renewed 
completely every seven years i in the same way the substance 
ofthe economic body of society is constantly being renewed; 
land, labour, and capital produce, and out of their product 
they are renewed 

1lI 

Spending arut Saving 

This constant decay and renewal is the explanation of 
the title given to this chapter, the circulation of wealth. 
If we think of society as a body and wealth as the blood, 
the agents of production are the heart, continuously taking 
in and giving out wealth. This regular renewal of the means 
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of production does not go on automatically; it requires con
tinuous effort and sacrifice, and the great volume of wealth 
required for this purpose is one reason why the flow of 
wealth, which can be annually distributed as wages, 'Profits, 
and rent, is not larger than it is-one reason for the apparent 
discrepancy between society's income and its vast productive 
power. At any moment the productive capacity of society 
is limited by the amount of its capital, the natural riches 
and state of development of its land, and the number and 
efficiency of its population. It can always increase its 
productive capacity by increasing its capItal, improving 
its land, or increasing the efficiency of its popUlation; 
but if it wants to use its current income for any of these 
purposes, it cannot use them for the satisfaction of current 
wants. 

Individuals and society have at every moment to 
l1ecide how much of their income, how much of the 
productive capacity at their command, shall be devoted 
to aiding future production. That part of income that is 
devoted to aiding future production is said to be saved. 
That does not mean it is not spent or consumed; it means 
that it is flpent or consumed to aid further production. If 
the income has been received in cash, the saved portion is 
put in a. bank and the bank lends it to business men who 
use it to aid their work of production; or it is invested; 
that is. the owner puts it into a. business which uses it to 
buy buildings, plant, materials, eta. We may put the case 
concretely by saying that" savings .. constitute a. demand 
for buildings. machines. materials, and stock-in-trade. 
while the rest of income is a. demand for food, clothing, 
shelter. and other ~oods and services for immediate consump
tion i both &fa £p~nt, but the object of spending is difierent 
in the two C&SE'.8. 
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If the wealth of a country is to be maintained, the 
depreciatIon of capItal, the repairs and renewals of land. 
and number and efficiency of its workers must be kept 
up out of Its gross income. Business men recognise 
thiS when they speak of the danger of "drIVIng capital 
abroad" by oppreSSIve taxation. The macrunes and 
bmldIngs at present in use as capItal cannot be exported; 
but the income derIved from these machines and bwldIngs 
can be apphed not to repaIrs and renewals of them, and 
addItions to them at home, but to the establishment of 
new factOrIes abroad. Similarly, land may be neglected, 
and gIve a decreaSing income year after year. But the 
greatest danger to the future prosperIty of a country is 
the neglect of its workE:rs. Underfed, badly housed, ill
educated, or casually employed workers gIVe inefficIent 
labour, and these ill effects are cumulatIve, since the present 
generatIOn is largely responsIble for the quahty of the ne;t. 
Similarly oppressIve legislatIOn, or the absence of legislatIOn 
to prevent oppreSSIOn, which to-day is a greater danger, Will 
drIve labour out of the country. The growth of England's' 
manufactures before the industrIal Revolution was greatly 
helped by the immlgration of FlemIngs and Huguenots 
who were drIven from their native countrIes, and England's 
gain was the other countries' loss. Social inequalities may 
have the same effect as oppressive legislation. There is no 
doubt that the Enghsh working man of enterprise and 
energy has better prospects in the DOminIOns and the 
United States than he has at home; hence the constant 
exodus from England of emIgrants, who, dIscontented With 
their prospects at home, go to contribute to the wealth 
of countrIes where the career open to talents 18 nearer 
realisatIOn. 
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IV 

The N ationaZ Dividend or 1 ncorn6 

Because wealth is a " flow," a country can always pay 
for new goods and services; there is always a demand for 
addltionallabour, capital, and land; there is always room 
for new inventions and improvements in orgarusatIon. ThIS 
assertion may seem strange when we are constantly heanng 
of capital seeking investment, land lying Idle, and, above 
all, labour unemployed. It is perfectly true that capital, 
land, and labour are often unemployed; but the reason 
for their unemployment IS certamly not that the income 
of the country is fixed and limited, so that any labour
saving device, whether machinery or better orgarusation, 
must permanently displace some of the labour and capital 
at present employed; there may be a temporary displace
ment, and some workers may suffer, but m the long run 
the introduction of "labour-saving" machinery increases 
the demand for labour. 

Let us work out an example. A boot manufacturer, 
employing a hundred hands, introduces a machine which 
enables him to produce with seventy-five hands as many 
boots as before; what happens' He may decide to 
produce more boots and keep on his hundred hands; 
if he makes more boots, he will have to sell them at a 
lower price-as presumably he can do, thanks to his new 
machines-or the market will not take them. The net 
effect in that case is that no labour is displaced, additional 
labour is required for making the machines, and some people 
who could not afford his boots before can afford them now. 
But suppose he does dismiss twenty-five hands. The 
additional demand for labour to make the new machinery 



ECONOMICS 

still remains, but that is not equivalent to the falling-oft 
in the demand for labour in the boot factory. The true 
equivalent is found in the increased demand which the 
manufacturer makes for labour owing to Ius increased 
income. HIs expenses of production are less, he has as 
many boots as before to seD, therefore Ius income will be 
blgger. He will spend the increase or "invest II It; if he 
llpends It, it constitutes a navy: demand for the labour 
reqUlred to make the things Le wants; if he invests it, iii 
COnstItutes a new demand for the labour required for 
the machines, buildmgs, etc., of the business in wruch he 
invests It. 

In time, however, other manufacturers will adopt the 
uew machInery. theIr competItion will compel our manu
facturer to reduce his prices nearel the cost of productIOn, 
and h18 income will come back to its old dinlensions. Corre
spondingly his demand for labour will fall, and we seem to 

have a net reductIOn in the demand for labour. But we have 
ignored the fall in the price of boots; that fall has released 
so much of the income of all the people who buy thlS class 
of boots, and enables them to buy either more boots or more 
of something eise J thus even if their demand for the labour 
of boot operatives has fallen, their demand for the labour 
of the operatives who make the other things that they buy 
has increaB6d. If they deCIde, as is perhaps the most 
usual case, to buy more boots, then their demand fot 
labour of all kinds remaIns the same as it was before. 
PrOVIded, therelore, that the twenty-five boot operatives 
displaced by machinery can find out what will be wanted 
either by their employer, who now has a bigger income to 
spend, or by his customers, who, getting their boots cheaper, 
can buy something they could not afford before, they ~.u 
not be unemployed. 
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It is something hke this crude example that usuaLly 
happens when "labour-saving" machinery is introduced. 
Usually the introduction is gradual; often the new 
machinery is used only for a cheaper class of goods that 
was not made before. The output of the industry, intro
ducing the new machinery, will not remain stationary, 
and some of the hands-perhaps all-who would have 
been displaced if the output had remained stationary 
will be kept on to work the new machmes. BUli If some 
are dlsplaced, there will be an increase in the. demand 
for labour in other industnes owing to the increased purchas
ing power either of the employers in the industry or 01 ita 
c1i.Stomers, or of both. If any workers are dlsplaced, It 
will take them time to find new employment, and the new 
employment may be less remuneratlve than the old; some 
of them who are old or highly specialised may be unable to 
find new employment at all j but somewhere or other there 
is an mcreased demand for labour due to the introduction 
of .. labour - saving" machinery. Distress Committees 
under the 1905 Unemployed Workmen Act- found that it 
was uncommon for an 'unemployed man to give the intro
duction of machinery as the cause of hls unemployment j 
even more conclusive is the fact that. while labour-saving 
machinery has been steadlly increasmg in. quantity for now 
over a century, and Wlth increasing rapidity in the last 
forty years, there is no evidence that unemployment has 
increased or is increasing. The e:IIect of machinery on 
wages we shall examine elsewhere. 

Exactly similar is the case of the employment of people 
who are not dependent on their work for a living. The 
rich girl who decides to work for her living is notnecessarily 
.. taking the bread out of the mouth of" some one else. 
Suppose she takes a post as teacher at £120 a year: hel 
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mcome 18 increased by £120 a year, she spends £120 a. year 
more than she would otherwIse have done; there IS £120's 
worth of demand for labour, capItal, etc., more than there 
would have been If she had not begun to work. But what 
of the gIrl whom she has kept out of the post 1 Would not 
she have earned £120 and offered the same demand for the 
goods and serVICes of others ¥ True, and so long as she 
remams unemployed, the nch girl IS displacing her; but 
does she remam unemployed! do we find as a matter oi 
fact that as middle-class Enghshwomen have forced their 
way mto the professions and adopted the custom of workIng, 
the openings for poorer women have become less and un
employment among them greater ~ We do not, beca1lOO 
the income whICh these rich girls are now earnmg IS an 
addttwnal demand for labour of all kInds; theIr work adds 
to the real income of SOCiety and therefore to the means 
that SOCiety has to pay addItIOnal workers. 

The case of the rICh man's daughter is tnvIal, but 
it is exactly similar to an extremely important case, 
that of the addition to the population whICh a. progres
sive SOCiety sees With every new generatIon. Every 
year in the United Kingdom 380,000 more human bemgs 
are bom than die. That means that every year roughly 
380,000 more persons have to be made room for in 
mdustry and commerce; employment and payment has 
to be found for nearly 380,000 new workers. Whence 
can thIs new employment and payment come! Society 
is already spendmg or investmg all its mcome, there 
are already unemployed workers. It can come from 
only one source, from the new workers. There a.re 
380,000 people to feed, clothe and amuse-plenty of 
employment there; and there are close on 380,000 more 
people producmg and earning - a plentIful source of 
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payment there I Additional textile operatives are needed 
to clothe the new population, building operatives to house 
them, farmers to feed them; and the new population i, 
these addltional textile operatives, building operatives, and 
farmers. 

The National Income is not a fixed sum limiting employ
ment to a. fixed number of workers. There is always room 
for an increase in productIOn, whether that increase be 
due to a new and more effiCient machine, the labour of 
hitherto unoccupied workers, or the more efficient organisa
tIOn of the workers already in employment. There is 
always a demand for this addltional product, because the 
addltion to society's income enables SOCiety to pay the 
additional workers or machines or orgamsers. In Dr. 
Marshall's words, the National Income or .. National 
Dividend," as he prefers to call it, " is at once the aggregate 
net product of and the sole source of payment for all the 
agents of production." What we call "Supply" and t. Demand" are the same things looked at from the 
different standpoints of consumer and producer; and 
consumers and producers are the same persons. The 
real National Income is the goods and services produced 
to satisfy the nation's wants; it is these that land, labour, 
and capital produce, and it is with these that land, labour, 
and capital are paid: any increase in the product is an 
inGrease in the payments; and the only reason why this is 
not obvious is that the separate producers exchange their 
product through the medium of money. Most people who 
receive an income contribute to production, either in their 
own persons by their work, or as owners of property which 
aids production. As producers they are highly specialised ; 
they want things they cannot produce themselves, and 
they obtain them by ('~change. This exchange is the out-
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come of specialisation, and IS the fundamental th10g in the 
present econOmlC organisation. 

It IS only because our exchanges are made through 
money that we have any wfficulty 10 perceIv10g that an 
increase in supply is (not "causes") an 10crease in 
demand. If the community consIsted of only four 
men, two farmers, a builder, and a weaver, and they 
exchanged their goods, then the weaver's supply of cloth 
would obvlOusly constItute a demand for buildmgs and 
food, the bUIlder's supply of bwldmgs a demand for 
cloth and food, the farmer's supply of food a demand 
for bUIldings and cloth. The same products are both 
supply and demand, according to the point of VIew 
from which we are lookmg. In the modern comphcated 
community the same is the case. The weaver's supply of 
doth is exchanged by him for gold, and the gold then 
exchanged for bwlwngs and food; he sells cloth and buys 
bUIlwngs and food; hIs demand for house room and food 
is due to and is proportlOnate to his supply of cloth. If he 
makes more cloth he can buy a bigger house and more food, 
or if he does not want a bigger house and more food, he 
can buy somethIng else. Thus an increase in the supply 
of cloth is an increase in the demand for other thIngs; 
and vice versa, an mcrease in the supply of anythIng else ~ 
may constitute an increase in the demand for cloth. What 
is divided among the members of SOCIety is the goods and 
services produced to satisfy its wants; and the same goods 
and serVICes are both Supply and Demand. 

This exchange is mdependent of the way in which the 
value of the product 18 wstnbuted among the factors of 
production. Whether capItal, land, or labour gets it, it 
is a demand for other goods; because capitahst, worker, 
and land-owner all spend their incomes. It is sometImes 
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suggested that the present economio system must come to 
an end because the workers do not receive in wages as 
much as they produce. so that they cannot buy back 
what has been produced. That. if true. is a very bad 
thing i but it would not supply an explanation of unem
ployment. If the workers do not spend the whole price 
of the product. some one else does i i1; is spent. Goods 
are produced to be exchanged, and exchanged they will 
be whether by land-owner. capitalist. or labourer. 



CHAPTER xm 

UNEMPLOYMENT AND OVER-PRODUCTION 

I 

Imperfect Co-operation between Specialists 

THE sketch of economic society that was drawn in the last 
chapter is defective in one important respect. Society 
is made up of specialised- groups of producers, mutually 
dependent and engaged in the continuous exchange (through 
the medium of money) of their special products; wealth 
takes the form of a continuous stream of goods and services, 
from which the means of productlon are constantly renewed 
and augmented; new workers, new implements, new 
natural resources are constantly addmg their contnbution 
to the stream of goods and services, and by that contribu
tlOn securing for themselves a place in the economic com· 
munity and a claIm on the stream. The sketch did not, 
however, indicate how there comes to be any unemploy
ment; how it comes about, in other words, that a system 
which regularly absorbs the new generation coming into 
industry every year is unable to absorb, however busy it 
may be, the whole of the workers who are wllling and 
anxious to find work. lifor does it explain the regular 
recurrence of the related phenomenon, which we call, 
Bccorcimg to the point of view, over-production or under-

244 
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consumption. It would require a separate (and longer) 
work to deal with these latter problems adequately; all 
that will be attempted in this chapter is to show that they 
are not inconsistent with the account of the working of the 
economio system, given in the last chapter, and that they 
are connected with prInciples of the system which we have 
studied in earlier chapters. 

The principle on which the whole system is based is 
specialisation. Different kinds of labour, land, machinery, 
materials are all limited to one or a few uses, and in isolation 
are useless. The specialists must co-operate before they 
can produce anything of use. Whenever the co-operation 
is defective, the system will not work or will work badly. 
Specialisation without co-operation then is the first great 
danger to which the present system of production is exposed. 

A single firm is an organisation of specialised workers, 
specialised machines, specialised departments. In a well
organised and well-managed firm every worker, machine, 
and department co-operates harmoniously with every 
other; all are £ulIy occupied, without being overworked. 
But often the co-operation is not perfect; one department, 
under-stafied or inadequately equipped, or for some other 
reason inefficient, will hold up several other departments 
at one time, and compel them to work overtime to make 
up arrears at another; just as a single weak back will let 
down a whole football team. In the single firm there is 
a general manager, whose business it is to see that all the 
departments of the firm work together evenly and regularly. 
But co-operation between specialised firms in an industry 
is as important in modern industry as co-operation between 
separate departments in a firm, and there are no general 
managers of whole industries. Weavers, spinners, "'001-
combers, wool-growers, and many others co-operate in the 
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productIOn of woollen fabrics; their operations must have 
a certam proportion to one another, each stage of the 
industry must be adJusted to the wants and capaCities 
of the other stages, or theIr co-operatIOn will be defective .• 
If the spmners expand their business more rapidly than 
sheep-farming expands, they will presently find that there 
is a shortage of material, which Will bring in Its train short 
time or unemployment for spinner's operatiVes, and also, 
though this is not a serious social problem, for spmning 
machmery. If the productIOn of wool is increased and the 
manufacturers do not expand their plant m a corresponding 
degree, the spinners, though now able to get their matenal, 
will find themselves unable to dispose of theIr product, 
and there 18 over-production of yarn. By the time the 
manufacturers are ready to take all the yarn that can be 
produced, the spmners and wool-growers, dIScouraged by 
the ddficulty they have found in disposmg of their product, 
may have reduced productIOn-whtch involves unemploy
ment or short time again for spmnmg-operatlves and 
firms-and so a shortage of matenal for manufacturers and 
short time or unemployment for their operatives. Society 
rehes on Its organisers to secure the same co-operation . 
between the different processes of one manufacture in the 
hands of different firms, as the general manager securE'S 
between the dIfferent departments of his firm, and the 
organisers often fall. 

Within a single industry such disorganisatIOn should 
not be difficult to avoid; in industry as a whole it 
occurs much more easily and frequently. An increase 
in the exports of certain manufactures may lead to 
an increased demand for ships to carry the exports; 
the shipbuilding industry, responsive to this increased 
demand, enlarges its output. By the time the new ships 
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are ready, however, three years may have elapsed, and the 
need for the increased shipping have dlsappeared; the 
result is a serious check to the shIpbuilding industry. The 
different industrles are one another's customers and 
colleagues; an expansion of one, if it is not to be checked, 
calls for a corresponding expansion of others. But the 
different industries require different lengths of time for the 
delivery of their products. It is dlfficult therefore to ensure 
among them the harmonious co-operation which the modern 
industrial system requires. 

A great difficulty in the way of securing perfect co-opera
tion is the lack of mobility in the factors of production. 
There may be firms working below their full capacity for 
want of hands in one part of the country, while in another 
part men are on short time or unable to find employment, 
through some purely local cause, such as the bankruptcy 
of an employer. It takes time for the owners of the idle 
machinery and the owners of the idle hands to find each 
other; the object of the Labour Exchange is to enable them 
to find each other with the least posslble trouble and delay. 
Normally the needs of an expanding industry are met by 
an increasing proportion of the new generation going into 
it, but there are only the beginnings of a system of ascertain
ing where the new labour is wanted and directing the new 
generation in that direction i boys and girls are constantly 
entering industries which will not want them in a few 
years. Again, the methods of industry are constantly 
changing. New processes, new materials, new machines. 
new markets, new systems of organising work, are con
stantly being adopted i but; labour, capital, and land are 
all specialised. and any change of method renders them if 
not useless, at any rate less useful, unW they can be adapted 
to the new methods. This takes tUne, and while it is taking 
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place, there will be unemployment and other dislocation. 
The loss of value which sloll and machinery suffer by such 
changes of method are a kind of bad debt which society 
must write off before stnking a balance of the advantages 
of specIalisatIOn. 

II 

Imperfect Anticipation of Del7UJ,M 

The second prmciple of the present organisation that 
bears on the problems we are studying is the prInciple that 
production as a whole IS earned on m antIcipation of demand. 
SpeClahsation has been carried so far, and has resulted m an 
orgarusatIOn so complex, that the production of most 
commodIties begins many months before they are required. 
IndIVldual firms may work to order or on contract, but that 
arrangement only shifts on to other shoulders the burden 
of antIClpatmg what will be wanted. Whole mdustries 
may work to order; the firms engaged in works of con
structIOn and engmeering work almost entirely to order, 
and by varymg theIr staffs to meet their requirements 
succeed in throwing the burden of meetwg irregularIties 
in the demand on to the shoulders least able to bear it, 
the shoulders of the workers. But these industries are 
engaged chIefly m supplying other industries with aids and 
facliities for production, and these other industries are 
working to meet a demand which has to be estImated, 
because the process of production must begin before it is 
expressed. The goal of most production is the retaIl 
counter, and the consumer expects to be able to get what 
he wants at that counter without givwg notice beforehand. 
Production as a whole therefore is carried on on an estimate 
of demand. 

The demand for most things is fairly stable, and we saw 
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in Chapter IV. that society has ways and means of estimating 
what demand is going to be. But mistakes are bound to 
be made. Things are made, which, when made, are not 
wanted, or are not wanted so much as other things that 
have not been made. The co-operatlon between dlfferent 
specialists of the woollen industry may be perfect, and yet 
over-production of woollen goods occur, because the con
suming public, for whom the woollen industry works, 
prefer to spend their incomes less on woollens and more on 
other things. When we consider the variety of goods 
ready for sale in retail shops and the complexity of the 
organisation needed to produce each of them, and reallSe 
at the same time that that orgawsation has been brought 
into being and applied to the production of the goods 
without any expressed demand for them, it becomes matter 
for surprise, not that the productlve orgawsation is occaSIOn
ally misdirected, but tha.t it hits its mark so often as it does. 

Let us be quite clear what we mean by over-production. 
It does not mean that more of the article has been produced 
than can be consumed or used; it does not even mean that 
more has been produced than can be sold. Any quantity 
of a thing that has a use can be Bold, if the prlce be put low 
enough. What over-production of an article means is that 
more of the article has been produced than can be sold at a 
price big enough to repay its makers the cost of productIOn, 
plus sufficient profit to induce them to go on producing 

'at the same rate; all that has been produced can be sold, 
but only at a loss. The error may be in what the public 
wants; a trifling error perhaps, as when a fabric is produced 
that fails to capture the fashionable pubhc's taste, or a new 
form of amusement is provided that does not" catch on .. j 

~ or a serious error, involving the uneconomical apphcation 
of large resources, as on a railway which, when completed. 
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does not attract a sufficient density of traffic to make it pay. 
The important case, however, and the case whICh has most 
influence on trade fluctuations, is an error in anticipating 
how much the public wants. The leaders of an industry 
may anticipate exactly what is wanted, but produce it in 
excess of the public's demand. The income ot the public 
is lImited; it balances the satisfaction to be obtained from 
one thmg against the satisfaction to be obtamed from other 
thmgs; it can be induced to increase its purchases of a 
thing by a reduction in the pnce, It will usually restrIct its 
purchases if the price is raised; but at any price it WIll 
purchase only a certam amount of each thmg, and if pro
ducers produce in excess of that amount they will be able to 
sell the whole of their output only by lowering the pnce. 

The absence of any central control of production encour
ages such over-production. Each of a number of competing 
firms may anticipate accurately how much the public will 
take at a given price, and yet over-estimate the proportion 
of the total demand which competItion will allow him to 
secure. The result is that each puts on the market more 
than his fair proportion, and the total amount put on the 
market is greater than the public will take at the price 
which the producers counted on gettmg; one of the great 
a.dvantages of trusts and combinations is, we saw, that it 
lessens the risk of COmmIttmg this error of antiCIpatIon. 

Whatever the kind of error, however, errors of anticipa
tion are constantly being made, and their effect is always 
the sa:t;ne, the defective adjustment of supply to demand. 
If the supply put on the market is greater than the demand 
for the commodIty at the price on which producers counted, 
the producers will have to reduce their price if they wish 
to sell their whole output. If they reduce their price, their 
profits will be less than they anticipated, and they will 
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lessen production; if they hold out for their price, they 
will be unfble to sell their whole output, and the market 
will be glutted; in either case there is a check to production. 
If the error of anticipation is in the opposite direction, and 
less is put on the market than the market will take at the 
anticipated price, competition among buyers for this limited 
supply will force its price up, the higher price will yield 
profits higher than were anticipated, the higher profits will 
stimulate increased production, and the probability is that 
the relative scarcity will be succeeded by a relative excess, 
the stimulus to production by a check to production. The 
stimulus to increase production carnes with it its own 
antidote, since the increase in supply will tend to force 
prices down and 80 check production. Similarly, the check 
to production brings about its own correctlOn; things 
continue to wear out and stocks continue to be consumed, 
although the supply of new stocks has been checked; the 
time comes when the public has to buy, and when that time 
comes, the .relative scarcity of the depleted supply enables 
the producer to get his price. 

To summarise. the price of a thing depends on the relation 
of the supply of it to the demand for it i if the supply is 
relatively small, the price will tend to rise, and the higher 
price will stimulate increased production, untll the supply 
equals or exceeds the demand i if the supply is relatively 
large, the price will tend to fall, and falling prices check 
production, nntil the price rises again. Over-production 
and under-production occur because supply has to be 
adjusted to demand ahead of demand, on an estimate of 
it, not in response to an ascertained and definite demand. 
If the estimate is wrong, the price, on the basis of which 
production has been carried on, will not be realised, and 
the even flow of production will be dislocated; it is the 
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relatlon between the anticipated price and the realised price 
that matters. 

III 

Oyclical Trade Fluctuations 

Alternatmg oYer-production and scarcity, with their 
consequences, unemployment and overtime, can be put 
down in any single trade to the fallure to anticipate demand 
accurately and adjust supply to demand evenly. ?lIuch 
more difficult to explain is the problem presented by the 
fact that over-production occurs, not in one industry at one 
time and in another at another time, but in all or most 
industries at the same time. The circulation of wealth is 
subject to general fluctuations, the most marked symptoms 
of whlCh are alternating periods of overtime and unemploy
ment. At one tlme producers in all trades cannot work 
fast enough to satISfy the demands of the market, employers 
in all trades cannot get the operatives they want; at 
another time producers in all trades cannot find a market 
for the goods they are producmg, and employers in all 
trades i'hsmiss or put on short time their operatives. What 
is the cause of this general movement up and down 1 
Wlthout pretending to offer a complete explanation, one 
or two suggestions may be put forward. 

The separate trades are one another's customers, so that 
depression in one affects the others. Producers are also 
consumers; if therefore the producers in one trade are 
getting lower wages and lower profits, they can spend less 
on the products of other trades. Conversely, if one trade 
revives, it will influence other trades; its members, since 
they are selling more, are able to buy more, and the im
proved demand for thell' goods and services is transmitted 
to other trades by their increased purchasing power. 
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This material bond between trades, however, is not 
enough to acco'llnt for the rapidity with which depresslon 
or boom spreads from trade to trade over the whole field 
of industry. The connexion se~ms to be psychological. 
The leading men in all trades are all looking ahead. Theil: 
estimate of future demand should be the result of a severely 
scientific balancing of evidence, backed by a specialised 
instinct born of long dealings with a certain market. To 
some extent it is that, but not altogether. Few men can 
resist the influence on their own opinions of the hopes and 
expectations of their associates. A market is a crowd, 
and has the psychological characteristic of the crowd, that 
the general opinion imposes itself on individual members 
with extraordinary force and rapidity. Hence if a strong 
opinion is started-no matter how-that trade is improv
ing, then that opinion will spread; the most level-headed 
operators will be influenced by it. Manufacturers will 
increase their output and pay higher prices for materials 
and higher wages to get more labour, since they anticipate 
no difficulty in selling their goods, and the market will 
take any amount. And so long as everyone is of this 
opInion, trade will be good. Exchange goes on freely even 
at high prices, because the man who is buying at high 
prices is confident that, by the time he sells, prices will be 
higher still. Every trade, being busy, affords a brisk 
demand for the products of every other trade. 

In precisely the same wayan opinion that demand is 
falling off will impose itself on the business community. 
The transition from the one state of mind to the other may 
be brought about by chance; a leading firm may take fright 
and begin to cut prices before its competitors; other firms, 
observing its action, follow suit, and other trades, observing 
the fall of prices and consequent slackening of productioD 
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in the one trade, are shaken out of their optimism. A 
great bankruptcy may turn the current of opinion, however 
unrelated the failure of the particular firm may be to the 
general course of trade; the slump that follows a war, a 
wet season, the death of a monarch followed by general 
mourmng, may any of them, by affecting one trade or set 
of trades, turn the tide. More usually it will be brought' 
about not by chance but by the occurrence, aImost inevitable 
in the present system of production, of over-production in 
one or two trades, and opinion in them will infect opinion 
in industry generally. Once set in, the depression is 
accentuated by the refusal of sellers to lower prices. They 
hold out for the high prices which are now a thing of the 
past; being unable to sell, they are unable to buy, and 
the circulation of wealth is checked until they give way. 
Improvement comes, in industry generany as in a single 
industry, when the consumption or wearing out of stocks, 
coupled with the checking of supply, forces prICes up again. 
It is helped by the fact that people, being unab~e during 
the depression to live on income, draw on savings and 
investments; their savings being withdrawn from pro
duction, production is checked still further, and the rise 
in prices accelerated in consequence. Or production may 
be reduced by the weaker firms in each trade being unable 
to carryon busmess. 

This suggested explanation has been given more or less 
in the terms of the market; to relate it to the sketch of : 
mdustry glven in the last chapter, it is necessary to eliminate 
the references to purchase, sale. and price, and to think of 
the transactions as exchanges of goods and services between 
groups of speCialised producers-an aspect of them which 
the use of money as a medmm of exchange conceals. From 
this pomt of View we should say that producers can always 
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find consumers who will gIve them somethrng in exchange 
for their products, but producer and consumer cannot 
always agree on the terms M the exchange. The regular 
process of exchange is checked because the exchangers 

I cannot come to terms; and exchange being checked, the 
production of wealth for exchange is checked. In a simple 
community the terms of exchange can be settled before 
production is commenced, and much productIOn is not for 
exchange at all, hence there need be no misdIrected 
production, and no over-production wIth consequent un
employment In the complex modern commumty pro
duction has to be commenced long before the final exchange 
of products can be negotIated; If the terms of exchange 
(the prIces reahsed) disappomt anticipations, so that the 
organiser!i. of productIOn receive less in exchange for their 
products than they have expended in producing them"they 
Will suspend or restrict productIOn tIll they can get the terms 
they want. 

W. S. Jevons suggested another explanation for these 
fluctuatIOns m trade. He observed that trade depressIOnf' 
recurred at faIrly regular intervals; he observed also that 

}he spots on the sun reached theIr maximum at about the 
same interval. HIS theory is that the mitial cause of the 
depreSSIOns was a fallrng off III harvests, espeCIally m 
tropICal harvests, due to the fallIng off in the hght and heat 
of the Bun. Probably the phYSIcal cause contrIbutes to the 
fluctuatIOns; it IS hardly enough to account for them 
altogether, even if the statIstIcal baSIS for the conclUSIOn 
were adequate. 'EspeCIally it does not explarn why most 
trades are affected simultaneously, the mfluence of a 
faIlure of tropIcal harvests would take some years to 
permeate industry. 

Two faq,tors in the modern industrIal orgamsatIOn may 
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accentuate booms and depressIOns--the credit system and 
what we have called illegitimate speculation. The place 
of credit in the organisation of production has been descnbed 
in Chapter X. It is the chief source of the elasticity, the 
responsiveness to demand, of the modern productive 
organisation. In a time of optimism banks and allied 
agencies give credit easily to business men, and so enable 
them to increase the amount of their business and to offer 
higher prices; in times of waning confidence banks, by 
restrictmg advances, depflve busmess men of an aid that IS 

essential if they are to carryon business on their usual 
scale, and they depress pnces. A sudden restriction of 
credit may even dnve some firms into bankruptcy, and so 
shake confidence that not merely financial depressIOn, but 
general industrial depressIOn ensues. Probably no class 
therefore can do so much to exaggerate trade fluctuations 
as the bankers; a cautious and conservative policy In the 
giVIng of credit is essential to the stability not only of the 
banks and their allies, but of the whole industrial community. 
The present economic system is, in fact, too responsive to 
demand. The influence of the other factor, illegitimate 
speculation, will be inferred from what was said of it in 
Chapter IV. The honest dealer makes mistakes, and every 
mistake tends to accentuate price-fluctuations. The dIS

honest dealer, who produces artificial price-fluctuations, 
does still more to accentuate them. The dealer, who 
deals on inadequate capital and makes a IDlStake, involves 
others in his ruin. The outsider, ignorant of the markPt 
and the material dealt in, is much more likely to male 
mistakes than the professional dealer. Every kind of 
illegitimate speculation tends to accentuate price-fluctua
tions, and therefore to make more difficult the task of 
antiCipating demand and adjusting supply to it. 
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The recurrence of over-productIOn, however, is connected 
with the fundamental principle of the present system of 
production, specialisation, with its outcome, production In 

anticipation of demand. It is the great weakness of the 
system, as a productive organisation, and its results are a 
heavy price to pay even for the wealth which specialisatIOn 
enables society to produce. The loss and sufiering caused 
by trade-fluctuations are largely concentrated on the poor, 
and the sense of helplessness which unemployment bring,; 
to a man is an aflhction of the spirit even heavier than 
the material loss that accompanies it. 



CHAPTER XIV 

VALUE 

I 

Value and Price 

THE general reader who opens a book on Economics is often 
ruzzled by the great amount of space given to the Theory 
~f Value. The reason is that the value of a thing is the rate 
~t wruch it exchanges for other things, and in modern 
economic society almost all production is for exchange. 
The word "value" is in some respects an unfortunate 
term, since it is ambiguous. Take a few examples of its 
use-" the value of diamonds," "the value of bread," 
"the value of a kitchen garden," "the value of prayer." 
ObVlously it is not used in qwte the same sense in all these 
examples. Yet there must be some common meaning in 
the difierent cases, or the same word would not be used. If 
we try to say what this common fundamental meaning is, 
we probably express it best by the word .. usefulness" ; 
we attribute" value" to anytrung that has a use, anything 
that can satisfy a human want. But that is not the 
commonest sense in which we use the word. If we point 
to a house and ask its value, the answer we get will be given 
in pounds and shilhngs, and the commonest of all the 
senses in which the word" value ., is used is w denote the 
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rate at which things exchange. It is in this sense that it is 
used in Economics; a theory of value is an explanation 
of the rates at which things exchange. Adam Smlth dis
tinguished between the two chief senses of the word by the 
phrases" Value in Use OJ and "Valu~ in Exchange OJ ; moden 
economists use the word" Utihty OJ to denote Value in Use 
and keep the word " Value OJ for " Value in Exchange. OJ 

Now the exchanges in which we are constantly engaged 
are not usually direct exchanges of goods for goods or 
services for services or goods for services-usually they 
take place through the medium of money. Since mos~ 
exchanges are made in tlus way through money, money 
comes to be a general common standard of exchange rates, 
since everything is at some time or other exchanged for 
money; the amount of money for which it is exchanged 
becomes an indication of its value when compared Wlth 
other things. Value is a ratio j for the sake of convenience 
the values of other things are expressed as ratios to money j 
consequently we speak and think usually not of values but 
of prices, the price of a thing being the amount of money 

'for which a thing exchanges. There are certain advantages, 
however, in keeping to the term" value OJ in examinmg 
the principles of exchange. We do not speak of a thing 
having a price unless it is for sale; anything may be said 
to have a value whether it be for sale or not. Again, we 
feel that the price of a thing does not always represent its 
value. In the case of sale by a trick, or when one of the 
parties to a sale is under the influence of drink, price and 
value do not coincide; such a phrase as " good value for 
money" is meaningless if price and value are necessarily 
the same thing. Such considerations are not important, 
prices are fairly representative of values at any given time ; 
i>ut when we compa.."8 one time with another, for reasons 
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explained in Chapter XI., a change in price is no evidence 
of change in value 

This possessIOn of a general common measure of values 
in money is an enormous help in studymg them. At 
first sight it mignt seem impossIble to compare the values 
of such different thinlls as a surgPl)n's skill, an ounce 
of tobacco, a preacner·s eloqu3nce and a loaf of bread; 
yet, as a matter of fact, we do compare them. They are 
compared and measured and priced; and if we are rational 
bemgs they are priced on some principle, their values are 
not fortuitous. Their quahtative dtfferences are reduced 
to quantItative dtfference..'1; our individual estimates, our 
motIves, are measured by the price we are wUhng to give 
for each. Moreover, if we can take prices as representative 
of values, we have got facts to start With. "A price is a 
fact. A value is an estImate of what a price ought to be " 
(Hadley). The pnce of a tillng is a known thmg, the same 
for everyone-there can be no dispute about it; the value 
of the same thrng mIght be estImated dtfferently by dIfferent 
people, their estImates varying with their moral and intel
lectual standards. 

Agam, though prices are somehow or other the outcoUlf'l 
of our estimates of the relative importance of thrngs, theY' 
undoubtedly react strongly on our estImates. We are so 
used to asSOCIating high price With high quality that we 
sometimes refuse a good thmg because its price is low. 
Furniture, clothes, hotels and entertainments ar~ often 
dehberately made expensive in order to attract a certain 
class of buyer whose only criterion of quality is price. 
Especially does price influence social judgments: in 
England and Amenca a man's social rank is determined 
chiefly by his price or "income." The usage of ordinary 
speech convicts us of this snobbishness, smce we say 8 man 
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with an income of £10,000 a year is " worth" £10,000 a year, 
though morally he may be" worthless." 

Prices then roughly measure values for us, but in making 
our study of the causes which settle the rates at which 
things exchange for one another, we prefer the wider term 
value to the narrower term price; we aim at formulating 
.. a theory of value," .. a theory of prices" being quite 
another thing. What is the explanation of existing values! 
why is a woollen shirt worth twice as much as a cotton 
shirt !-questions such as these constitute the Problem of 
Value. 

II 

The Labour Theory oj Value 

There have been three theories of value of historical 
importanc~the Labour Theory, the Cost of Production· 
Theory, and the Marginal Utility Theory. The three 
theories have a common starting-point; they agree, to 
quote Mill, that .. the temporary or market value of a 
thing depends on the demand and supply; rising as the 
demand rises and falling as the supply rises." But, Mill 
goes on, .. besides their temporary value, things have also 
a permanent value, or, as it may be called, a Natural Value, 
to which the market value, after every variation, always 
tends to return; and the oscillations compensate for one 
another, so that, on the average, commodities exchange 
at about their natural value." It is about this permanent, 
normal, or natural value that the theories dIffer. In this 
chapter we shall be concerned with the two first theories, 
which approach the problem from the side of supply, in 
the next with the Marginal Utility Theory, which approaches 
it from the side of demand. 
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The cluef exponents of the Labour Theory are Adam 
\'\Smith, RIcardo and Karl Marx. They hold that the value 
L\>f a thing, in the long run, depends on the amount of labour 
embodied in It. "It is natural," says Adam Smith, "that 
what is usually the produce of two days' labour or two 
hours' labour should be worth double what is usually the 
produce of one day's or one hour's labour." Ricardo 
speaks of labour" as being the foundation of all value, and 
the relatIve quantity of labour as almost exclusIvely 
determming the relative value of commodIties." Marx 
puts the same simple theory in more chfficult language; 
when we have abstracted all the mdividual qualIties and 
propertIes from commodities, " the resIdue ••. ," he says, 
" consISts of the same unsubstantial reality in each, a mere 
congelation of homogeneous human labour, of labour power 
expended without regard to the mode of its expendIture. 

When looked at as crystals of this social substance 
common to them all [commodIties] are-Values." Else
where he says" the value of a commodity is determined 
by the quantIty of labour expended durmg its production." 

The holders of this theory recognise that a commodIty 
must have utility, or use-value, to possess exchange-value, 
but they cannot see that the utility of a commodity has 
anything to do with fixing the amount of its exchange
value. Adam SmIth points out-the paradox of value
that goods with the greatest use-value have often a low 
exchange-value, while such thmgs as diamonds with a high 
exchange-value have only a low use-value; while Marx 
thinks that because the utilitIes of different commodities 
are dIfferent we cannot look to utility for a standard or 
basis of comparison for goods of dIfferent values. "As use
values," he says, "commodities are, above all, of dIfferenf1 
qualitills, but as exchan~e-values thev are merely different 
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quantities, and consequently do not contain an atom of 
use-value." The theory allows also for the use of capital: 
machines and other forms of capital are" saved up labour" 
which is passed on to, and helps to determine the value of, 
the goods in the manufacture of wluch they are used. The 
greater influence which Smith and Ricardo allow to capital 
distinguishes their theory of value from that of Marx, and 
makes it approximate to the Cost of Production Theory. 

There is undoubtedly a general correspondence between 
the amount of labour required to make a thing and its value, 
and competition among sellers tends to beat down value 
to cost of production, which, on the view of capital giveD 
above, is equivalent to the cost in labour. When an 
invention" saves labour" in the making of a thing, the 
thing's value usually falls. The theory is attractive also, 
because it seems just that the value of a thing should be 
'fixed by the trouble or labour involved in 1p.aking it. There 
are, however, great dJfficulties in the way of accepting the 
theory as an explanation of existing values, and its simphcity 
disappears on closer examination. The chief difficulties 
are difficulties also of the Cost of Production Theory, and 
had better be deferred until that theory has been stated; 
there is, however, one Wfficulty peculiar to the Labour 
Theory. namely the meaning of the phrase "amoun~ of 
Labour"; that we will deal Wlth now. 

Like so ~any of the terms which Economics has to take 
from ordinary speech, .. Labour It has no single, definite, 
well-understood meaning. Do the upholders of the Labour 
Theory mean by .. Labour" only manual labour! The 
use to which the theory is sometimes put implies as much. 
If so, they are ignoring the labours of organiser and inventor, 
which undoubtedly playa great part in the fixing of values. 
Again. within the province of manual labour, how do they 
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compare skilled and unskilled labour 1 To what common 
measure do they reduce lands of labour so different as the 
navvy's, the spinner's, the moulder'S, the grmder's! In 
the case of the same kind of labour, what do they take as 
their standard 1-for labour is not usually performed With 
equal efficiency by dlfferent labourers; often the most 
valuable things, especially in art and handicrafts, are made 
with least labour, since they are the work of workmen of 
special talent or genius, and in every trade the best workman 
is the man who can effect most with least effort-just as 
that batsman usually makes most runs whose strokes are 
least laboured. 

The writers we have quoted are conscious of these 
difficulties and attempt to meet them. "It is not very 
easy," says Smith, "to find any accurate measure either 
of hardship or ingenuity. In exchanging indeed the 
dlfferent productions of different BOrts of labour for one 
another, some allowance is commonly made for both. 
It is adjusted, however, not by any accurate measure but 
by the higghng and bargaining of the mar kilt according to 
that sort of rough equality which, though not exact, is 
sufficient for carrying on the business of common bfe." 
Thus, though the value of a thing depends on the amount 
of labour in it, the amount of labour with which we must 
oredit-it is settled by the higgling of the market, in other 
words, by our old friend Supply and Demand. Ricardo 
ignores the difficulty. "The estimation," he says, "in which 
dIfferent qualities of labour are held comes soon to be 
adjusted in the market with sufficient precision for all 
practical purposes, and depends much on the practical skill 
of the labourer, and intensity of the labour performed. 
The Bcale, when once formed, is liable to httle variation "
which is true, but does not explain which kind of labour 
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he means when he speaks of the" amount of labour" 
determining value. 

Marx tries several explanations. At one time he 
says: "The quantity of labour however is measured 
by its duration, and labour time in its turn finds its 
standard in weeks, days and hours "-which, he sees, 
would make it profitable to employ unslolful workers, 
Bince by taking longer over their work they would produce 
more value. In another place he takes unskilled labour 
as his standard: "We shall henceforth account every 
kind of labour to be unskilled, simple labour"; in another 
place "average" labour: "The labour time socially 
necessary is that required to produce an article under the 
normal condition of production, and with the average 
degree of skill and intensity prevalent at the tune "--i.e. 
the length of time actually spent by the labourer in produc
ing an article has nothing to do with its value-its value 
depends on the amount of ''"Socially necessary labour" 
that the worker succeeded in puttmg into it. Finally Marx 
adopts "simple, abstract, human labour" or "socially 
necessary labour" as his standard. He is not, however, any 
more successful than Adam Smith in explaining why we 
must credit an hour's work of a cotton spinner with two 
and a half times as much .. socially necessary labour" 
as an hour's work of a farm labourer; all he can say is that; 
.. the difierent proportions in which difIerent sorts of labour 
are reduced to unskilled labour as their standard, are
established by a process that goes on behind the backs of 
the producers, and consequently appears to be fixed by 
custom." This is no reason why it should .. go on behind 
the backs of" economio students. What this unseen 
process is, is indicated by Mr. HYl!dman, Marx's chief 
English exponent, who says: .. The quantity of labour 

x2 
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incorporated is determined not actually, but relatively in 
equivalence with defimte quantities of other commodIties. 
This equivalence and therefore the social minimum of time 
required for production being determined by competition 
and the higgling of the market." 

The argument, though a lIttle more round-about, has 
brought us to the Bame goal as Adam Smith's argument: 
value depends on the amount of socially necessary labour 
in a thing, but the amount of socially necessary labour in 
a thing can only be settled by bringing the thIng into the 
market and seeing for how much of other thIngs it will 
exchange; but the rate at whIch It exchanges for other 
things is its value, so that all the argument has proved 
18 that Value depends on Value. There is no unit or 
measure of labour which we can use as a standard of 
value; "SImple abstract human labour" is a perfectly 
justifiable concept, but then so also is "simple abstract 
human utility." There is flo greater difference in kind or 
quality between the utility of a table and the utility of a 
tea-pot than there is between the labour of a cabinet
maker and the labour of a potter. To say that labour is a 
very important element in the influences that fix values is 
true and important, but to exclude all other influences and 
attempt to make labour a standard of value leads ineVitably 
to argument in a circle. 

III 

The Cost of Productwn Theory of Value 

The other explanation of value that approaches the 
problem from the side of supply is the Cost of Production 
Theory. It dIffers from the Labour Theory only in allowing 
for other elements beSIdes labour in the cost of producing 
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a thing, especially in allowing for profits, the remuneration 
of the capitalist. "The cost of production," to quote Mill 
again, "together with the ordinary profits, may be called 
the necessary price or value of all things made by labour and 
capital." This conclusion is reached by observing the 
efiects of competition: if the value of a thing rises above its 
cost of production, its makers receive more than the average 
rate of profit, high profits attract more labour and capital 
into the trade, and the competition among sellers to sell 
the increased supply brings the value of the thing down; 
if the value of a thing falls below its cost of production, 
some of its makers reduce their production, or leave the 
trade, so that the supply is reduced, and buyers competing 
for the reduced supply force the value up again. In certain 
cases cost of production varies from producer to producer
owing. for instance, to variation in the fertility of land or 
in proximity to markets; to meet such cases the rule was 
l'tlstated, and value said to depend on " cost of production 
under the most disadvantageous existing circumstances." 
The amount of a crop that society wants cannot be supplied 
from the best land alone: inferIOr land has to be brought 
under cultivation. The cost of production on the inferior 
land is greater than on the good land; society has to pay 
a price high enough to cover this higher cost of production, 
or it will not be able to get as much as it wants, and all the 
producers are able to get this price. 

Whiohever form a theory takes that attempts to explain 
value from the side of supply, it has certain difficulties to 
face. First of all it ignores the possibility of misdIrected 
labour. Labour and the other elements in the cost of pro
duction are oonstantly being applied to the production of 
commodities that possess, when made, little or no utility; 
a large part of the organisation of production is concerned 
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solely with facing and averting this danger, and, as we have 
seen, failure is frequent. The cost of production of a suit 
that, when firushed, does not fit, has nothing whatever to 
do with its value. An English municipalIty a few years ago 
buIlt a reservoir embankment on an insecure foundation; 
its cost of production was £200,000, lts value nothing. It 
is no answer to this difficulty to say, as Marx says, that 
the labour embodied in products of no utility" does not 
count"; cost of production cannot be recovered' if the 
thing produced turns out to be useless. What has cost of 
production to do with the values of summer hats at the end 
of the summer season, or of Winter fashions at the spring 
sales ¥ If it be urged that such cases are abnormal, one 
can only reply that they are of everyday occurrence. A 
country in which th3 cost of production invariably fixed 
the value of a thing would be a business man's paradIse, 
because he would never be pumshed for his mistakes; we 
ignore half our problem if we take utility for granted. 

Sinillarly this group of theories does not explain changes ~ 
in the value of a thing after it is made. Cost of production, 
whether measured in labour alone or not, is something 
settled and definite once a thing is produced-it belongs to 
the past and cannot be changed; but values do change. 
So far as there 18 change in methods of production, it may 
be said that the cost of production, or the socially necessary 
labour embodied in a thIng, can change even after the 
thing has been completed; but values change when there 
has been no change in methods of production. A death in 
the royal famIly will destroy the value, for that season at 
any rate, of whole stocks of dress goods; house property 
declines in value in a "decayed" neighbourhood without 
any change in the methods of building houses: the gross 
annual value of lands in England (as returned under Schedule 



VALUE 269 

A of the Income Tax) fell from forty-eight and a half 
million pounds in 1879 to thirty-seven million pounds in 
1893. Similarly values rise irrespective of cost of produc
tion. Building sites in great towns are the most obvious 
case, shares in successful joint-stock companies are another 
-the value of a company's buildings, plant and materials 
depends not at all on their cost of production, but on the 
demand for the goods which the company makes. Such 
cases are far too numerous to be dismissed as " exceptions" 
or with the statement that "in the long run" cost of 
production determines value. 

Still less will any Cost of Production Theory explain 
the" scarcity" vlI.lues of works of art, favourable building 
sites, exceptional ability, etc. What of" dumped" goods ~ 
Dumping is merely the application of the prinCIple of 
spring sales to foreign trade. How, again, can railway 
rates be explained on the Cost of Production Theory' 
The conclusion to which a study of Cost of Production 
theories of value leads us is that demand and utility, 
somehow or other, playa very important part in fixing 
values j where value and cost of production or amount 
oi labour do correspond, i; would be just as true to say 
that the value of the thing decided how much labour, 
etc., shall be devoted to produ~ing it, as to say that the 
amount of labour, etc., fixed its value. 

An analysis of the action of the seller will lead us to the 
Bame conclusion. How does the business man settle the 
price which he charges for his goods' On what does the 
price he (,harges us depend' Can he charge anything he 
likes' Does he, as a matter of fact, fix his price by calcu
lating the total cost of production and then adding, say, 
10 per cent for his profit! 

If the business man is not one of the leading men in the 
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trade, if he cannot know with accuracy what the demand 
for hIS goods Will be, or if he is doubtful about selling them 
at all, he probably will calculate the cost of them to himself, 
add something for hIs profit, and put them on the market 
at the resultmg prIce. He will reason that his competItors 
will have costs of productIon about the same as his own, 
that they Wlli want the same profit, and that they will be 
WIlling to sell at this prIce if he is not; at the same time he 
cannot afford to take a lower prICe, even if some of his 
competitors, WIth lower costs of productIon or a bigger 
turnover, can afford to. TakIng business as a whole, 
however, this is not the invariable procedure. In retail 
trade stocks have sometimes to be clclared by "sales" 
for what they Wlll fetch, or "leadIng lines" will be sold 
below full cost to attract customers; in wholesale trade 
goods are often sold below full cost if the seller cannot sell 
them at any better price. 

Cost of production is a term that will bear more 
than one interpretation. A manufacturer will not sell 
below pnme cost unless he is forced to realise some of 
his property by some sudden need for cash; but he will 
often sell goods at a PrIce that, after covermg prime 
cost, makes only a small contribution to his standing 
expenses rather than let his works stand Idle or allow 
competitors to cut into his market. Further, cost of 
productIon per unit varies with output: a producer will 
often quote a pnce for a large order below his present cost 
of productionT because he calculates that on the larger out
put his cost of production per unit will be smaller. Apart 
from this consideration, cost of production varies from 
firm to firm, from dlstrict to dlstrict: the efficient producer, 
wh~ by successful organisation can produce cheaper than his 
competitors, will not hand over the whole of his savings to 
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the consumer in reduced prices-he will charge the highest 
price that the competitIon of other sellers WIll allow him to, 
and cheerfully pocket the big margin between cost of pro
duction and price that his cheap production leaves him. 

Again, there are cases where the exact cost of production 
of any single piece of work cannot be calculated. The cost 
of running an extra excursion train on a raIlway, the cost 
of taking a return freight on a steamer that would otherwISe 
have had to return in ballast, the cost to the doctor, lawyer 
or stockbroker of any extra professional serVIces, are cases 
in which prime cost can be calculated but total cost or 
real cost cannot: the railway has to be built and staffed 
to run even a single excursIon train, the fares of tho excursion 
ought to contribute to the expense of buIlding and staffing 
it, yet all that expense would have been incurred even if 
that particular excursion train had not been run; the 
steamer had to be built and equipped before it could under
take any freight at all, and every freight it takes ought to 
contribute to the cost of building and equipping it, yet the 
steamer was coming home without the return freight if 
it had not got it; the professional man must have had his 
expensive training before he can undertake any professional 
services at all, yet on,:e he has got the training an additional 
professional serVIce makes practically no difference to his 
expenses. In such cases, then, the only pOSSIble principle 
on which the seller can proceed in fixIng rates and prices 
is the railway company's principle of .. charging what the 
traffio will bear." 

Those producers who have any iclluence on the fixing of 
price usually do one of three things. First. they may work 
to order: a customer offers to take a certain quantity 
at a certain price; the producer finds that his cost of 
production for that quantity is less than thIS price. and 
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takes the order; he does not tell his customer what hia 
cost of production is-though he often tells hIm that the 
things" cannot be produced at the price." Or secondly, 
if the producer is not working to order, having made or 
arranged to make a certain quantity, he fixes the highest 
price for it that he thinks he can get--subsequently raising 
or lowering it according to the state in which he finds the 
market, perhaps also varying his price from customer to 
customer so far as he can do so without bemg found out: 
the farmer, who has not complete control over the quantIty 
of his output, has to adopt thia procedure. Or tlurdly, the 
producer may fix the prIce of his article first, and then 
make as much of it as he thinks will sell at the price; a 
publIsher, for instance, having decIded to publIsh a book 
in a certain form at 6s., has to deCIde whether he will 
publIsh an edition of one thousand, five thousand, or what
ever other number is usual. But whichever of these three 
courses the producer adopts, there is one rule that, so far 
as he is influenced by business motives, he invariably 
obeys: he gets what he can, he acts on the railway company's 
prmciple and" charges what the traffic will bear." The 
only drlierence between the railway company and most 
other producers is that other producers can estimate much 
more exactly than the railway company can what is the 
true and full cost of each piece of work, and they are much 
more subject to competition. They do not, however, on 
that account fix their charges at cost of productIOn; they 
calculate cost of production carefully and take it as a 
minimum below which they will not let prices fall, and the 
competition of other sellers usually keeps them somewhere 
near that minimum; but they get the highest price they 
.can. 

lt is only the leading mell of each trade who have 
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much to do with the fixing of prices; the great majority 
of sellers have to take prices for granted, producing as 
cheaply as they can and selling at the market pnce. In 
many industries, especially at the retailing end, there are 
tradItional or customary prices, and what producers do is 
to vary the quahty of the article whIch they will supply 
at the customary price-whIch comes to the same thIng 
as varying the price of an article of standard or customary 
quallty-or else they vary the quantity they will produce 
at the price; in these variations, however, a few usually 
lead, the rank and file of the trade follows. 

IV 
Decreasing, Increasing and Constant Cost 

Our analysis of the action of the seller, then, supports 
the conclusion of our previous argument, namely, that 
value cannot be explained from the side of supply alone. 
It also forces on our attention another consideration. The 
phrase" Cost of Production "-like the word" Labour" 
-conceals more difficulties than it explains. It is con
stantly used as if costs of production were always simple, 
fixed and easily ascertained. This may have been the case 
once. but it is so no longer. Since the cost of production 
of anything is the chief element in determining its supply. 
we must try to get clear to ourselves the meaning of the 
phrase. 

Let us consider the elements in the cost of production 
as they present themselves to a modem manufacturer, and 
then consider the effects of a change in the volume of out
put. The first element is the cost of material i this can 
usually be ascertained with accuracy, though even here 
if many dIfferent materials are combined in the finished 
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product the task is not easy. Next there is the cost of 
labour; a large part of workshop management consists in 
devising means for ascertaining exactly what expenditure 
in wages is incurred on each piece of work done, and, if 
the commodity in its making passes through a great many 
hands, the task is very complicated. If we add to materials 
and labour any other expense that can be definitely 
attributed to the given piece of work, we have what has 
been called the "Prime Cost" of its production. Prime 
Cost, however, is never the total cost, and is often only a 
small part of the total cost of producing a commodity. 
Certain " Supplementary" or " General" or " Overhead" 
Expenses must be incurred to make it posslble for the 
commodity to be produced. The firm must be organised, 
foremen and managers paid, whether much work or little 
is being done. Rent and wear and tear of bwldmgs and 
machinery, the expense of the power plant, insurance 
against fire and aCCldent, taxes, are all necessary expenses, 
but none of them can be allocated to any particular umt 
of the whole output; office expenses and the expenses 
of the selling orgamsation are largely mdependent of the 
amount of work done. Thus we have to include in the 
full cost of production of each artlcle produced not only 
the· cost of material and labour, but a proportion also of 
the general expenses of the firm, and that proportlOn will 
vary with the number of articles produced. In most big 
manufacturmg firms the estimation of the cost of production 
requires the whole time of a speciahsed "costs" depart
ment. 

Similarly if we wish to arrive at the exact expense to 
society of the production of any commodity, we have to 
add together its Pnme Cost of Production to each of the 
firms that handle it, a proportion of their General Expenses. 
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the PrIme Cost of transporting it and the materials of wluch 
it is made, and a proportion of the General Expenses of the 
dlfierent transport agencies, and a proportion of the expenses 
ot all the merchants, bankers, shopkeepers and others 
who aSSIsted in the collectIOn, forwarding and exchange 
of the materials and :finished commodJ.ty. Dentists m 
presenting their accounts to clients, after stating the total 
amount of their charge, sometimes add, "Details if 
required"; if we were to ask for the detalls of all the 
payments for labour, materials, etc., that make up the lOs. 
we were charged for our woollen shirt, we should be setting 
accountants a complicated task to perform. 

Bearing in mind the distinction between Prime Cost and 
Total Cost, we will examine the efiect on Cost of Production 
of increasing the volume of production. There are three 
possible efiects: the cost per umt may decrease, increase, 
or remain constant. In industry an increase in the volume 
of production (whether in the single firm or in the trade) 
usually brings with it a decreased cost of production per 
unit. There are two reasons for this. The first is that an 
increase in the volume of work makes it possible to carry 
specialisation furthe~labour, machines, management can 
all be specialised further in the firm, wlule in the trade 
trlUlSport and marketing facilities can be specialised further, 
and subsidiary industries developed. The decrease in 
cost per unit owing to this cause will not be regular or 
continuous; the cost will come down in steps, as it were, 
a drop taking place when a new machine, a new system 
of workshop organisation, a new method of distribution, 
or a new use for a bye-product becomes practicable. And 
the decrease has a limit; in the firm it is limited by the 
.bility of the management; in the trade it is liable to be 
counteracted by increasing cost of raw material. The 
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other reason for the decrease in cost that comes with an 
increased output is that the general, standing or overhead 
expenses can be spread over a greater number of units 
of product. 

In the extractive industries-agnculture, mining and 
fisheries-an mcreased output cannot usually be obtained 
at a decreased cost per unit, unless some improvement in 
methods of production is discovered. The two economies 
we have described do not operate so strongly as in industry, 
and are liable to be counteracted by the niggardliness of 
nature. The most convenient or fruitful lands are naturally 
occupIed first, and if an increased supply is wanted, recourse 
must be had to inferior or less convenient solls. If the 
attempt is made to raise more by putting more work or 
capital into the land, the addItional product will be raised 
only at an increased cost, so long as technical SCIence 
remams the same; if we could always double the produce 
of our land by doublmg our expenditure on it, we could 
raise all the food of the country on a single acre of land by 
doubling often enough. We do not feel the effects of this 
niggardliness of nature only because invention is constantly 
postponing its pressure. In some industries also increased 
supply can be secured only at increasing cost; in telephone 
servICe, for instance, an increased number of subscribers 
brmgs with it a more than proportionate increase in the 
complexity of the organisation, and consequently in the 
cost of working. Transport in great centres of population 
has often, though for dIfferent reasons, to face the same 
drfficulty. 

The thrrd case, the case of constant cost, will occur when 
the influences making for economy are lust counterbalanced 
by the difficulty of getting more raw material or by the 
increasing complexity of the business. It is also the rule 
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with simple handIcrafts, in which general expenses are un
important. When handicraft was the rule, labour was the 
only important cost in production, and, since methods of 
industry and demand changed only slowly, the most 
important influence in fixing values. 

Costs of production, then, are nflither simple nor fixed; 
our examination of them will help us to understand the 
influence of cost of production on value. The dIstinction 
between Prime Cost and Total Cost explains why producers 
are often willing to sell a portion of their output at a price 
which does not cover the total cost of production. A 
heavy steel works, for instance, has very high standing 
expenses; if it can recover the greater part of these standing 
expenses by selling a portion of its output at a high price 
(for instance in a protected market), it will pay it to sell 
the rest of its output for a price much below its total cost 
ot production, provided the price covers the prime cost, 
rather than not sell it at all. In times of trade depression 
it may lose less by selling its whole output at less than 
total cost of production, provided the price more than covers 
prime costs, than by letting its works be idle; in cases 
where the standing expenses bear a high proportion to the 
prime costs, selling at a loss in this way may go on for years. 
In some industries the Prime Cost of any single commodity 
or service is so small in proportlon to the Total Cost that 
cost of production affords no help at all to an understanding 
of the price charged. Such is the case with railways, 
water works and, in a less degree, gas works. In each 
case an enormously expensive plant has to be kept in working 
order, and interest earned on the cost of it, whether much 
or little business is done. In the case of railways the cost 
of constructing the system is as much as ten times the 
annual receipts, and of the annual expenses 80 per cent 
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have to be incurred independently of the amount of traffic. 
Under such circumstances it is impossible even for the 
management to say with any accuracy what is the true 
cost of running a particular train or carrying a particular 
consignment of goods; the fuel, wear and tear and wages 
can be calculated; beyond that, any estimate of cost must 
be more or less arbitrary. The prime cost is the only 
additional expense to the company for which this particular 
piece of work is responsible, but on its traffic as a whole 
the company has to charge standing expensE's amounting 
to 80 per cent of its whole expenses, and in additlon any 
interest paid on the capital invested in the railway. 

The consideratlOn that there are usually different costs 
of productlOn (per urut) for different amounts of a com· 
modity is even more important. It helps us to understand 
the constant movement of prices. If a srngle manufacturer 
in a trade in which decreasrng cost is the rule lowers prices, 
the rest must follow suit; the lower price at which he offers 
the goods would otherwise attract his competitors' customers 
to him~ and he can make a profit at the lower price srnce 
)us larger output enables him to produce cheaper. As 
soon, however, as the avauable supply of raw material 
falls short, and-'-falling new inventions-the industry has 
to resort to less productive sources of raw material, the 
price has to go up, or the producers will not be able t{) keep 
their busrnesses going. 

When, therefore, we speak of supply, we must be quite 
clear whether we are dealing with a period long enough to 
give the supplying industry time to expand or contract, 
or a shorter period. Over the long penod Total Cost is the 
important influence in fixmg the amount of supply, over 
the shorter period Prime Cost is the important influence. 
We must be quite clear also that the word supply means 
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a quantity at a price; at different prices different amounts 
can be supplied by a producer or a trade without loss. It 
18 theoretically possible to construct a supply schedule, 
giving the amount that can be supplied at each of a series of 
prices, or, what is the same thing, the prices at which each 
of a series of amounts can be supplied. Such a schedule 
would give us the prices or values towards which competition 
between sellers is constantly tending to drive commodities. 

V 

I njluenc8 0/ Oompetition and Monopoly on Value 

A consideration of cost of production doeG not, however, 
exhaust the influences affecting value on the side of supply. 
There is an ambiguity m the word" supply." By the 
supply of a commodity may be meant either of two things : 
the amount that could be brought to market, or the amount 
that is brought to market; the amount that could be 
offered for sale or the amount that is offered for sale. 
Now the" supply" which will fix, or help to fix, the value 
of the thing is the amount that is offered; while 
the II supply OJ which is determined by the cost of production 
is the amount which could be offered. The two amounts 
do not necessarily coincide; whether they do or do not. 
depends on the control of the product, or, in other words. 
on the extent to which competition between producers is 
operative. In considering, therefore, the influence of 
•• supply OJ in fixing values, the conditions of control are as 
important as the conditions of production; the conwtlons 
of production, as we have just seen, fix the cost of 'Produc
tion, but the conditions of control fix the amount actuall:
offered for sale. 

The two extreme conditions of control are complete 
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monopoly and complete freedom of competItIOn among 
sellers. The monopolist will work out the dlfferent costs 
of production for dlfferent amounts; he will estImate '&he 
demand at dlfferent prices; he WIll then put on the market 
that amount which will afford him the greatest difierence 
between total costs and total receipts. If - as would 
probably be the case in an industry subject to decreasin~ 
cost-a small profit per umt on a large sale will gIve him 
a bigger total profit than a large profit per umt on a small 
sale, he will sell at the low pnce; If-as would probably 
be the case in an industry subJect to increasing cost-a. 
large profit per umt on a small sale would gIve the bIggest 
total profit, he will hmlt his output. The amount that is 
put on the market will probably not be the amount that 
could be put on the market, and the price or value of the 
commodity will bear no definite relatIOn to its cost of 
production. The profits of monopoly consist of this margtn 
between cost of productIOn and sale prIce, which the 
monopohst is able to secure by hIs control of the supply. 

At the other extreme, under perfectly free competItIOn, 
the amount that is offered will probably be the whole amount 
that could be offered, and the value of the thing will keep 
pretty close to its cost of production. There is no single 
agent controllmg supply and able to restnct it, however 
much higher the price that could be obtained for a restncted 
supply. The producers, competing to sell, will none of 
them know exactly how much theIr competitors are putting 
on the market, and will heSItate to WIthhold a portion of 
their output, even if they think that the market is in danger 
of being glutted, for fear that theIr competItors will"glut the 
market if they do not. They will none of them know what 
price their competItors will hold out for, and will therefore 
offer their product as near cost; price as they can, for fear 
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that their customer will take his custom elsewhere. We 
saw, when we were studying the meaning of competition, 
that the essence of it was the possession of an alternative 

I and the exercise of choice by one party to the contract of 
sale; monopoly is the abolition of the alternative and power 
ot choice. 

Under free competition, then, the value of a thing will 
tend tOo coincide with its cost of production, and it has been 
usual to take this as the normal case. It would be just as 
reasonable to take monopoly as the normal case. Perfectly 
free competition is as rare as complete monopoly; most 
actual cases in industry and commerce fall between the 
two extremes. One of the chief aims of business men is to 
introduce some element of monopoly into their business, 
to impose some restriction on competition. Competition 
presses on them like a head of water, forcing down the 
price of their product towards its cost of production; any 
restriction they can impose on competltlOn is a break-water, 
holding back the pressure and enabling them to maintain 
an addJ.tional margin of profit between market value and 
cost of production. Further consideration of this must be 
postponed to the chapter on Profits j It is sufficient here 
to note that perfectly free competition among producers is 
the exception, not the rule, and wherever there is any 
restriction placed on competition among sellers, there is 
no surety that value will correspond with cost of production. 

There is one further obstacle to basing an explanation 
of values on the cost of production. The cost of production 
is itself reached by adding together a number of values; 
it cannot determine value, since it is itseU determined by 
value. The value of a manufactured article cannot be 
explained by its cost of production. because its cost of 
production depends on the values of the materials of which 
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it is made, the value of the machInery uaed to make it, 
and the value of the time and energy spent by different 
workers upon it. To say that value in general depends on 
the cost of productIOn is to say merely that one value 
depends on other values, which depend again on other 
values, and so on in a circle. The circle, however, can be 
broken and the obstaCle overcome--at the sacrifice of the 
sunphcity and definiteness of the theory-by draWIng 
a rustinctIOn between the expenses of productwn, which is 
what we have understood by cost of productIOn hitherto, 
and the rea~ C(Jst of productwn, understanding by the real 
cost all the human efforts and sacrifices required to produce 
a commoruty. The attraction of the Labour Theory hes in 
the fact that it bases value on the human e1iort required to 
give value to anything, and so explains value in terms of 
human hfe. 

The Cost of Production Theory, however, bnngs out 
another element in real cost. Labour Without the aid of 
the saved up products of previoua labour is comparatively 
unproductive; thIs" saVing up" of wealth to aid further 
productIOn does not go on without some mducement, since 
most people prefer spendIng to saving. We may say, then, 
that saVIng involves a sacrifice of sorts, whIch is just as 
much a necessary element in the real cost of production 
as is the effort of labour. Senior called thIs sacrIfice 
" abstinence" ; since the growth of great fortunes has made 
the term "abstmence" ridiculoua, Dr. Marshall calls it 
"waiting." The sacrIfice of the person who saves will 
seem neghgible to the person who has to contrIbute to 
production the effort of labour, and quite rightly so; 
still, under a system of private property, it has to be paid 
for, and the value of a thIng muat be big enough to induce 
the saving as well as the labour needed to produce it, or it 
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will no~ be forthcoming. Hence in the real cost of produc
tion we must include all the efforts and sacrifices needed to 
produce a thing. 

This analysis of the meaning of "cost of production" 
and "supply" does not alter the fact that values cannot 
be explained by a consideration of the conditions of supply 
alone; it should, however, help us to understand the 
influences on the side of supply which help to fix values. 
We have now to 9tudy demand. 
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VALUE (continued) 

I 

Relatwn of Utlllty to Value 

IN the previous chapter we saw that value cannot be 
explained from the side of supply alone. An analysis of 
the action of sellers showed that they invariably (so far 
as they are influenced by business motives) act on the 
railway company's principle of "charging what the traffic 
will bear," of getting as good a price as they can from the 
buyer. How much then can the seller get ~ He can get 
just what the consumer will give. How much at a given 
price can the producer sell ~ He can sell lust as much as 
the consumer Will take at that price. The consumer has 
the deciding voice; if he will not take the thing, he will not, 
and the producer, who has produced his things to sell. 
has them left on his hands. We have got to ask then what 
decides how much the consumer will pay, or how much he 
WIll take at a given price. 

The answer seedlS simple; the consumer will pay just 
as much, having regard to his income, as he thinks the 
thing is worth to him; nothing can make him pay more, 
and it is the seller's business to see that he does not pay 
less. The consumer buys things because they satisfy 
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his wants; he pays lOs. for a woollen shirt because he 
thinks that he cannot get more satisfaction, a better 
lOs.' worth, by buying anything else at the time. So 
the price which the producer can get for an article depends 
on the satisfaction which the seller thinks he can get from 
the article, in other words, on the utility of the article. The 
producer, in fixing the price at which he will sell his product, 
or in fixing the amount which he will sell at a given price, is 
simply engaged in estimating (unconsciously of course) 
the utility of his product to the consuming public. He is 
not quite restricted to the task of estimating utility, he 
can do something to influence the consumer's opinion of 
utility; we said that the consumer will pay just as much all 
he thinks the thing is worth to him, and a whole army of 
agents, advertisers and others are employed in this work 
of influencing consumers' opinions; but ultimately things 
are bought because they satisfy wants; however con
sumers' opinions may be influenced, consumers buy things 
because at the time they buy them they want them. 

It seems, then, that value depends on utility; before 
we can accept this view as an explanation of value, we 
have two difficulties to overcome. The first is that the 
utihty of a thing is different at different times and to 
different persons, while its value may remain the same. 
A loaf costs the same to the starving man, who spends his 
last threepence upon it, and to the dyspeptio millionaire, 
who could afford to give a thousand pounds for it, but will 
not be able to enjoy it when he gets it. The utility of a loaf 
is different to the two buyers, the price is the same. When 
we are hungry a loaf has a greater utility for us than when 
we are full; we do not therefore pay a higher price for it. 
The reason for this uniformity of price or value is that the 
loaf is bought in a competitive market. If sellers could 
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charge us accordmg to our need, they would probably do 
so; but there cannot be any great variations of pnce for 
the same article in the same market; if the baker tned to 
charge us 4d. for a 3d. loaf just because we were hungry, 
we should go to another baker. Competition among sellers 
then generally ensures that an article shall have one pnce 
to all buyers in spite of the wfferenG utilities it has to 
dJ.fierent buyers. A monopohst could charge dd'ferent 
prices to dJ.fierent customers; wherever there is an agree
ment, exphcit or tacit, among all the people in a trade or 
profession, different prices can be charged-doctors for 
instance make wfferent charges for the same serVIces accord
ing to the income and sOOlal positIon of their patients
but in most trades there is enough competItion among 
sellers to ensure that the price of a commowty will not vary 
much in the same market. 

The other difficulty is greater; so great is it that, as we 
have seen, the earlier economists decIded that they must 
ignore utility in lookIng for the principle governing values 
and look exclUSIvely to the side of supply. Utility and 
value seem to vary inversely WIth each other; commoWtles 
such as bread, air, water, with the greatest utulty-or, 
as Adam Smith called it, value in use-have often the 
lowest value in exchange, and conversely commowtles 
with the highest value in exchange, such as wamonds, 
rare curIOSIties and pictures, seem to have little utility. 
The importance of the want satISfied by a commowty seems 
to have no influence on its value. The explanatIOn of the 
chfficulty lies III the fact that the utdity of the total 8upply 
of a commodity is a very different th~ng from the uttluy of a 
given quantity of it, and it 18 the latter that we consIder 
when we are companng and measuring values. The entire 
supply of bread, water or air 18 obVIously of infinitely 
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greater utility than the entire supply of diamonds or pictures; 
but entire supplies do not come into the market; what 
the consumer considers in making purchases is a little 
more of this or a little more of that. It is not the utility 
of water to us that we measure in fixiJlg our price for it, 
but the utility of an extra tap in the garden or a lavatory 
on the ground floor; it is not the utihty of bread that we 
measure in deciding what price we can pay, but the satisfac
tion to be obtained from an extra loaf a week. And it is 
this .. little more or less," in Dr. Wicksteed's phrase, that 
we consider in comparing the desirability or utility of 
different commodities. In choosing our residence we 
hesitate between a little more fresh air, to be obtained by 
living in the country and paying railway fares to our work, 
and greater proximity to our work; we hesitate between 
an addition to our collection of books and an addition to 
our furniture, between an extra ounce of tobacco a week 
and an additional subscription to the Workers' Educational 
Association. 

II 

TluJ Marginal Utdity Thwry of Value 

It is always a little more or less, never the commodity 
as a whole, that we consider; more food, more house-room, 
more clothes, more recreation and amusements; the 
poorest of us have already some food, some shelter, some 
clothes, some recreation. And every addition to our 
supply of anything gives us a smaller satisfaction than the 
previous addition; the more we have of a thing, the less 
we gain by adding to our store of it. If we already have 
three good meals a day, an additional meal will give us 
less satisfaction than the extra meal would give if we were 
increasing our meals from two to three; if we live in .. 
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ten-roomed house and move into an eleven-roomed house, 
the additional room gIves less satisfaction than it would 
do if we were moving from a four-roomed house; if we 
already have a summer suit, winter suit, dress suit and 
flannels, the opportunity of getting another suit will not 
appeal to us as it would do to a man with only one suit at 
present; if we are members of ten clubs, possess three 
motors, a yacht and a country house, and can take a stall 
at the theatre whenever we want to, we shall not attach 
the same importance to a gallery ticket admitting to a 
cinematograph entertainment that a working lad does with 
only a shilling a week pocket-money. All wants tend to / 
satIety; if we have too much of a thing, we get, in the 
American's phrase, " fed up." There are apparent excep
tIOns ; alcohol stimulates the appetite which it feeds, 
but even alcohol, if adminlstered contmuously, will sooner 
or later make the drinker sick. It is sometimes saId that 
the appetite for money is insatiable; it is not; the wants 
that money enables us to satisfy are so many and varied 
that we can find a use for money almost indefinitely, but 
for money itself, the coins, the appetite is not insatiable 
except in the case of that rare person the true DllBer, who 
is significantly called " abnormal." Wants dIffer very 
much in the rate at which they become satiated; intellectual 
wants are usually satisfied much more slowly than physical 
wants; but all wants tend to satiety. If It is asked why, 
we can only answer that it is a fundamental fact of our 
human nature. 

Let us apply this "law of diminishing utility" or 
.. satiable wants" to the fixing of values. A pound of tea 
a. week gives us a great satisfaction, we would willingly pay 
7s. for it rather than go without it; a second pound of 
tea does not give us the same satisfaction, we would not 
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give more than 4s. for it; a third pound gives less 
satisfaction still, we would give 2s. for it but no more. 
But the pounds of tea are all alike, one in itself is as good 
as another, the difference in the amount of satisfaction 
they give is due to us. Further, there cannot be two 
prices for the same article in a competitive market; all the 
pounds of tea of a given quality will have the same market 
value. Consequently the seller of the tea will not be able 
to charge us 7s. for the first pound, 4s. for the second, 
and 2s. for the third; if he wishes to sell us two pounds he 
can charge only 4s. a pound, while if he wishes to sell us 
three pounds he will have to reduce his price to 2s. a pound. 
It is the utility of the pound of tea that we are just induced 
to purchase that settles the value of tea for us; the total 
utility of tea has nothing to do with fixing its value, it is 
the utility of the httle more or little less that we just find 
it worth while or not worth while to purchase that settles 
its value.. To this "little more or little less" the term 
.. marginal" has been applied, and its utility is the" mar
ginal utility" of tea. Market values coincide with marginal 
utility.l 

The importance of this theory hes in the explanation if; 
1 It should be borne in mmd that there are two .. margms" m 

eoonomio theory I first. the margin wluch is the result of competition, 
the margin meant m such phrases as .. the margin of cultivation .. 
and" the margin of production" I and, second, the margm which is 
the correlative of the prlnOlple of dmuniahmg UtIlity, the margm 

~ referred to when the phrase .. margmal purchase .. 18 used to descnbe 
the tlurd pound of tea a week wluch satisfies a want just streng 
enough to mduce us to purchase it at 2a. The first is a market margm, 
i.e. It is the result of dIlJerenoea among a large number of individual 
produoers who are I!l'ttlng the same market pnce for their product I 
the second is an mdlVldual or psychologIoal margm, i.e. It is the result. 
of the chfferenoes bet1teeD the satlsfa.otiona given by SUcoesSlV& 

pounds of the same tea. The two .. margms .. are often confused : 
the margmal utIlity theory of value 18 ooncerned solely With the 
IeOODd. 

L 
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gives us of two otherwise inexplicable facts, the fact that 
the things with the greatest importance to life have often 
the lowest market value, and the fact, recognised by every 
one and understood by so few, that an increase in supply 
brings usually a fall in value. Important things like bread 
have a low value because most people have plenty, and sellers 
can only induce us'to take all they produce by putting the 
price low. The total utility of bread is immense, but does 
not affect its value; the utility of the loaves which a well. 
fed public are only just mduced to buy is so low that the 
consumers will not pay more than 3d. the loaf. The world 
could get on very well without any dIamonds at all; yet 
the desire for display, which diamonds satisfy, is so far from 
being satisfied among the nch people who wear wamonds 
that they estimate at a very high value the satisfaction to 
be obtamed from another diamond, and pay accordingly. 
Again, if the supply of anything is increased, the value will 
fall, because the additional supply satisfies a less intense 
want than the previous supply. Each person using or 
consuming the thIng was already buying as much, at the 
old price, as the satisfaction it gave was worth to him; 
everyone will take an adwtionalsupply (which, in accord
ance with the principle of dunimshing utility, will give less 
satisfactIon) only at a lower price. For each individual 
the market-price is a thing given and fixed, each decides 
how much he will buy at that price. But from the stand· 
point of the outside observer, the market-price itself is the 
result of all the individual valuations, since that price has 
been chosen by the sellers as being the price at which they 
could sell most at a profit. The prioo is fixed by the 
seller in the first instance, but in fixing the price he is un
conSCIOusly escimating the marginal utility of his commochty 
to the consumers. 
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A great part of the wealth of a modern community 
consists of machines and other aids to productIOn which 
satisfy no want directly. Their value is derived from the 
value of the goods ready for consumption which they help 
to produce. If the demand for their products goes up, their 
value will rise with the value of their products; if the supply 
of their products is increased, without any correspondmg 
increase in the demand, their value will fall with the value 
{)f the products. Similarly the value of labour and of land 
are" derived" from the value of the goods they produce. 

The three historical theories of value reflect the conw
tions of industry at the times they were formulated. The 
Labour Theory explained values fairly well at a time when 
the division of labour was simple, and there was little power 
machinery and little trade j manual labour was the only im
portant element in the cost of production, and in the narrow 
markets for which the labourer worked" allowance" was 
easily made for" hardship and ingenuity." When methods 
01 production became more complicated, especially by the 
extensive use of power-machinery, it was felt that labour 
alone was not a sufficient explanation, and "Cost of Pro
duction" was substituted j factories were still compara
tively simple and confined to a narrow range of products, 
the cost of which could he easily separated and computed. 
The typical modern firm includes many products in its 
output. the costs of which cannot always be analysed and 
comp~ted separately; hence .. Cost of Production" is 
no long6l' an adequate explanation of values. No Cost of 
Production theory would ever explain why steak has a 
greater value than shin-beef from the same beast: to-day 
the commodities which are supplied jointly, like steak and 
shin-beef. are innumerable, and any theory of value to be 
&11y use must account for their values. 
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III 

The Law of Supply aM DemaM 

Our hasty survey of the cruef historIcal theories of value 
has brought us back to our starting-place, supply and 
demand; it has not on that account been waste of tune. We 
have learnt that there is no objective standard or measure 
of values except money; any attempt to find an absolute 
standard in labour or cost of production leads to a circle in 
argument, for labour and all the other elements in cost of 
production themselves are valued and cannot therefore be 
used to value other things. We have also found that to 
Ignore market values and try to find some "natural," 
"permanent," or "normal" value 18 rather a waste of 
time. Market values are the only values ever expressed 
as prices; our only facts, therefore, ar~ facts of market 
values, and market values are the only values that practi
cally affect us. We have also learnt something about cost 
of productIOn, and something about demand; the Marginal 
Utility theory is only a more exact statement of the prinCIple 
that value depends on supply and demand. We are now 
in a positIOn to sum up our knowledge of supply and 
demand, and to real18e the significance of the statement 
that value depends on supply and demand. 

It ~as said in the middle of the last century that you 
could make a good econoIDlBt of a parrot by teacrung it to 
repeat the words" supply and demand"; a great many 
people have acted on thlB belief, and, having taught them
selves to repeat, like parrots, the words "supply and 
demand," have set up for economists. In spite of frequent 
misuse, however, the principle that value depends on supply 
and demand is extremely important.; a parrot that fully 
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understood it would indeed be a good economist, but it seems 
to be beyond the comprehension of most parrots, human and 
otherwise. The principle does not mean that if we knew 
how much of a commodity was in existence and how much 
was wanted. we should be able to calculate its value; desire 
for a thing has no influence on its value unless it is backed by 
the will and ability to purchase, and the supply of it has no 
influence on its value unless its owner is willing to sell. 

The supply of a thing, in the phrase" supply and de
mand/, is the amount that will be offered for sale at each of 
a series of prices; the demand is the amount that will be 
bought at each of a series of prices. The principle that value 
depends on supply and demand means that in the case of 
nearly every commodity, more will be bought if the pnce is 
lowered, less will be bought If the price is raised. Therefore 
sellers, if they wish to induce buyers to take more of a com
modity than they are already doing, must reduce its price; 
if they raise its price, they will sell less. If there is a general 
falling off in demand-due, say, to trade depression
sellers will either have to reduce prices or put less on the 
market i they wiJJ. not be able to sell the same amount 
at the same price. Similarly with supply. At a certain 
price a certain amount will be offered for sale, at a higher 
price more will be offered, at a lower price less. If consumers 
want more they must offer a higher price; if they want less 
they will probably be able to force prices down. That is 
the first result of a change in demand or supply. 

The statement" value depends on supply and demand," 
however. does not express the whole truth i it would be 
equally true to say "supply and demand depend on 
val~e." If there is a change in demand, sellers Will. in
crease or reduce supply to suit the demand, fiO that prices 
resume their old level i if the sellers who control the supply 
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anticipate exactly the changes beforehand, there will be no 
fluctuatIOns in the value of the commodIty at all. Silll.llarly, 
if sellers reduce the supply and so send the value up, the 
increased value will check the demand and pflrhaps force 
the sellers to reduce prices again. Supply, demand and 
value depend on one another; if one changes, the other 
two will be affected, or a change in supply may be balanced 
by a change in demand, and value remain the same. 

In considering the supply of anytlung, we have to take 
into account the possibilities of the industry that produces 
It: if it is an industry in which an increased output means 
a decreased cost per unit, then the sellers may find them
selves able to meet a bigger demand at the lower price; 
if, on the other hand, the commodIty is one in which an 
Increased output can be obtained only at an increased cost 
per unit, then the sellers may find it pays them to reduce 
the output and raise the price. In considering demand 
we must remember that, wlule it nearly always increases 
as price falls, the increase may bo much or httle in proportIOn 
to the fall in price; in the case of commoD; luxunes and 
commodIties capable of many uses, the consumption may 
be stimulated greatly by a small reduction in price, the 
demand is, in technical phraseology, "elastic"; in the 
case of necessities, such as bread, of which most people 
have as much' as they want, a large reduction in price may 
produce a very small increase in consumption, the demand 
is "inelastic." The elasticity of demand is alao affected 
by the class of consumer to which the commodIty appeala. 

The important influences then in determining the value of 
a thing are the nature of the supply of it-whether subJect 
to incr~asing, decreasing or constant cost--a.nd the elasticity 
of the demand for it. Further, if we wish to get behind 
the actions and reactIOns of the market, and to state the 
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influences that fix value in terms of human life, we shall 
still say that value depends Oft supply and demand; but 
just as demand depends on the power of the commodity 
to satisfy human wants, so supply, in its turn, depends on 
the true cost of production, i.e. on all the human efforts 
and sacrifices needed to produce a thing-for nothing has 
value that can be obtained without effort or sacrifice. Value, 
in M. Pareto's phrase, .. arises from the contrast between 
tastes and obstacles." 

This principle that value depends on supply and 
demand, or rather that value, supply and demand are 
interdependent, gives us the clue to the movements of the 
market. We have seen its fundamental importance in 
our study of commerce in Chapter III. and Chapter IV., and 
in our study of trade fluctuations in Chapter XIII. Value 
is the automatio indicator which production follows. If the 
want for a thing grows more mtense, its demand rises, 
and therefore its value rises. The higher value induces 
producers to increase production, the supply is increased 
until it equals the demand, with the result that the value 
falls to its old level. Or suppose producers produce a thing 
in excess of the want for it, then its value will fall; warned 
by the fall in value they will teduce the production of it, 
and with the reduction in supply, its value rises to the old 
level. A high value indicates that a thing is wanted much by 
the people who can pay for it, it also stimulates the supply 
of it; a fall in value indicates that no more of a thing is 
wanted by the people who can pay for it, and at the same 
time discourages the further supply of it. Thus -alue comes 
to represent an equilibrium between production and wants, 
and one of the chief functions of the organisers of ind1!stry is 
to restore this equilibrium whenever it is disturbed. 

This interdependence of value, supply and demand 
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is not inconsistent with the fixIng of prices by monopolists 
or the State. If a monopolist fixes a price, the demand 
adjusts itself to the price, and the monopolist will have to 
limit supply to the amount of that demand; if he raises 
the price he will have to restrict his output; if he wishes 
to increase his output, he will have to reduce the price in 
order to induce the public to take the increased supply. 
Sunilarly, if the State fixes the pnce, demand and supply 
adjust themselves to it; when for example it fixes hackney 
cab fares at a shilling a mile, it restricts the supply of hackney 
cabs to 1;hose firms which can afford to ply them at a shilling 
a mile, and restricts the use of them to those people who can 
afford to pay a shilling a mile. If it raIses its authorised 
price, it encourages supply and checks demand; if it lowers 
the price, it stimulates demand and, for the moment at any 
rate, checks supply. A constant extension therefore of the 
State's regulating activity is possible, in the way of fixing 
prices and wages, without substItuting for the present "law 
of supply and demand" any dIfferent operative principle 
for the direction of production. Such an extension is 
taking place, and the effect of it is to substitute formal 
and public correlation of supply and demand for the 
haphazard private methods of ordinary commerce. The 
interdependence of value, supply and demand would cease 
to be operative only if the State, substituting public for 
private inl.tiative throughout the economic organisation, 
decided what should be produced, what work every one 
should do, how capItal should be accumulated and applied, 
and land used, and how all goods and services produced 
should be dIstributed. 

NOTE.-The activities of the State during war, especially m 
Germany, show that the aitematIve mdicated to the present system 
is not an Impo88ibie or mconcolvabie one. 



CHAPTER XVI 

WAGES 

I 

Wages and 1 ncDme 

A WORKMAN, asked what his wages are, will probably answer 
with some such phrase as "thirty shillings a week." That 
is the return he gets for his labour, that is the value that 
sOClety has put on his energy and skill; the problem of 
wages for the econOInl8t is to discover how society came to 
put just that value on the workman's labour. Before, how
ever, we can examine the chief solutions that have been 
ofiered to this problem, we must understand what wages 
are, how much, in fact, we know about a man when he has 
told us that his wages are thirty shillings a week. 

Labour is paid for in many difierent ways, the two 
chief bei~ Time Wages and ~y l'1~c_~ __ Wages. Presum
ably the employer endeavours to get the same amount of 
labour for his money whichever method he adopts. When 
the work is uniform and output can easily be measured, 
he usually prefers to pay the workman a fixed price per 
piece. In the textile industries the settlement of the price 
to be paid between workman and employer is often a difficult 
matter; the calculation of wages from price-lists may be 
very complicated, the wage being the resultant of several 

~7 L2 
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variables. If a basis for piece rates, however, can be reached, 
the employer is relieved of the task of " driving" his work
men: since their wages depend on their output, they 
"drive" themselves. Some of the money saved in over
looker~' wages is usually spent in paying inspectors to 
examine the work and reject what is faulty. In many 
occupations, however, the work is so varied that there can 
be no standard by which the output of the worker can be 
measured, in others the quality of the work suffers when the 
worker is paid by the piece; in such cases the employer will 
pay the worker by the amount of time he takes over the 
work, and pay overlookers to see that the worker does not 
waste Jus time. There are many variations and combina
tions of these two simple methods of paymg for labour. 
In some occupations, again, payment for labour is made 
partly in kind, and the value of such receipts in kind must 
be reckoned in calculating the true wage: the agncultural 
labourer has often a cottage or garden at less than its full 
rent, the domestic servant receives board and lodging in 
addItion to her money wage. In other occupations, such 
as the mason's and the grinder'S, 80me deduction for trade 
expenses has to be made from the weekly wage before the 
true money wage is reached. 

The weekly wage, however calculated, is very far from 
giVIng the t..'1le economic position of the worker; not the 
wage-rate but the income actually received determines his 
position. Hence the regularity or irregularity of work 
is a most important consideration in comparing the 
advantages of dJ.fIerent occupations. Many casual workers 
are p8.ld at a good rate while they are working, but their 
opportunities of work are so intermittent that their average 
weekly earnings are low and their economic conditIon 
correspondingly had. The London Dockers in 1889, though 
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they secured the sixpence per hour for which they struck, 
failed to make their occupation a tolerable one; they wd 
nothing to secure that each worker should have a sufficient 
number of hours of work each week to enable him to earn 
a sufficient number of sixpences to keep a family. Similarly 
in seasonal trades (including all trades affected by weather 
or fashion). the earnings of nine months may have to keep 
the worker during twelve months; the weekly wages may 
be comparatively high, while the annual income is com
paratively low. The economio position of the worker in 
such a case can only be represented by the average obtained 
by adding together the earnings of the whole year, bad 
weeks and good weeks together, and dividing by fifty-two. 
The important thing is not what the trade pays the worker 
for an hour's work or a week's work, but what it pays him 
for his services as a whole; the worker and his famIly 
have to hve for fifty-two weeks, even if the trade only uses 
his services for forty weeks. In the case of trades subject 
to considerable cyclical lI.uctuations, such as the ship
builwng trade, the average weekly wage has to be calculated 
over an even longer period. A worker may work overtime 
for eighteen months and then be on short time or without 
work for another eighteen months; his true money wage 
is his average weekly earnings over the whole period. 

Perhaps we may go further and average a man's earnings 
not over a week or a year or three years, but over a life-time, 
and that not over the length of time he actually lives, but 
over the length of time a man ought to Jive if the conwtlOns 
of ws work are healthy. A trade employs a man, he adapts 
himself to its needs and thereby unfits himself for other 
work. he is dependent on the trade for a livelihood, and 
his true rate of wages is the amount of his earnings divided 
by the number of weeks he has to live on them. Thls is not 
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commonly recognised. a wage is called a " good wage" 
if the rate of payment per week is high, though the employer 
m,ay be exacting an amount of work from the worker 80 

great that the man is " too old at forty." In the Heavy 
Steel trade of Pittsburg, that industrial paradrse, wages are 
"rugh," but one man in three works twelve hours a day, 
seven days a week, and, once a fortnight, twenty-four hours 
on end; In the corresponding occupations in England the 
wages earned are not more than haH as much, but the working 
hfe IS longer, so that the total earnings are probably not 
much less. Condrtlons of employment vary not only from 
trade to trade, but from firm to firm in the same trade; 
an employer can frequently, by offering a wage slIghtly 
higher than rus competitors pay, or by his efficiency or the 
efficiency of hrs subordinates as slave-dnvers, Induce his 
workmen to work themselves " out" by the age of forty. 
In such cases the true rate of wages should be calculated 
by addmg up the worker's earnings and diVIdmg the total, 
not by the twenty-five years he drd work, but by the fifty 
years rus working lIfe ought to have lasted; "high" 
wages when treated this way WIll often become low wages. 
SImIlarly, allowance must be made In the case of dangerous 
or unhealthy trades for penods of illness; In the case, for 
example, of high school assistant mistresses, for the expense 
of an occasional nervous breakdown. 

The drstmction between income and wage emerges in 
another connexion. The worker's wage is what he earns 
rumseH, the income on which his famIly can draw usually 
includes the earnings of some othet member of the famIly. 
Although boys and girls do not usually hand over the whole 
of their earnings to theIr parents, they contribute something 
to the upkeep of the home; and a man whose WIfe or cluldren 
are earning mIght only make his economic position worse 



WAGES 301 

by moving to a district, where he could command a higher 
wage himself, but his wife or chIldren could find no employ
ment, or less remuneratIve employment. In spite of the 
tendency of modern industry to deal with the indiVldual 
rather than with the family, the family is still an economic 
unit as well as a social unit for many purposes. 

So far we have been considenng the money mcome of the 
worker i the real income of the worker, however, COnsIStS 
of the goods and services that the money income will 
purchase, and the purchasing power of money vanes from 
place to place, and from time to time. Allowance must 
be made for differences in the cost of hving, a dIfficult and 
hazardous calculation to make, before we can compare 
wages in one country or district with wages in another, 
or wages at one time with wages at another. For instance, 
the high money wages of artisans in the United States are 
discounted by the high cost of living; the rise in money 
wages in England since 1895 has been more than counter
balanced by the concurrent rise in ptices. Whatever the 
cause of them, changes in the general level of prices do 
occur, wages usually do not rise as quickly or fall as qwckly 
as prices, so that a great change in the economio condition 
of the wage-earning class may take place, of which the 
changes in money wages give no indication. 

So far we have been considering wages as an indication 
of the economio position of the worker. The weekly 
wage is only a rough indIcation of the true money income, 
and the money income may give a false impreSSIon of the 
real income. Other elements that can be subjected to no 
money measure enter into a comparison between dIfferent 
occupations; social standing, opportunities of promotion, 
risk, independence, health, have all to be considered . 
.. The attractiveness of a trade," in Dr. Marshall's words. 
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"depends not on its money earnings but on its Net 
Advantages." We have next to consider wages from the 
pOlnt of view of the employer. 

II 

Wages and Labour Cost 

How far do hIgh wages mean high labour cost or value, 
how far are low wages" cheap labour"! Labour cost and 
wages are constantly identIfied. Protection is defended on 
the ground that It keeps prices up, and high prices are 
needed to pay high wages. Labour leaders are told that 
nigher wages will not benefit the workers because they 
will mean higher prices; legislation to raise wages in 
" sweated " industries in England was opposed on the 
ground that" sweated 'J articles were bought chiefly by the 
very poor, and to raise the wages of the workers who made 
them would raise their prices and make it impossible for the 
poor to buy them The fallacy in such arguments is easy 
to detect. The employer buys labour, not the labourer; if 
he can get a great deal of labour from one man, it may pay 
him as well as, and will probably pay him better than, 
buymg a little labour from each of two or three men. High 
wages, if the amount or quahty of labour given in return 
for them corresponds, mean "cheap labour"; low wages, if 
the labour given in return is inefficient or small in quantity, 
mean " dear labour." The cheapest textiles in the world 
are made in Lancashire, where textile" real" wages are the 
highest in the world. Dr. Schulze-Gaevernitz sums up the 
conclusions of his investigation into the relation between 
wages and product in the cotton industry in the sentence, 
" Where the cost of labour (i.e. piece wages) is lowest the 
conditIOns of labour are most favourable, the working day 
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is shortest and the weekly wage of the operative highest." 
Mr. and Mrs. Webb point out that some of the most 
expensive West of England fabrics are made by the lowest 
wage labour in the English woollen industry; while some of 
the highest wages in the industry are earned by weavers of 
shoddy "1iweeds" in the West Riding. 

Wages and the value of labour are two distinct things ; 
the value of labour, what it costs him, is the thing that 
matters to the employer, wages to the labourer. Wages may 
rise indefinitely without hurting the employar's interests, so 
long as his labour cost is not increased; so long, that is, as 
he pays the higher wages only to workers who earn them by 
an equivalent output of labour, and can get as many workers 
of that quality as he needs. On the other hand an employer 
may by improved organisation reduce his labour cost (i.e. 
the value of labour) WIthout disadvantage to the worker, 
if the result of the improved organisation is to enable the 
worker to earn more, though at lower piece-rates; there 
is a limit, however, to this possible advantage in the danger 
of undue" speeding up" or" over-driving." The opposi
tion between employer's interest and worker's interest is 
wrongly conceived, if it is thought of as simply a dIfference 
about wages. It is to the employer'S interest to beat down 
wages, only if the labour to be got from each worker is 
a fixed amount: if an increase in wages will stimulate the 
worker to increased exertion and enable him to do better 
work, then it may pay the employer to raise wages, for by 
so doing he will be getting hls labour as cheaply. Siuularly, 
the worker can get the higher wages, which are his object, 
without increasing labour cost to hls employer if he in
creases his efficiency: it is of course to his interesli that the 
value ot labour should be as high as possible, but wages can 
be increased by increasing the amount of labour given 
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for them without any change m the value or cost of labour. 
A LancashIre manager once came to manage a Y orkslure 
weaving estabhshment. Meetmg an acquaintance soon 
afterwards he said: " I can't understand how you Yorkshll'8 
employers can get your labour for the wages you pay." 
After three months' expenence of the " cheap" labour, he 
met the same acquaintance with a different tale: "I can't 
understand," he saId, " how you Yorkshtre manufacturers 
can pay the wages you do for the labour you get." 

III 

Wages and Trade Unionism 

Labour is not a commodity, but it is bought and sold 
like a commodtty. SocIety (untu recently) has allowed 
its price to be settled by the relations of supply and demand 
hke the price of any commodtty. Both the thing sold and 
the sellers of it, however, have characteristics wluch wstm
gwsh labour from commodities_ The seller of labour cannot 
control the quality of the supply. The labourer sells labour, 
he does not sell himself; the quality of the labour he has 
to sell depends largely on his BQcial environment, and 
especially on his parents. If he has been starved as a 
cluld in body and mmd, his work as a man will sufier; if 
no foresight was exercised in his choice of an occupation, 
and he was put to the trade which gave the biggest immewate 
wage and no prospects of anything better, he will have no 
special skill to sell. The expenwture of money and trouble 
on training is necessary in youth, if the labour of the man 
18 to be valuable; ,the investment must be made by the 
parents, the return comes not to the parents but to the 
chtld Hence many parents do not make the investment; 
even when they could. For the same reason the supply of 
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labour is adjusted to the demand only very slowly. The 
success with which it is done depends largely on the fore
sight of parents, and after all their pains some great techmcal 
invention may make their forecast wrong. Though he sells 
his labour and not himself the labourer must deliver it him
self. .. It matters nothing to the seller of bricks whether 
they are to lle used in building a palace or a sewer; but 
it matters a great deal to the seller of labour" (Marshall). 
There may be a great demand for a certain kind of labour 
in one district, willIe in another district men with that kInd 
of labour to sell are unemployed, yet unable to leave the 
district because they own thell own houses or have children 
working. 

Again, labour, hke time, will not keep: it must be sold 
at once or it is lost for ever; it cannot be withheld from 
the market one day and saved till the demand is better. 
This characteristio of labour puts the seller of it in a weaker 
bargaining position than the buyer, and his position is 
usually the weaker without this aggravation. He has 
usually no reserve, or only a small reserve, and has therefore 
less power to wait; he withholds ills labour only at the 
risk of starvatlOn or the Poor Law for himself and his 
family. He has usually an inferior knowledge of the 
market, of the prospects of trade and the demand even for 
his own labour; is it hkely that unaided he can match his 
wits against a keen business man and meet with success ! 
Again, he has only one unit of labour to sell, and is absolutely 
dependent on the sale of it; the employer may be purchas
iLg hundreds of units, and can easlly dispense with any 
individual unit WIthout loss. Their general carelessness 
about money-getting makes it a priori unhkely that working 
men get all they could in wages. Unlike their antagonists, 
the employers, they are not engaged in a struggle to get 
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rich; hke the scholar and the professional man, the ordmary 
worlong man is not interested m money-maklIlg. So long 
as he gets the wage to which he is accustomed, and gets it 
steadlly, he IS satisfied; as a rule it is only when an attack 
is threatened on his customary standard, or rising prices 
inVIte an apphcatIOn for hIgher wages, that he fights with 
any energy. 

The trade union is an organisatIOn designed to put the 
seller of labour on an equahty with the buyer as regards 
bargaining strength. The first great weakness of the 
operative acting smgly is his lack of any reserve that will 
enable him to hold out for a fair price for hIs labour. By 
associating with other operatIves and formrng a common 
fund, he can put a "reserve pnce" on his labour; the 
union will maintam him while he is Without work through 
refusing work at less than the standard rate. By contnbut
ing to the common fund he " insures against" exploitation. 
The second great weakness of the operative actmg singly is 
that he sells labour retail, while the employer buys it whole
sale. By associating With the other operatives in his trade, the 
seller IS put on an equality with the buyer, or even given 
an advantage in thIs respect; instead of having to deal 
With a single impecunious labourer, the employer has to 
bargain with a trade UnIon secretary controlling, If not all 
the labour in the trade, at any rate a sufficient proportion 
of it to inconvenience the employer who does not come to 
terms With hIm; instead of rISking the loss of a single 
labourer, the employer rISks the loss of all or most of his 
labourers. And a trade union secretary or agent, appointed 
because an association for the purpose of collective bargain
ing must have officials, remedies the third great weakness of 
the operative, his ignorance of the market and lack of 
experience in salesmanship. Just as the business man, 
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however experienced himself, employs the services of a 
specialised agent, the stock-broker, in selling Ius stock 
exchange securities; just as the man of property who 
wishes to sell property, if he is wise, employs the assIstance 
of a lawyer; so the operative in an orgam~ed trade sells 
his labour through an agent, leaving the agent to settle the 
price. In London, where standards of social organisation 
are low, and in parts of America which seem to have no 
standards, employers object to their operatives using 
agents; adoptmg the attitude of Pharaoh to Moses and 
Aaron, they insist on .. dealIng with the men direct." They 
assert a claim .. to carry oh their businesses in their own 
way," as if any business that controlled the fates of some 
hundreds of citizens and their families could be a purely 
private affair. In the industrial North, in the trades in 
which trade unionism is strong, employers ~s well as opera
tives have found it a convenience to deal through ~gents. 
The standard rate and standard conditions, the collective 
bargain, and the expert agent, are the chief aims of trade 
unionism; friendly society work, strikes and even political 

I work are only means to these ends· 



CHAPTER XVII 

WAGES (continued) 

I 

The Sulmstence Theary of Wages 

'l'HREE theories have had a WIde currency as explanations 
of wages. The earhest IS the Subsistence Theory, the so
called" Iron L~w of Wages," the theory that wages con
stantly tend to fall to the amount just necessary to maintain 
the labourer and brmg up the new generation. It 18 a cost 
of production theory. It arose in the eIghteenth century, 
when observation of labourers, espeCIally In France, showed 
them in possession of a bare subsistence. Any Increase 
in their Incomes was followed, it was thought, by an Increase 
in the populatIon, and the competitIon of the addItIOnal 
labour would bring the remuneration of the labourer down 
to subsistence level again; if, on the other hand, the labourer 
receIved less than subsistence,_ he would starve or ms 
children would, and the consequent shortage of labourers 
would force the value of their labour up again to subSIStence 
pOint. To-day the theory is based on the belief that 
competition for work is so great that any subSidy to the 
labourer from the State or charity will merely induce him to 
accept a lower wa~e, leaving his income as it was. 

The theory is a. gloomy doctrine and did much to earn 
for Political Economy the nickn&ne of the "DISmal 

308 



CBAl'. XVU WAGES 309 

Science"; it is, however, a true account of the influences 
governing the remuneration of labour among unreflecting 
and custom-ridden people, who have never known more 
than a bare physical subslstence. The government of 
Egypt, since the English occupation, has doubled the 
wealth of Egypt, but the population has almost doubled 
also, and the individual fellaheen are therefore not very 
much better off; the great irrigation works of India 
have made individual peasant-farmers somewhat richer, 
but their chief effect has been to mcrease their number. 
The Report of the Royal Commisslon which recom
mended the reform of the EnglIsh Poor Law in 1834 was 
based on this highly abstract theory and collected a large 
number of instances in which subsldles from the rates had 
depressed wages; the Report, however, can hardly be 
taken as a reliable explanation of the condItlOn of labour 
in 1834, since it ignored the enclosure of 7,000,000 acres 
of common, the destruction of the chlef domestic industries, 
the rise of the early unregulated factories, the great war 
with its crushing burden of taxation, in a word, the Industnal 
Revolution; and the evidence collected for the Royal 
Commission of 1905 suggests that subsldies from rates have 
little or no effect on wages to-day. 

The word " Subsistence" in trus theory can be given no 
very defirute meaning. Such attempts as those of Mr. 
Seebohm Rowntree to state an income which would just 
supply a family with the bare necessities for physical 
efficiency give the term a meaning, which is defirute and 
valuable. but something quite dIfferent from the meaning 
it must bear in this theory of wages; for it is only since 
the mIddle of the nineteenth century that a majority of 
the workers of any country have enjoyed a subsistence 
income according to his definition. and outside Enghsh-



310 ECONOMICS OILU'. 

speaking countries it may be doubted whether a majority 
of the workers in any country have it to-day. Even if that 
wfficulty be overcome, the history of the workIng classes 
in the nineteenth century has refuted the theory. In 
Western countnes populatIOn does not respond to Increases 
In wages in the way this theory requires. If anything, the 
reverse is the case; as wages nse the birth-rate falls, and 
the lowest recorded bIrth-rates are in those states where 
the worker has exceptIOnally high wages, namely in AustralIa 
and among the natIve-born populatIOns of Rhode Island and 
New Jersey. In the Umted Kmgdom, although population 
grew steadily, real wages trebled In the last seventy years 
of the nmeteenth century. The theory, however, in a con
fused and unrecognised form, influences polItICal thinkmg J 

still, it accounts for a good deal of the opposItion to SOCIal 
reform, and is still made the baSIS of Poor Law pohcy. 

II 

The Wages Fund Theory of Wages 

The Subsistence Theorywas succeeded as the" orthodox .. 
explanatIOn of wages by the so-called Wages Fund Theory. 
The production of most commodities under modern con
wtlOns takes a long time; the labourer has to lIve willIe 
he is waitmg for the product of his labour; what he lIves 
on whIle he is waltmg is the accumulated stores of past 
production. In this sense wages are an advance from 
capital. Hence it was argued that" Wages depend mainly 
upon the demand and supply of labour; or, as it is often ex
pressed, on the proportIOn between population and capital" 
(Mill). As a consequence of the theory it followed that, 
so long as the proportion between population and capital 
remained unchanged, wages could rise in one mdustry only 
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at the expense of another. The proof of this rested on 
three assumptions: first, that wages could be increased 
only at the expense of profits (so long as the proportIon 
of population to capital remained unchanged); second, 
that any fall in profits, due to such a rise in wages, would 
drive capital out of an industry or a country, and so lessen 
the demand for the labour; third, that any rise in wages 
would attract new labour from other industries, which by 
its competition would force wages down again, or the rise 
in wages would lead to an increase in population, which 
would have the same effect in forcing wages down. None 
of these assumptions are bome out by the facts. The first 
confuses wages with labour cost; a rise in wages need 
chminish profits not at all, if accompanied by a correspond
ing rise in efficiency The second attributes to capItal 
a sensitiveness which it does not in practice exhIbit; 
capitalists expect some fluctuations in profits, and the 
causes of fluctuations are so numerous that concessions to 
employees have not the overwhelming importance attached 
to them in this theory. The third assumption attributes 
to working men an adaptability, a knowledge of the labour 
market, and a determination to find the most remunerative 
employment, which they do not exhIbit. 

The difficulty of squaring with the facts the broad 
statement that wages depend on the proportion between 
population and capital led Mill first to amplify and qualify 
it, and afterwards to abandon it. "By population," he 
said, " is here meant the number only of the labouring class, 
or rather of those who work for hire; and by capital, only 
circulating capital, and not even the whole of that, but the 
part which is expended in the Wrect purchase of labour." 
The inconvenient fact of fluctuations in wages he could 
then explain by arguing that in times of depression some 
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of the capital available for wages was withdrawn from use, 
and tlus inconveruent " capital wluch the owner does not 
employ in purchasing labour" "is the same thing to the 
labourers, for the tlme being, as if it dId not exist "-for all 
the world hke the wasted labour which Marx could not 
fit into his Labour Theory of Value, and which he 8&ld, 
therefore, "does not count." Only the capItal actually 
spent on wages "counts" in tlus theory; "nothIng," 
Mill says, " can permanently alter general wages, except an 
increase or a dIminutlon of capital Itself (always meaning 
by the term, the funds of all sorts, destmed for the payment 
of labour)," compared With the" quantity of labour offer
ing itself to be lured." SiIrularly nothing can permanently 
alter the general, which presumably means the a"erage, 
pnce of turnips except an increase or a diminutIon of the 
funds of all sorts destined for the purchase of turnips, 
compared with the quantity of turmps offered for sale. All 
the theory amounts to m this exact form is that the amount 
received in wages depends on the amount spent m wages. 

The importance of the theory hes in its consequences, 
which, like those of the Subsistence Theory, still influence 
opinion, although the theory itself is dead. The exact 
statement of the theory has obviously no important conse
quences, but is easy to prove; the loose statement, that 
wages depend on capital, cannot be proved, but h8& 
extremely important consequences. Now the proof of 
the unimportant exact statement gave authority to the 
important .inferences to be drawn from the unproved 
general statement. If wages were fixed by the proportion 
between population and capital, trade unionism W8& futIle 
and wicked; it could raise the wages of one section of 
workers only at the expense of the wages of other sections ; 
wages generally could only be raised in two ways, by 
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increasing capital or checking population. This theory is 
the explanatlon therefore of the belief, common m the 
middle class, that Pohtical Economy has proved trade 
unionism to be futile. 

III 

Productivity Theones oJ Wages 

The weaknesses of the Wages Fund Theory directed 
attention to the influence which the efficiency or pro
ductiVlty of the worker exercises on wages, and recent 
theories base themselves on this influence. We have 
already had occasion to notice that high wages do not 
necessarily mean high labour cost. This fact hes at the 
basis of the productivity theory of wages. A worker 
who is efficient at his work will get high wages, because 
the product of his work will be great; anything that 
mcreases the efficiency of the worker will, by makmg him 
more productive, tend to increase his wages. The cluef 
contemporary explanation of wages is that competition 
secures for the labourer just what he produces; "Wages," 
in Hadley's words, ". • • are the discounted product of 
industry," i.e. the value of the product less the interest on 
the wages from the time when they are paid to the time 
when the employer receives the pnce of the product. 

This conclusion is reached (or supported) by an analysis 
of the action of the employer who, as we saw, is the orgaruser 
of production. The different employers producing any 
commodity compete in the sale of it; the price at which it 
is sold is a market price, settled by the general relations of 
the supply of the commodity and the demand for it, and 
therefore fixed or .. given" for any individual employer. 
The endeavour to secure the productive economies of a 
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large output leads employers to let their products go at 
any pnce that covers cost of production and leaves some 
profit, and an employer who faIls to adopt the most swtable 
methods and appliances for keeping cost of production 
down is beaten out of the trade The price, then, whIch he 
gets for his product IS fixed for the employer, not usually 
by hIm; even if there are only a few employers or only one 
employer in the trade, the possibility of others entering 
the trade and the deSIre to sell a large output will keep 
prices down. Sunilarly competition between employers 
for land, labour and capital, will keep the prices of these 
agents of production up. For any indJ.Vldual employer 
the price he has to pay for any kind of labour is fixed by 
the power whIch the labourer has of taking hIs labour to 
some other employer, if Ius present employer will not give 
him the market pnce for it; the price that any trade has 
to pay for its labour is fixed by the certainty that labour 
will be wverted from the trade, If other trades offer better 
wages for the same degree of skill and exertIOn. Wages 
are usually the last thIng that an employer, cutting down 
expenses, attacks; partly because bargaining about wages, 
except inwell-organlSed trades,may mean as many bargalllS 
as there are indiVIdual operatIves, partly because dlscon
tented and hostile operatives give bad labour. Hence 
for the mdiVIdual employer rates of wages, just like the 
rate of interest and the rent of land, may be taken as 
fixed. 

If, then, prices are fixed for him, and the rates he has to 
pay for Ius agents of production are fixed for him, what 
control can an employer exercise over his profits! For 
his profits are merely the difference between what he pays 
for the " agents of production" and what he receives for 
the product. There is one way in which he can increase 
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his profits under these conditions, namely by securing a 
more economical .combination of the agents of productIon 
than ws competitors. Paying the same rates of wages 
for labour, the same rate of interest for capital, the same 
rent for equally advantageous land as his competitors, 
he can still, by superior organisation, produce cheaper than 
they can, and, since he gets the same pnce as they, secure 
larger profits. He may employ his capital in more effective 
forms, he may substitute machinery in a process usually 
performed by hand, he may plan his factory dIfferently, 
he may combine the different grades of labour in dIfferent. 
proportions, he may combine his materials differently or 
experiment with new materials; even in the most elaborate 
and scientifio industry there is always room for improve
ment and therefore for the ingenuity of the orgawser. 

Hence employers are constantly companng different 
kinds of labour, labour and capital, capital and land or its pra. 
ducts. They buy each simply accordIng to its productivity. 
If by using more capital and less land or labour they can 
increase their product for a given expenditure, they will 
use more capital, and to get this additional capital will, 
if necessary, offer a higher price for it; i.e. the rate of 
interest goes up because an addition to capital will increase 
production more than an addition to labour or land. If 
by employing more labour and, in proportion, less capital 
and land they can increase their product for a given ex
penditure, they will employ more labour, and to get it 
will, if necessary, offer higher wages; i.e. wages go up 
because the productivity of labour has increased. In the 
same way the value of land is determined by its productivity 
to the user of it. Different kinds of labour are compared 
with each other in the same way, the employer using more 
overlookers or more general labourers or more machine-
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tenders, accordJ.llg as each will Increase his production. 
Conversl}ly, if labour is cheap, relatively to capital and 
land, the employer will use more of it; if capital becomes 
cheap he will increase his use of capital; if land 18 cheap 
he will use more land. Land, labour and capital compete 
through the employer for employment and payment; he 
wstrlbutes hIS resources among them solely in proportion 
to their productivity; i.e. theIr value depends on their 
productIVity to the organisers of productIon. There is a 
struggle among the different possible agents of productIon 
for the SUrVIval of the fittest, the" fittest" being the most 
productive; the" selection " of the fittest is done by the 
employet in the act of organising production Some writers 
speak of the employer In tills conneXlon with the awe one 
would observe towards some stupendous natural force, and 
term this comparison of the agents of production the" Law 
of Substitution." 

The analysis is carried one step further: land, labour 
and capital are always employed together, no productive 
process can be carried on without the co-operatIOn of all 
three. The questIon, therefore, before the employer is 
never, " Shall he employ any labour or any capital or any 
land at all," but always, " Shall he employ more land and 
less labour and capital, or more labour and less land and 
capital, or more capital and less labour and land?" He 
considers the productivity not of land as a whole, labour 
as a whole, or capital as a whole, but ox a httle more or less 
of each; hence economists (with that fondness for the 
word "margrnal" willch does so much to confuse the 
reader of a modern economic treatise) speak not of" Pro
ductiVity " but of " Margrnal Productivity," and say that 
the values of land, labour and capital all depend on their 
"Marginal Productivity." 
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This refinement of the theory-hke the Marginal Utlhty 
Theory of Value-is important because it brings out the 
relation of supply and demand in determining the value of 
an agent of production. When labour is plentIful, relatIvely 
to capital and land, as in Eastern countnes, it will be 
employed in work which in ncher countries is done by 
capital in the form of power-machines, and its work WIll 
be comparatively unproductive because it lacks tools, 
machines and other capital appliances; therefore Its wages 
will be low. In a new country, where land is plentiful and 
labour relatively scarce, labour will be employed only where 
its productivity is high, capItal wlll be imported to supply 
it with the best implements and aids; therefore wages will 
be high and rents low. The productivIty of an agent of 
production depends on the amount of Its supply relatively 
to the supply of the other agents with which it co-operates; 
more of it, by lowering its productlvity, will send its value 
down, less of it by raising Its productiVIty WIll send its value 
up. Conversely a change in the organisation of production 
which increases its productivity will increase the demand 
for it and raise its value, a change that lowers its relative 
productivity will decrease the demand for it and send its 
value down. 

This theory (leems to rely too much on the efIectiveness 
of competition. It assumes too much in assuming, as It 
does, that employers Will pay what they can pay. They 
can pay the worker the value of what the worker contributes 
to production; they need not do so unless the competition 
among employers for labour is at least as strO:lg as the 
competition among workers for employment. Now 
although there are usually employers wanting labour as 
well as workers wanting employment, there are usually 
more workers wanting employment than workers wanted 
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by employers. The exponents of the theory argue that the 
competitIOn among employers must be the keener for three 
reasons: they have bwldmgs and plant whIch earn them 
nothing if they cannot get labour; they have a "connexIOn" 
in theIr market whIch they run the risk of losing by any 
stoppage; and they are always anxIOUS to increalle their 
output in order to avail themselves of the decreased cost 
of production whIch is usually possible with a larger output; 
to these may be added the even more important considera
tIOn that the employer can make profits by successful 
antICipation of the needs of the consumer as well as by 
capable organismg work, Without paymg the labourer any 
less than the discounted value of hiS product. Against 
these considerations must be set the fact that thE' labourer 
risks more than the employer if they cannot come to terms; 
the employer risks loss o~ profits, the labourer nsks starva
tIOn and the starvation of hIs Wife and children, or alterna
tively, the degradatIOn of the Poor Law; if the employer 
riSks haVing his plant standing idle. the labourer risks 
haVIng to break up his home,leave the town he IS attached 
to, and seek employment in a Dew district. On both sides 
the rISk of loss is so great that the parties usually come to 
terms With surprisingly few disputes; and the connexion 
between a.ny individual employer and any indiVidual 
workman is iD most trades one whieh can be broken only 
With loss to both, since a workman who has been some tIme 
in a shop is worth more to hIS employer than a new mall 
would be or than he would be in another shop. 

Although the employer can make profits while giving 
full productivity value for labour, it is a characteristic ot 
business that a man takes what he can get, and an employer 
would be merely unbusiness-hke who did not take advantsge 
of the labourer's weakness as a bargainer; fortunately 
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some business men are unbusiness-hke. Moreover the 
.. productivity .. of the labourer depends, more than on any
thing else, on the employer's powers of organisation. Slack 
organisation on the part of the employers in a distnct will 
make the labour of the district less productive than labour 
of the same skill and the same intensity in districts where 
employers do their organising work better. To say in 
such a case that wages are low because the productivity 
of labour is low may be true, but it is to suggest that the 
workman is to blame when really the employer is at fault. 
Where this is the case, the workers, by insisting on higher 
wages, may increase their productiVIty without in the least 
increasing their labours; for the productivity of a given 
amount of labour will be increased when the employer 
abolishes waste, removes disorgaIUllation, and supplies 
his workers with the best appliances. 

The word productivity requires examination. The 
word usually means .. output" measured by the yard, 
ton, or bushel. But when we say that wages depend on the 
productivity of labour, productivity is not equivalent to 
" output"; it means merely "productivity of market
value," which may correspond with output, but also may 
not. If a king dies suddenly, there is a sudden increase in 
the value of mourning goods; the labour, of which these 

• goods are a product, has become more .. productive," 
although the skill and exertions of the labourer, and the 
number of yards of cloth he turns out, are precisely the same 
as they were before. This distinction is often forgotten, 
and the productivity theory of distribution comes to be 
used (unconsciouslv perhaps) as a justification of the present 
unequal distribution of the national income. Each, it 
seems to show, gets what he produces; what could be 
fairer 1 It is forgotten that the market-value by which 
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this productIvity IS measured bears no constant relatIon 
to SOCIal servICe. The theory IS true (if at all) only If we 
give "productiVity" its second mearung, "productivity 
of value," the theory justIfies the present distribution, 
(If at all) only if it has its first meaning, "output." In 
the only sense of the word" productiVity" in which the 
productiVity theory of ilistrioutlOn is true, the man who 
receIves £3 a week for looking after Pekinese puppies for 
an AmerIcan countess is four tlIDes as " productIve" as the 
Oxfordshire farm-labourer receIving 15s. a week; the 
serVIces of the two to society do not bear the same relation. 

To aVOId the ambIguIty of the word " productiVity," 
the commoner word " efficiency" is sometimes substItuted, 
and wages are saId to depend on effiCIency, But the new 
word is not free from ambiguity itself; efficiency will help 
to explam differences m wages in the 8ame occupatIon, smce 
such ilifferences will be reflected in output, but it will not 
explain differences in wages in different occupatIOns. We 
have no common measure of effiCIency in ilifferent occupa,. 
tlOns except the wages paid, so that to use effiCIency to 
explain the wages is to beg the question. The low-wage 
worker may be just as efficient at hi8 WQ'Tk as the high-wage 
worker at his, and the low-wage work may be equally in
dIspensable to society; while it may be true that the low
wage worker could not do the high-wage worker's work, it 
may be equally true that the high-wage worker could not 
do the low-wage work; a joiner could not (Without a fresh 
industrial trammg) tend a spinning mule, but neither could 
a spinner (without a fresh industrial training) frame a roof. 
Yet another prInciple of wages has been offered in" Ewrwmic 
Wortk."l Economic Worth, however, turns out on ex
amina.tion to be merely a mislea.iling synonym for pro-

I Smart, Doalr.but,on oj Income, p. 322. 
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ductivity of market value-misleading because the plain 
man always associates with the word" worth" the idea of 
moral desert, so that the statement that distribution is in 
accordance with" economic worth" inevitably carries wIth 
it the suggestion that the poor are poor because they are 
bad and the rich are rich because they are good. 

IV 
The I njluence on Wages of the Standard of Life 

The theories which we have been considering are really 
attempts to answer different questions about wages. The 
different theories are not necessanly inconsistent; llach 
may contain and express one important influence on wages, 
while neglecting other influences. There are three problems 
of practical importance involved in the apparently simple 
question, What fixes wages 1 

(1) What fixes the share that goes to labour of the joint 
product of labour, land, and capItal! 

(2) How is it that wages in England are usually higher 
than wages on the Continent, and usually lower than in the 
English-speaking communities overseas! 

(3) Why do wages vary in different occupations! and 
what fixes the relation between wages in different occupa
tions' 

The Subsistence Theory, while professing to be a complete 
explanation of wages, was directed primarily to answering 
the 1i.rst question. for th61i.rst question was the question of 
most interest in an age when labourers were everywhere 
poor, although most things were made by manual labour 
with little ald from capital. It found the explanation of 
low wages in the competition of the labourers for employ
ment. which kept wages down to a bare subsistence. The 

J4 
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theory emphas1ses the 1mportance of the' infIuen~om· 
pet1tion for employment-which makes labour, although it 
1S mdtspensable, be content w1th only a share, and not a 
very large share, of the jomt product. The theory, however, 
fails to glve a sat1sfactory explanatlOn of wages, because it 
assumes unltmtted compet1tlOn among labourers for employ
ment. So far as hmlts are placed on compet1tion among 
labourers, wages can be kept above bare subs1stence level. 
Now limlts are placed on competitlOn. The obJect of trade 
uruomsm is to place a hmlt on compet1tion for employment; 
a trade uruon 18 an assoc1atlOn of workers w1th a partlCular 
kmd of labour to dispose of who agree not to accept wages 
below a certam rate, and if necessary to prefer unemploy
ment. But apart from the overt action of trade uruons, 
competitlOn is very seldom Wlthout hm1ts; there is in 
nearly all occupations a tacit and informal agreement 
among the workers to observe a certam standard:>f We and 
to refuse any wage which will not support that standard. 
If we subst1tute "standard of We" for "Subs1stence" 
in the theory, it will throw a great deal of light on wages 
The Subs1stence Theory made the mlStake that Mill made 
of identifymg the" supply of labour" w1th the population; 
the two are distmct, because the population consists of 
human bemgs with Wllls of thetr own, who can vary the 
amount of labour they can and will give. UnleBB the wage 
offered will cover the standard of We of the worker, he 
will usually refuse to supply any labour at all, confident 
that no one else who can do the work will take it at a 1688 
rate than himself. Wages then cannot usually fall below 
the standard; they will not rise much above 1t, partly 
because competition among employers will deter them 
from offering more, partly because the ordmary workman, 
once he has e:ot h1S standard of We secured, has httlp 
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further interest in money-getting and will not presa for 
more. 

In considering the meaning of the word Supply in Chapter 
XIV. we found it necessary to distingwsh between two uses 
of the word: (1) the amount of a commodIty that eXIsts. 
or can be produced within a given time j (2) the amount 
of the commodity that is or will be offered for sale. Whether 
the two amounts coincide or not depends, we saw. on the 
control of the commodIty. Where free competition in 
selling obtains, they will coincide i where there is some 
restriction on competition, they need not coincide. In 
the same way the .. supply of labour" may mean either 
of two things: (1) the entire energies of the entll"e popula
tion i (2) the amount of work that the population is induced 
to perform. It is the supply of labour in the second sense 
that influences wages, just as it is the .. supply" of a 
commodity in the second sense of that word that influences 
value. And in the case of labour the existence ot tacit 
or explicit agreement to restrict competition in selling 
makes it unlikely that the" supply of labour" in the second 
sense will ever be exactly the same thing as the "supply 
of labour" in the first sense. 

The Standard of Life is a conception that is seldom 
defined, yet is not indefinite i it is difficult to express in 
pounds. shillings. and pence. yet it is held with sufficient 
clearness to influence action. The conception becomes 
more comprehensible if we speak of standards rather than 
the standard. because a workman's conception of the wage 
to which he thinks himself entitled is influenced by several 
standards. There is the "grade" standard i the man 
with a trade considers that he is entitled to a living about 
50 per cent better than that of his labourer. There is the 
trade standard; the relation of spinners' to weavers' wages 
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in any gIven dlstrwt and branch of the textile trades IS well 
understood, and a change m one would probably lead t~ a 
demand for a change in the other. There is the dlstrwt 
standard; the LancashIre textile operatIve expects and gets 
a higher wage than the Yorkshire textIle operatIve, the 
Huddersfield than the Leeds weaver; and, sImilarly, 
countrIes have dIfferent standards, after all due allowance 
has been made for dIfferences in the cost of living. There 
are many standards, and the prmClples on whwh they vary 
are many; but the conception of a standard of hfe is definIte 
enough and influential everywhere.1 

1 The head of an EnglIsh firm of mJllmg-machinery makers 
recently dIscovered that there were among the firm's employees a 
number of labourers recelvmg a wage of only 18s. a week The 
settlement of wages bemg a department of the firm's busmess he 
delegated to a subordmate, he had been Ignorant of trus, and at 
once had the wages raised to a gumea a week (Apparently he was 
ignorant of the "law" that competItiOn forces the entrepreneur 
to hand over to the labourer the exact eqmvalent of rus productIVIty.) 
The immedIate resllit was that a class of machlmsts, whom he con
sidered qmte well paId at the wago they were recelvlllg, about 27s a. 
week, demanded a correspondIng advance. The relatIOn of the two 
standards was so clear to them. that they conCeIved that they had a 
".,gat to tho advance. Labourers wIth a rpcogmsed mdustrIal status 
usually receIve about two-thuds the wage of the tradesmen wIth 
whom they work. The influence of the conceptIOn IS illustrated by 
the comparatIve umfornuty of earmngs whcN wages are on a pIece
rate baSIS. VarIatIOns occur, but they are not suffiCIent to dpstroy 
the conception of a standard; rather. the workers adjust theIr pro
duCtIVIty to the standard. For the same reason. as has often been 
notICed, pIece.workers· hours of work can be reduced gradually 
WIthout any reductIOn of output; the workers aIm at a standard 
wage, and do enough work, whatever the hmo at theIr dIsposal. to 
earn It If there were no such standard, such a questIOn as " What 
wage does a Bolton spmncr earn ?" would be meaningless; we 
could only ask" What rate IS he paId at ?" In occupatIons where a 
standard hme wage IS paid. there are differences of effiCIency and 
mdustry among workers receIVIng the same wage; employers, how
ever, tolerate them, becau,e the more effiCIent compensate for the 
less effiCIent, and an exact adjustment of wages to output would 
usually not repay them for th~ trouble mvolved. w1uIe the operatIves 
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Certam modem methods of ~emuneratIon, economical 
to the employer but justly suspect wIth the operatIve, are 
based on the influence of thIS conceptIon of a standard. 
The premium bonus system IS the type of them. A piece 
of work will be tImed; /amce the worker cannot be expected 
to work at full stram all the day, a proportIOn, usually a 
thIrd, will be added to this time, and the resulting time is 
taken as the standard time in whICh the piece of work ought 
to be done. Then the worker is encouraged to get more use 
out of his employer's plant by bemg promised a reward if 
he does the piece of work m less than the standard time. 
Re is not given, however, the full saVing effected by his 
dIhgence, the employer does not find It necessary to give 
him the full eqUivalent of hIS add~tional output, It IS usually 
diVided equally between employer and operattve If the 
operatIve saves an hour on the standard time, he Will be 
given an additIOnal half-hour's pay; If, for example, he 
gets four hours' work (according to the agreed standard) 
done m three hours' actual time, he IS paid for three and a 
half, not for four hour's work; i e the employer gets the 
extra hour's WOlkout of him for an extra half-hour' s payment, 
in addltl~n to extra earmngs by rus plant due to the greater 
use of It. Why;s thiS possible? Row IS It that workers 
who would strIke agamst a reductIOn of 6d. a week on their 
standard wage Will cheerfully gIve 10 per cent more work for 
5 per cent more payment ~ The reason would seem to be 
that thCIr dcmand IS governed by their conceptIOn of a 
standard wage. Regardmg, say, 36s. a week as their due, 
because 36s. IS the standard of the trade, grade and district, 

tolerate them because they are dommated by thIS oonceptlOn of the 
standard, to wruch the less effiCIent as well as the more effiCIent are 
entItled The manual workers as a class beheve that If a man will 
not work nerther shall he eat; but they have never Bubscnbed to 
the economic doctnne that a man should eat m proportIOn to rus work. 
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they will fight strenuously for 36s., and will usually prefel 
unemployment to accepting a lower wage; but once they 
have got their standard, anything above that is so much" in 
their pocket," and they will not hIggle about the price of the 
extra labour. Employers, recognising this, usually induce 
men to accept the preIIllum bonus system by guaranteeing 
the standard wage or something above the trade UnIon 
standard. It should be notIced that encroachment on the 
workman's leIsure is a drfferent thmg; if the employer asks 
hIm to exceed hIs standard time, the employer has to pay 
tIme and a quarter or time and a half for the excess, but 
apparently he can induce the worker to exceed his standard 
output by paying him half-time rates for the excess. 

To the influence of the same,conception of a standard may 
be put down the carelessness about spendIng any excess of 
the standard wage, which has been more frequently notIced 
than the correspondmg carelessness about money-getting 
in excess of the standard. We are told that labourers 
accustomed to £1 a week, if thelt wages are raised, wIll 
spend the adrutional income in riotous living. Certainly 
any Windfall, whether it take the form of a legacy, a com
pensatlOn payment or a sudden increase in wages, is spent 
with less economy than the standard wage .. the expenruture 
of the workman's standard wage is probably-in SpIte of 
IIllddle-class cntics who have never tried to live on £1 a 
week"7""themost economical spendIng done in the commUnIty, 
but anything above the normal will be spent with less care, 
Just as m the IIllddle class sudden wealth usually leads to 
extravagance. Cases do occur where the influence of this 
conceptlOn takes another form, and the labourer prefers to 

, work less at the new rate, so that h18 actual mcome remains 
unchanged; this Will only happen when the standard of 
hfe is very low, as it is, for example, among casual dock 



SVD WAGES 327 

labourers. There are occupations in which no standard 
does exist, the so-called " sweated trades"; in them the 
workers' spirits have been broken; they are incapable of the 
tacit combination needed to maintain a standard, and they 
can offer no resistance to any encroachment on their hveh
hood. ThQ Subsistence Theory is a true explanation of 
their wages; and since they are unable to set up and protect 
a standard for themselves, it is essential, to prevent social 
degeneration, that the State step In and impose a standard 
from outside. 

In most cases, however, a standard exists; it is not a 
permanently fixed thing, but relatIvely to other econOmIC 
influences it is fixed, and it imposes an effectIve restriction 
on competition. The trada union, when it exists, is 
primarily an organisation for protecting tlus standard, 
and, as opportunity occurs, forCing it up. The other 
two theories of wages ignore this important fact of social 
psychology, although they may be not inconsistent with 
it. They assume that the worker will always insist on 
getting the absolute maximum that he can get, i.e. that he 
is actuated in his economic relations by purely commercial 
motives. He is not; although commercialism is invading 
his moral ideas, percolating downwards from the commercial 
class, his principle is much nearer to that wluch Ruskin 
preached, " Unto this last even as unto thee." 

This conception of the standard of life, though fluctuat
ing, is a relatively :fixed thing in the flux of forces which 
determine distribution. The workman by combination, 
tacit or explicit, :fixes it, and his employer adjusts production 
to it. The employer WIll do all in lus power, usually with 
success, to secure an increase in output in return for every 
increase in wages, and, where the local standard compels 
him to pay higher wages tha.n his competitors in other 
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districts, to extract an amount of work correspondingly 
greater. Hence the theory that wages are fixed by the 
worker's standard of hfe IS not inconsistent with the theory 
that wages correspond WIth the worker's efficiency; the 
worker fixes the standard, and the employer see~ to it that. 
his efficiency corresponds. It is not suggested, of course, 
that the worker can raise his wages by the simple process_ 
of spending more j the conceptIOn of the standard of hfe 
influences wages only by producing concerted action or tacit 
combination among the workers who supply a certain kInd 
of labour. For thIs reason It IS usually more influentIal in 
stIfferung their backs against a reductIOn in wages than in 
accelerating an advance. Anythmg that leads the workers 
to act together mcreases their control over wages; thiS J 
conceptIOn of the standard of hfe leads them to act together, 
almost automatICally, whenever real wages are threatened. 
It corresponds in industrial warfare to the trenches With 
which a modern army secures Its hne; it is a defence against 
attack, and a means by which any new advance may be 
made secure. 

V 

The Influence on Wages oj the Volume oj the N atwnal 
Dwidend 

The Wages Fund Theory was directed primarily to 
answering the second questIOn, how is it that wages are 
usually hIgher in England than on the Continent. It calls 
attention to the very important fact, that quite apart from 
the dIstributIOn of a country's wealth between land, labour 
and capital, the amounts which all three receive are in· 
fluenced by the amount of that wealth. If we can assume 
that the distribution between the three factors proceeds 
on much the same principles in different countries. then the 
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different levels of wages in wfferent countries must be due 
to differences in the amount of the fund or flow of wealth 
to be distributed. 

The supporters of the Wages Fund Theory made the 
mistake (natural enough at the time) of assuming that 
capital was the only important influence on that fund or 
flow. A wider observation of facts has shown that the 
amount of a country's wealth-the" National Dividend," 
as Dr. Marshall calls it-depends not solely on the amount 
of capital employed, but also on the quality of the labour 
and the nature and amount of the natural resources of 
the country. Workers enjoying & high standard of life 
and well trained industrially increase the National Dividend 
as much as an increase in capital WIll increase it. and 
may increase wages without trenching on the profits of 
capital: similarly wages can be high without trenching on 
profits, where a few million people have at their wsposal 
the resources of a continent, as they have in Australia. If 
the natural resources of a country, or its accumulated 
capita.l, or the science and skill of its inhabitants are great 
relatively to the number of its inhabitants, wages will be 
high; if population is dense, and there is httle accumulation 
of capital (as in India), or there are no exceptional natural 
resources (as in Belgium) to swell the National Dividend, 
wages will be low. Mill was quite right in arguing that 
any action of the worker that checked the accumulation 
lof capital would tend to check the growth of wages. since 
it would check the National Dividend, on which wages as 
well as profits and rent depend; he was wrong in assuming 
that & rise in wages must check the accumulation of capital. 
and that the accumulation of capital was the only importan1i 
method of increasing the National Dividez;.d. 
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VI 

The InfllJ.e1lCe on Wages of Inequality of Opportunity 

The MargInal ProductlVlty Theory seeks to answer all 
three questions at once. The first question it answers 
adequately by saying that the share of the NatIOnal DlVldend 
gomg to labour depends on the productivity of labour 
relative to the productlVlty of capital and natural resources, 
~nd this depends on Its relative plenty or scarcity. The 
second problem it solves by referrIng to the different levels 
of productIVlty in different countries or dIstncts, whIch 
correspond WIth the dIfferent wage levels. English cotton 
operatives have high wages compared WIth the cotton 
operatIves of the East, because they produce cotton goods 
of more value in a given time; agricultural labourers in 
the North of England earn hIgher wages than agricultural 
labourers in the South, because they do more work or better 
work. These two questions it answers; it is not much 
help WIth the third problem, the problem why dIfierent 
lands of labour have difierent values. Its explanation 
IS that wages depend on the relation between the demand 
for a kind of labour and the number of people who can offer 
it. Each worker's wages depend on the" productlVlty" 
of his labour, and the "productivity" of that labo\l.f 
compared with other kinds of labour depends on the number 
of people offering that kind of labour. Tills explanation, 
however, only states the problem, it does not soln it. The 
important question is, how is it that, reIativeiy to the 
demand in each case, a large number of people can offer 

. certain kinds of labour, while only a small number can offer 
other kinds. The question is the same as the question, why 
different standards of life exist together. '\That is thE' 
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explanation of the fact that lawyers are few, so that their 
marginal productivity and therefore their earnings are lugh, 
while ploughmen are numerous, so that their marginal 
productivity and therefore their wages are low ~ The 
ploughmen could not do the lawyer's work, It IS true, but 
neither could the lawyers plough. Slmilarly in the case of 
manual occupations: why are dockers many and spinners 
few 1 

The answer cannot be reached by any analysIs of 
existing conditions; a full explanation could only be found 
by an exhaustive historical enquiry into the occupations 
under comparison. Analysis WIll serve merely to inilicate 
some important influences. The difficulty of the work is 
the explanation in some cases; if a high degree of intelligence 
is required to do the work at all, the number of people who 
can do it will be limited. This explanation will not carry 
us very far. All the operations needed to supply all the 
ordinary needs of life have been studied and SlmpWied, 
until any person of ordinary intelligence, provided he have 
had the 'necessary training. can do most of them. Incomes 
derived from work vary far more than do native ability 
and capacity. The opportunity of traming and entry 
mto trades is then the important influence and the funda
mental reason for the difIerence in the wages of difierent 
occupations. Low-paid occupations are low-paid because 
they are overcrowded. while a high remuneration is secured 
for an occupation by restricting entrance to it. 

The restrictions take many forms. In the case of the 
learned professions the restnction takes the form of an expen
sive education i by their monopoly of higher education the 
middle and upper classes retain a monopoly of the professions 
-with the scholarship system as a fairly efficient safety
valve for the discontent of the excluded masses. T1us 
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monopoly is further buttressed by the fees required on 
entrance to such professions as the law, which handIcap 
clerks and others who might secure the necessary education. 
SImIlarly, the hIgher branches of the publIc servlce are re
served for the same classes by the nature of the examination 
where appointment is by examinatIOn, by" influence" and " 
class prejudICe where appomtment is drrect. Even in in
dlli'try and commerce class prl'judice closes the road to the 
more important posts to all save exceptional worlang men. 
Large employers favour subordinates of their own social 
class, so that the working man gets few chances of trainmg 
himself for posts of dIrection; the middle-class boy on 
entering a trade is gIven an all-round training, the workIng
class boy is specialIsed to one sub-section by the age of 
sixteen. In the case of manual work, the need of special 
skill for the better-pald occupations excludes from them 
the many people who have the capacity but have never 
had the opportunity to acquire that skill. In some cases the 
apprenticeshIp system, in a few trade uruon organisation, 
restnct opporturuty to enter a trade, in the same way as 
educational requirements lImit entrance to the professIOns; 
but here agam the important influence is the expense of' 
training. Wlth equality of opportunity work and earnings 
might tend to corres~ond with native capacity; as it is, 
the distnbutIOn among occupations ot tne nation's capacity 
is almost purely accidental. 

VII 

SUmrMTY 

If now we return to the question which formed our 
starting-point-how society came to put a value of ius~ 
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30s. on the work of a certain workman-we shall be unable 
to answer it by reference to any single principle. 

We shall note first that a clear distmction must be drawn 
between wages and the value of labour, or, as it is more 
usually called, labour cost. Other things bemg equal, the 
more labour a man'lf energy, ablhty, trammg and social cir
cumstances enable him to give, the higher the wage he will 
be able to command; the less labour he gives, the lower his 
wages win tend to be. Hence there may be great varlation 
in the wages of similar workers from place to pla~e and from 
time to time without any variation in the value of labour, 
and consequently without any change in cost of production 
to employers and in prices to consumer. 

But the yalue of labour also varies from place to place, 
from time to time, and from occupation to occupation; this 
variation is independent of difIerences in the amount of 
labour given by dtfIerent workers, and it needs explanation. 
A:n.y theory, however, that attempted to comprehend all the 
influences on the value· of labour in a single formula would 
be so abstract as to be useless. Moreover, some wages are 
capable of no rational explanation; the House of Commons 
COmIDlttee on Sweating (1906) found cases in which dtfIerent 
rates of wages were being paid for exactly the same work, 
and similar variations are to be found in all unorganised 
trades. All we can do-all any theory of wages can do
is to enumerate influences and indicate their relation and 
importance. Our survey of past theories suggests that 
there are three important influences in the long run: the 
volume of the flow of wealth in the country of the worker; 

'the relative plenty or scarcity of the dtfIerent agents of 
production; the relative plenty or scarcity of dtfIerent 
kinds of labour. While these are the chief determining 
influences in the long run, the chief immediate influence 
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IS the worker's conceptlOn of the standard of hfe to wruch 
he is entItled-by tacit agreement wIth his fellow-workers 
he will usually refuse to work at all for a wage insufficient 
to mallltalll trus standard, and the consumers will be 
forced to pay his employer a price for the product of 
the work sufficient to enable the employer to pay hlm 
that wage. 



CHAPTER XVIII 

INTEREST AND PROFttS 

I 

The Distinction between Profits and Interest 

THE words Interest and Profits are often used inwfIerently 
for the same thing i if we WISh to avoid confusIon we must 
distinguish between them. Profits are the share in the 
flow of wealth which goes to the owners of businesses, and 
are calculated by deducting the expenses from the receipts 
of businesses i Interest is the share that goes to the 
owners of capital. Profits usually include mterest, since 
the owners of businesses usually supply some, if not all, the 
capital used in them; they include, however, several other 
important elements. 

FIlSt, profits usually include some payment for the 
work of organisation, which we studied in Chapter III. 
The owner of a private business works, he gets his wages 
=n the form of profits. He gathers together a number 
of specialised workers, provides them with the necessary 
machines and equipment, finds material to work on, 
and turns these isolated individuals and machines into 
a productive organisation. The business started has to be 
run, the organisation has to be managed just as a machine 
has to be tended. and the owner-manager has to be paid by 

335 
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society hke any other machine-tender. In a majority of 
cases he draws his payment for management in the form 
of profits. As we saw, starting a business needs a different 
and a hIgher order of ability than running one, and the 
bIggest profits are probably made by the startmg of busi
nesses, by dIscovering a new or unsatIsfied want and organ
ising the means of satIsfymg it. The payment for this 
work may be drawn, not in annual payments, but in a 
lump sum, the creator of the business selling it to the public 
in the form of a joint-stock company, and receIving for it, 
not what it cost him to build up, but the capItalIsed value 
of its earning capacity. 

The second lIDportant element in profits is payment 
for undertaking risks, especially the risks involved in 
anticipating demand and supply. It was shown in Chapter 
IV. that risks are unavoidable in a society that avails itself 
of the econOmIes of the dIvision of labour. The dIVISIon 
of labour involves productIOn in antIcipation of demand, 
and fluctuations in the volume of the supply of raw material 
are constantly changing the value of a commodIty between 
the commencement of the process of production and its 
completion. Further, it is impossible to anticipate cor
rectly in every case what the demand WIll be; whenever 
a mistake is made in this anticipation, whenever the publIc 
want less of one thIng and more of another, or something 
dIfferent from what has been made, there is a loss. The 
thIng made does not fetch the price anticipated, and the 
owners of the busmess that made it bear the loss. They 
can bear this loss, because at other tImes they have made 
just what turned out to be wanted and got a good price 
for It. Profits are big when the managers of businesses 
anticipate correctly what the public want and WIll pay for, 
losses are Incurred when their anticipations are incorrect; 



xvm INTEREST AND PROFITS 337 

in the long run the profits must exceed the losses, or the 
business cannot continue. 

Profits act as a sort of buffer between prices on the 
lone hand, and interest, wages and rent on the other. 
Prices fluctuate oWing to changes in the supply of raw 
materials and in the demand for finished products; 
the worker, capitalist and land-owner want a steady 
price for their labour, capital and land; the owners 
of businesses give them a steady price-regular wages, a 
uniform rate of interest, a uniform rate of rent, and take the 
price of the commodity made, making big profits if the 
pri~e obtained for the output as a whole is good, and small 
profits or losses if the price obtained is bad. That it is the 
owners of businesses who take the cluef risks is clear when 
we remember that they kaV6 paid for the labour, capItal and 
land before the commodity is finished, often before its price 
can be known, and if the commodity when made is not 
wanted and cannot be sold, they cannot recover the wages, 
interest and rent expended in the production of it. As we 
have seen, there is a. tendency to separate the work of organis
ing or managing produotlOn from the takIng of risks. The 
manaiement of businesses is put into the hands of managers 
and managing directors, paid, hke foremen. a. regular wage 
or salary; the risks of the market are borne by the owners 
of the businesses. In the most highly organised trades the 
separation is carried further. The businesses engaged in 
manufacture are relieved of the risks of the market, they 
work only on contract or commiSSIon, and the middlemen 
for whom they work specialise in the taking of risks. 

A third important element in profits is the income to 
be gained from any advantage over competitors; for any 
such restriction on competition prevents competition from 
beating down selling price to cost of production. When 
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sellers compete freely and methods of production do not 
vary much from firm to firm, the pnce that any can get for 
theIr product will be kept close to theIr cost of productlOn ; 
the firm that tried to raIse its pnce would simply drive Ita 
customers to other firms which were content WIth a smaller 
profit over cost of productlOn. If, however, one firm in a 
trade has some advantage in productlon shared by none 
of its competItors, It can get the same pnce as they do for 
the product, and, prodUCIng cheaper, make a larger profit. 
So Important are the vanatlOns In productIve effiCiency of 
ddIerent pIeces of land that the income denved from land, 
rent, IS usually treated separately from the Income denved 
from capItal; but" the rent of land," In Dr. Marshall's 
words, " is seen, not as a thing by Itself, but as the leadmg 
speCies of a large genus." 1 Any process, machme or 
material whICh cheapens productIOn gives its users a 
dIfferential advantage in productlOn and enables them to 
draw a "rent," so long as Its use is restncted to a mmority 
of the firms in the trade. The deSIre for such profits is the 
chief stImulus In modern industry to the improvement of 
orgamsatlOn and the invention of new processes. 

SImIlarly anything of the nature of monopoly enables 
the monopohst to draw profits above the average. Since 
buyers must come to rum, he need not fear competitors, 
and IS not compelled therefore to keep his price near cost 
of production. A patent is such a monopoly. To secure 
such monopoly, however bmited, IS the chief object of 
advertisement. The advertIser aims at so impreSSIng the 
consumer's mind With the desirability of his article that the 
consumer will insist on having it, and will refuse all sub
stltutes; then he explOits this conviction in the consumer's 
mind by charging more for the article than he could do 

1 Principlu, 6th ewtlOD, p. 412. 
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if the consumer were not so determined to have it. A 
well-known brand or trade-mark, the reputatIOn of an old
estabhshed firm, a prominent situatIon in an important 
street, a special flavour in a cocoa, tobacco or snuff, all 
enable the seller to obtain from the consumer a rugher 
price than he could otherwise command, because the con
sumer does not adopt his usual practice of beatIng down 
prices by playing off one seller agaInst another. The" good
will " of a firm consists in the limited monopoly the firm 
has of the custom of a section of the consumIng pubhc. 
The entangling of a poor customer in debt IS a common 
device to secure the monopoly of rus custom. All these 
devices have it for their object to restrict competition, and 
so to escape the pressure which it exerts, forcIng pnces 
down towards the cost of production. 

In addItion to interest, then, there are three important 
elements in profits: payment for management and organisa
tion; payment for undertaking risk; and the revenue that 
can be derived from any restriction on competitIOn. The 
pl'ofits of a. firm may consist of one or two of them, or it may 
include all three; moreover, profits mayor may not include 
interest. In every case profits are the portIOn of the 
revenue of a business whioh goes to the owners, and are 
arrived at by deducting total expenses from total receipts ; 
but expenses include different elements in tbl! case of 
dIfferent types of firms. In the case of a private firm 
working entirely on borrowed capital, interest on capital 
will be an expense and will form no part of the profits; 
in the case of a private firm working on its own capital 
entirely, interest on capital will form a large part of the 
profits. In the case of a joint-stock company, interest on 
debenture capital is treated as an expense and does not 
appear as an element in profits, while Interest on ordinary 
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share capital is not kept wstmct and so forms a part of the 
profits, which are distributed to the ordmary shareholders 
as dIvidends. Again, in the case of management, the 
proprietor of a private firm may pay himself no salary 
in the case of a small firm it is very unhkely that he wll1 
and payment for management becomes an important 
element in profits. In a joint-stock company all payment 
for management is made in the form of salanes and regarded 
as an expense, so that it forms no part of profits. Payment 
for the bearing of risk and the revenue derived from restnc
tions on competitlOn cannot be so easily distmgmshecl 
from the other elements in the revenue of a busmess. and 
are always drawn by the owners of the business as profits. 

It is important to bear in mind these ddlerent elements 
in profits when we come to compare profits in wfIerent 
industnes or occupations. The rate of wVldend on capital 
is not the only thmg to be considered. We must consIder 
the drlliculty and amount of work required to manage the 
wfIerent industnes; we shall expect profits to be much 
hIgher in proportion to capItal in a merchantmg bUSIness 
that turns over its capItal half a dozen times in a year, than 
in a raIlway that turns over Its capItal only once in ten years. 
We must conSIder the risks of the industry; if risks are 
great we shall t:xpect the rate of profit, when profits are 
made, to be high, in order to counterbalance the occasional 
losses which the nature of the business makes ineVItable. 
To get the true late of profit, we shall take the average 
earnings of a busmess for a number of years, and we shall 
deduct from the profits of successful firms the losses of un
successful firms. We must also know whether the trade is 
new; if It is new, apparent profits will be higher than they 
will become later, for three reasons: the risks of a new 
industry are less understood and the chances of loss theJ'Go 
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fore greater; the work of organising a new business reqUIres 
greater ability than the work of running an old one, and com
mands, therefore, a higher remuneration, and the number 
of firms in a new industry will naturally at first be insuffiCIent 
to meet the demand. The period of high profits in a new 
industry is usually preceded by a penod of unremuneratIve 
expendIture on experiments, advertisements, etc., and 
followed by a period of depression, owing to the over
production which the high profits induced; finally, the trade 
settles down, and supply is so adjusted to demand that the 
trade as a whole makes profits which are neither exceptIon
ally high nor exceptionally low. In comparing the profits 
of different firms in the same trade, we shall look chiefly 
to the ability of the management, especially in the matter 
of anticipating demand and supply; but we shall also look 
to see what firms have differential advantages in production, 
and what firms partial monopolies. 

II 

Why is Interest pa~d? 

Profits, then, include other elements besides the earnings 
of capital: interest is simply the .. earnings It of capita!. 
Interest presents us with two problems: (1) why is interest 
paid, and (2) what determines the amount of interest. 

There is, however, a preliminary dIfficulty, which we must 
consider first; apparently capital earns different rates of 
interest in different employments. Pawn-brokers charge' 
interest at the rate of 25 per cent to 60 per cent on thell 
loans; governments borrow money at the rate of 3 per 
cent to 3t per cent; municipalities pay a lIttle more; banks 
pay a low rate of interest on deposits, but charge bill
brokers and stock-brokers even less; ordinary stock in 8 
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company usually receives interest at a higher rate than 
preference shares, and preference shares than. debentures. 
Why this variatIon ~ The explanation is that" interest" 
in some of these cases includes elements that should strlCtly 
be called " profits," and in all the cases allowance IS made 
for risk of non-payment of interest or loss of principal. 
The pawn-broker charges in the form of interest for hIS 
labour in managmg ills business and the trouble he will be 
put to in selling the pledge if the loan is not repaid, the 
bIll-broker gets his loan cheap, because he relieves the bank 
of some of the work of findmg investments for its funds, 
and because he takes the loan on extremely inconvement 
terms as to repayment. In the other cases the rate of 
mterest vanes SImply with the risk run; the rate is lowest 
when the secunty for interest and repayment of pnnClpal 
is greatest. 

An answer to our first question, why is interest paid, 
is necessary if we are to answer our second question, what 
determmes the amount or rate of interest. Interest is paId 
for the same reason as all other payments are made, because 
a. loan confers a. service; there are always people WIlling 
to pay interest, because a. loan will enable them to satIsfy 
thell wants. The serVlCe rendered by the loan vanes WIth 
the use to which it is put; there always is a. selVlce, because 
a. loan is a. loan of wealth, and gives the borrower for the 
tIme being the same command of wealth as ownership gives. 
A loan is usually spoken of in terms of money-a loan of 
£1000 or whatever the sum may be-but money only 
measures the amount of the loan; what the borrower wants 
'and gets is the goods and services that the money buys. 
Neglect of this truth has led many people to ignore the true 
nature of a loan; in the MIddle Ages no objection was made 
to payment for the use of a. house or land (rent), but pay-
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ment for the use of money-which was only wanted in 
order to buy a house, land, or some other form of wealth
was called usury and made illegal. The essence of a loan 
is that the borrower gets the use of some of the lender's 
wealth, and can derive from it all the satisfactIOns and 
services that wealth gives; for this he IS willmg to pay. 
The simplest way of regarding interest is as payment for 
the use of wealth, which the owner could use himself if he dId' 
not lend it to the debtor. 

The commonest use to which a loan is put to-day is to 
assist production. With the money borrowed buildIngs are 
erected and machinery bought. By the aid of these imple
ments of production the business man, who obtained the 
Joan, and his staff of workers, are enabled to produce far 
more than they could have done without these implements ; 
they are WIlling therefore to pay a portion of the product 
to the lender of the implements. If no medIum of exchange 
were in use, and payments for services were all made m 
kind, then out of every piece of cloth made a portIon would 
go to the weaver as wages, a portion to the capitalist who 
advanced the loom as interest, a portion to the owner of 
the land and buildings, which housed the loom, as rent, and 
smaller portions to all the foremen, managers, enginemen, 
etc., whose work is needed in a weaving factory, a portion to 
the firms which supplied the yarn, coal, etc., the residue 
going to the owner of the business as profits. SImilarly in 
the engineermg·shop where the loom was made a portion of 
the cloth given in exchange for it would go to the labourers 
making it, a portion to the owner of the machines which 
these labourers used, and so on. In every act of production 
in modern industry. manual work. organising work. capital 
in the form of machines and power plant. and land. co
operate and. because they co-operate. share in the product. 
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Interest is paid for the use of capital, because the capital 
is productive; it enables Its user to produce more than he 
could without it, and out of this additional product interest 
is paid. Where the capital is IDlSapphed 80 that it produces 
nothing, either the profits of the business are drawn upon 
to pay interest on it, or, as is very often the case, no interest 
is paid. 

A loan of wealth, obtained for purposes of production, 
may be of assistance to the borrower in a wfferent way, 
and 80 induce him to offer interest for it. It enables him 
to get firushed goods whICh WIll tide him over the time 
between the begInning of the manufacture of a commodIty 
and the sale of the finished commodIty. By getting the 
finished goods that he needs for dally use and consumption 
now he is enabled to take his time over production, and 
thereby produce more. He can adopt a system of very 
extensive and detailed wV18lOn of labour, which makes 
manufacture round -about and lengthy, but very productive; 
by bemg enabled to wait, he is enabled to produce more, 
and out of the addItional product he can pay interest. It 
pays him, therefore, to offer to repay in the future, when he 
will have completed the productive oreration for which he 
needs the loan, the whole sum advanced and interest in 
addition, if by so doing he can get money to buy the finished 
goods and the seIVlceS that he needs immedw.tely. A 
people that has no <Japital is forced to hve from hand to 
mouth, and, bemg unable to carry the diV18i~n of labour far. 
is materially poor. 

Not all loans are obtained for productive purposes. The 
most eager borrowers are indIV1dual spendthrifts and 
governments at war. They offer interest. though the loan 
will not enable them to increase their incomes and so pay 
the interest; they are simply mortgaging future resources 
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to satisfy present wants. Why do they do so! Their 
motive is the intensity of their present need. The spend
thnft is intensely conscious of his want of money tWW; 

he does not realise with anything hke the same intenSlty 
that he will probably want money just as much in the future, 
when he has to repay the loan; he probably thinks that 
something will " tum up .. before then. Anyone, therefore, 
who wIll supply him with money tWW is domg him a service 
for which he is willing to pay. Similarly the Chancellor 
of the Exchequer must have money for his war--even a 
nation of shop-keepers never considers expense in decidmg 
about war-he risks great unpopularity if he imposes any 
further taxation now; on the other hand, loans will have to 
be repaid by future generations, and a statesman incurs no 
unpopularity by throwing on to the shoulders of future 
generations the obligations incurred by his own; he there
fore " finances" his war by a loan. 

In every case interest is offered because a loan confers 
a service j for the same reasons the lender expects to receive 
interest. By making the loan he gives up the use of a 
portion of his wealth j he expects compensation. It is 
not enough that he will get back his wealth some tune in 
the future; meanwhile he is being deprived of the satis
factions he could have got from its use. If the borrower 
uses the loan to purchase instruments of production, the 
lender expects a share of the product, since he himself, if 
he had not made the loan, could have purchased instruments 
of production. If the borrower uses the loan as circulating 
capital, the lender expects payment for this service also. 
'Finally, he wants some interest to induce him to save. Most 
people prefer spending the whole of their income to saving 
,. portion of it j present wants appeal to them more strongly 
'lhan future wants. "A bird in the hand is worth two in the 
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bush"; the promIse of £100 a year hence, even if we have 
absolute faith that the prOmIse will be fulfilled, is not the 
same to us as £100 now. £100 a year hence will probably 
give us as much satISfaction as £100 now, but we do not 
realise that. We wscount future satisfactions, and we 
reqUlre therefore some mducement to postpone satisfactions 
to the future, which is what saving means. SOCiety needs 
capital; capital is not provided free by Nature in unlimited 
quantities hke air; society therefore has to pay people to 
induce them to accumulate capital, and mterest is the 
'Payment. 

III 

What determines the Rate of Interest 2 

We can now approach the second question, What 
determines the amount or rate of interest ~ Interest is the 
" value" of the use of capital, and, hke any other value, 
depends on the relation of supply to demand, and m answer
ing the first question, why interest is asked and paid, we 
have reViewed the influences that control the supply of 
capital and the demand for it. The supply depends on the 
willingness and ability of people to sacnfice present to 
future satisfactIOns; the demand depends on the produc
tivity of capital, and on the intensity of present need that 
induces people to mortgage future income in order to secure 
an increase of present income. 

The willmgness of people to save is largely a matter of 
SOCIal habit, the ability to save depends on the amount and 
wstnbution of wealth. SaVIng alwdYs involves a sacrifice 
of present for future satisfaction; to mdividuals and com
mUnIties who are poor the sacnfice is great, to mwvidualG 
and communities who are rich it is small, and may even 
become negligible. So long as there is any sacnfice involved 
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in saving, the supply of capItal WIll always be less than the 
possIble uses of capital, and interest will be necessary to 
keep up the supply. What influence changes m the rate 
of interest (or value of capital) have on the supply of capital 
is uncertain. A rise in the general rate of interest may in 
some cases induce an increase in the supply of capital; 
usually, however, it will probably have no such effect. The 
accumulation of capital is due mainly to two classes of 
savers: one class, the prudent or timorous people who are 
anxious to secure & certain income from investment, will 
need to save less to secure this certam income if the general 
rate of interest goes up, and will save more eaSIly and 
rapidly i the other class, people engaged in busmess, who 
are anxious to increase the size of theIr busmess and there
fore leave in the business each year some of its earnings, 
will be unaffected by the level of interest. In the latter 
class is included the important sectIOn of the community 
which, being determined to get nch at any cost, spends as 
httle as it can and saves as much as It can, whatever the 
rate of interest. A change in the rate of interest in some 
particular industry, as distinct from a change in the general 
rate of interest, does affect the supply of capItal in that 
industry. Capital is constantly weanng out and has to be 
renewed from gross income; it WIll not all be renewed if 
the rate of interest in the industry falls below the known 
rate of interest in other accessible industriel!. On the other 
hand, if the rate of interest in an industry is high, new 
capital will be attracted into the industry, because there is 
always & fund of capital awaiting investment which will 
be dIrected into the industry that seems to offer the biggest 
net return on the investment. 

Of the influences that affect the demand for loans, the 
-iproductivity of capital IS the chief; the need of indlVlduals 
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and governments for unproductive expenditure, though 
still of enormous importance, no longer normally controls 
the market for loans as it did before the nineteenth century. 
The productivity of capltal is chfferent in different countries 
and at different times. Capital is always used in co-opera
tion with labour and natural resources, and as thell relative 
proportions vary the productlvity of each varies. If the 
amount of capital avaIlable for industry increases Wlthout 
any corresponding increase in labour and natural resources, 
capital can be fully employed only if it is put to uses in 
which it is less productive than it was before. On the other 
hand, if labour or natural resources increase relatively to 
capltal, capital will become more productive, because it 
will now be withdrawn from the uses in which formerly It 
was least productive and be restricted to its more productive 
uses. The organisers of industry, balancing labour capital 
and natural resources agamst one another in order to find 
exactly the most productive combination, employ just as 
much capital as at the current rate of interest gives them 
a profit. Hence the rate of interest and the demand for 
capltal are connected both in industry as a whole and in any 
single industry; a change in one produces a change in the 
other. If a httle more capltal will enable an organiser to 
produce more or more cheaply, he Wlll offer more for it, i.e. 
the rate of interest will go up; conversely, if the rate of 
interest falls, h~ will employ a little more capital. It is 
always the productivity of a little more or a httle less 
capital that the organiser considers, and econoIDlSts there
fore speak of the" marginal" productivity of capital. The 
competition of lenders and borrowers in the money market 
tends to make the rate of interest coincide Wlth the marginal 
productivity of capital; in other words, the rate of interest 
depeDds on the relation of the supply of capital to the 



xvm INTEREST AND PROFITS 349 

demand fOl it, and the supply and demand influence each 
other. 

The demand for capital is explained in 110 difierent way 
by those economists, such as Marx, who hold the Subsistence 
Theory of Wages. Capital, they argue, is necessary for 
any productive work to-day j the owners of it, therefore, 
are able ~o force the labourers to work in return for 110 sub
sistence wage, and to take for themselves the rest of the 
product of industry. We have seen reasons for believing 
that wages to-day are not subsistence wages, and the theory 
seems to assume that a11 the owners of capital act together 
in industry as a class. If they did, the theory would be 
correct j but they compete, both to sell products and to 
buy labour, far more than they combine, and by competing 
are forced to give to the labourer more than a bare sub
sistence. This Exploitation Theory has, however, important 

,elements of truth. It calls attention to the enormous social 
power given, especially in countries which are nominally 
democracies, by the possession of capital. It reminds us of 
the weakness, in a society which allows the values of sel'Vlces 
to be settled by the relations of supply and demand, of 
those members of society who have no reserve of wealth. 
And it reminds U!l of the historical origin of at any rate 
much of the capital in use at the present day. Capital 
in England has not too creditable an ancestry, for three of 
the chief sources of its growth are the private appropria
tion of land-values created by the growth of towns, the 
exploitation of slaves and Asiatics in the seventeenth and 
eighteenth centurIes, and the exploitation of child labour 
in l.he first half of the nineteenth century. 



CHAPTER XIX 

RENT 

I 

The Ricardian Theory of &nt 

THE theory of Rent was given its present importance in 
Economics by Ricardo and his followers. They held that 
the value of a thing is fixed by its cost of production; they 
sought to apply this theory to agents of production, i.e. to 
find in the cost of production of land capital and labour 
the pnnciple on which the present distnbutIon of income 
between owners of land capital and labour IS based. 
Hence they said that wages depended on subsistence, i.e. 
on the "cost of production" of the labourer; interest 
was the payment needed to induce people to save, it was the 
" cost of production" of capital. When they came to land, 
they could not adopt this explanation. They were struck 
by the obvious fact that land, although it has to be paid for, 
has no " cost of production"; man does not" produce" 
it,it is there before he IS, and would still be there If the owners 
of)t received nothing for its use. They had therefore to 
seek another pnnclple to explain why rent is paid and how 
the amount of rent is fixed. They found their pnnciple in 
the natural variations In the productiVIty of land, coupled 

350 
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with the fact that the most productive land is hInlted in 
quantity. 

Some land will not repay cultivatIOn; crops could be 
raised on it, but the price they would fetch would not be 
enough to repay the expenses of raising them. Other land 
will just repay the expenses of cultivatIOn, but nothmg 
beyond; the value of the produce is not enough to enable 
the farmer to pay any rent; this land was saId by Ricardo 
to be on "the margin of cultIvation." Some land, however, 
is so fertile that the value of its produce is more than enough 
to pay the usual rate of wages to the labourers employed 
on it, the current rate of interest on the capital apphed to it, 
and the average profits to the farmer cultivating it; this 
surplus ot product over expenses, accordmg to the theory, is 
taken by the owner of the land as rent. CompetItion for 
land among farmers enables owners to secure this surplus, 
due not to any effort on the part eIther of cultIvator or 
owner, but to the suporiority of the land over the land which 
only ju.'ilt repays cultivation. Once it is in the market one 
quarter of wheat fetches the same price as any other quarter 
of the same quality, whatever its cost of productIOn. If 
the natural fertility of the sou on whIch it was grown made 
the cost of production low, the saving would go to the owner 
of the sou; if the soil was infertile or difficult of access, so 
that the cost of bringing the wheat to market usually 
equalled the price it fetched, the owner of the soil would 
be able to get nothing for the use of his land. 

Variations in productivity may be due to the differing 
fertility of different pieces of land or to varying advantages 
of situation. Just as a given application of capital and 
labour will give a larger return on some soils than others, 
so Will a given application of capItal and labour to shop
keeping give a bigger return on some sites than others. The 
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same hat will sell for a bigger price in Bond Street than in 
New Oxford Street; more busmess can be done with a 
given capital in the Inlddle of London than in the middle of 
Westmoreland. In every case the ownel' of the better 
site can secure the additIOnal value gIven to the wares of a 
shop by its situation or the value of the additIOnal facilitieS 
afforded to a busmess by a central position. The con
venient situations for offices, factories and shops, hke fertue 
land for agnculture, are liinited in quantity; people who 
want them have to pay for them in proportIOn to their 
converuence.1 

1 The nature of rent can be illustrated by a wagram: 

E F 

G H 

M ________ l'I _________ ~K~----~l 

A B c D 

Suppose AB, BC, CD are pieces of land of equal extent, managed 
WIth equ..I ablhty and WIth the same apphca.tlOu of capItal and labour 
and producmg wheat for the same market; owmg to d11Ierences in 
the fertility of the soli the product 18 d11Ierent in each case, the 
product of AB being represented by the rectangle AEFB, that of 
BC by the rectangle BGHC, and that of CD by the rectangle 
CKLD. If the market needs the produce of the mferior land CD. 
the price for the amount of com represented by CKLD will have 
to be suffiCIent to repay hIs expendtture in capItal and labour to the 
farmer who worked the land; otherWISe he will be driven out of the 
trade and the land will go out of cultIvation. Now the same amount 
was expended on the other pieces of land; therefore the other 
farmers will be fully repaid for theIr expendttltre when they have MJld 
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II 

The Law of Diminishing Returns O'f Increasing Cost 

Increasing the area of land under cultivation is not the 
only way in which an increased supply of agricultural 

the Ame amount of com as wa, raised on CD. When they have been 
fully repaid, therefore, th~y will still have an amount of com repre
eented by the recto.ngle EFNM. and GHKN to sell, i.e. this land 
gives .. IlUrplus over the amount of produce necessary to pay the 
oost of raisIDg it. Tlus surplus 18 rent and goes to the owner of the 
land. Or take twa second diagram : 

K L 

G H 

Er-___ ....;F:...j ___________ • __________ _ 

A B c o 
AEFB measures not the produce of .. given expenditure of capital 
and labour but the expenditure needed to produce 100 quarters 
of wheat on AD. Then Be, being less fertlle. will require .. bigger 
expenditure (BGHC) to produce the Ame amount of wheat, 
and CD a greater expenditure still (CKLD). The price of 100 
quarters must cover the expenditure on CD; therefore It. will more 
than cover the expenditure required to produce the same amount. on 
BC and AB. The chfference Will go to the owner of the land loB 

rent. Similar diagrams would illustrate the nature of site-rents. 
receipts per £ of expenditure being substituted for product. in wheat, 
and the expenditure needed to secure. say, £100 of business baing 
lubstltuted for expenditure reqwred to produce 100 quarters. 

N 
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products can be obtamed. An addItIOnal expendIture of 
<:apltal and labour on the area already under cultivation 
will always mcrease the product. ThiS fact, however, does 
not prevent the phenomenon of rent, because It does 
not prevent recourse to inferIOr or less convenient soils. 
AddItIOnal expendIture on land already under cultivation 
Will produce an mcreased Jleld, but the increased Jleld 
will not be proportIOnate to the mcreased expendIture. 
Trus is the Law of DIIDmlshmg Returns or Increasing Cost, 
-on which Malthus based rus gloomy Views of the future of 
society. Successive equal "doses" of capital and labour 
.applied to land under cultivatIOn, after a certam pomt ill 
the cultivatIOn of land has been reached, produce a dImmish· 
mg return per "dose"; or, to state the same prinCiple 
-differently, equal increments of product can be obtamed 
from the same land by the same methods only at increasing 
<:ost. The prmciple is only true assummg no Improvement 
in the mode of cultivation, ~.e. that successive "doses" 
.are applied in the same form. The result of this pnnClple 
is that dIfferent portions of the capital and labour employed 
on the same land produce different returns. There is an 
" intensive" as well as an "extensive" margin of cultiva
tion, namely, that expenditure on the land which just" pays" 
.at the market price of the product. Now if the market 
price just pays the expenses of raising this last increment 
-of the crop, the portIOns of the crop raised with previous 
.applications of labour and capital-being raised when the 
sou was not so near exhaustIOn-will afford a surplus over 
cost of productIOn. They will sell for the same price as 
the last increment, but thelr cost of productIOn, owing to 
the unexhausted vigour of the soil, will be less. The 
difference can be got by the owner of the land as " rent," 
since the tenant, if he objects to paying the rent, cannot 
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secure any better return to hIs capital and labour In any 
other way; the return to his capital and labour wIll be less, 
whether he devotes it to the further working of good land 
already under high cultivation, or to worlang addItional 
but inferior land not yet cultivated with equal intenSIty. 
The principle of Increasing Cost is of course the reason why 
society does not raise all its food by the intenSIve culture of 
selected land of special fertihty. 

Hence the two processes, increasing the area under 
cultivation and increasing the expenditure of capital and 
labour on the same area, go on simultaneously and have the 
same result j they mean an increased cost of production 
per unit of product on the margin of cultivation, they 
enable the owners of the land on which production is cheaper 
to take the difference as rent. As population grows, the 
margin of cultivation recedes and rents rise. 

This law of Increasing Cost is not noticed, because its 
effects are constantly being counteracted by two influences. 
Improvements in transport enable crowded countnes to 
draw on the resources of distant lands, and improvements 
in methods of agrICulture are constantly enabhng us to 
obtain additional supphes from the same area WIthout in
creased cost or even at a less cost. The construction of the 
Suez Canal enabled England to import from India wheat 
which would not stand the longer voyage round the Cape. 
The railways of North America brought WIthin reach of the 
English market the virgin soils of the Middle West. Simi
larly the gradual adoption of the four-course rotation of 
crops by English farmers in the late eighteenth and early 
nineteenth centuries enabled them to carry much more 
stock on their land than had been possible before. There 
is a constant race, as populatIon grows, between science and 
this tendency of nature to gIve increased supphes only at 
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greater cost; since the IDJ.ddle of the nineteenth century 
the advantage has rested with science. 

Slte-values are subject to a tendency similar to the law 
of Increasmg Cost in agrICulture. EXlstmg SIteS can always 
be improved, but at increasmg cost. The cost of improve
ments in the centres of large towns lllustrates this tendency; 
more use is got out of the same extent of land as a result 
of the improvements, but the cost is greater and greater as 
the size of the towns increases. Additional stones can be 
added to existing buildings to save the expense of buymg 
new sites, but the additional accommodation thus obtained 
is either less convenient than that of the lower stories, or, 
if equally converuent, is more costly. Improvements in 
means of transport and communicatIOns act as a check on 
this tendency towards increasing cost in sites, by extending 
the area over which the relatIOns of a business centre can 
be effectIvely maintamed. Improvements in methods of 
construction enable more effective use to be made of sites 
already in use, just as advances in agnculturalsClence enable 
mcreased produce to be obtamed from SOlls already undet 
cultlvation. 

III 

Rent and Cost of ProdudUm 

Rent, then, is due to differences in the productivity of 
different pieces of land, the users of which are working for 
the same market, dIfferences over which the owners have 
no control. From this the corollary is drawn that rent does 
not enter into the cost of productIOn. .. Com," in RIcardo's 
words, "is not high because a rent is paid, but a rent is paid 
becaus6 com is high ; and it has been justly observed that no 
reductIOn would take place in the price of com, although 
landlords should forgo the whole of their rent." The 
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latter part of Ricardo's statement is not strictly accurate. 
If the landlords would forgo their rents, not to their 
tenants but to the State, the State could, as it were, pool 
all the land of the country, and sell the com raised on the 
worst lands below its cost of production, compensatmg 
itself from the surplus of product over outlay on the best 
lands, i.e. rent a8 a whole enters into cost of productIOn 
as a whole, prices as a whole would be lower if no rent were 
paid; but any particular rent does not affect the price of 
the product of the land for which it is pald, it depends on 
that price. Ricardo, however, had in mind not the State 
but the tenant, and for landlords to forgo their rent to 
their tenants would not relieve the consumer. The surplus 
of product over outlay on land that was within the margin 
of use would remain, being something for which neither 
land-owner nor land-user is responsible. Under the system 
of pIlvate ownership it is true to say that rents depend upon 
prices. not prices upon rents. 

The difficulty that is usually experienced in grasping this 
princlple is due to the difference between the individual 
and the social point of view. Most people look at rent from 
the point of view of the individual. They see that the 
farmer regards his rent as a cost, a payment made for so 
much productive power. just as much as the interest he 
pays on borrowed capital or the wages he pays for labour j 
he has to insist on a price for his output sufficient to enable 
him to pay rent, as well as interest and wages, or he cannot 
continue farming. Ills rent is a part of his cost of pro
duction. which determines the minimum price he can 
take for his total produce. From the point of view of 
society. however. we are not concerned with the price which 
the farmer must charge for his whole output, but with the 
minimum price for which a quarter of wheat can be got. 
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and the minimum depends, not on the cost of productlOn 
of a quarter of wheat on land which pays a rent, but on 
the cost of productlOn on land which only just repays the 
expenses of workmg Wlthout affording any surplus for rent. 
It is this part of the total produce cOIlllng to market which 
fixes the IlllDlmum prIce SOCIety must pay, because society 
will not have all it wants Wlthout this part, and this part 
Wlll not be produced if the pnce falls below this IlllDlmum. 
The produce of better land costs less to produce; it is sold 
at the same price per quarter or ton; the saVIng due to the 
supenority of the land goes to the owner of the land as 
rent. Ills rent is the result of the high price; the actual 
expendIture on labour and capital on rus land does not 
affect the market pnce. What the tenant of the better land 
pays in rent IS balanced by the increased amount of produce 
wruch he gets OWIng to the superlOr fertility (or accessibility) 
of his farm. Farmers Wlth equal capital and skill but less 
fertile or accessIble land get less produce from their land; 
they get no bIgger prICe for the quarter of wheat, but can 
make the same net Income, becacae theIr smaller output 18 

balanced by the lower rent they pay for their less fertile 
or accessible land. From the point of VIew of the IndIVIdual, 
rent is an element in the necessary cost; he must be able 
to meet It or he cannot continue in hIS busIness; from the 
point of view of society, it is not a necessary element, because 
the total amount of produce would not be dIminIShed if it 
were not paId. The market-pnce is suffiCIent to remunerate 
the labour and capItal employed on the worst land in use, 
and more than sufficient, therefore, to remunerate the labour 
and capital employed on the superior lands; if no payment 
is made for the superior lands, their quantity and quality 
will not be affected. SInce land is largely in private hands, 
the owners are able to get payment for its use, but tho 
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payment they can get depends on the price which their 
tenants can get for the portIOn of the produce due to the 
supenor fertility of their land, the tenant simply handing 
over to the landlord the price he receives for the addltional 
produce. 

This principle, that the productive powers for which 
rent is the payment are independent of payment, i.e. are 
not called forth by the offer of payment, and WIll not languIsh 
if payment be stopped, is of fundamental social importance. 
Prices depend on costs of productIOn in the sense that unless 
the prices paid are big enough, on the whole and m the 
long run, to cover costs of production, goods will not be 
supplied. The productivity of land for which rent is 
paid is not affected by the payment of rent. It is due to natural 
variatIOns in soils, or to the varying advantages given to 
sites, not by the owners of the sites but by the dlstnbutIon 
of population and the means of transport. If the payment 
of rent were stopped, the fertility of good soils, the con
venience of good sites, would not dimmish; for the rent
receivers did not create, and do not maintam, that fertIlity 
and that convenience. They might, as a matter of tactics 
or from a "dog-in-the-manger" temper, withhold their land 
from use; but they would do themselves no good by so 
doing. If wages are not paid, on the whole people will not 
work; if interest is not paid, on the whole people will save 
less; if rent is not paid, the quantity and quality of land 
will not be affected. Wages have to be paid by society to 
maintain the supply of labour; interest has to be paid to 
maintain the supply of capital; the supply of land is not 
tJIected by the payment of rent. 
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IV 

Application of the Rwardian Theory to Actual Conditions 

Before we develop the consequences of the RlcarWan 
rent theory, however, we must pause to consider some 
drlficulties in the application of the theory to actual con
wtions. The first wfficulty is that the economist gives a 
meaning to the word " rent" wfierent from its meamng in 
ordinary speech. In ordinary speech rent is the payment 
made for the use of any kind of real property; Ricardo 
restricted the term to the payment made for the" original 
and indestructible quahties of the soil." Ricardo's justifica
tion is that "rent" in ordinary speech covers payments 
which are difierent in kind. The rent of a house includes 
interest Qn the capital embodied in the house and amortisa
tion, as well as payment for the use of the land on which the 
house stands. SmlllarIy the rent of a farm usually includes 
a good deal of interest on capital, embowed in bwldings and 
improvements, as well as payment for the use of the bare 
land. In England, where it is the custom for the landlord 
to provide most of the more permanent improvements, as 
much as five-sixths of the" rent" may be interest on capital. 
It is not too much to state that in an old country farm-land 
is " made," its present value bemg, as a rule, due nardly 
at all to any original fertility and almost entirely to the 
constant investment of capital in it. l..'learing, drammg, 
road-making, fencmg have all to be done before the" origmal 
and indestructible qualities" can be utilised. 

Rent, again, in the sense in which the word is used in 
orchnary speech, occurs only when the holder of the land is 
not the owner. In Great Britain, where the theory of rent 
arose, the custom has been for a century and a. half for land 
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to be farmed by tenants, the owners of the land supplying the 
more permanent forms of capital, but not takmg any active 
part in the work of cultivation. But this system of land
tenure is exceptional; the vast majority of the world's 
farmers own the land they cultlvate. But though no pay
ment is made for the use of the land where the owner 
cultivates, the surplus of product over outlay due to differ
ential productivity, which constitutes "economic" or 
.. Ricardian" rent, OllCurS and goes to enrich the owner 
of the land. Thls peculiarity of English agriculture has in
fluenced, one might say side-tracked, the course of economio 
studies. The economio condition of an agricultural popula
tion depends much more o~ the distnbution of landed 
property than on the distribution of the income from land. 
between rent-receivers, interest-receivers and wage-receivers. 
English eoonomists, however, have given much more atten
tion to elucidating the latter problem than the former. 

A difficulty often experienced in studying the theory of 
rent is that, in Great Britain at any rate, there seems to be
no land" on the margin of use," no "no-rent" land. Now 
there may be no land for which no rent is required in Great. 
Britain, but such a consideration would not upset the
theory of rent. The British market is served by lands. 
outside Great Britain; modem means of transport bring
into competition with British. com the produce of every
habitable continent; so that roe margm of cultivation for the 
British market may be in North-West Canada or Australia. 
or the Argentine. In Great Britain, where, on the whole, 
more capital and labour are applied and a bigger produce. 
per aore is obtained than in any other country, the margin. 
of cultivation would be an intensive not an extensive one. 
It is not, however, certain that there is no "no-rent ,. 
land in Great Britain. After allowance has been made for 
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interest on the capital invested in permanent improvements 
on many Enghsh farms, there will be nothing left to represent 
payment for the "origmal and indestructible quahties of 
the soil." AgaIn, land does not occur in compact blocks 
nicely graded. Land is let In farms, and every farm 
includes some good and some bad land. Payment IS made 
at the rate of so much per acre, the acres of bad land paying 
something more than their econOIDlC rent, the good acres 
something less. Because good and bad are usually combIned 
in this way, it is possible to quote a normal" rent per acre" 
for a whole rustnct, that beIng the rate at wruch most of 
the tenant-farmers in the district pay for their farms. 

It must not be forgotten that land has many uses, and 
there may be several" margms," without there being any 
"no-rent" land. Land may be "marginal" for bwldlng 
purposes and yet give a liigger return for a given expenru
ture of capital and la-bour than the same extent of land on 
the agricultural margIn. It may be useless for agriculture 
and yet have a value for sport. In England, With Its deIlS& 
population, some use can be found for most land, and the 
values of land for different uses are curiously affected by 
the desire for land as a means of ostentation or Sign of SOCial 
status; more will often be paid for land to keep it idle, in 
the form of a park, than would be paid for the same land for 
the purpose of wheat-growing or sheep-farming; the 
"pheasant margin" may be higher than the "peasant 
margin." 

FInally, we have seen that fertility and site-value are 
rela.tive to agricultural science and the means of transport. 
An Improvement in either of these will effect a widespread 
change in the relatJve productivity of rufferent pieces of 
land. The example usually quoted is the new value for 
wheat-growing given to sandy soils by the introduction of 
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turnips into the rotation of crops. Urban site-values in 
England have been greatly altered in recent years by the 
construction of electric tramways, tubes, etc. SCIence is 
constantly lessening differences and redistnbuting fertility 
and site-values. But differences remain, and give rise to 
economic rent, and the RicardIan theory, in spite of all 
these qualifications. remains important. 



CHAPTER XX 

RENT (continued) 

I 

" Rent" Elements in Wages 

RENT, in ordinary speech, is the payment made for the use 
of real property. We have, however, seen that the essential 
characteristic that distinguishes rent from other forma of 
income is that it is the outcome of differences which are 
not due to owner or user, and are therefore independent of 
the payment made to them. From the pomt of view of the 
payer of rent there is no difference between Land and tbe 
other agents of production, Labour and Capital. Farmers 
regard their rent as a payment that must be made if they 
are to carry on their business, precisely in the same way as 
the payment of wages for labour, or interest on borrowed 
capital. Manufacturers regard any rent they pay for the 
site of the mill as a cost hke any other cost. The important 
question for the entrepreneur is, "How shall I get most 
productive power for my money! " and he expends Ius 
resources (derived ultimately from the sale of his products) 
on land, labour or capital accordmg as each increases their 
output. He needs all three, it is always a matter of a httle 
more or a httle less of each; so that we may say, if we like, 
that it is their" marginal" productivity that determines his 

3M 



RENT 365 

employment of them, and therefore their value. From 
this point of view there is no dJ.fIerence between Land, 
Labour and Capital; each is paid for on account of its 
productivity, and, if we grant the rather large assumptIOn 
that the bargaining powers of land-owners, workers and 
capitahsts are equal, we may say that each is paid m pro
portion to its productivity, i.e. to the aid it gives in the pro
duction of value. Land, from the side of demand, is simply 
a requisite of production, paid for in accordance with its 
productivity. It is on the side of supply that the dJ.fIerences 
between land and the other agents of production occur, and 
the theory of rent is emphasised most by those econOmIsts 
who, hke Ricardo, approach all questions of value, includmg 
the value of the agents of production, from the side of 
supply. 

Now the rent of land is the most obvious, but not the 
only, case in which an income is derived from dJ.fIerences in 
the productivity of an agent of production which are not 
due to the persons who supply that agent of production. A 
similar element can be discovered in incomes denved from 
work and incomes derived from capital, if these incomes 
are approached from the same side as Ricardo approached 
income from land, namely, the side of supply.. The 
phenomenon of economio rent is most clearly seen in the 
case of land. because it is possible to find cc no-rent" land. 
on the" margin of cultivation," which shows up the dJ.fIer
ential productiVity of .. rent" land. It may be difficult to 
find any marginal labour or capital. but it is quite easy to 
find dJ.fIerent levels of productivity in labour and capital. 
dJ.fIerences which are not due to the persons who supply 
the labour or capital. any more than dJ.fIerences in the 
fertility of the soil are due to land-owners. The test of the 
existence of an element of economio rent in wages and 
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profits is the same as m the case of land rent. Is the 
productlVlty of the agent evoked by and dependent on the 
payment for It, or IS it unaffected by Eayment ~ 

The case of labour may be taken first. It is easy to 
find Important cases when quantity and quality of work are 
almost entirely mdependent of the payment made. Genius 
IS such a case. The great quantIty or fine qualIty of a 
genius's work is not evoked by the amount of payment; It 
is due to the natural endowment of the geruus, lust as the 
fine qualIty of the products of Champagne vmeyards IS due 
to natural endowment. In most profeSSIOns there is a 
standard mcome towards which most actual incomes 
graVitate and With whICh most members of the professIOD 
are satisfied. So long as they get thIS standard mcome, 
the best members of the profeSSIOn work irrespective of pay
ment. Their motIve is interest in there work; the best 
work is done for the sake of the work. Great surgeons may 
charge a hundred gmneas for a smgle operation, but they 
would exercise just as much skill if they could get only ten 
guineas; the dIfference is a "rent," WhICh represents SOCIety's 
valuation of the dIfference between the great surgeon's 
skill and the "margmal" surgeon's skill. The great 
surgeon takes It because he can get it, but he performs 
exactly the same operation for nothIng in the voluntary 
hospItal. Members of the CIVIl Service of the same grade 
do not all do the same amount of work; they all receive 
the same pay, and one never hears of the hard or speCIally 
gifted workers among them demanding payment in propor
tIOn to theIr productIvity. The same dIfferences in pro
ductiVity, Without dIfferences of payment, are common 
among manual workers. The manual worker, we have seen, 
like the profeSSIOnal man, demands his standard wage and 
does not worry much about anything more; employers CaD 
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often induce him to increase his output by, say, a sixth by 
an increase in pay of oJily a twelfth. No class of worker 
perhaps is indifferent to pay, but productiVIty IS seldom 
strictly proportionate to pay. 

Variations in the productivity of workers are as great 
as variations in the productivity of land; to a large extent 
the former are as little influenced by the prospect of pay· 
ment as the latter. It would be posSlble to frame a Theory 
of Wages parallel at all points with the Theory of Rent 
Subsistence wages would represent the margin of productIOn; 
the return equals the outlay and gives no surplus. Most 
workers, however, receive more than a bare subSistence. In 
one class of cases this is due to the investment of capital m 
the worker in the form of special training; in thiS class 
wages correspond to the rent of farms on which there has 
been a large capital outlay in permanent improvements, 
producing a ret\U'D apart from and above any " economic 
rent." In another class a surplus of wages over subsistence 
is earned because the natural endowment of the workers is 
exceptional; such incomes have been called" Rent of 
Abihty," and correspond to fertility rent in the case of land. 
There is a third class whose wages have an element corre
sponding to Slte rents in the case of land. This is the case 
of workers who owe the surplus of their incomes over 
subsistence to restriction of their number, owing to class 
distinctions. monopoly of educational opportunity, and 
similar causes. The II cost of production" of a doctor is 
not very much greater than the "cost of production" 
of a dustman; 'allowance must be made for the capital 
expenwture on the doctor's training, but after interest on 
tha.t expenwture has been allowed for, there remains a 
great disparity of income. This disparity would seem to 
be due to the fact that though there are any number of 
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people with brains enough to make doctors as good as the 
average practitioner, only a small proportion of them have 
the opportunity of a medical training, so that the supply 
of doctors is, compared with the supply of dustmen, small. 
Such a theory of wages, reached by approaching the problem 
of the value of different kinds of labour, from the side of 
supply, is not inconsistent with the Marginal Productivity 
explanatIOn of wages; it is at least as successful in bringing 
out the socially important influences on wages. It directs 
attention to the inequality of social opportunity which is 
the chief cause of inequality of income, and it reminds us 
that much work-including most of the work that requires 
the finest and rarest qualities-is done from no economio 
motive at all, but in return for the interest and pleasure of 
the work, or from a sense of duty. 

II 

" Rent" Elements in Profits and Interest 

DrlIerent levels of productivity can be found in the case 
of capItal also, equally unaffected by payment. The capital 
invested in land in so-called" permanent" improvements, 
once it has been so invested, gives a return fixed in precisely 
the same way as the rent of the land itself. The usage of 
ordInary speech which applies the term rent to the payment 
for any form of real property has a good economic basis. 
Drainage schemes, roads, fences, buildIngs, are all like 
agricultural land in this, that their value depends on the 
prices of agricultural produce, not vice versa. When English 
agricultural rents fell after 1879 the fall was not confined 
to " economic" rent; it extended to all incomes derived 
from permanent improvements of land. Similarly the 
plant of an old firm often affords an income indIstinguishable 
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from rent. The income it affords depends on the price of 
its product; if the price is high, it will make a big mcome 
for its owner, but if prices fall it is not withdrawn from use. 
lt will remain in use so long as the price affords any surplus 
over the bare expenses of labour, material, and wear and 
tear. When only the ordinary bare expenses are made by 
the sale of the product, it may be called " capital on the 
margin of production," or " no interest" capital. 

The return to all fixed capital, if a short period is under 
consideration, partakes of the nature of economic rent, i.e. 
it depends on prices, not prices on it. In the long run the 
price of the product has to afford interest on the capital, 
or investment in the industry will cease; simIlarly a rise 
in prices followed by a rise in the return to capital already 
in the industry will in the long run attract new capital into 
the industry; but a fall in prices reducing interest can 
seldom affect the supply of capital in an industry for some 
time, and new capital cannot be put into an industry the 
moment a rise takes place. There is an interval while 
plant in existence is wearing out or new plant is being con
structed; in that interval earnings of the plant in existence 
depend on prices; the owners of that plant are hke land
owners, they do not control the productivity of their 
property; if prices are low, their property brings them in 
nothing, if high it brings them in much. The profits and 
losses of bUsiness enterprise are due largely to fluctuations 
in the earnings of invested capital in this interval between 
the change in the demand for the products of the capital and 
the adjustment 'of the supply of capital to the changed 
demand. We have said that in the long run the price paid 
for the services of an industry has to cover interest at the 
average rate on the capital invested in the industry, or new 
capital will be wverted from the industry and the supply of 
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its services curtailed. Where, however, the ongmal cost of 
the plant of an industry is lugh m proportIon to the worlong 
expenses, and the plant takes a long time to wear out, the 
"long run" may have to be a very long run indeed for 
supply to be affected, and the " short run," during which 
the return to the capltal18 governed by the same influences 
as the return to land, may be a long penod of tlme. The 
Umted Alkali Co., for example, paid no divldend on its 
ordmary shares from 1896 to 1905. There are railways 
still workmg that have pald no wVldend for a generation. 
The return to the capltal mvested in the dramage of Fen 
land m the seventeenth century is, and always has been, a. 
rent of precISely the same character as the rent of land. 

Invested capltal, then, hke land, has wfferent levels of 
productlVlty, independently of payment. There 18 reason 
also to beheve that the flow of new capltal, from wluch 
replacements and adwtlOns to invested capltal are made, 
includes elements wluch are not influenced by the rate of 
interest; m the last paragraph we were consldermg capltal 
in an industry, in thIS we conslder the supply of capital 
as a whole. The three chief sources of the accumulation of 
capital, we saw, are the savings of prudent people, who WISh 
to provide for future contmgencies, the increase of business 
capltal by men who never draw out from their busmesseB at; 
the end of the year' the full amount of the year's earnmgs, 
and the" savings" of men so rich that they cannot spend 
their whole income. Now the action of all these classes is 
of the nature of habit or sOClal instinct rather than reasoned 
calculation, and will not be affected by a change m the rate 
of interest. So far as the first class does calculate exactly 
what they will want in the future, a fall m the rate of interest 
will, as Dr. Marshall pomts out, lead them to save more, 
since larger savings now are needed to give, at the lower 
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rate of interest, the required income in the future. The 
second class either adopt a conventional standard of ex
penditure and leave in their businesses all that 18 over, 
however much it may be, once this conventional expendIture 
has been met; or they are anXIOUS to get rich quick, cut 
their personal expenditure down to a minimum, and save 
as much as they posslbly can, whatever the rate of interest. 
~e third class can hardly help saving. It is true that the 
rate of interest controls the supply of ca.pital in any particular 
industry, it is not true that it is the determining influence in 
the supply of capital as a whole. 

The difference, then, between the return to land and the 
return to labour and to capital is not so great as RIcardo 
suggested. The Ricardian analysis of rent can be applIed 
to wages and to profits and interest. The difference 
between land, labour and capital in this respect is one of 
degree only. There is a dIfference. It is not, to repeat, 
on the side of demand; the demand for all three agents 
of production is due to the assistance they give to pro
duction, and the payment that will be offered will tend 
to be proportionate to the amount of that assistance. 
The difference is on the side of supply and amounts to thlB, 
that the supply of dIfferent kinds of land is much less under 
the control of man than the supply of dlfferent kinds of 
labour or capital; it is more difficult to increase the supply 
of land for a particular use than it is to adjust the supply of 
labour or capital to a change in the demand for them. The 
rise of each new generation gives an opportunity for the 
readjustment of the supply of labour to changing needs, 
and this readjustment is always going on; in much the 
same way the constant wearing out of capital and the 
accumulation of new capital enables a constant readjustment; 
Ul the application of capital to changing needs. But the 
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difference is one of degree only; the supply of labour and 
capital are not entirely under the control of their owners, 
the supply of land is not entirely out of the control of man. 
" CapItal" merges into land m practice j an expendIture of 
capital on transport is eqUlvalent to mcreasing the supply 
of land, and there is a continuous gradatIon from the return 
to an investment of capital on a dramage scheme, which 
is mdistmgmshable from land rent, to the extra return on 
capital invested in a stock of mourning goods when a death 
in the royal famIly creates a sudden demand for them. In 
each case the return depends on the pnce, the price does 
not depend on the cost of the capital j in the case of the 
drainage scheme that will always be the case, smce drainage 
schemes last as long as land j in the case of the stock of 
mourning goods the dIfierentIal value soon dlsappears, since 
the supply of mournmg goods lends itself easuy to rapid 
expansion and contraction to meet changes in demand. In 
fact the Ricardian Theory of Rent is not 80 much a new 
explanation of land ~ncomes, as a new approach to the problem 
of d~str~buJ,ion as a whole. 

There is another aspect of rent of importance from the 
point of view of society. The rent of land is due to the 
superior productIvity of some land over other j and the 
superior land enables the user to obtain a bIgger return for 
the same expendIture of labour and capital. Now this 
bigger return may take the form of a bigger output, as in 
the case of fertility rent; but it may also take the form, 
not of an mcrease in the output, but of an increase in the 
value of the same output-as in the case of the hat which has 
a value of five guineas in Bond Street, and only two gmneas 
in New Oxford Street. The" productivity" for which 
rent is paid is not necessarily the same thing as output; 
it is productivity of value, not productivity of wealth. The 
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capital and labour employed on the Bond Street site bring in 
a bigger return than the capital and labour employed on the 
other site,not because morllhats are produced in Bond Street, 
but because each hat produced has a greater value than the 
same hat would have if sold anywhere else. This lugh value 
is due to the relative scarcity of Bond Street hats; the 
number of Bond Street sites for milliners' shops is limited, 
the demand for Bond Street hats is very great, therefore 
Bond Street hats have a high value, and B(md Street sites 
for milliners' shops command a high rent. 

In every case of rent which we have considered, the 
payment of rent is due to the limitatiO'.Q in quantity of the 
agent of production paid for. Fertile land pays a higher 
rent than infertile land because it is scarce relatively to the 
demand for it; central pOSItion pays a high site-rent 
because in every town only a few sites are central; excep
tional ability commands exceptional payment because 
exceptional ability is rare; mourning goods, on the death 
of a member of the royal family, command' a value far 
above their cost of production because they are scarce 
relatively to the suddenly increased demand for them. In 
all the cases we have considered so far, however, this 
scarcIty relative to demand is due to nature, the distribution 
of population, or changes in demand; the scarcity has been 
due to causes beyond the control of any individual. A 
definition of rent that would cover all the cases considered 
so far is, .. Rent is the payment made for an agent of pro
·duction which has a scarcity value due not to the owner or 
user of the agent, but to natural or social causes beyond any 
individual's control." ScarCIty, however, may be artificial; 
the supply of a commodity or a service may be deliberately 
restricted when the supply can be controlled. When this 
is done, the commowty or service will acquire a scarcity 
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value; the capital and labour employed in supplying It 
will have produced an amount of value greater than that 
produced by the same amount of capital and labour em
ployed in a market where supphers compete and do not 
hrrut supply. Now" rent," Ricardo says, "IS always the 
dIfference between the produce obtained by the employ
ment of two equal quantities of capItal and labour." 
Scarcity and monopoly values of all sorts, then, are akin to 
RicardIan rent. The motIve of artIficial lirrutatlons of 
the supply of anythIng is to secure on the capital and 
labour supplying it a higher return than could be obtaIned 
if the supply were not so hmIted. The test of RIcardian 
rent can be applied to scarcity and monopoly incomes; 
the output of the capItal and labour employed in one of 
these monopohes is not proportionate to the payment for 
the product and will not be checked if the price falls; it 
may even be increased, since at lower prices a larger output 
will be nee~ed to secure the same total profit. A large 
part of profits, therefore, are similar In their nature to rent; 
for, as we saw in Chapter XVIII., In modern business 
restnctions on competitIOn play an Important part in the 
creatIOn of profits. 

III 

Social I mplwations of the Ricardian Theory of Rem 

The social importance of the Ricardian Theory of Rent 
should by this time be clear. It points us to a distinction 
in income between those elements which evoke and stImulate 
production and those which do not. The owners of the 
agents of production can get for the use of those agents 
payment in proportion to their productivity, and their 
pzoductIvity is all that concerns the entrepreM1'r who uses 



xx RENT 375 

them. Society is concerned WIth the further question, 
how much of these payments affects productivity-to what 
extent is the output of the agents of productIon unaffected 
by the amount of payment 1 Ricardo showed that the 
productivity of land" was largely independent of the pay
ment made for land; we have seen that to a slighter degree 
the productivity of labour and capital is independent of 
payment; to use Dr. Marshall's phrase, wages and profits 
as well as rent contain elements which are not part of 
•• the necessary supply price" of labour and capital, that 
is to say, are not payments that society must keep up if 
it is not to check production. The distmction is of the 
utmost importance in framing a general social policy. The 
policy of Zais8ezJaire and the rigid maintenance of the 
so-called .. Rights of Property" were based on the view 
that alZ payments evoked a response in production, and 
that competition kept the payment of every agent and 
every individual that contributed to production somewhere 
Dear subsistence level. The Ricardian analysis of distribu
tion indicates how large is the proportion of the flow of 
wealth which could be diverted from its present recipients 
without at all affecting the volume of the flow of wealth. 
The distinction he points us to, between income that does 
and income that does not evoke production, must be a 
deciding consideration in any judgment on the economy of 
the present economic organisatlOn as a whole. 

A practical use of the distinction can be made in taxation. 
Taxes may be regarded as the price paid for the services of 
the State; they cannot, however, be charged to individual 
citizens in proportion to benefits received; the State there
fore levies payment on the whole commuwty, on principles 
~f practical convenience rather than of abstract justice. 
It is suggested that taxes should be concentrated on rent 
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and the other elements of mcome smular to rent; the 
argument for this 18 that rents are payments for productive 
power which is not due to the efforts or sacnfices of the 
rent receIver, and wIDch will not be affected by a reductlon 
in the payment. The followers of Henry George go further 
and advocate a single tax on the rent of land, on the ground 
that rents, not bemg the creatIon of any inwVIdual, should 
not be the property of any mdividual, but of the State. 

In lts extreme form there are grave obJectlOns to this 
proposal. Though no individual may have created the rent
producing capaCIty of land by his labour, a great many 
indlviduals have pa~d for that capaCIty with the produce of 
theIr labour. Society has allowed rents to be treated as an 
ordinary mvestment; the State has given no warning that 
It regards the mvestment of £100 in land as in any way 
different from the mvestment of £100 in Consols or Railway 
Debentures, and to subJect a man's mcome to a special tax, 
merely because he put hIS money into land instead of mto 
Consols or Railway Debentures, may be expedIent and may 
even be necessary, but has no basis in justice. Further, 
rents are capitalised every time the property that YIelds 
them changes hands, and the present receivers of rents are 
frequently receiving only the current average rate of interest 
on their investment; as we have seen all along, from the 
point of view of the inwVIdual investor there is no dis
tinction between rent, wages, and mterest. Moreover, 
the rent of land, as the term is used in ordinary speech, is 
not all "economIc rent"; a large part of it is interest 
on capItal embowed in permanent improvements of the 
land, and in practice it is extremely difficult, sometlmes im
possible, to distingIIish between the two sources of a given 
income. EconOmIC rent, again, is not confined to incomes 
from land; wages, fees and salaries, to some extent, and 



xx RENT 377 

profits to a very large extent, include elements indis
tinguishable in principle from RICardo's rent. Finally, 
if taxes are the price paid for the State's sel'Vlces, it is 
doubtful whether it is wise to exempt from all payment any 
citizen who benefits by those services, as would be done if 
Henry Gtlorge's proposals were adopted; taxes are the 
chief source of an interest in politics and the chief stimulus 
to a sense of political responsIbility. 

In spite of these difficulties in its application, the dis
tinction between economic rent and other lands of in. 
come is of importance to finance ministers. It must always 
be a principal aim of sound taxation to raise the money 
needed without checking the production of wealth, and this 
aim can be attained only by concentrating new taxatIOn 
on the rent elements of private income; these elements 
are payments for productive powers which are not evoked 
by payment, and which therefore will not be checked by 
taxation; the other elements are evoked by payment and 
will be checked by taxation. The least amount of inter· 
ference with legitimate expectations is involved by appro
priating rents in capitalised form by a tax on unearned 
increments and taxes on inheritance. Land is not the only 
form of property subject to unearned mcrement, just as 
land-rent is not the only form of income that contalnB an 
element of economic rent; but, unfortunately for the 
owners of the land of a country at the time when the 
taxation of unearned increment is first introduced, land is 
the form of property on which unearned increment can be 
most easily detected, measured, and taxed. The profits of 
speculation on the Stock Exchange are just asmuchuneamed 
as the increment in the value of urban building sites ; unhke 
the profits of speculation on produce markets, they reprE'
sent no service to society; and in amount, they must be as 
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great as the unearned mcrement on land; but they are not; 
so easy to " get at " as the unearned mcrement on land. As 
the reqUIrements of the modern State grow then we may 
expect attempts to concentrate taxatlOn more and more on 
econOInlC rent of all forms, wherever It can be detected, 
and on the large mcomes whlch, It may be presumed, 
contam the biggest element of economic rent. And the 
tendency is expedIent, since it is the only way of ra18mg 
additlOnal taxatlOn without checkmg the increase m wealth. 
If we take mto consideration the eXlSting mequahbes of 
wealth, it has an addItlOnal justlficatlOn, as tendmg in a. 
slight degree to correct those inequalibes; the inJustice 
Olf selecting one class of mvestments for heaVler taxation 
than the rest may be added to the list of mconveniences 
which ar18e from the incessant confhct between the rights 
of private property and the mterests of the commuruty. 



CHAPTER XXI 

THE STATE AND THE ECONOMIC ORGANISATION 

I 

Private Property and Freedom of Enterprtse 

THE economic organisation that we have been studying 
is distinct from the political organisation of society, and 
largely independent of it. Economio relatiOns overstep 
polItical boundaries and have beoome world-wide, while 
States are relatively looal; oommeroe is oosmopolItan, 
whlle States are, roughly speaking, national. The economio 
organisation aohieved this independence in spite of the 
efforts of States, whioh sought during the period of the 
Mercantile System to oontrol the flow of trade and the 
distribution of labour and capital among different em
ployments. Adam Smith's Wealth of Nations showed 
that the State, at any rate in the United Kmgdom, 
had failed in this endeavour. The law hampered, but 
dia not direct industry and commerce; the organisation 
of industry and exchange and the distribution of the pro
duct were settled by oontracts between individuals, and 
controlled by forces other than the laws of Parliament and 
the executive powers of the Sovereign. To-day, as in Adam 
Smith's time, the State has only a subordinate influence 
over the organisation of production and the distributioD 
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of wealth. The organisation IS much the same in countries 
in which the form of State varies, and we have been able 
to study the economic organisation so far without taking 
account of the polItical organisation. WhIle, however, 
eC<1Ilomic and political drganisations are dIStinct, there IS 

nothIng in the nature of either of them to prevent the State 
from undertaking economic operations. While economic 
organisatIOn and polItICal organISation are largely in
dependent of each other, the degree of theIr independence 
varies from tIme to time and from State to State, and is 
never complete; the two react on each other, and wide 
difierences of opinion eXIst as to the proper relation between 
them. It IS necessary therefore to consider, however bnefly, 
what are the relations between the State and the economic 
organISation to-day, and to examine the polIcy of WIDch 
the existing arrangement is the expression. 

During the nineteenth century the view of the relation 
of the State to econOmIC organISatIOn that had most m
fiuence was the view that they should be as dIStinct and 
independent as possible. The obsolete and hurtful character 
of the State-regulation existmg at the beginning of the 
century dIScredIted State-regulation as such; Adam SmIth 
had shown that the organisation of industry and commerce 
was a spontaneous thIng, owmg httle or nothing to the 
direct action of the State, and that it had m it a sort of 
self-regulating principle, which made it urmecessary for the 
State to interfere in the pubhc interest. This self-regulatmg 
principle is the action of competition. A belief in its 
beneficent efiects 1 was the malnBpnng of the movement 
to " free" industry and commerce from all State" interfer-

1 .. All systems either of preference or restramt, therefore, bemg 
thus completely taken away, the obVIOUS and sunple system of natural 
hberty establishes Itself of Its own accord."-Wealth 0/ Natwnll, 
Bk. IV. ch. ix. 
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ence," and is the ground of most opposition to State-regula
tion to-day. Although an elaborate system of laws and 
administrative machinery regulates industry to-day-the 
movement in the first half of the century for the abohtlOn 
of the obsolete system of State-regulation having lreen 
succeeded in the second half by a movement to impose 
new regulations adapted to the new conditions of industry
society still relies on competition, rather than on dIrect 
State action, to secure harmony between private and public 
interests. The organisation of production is on the whole 
effected by free contracts between individuals, the dis
tribution of the product is left by the State to be determined 
by the bargaining of the inchviduals who drrectly or in
directly take part in production. 

The present social system in regard to economic actiVIties 
is based on two institutions, property and freedom of enter
prise. By the institution of property (or private wealth) 
society allows a person the exclUBlve use and control, and even 
the disposition after death, of any wealth that person may 
acquire i by freedom of enterprise society allows a person 
to seek wealth in any way that person chooses. There 
are limits both to the rights of property and to freedom 
,)f enterprise embodied in the law; the more obvious forms 
of theft and violence are excluded from freedom of enter
prise, and taxation is an obvious encroachment on the 
exclusive control of wealth by individuals. Still, the portion 
of the economic field over which property rights and freedom 
of enterprise do not operate is small in comparison with the 
portion over which they do operate; the presumption in 
the case of any form of wealth is always tha\ some owner 
has the absolute control of it, the presumption in the case 
of any trade is always that any individual is free to enter it. 
The nature of tht'se institutions is brought out by a com-
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parIson with medIeval society, in which the idea that any 
mdIvidual should have exclusive control of land or freedom 
to enter any trade or occupation he hked would have been 
thought rIdIculous. Property, that is, the exclusive use 
of wealth, is the prize offered by society to induce individuals 
to compete in producing wealth; freedom of enterprIse is 
the device on whIch society relies to ensure that no one 
shall acquire ,,;ealth Without competitIon. 

The economic organisation is built up by the free enter
prISe of indiVIduals seeking wealth. Each is free---i!o far 
as the State is concerned, and With certain exceptIOns to be 
mentioned later-to apply his labour or hIS land or hIS 
capital to any branch of production and in any way he 
thinks best; each IS left by SOCIety to get in return, by 
bargaming, without interference of the State, what share he 
can of the product. Economic relations depend, accord
ing to the theory of the present organisation, not on 
status but on contract. The State may lay down con
ditIOns, whICh must be comphed With before it WIll enforce 
any contract, and some contracts, such as a gambling 
debt, it may refuse to enforce at all; but it does not 
ordain what shall be produced or who shall produce, 
nor does it deCIde how the product shall be dIvided; it 
does not as a rule fix prices or wages, the rate of interest 
or the amount of rent, and only in exceptional cases does 
It dIrectly organise productIOn. 

The mdicator that production follows, the guide that 
tells individuals to what purposes to apply their labour 
or their capital or their land, is market value. Value, we 
have seen, <lepends on the relatIOn of supply to demand. 
When the value of a thing goes up, it indicates either that 
the demand has increased, or that the supply has fallen off, 
and in either case that more is wanted; the higher value 
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offers to producers higher remuneratioJ}, and it is assumed 
that under a system of free enterprise indiVIduals can be 
relied on to increase the supply. When the value of a thing 
falls, it indicates either that the demand has fallen off or that 
the supply is in excess, in either case that less is wanted; it 
is assumed that the fall in value will warn people to apply 
their productive powers to other objects and so check the 
supply. Society-since normally it makes no other pro
vision for directing its productive forces-assumes that 
value is an adequate indicator of wants, and that with this 
automatic indicator nothIng further is required to secure 
the most economic apphcation of productive forces to need. 

For regulation of production and distnbution In the 
public .interest" socIety relies on competltion. We have 
already examined competition in Chapter VI. We saw 
there that it works in two duections. Trades, firJnB, and 
individuals compete to selZ their product or the productive 
powers of their land, labour or capital; they compete for 
custom, which means for a share of the wealth of society 
in exchange for what they have to offer. Slmilarly in
dividuals, firms and trades compete to buy; they compete 

. with one another in offerin~ of their wealth for the finished 
or partly finished products of Industry or the productive 
powers of land, labour and capItal. The competition to 
sell tends to keep down prices, and also wages, interest and 
Yent, Which are the price paid for the services of labour, 
capital and land; it tends to force prices down to cost 
-of production, and this effect of competition is the chief 
influence on which society relies to protect the consumer 
against exploitation. The competition to buy tends to 
-force prices and wages, interest and rent up; and this 
-effect of competition is the influence on which society relies 
to secure fair treatment of the producer and a just distrlbu-
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tion between Wfierent kmds of producers and between the 
dIfferent agents of productIOn. If any trade or class of 
producers is getting more than it ought, the high value 
of its product is expected, under the system of free enter
prise, to attract competition, which will force it to accept 
less; if any is gettmg less than it ought, the low value of its 
product is rehed on to check production, divert labour and 
capItal elsewhere, and so force up the value of the product 
and the remuneration derived from it. All are compelled 
by the fear that their competitors will undersell them con
stantly to adopt the latest methods and equipment. At 
the same time an incentive to make experiments and dIs
cover improved methods exists in the higher margin of 
profits which the innovator draws in the interval between 
the first applicatIOn of the new method, whlle prices are at 
theIr old level, and its general adoption, when the reduced 
CDst of production all round brings prices down. In the 
long run, however, competitIon gives the benefit of improved 
methods to the consumer in the form-of reduced prices; and 
since competition to sell is usually stronger than competition 
to buy, the free play allowed by SOCIety to competition 
works on the whole in the interest of the public as con
sumers rather than as producers. Because society normally 
rehes in thIs way on competition for regulation of production 
and distribution, the phrase "the present competitive 
system" is a just description of the present economic 
organisation. 

II 

RegUlation and Supersession of Freedom of Enterprise 
by the Stare 

Experience, however, has shown that society cannot, 
without bad results, leave production and dIstnbution 
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entirely to the regulating in1iuence of competition. There 
has been a steady growth of State-interference with industry 
ever since the doctrine of non-interference was first pro
mulgated. In the early factones competition, coupled Wlth 
the defenceless condItion of the workers, tended to make 
the worst conditions of employment into the standard 
conditions. The abandonment of sanitary conditions, hours 
of work, speed of work, exposure to nsk of accident from 
machinery and the age of the workers to the regulation of 
competition, made hells of mines and factories, and com
pelled the State to interfere in defiance of any econOmIC 
princIples; conditions in domestIc workshops were probably 
just as bad, but the eVIls were not so obvious and the Govern
ment of the United Kingdom dealt Wlth SOCIal eVIls not 
when they became acute, but only when they achieved 
notoriety. Hence arose Factory LegislatIOn, "that first 
conscious and methodical reactIon of sOCIety against the 
spontaneously developed form of the process of productIOn," 
as Marx calls it. Conditions of employment are now 
regulated by the State in innumerable ways; the contract 
of employment has become a "conditioned" contract, a 
contract, that is to say, which the State will not recognise 
and enforce, unless it complies with certain conditions 
laid down in statutes-as to sanitation, ventIlation, fencing 
of machinery, hours of work, age of the workers, and 
in some cases medical inspection and even wages. Thts 
interference by the State does not supersede private 
enterprise, and does not abolish competition; it merely 
places limits on the freedom of private enterprise and 
imposes Bome limiting conditions on competition. The 
drlference between the unregulated factory industry of 
the early nineteenth century and the regulated industry 
of to-day is the same as the difierence between a fight 
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in the street and a fight in the ring under Queensberry 
rules. 

Just as the State has been forced to interfere Wlth freedom 
of enterpnse and regulate or supplement competition in 

the interest of producers, so it has been forced to interfere 
on behaH of consumers. Normally society leaves the 
quality of commodities to be maintamed by competitlon, 
the theory being that consumers will exercise a sound judg
ment and purchase the products of those firms that give 
the best quality at a given price. In practice consumers do 
not always exercise this judgment; they conslder price 
rather than quality, often they have not the knowledge 
needed to judge quality, and the effect of competition is 
at least as often to beat quality down as to maintain it and 
reduce price. The State has therefore imposed a sort of 
minimum quality in the case of certain services. Freedom 
of enterprise in the medical and legal professions is restricted, 
and those only are allowed to practise who have satisfied 
the condItions as to training, etc., laid down by the pro
fessional associations to whom the State has entrusted this 
regulation. In adopting this method of securmg the 
regulation of the professions and the quality of the services, 
the modern state is imitating the medieval municipality, 
which used the same device with the same object, by en
trusting the regulation of the crafts to pnvileged guilds. 
In the case of the chief articles of food the State has regulated 
their sale by Adultera{ion Acts, and inspects them to see 
that they are fit for consumption and that they are what 
they profess to be. The inspection of weights and measures 
is a similar " interference" to protect the consumer. The 
restriction of the sale of alcoholic dri.nb to individuaIa 
specially hcensed has a slightly different motive; it is not 
intended to secure the quality of the drink, 80 much as to 
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ensure the character of the vendor; hence, doubtless, the 
care with which the Justices of the Peace scrutinise the 
qualifications of all applicants for licenses. 

The interferences with freedom of enterprise which we 
-have examined so far have been based partly on economic 
grounds, partly on grounds of morality or general social 
advantage. The wholesale interference wluch Protection, 
using the word in its special sense as the opposite of Free 
Trade, involves is justified partly on economic and partly 
on political grounds. Statesmen have felt dIssatisfied with 
the cosmopolitan tendencies of commerce, and have sought 
to make commerce national by protective tarifIs; m the 
United Kingdom, wher~ such a tarifI does not exist, the 
movement to create one derives a large part of its force from 
the desire to make the economic organisation of society in 
the British Empire correspond with and support its pohtical 
organisation. The more usual ground of protection is, 
however, not political, but economic; it consists m a dis
belief in the necessary identity of private and public interests 
in economic matters, and a belief in the necessity of positive 
control by the State. instead of the automatic control afforded 
by competition. 

There are, however, an increasing number of cases in 
which the State has found itself forced to depart from its 
usual rule and to supersede private enterprise altogether. 
One case is monopoly. There are certain industries, which 
we examined in Chapter VII., in which efficiency can be 
secured only by monopoly. In such cases the State cannot 
rely on competition to regulate private enterprise, since 
competition is technically undesirable if not impossible. 
Either, therefore, the State has to devise very stringent con
trol of private enterprise, or to supersede private enterpnse 
altogether; the tendency, as we saw, is for the State to 
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supersede private enterprise, since only in that way can 
it be sure of complete control. Pubbc utility services, 
railways, and postal and telegraph orgarusations between 
them represent a consIderable proportion of the world's 
productive capacity; they all tend to be taken over and 
worked by the State instead of bemg left to prIvate enter
prise. If the tendency of the State, national and local, to 
become a large land-owner for sImllar reasons, be taken into 
account also, it will be seen that the exceptions to private 
enterprise are becoming almost as important as the rule. 
And this revolutIOn is bemg acrueved, not by any abrogation 
of the rights of property, but simply by the State acquiring 
this property by the ordmary method of purchase, usually 
With the proceeds of a loan. The State 18 a legal person, 
just lIke any individual or corporation, and can acqUIre 
property and exercise enterprise just lIke any other legal 
person. Although the State has taken over only techrucal 
or natural monopobes, the Trusts have given the State an 
important object leBBon in the waste of dIvided control 
m competItive mdustry, and the economy of centrabsed 
control. 

A second case in which private enterprise has been 
superseded by State enterprise is the case of certain services, 
now among the ordmary functions of government but 
fonnerly left to private enterprise, of which education will 
serve as the type. Within the last two generatIOns the 
State has made Itself responsible for most kinds of education. 
It was forced to take thlB step, because education, though 
socially desirable, is not a thing that people are very willing 
to pay for. Even the Public Schools, the schools of tht" 
rich, cannot always pay their way, and have to appeal to 
the charitable public, like any vicar of a slum parish, for 
aid in the fonn of endowments. If every one received no 
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more education than he or his parents were willing to pay 
for in an unsubsidIsed market, few would learn more than 
the three R's. Education is a service which will not be 
forthcoming in the quantity and quality that are soclally 
desirable, if society relies on the system of free enterpnse 
regulated by competition. SanitatlOn and highways have 
similarly been taken over by the State from private enter
prise. The care of sickness is on the border-line, the State 
having made itsell responsible for the treatment of mfectlOUB 
diseases, while it leaves others, except for Insurance Act 
subsidies, to be dealt with by private enterpr18e and chanty. 

Charity, or " voluntary effort," is a sort of compromise 
between private enterprise and State-action. When a want 
of obvious social importance 18 left unsatisfied by pnvate 
enterprise--because the people who suffer the want cannot 
afford to pay for the satisfaction of it;--charity will step in 
and mitigate the unwillingness of the State to secure the 
social well-being. Such voluntary organisation is a departure 
from the principles of the "competitive system," just as 
much as is State-action; considerations of expediency and 
convenience rather than considerations of principle determme 
whether a community shall act in these cases through 
voluntary organisations or through the State. A completE. 
list of the services, which it does not pay private enterprise 
to offer and which have therefore to be provided either by 
charitable gifts or by the State, would be a long one and 
would include some of the most important of services. 
Education, as we have seen, belongs to this class. So does 
research. Universities would be in a poor way if they had 
to depend on the 'payment made for their services by those 
students who hold no scholarship or other subsidy. The 
Churches would not be much better off; the Free Churches 
may be regarded in their economic aspect as co-operative 
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societies, but the Established Church is dependent on 
endowments. Art does struggle along, thanks to the social 
convention that reqmres the very rich to exhibit a portion 
of their nches on their walls; but artists have terrible 
competition to face in the pictures of therr dead predecessors, 
the Old Masters, especmlly in America. Left to the ordinary 
laws of supply and demand, the cult of beauty, the purSUIt 
of knowledge and the service of religion-perhaps one 
should say rehgJOus organisations-would alllangmsh. 

III 

Taxation 

Fmally there are those services, the ordinary functions 
of government, that have never been left to private enter
prise. The State exists because inwviduals living together 
in a society want services which can be proVIded only by the 
organisation we call the State. They want laws to delimit 
their rights and a sovereIgn to enforce those laws, to maintain 
order, and to defend the State against attack from outside. 
Existing for these fundamental purposes, the State proves 
to be the most convenient organisation for supplying many 
other serVIces, so that it is impossible to set any hard and 
fast limit to the functions of the State. Now the services 
of the State, whatever they may be, cost somethmg to 
provide, and have to be paid for; taxes are the price we pay 
for the servlces of government. Government serVIces 
wffer from other services, first because they cannot as a 
rule be measured and allocated to mwviduals; secondly, 
because we are compelled to accept them whatever the 
charge made. Hence governments cannot as a rule charge 
indiVIduals prices or fees proportioned to the benefit con
ferred, and. they are not subject to the check on incoIll-
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petence and extravagance that attends private enterprise 
in loss of custom and eventual bankruptcy; the individual 
(if he is wise) decides what he will spend by the amount of 
his income, governments decide what they will spend first, 
and then fix their income to suit. To dea.l with the second 
difficulty and prOVIde a chec1~ on extravagance, repre
sentative control of public fina.nce has been devised; to 
dea.l with the first and secure a just allocation of the charges 
of government, principles of taxation are needed. 

Principles of taxation have been classified under two 
heads, Administrative Precepts and Pohltcal Principles. 
Under the first head come certain requirements of Govern
ment. Government requires a tax-system first of all to 
be productive; hence a Chancellor of the Exchequer will 
be very relucta.nt to relinquish on any grounds of political 
principle a tax to which people have become accustomed 
and which brings in a large income to the Treasury; and, 
on the other hand, he will be willing to forgo small receipts 
that take a great dea.l of collecting. Secondly, it requiree 
a tax-system to be certain; the yield must be easily calcu
lated and the incidence certain and reliable, or the intentions 
of the Government will be frustrated. Thirdly, it requires 
a tax-system to be elastic; the system should contain some 
taxes, the rate of which can be readily varied to meet sudden 
and exceptional demands for Government expenwture_ 
Under the same head of administrative precepts come 
certain requirements of the tax-payer. The first is again 
certainty i the payer should know exactly how much, when, 
and where he will have to pay. Uncertainty is a check 
upon industry, and it makes the burden of taxation more 
grievous, since an unexpected burden cannot be anticipated 
and provided against like a certain one. Secondly, the payer 
requires a tax to be economical; i.e. it should take from the 
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tax-payer's pocket as httle as possIble over and above what 
It bnngs mto the treasury. Protective dutIes are un
economical, smce the consumer has to pay an enhanced 
prIce, not only on Imported articles wwch are taxed, but 
also on home-manufactured artIcles wwch are not taxed. 
Thrrdly, the payer requires convenience 10 a tax; a tax 
should be leVIed at the time and m the manner most con
vement to the payer. The advantage of the system of 
raising revenue by mdirect taxes on luxurIes is that It leaves 
the payer free to some extent to choose the tIme and amount 
of taxation he will pay. Of these adminlstrative precepts 
certamty is the most Important. Society can adJust Itself 
to almost any burden If the burden is definite; any un
certamty prevents this process of adjustment. Hence the 
saying, " An old tax is no tax," and hence the known reluct
ance of finance-mimsters to remit an old tax, however 
logical such actlOn might seem. 

Of the political principles, on which a tax system should 
be based, the most important is the principle of justice or 
equahty. Unfortunately it is not agreed in what justice 
or equality consists. One interpretation that suggests 
itself is taxation according to benefit; but the benefit that 
accrues to any individual from the State cannot be measured. 
Another is that taxation should be proporliomd to income; 
tws was suggested by Adam Smith, who saId, "The subjects 
of every State ought to contribute towards the support 
of the Government as nearly as possible in proportion to 
their respective abilities, i.e. in proportion to the revenue 
which they enjoy under the protection of the State." 
Ability to pay, however, is not, as Adam Smith assumed, 
proportional to income. Taxation proportional to income 
would mean inequality of sacrifice, since, in accordance 
with the principle of diminishing utility, a tenth part of 
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a small income represents a much greater satIsfaction than 
a tenth part of a large income. Hence progressive taxatIon 
is proposed; a tax system which takes an increasmg propor
tion of income as the income gets larger would secure some
thing like equality of sacrIfice. Another interpretation 
of justice in taxation is faculty, or ability to pay, a com
promise between proportIonal and progressive taxation; 
so far as there is any principle in existing tax systems, it 
is probably the principle of " faculty." 

Whatever interpretation be put on the principle of 
justice in taxation, it would probably be regarded as im
practical and visionary to base a tax system exclusively 
upon that principle. Hence finance mmisters are urged 
to have regard also to the effect of the tax system on the 
flow of wealth. The ultimate source of all revenue is the 
national income, and from the purely economic standpoint 
a tax system should be so devised as not to reduce the 
national income or check its growth; taxes should be levied 
where they will not reduce efficiency. This end can be 
achieved by taxing rents, and we have already wscussed 
the principle in Chapter XIX. These" principles of taxa
tion" are indefinite and often conflicting. The best 
tax system must be a compromise between them; existing 
tax systems are based on no principle, and can be under
stood only by reference to the historical circumstances under 
which they grew up. 

To sum up: society has departed very widely from the 
strict rule of non-interference with industry by the State ; 
indeed, the policy of non-interference was never carried 
out logically by any State, and in the United Kingdom the 
beginnings of Factory Legislation, the type of the new 
State interference, were established in the practice of the 
State before the Corn Laws, the type of the old interference, 
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were repealed. Wlule, however, State interference is general, 
the drrect supersession of private enterprise by State action 
is still the exceptIOn. If we ask for a brief descriptIon of the 
present social system in its economic aspect, .. competItIve" 
IS still the best we can find; if we look for a rule or principle 
on which the system is founded, we find it still in the separa
tion of econOIDlC organisatIOn from pohtlCal organisation. 
As a rule and in the main, society still relies for the organisa
tion of its economic activities on private enterprise, with 
private property for incentIve and competition as regulator. 



CHAPTER XXII 

THE STATE AND THE ECONOMIC ORGANISATION 

(continued) 

I 

The Assumptions oj the Present System 

THE attitude of society to the economic organisation, 
which we studied in the last chapter, is subjected to a large 
amount of criticism. This criticism is usually combined 
with and dependent on the propaganda of some altemative 
system or policy, and as such falls outside the scope of this 
book, which has for its object merely the elucidation of the 
present system and not the advocacy of some altemative 
system. The present system, however, although it is the 
outcome less of the application of principles to the problem 
of social control over the economic organisation than of 
th., general neglect of the problem by statesmen, makes 
certain general assumptions, on which it depends for 
justification; and it falls within the scope of our scheme 
. to bring these assumptions into the light and examine them. 
These assumptions seem to be four in number. 

The first is that individuals in their economic relations 
can be relied on to pursue their own interest, and that their 
action will be rational and informed. It is only on that 
a.ssumption that conlilumers can be expected to seek out and 
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give their custom to the producers who can satisfy them 
best, to playoff competing producers agamst one another 
and so keep prices down towards cost of production; It 
is only on that assumption that producers can be expected 
to bargam and secure the full value of theIr servIces. 

The second is that competItIOn in industry WIll result 
in the SUrvIval of the sOClally fittest. No one demes that 
competItion produces hardships for individuals; such 
hardship is justmed only if competItion secures for SOCIety 
the ehmination from industry of mcompetent or dishonest 
entrepreneurs and the survival of the fittest. 

The third assumptIOn IS the most important and may be 
put thus: that as a rule pnvate wealth or property WIll 
be acqUIred only by servIce and, conversely, that services 
Wlli be mduced by the posslblhty of acquinng pnvate 
wealth, so that it will be the private interest of some one 
to supply every servlce m which there IS a pubhc mterest. 
Only on this assumption is society JustIfied in leavmg the 
distribution of wealth, a sOClal product, to be settled by 
private contracts between individuals; only on trus assump
tion IS sOClety right to restrict the actiVlties of the State, 
and to lay the onus probandi on the advocates, instead 
of on the opponents, of any extension of the State's 
actiVlties. 

The fourth assumptIOn is that market values correspond 
roughly with sOClal values, and are an adequate indicator 
of need for production to follow. We must conclude that 
value is regarded as an adequate indicator of need, since 
the greater part of productIOn is left to follow that indicator; 
if the value of a thing goes up, more labour capital and land 
will be apphed to producing it, if its value goes down, less 
will usually be produced. 

LIke most of the principles on which statesmen act (or 
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more usually refuse to take action}, and citizens vote, these 
assumptions are largely unconscious and seldom formulated. 

II 

The Assumption of RationaZ Self-l1/,terest 

That the fust assumption, If true at all, is subject to 
exceptions, has been recognIsed by society. AdulteratIOn 
Acts have been passed, because purchasers do not always 
scrutinise carefully the goods they purchase, and Acts to 
compel the fencing of machinery have been found necessary, 
because workers are sometimes so irrational as to take un
necessary risks. The e~ceptions, however, are much wider 
than the State has recognIsed, and the pnnciples on which 
existing restrictions on freedom of enterprise have been 
based would justify much more e~tensive restrictions. 

If purchasers were always rational in their actIOns, pro
ducers would be able to secure their custom only by ofiering 
a better article at the same prIce as their competItors, or 
by offering the same article at a lower price. In practice 
these are not the only methods adopted to secure custom. 
Consumers are open to be influenced, their action is not 
always rational, and it is not at all unusual for a firm to 
spend as much in selling its product as in making it. The 
expenditure on advertIsing in the United States was esti

.mated a few years ago at £120,000,000 a year. The object 
of it is to induce consumers to purchase commodities, which, 
if left to themselves, they would not purchase. Advertising 
is only one method of inducing purchasers to buy, when 
on purely rational grounds they would not buy; the employ
ment of travellers, expendIture on surface finish and fancy 
wrappings, the constant introduction of novelties that have 
absolutely nothing but their novelty to recommend them, 
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a.re a.ll examples of the great waste of productlve capaclty 
which the matlOnahty of purchasers inVlteS. Competltion 
constantly tends to increase it, since if Olle firm in 80 trade 
adopts an advertlSlng deVlce all competmg firms must follow 
suit; the result lS that all draw level again in competing 
power, while so much effort that might have gone to reduce 
cost of productlOn and prices is wasted, so' far 80S the con
s~er is concerned. The mertla wmch leads people to 
buy from the nearest shop, or from the shop they have 
always bought from; the feehng of friendship which leads 
firms and individuals to maintain economic relatlOns, even 
when more advantageous terms might be obtamed else
where; the ignorance that makes consumers eager to 
purchase anythmg for which a fashion can be created; 
all these go to show that the self-interest of consumers is 
as httle to be rehed on a.s their reason. At the most, we 
(Ian only say that competltion among sellers will tend to 
protect consumers against exploitation; custom, ignorance, 
and the perSUBoSlve arts of salesman and advertiser will often 
prevent the tendency from becoming a fact. Competition 
will tend to work in the consumer's interest, but producers 
spend large sums m gettmg control of the consumer. 

Even less true is it to assume that producers will 
be actuated in economic affairs exclUSlvely by motives of 
material self-interest. The use of land and the expenditure 
of capital on land in England have for two centuries a~ 
least been influenced by political and soclal, as well as by 
econoIDlc conslderations; good agricultural land has been 
turned into parks, and landlords have made it a practice 
to leIDlt in bad seasons a portion of the rent due to them. 
Investors in investmg their capltal are not nninfluenced 
by fBoShion, slnlDll advertlsement, philanthropy (as in the 
case of "dlsinterested management" pubhc-hoU8es), and 
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even patriotism. Business men are influenced by friendshIp 
and their conceptIon of what is " falI "in busmess. Lbast 
of all, workmen act from a reasoned consideration of thelf 
material interests. Their choice of occupation is largely 
a matter of chance-the State is only now attempting to 
devise machinery to ensure a wise choice of employment by 
the young. They rarely press for the most they could get 
when trade is boommg; strikes would be many tImes as 
frequent as they are if the manual working class made it 
the chief object of their life to get as much as they could out 
of industry. 

This first assumption of the "competitive system" takes 
an unduly narrow view of human nature. The pressure of 
competition would be intolerable if every one in hIs economic 
relations always insisted on his full pound of flesh. So far 
as individuals are actuated solely by motives of material 
seJ1-interest, industry does tend to become intolerable, as it 
is in. the underpaid sweated ~dustries of East London and 
the overpaid sweated industries of Pittsburg. Fortunately, 
human beings as a rule remain human in their economio 
relations i they are influenced by other than commercial 
motives. By relying on materia.lself-interest for the driving 
force of industry. however, society encourages a wild pursuit 
of wealth; it penalises the man (or class) that does not care 
about money-getting, and it tends to put wealth under the 
oontrol of the greedy and unscrupulous. 

III 

The .A.8sumption tAat Competition leads to the SurvitXil 
oj the Fittest 

How far can the sooond assumption be granted! Ho\'l 
far is oompetition in industry a struggle leading to the 
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survival of the fittest 1 It IS often rllgarded as such. 
People With wealth complacently regard themselves as on 
that account" fitter" than the poor, and therefore entItled 
to thell greater rIChes; possessIOn of nches they take as 
both eVidence and reward of " fitness" 

It IS clear that the struggle can have the effect of select
ing the fittest only 1£ the competitors start level. The com
petitive system, in relymg on competition to secure a Just 
dIstribution of wealth, treats free competitIon as equivalent 
to equal competition; private property makes It impossIble 
that free competitIOn should be equal. Most of the com
petitors are handicapped by lack of property, which means 
defective traIning and lack of capital. Hence for most 
people freedom of enterprise is an empty privilege; they 
may be " free" to enter any trade or professIon that offers 
a high remuneration, but they have not the means. On 
the other hand, the few who have property receive a start 
in the race, and can choose and continue in an occupatIOn, 
irrespective of their ability, so long as their property lasts 
out. An increasmg number of people are exempt by the 
accident of birth from the struggle for survival, and it is 
very largely from their ranks that the indiViduals are drawn 
who control mdustry and govern the country. Freedom of 
enterprise is often confused With equahty of opporturuty. 
Freedom of enterprise obtains; but It is ineffective eIther 
to secure in every case the fittest for POSItions of dIrectIOn 
and influence, or. to ehminate the unfit from such POSItIOns, 
because equality of opportunity does not exist. Freedom 
of enterpnse is a partial check on incompetence or "un
fitness," and it enables the exceptIOnally able or industrious 
or fortunate to rise to positions of importance, as the eXIst
ence of the" self-made man" shows. Its establishment 
has resulted in a great increase in wealth, testifying to a 
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great improvement in the organisation of production; 
but it cannot be relied on, in the eXIsting inequahty of 
opportunity, to secure a distributIon of the product in 
proportion to abilIty and industry. WhIle there is too 
much competition in some quarters, there is not enough in 
others. 

Assuming, however, that economic competitIOn is a 
struggle tending to the survival of the" fittest," the qUestIon 
arises, "Fittest for what ~" So far as the test afforded 
by the struggle is effective,. it is a test only of fitness to make 
wealth. The argument' IS a justIfication of free com
petition, only if the end of man is the production of matenal 
wealth. The distinctive feature of man is that he is a 
moral being; he can choose his end, and judge rus " fitness" 
by reference to that end. To justIfy free competitIon on 
the ground that It gives positIon and influence to the 
" fittest" is therefore to choose the productIon of material 
wealth as the chief end of man. If any other end be chosen, 
for instance art, the religious hfe or the service of others, 
then free competition will stand condemned, because the 
survivors of the economic struggle are not conspicuous for 
love of beauty, piety, or disinterested philanthropy. A 
St. Francis or a Stevenson (not Stephenson) survives by 
reason of his very unfitness to make money; the cathedrals 
of the trurteenth century are a great achievement just 
because their builders dId not adopt the methods that 
bring wealth in a competitIve society. "Efficiency" is 
often used in the same loose way as "fitness." Just as 
the rapid acquisition of wealth, if due to causes other than 
luck, prove fitness to acquire wealth, which may carry WIth 
it unfitness to do anything else (especially to spend it well), 
so a high degree of efficiency may denote a low grade of 
abihty and character, if the work is mechanical and requires 
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httle inItiative and onginahty. Stevenson's" efficiency" 
at wntmg dId not enable him to earn enough to keep hIm
self untIl he was over thirty, whIle the "efficiency" that 
earns a popular novelist thousands a year WIll often fall to 
keep hIs wntmgs ahve ten years after he is dead. The 
type of "efficIency" or "fitness" that the competitive 
system tends to throw up IS the " self-made man " or the 
American milhonalre; he is sometImes a very admIrable 
person, but sometimes one is reminded of Sydney SmIth's 
reply to a man's boast that he was" self-made" -" You take 
a great responslbihty off the shoulders of the AlmIghty." 

IV 
The Assumption that Wealth wiU be associated with 

SociaZ Service 

The third assumption is the most important; it is the 
most general ground on which productIOn 18 left to private 
enterprise and dIstnbution to private contracts. The 
assumption is of course only that, as a rule, private wealth 
is the reward of service and that, as a rule, services will be 
induced by the prospect of private wealth. Exceptions 
to the rule are admitted by the practIce of States, and we 
have already noted the chief of these exceptIOns; what 
we have still to note is that the grounds on which these 
exceptIOns were made would justIfy other exceptIOns so 
numerous and important as to suggest doubts of the vahdity 
of the rule. If It be found that the system of free enter
pnse admits in its normal workmg of pnvate wealth without 
servIce, then the presumption against State interference 
with production and distribution breaks down. 

The chief case in which the State has superseded private 
enterprise on the ground that private enterprise would allow 
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individuals to exact payment out of proportion to service, 
and so acquire private wealth Wlthout service, is the case 
of technical monopolies. When monopoly IS reqUITed by 
technical considerations, as in the case of most public utili
ties, the consumer loses his usual protectIOn agamst exploita
tIOn, namely competitIOn, and the State has to deVIse other 
safeguards. Any restriction of competition, however, even 
if it fall far short of complete monopoly, deprives the con
sumer of his safeguard, competition; and restnctlOns on 
competition are far more frequent than perfectly free com
petitIon. In allowing freedom of enterpnse socIety assumes 
that it will always pay producers to supply society Wlth what 
it wants in the largest quantity possible; a very little 
experience of the effects of competition teaches producers 
that it may pay them better to restrict competItion and 
limit supply. By limiting supply they force values up, 
and high values on a. lImited output may pay them as well 
as a liDllt~d output at a low value. The interest of society 
lies in a large output and low values, the interest of pro
ducers hes in high values, and if they can secure high values 
by no other means they will contrive to limit output. 
There is therefore in the system of free enterprise, since 
free enterprise includes freedom to combine as well as 
freedom to compete, a principle encouraging producers to 
make a profit out of society's loss; they can make society 
pay them more by the simple process of giving society less. 

Nor is it safe to assume that freedom of enterprise will 
ensure that producers will apply themselves to producing 
the things that people want. Consumers are open to 
influence; on the whole they are not averse to being told 
what they want, so that they are saved the trouble of 
deciding for themselves. Hence it is possible for producers, 
by advertisement and other means, to control demand, 
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and make a profit by supplymg what nobody, who stopped 
to thInk, would want. Thus pills that cost a farthing a 
box to make and can have no effect on any disease except 
by way of faIth-cure are sold at Is lid. a box; and count
less products, made only to sell, eam for their manufacturers 
profits which represent no sOCIal service. Even when the 
advertised commodIty is good of its kind, as are many 
proprietary foods, and the receIpts of the busmesses supply
ing them do not much more than cover expenses, the pay
ments made by society are out of all proportion to the 
service receIved by society; for a large part of the expenses 
of the businesses consIst of the expenses of advertisement 
and selling. All the cases we exammed m which society 
assumed rational conduct and self-interest Without justIfica
tion are cases m which wealth will be obtained by some one 
without a correspondIng service to society. 

When we examined the function of the dealer, we found 
that there were certain kInds of dealing, wruch. we called 
"IllegItimate speculatIOn," which profited individuals at 
the expense of SOCIety. It is not necessary to recapItulate 
them; here we need only note that they tell agamst the 
assumption that wealth is obtained by service, and in the 
aggregate they form an important part of modem busmess. 
In most modern communities, owing to the growth of popula
tIOn and the increase of wealth, one kind of transaction 
akIn to dealmg affords especial opportunitIes of growing 
rIch Without performmg any eqwvalent service to SOCIety. 
There are certain forms of wealth of wruch the supply is 
limited: Old Masters are the most obvious and land 
the most important example. As population grows and 
wealth increases, the demand for such things grows, and 
the fortunate possessors of them grow steadIly rIcher With
out hftmg a finger. The continued influence of the older 
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aristocracy in the Umted KIngdom IS due largely to this 
source of private wealth. It should be as dlfficult by sitting 
still to add a penny to one's income as It IS by taking thought 
to add a cubit to one's stature. 

The older aristocracy suggests another and the most 
important method of acquirmg wealth Without rendermg 
service, namely inheritance. It is no merit m a man to be 
born the son of a IIl11honaire; yet society rewards his 
judicious choice of parents more wghly than it rewards 
the efiorts of its greatest artists, philosophers, scientists, and 
inventors. The inhentance of wealth is as important a 
cause of inequalities of wealth as is free enterpnse; it has 
not the same grounds of SOCial expedience. Even If pnvate 
wealth is found to be the best incentive to wealth productIOn, 

.freedom of testamentary disposition seems an unnecessary 
extension of its rights. In this respect Feudahsm, with Its 
close association of duties With property and Its resumption 
of possession by the King whenever the duties attachmg 
to the property could not be performed by the tenant, afiords 
a. suggestive comparison with the modern system. To be 
logical the advocates of free enterprise and competition 
should advocate the abohtion of inhentance; the results 
of such a policy would be interesting and very dlfierent from 
the present system. 

Of almost equal social importance With the cases of 
indlviduals obtaining wealth without rendering selVlC8 are 
the cases in which wealth is indeed obtained in return for a 
selVlce, but for a service that would have been forthcoming 
even if no payment has been made-the cases, that is to 
say, in which the payment is of the nature of economic rent. 
Land gives a service for which society pays the land
owner; but land would be just as serviceable if no payment 
were made. We have seen that economic rent, or payments 
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for productiVIty whICh is not evoked by or dependent on 
the payment, form a large part of income, not only of 
the income from land, but also, though in a less degree, 
of incomes from labour and capital. We saw also that 
society makes no distInctlOn between econOmIC rent and 
payments which do evoke, and are necessary to evoke, 
productivity; and no dIstInctlOn between Investments In 
property that YIelds econOmIC rent and investments in 
property that yIelds only Interest. Any wholesale con
fiscatIOn, therefore, of rents or rent-YIelding property would 
disappoint the legitImate expectations of .individuals; 
It would involve injustIce to these mdIviduals and mIght 
create a feehng of insecunty that would outweigh the 
advantages of the confiscated property. While, however, 
the theory of rent does not justIfy a pohcy of confiscatIOn, 
the conSIderatIOn of econOmIC rent remains of the utmost 
importance in forming a general VIew of the econOmIC 
organisation, since It IS essential to a sound Judgment of 
its advantages. It is an ObVIOUS defect of the present 
arrangemellt that SocIety pays so much of its wealth to 
indiVIduals, not mdeed for nothing, but for serVIces whIch 
it might have had without paying for them, If only it had 
not allowed them to get mto private hands. The present 
arrangement is SOCIally wasteful, since SOCIety spends so 
much of its income m applying its normal incentive to 
production-property or pnvate wealth-where no InCentive 
is needed. A recogrutIOn of trus waste is to be dIscerned 
in the attempt to concentrate the new taxation needed 
to finance new State-services on large incomes, of which 
economic rent may be presumed to form a large part, and 
to buy up natural monopolies and land, to secure any in
creases in the rent they yield. 

The assumption then that property represents serVIce 
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to society is too large to fit the facts, and the cases in which 
society has recognised an exception by sociahsmg a service 
or taxing a form of income by no means exhaust the 
exceptions. Free enterprise must be the baSIS of any 
organisation of industry, but its disadvantages have been 
underrated, and there is no adequate ground for the eXisting 
presumption against State-enterprise. Even when wealth 
is obtained in return for service, the service may be accom
panied and neutralised by some disservice; the cheap goods 
of the sweater are a service, but a service neutrahsed by 
the social eVil of sweating. This aspect of the present 
economic organisation, however, can be considered better 
in a later chapter. 

Even less adequate does private enterprise appear when 
we consider the converse of the assumptIOn we have been 
criticising, namely, that all the services society needs, and 
in the present state of wealth can afford, will be forthcoming 
from private enterprise. So numerous, we have seen, are the 
cases in which the State supphes services, formerly neglected 
or supplied by private enterprise, that the "ssumption 
would need no further criticism if it were not that there 
eXists a widespread though unconscious feeling that a 
service is not important or worth providing, unless it will 
.. pay" in a competitive plarket. This simple test of the 
need for a thing, Will people pay for it! is doubtless useful 
and. convenient as a rough-and-ready guide to productIOn; 
more than that it is not. To use it as a general test of the 
value of services is to assume a coincidence of public and 
private interests which does not exist for two reasons: 
firstly, because many people are too poor to pay for things 
which it is in the pubhc interest that they should have, and 
secondly, because there are many services enjoyed com
munaUy, which individuals either will not or cannot pay 
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for Individually. In the first class fall the elementary 
functions of government. The admIn1stratIOn of Just1ce 
was at one time supphed for fees and pa1d for by fees; 
soc1ety found 1t "pay" better to supply it "at a loss." 
General elementary educatIOn 1S needed In the lOterests 
of SOClety, but cannot be pa1d for by those who benefit 
by it. Sanitation and the treatment of infectious diseases 
the State has taken over from pnvate enterpnse; for the 
same reason, namely, that health 1S a public Interest, it 18 

assuming respons1bihty for the treatment of other ruseases 
and for the feeding of school chlldren. Decent houslOg 
accommodation cannot be supplied commerc1ally to certain 
classes; and apparently land for small farmers 1S not to be 
had at a pnce they can pay; in both cases the State is 
interfering. In the second class fall such amenit1es of town 
hie as parks, picture-galleries, and museums. InruVldual 
workmen in congested rustricts cannot afford open spaces, 
the town proVldes them; ind1Vlduai students of art cannot 
afford to buy good plCtures, the State buys for them,-lt 
is true that the taste shown by the State In 1ts purchases is 
not always the best poss1ble, but the taste of the State is 
the average of the taste of the Cltizens, and that can be 
ra1sed only by a more generous expenruture on art. L1beral 
sturues and research do not "pay" commerClally; the 
State therefore contnbutes to their upkeep, and ought to 
contnbute more. Trams and hght railways may justly be 
run "at a loss," 1£ they help to relieve overcrowrung or 
are needed to maintain the prospenty of an agncultural 
district. SerVlces supplied by the State " at a loss" are 
merely services pa1d for partially by taxes instead of by 
prices; the maintenance of law and order and natlOnal 
defence are pa1d for wholly by taxes, yet no one speaks of 
them as bemg "run at a loss." Utility to a community 
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is one thing, utility to indlviduals another. Where m
dividual values and social values coinCIde, the supply 
of services can be left to private enterprise; where, as in 
so many cases, they do not coinCIde, the State, or some other 
public body, must act. In the case of government enter
prise a commercial loss may be a SOCIal gain. 

V 

The Assumption that Market Value is a Satisfactory 
Indicator for Production to follcw 

The last assumption of the present economic system is 
that market value is not only an automatic indicator for 
production to follow, but an ideal indicator, which we have 
only to follow to secure the greatest possible amount of 
satisfactiou for society from the efiorts and sacnfices of 
production. A high value indicates that a thmg is wanted 
much, it also stimulates the supply of it, falling value in
dicates that no more of a thing is wanted and at the same 
time checks the supply of it; so that, it is assumed, we 
have only to leave business men to follow market values 
in their production and society will get just what it wants. 
Accordmg to this view, given free competition, supply and 
demand tend to reach an equilibrium, at wmch the efforts 
and sacrifices which lie behind supply are exactly balanced 
by the satisfactlOns which lie behind demand; thus present 
values represent a maximum economy of the application of 
means to ends. a maximum of satisfactions and a minimum 
of cost. 

Such a conclusion requires not merely free but equal 
competition. The indlcator value. though it is as a matter 
of fact followed by production, is very unreliable as a guide 
to the best use of the productive powers of society. Let 
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us return for a moment to our examInatIOn of the Influence 
of utility on value. We saw that the law of dImInishing 
utility explaIns our valuatIOns of things. The value we 
put on anything depends on the amount of It we have, 
every addItIOn to our supply of it gives us less satisfactIOn 
than the prevIOus addItion; therefore the faIlIng of the 
value of a thing as the supply increases does indicate that 
it IS satisfying a less intense want, and, by IndIcating to the 
producer that something else is now wanted, does conduce to 
a greater total of satisfaction. But this explanatIOn tella 
us only why dIfferent quantities of the same commodIty 
give dIfferent degrees of satisfactIOn to the same person; 
why, in the instance we took, a third pound of tea a week 
gives less satisfactIOn than the first pound of tea; it does 
not tell us why different individuals set different valuatIOns 
on the same quantity of the same commodIty, why, for 
instance the man With £1000 a year values one pound of tea 
at 5s. and a second at 3s., while the man With only £100 
values one pound of tea a week at 2s. and a second pound at 
Is. The reason IS of course that their Incomes are different. 
The actual valuatIOn that a man sets on a pound of tea a 
week depends not only on the number of pounds he has 
already, but on the income out of which he has to satisfy 
aU his wants. 

Suppose we had a "unit of satisfaction," suppose 
satisfactions could be measured and we could express any 
satisfaction in terms of that unit; then we should find that 
a sovereign represented to the man With £10,000 a year 
the pOSSibility of, say, one unit of satisfaction, to the man 
With £1000 a year something hke ten units, and to the man 
With a WIfe and children to keep on a pound a week perhaps 
a hundred units of satisfaction. Spent by a rich man a 
sovereign gives one unit of satISfaction, sJ>8nt by a poor man 
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a sovereign gives a. hundred times as much satisfaction; 
therefore the rich man to get the satisfaction of a pound of 
tea a. week might be willing to give ten sovereigns, wlule 
the poor man, for the same satisfaction, would only gIve a 
tenth of a. sovereign. The nch man, SInce rus cruef wants 
are a.ll near the POInt of satiety, will spend In satisfying hIB 
slightest whims as much money as the poor man will spend 
to satisfy hIs greatest needs. The reason is the same law 
of diminishing utility; the rich man can carry the satisfac
tion of his wants further than the poor man, and therefore 
gains less from an additional purchase. 

Now in the market the rich man's sovereign, wJ:rich 
represents one unit of satisfaction, has exactly the same 
influence as the poor man's sovereign, which represents a. 
hundred units of satisfaction. If a rich man offers a. 
hundred pounds for a Pekinese puppy while a poor man 
is offering ninety-nine pounds for the education of his 
children, the productive resources of society will be devoted 
to getting the rich man his Pekinese puppy before the educa.
tion of the poor man's cluldren will be thought of. This 
is so only if the proportion that costs of production bear 
to market value is roughly the same with the different 
services; but as a. matter of fact we may expect the margin 
of profit to be greater in the case of commodIties consumed 
chiefly by the rich, since rich buyers have not the same 
incentJv~ as poor buyers to beat prices down. The richer 
classes will have the first claim on the productive resources 
of society because money means least to them; as their 
luxuries pall and their whims are exhausted, they will offer 
less and less for further satisfactions, the value of their 
luxuries will sink, untIl it pays,producers better to satisfy 
the needs of the poor; by following market values pro
ducers supply the extravagant futilities of Mayfair. while 
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food, decent hOUBing and clothmg are lacking in the East 
End. 

In following market values then the organisers of pro
duction are following a blInd gwde, so far as the sOCIal 
value of work IS concerned. Market values would mdlCate 
where the productIve powers of society can be apphed to 
produce the greatest satIsfaction only If mcomes were 
equal or proportIOnate to families. The unequal distribu
tion of wealth makes them a false and IDlSleadmg indicator, 
and the greater the mequality of wealth the greater will be 
the waste due to thIS faulty applicatIon of the productive 
powers of society. Inequahty of wealth IS mcreasmg, 
great fortunes are hke snowballs; we may expect therefore 
a less and less economICal apphcatlOn of productive power 
to wants as tIme goes on, we have to look to a. growmg 
dIvergence between the aims of production and the needs 
of sOCIety. Society is behaving hke a man who should 
spend £50 on a court dress when he has no underclothing, 
or buy fancy cakes when he needs bread. Market values 
are the outcome of the present dIstributIOn of wealth; 
the prmciple on which they, and therefore the econoIDlc 
orgamsation of wruch they are the centre, are based is the 
prinCIple "Unto rum that hath shall be given, and from 
him that hath not shall be taken away even that which 
he hath." 

Thls characteristic of market values makes thl? present 
distnbution of mcome, as well as the directIOn of production, 
unreasonable. We saw that productIvity was an important 
influence m dIstnbution; competItion among entrepreneurs 
tended to secure for each producer and each agent of pro
duction the equivalent of its productivity. But" pro
ductivity" is always productivity of value, and therefore 
bears no necessary relatIon to need. The product of Mllton's 
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labours from 1658 to 1665 was Parad~se Lost, the productimty 
of those labours was between £10 and £20, the pnce he 
received for the product. The produce of a farm is usually 
increased by keeping game down, but by stockIng the farm 
with game at the expense of the produce the produchvity 
will often be increased, since more will be paid altogether 
for the use of the land. The defence, then, of the present 
distribution of income that It IS m accordance with pro
ductivity, that each gets tke value of his contribution to wealth, 
is an explanation merely, not a defence. Value IS a question
begging term. All that this argument amounts to is that 
tke contribution of each is valued at what ke gets. If we enquire, 
Have these values any basis m principle, any constant 
relation to social service, any absolute standard! we find 
that they have not. 

In conclusion, it may be noted that the policy of laissez
faire, which dominated the State in Enghsh-speakIng 
countries during a large part of the nmeteenth century, • 
created enormous difficulties for the State in the twentieth 
century. It was natural enough and doubtless expedient 
to sweep away a system of State-regulation of econOll11C 
activities which had been rendered obsolete by the Industrial 
Revolution. But the evils of State-regulation in the early 
nineteenth century were due to the character of the regula
tion and of the State, not to State-regulation as such. And 
the State, having once rehnquished the attempt to control 
the economic organisation, has found the task of control 
doubly difficult, since it has resumed the attempt. The 
very success of the policy of laissez{aire in stimulating the 
growth of material wealth has complicated the task, since 
it has created great fortunes and businesses, that can meet 
the State on terms of something like equality. Economic 
relations have in some places become of more importance 
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than political relations; the economic organisatlOn, which 
always develops more rapidly than the pohtlCal orgaDlsatlon, 
threatens to swamp or control the State. Hence the strong 
reaction against laMsez-fa~re j hence the regulatlOn of con
ditions and hours of employment, the proposal to return to 
ProtectIon, the State fixIng of wages, and, in some cases, of 
rates and prices, the proposal to extend to England from 
Scotland and Ireland the State fixIng of rents, the munici
palisation of public utIhties, the dissolution of trusts in 
AmerIc&-though trusts are a perfectly natural outcome 
of free enterprIse--the taxatlOn of the over-rich. Yet the 
State has not got control of the econOmIC organisation i 
in many places the econOmIC organisatIon controls the 
State; and there are SIgns, in such movements as Syndical
ism, of a despair of the State as a means of securmg the social 
control of the econOmIC organisatlOn, whIch will Increase 
still further the difficulty of securmg State control. More
over, the reluctance of runeteenth-century governments to 
regulate and supplement freedom of enterprise has resulted 
in evils that obscure the importance of freedom of enterprise 
itself. Freedom of enterprise in some form or another must 
be the basis of any orgarusatlOn of production based on 
specialisatlOn; not only is it the only effective guarantee 
of individual initiative, and therefore of elastiCity and 
adaptability in the orgarusation, but the alternative--that 
the State should deCIde in detail what every one' shall do 
and what everyone shall receIve--IS a task to which no 
body of offiCIals is equal. But freedom of enterprIse does 
not exclude State enterprise, and the existing presumptWn 
against any interference With freedom of enterpnse is the 
most serious hindrance to tIDe economic progress. 



CHAPTER XXIII 

WEALTH AND WELFARE--THE MEASUREMENT OF WEALTH 

I 

Wealth as Product 

THE word II wealth .. is used in more senses than one. The 
commonest seems to be .. economic wealth," which, we have 
seen, means anything that satisfies a human want and is not 
unlimited in quantity. Economists take this meaning of 
the word and standardise it; Economics is the study of the 
social organisation by which wealth in this sense is produced 
and distributed. The want which a thing must satisfy, to 
come under this definition of wealth, may be of any kind. 
The beer Wlth which the drunkard tries to satisfy lumself 
is just as much wealth as the beer that the temperate take 
to quench their thirst on a. hot day. Rifles and bicycles, 
made sometimes by the same firms, are both wealth, though 
their uses are so dIfferent. "Bad" hterature and " bad .. 
art are wealth just as much as "good" hterature and 
.. good" art, since many people get a satisfaction from them; 
those who possess them are rich to the extent to which they 
possess them; if they get no satisfaction from them them
selves, they can sell them to people who do, and with the 
proceeds buy something that they do want. While the 
want which a thing satisfies may be of any kind. the thing 
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must be hmIted in quantity, or it will not count as wealth. 
If It IS unlimited In quantity the possessors of It Will be 
nnable to exchange it for anything else, smce no one Will 
give anythIng in exchange for a thIng that can be had for 
nothIng. Trus differentia IS necessary to the defirution of 
wealth,since the word is apphed-stnctly WithIn its ongmal 
meanIng, but only metaphoncally to-day-to thIngs wruch 
satisfy human want and are unhmIted In quantity. Fresh 
air, for example, and scenery are spoken of as wealth. In 
the ordinary sense of the word, however, they are not wealth; 
no one who had more of them at rus command than he 
wanted could get anything In exchange for them; only 
when the supply of them is hmIted do they become wealth 
In the narrower and more usual sense of the word, as they 
would do If the fresh air were laid on to London by pipe 
from Margate, or the scenery enclosed In a park and a 
charge made for admission. 

Trus narrow use of the word wealth Identifies wealth With 
the product of the econOmIC orgarusation. The economic 
orgarusatlOn as a whole eXists to produce means of satISfying 
wants that are not unhmited In quantity or proVided" free " 
by nature; means of satisfactIOn, that IS to say, which will 
not be forthcoming without some orgarusatlOn to produce 
them. The organisatIOn and Its pans derive their value 
from the product; the worker gets a wage only because hIS 
work is needed to produce these means of satISfactIOn; a 
machIne has a value only because it can be used for the 
same purpose; the product IS the end and object of the 
orgarusatlOn. The wealth of an individual or a country 
is the means of satisfaction wruch he or it possesses, or, 
in other words, the amount of the product of industry and 
commerce which he or it can command. The product 
usually takes a material form-ilO many pieces of cloth, 80 
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many tons of coal, etc.; but it may equally well take the 
form of a service. Transport is an important part of the 
wealth of modem countries; it satisfies wants, dIrectly and 
indirectly, and it is not proVlded by nature free. The 
services of the professions are wealth of the same kind. 
Indeed, material goods are desired only for the services which 
they render; men want not cloth but clothing, not coal 
but heat, and cloth and coal are wealth only because they 
enable men to satisfy these wants. But whether we speak 
of goods and services or of services alone as formmg the 
content of wealth, we identify wealth WIth the product 
of the economic organisation; the economic organisation 
exists to produce these means of satIsfying wants, and but 
for the economic organIsation they would not be forthcoming. 

The method by which wealth is measured brmgs out 
olearly this conception of it. It is always assumed that 
wealth is measurable, and it seems only a matter of time 
and trouble to total up the wealth of a country in tons of 
this commodity, yards of that and gallons of another. Such 
a method, however, would give us no measure of wealth in 
the form of services; we might put in our inventory so 
many surgeons and so many teachers; but since the surgeons 
and teachers might difier very much in their ability, skill 
and industry, we should have no measure of the country's 
means of satisfying its wants in the way of surgical treat
ment and education. And even in the case of material 
forms of wealth such a measure is inadequate, since it 
ignores difierences in quality; sixty yards of one kind of 
cloth may be double the amount of wealth embodied in 
sixty yards of another kind of cloth. The dUIiculty is 
overcome by tota.lling not the forms of wealth themselves, 
but their exchange-values. Most production is carried on 
for exchange, and nearly all forms of wealth are at some 
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time or other exchanged. Tws exchange takes place not 
directly, but through the medIum of money. Hence money 
becomes a general common measure of exchange-values, and 
a total of wealth 18 expressed in terms of money; so ac
customed have we become to measuring wealth in money, 
that the word" money" is frequently used as synonymous 
with " wealth." 

There are, however, practical dIfficulties in the way of 
gettmg dIrectly the total value of the product of the economic 
organisatlOn, since in no country is anythillg hke a complete 
annual census of productlOn taken. IndIrectly, however, the 
total can be reached by addIng together incomes, wwch 
we have the means of estlmatmg. A man's Income IS the 
claim (measured in money) which he has on the product of 
the economic organisatlOn; the total of the mcomes of the 
people m the country will be the total value of the country's 
product, smce the claims as a whole are exchanged for the 
product as a whole. We have more information about 
people's incomes than we have about their capital or total 
wealth, and, as we saw in Chapter XII., we must conSider 
wealth as IDcome rather than as stock, If we are not to 
overlook certain important forms of wealth, especially 
services rendered directly and not through the medIum of 
commodIties. 

By making a total of incomes the wealth of the United 
Kingdom is estimated (1913) at about two thoWiand mIllion 
pounds a year. The informatlOn about incomes is obtained 
from vanous sources. The Income Tax returns bring under 
revi,ew all incomes of more than £160 a year, and incidentally 
some incomes of less than that amount. Some corrections 
have to be made in the total of income given by the Income 
Tax returns; it is a total of gross incomes, and some deduc
tion has to be made for repairs and renewals; on the other 
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hand, some additIon must be made for income escaping 
assessment owing to false and incomplete returns To 
the incomes of the income-tax paying class IS added an 
estimate of the total wages paId in the country, i.e. the 
incomes of the manual worker class. ThIS is based on the 
Censuses of Wages taken in 1906 and 1886. The returns 
made by employers on those occasions were voluntary and 
therefore not comprehensive, but they were full enough to 
afford a basis for estimating the normal earnmgs of every 
class of worker; the Census of PopulatlOn gIves the number 
of individuals in each class, and the Labour Department 
of the Board of Trade keeps a record of changes in wage
rates; hence it is possible to estimate the total income of 
the wage-earning class. A more complicated task IS the 
estimate of the total incomes of the dass that falls between 
the income-tax paying class and the wage-earntng class; 
a reliable estimate, however, has been made by a commIttee 
of the Economic Section of the BrItish Association. These 
three classes cover the whole populatlOn of income-receivers, 
and by addIng together the estImates of thetr incomes the 
figure of two thousand IDlllion pounds is reached. This total 
of incomes is the total value of the annual product of the 
country's economic organisatlOn; for the incomes are simply 
the claims on the product which the economic orgarusation 
gives rise to. The method of measunng wealth, then, and 
the estimate of the wealth of the country as a whole, are 
based on the conception of wealth as consisting in product. 

There is no need to go behind this conception for the 
purpose of studying the organisation for producing and 
distributing wealth. Economics, in standardising this 
meaning of wealth, is merely following ordinary usage. A 
.. rich .. man is a man with a large command of the product 
of the economio organisation, whether he exercises it by 
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buymg goods or services. A" rlCh " country is a country 
which denves a large amount of product from Its economic 
organisation, or has large claims on the product of other 
countries' economic organisation-as England has In the 
form of Interest on foreign investments. The present age 
is " rlCh " compared Wlth earlier ages, because the product 
of its economic organisation IS so much greater; when we 
speak of the "growth of wealth " we mean the increase 
of product. On thls conception of wealth the present 
econOmIC orgarusatlOn is based. It is directed solely to 
securmg the largest possible product in proportion to 
expenruture, and is judged accordIngly. DlBtnbution is 
based on the assumption that those who contnbute to 
production can be relied on to insist on a proportionate 
share of the product; they are " efficient" In proportion 
to their productivity, and the system is .. fair" or" unfair" 
accordIng as rustnbution is in proportion to productivity. 

II 

Wealth as Welfare 

But the word " wealth" is capable of another meaning. 
It is used to denote anything that contnbutes to human 
welfare. In tills sense, wealth will not exclude any means 
of satisfying human wants merely because they are not 
hmited in quantity; in this sense, fresh aIr and scenery 
are an important part of wealth. On the other hand, It 
does discnminate between wants, and excludes from the 
category of wealth the means of satisfying some wants 
which do not contribute to welfare. What satisfactions we 
regard as contributmg to welfare depends on our etblcal 

. views; but even the Utilitanan, who regards satisfactions 
q11antitatively only and makes pleasure the end of hfe, will 
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hold that welfare requires some wants to be left unsatIsfied 
(those that" draw repenting, after "), whIle others need 
cultivation. 

There is not the same agreement in the applIcation 
of the word wealth in this second sense as in the other 
sense. It is applied to dIfferent things according as con
ceptions of welfare vary; the drunkard will apply it to 
beer, his wife probably will not. And conceptIons of 
welfare vary widely. The statesman who is anxious to 
pursue a " spirited" foreign polIcy regards armaments as 
wealth in this second sense of contnbuting to welfare, as 
well as in the other, more ordinary, sense; the Quakers 
regard armaments as what Ruskin called" illth." Ruskin's 
quarrel with his contemporaries-or one of his quarrels
was that they regarded as contributing to welfare, and 
therefore as .. wealth" in this deeper sense, the great mass 
of mechanically ornamented products of modem industry, 
which he regarded as ugly, useless and demoralIsing. The 
English governing class of a hundred years ago encouraged 
enclosures, partly because it was to their private interest 
so to do, but partly also because enclosures increased the 
product of the land, and they thought that an increase in 
product must necessanly bring an increase in welfare; in 
Germany the same change was efIected under a dIfIerent 
conception of social welfare, the peasants on the land being 
treated as of more importance than the product of the 
land. 

Because there are these divergent conceptions of welfare, 
varying with every variation in ethical, aesthetic and 
pohtical views, econOmIsts have chosen to leave on one side 
the study of wealth in this second sense, and have confined 
themselves to wealth in the commoner, agreed sense; they 
have studied the organisation for satisfying wants, without 
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co,nsideringdIstmctionsm the londof wants. Unfortunately. 
the two senses of the word are not kept dIstinct in ordInary 
speech. It is impossible m practIce to prevent the assoCI&
tions attached to wealth in its Wider sense from attachmg 
thelnBelves to the word when It IS used to mean only econOmIC 
wealth. The dIstinction can be made and mamtained in 
a systematIc treatISe; but as soon as we pass from the 
treatise to conversatIOn or pubhc discussIon, from study to 
practIce, our careful distinction is hkely to be Ignored and 
perhaps forgotten by ourselves. It is Impossible, therefore, 
to make any practIcal use of econOmIC studies, to apply 
the conclusions of economic SCIence, without conSIdering 
what is the relation between wealth in the narrower sense 
of economic wealth and wealth in the wider sense which 
includes all means of welfare; we must have a. clear idea. 
oj the relatIOn of wealthr-for the rest of thIs chapter we will 
keep the word to mean econOmIC wealth-to welfare. It is 
the more necessary to conSIder this question, smce wealth can 
be measured and cha.nges in Its quantIty stated definitely, 
whIle of welfare there is no exact or definIte measure; 
inevita.bly, in the absence of any other measure of welfare, 
the economic measure will be used, and an increase in wealth 
treated a.s an mcrease m welfare. To state fully the relatIOn 
of wealth to welfare would, of course, involve answering the 
questIOn, What is welfare 1 and comparing and cntIcISmg 
all the dIvergent conceptions of welfare, whIch would be an 
ethical enqwry and beyond our scope. Our purpose, how
ever, will be served If we can mdIcate the chIef mfiuences 
on welfare which the mea.sure of wealth ignores, and so 
make clear the limits withm whIch an increa.se of wealth 
indIcates an increase of welfare. That is the important 
practical question; how far, and under what CIrcum
stances, an increase of wealth is an mcrease of welfare. 
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III 

DeJects in the Usual Method oJ computing the Country's 
Wealth 

The wealth of the United Kingdom is estimated at about 
two thousand million pounds per annum. The method by 
which this estimate is reached has been descnbed. Although 
the best available, it has serious defects; it excludes much 
that is wealth and includes much that IS not wealth. 

It excludes much that is wealth, because it takes account 
only of goods and services that come within the circle of ex
change. There are many services given for which no payment 
is made, but which are wealth just as much as selVlces which 
are paid for. The most important of these unpaid services 
is the domestic work of wives and daughters. Domestic 
servants are paid wages, hence their services are included 
in the estimate of the country's wealth; Wives and daughters 
are paid nothing for exactly the same services, hence no 
record or measure of their work exists, and their services are 
ignored in estimating the country's wealth. The services 
of members of parliament (since 1911) are counted as part 
of the country's wealth, since they receive a salary which is 
assessed to Income Tax, and is therefore included in the 
two thousand million pounds at which the country's wealth 
is computed. The humbler, but more useful, county or 
borough councillor is paid nothing for his services; there
fore he does not affect the total of income assessed to Income 
Tax or estimated as wages; therefore his selVlces are ignored 
in the process of computing the nation's wealth. The same 
is the case with all volimtary social and public service, it 
is ignored in the ordinary computation of wealth; yet the 
economic loss of a war would hardly be greater than the 
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cessatIon of such services. The method ignores material 
forms of wealth as well as servIces. A park occupied by ita 
owner counts as wealth, smce its annual value counts as 
part of its owner's income for purposes of income tax; if 
he presents the park to the commumty, the service it gives 
WIll probably increase, but will no longer be included in 
the computatIon of the country's wealth, since it will no 
longer form a part of any person's money income. The 
vegetables a. man buys are included in the two thousand 
millIOn pounds; the vegetables he grows for his own use 
will not be, since they do not come into the market, where 
wealth is measured by being exchanged for money. This 
element of subsistence economy is more important on the 
Contment than in the United Kingdom, and used to be more 
important than it IS; as it gives place to commercial 
economy, the amount of wealth measured will increase, but 
there may be no increase in the product of the country's 
actiVIties and resources. Of course it would be possible 
to estimate the value of these uncommercial goods and 
services, and add it to the estimate of the country's wealth 
obtained by the other method; but the calculation would 
be dIfficult, there are no materials for it in existence, it is 
not, as a matter of fact, made, and the wealth it represents, 
remainmg unvalued, tends to be overlooked. 

On the other hand, the ordmary computation of a 
country's wealth includes much that is not wealth. It 
includes every form of money income which is receIved by 
the mdividuals in the country; there are, however, sources 
of income to indiVIduals which are not wealth from the 
point of view of the community. The National Debt WIll 

serve as an example. Consols are property, not wealth. 
The interest on them is not in the same category as the 
interest paId on mdustrial investments or on loans made 
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to Municipal Corporations for industrial purposes; the 
interest on the latter is produced by the plant in which 
the investment is emboched, it is an actual addition to 
wealth, which the investors are able to secure; the mterest 
on the former is merely a transfer of so much wealth from 
the tax-payer to the holder of Consols, since the loan which 
the Consols represent has been spent once for all on war 
long ago, and is domg nothing to increase production now. 
At least 1 per cent of the" wealth" of the United KIngdom 
is of this nominal character. 

More important than this source of error is the defect m 
the method of computing wealth, by which certam services 
are treated as additions to wealth which should really be 
treated as deductions from it. Coal is wealth, and the 
aalaries, profits, and wages to which its production gives nse 
are rightly included in the estimate of the country's wealth. 
But the use of coal produces so much chrt in the atmosphere 
that clothes need wasbmg more frequently than they would 
do but for its use. A large part, therefore, of the expense 
of laundry should be set agamst the use of coal. The 
services of the laundries are not an addition to the wealth 
of the country; they are part of the cost of securing the 
addition to the wealth of the country made by the use of 
coal. We should deduct them from the value of the coal 
to get the net or real addition to the wealth of the country 
made by coal; the ordinary computation adds them. There 
are many cases in which one industry or service is called for 
by the ill eftects of others, many cases in which one group 
of workers merely repairs evils incidental to the work of 
another set, with the result that the net addition made to 
wealth is far less than the apparent addition. 

The increase in wealth produced by the factory System 
is subject to large discounts on this account. By bringing 

1'2 
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together the workers ill large masses, the system enormously 
increased the productIvity of labour; but by brmgmg them 
together it at the same time created the modem town. 
LIfe in a town, to be healthy and decent, requires a much 
greater expendIture per head of population, on samtation, 
street-paVIng and cleansing, pohce, and even education, 
than hfe in the country, as IS shown by the hIgher level 
of local taxation in town than country. To estimate the 
net additIOn made to wealth by modem methods of pro
ductIOn, therefore, we must deduct from the value of the 
product the expense of all these pubhc utility services; 
they are all part of the socIal cost of productIOn of 
goods made by these methods. The ordmary computa
tion of natIOnal wealth agam does not deduct, but adds ; 
for It includes in the national income both the incomes 
derived from industry and the incomes denved from loans 
to estabhsh these services and payments to mamtain them. 
Factory inspectIOn, wages boards, the trade union organ
isatIOn which the workers have been forced to establish 
in self-defence, are all part of the social cost of production 
of goods made by modem methods, and should be debited 
against the goods. Similarly, If we wish to ascertain the 
real addition to wealth made by the motor industry, we 
shall have to deduct from the value of the motors the cost 
of reconstructing roads to suit motor traffic. Modem 
society is rather like an illcompetent houseWife, who" makes 
work" for herself by her slovenly methods; with this 
difference that she complains of the extra work, while we 
glory in it, boasting of the increase of wealth and the un
precedented dimensions of the national income. 

Another defect in the measurement of wealth arises from 
the fact that the only objective measure of wealth is marke~ 
value. Wealth is wealth because it satisfies human want; 
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an increase of wealth should mean, therefore, an mcrease of 
satisfaction; an increase of wealth as measured may take 
place without any increase in satisfaction. Our study of 
value has already revealed this to us. The value of a tiling 
may change without any change in the thing itself. Restnc
tion of supply or increase in demand will enhance the value 
of a thing without any increase in the satisfaction afforded, 
and demand depends on the distnbution of purchasmg 
power as well as on desire. The Degas, wluch the artist 
sold for £20 and an AmerlCan millionaire subsequently 
bought for £17,000, had the same capacity to satiSfy human 
want at the lower value as at the higher. The satisfaction 
which an opera singer's services give the nation will remam 
the same, whether he be paid £20,000 a year or a legal 
maximum of £500 a year; but in the latter case the 
national wealth as measured will be £19,500 less. The 
amount of satisfaction afforded to the nation by the unfor
tunate individuals employed as flunkeys would be increased 
if they were set to farm-labouring; since flunkeys are 
paid higher wages than farm-labourers, the national wealth 
as measured would be reduced by the change. Market-value 
is not an absolute measure of satisfaction; it measures the 
satisfactlOn afforded by different things to the Bame m
dividual. it is no measure of satisfaction as between different 
individuals. The rich man's pound has the same influence 
on market-values as the poor man's pound, it represents 
a much smaller satisfaction; hence a box at the theatre 
has the sama value. and represents the same amount of 
wealth as measured as a quarter of wheat. The unequal 
distribution of wealth makes market-values inevitably and 
progressively false as a measure or indication of the satlSfac
tion afforded by wealth; to measure national wealth. there
fore, by totalling market-values is to get no measure of the 
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satisfaction afforded to the nation by wealth. If the 
national wealth as measured were doubled, it would be no 
proof of a doubling of satIsfaction. 11; would be possIble 
and useful to draw up dIfferent inventories of goods and 
services, having all the same total value, but yieldmg 
dIfferent totals of satIsfaction. In fact market-value, the 
only objective measure of wealth we have, is so very rough 
and fluctuating a measure of satIsfaction, that it is no 
measure of wealth from the pomt of view of society at all ; 
and It is misleading to place so much reliance as 18 placed 
upon it in the study of wealth. 

If we are to measure national wealth by totalling means 
of satisfaction, we need a urut of satisfaction, a thing which 
we do not possess. At most, therefore, two thousand million 
a year is a rough measure of the natIon's economic p()Wet' ; 
not of its product, but of Its productive capaCIty; not of 
the means of sa.tisfactions afforded by the economic 
organ18ation, but of the command of them afforded by 
the economic orgamsation. The amount of satIsfactIOn 
that the natIOn will denve from its econOmIC organ18ation 
will depend, not only on the degree of productive power, 
but on its direction; not on the volume only of the pro
duct, but on its nature; not on the amount of wealth 3B 

measured only, but on its use. 
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WEALTH AND WELFARE-ECONOMIC INFLUENCES 

ON WELFARE 

I 

The 1 njl'lJ£1lC6 of Distn'bution 

WE have to consider the influences exercised on welfare by 
"ealth and ignored by the ordinary measurement of wealth. 
rirst the influence exerted by chfIerent uses of wealth. We 
ian consider this influence under two heads: use by society, 
~d use by the individuals who compose society. Use by 
lociety is the problem of chstribution; and chstribution 
s conditioned to a large extent by the needs of production. 
rhe system of free enterprise is upheld as the best means 
)f maintaining and increasmg the production of wealth; 
f free enterprise involves an unequal distribution of wealth • 
.hat inequahty is condoned as providmg the best incentive 
.0 enterprise. Wlth the system of free enterprlse as a 
lroductive organisation we have dealt elsewhere; here it is 
lecessary to consider only the influence of the inequality 
)f wealth. which it involves. on the amount of satisfaction 
~fforded by wealth. The unequal distribution makes 
IXlIU'ket-values a false and misleading indicator of the satie
taction afforded by different kinds of wealth; yet market
~alues are the sole indicator of the needs of society. followed 
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by producers under the system of free enterprise. Free 
enterpnse, therefore, followmg market-values, IS an auto
matic deVlce for securmg an uneconomlCal apphcatIon of 
productIve power, and preventmg a maXImum of satISfac
tIOn from being secured for a minimum of effort and sacrifice. 
Anythmg that tends to equahse the dlstnbutlOn of wealth 
tends to lessen the vagaries of the indIcator wmch production 
follows, and tends to secure a more economical apphcatIOn 
of productIve power to satlsfymg wants. Taxation and 
laws of inhetltance that tend to equahse wealth may check 
the growth of wealth m gross, and yet increase welfare by 
increasing the satisfactIOn afforded by wealth; the super
tax, taken from the incomes of the nch and expended by 
old-age pensIOners, will afford the latter a much greater 
amount of satISfactIOn than the former would have got from 
it; the quarter of wheat on whlCh the poor will spend a 
couple of pounds will afford a much greater satIsfactIOn 
than the box at a theatre on wmch the nch man might have 
spent it. 

Welfare is influenced by the dIstrIbutIOn of wealth in 
another way. Once the primary needs of physical existence 
are met, expendIture is governed very largely by SOCIal 
standards. People choose a house m accordance not merely 
with the reqwrements of health, but Wlth the standard of 
house accommodatIOn of their cla.BB. They choose clothes 
which will not only ensure warmth, but Wlll also satisfy 
a certain standard of ostentation. They buy books, not 
to read-the books they read they get from the circulating 
library-but to conform to certain standards of furnIShing. 
And poverty consists as much in inability to hve up to the 
standards of one's class as in actual lack of wealth. Shabby 
clothes are a source of unhappiness, not because they fall 
to keep one warm, but because they make the wearer dis-
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agreeably conspicuous; Lf every one wore shabby clothes, 
as was the case in the Middle Ages, no one would obJect 
to wearing shabby clothes. Moreover, the standards of 
one class Influence the standards of the class below, and so 
on through all the classes of society. A considerable part 
of the expenditure of every class, except the very nchest 
and the very poorest, is governed, not by any ratIOnal 
judgment of what Will give the truest satisfactIOn, but by 
the desire to do as other members of the class do; and In 
all the intermediate classes there are people who feeZ poor, 
although they are not poor by any absolute standard. 
Now the CODcentratlon of wealth 'in the hands of a few 
enables that few to set a very high standard of expenditure, 
which influences the ideas of all the other classes. The 
riches of the rich Intensify the poverty of the poor. Where 
wealth is less, but more evenly distributed, as in Denmark, 
equal satisfaction can be obtained from a smaller income; 
every class in Denmark lives in a smaller house, has less 
furniture and probably fewer clothes, and spends less on 
amusements than the corresponding class in England, yet 
they certainly get no less satisfaction from wealth. Thus 
it is probable that the happiness that wealth gives depends 
as much on the distribution as on the absolute amount of 
wealth. The present age is unhappy not because it is 
poor-it is richer than any precedIng age-but because the 
inequalities of wealth, which have become obvious to the 
most careless, have no basis in ethical principle. There 
are philosophers who try to bring ethical ideas into accord 
with this inequahty; but the basis of most Western people's 
ethical ideas are to be found in Christianity and democracy, 
neither of which gives any countenance to the inequality. 
Not what he has, but what he thinks he might have and 
ought to have, determines a man's state of mind. Hence 
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the worker of to-day is dlscontented, and derives not the 
slightest comfort from the knowledge that in any earlier 
age his real income would probably have been less thaD 
it is. 

Another drawback to an unequal distrIbution of wealth 
is the opportunities It gives of tyranny. Wealth under 
any circumstances is power, and when It takes the form of 
ownership of the means of production, on which the manual 
worker IS dependent for the opportunity of earning his 
hvehhood, it is a dangerous power. The contempt into 
which the State is falling is due to the contrast between 
the pohtical forms of democracy and the economic reahty 
of ohgarchy. A class of multi-mllhonaires is a standIng 
menace to the supremacy of the State; and the experience 
of benefiCIaries suggests that a well-meaning mlllionaire is 
an almost greater nuisance than his wicked brother. 

II 

The Influence of the Use of Wealth and the Kind 
of Product 

Welfare, then, can be increased by a better use of wealth 
by society, in the form of a better dlstnbution of it, as well 
as by an increase in the amount of wealth; the ordinary 
computation of wealth is concerned solely with the measure
ment of the latter, and ignores the former. Similarly it 
ignores the even more important influence on welfare of 
the use of wealth by indIviduals. An increase of productlOD 
obviously is no increase of welfare if the product is wasted. 
Waste in the sense of objectless destruction of product is 
rare; but in a broad sense there is waste whenever wealth 
is applied to a use that gives less satisfaction than another 
use to which it could have been applied; and waste in that 
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sense is common. To prevent it, as much care would be 
needed in spending as in getting; consumption would have 
to be organised as systematically as production; and as much 
care exercised in the choice of people to direct the organisa
tion. No such care is taken, and in consequence much 
production adds nothing to welfare. A man will work 
hard and increase society's wealth by buildmg up an efficient 
business, and then waste the increase in maintaining his 
children in an idleness which they do not enjoy and which 
is not good for them. Workers are constantly speeded up 
and industry made more productive; the additional pro
duct is no addition to welfare if the employer's share goes 
in ostentatious luxury, and the workers are driven by ex
haustion to spend their share in procuring excitement to 
relieve exhaustion. Often an increase of wealth merely 
cancels some existing means of welfare. An addition to 
wealth that takes the form of motors so speedy as to con
stitute a danger to hfe and a nuisance to the inoftensive 
pedestrian or cyclist may take away from the pleasure of 
walking and cycling more than it adds to the pleasure of 
those who can aftord motors; a colliery that blackens 
a country-side adds to material wealth only by destroying 
an immatenal source of welfare. 

Two kinds of waste or misapplication of weal~h are 
especiaUy important as influencing welfare without being 
indicated by the measure of wealth. The first is the applica
tion of production to objects which give an obvious and 
immediate satisfaction, to the neglect of objects that give 
a more lasting or intense, though less obvious, satisfaction. 
This is illustrated by the contrast between the valuations 
of the market and the valuations of the connoisseur. Good 
art gives not only a difterent satisfaction from bad art, bU1i 
more satisfaction. A thing of beauty is literally "a joy 
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for ever," while last year's fashions are the abommation 
of this. Modern industry gives us more furniture, more 
metal work, more carpets, more wall coverings, and more 
" decoration" than handIcraft; yet the connOlsseur, the 
man who has made It hIs busmess to understand these 
thmgs, prefers the quality of the age of handicraft to the 
quantity of modern mdustry. The view of wealth which 
counts only product encourages methods of production 
which are adapted to quantity rather than quality; and 
freedom of enterpnse encourages the supply of those 
pleasures which offer gratification on the easIest terms. 
Poetry as a rule gives a more intense pleasure than prose 
fictIOn, but it asks a greater effort from the reader; prose 
fictIon has grown, therefore, while poetry is the pleasure of 
the few. For the same reason bad fictIon is produced in 
greater quantity than good fiction; for the same reason 
the cinematograph "drama," which asks of the observer 
an intellectual effort that could not task the most feeble 
minded, is dIsplacing the novelette. 

In the second place, the measure of wealth would be no 
measure of welfare, even if it represented the true amount of 
satisfaction afforded by wealth, because it ignores dIfferences 
in kind of satisfactIOn. The definition of wealth on which 
the measurement of wealth is based regards the kInd of 
wants as indIfferent, lookIng merely to the qua,.tIty of 
satisfaction given. Wealth in this sense IS a measure of 
welfare only on the UtIhtanan view of welfare, that it 
consists in the greatest pOSSIble surplus of pleasure over 
pam; it is only on this view that differences in kind of 
satisfaction can be ignored, and differences in quantIty or 
intensity alone regarded. The amount or intensity of 
sa.tIsfaction offered by two forms of wealth may be equal ; 
they will count equally in the computation of the country'. 
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wealth. Their contnbution to welfare, on any except the 
Utlhtarian view, need not be equal, Slnce there may be a 
difference between them which we express by the terms 
" higher" and "lower." Many satisfactions are what 
is called" demoralising," drunkenness for example: the 
means of obtaining them (proVlded they are not unhmited 
in quantity) count as wealth, and contnbute to the total of 
national wealth; to welfare they contrlbute nothing, but 
rather detract from it. Other satisfactlOns, without being 
bad in themselves, may interfere Wlth hlgher satlsfactions j 
riches, for example, hamper a man's e ltry into the Kmgdom 
of Heaven, and, on the view of welfare that attaches im
portance to the Klngdom of Heaven, are to be avoided; or 
to take a more mundane example, comfort in modern clties 
can be carried to such extremes that health is impaired by 
want of exercise. 

Wealth then, as measured, is no criterion of welfare; 
the direction of productive power is as important for welfare 
as its amount; an increase of wealth may take such a form 
that welfare IS not increased. The increase of wealth mnce 
the Industrial Revolution includes much that no one would 
be the worse without. Much of it is merely means of 
ostentation, which adds to the satisfaction of those who out
shine their fellows only so much as it detracts from the 
satisfaction of those who are outshone Much of it takes 
the form of machine-made ornament, which is neither 
individual nor organio to. the object to which it is apphed, 
and adds nothing to its beauty. The furnishings and 
fabrio of a modern house of almost any class are plastered 
over with such futihties-all those trifles that are neither 
beautiful nor useful, give no satisfaction three days after 
they are bought, and get in everybody's way; wlule those 
who can afford collect old furniture, and the only thing 
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which cannot be got is sImphClty. The most expensive 
process in the making of pottery is the mechanical addition 
of the mecharucal ornament that dnves people to collect 
old china. The national income IS further swollen by a 
host of thIngs" made to sell," whIch attract purchasers by 
their surface finish but are useless for theIr' ostenSible 
obJect, and by all sorts of expensIve processes and deVices 
for manufacturmg shams. We have no measure of utility 
except the mearungless measure of money, and very few 
standards; hence no measurement can be made of the 
amount of this useless production; but obVIously it occupies 
no inconsiderable portIon of the productive powers of the 
country. 

III 

The Influence of Work 

The ordinary measurement of wealth then gives us no 
reliable indication of the amount or value of the satISfaction 
afforded by wealth. It ignores another influence which 
the economic organisation exerts upon welfare, by taking 
mto consIderation only the product of the economic organi
sation and seeking to measure that alone. The conditions 
of production, work, in the widest mearung of the term, are 
as important for welfare as the product. Some slight 
recognition of this is to be seen in the attitude of the State 
to industry; a certain mirumum of sarutation, safety, 
and, in some cases; leisure is imposed; but the interpre
tation given to "conditions" is so restricted that it is 
hardly an exaggeratIOn to say that their influence on welfare 
has been forgotten by society. 

The influence of work on welfare is exerted through 
many channels; the chief are perhaps its object, the nature 
of its process, and the nature of its control. The prinCIple 
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that the object of work is important to the worker is recog
nised in rehef works. It is felt to be demorahsing to set 
a man to useless work, merely to make him work; his self
respect suffers if he is set to dig trenches for another man 
to fill. The same feeling underlies the use of such a word 
as " flunkey" as a term of abuse; it is felt that the work 
of a flunkey is beneath the dignity of a man and must react 
on his character. If this feehng is sound, then the number 
of workers whose self-respect would suffer, if they reahsed 
what they were doing, must be very great; for the weavers 
who weave plush, and dyers who dye it, for the flunkey's 
breE'ches, are as useless as the flunkey hunself. Specialisa
tion, by making it more and more dUficult to asslgn to its 
ultimate destination any piece of work, is breaking down 
this discrimination between occupations in accordance Wlth 
their object; the same firm may supply paper for Bibles 
and paper for betting contracts. At the same time 
specialisation, by distnbuting among a large number of 
workers the making of each slngle thing, takes out of work 
the handicraftsman's interest m the thing made; it is 
possible to take in the making of a pair of boots some
thing of the artist's interest in the making of a picture; 
it is difficult to take the same interest in the clicking of 
an upper to a sole. 

Object and process act and react on each other. An 
interesting object will be interesting to make; whlle an 
interest in the making is likely to be reflected in the object. 
It is hard to find work in which the workman takes no interest 
at all i but there are great variatlOns in the intrinsic interest 
of work, and much work that has only a negligible interest. 
At one extreme is the work of the artist, an activity 80 

satisfying that it is claimed (by the advocates of art for 
art's sake) that the consumer of the product need not be 
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consIdered; at the other extreme there are operatIOns so 
mecharucal as to call for no intellectual effort and only a 
shght and uniform physical effort. An ideal socIal system 
would give to every one a share of both kinds of work. 
Man is not a machine, and to treat hIm as one is to make 
him something less than a man. If the process of work 
is to contribute to welfare, it must have vanety. Variety 
is needed to give scope for lWtiatlve and choice; work 
without variety exerCIses only a part of the man, and the 
facnltles which are not exercised tend to atrophy. Art 
is good work, because it has an infinite variety; it is an 
llIlending exploratIon; once the artISt begins to repeat 
hImself, to do the same kInd of thing in the same way over 
and over agam, hIs work becomes conventional and lOBeS 
its quality. Bad work is exemphfied by the tending of some 
automatic machines; the worker is part of the machIne; 
there is no room for the exercise of choice, no scope for 
ongmahty; what he shall do and how he shall do it is 
determined for hIm, and it IS hIS busmess to fit himself to 
the routine of the machine; once the routine is learnt, no 
further call is made on his intellectual facnlties, and the 
range of movements may be 80 narrow that only a small 
part of his physical powers are exercised. The effect on 
such a worker of the mechanical monotony of hIS work may 
be counteracted by influences outside his work, but hIS work 
is, such that it contributes nothIng to the development of 
his faculties; his work is 80 much time taken out of his hfe, 
so much vital energy turned to waste, so far as the develop
ment of hImself is affected. The creative worker by con· 
trast is most alive when at work, and receives a full reward 
for his work in the pleasure of it and the addition it makes 
to his personality, whether he be paid for the product or 
not. 
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With the process of production the control of production 
is closely connected. Where the process of production 
is subdlvided and subdivided, and the human element 
linked up with power machinery, the individual worker 
will have little control over his life at work, he will have httle 
freedom in the sense of self-direction, little independence. 
The speed, order, and conditIons of work will all be set for 
him; initiative, responsIbility, direction will be concentrated 
on the few and taken out of the work of the many. SpecIal
isation involves the subordinatIon of the detail-workers to 
the organisers of industry, and such subordination gives 
an opening for tyranny; the modern worker has enlIsted 
in an army in which discipline, the subordInation of the 
mass of individuals to authority, is just as necessary to the 
system as it is in any military force. When capitalism 
-the private ownership and control of the non-human 
element in production-is added to specialisation, the 
indlvidual worker's freedom is limited still further; but 
even with publio ownership of capital, the system involves 
the subordination of the many to the few, it affords openings 
for speeding-up, bullying, victimisation; public employees 
are not the most contented class of the community. Where 
on the other hand the process of production is not sub
divided, so that work retains its variety, there the in
dependence and self-d.irection of the worker survive; the 
same person has to decide what to do, how to do it, at what 
rate to work and how co-operation with other workers shall 
be organised. 

According to most views of welfare, it is better for 
people to control their own actions than to have all. their 
actions dictated to them; initiative is better than blind 
acquiescence in the initiative of others. This belief is the 
basis of political liberty or self-government j the right of 
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every one to a share in the government of the country is 
regarded by the democrat not only as a means of securing 
a jnst and efficient government, but as a fundamental 
attribute of citizenshIp; democracy or political lIberty 
Includes the right to misgovern oneself. Slavery is regarded 
as an eVIl and forbIdden on Simllar grounds; the slave has 
no legal control over his own actIvities. If work then is to 
contribute to welfare drrectly, and not only indrrectly through 
its product, the control of work mnst be dIffused as Widely as 
possIble, the work of " management" mnst be distnbuted. 
methods of voluntary co-operatlOn devised to take the place 
of the direct imperative of the captains (and the other 
officers) of indnstry. It should be an aim of economic 
organisatIon to reserve to the individuals in it as ample 
a control over their own activitIes during work as is con
sistent with the end of work bemg achIeved and wealth 
produced; the two aims must be balanced against each 
other, and neIther be sacnficed to the other. 

IV 

The Sacrifo:e of P"od'lJCef W Product 

In the light of this double end of the economic orgallJ.8&.
tion, certain forms of organisation, whIch are condemned 
when judged merely by theIr productivity, acquire a new 
interest, since they may contribute to welfare directly, out. 
of all proportion to their productiVIty. Small firms multlpl} 
in indnstries in whIch all the economic advantages seem tc. 
lie With large firms, becanse enterprising men prefer to 
be their own masters. The" lIttle master" system of 
manufacture, when the little master is really his own 
master and not the slave of the middleman, draws strength 
to survive from the same motive. The hand-loom weaverIJ 
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of the early ninetepnth century, even under the pressure 
of extreme lloverty, refused to enter the factones, where 
their lives would be ordered by the factory bell; and the 
peasants of the same generation, who lost the status of 
independent farmers through enclosures, fplt themselves 
wronged in spite of the experts, and transmitted the feeling 
to thelf descendants. 

An importance is sometimes attached by statesmen to 
agriculture, and especially to small holdings, wwch is not 
justified by the ordinary view of production. If the pro
ducts of an industry can be obtained from abroad more 
cheaply than they can at home, it is considered good 
policy to import them, and to develop for export some in
dustry for which the country has greater advantages; in 
the case of agriculture alone, Free Trade politicians are not 
content with this pohcy, and propose all sorts of subSIdies, 
such as loans and railways below cost price, and inter
ferences with the normal coul'8e of economic arrangements, 
such as State-fixing of rent and wages. In the case of other 
forms of wealth the owner is allowed to use it as he will, 
not so in the case of land j it is not wrong to keep for one's 
pleasure a twenty-roomed house in an overcrowded city, 
but apparently it is wrong to keep for one's pleasure land 
that could be used for small holdIngs. The exceptIOnal 
position among occupations thus attributed to small 
agriculture is often a mere piece of sentimentalism; but 
it has sound justification. The work of a farmer has more 
variety, more room for initiative and self-direction than the 
work of the ordinary artisan or foreman; and agriculture is 
the chief branch of production in which economic advantages 
are not on th~ side of large-scale production. The German 
statesmen of the early nineteenth century who preserved 
their small farmer class had a wider conception of welfare 
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than the Enghsh statesmen who sacrificed their peasant 
class to increase the productiVIty of land. 

From this point of view again the co-operative movement 
in mdustrial organisation acquires an enhanced importance. 
Co-operative stores to a slight extent and co-operative associa
tions of producers to a very great extent distribute the work 
of industrial management; they aVOld that subor<iL'lation 
of companies and regunents of workers to the will of a single 
" captam" of industry, which is the mark of pnvate em
ployment. The very difficulty of organising them 18 an 
additional reason for persisting in the attempt to organise 
them, since the difficulty consists m inducing people to 
work together without compulsion, and nothmg develops 
the pleasanter sides of human nature more effectively than 
the practice of such voluntary co-operation. The moral 
effects of the system are a more important part of its claim 
than its economic results. 

Work then, if it is to contribute to welfare directly, 
should be such as to develop the worker's personahty. For 
this it must have variety, it must be responsible, it must 
afford him scope for imtiative and self-direction; there 
must be individuahty in the object, the proceBB, and the 
control of work. If all work were of th18 nature, the curse 
of Adam would be overcome. It is unpoBBible that all 
work should be of this nature; but much more attention 
might be paid to this influence on welfare in schemes of 
sOClal reconstructIOn. The principle lacks recogrutIOn that 
workers are entitled to be treated as persons, not merely 
as F' hands"; Wllham Morris met with little response when 
he preached the gospel of work as a way of life as well as a 
means of livelihood, a gospel he could preach because he 
practised it. The chief tendencies of modem industry are 
agamst the recognition of this principle, because the under-
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lying principle of them is specialisation. SpeciaIisation is 
enormously productive; product is obvious and can be 
measured, while the other influences of the econOmIC organi
sation on welfare cannot be measured and are easJly over
looked. Requiring a large and uniform output, speciahsatIon 
destroys inchvidualIty in the obJect of work; by subchVldmg 
the process of manufacture, It prevents the workman from 
haVlng an interest in the manufacture as a whole; by 
simplifying processes it makes them mechanical, and there
fore fit work for machines, not for men; and instead of 
chffusing control and responSibility It concentrates them on 
a few "captains of industry" on the specious ground of 
efficlency-efficiency meaning, in nearly every case, the 
sacrifice of the worker's humanity to the needs of matenal 
production. In purswt of the economies of specialIsatIon 
individuals have, by private contracts, created an economic 
system which no inchvidual can control, and which controls 
every individual. 

There are two reasons especially why the influence which 
the nature and conditions of work exert upon welfare needs 
attention. The first is that the product, to which speciaIisa
tion tends to sacrmce the producer, is in so many cases 
wOl-th!ess measured by any but commercial standards j 
as we have seen, many of the goods and services that con
stitute modern wealth contribute nothing to welfare, and 
may even by destroying the taste for better things detract 
from welfare. The other is that work is an influence that 
none of the masses escape. Except the home, it is the 
most important social influence we have to reckon with in 
the formation of character. The elementary school reaches 
all, but only up to the end of childhood j other forms of 
education touch only a fraction. Organised religion touches 
an even smaller fraction than the continuation school. Con-
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scription is the exception in English-speaking countries. 
Even the home, under the pressure of the economic system, 
which treats the individual, not the family, as the unit of 
society, is losmg the influence it possessed. On the other 
hand, work must always have the first claim on a man's 
energy, time, and ability. LelSure and all its posslblhties 
may be, and in many cases will be abused; work is con
ditIOned by forces which the individual does not control. 
If, therefore, society organises industry so as to make work 
mechanical, the people will be mechanical; if it allows 
no scope for the exercise of the aesthetic faculties, these 
faculties will tend to atrophy; u initiative and responsi
bility are taken out of the work of the ordinary man and 
concentrated on " captains of industry," the ordmary man 
will become a creature of routine, incapable of responsi
bility; and society will not be sure even of a continued 
supply of "captains." The wise use of leisure may counter
act these tendencies; but there is no certainty that lelSure 
will be used wisely, while the influence of work is certain. 

The influence of work on welfare is not without recognition. 
William James descnbed the intfoduction of manual traming 
as the most colossal improvement which recent years have 
seen in secondary education. The separation of physical 
and mental labour whICh modern industry favours is seen 
to be bad for both manual worker and brain worker. Edu
cationahsts are beginning painfully to reproduce in the 
schools the kind of trainmg that handicraft used to give at 
work; an educational system is a necessity only under a 
system of uneducative work. Before the rise of modern 
in,dustry, much more importance was attached to the point 
of view of the producer. Industry was regulated by associa
tions of producers, gilds and companies, to whom was left the 
regulation of conditions and quality. The manual worker 
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has always refused to adopt the economist's way of looking 
at industry solely from the point of view of tbe consumer; 
for him conditions are as important as wages; speeding-up, 
overtime, petty tyranny, and victimisation are eVlls as great 
as low wages; the trade union is for him the fundamental 
social organisation, because it is elastic in its objects and 
can be directed against any of these evils. Hence the 
significance of the latest manifestation of the de~ocratie 
spirit, Syndicalism, the claim that the workers shall control 
the conditions of work. 

To criticise Syndicalism on the ground that the adopt
ing of its proposals would decrease the product of industry 
is beside the point; its criticism of society is based on 
the view that conditions are as important as product. 
To object that its practical proposals are visionary and 
unpractical, even if true, e.oes not a:IIect tbe force of 
its criticisms; the proposals of Owen and the Utopian 
socialists were nnpracticlll, but their criticism of anarchic 
individualism in industry was sound, and their assertion 
of the need of social control of industry has received the 
sanction of subsequent legislation. The attltude to reform 
against which Syndicalism is a protest accepts the materialist 
assumption of the present economic system, that economic 
welfare depends on the amount of product; it is illustrated 
by the remark sometimes made that the Industrial 
Revolution solved the problem of production, while the 
task of this age is to solve the problem of distribution. So 
far from the Industrial Revolution solving the problem of 
production, it would be truer to say that it created it. 
The whole-hearted acceptance of the principle of specialisa
tion, which was the essence of the Industrial Revolution, 
leads inevitably to the sacrifice of the producer to the 
product; a reformed distribution, desirable in itself. would 
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merely compensate hIm by giVIng him a larger share of the 
product-in much the same way as a RaIlway Company 
cripples an employee for life, and" compensates" him With 
a payment of a couple of hundred pounds. The IndustrIal 
Revolution has left the Umted Kingdom WIth the habIhty 
on Its hands of a populatIOn seven times as great as It was 
before-a population so dense that SOCIety cannot dispense 
with speCIahsatIOn, in spite of its evils. From the point 
of VIew of those evils, however, sociahsm is a mere pallIative; 
indeed the State, when it takes over any service, exaggerates 
them, carrymg specialisation to hItherto unknown lengths 
by the creation of "experts," and by centralising responsi
bility and inItiative to a degree unknown in private industry. 
ArIstotle defined a slave as a " liVIng tool," abd the phrase 
describes preCIsely the wage-earners in industries that have 
passed through the Industrial Revolution; the majority of 
Government employees are In the same category. 



CHAPTER XXV 

WEALTH AND WELFAR»-BUSINESS AND MORALITY 

I 

Welfar/l legarded a8 independent of Wealth in 801M 

System8 of Morality 

'VE have seen that money, the measure of wealth, is a very 
madequate measure of the welfare aftorded by the economic 
organisation; the product of that organisation is only one 
channel through which it influences welfare. How little this 
measure may tell us about welfare, however, we can realise 
only when we remember that in some important ethical 
systems wealth is treated as a very subordinate influence 
on welfare, welfare being attainable only by subordinating 
wealth to other influences on welfare. It falls outside the 
scope of economics to define welfare, but it is necessary 
to an understanding of the limits of economics to point 
out that such views of welfare and wealth are held. The 
sources of human satIsfactions or welfare may be divided 
roughly into two classes, internal and external sources; 
wealth is one of the external sources. Materialism is the 
subordination of the internal sources of satisfaction to the 
external; most religions exalt the internal over the external, 
and teach that welfare lies in the former, to which the 

(41 
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latter must be sacrificed: "The Kingdom of Heaven is 
WIthm you." 

The religious view of wealth is not so inconsistent 
with common practice as at first sight appears. Wealth 
seems to be an aim of every one and the aim of many. 
Many, however, who seek it seek it merely as a means to 
other thmgs. A Cecil Rhodes will seek it as the means of 
reahsing his political Ideals; and others, WIthout his Ideal
ism, will seek it as the mdex of social success. Under the 
system of free enterprISe, wealth is the chief means of power 
and influence over others; If other means were deVised, 
they would be sought by the people with ideals to reahs£, 
and the people WIth no clear ideal, but only personal 
ambition to satisfy, would follow suit. In England an 
ambItious man gives up accumulating wealth after a time, 
and goes into pohtlCS or buys a title; in America, where 
there are no tItles, and pohtlCS are often subordinate to 
finance, he goes on accumulating wealth indefinItely, not 
for its own sake, but as the only source of influence and the 
only index of success. The ChrIStian View of wealth would 
seem to be that wealth is less important for weUare than 
the internal sources of satisfaction; an increase of wealth 
is not necessarily an increase of welfare, and wealth should 
not be allowed to stand in the way of other kinds of welfa.re ; 
it is not impossible for a rich man to enter the Kingdom of 
Heaven, but his Dches are as great an obstacle to entering 
the Kingdom as a camel's load is to passing through a 
postern gate. It is not of course contended that an increase 
of wealth brings no satisfaction and adds nothing to welfare, 
but only that satisfactions derived from external80urces are 
the more transient, and to build one's welfare on the posses
sion of wealth is to hold it by a precarions tenure. And 
this view of wealth is supported by the practice of the great 
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mass of mankind. Even in the countries that have passed 
through the Industnal Revolution, the workmg classes and 
the professional class seek a secure sufficiency rather than a 
constant increase of wealth; their chief interests he in other 
directions. The rich use their nches to deprive themselves 
of the comforts of civilisation and to gam opportunitIes of 
experiencing the hardships and excItement of primItive 
hie, hunting big game or climbing mountains; the schools of 
the rich, in England at any rate, teach hardshIp rather than 
comfort. The rich as a cla&8 are no happier and no better 
than the poor as a Cla&8. 

If we compare different ages and countries, we are 
struck by the apparent unimportance of wealth. The 
materialist regards the vulgar plenty of the twentIeth 
century as greatness; others will regard Its art as a 
better index of an age or a country's temper. Wluchever 
is right, the two great ages of art, the two periods when 
craftsmen were artists and the appreciation of art was 
general, were ages of extreme material poverty; and few will 
assert that the age of Arkwright was greater than the age 
of Pheidias, the civilisation of ChIcago than the civilisatIOn 
of Athens; few, who have studied both and compare 
achievement with opportunity, will place the art of the 
thirteenth century below the art of the Victorian age, the 
age that built the cathedrals below the age that restored 
them. As society has grown richer, art has become more and 
more the concern of little cliques and coteries, less and less 
a part of the everyday life of ordinary people, until to-day 
we have countries lIke the United States, so rich that its 
Whistlers and Sargents fly to the poorer countries of Europe. 
If religion rather than art be taken as index of the age or 
country's temper, the comparison will be even Llss flattering 
to the richer modern countries. 



450 ECONOMICS 

II 

The Economic Organisation not necessarily a Reflection 
of Current Moral Standards 

It is sometimes maintained that the considerations which 
have occupied us in the last few pages are both irrelevant 
and unnecessary. They are irrelevant, it is maintained, 
because they are ethIcal, not economic, considerations. 
Economics is the study of the social organisation for satisfy
ing wants, the means of satisfying which are limited in 
quantIty; the organisation can be studied, and its efficiency 
judged Without going into the question of the land of wants 
society seeks to satisfy. They are unnecessary, because the 
system of free enterprise ensures automatically that the 
economic organisation and its products will conform to 
the standards of taste and conduct of the tlIDe. Those 
things are made which are wanted, since there is freedom 
to make anything; those methods of productIon are 
adopted which society thinks best, smce the State prescribes 
no set form of organisation; those economic relations are 
established that give a maximum of convenience, since the 
individuals in society are left free to establish what relations 
they think best. The economic organisation is responsive 
to every change in the direction of people's wants and 
ideals, and is therefore the necessary outcome and reflection 
of current views of welfare. Business is neither moral nor 
immoral; it is neutral, directing itself to meeting whatever 
wants are expressed. If the results of the economic system 
are repugnant to our moral sense, we must take steps to 
change the moral ideas of the people whom the economic 
system serves; the economic system being merely responsive 
to demand, we must change the nature of demand. Reform 
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must come by changing the public's standards of satisfac
tion; to attack the organisation for satISfying wants is to 
tinker with symptoms and to neglect the cause of the eVIl. 

This objection to our argument contains an important 
half-truth. Undoubtedly to a certain extent the economic 
organisation is responsive to changes of taste and conduct, 
and its works are a reflection of them. If people are bad, 
under any system the products of industry will be bad; If 
they are careless of beauty, the products will be ugly; if 
they are careless of one another's rl~hts, there will be oppres
sion and injustice j if they are selfish, there will be an un
equal distribution of the benefits of the organisation. Con
versely, any improvement in morals will affect the economic 
organisation. The greatest social evil of the day is not the 
inequality of wealth, but the selfishness and insenBlbility 
to the sufferings of others that makes all attempt to secure 
greater equality so dUficult. If the Chrutian Churches' 
preaching of the unimportance of wealth and the duty of 
unselfishness were effective, the path of reform would be 
smoothed. The objection is important, too, because it 
underlies much of the opposition to all attempts to moralise 
the economic system by State action. The system, it is 
thought, is an automatic system; free enterprise ensures 
that it will reflect current morality, and it can be improved 
only by raising the level of current moraltty. 

In spite, however, of the half truth it contains, the 
. objection is unsound. It exag.,uerates the responsiveness of 
the economic organisation to changes in standard&-we are 
bound to examine how far it is responsive; it is quite 
without justification in assuming that private arrangements 
between individuals are either the only or an adequate wa, 
of moralising the economic 'organisation; and it ignores 
the reaction of the economic organisation on standards cJ 
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taste and conduct. The economic organisation is responsive 
to demand, but demand is not the same thing as want or 
need; demand IS no guarantee of desIrability by any 
standard other than those of the market. Not need but 
purchasing power gives the direction whlch productlOD 
shall take. The economic system is responsive to people's 
views only in so far as they can exercise purchasing power. 
Those who devote themselves to altruistic objects and 
neglect the pursuit of private wealth will exerC188 httle 
mfluence on the system .through· the ordinary channels on 
which the policy of free enterprise rehes; a St. Francis, 
vowed to poverty, would have no influence through those 
channels at all. Those, on the other hand, who subordmate 
everything else to money-getting will exercise the greate.st 
influence. The organisation would be responsive to need, 
it would reflect the moral and aesthetic standards of the 
age, only if wealth were equally distributed. 

Even if the condition that purchasing power must be 
fairly evenly diVIded were satisfied, the system of free 
enterprise would not ensure conformity of the economic 
organisation to the moral standards of society. Only if 
people, when t4ey made their purchases or entered into other 
economic relations, did exactly what they knew or thought 
to be their highest interest would such conformity arise 
from freedom of enterprise. The argument that free 
enterprise is all that is needed to ensure confOrIDlty of the 
economic organisation to current standards ignores the 
unfortunate tendency in human beings to do what they know 
to be bad for them and to leave undone what they know 
to be good for them-the tendency that theologians call 
"originalsin." The argument is the argument of anarchy; it 
goes further than the advocates of free enterprise recognise, 
and would leave no room for the Staw at all. If economio 
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relations and activities can be left to the" free enterprise" 
of individuals, and the State be confined to enforcing their 
private contracts, so may other relations and actiVitIes. 
If .. free enterprise" or laissez Jaire will secure the con
formity of industry to moral standards, why not of every
thing else' Why not leave the relations of the sexes to 
unrestricted freedom of enterprise , 

Indeed, the policy of free enterprise or laissezJawe is an 
expression of the same social philosophy, and based on the 
same conception of human nature, as the policy of " free 
love." That conception is the rationalist conception, on 
which utilitarian individualism was based-the conception 
that people will do what is reasonable without assistance, 
80 that all that is needed is to set ~hem free to pursue 
their enlightened self - interest. On this conception of 
human nature all laws are unnecessary. Laws, so far 
as they are good laws, require people to do only what is 
reasonable and in the best interests of the community: 
if people can be relied on to do what is reasonable and 
in their best interests, just because it is reasonable and 
in their best interesta, laws which JOTce them to do 
so are obviously not needed. In practice the fact that 
a thing is reasonable and to their interest is not sufficient 
to ensure that people will do it: most people, if they 
are candid, will sometimes confess with St. Paul: "That 
which I do, I allow not!- for what I would, that do I not: 
but what I hate, that do I." In minor matters as well 
as in major--they take more drink than is good for them, 
food which they know will disagree with them, buy clothes 
they cannot really afIord, idle when they know they ought to 
be working, sit up when they know they ought to be in bed, 
lie in bed when they know they ought to get up, and hurry 
into their clothes when they know a cold bath would be good 
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for them: and in their economic relations they display t.he 
same human, if irrational, weakness. To overcome this 
tendency they need all the supports they can devise, and the 
State is one of the strongest supports they have devised. 
Everybody knows that it is bad to steal, to kill, to commit 
blgamy, to exceed the speed limit; but we do not rely on 
that knowledge to prevent these cnmes, and we have there
fore made arrangements through the State to prevent them. 
We are constantly passmg laws to register a rise in the 
level of our morahty and prevent any lapse below it in the 
future. Not only do we make secure in this way advances 
we have made, but we habitually use legISlation to screw 
up the level of morahty a httle higher than it is. No 
department of human actlvity that has a social aspect can 
be exempt from this action of the State, and industry to-day 
is of all activities the most social. If all men were Christians. 
economic relations might perhaps be left to the unregulated 
enterprise of private contract, because all men would have 
been cured of original sin, this tendency to sacrifice their 
higher interests to immeruate gratification or sheer inertia; 
as they are, however, men cannot dispense with the checks 
they impose on their impulsiveness and selfishness througb 
the machmery of the State. The moral standards of 
SOCIety embody the average conception of our highest 
interests: they will not for that reason by itself have an 
effectlve authority over the individual, but require all the 
buttressing that the State, law, religion, and education can 
do to uphold them. 

We cannot therefore ignore the bearing on wealth of 
dIfferent conceptions of welfare, on the ground that under 
a system of free enterprise the economic organisation and 
its products will automatically conform to the current 
conception of welfare and reflect every cha~e in it. To 
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the extent to which enterprise is free, we shall expect the 
morality of business to fall below the moral standards of 
the time, and we shall not be surprised to find that the 
economic organisation in the past has been moralised by 
the direct action of the State quite as much 8S through 
the economic actions of individuals: the abolitIOn of slavery, 
the reform of the early factories, the abolition of infant 
labour in mines, the regulatIOn of dangerous trades, the 
prevention of deleterious adulteration, the prevention of 
excessive drinking, to take only a few instances, have all 
needed the intervention of the State. 

nI 
Reaction of the ECOrIomic Organisation on MOf"al Standards 

Nor can we exclude all consideration of ditIerent VIews 
o! welfare on the ground that wealth and welfare are dlStmct 
and can be studied each in abstraction from the other. The 
two things can, of course, be separated for purposes of study, 
but not permanently, because they are not diStinct: the 
economic organisation is not the mere outcome of our con
ception of welfare, it reacts upon it. DItIerent systems of 
morality produce ditIerent types of economic organisation, 
but, just as truly, ditIerent economic systems produce ditIerent 
types of morality i the economic organisation is not hke a 
motor that will take us anywhere, it will take us only in 
certain directions, and may even run away with us. The 
reaction of the economic organisation on social standards of 
conduct is similar to the more obvious reaction on standards 
of taste. It is easily seen that it is only nominally responsive 
to aesthetic demands i it is adapted to producing quantity 
so much more than quality, .. standMd" mechanical 
articles so much more than individual and characteristic 
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articles, that society IS forced In practice to take the former 
instead of the latter; taste IS formed on the objects it 
contemplates, and smooth finish comes to be preferred to 
vigour of design, the novelty of transient fashion to true 
originahty based on tradition. In the same way the" 
economic organisatIOn faCIlItates certaIn kmds of conduct 
and favours the development of certain types of character, 
and handicaps other types of character. The rureCtIOn 
which Its influence takes is due to the Identification of 
wealth with product. We have seen that It makes Inorease 
of product the sole end of its organisation, the prinolple on 
whioh it bases rustributIOn IS productivity or contribution 
to produot; It estimates the increase of wealth solely by 
measurIng product--so far as it can be measured. Now 
if we treat produot alone as wealth, and arrogate the term 
wealth, which in a broad sense means anythIng that satisfies 
a want, to product, which covers only external sources of 
satISfaction, Inevitably we suggest tbat the Internal sources 
of satisfactIOn are not wealth, we give a materialistiC tendency 
to our alms and values. ThiS the present economic syste;m 
does, beoause it IS based on tills narrow conceptIOn of 
wealth. 

CertaIn InOldents of the system acoentuate the tendency 
to materIalIsm. The first IS that wealth In tills narrow 
sense is defimte and measurable. There are other scales 
of value-moral, aesthetiC, polItICal-In whioh actIOns and 
qualIties which have a low eoonomic value-self-sacrlfioe, 
herOIsm, beauty, "the pure, gem-hke fiame of devotion to 
art," for example-have a high place; but economic 
values are the only values definitely measured. The 
measure means httle, the defimteness disappears when we 
look beneath the surface and find that econOmIO values 
change With every change In the distributIOn of wealth; but 
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wealth retains this advantage over internal sources of 
satisfactIOn, that It IS subjected to a quantltIve measure and 
stated in terms of a unit. Thls superficIal defimteness 
gIves econOIDlC vatuations an advantage when they come 
mto conflict with other valuations, because the mfluence of 
an idea on conduct depends very largely on Its sharpness 
of outhne; definiteness commands assent, whIle vagueness 
mvites questioning. When, therefore, a commumty or an 
mdIVIdual has to choose between a course of actIOn whICh 
will add to wealth and a course of actIOn required by a 
vague but just sense of honour or duty, the fact that the 
advantage of the former can be stated in terms of pounds, 
ahilhngs, and pence gIves It an influence it would not other
WIse exert. The mfluence is exerted most frequently, 
however, when dIfferent conceptlOns of advantage are com
peting and there IS no obVIous confuct betw~n advantage 
and duty; in expendIture on educatIOn, for example, the 
appeal of techmcal education IS nearly always more forcible 
than the appeal of liberal educatIOn, because the results of 
the former can be stated m the addItion of so many pounds 
a year to the earning capaCIty of the student, or the addItion 
of so many pounds' value to the trade of the town, while 
the latter m!)rely makes better men and women. AddItions 
to wealth, bemg measurable, are spoken of as "sohd," 
" materml," or" practlCal "advantages; all other addItions 
to welfare are lumped together as "matters of sentIment," 
by ImphcatIOn unreal, unpractlCal, and immaterIal. The 
economic measure is a useful aId to the study of wealth, it 
becomes a danger when Its hmltatIOns are Ignored; if 
SClence is measurement, wisdom is the appreC13tIOn of that 
which cannot be measured 

A second incident of the present economic system which 
accentuates Its materlalIstlc tendency IS the msecuIlty of 

Q2 
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the individual's economic position under it. ThlS insecurity 
is claimed as an advantage, since it exerts a constant 
pressure on the individual to work, and 80 ensures the 
maintenance and increase of the fiow of wealth. The 
organisers of production have to " get on or get out," the 
lazy among the working class are kept to their work by 
the fear of unemployment, the investing class are compelled 
to watch their investments, and therefore to apply their 
capital to the most productive uses, by the losses that 
quickly attend bad management of a company. No one 
is guaranteed his position, his income, his work, or his trade 
connexion; each is left to get out of the economic organisa
tion only what the competition of others will allow him to 
get. Two results follow: first, the minimum of wealth, 
which is necessary to a reasonable life and with which 
idealists of all Borts would be content, can be secured only 
by a constant struggle to get more than the minimum. A 
man may be genuinely anxious to take no thought for the 
morrow; but he has his living to think about, and a hving 
can only be secured by constant taking of thought for the 
morrow. However little a man cares about wealth he is 
forced to be constantly thinking about it; hence wealth 
and wealth-getting activities have an importance in modern 
hfe that bears no necessary relation to their contribution 
to welfare. Secondly, the increase of wealth which the 
system induces is unevenly distnbuted; if the poor do not 
get poorer, the rich get richer. Hence social standards of 
expenditure are constantly upset j the pace is made by the 
energetic and acquisitive, and the great mass of ordinary 
people, who would be content with what they have if only 
these others would be content also, are made to feel poor 
by comparison. A system based on contract rather than 
status may make for the increase of wealth; but happiness 
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depends more on security of status than on increase of 
wealth. 

A third incident of the system, strengthening its material
istic tendency, is its method of wstribution. The essence 
of morality, on any except a crude materialist VIew of 
morality, lies in distinguishing between kinds of satisfaction; 
the essence of the present economic system is that it makes 
no distinction at all between kinds of satisfaction in dis
tributing rewards. The principle on whICh the distnbutlOn 
of income is based, so far as it is based on any principle, 
is that of productivity i the aim of the system may be said 
to be to secure for each a share of the product proportionate 
to the contribution to production made by his labour or bis 
property; and anything that satisfies a want, without dIs
tinction of kind of satisfaction, ranks as product. We pay 
a publican more for making a man drunk than for keeping 
him sober. In taking this attitude the economic system 
may merely reflect current morality and taste. We have 
seen reason for thinking that it does not, since it responds 
to casual impulse rather than to deliberate choice i but 
whether it reflects current morahty or not, it does ignore dIs
tinctions in kind of satisfaction, and by 80 doing inevitably 
suggests that distinctions in kind of satisfaction are negligible. 
We need not believe that the hope of material reward is the 
only motive of action in order to recognise that the distribu
tion of material rewards influences action j if, therefore, 
in the distribution of the material rewards at the disposal 
of industry the distinction between permanent services and 
transient satisfactions is ignored, the distinction between 
them will be weakened in the publio mind. 

Further, while the principle of the present system of 
distribution is contribution to product, there are manyex
ceptions to the principle. A considerable number of incomes, 
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we have seen, consist of payments received for no service, but 
the reverse of service; monopoly profits secured by restrict
ing supply, speculative profits made by producing artlficlal 
price-fluctuations, the unearned increment of land withheld 
from the market during the growth of a town, make in
diVlduals rich at the expense of the community. Riches 
so obtained, however, have the same purchasing power as 
riches obtained by serving the community; they give their 
owner the same influence over the lives of other members 
of the community. Hence the dtstinction between social 
and anti-social effort tends to be obliterated; wealth is 
respectable however won, and great wealth is honoured, 
because it is powerful, whatever its source. The extreme 
complicatlOn of the modern economic system helps this 
confusion. It is often dJ.fficult to ascertain how wealth is 
acqUIred, difficult to follow out all the effects of a certain 
way of acquiring wealth; it is easier and much simpler to 
give up the attempt to discriminate, to lump together all 
methods of malang wealth, and to concentrate one's en
deavours on securing a good use of wealth. It 18 increasingly 
difficult for the investor and consumer to make sure that he 
is not profiting by natlve slavery, sweating, or some other 
way of exploiting the weak. Because industry is social 
the indIvidual seems helpless in the face of its ews, and 
the feeling ar18es that morality and buslDess are something 
apart, that buslDess is something outside the scope of the 
ordinary canons of morahty. 

IV 
Materialu;tu; Tendency of Economic Influences To-day 

In consldering the action and reaction on each other of 
the economic organisation and morality, it is dJ.fficult to 



xxv BUSINESS AND MORALITY 461 

disentangle cause and effect; so much, however, is clear, 
that the economic organisation, by lending itself so readily 
to the materialistic tendencies of society, strengthens them 
at the expense of the idealist tendenCIes. A pubhc-house 
at every street corner may not caW8 drunkenness, it does 
very seriously increase the ilifficulties of the drunkard who 
is trying to reform himself; in the same wayan tconomic 
organisation which serves all kinds of wants inilifferently 
and rewards all kinds of satisfactions indifferently may 
not caW8 materialism, but it certainly strengthens any 
tendency to materiahsm there may be in society. Material
ism may of course be right, pleasure may be the true end of 
hfe; here we are only concerned to point out the tendencies 
of the present economic organisation, and these are to 
support materialism. 

The extent to which the economic system influences 
the conception of welfare may be overlooked, because it 
seems absurd on reflection to identify wealth, the means 
of welfare, with welfare itself; any ODe who asks himself 
the question what wealth is for, must perceive that it 
~ only a means to something else. So few people, how
ever, do ask themselves the questlon; the identification 
of wealth and welfare is unconscious; the belief is not 
avowed. The existence of the behef, however, is to 
be traced in its effects. The pursuit of wealth, by the 
individual or the community, becomes habitual; and the 
question how far the satisfaction given by any increase of 
wealth is worth the trouble of obtaining it, is seldom raised. 
Progress is conceived as the mere multiplication of material 
thmgs; and countries which have thought more of the 
use of wealth than its increase, and work to live instead of 
living to work, are stigmatised as " unprogressive." Every 
social reform has been opposed on the ground that it might 
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" dry up the springs of wealth," and the advocates of the 
reforms have usually taken the same ground as the opponente 
and argued that the reform would bring no decrease in 
wealth. The system of free enterprise, in which no one's 
status 18 secure and peace is not a harmony, but merely an 
equilibrium of hostile forces, is defended (and often criticll!ed) 
solely from this point of view. Statesmen advocate the 
feeding and medIcal treatment of school children, not on 
the ground that the children sillIer, but on the ground that 
the expendIture will be an " investment," and will increase 
wealth in the future; thell true motive may be sympathy 
for the children, but they dare not avow it and must plead 
material expediency. Continuation schools are usually 
treated as an aid to industry, and their work made narrowly 
technical. Frequent complaints are made that elementary 
education is not equally" practical" or "useful," which 
means f:quallyadapted to Bubserve .he needeof industrialism 
Attempts are even made to capture the univerSIties for the 
same mean ideal, that man exists for production and the 
aim of education must be to make ever more efficient pro
ducers; an eminent educationalISt has defined universIties 
as "the technical schools of the brain-working classes! ,. 
It is impossible to make some people see that as great an 
addition to welfare is made by teaching a boy to enjoy a 
book as by teaching him to print or bmd it, by giving him 
a love of some art as by instructing him in some technical 
craft, and that education should be treated not as an aId, but 
as a palliative of industrialISm; the end is forgotten in the 
means: 

their VISion is 
Machines for making more machines. 

The treatment of the rich illustrates the same tendency. 
An artIst mi\y have to walt till he is dead for the fame which 
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compensates him for poverty; a prophet is not so much 
without honour as ignored or treated as a joke. The 
millionaire, on the other hand, whether his wealth be the 
reward of real services to the community or the profits of 
a successfUl corner in wheat or due to the aCCIdent of birth, 
has everything that society can give lavished upon him. 
Churches give him the rust place in theIr councils, and 
universities confer degrees upon him. His most casual 
utterances on subjects he does not understand are treasured 
as the words of wisdom; and the more democratic his 
country is, the easier iii 18 for him to attain to political power. 

How profound, however, is the influence of the economic 
organisatiop on moral standards is shown perhaps best by the 
usage of ordinary speech. Political idealists speak of the flag, 
the symbol of nationhood, as " the greatest asset" of the 
nation. Political corruption is denounced on the ground that 
it is "bad business." War is deprecated because it no longer 
" pays." Honesty is commended because it is .. the bess 
policy." We say, in what Gissing called .. the vulgarest 
saw that ever disgraced a nation," that" time is money"; 
we measure a man's worth by his wealth, and say he is 
.. worth a million"; we frankly identify wealth and welfare 
by describing a man as .. well oft .. or ., badly oft .. according 
to his income. Dishonesty, when successful, is admired 
rather than the reverse, as .. smartness"; and the character
istics that business developB-ile1f-assertion, keenness, and 
an insensibility to fine scruples and feelings--are the very 
reverse of the humility, content, and self-sacrifice inculcated 
by the professed religion. It was this materialism, or 
.. utilitarianism" as Morris called it, .. which, being inter
preted, means the reckless waste of life in the pursuit of the 
means of life," that the idealists of the nineteenth century, 
Carlyle, Ruskin, and Morris, attacked; all attributed it to 
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the same cause, the influence of the economic system 
estabhshed by the Industrial RevolutIon; and all extended 
theIr attacks to the econOmI8ts who explaIned the system, 
for Ignoring the effects of the system on standards of taste 
and conduct. 

v 
How Wealth contr~bute8 to Welfare 

We may now summarise our dlBcussion of wealth and 
welfare, and state such conclusions as can be drawn from it. 
The word "wealth" IS used m two senses: in the sense of 
product, the ordInary sense and that in whIch It is used in 
EconomIcs, and as meanmg welfare, the sense in whIch 
Ruskm used It. We decided to keep the word" wealth" 
for product and use the word "welfare" for the second 
sense; the obJect of our enquiry was to dlBcover the relation 
of wealth to welfare. Wealth, we found, could be measured, 
and the best method of procedure seemed to be to enquire 
how far the measure of wealth indIcated welfare. 

In the first place, we found the measure of wealthdefective, 
since it takes account of some kinds of property that are 
not wealth and leaves out of account some forms of wealth 
that do not come into the circle of exchange. Secondly, 
we found the measure of wealth misleading, because the 
value of a thIng does not indicate the absolute amount of 
satlBfaction the thIng gIves, dependIng as value does on 
the dIBtrIbutIOn of purchasing-power. ThIrdly, we found 
that the measure of wealth, strIctly in accordance WIth the 
usage of ordInary speech, takes account only of amount of 
product; the satIsfactIOn or welfare denved from wealth, 
on the other hand, depends largely on the use of wealth by 
society and the IndIvidual, i e. on distribution and consump
tion. In the fourth place, the measure of wealth Ignores the 
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important influence of the economic organisation on welfare, 
exercised directly through the nature and condItIOns of 
work, not indirectly through the product. We noted also 
that in some views of welfare wealth was treated as a 
comparatively unimportant if not neghgible factor. 

The objection to this enquiry that it was unnecessary 
we decided to be unfounded. The ground of the obJection 
was that the economic organisation, owing to freedom of 
enterprise, was responsive to all changes in standards of 
taste and morals, so that the use of productive powers and 
the conditions of production must be the outcome and 
reflection of current conceptions of welfare. On examina
tion we found that freedom of enterpnse dId not necessanly 
make the economic organisation responsive, and that the 
tendency of freedom of enterprise was to make the organisa
tion and its products fall below the level of current standards; 
in any case the economic organisation could not be the 
mere outcome of current conceptions of welfare, because the 
economic organisation reacts on our conceptions of welfare, 
favouring the development of certain aims in hfe and types 
of character, and discouraging others. The influence of the 
present economic system we found was strongly material
istic, in the sense that it encouraged rehance on external 
rather than internal sources of satisfaction. 

For the same reason, that the reaction of the economic 
organisation on standards of taste and conduct, and there
fore on the whole conception of welfare, is one of the most 
important of the social aspects of busmess, we put aside 
another objection to our enquiry-the objection, namely, 
that any dIscussion of the relation of wealth to welfare, 
being an ethical enquiry, was irrelevant to Economics. There 
is, however, a more cogent reason for putting aside the latter 
obiection to includmg a discussion of the relation of wealtil 
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to welfare in an outlIne of EconolIllcs. Study, at any rate 
economic study, is for action. The immediate obJect of 
economic action is wealth, but the ultIDlate object is welfare, 
to whICh wealth is a means. Unless therefore our economic 
study tells us to what extent and under what circumstances 
an addItion to wealth is an addition to welfare, it will not 
help us much in attaining the obJect of our action. The 
definition of welfare would be an ethical enquiry, but we 
have not attempted such a definition; all we have tried 
to do is to define wealth, and to show exactly what the 
measure of wealth does measure and what it does not. 
Study is for action, and WIthout such an enquiry we should 
not dIscover the limits withm which economic considerations 
may properly determIne action. The practical justmcation 
of our procedure is that half the discussIOns of wealth are 
carried on at cross-purposes and lead to nothing, just because 
the parties to them use the word wealth without dIStinguish. 
ing between its two senses of product and welfare. 

This negative method of stating the relatIOns of wealth 
and welfare was forced upon us by the necessIty of avoidIng 
In an economic enquiry the ethical question-the question 
of the nature of true welfare. Without committing our
selves to a discussion of that dIfficult and controversial 
question, however, we can state in a positive form the con
clusions to which our enquiry pointe on the relation of 
wealth to welfare. 

Wealth is a means to welfare; not, according to most 
Views of welfare, the only means, but an important means. 
It is a means to welfare in two ways: (1) 8Q1T1.6 wealth is the 
indISpensable condItion of physical eXIStence, and therefore 
the basis not only of health but of every intellectual and 
spiritual activity; (2) any addition to wealth above that 
indispensable minimum is a means to welfare by increa.!ing 
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man's freedom. It is not necessary to define the minimum 
or to mark it oiI by a hard and fast line-it must be allowed 
to include something more than the bare means of sustaining 
physical existence-but the distinctIon is important. With
out the minimum there can be no real freedom, in the sense 
of self-determination; until it is won, the man's actiVIties 
are all determined for him by his phySICal needs. And it 
must be secure, or the life that rests upon it, however noble 
and far-reaching its activities, will be built upon an insecure 
foundation. The great service that the Industrial Revolu
tion did was, by increasing man's powers of productIon, 
to put it within the power of society for the first time to 
guarantee to every man this minimum. So long as th18 
minimum is insecure, the individual must always be liable 
to worry within and tyranny from without; for trus reaSOD 
security is more important than any addition to wealth, fOl 

this reason the workers demand a State guarantee of secunty, 
in the form of .. the right to work," in preference to any 
schemes, however generous, of profit-sharing. The dlB
tinction between this minimum and the surplus of wealth 
is implied in Christian teaching, which enjoins the relief 
of dIstress while deprecating the pursuit of wealth; and 
there is nothing materialistio in making the security of 
this minimum for every member of society a chief aim in 
politics. 

Beyond this minimum wealth serves welfare by increasing 
freedom or hberty. Liberty used to be conceived as freedom 
from external control, and in this sense it was the aim of the 
movement which swept away the old system of protection 
and many other restrictions on freedom of action in the 
nineteenth century; when these had been swept away, 
the great majority of people were still not conscious of 
possessing liberty, and the old negative conception has 
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given way to a positive conception, which is best expressed 
by the word opportunity. Wealth gives hberty in this 
sense; it increases opportunity, giving the possessor more 
choice in the use of his time and fuller means of self-deter
minatlOn or self-expression. A man with wealth enough to 
hve without working is, we say, " independent"; a person 
who has to rely on another for all wealth is that person'. 
"dependent." The effect of an increase of wealth upon 
welfare may be neutralised by misuse or waste; the increase 
must be balanced against any change for the worse in 
condItiOns of production, and allowance made for the in
dIrect effects which an increase in one person's wealth may 
have upon other people's welfare. But the increase in 
opportunity remains; there is a potential increase in welfare. 
The present age might be the richest of all the ages in welfare, 
as it is the richest ill wealth. Perhaps it is; If it is not, it 
is because it has mistaken the means for the end, and treated 
the increase of wealth as an end in itself, instead of con
trolling it and dIrectIng it in accordance with its general 
conceptIOn of welfare. 

VI 

" Business is Business" and Economic Law. 

If the view of wealth we have reached is correct, the 
practical conclusion follows, that economic activities are 
subject to the ordinary rules of morahty, and the economic 
organisation is to be judged by its conformity to the ordinary 
standards of morahty. Moral rules and standsrds embody 
our conception of welfare, and we~th is only a means to 
welfare. The immediate end of economic activities is 
cheapness, the production of a maximum of wealth with a 
minImum of effort and sacrifice; but wealth itself is wanted 
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only as a meaI18 of welfare, so that economic activities must 
be accounted good or bad according as they promote 01 

hinder not wealth merely but welfare. We can separate the 
economio aspect of a social problem for study; in the 
problem itself the moral and economic aspects are combined, 
and moral cOI18ideratioI18 are the decisIve factor, because 
they embody our conception of the end to which all action 
is directed. To persist in an economic activity therefore, or 
maintain an economic organisation which is contrary to our 
moral seI18e, is to subordinate the end to the meaI18, or, in 
other words, to sacrifice morahty to cheapness. 

It is necessary to point this out, because it conflicts with a 
view of the relation of business to moral rules and standards, 
which is commonly held and not infrequently avowed. Put 
baldly, the view is that business is something outside 
morality, a department of life in which the ordinary rules 
of morality have no validity. The view, however, is seldom 
put baldly j more frequently it is expressed in the phrase 
.. Business is business," and in that form is used to condone 
conduct in business which would be cOI18idered dishonouring 
in any other relation of life. The view is not so much that 
business ought to be outside the ordinary rules of morality, 
as that it is, the economio organisation being something 
outside man's control, something for the principles of which 
he is not responsible. Just as in nature there is much 
that revolts the moral sense, but is beyond man's control, 
so the oppression, injustice, and" sharp practice" of business 
is supposed to be the inevitable outcome of a .. natural to 

organisation. In political discussion the view usually 
takes the form of an appeal to certain .. natural to or .. im
mutable" " laws of pohtical economy," which are supposed 
to render futile any efiort to moralise the economic organiaa
tion by direct social action. 
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It is not difficult to understand how such a view arises. 
The self-interest .of the people who profit by the present 
organisatIOn unconsciously inchnes them to it. The un
consCIOUS ldentificatIOn of wealth and welfare which 
makes people seek wealth for its own sake lends support to 
the view; It leads people to regard the steady increase of 
wealth as a complete justification of the organisation. The 
belief wruch we have already examined, that the economio 
organisatlon under free enterprise responds to every change 
in our standards, and therefore automatically conforms to 
them, leads many people to ignore the problem of moralising 
industry and prevents any protest against the Vlew in 
question. The chIef ground of it, however, is the helpleBSneBE 
of the individual m the face of the evils of the economir 
orgamsation. Moral responsIbility is personal, the economio 
orgamsation and its eVIls are social. The old-fashioned 
dutles of charity and probity, that were adequate to a 
SImpler economic organisation, are apparently useleBS in the 
complex orgamsation of to-day. The individual is part 
of a system that controls him; competition, the fear of 
losing one's place in the struggle, compels all to toe the 
same hne of conduct, and an excess of scruple brings ruin . 
"things are in the saddle and ride mankind." 

The power of free enterprise to bring the economio 
organisation mto conformity with current morality we have 
seen to be an illusion; on the contrary, if society does not 
Impose its standards of taste and conduct on industry, 
mdustry will impose its standards on society. The idea that 
the economic organisation is beyond control has even leBS 
foundation, being due to confusion of thought on the nature 
of what are called" economic lawe" and on the relation of 
the economic organisation to these laws. When the" im
mutable laws of pohtical economy" are used as an argu-
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ment against any proposal, the impression conveyed is that 
these laws are at one and the same time hke natural laws, 
and therefore beyond human control, and like moral or 
statute law, and therefore not to be disobeyed; the sugges
tion intended is that the proposed reform 1lI both futile and 
wIcked. 

The" immutability" of economic laws varies; the phrase 
is applied indlllcriminately to all the general tendencies 
that study discovers in the economic organisation, and 
these by no means aU belong to the same order. Some 
are tendencies peculiar to the present system of free enter
prise, which will cease to operate if the system is changed. 
The so-called" law of monopoly price" is an example; 
under private enterprise, monopolists tend to fix price and 
output at the level which gives them the biggest return of 
receipts over costs on the total output. Abolish private 
enterprise in monopolies, and you abolish the condition 
on which the" law" depends; the State will tend to make 
the price as low and the output as large as is possible with
out actual loss. The" law of comparative cost" is another 
example; if trade is free, nations will tend to exchange 
with each other the products of those industries for which 
they have the greatest reJative advantages, irrespective of 
actual cost of production. But this" law JI does not makft 
llrotection impossible; protection, by abolishing free ex
change, introduces a new condition. The great law of 
supply and demand belongs to the same order. Under 
free enterprise value depends on supply and demand; a 
rise in value stimulates supply and checks demand; a fall 
in value checks supply and stimulates demand. But this 
law does not prevent the State from fixing prices if it wants 
to. If it confines its interference with free enterprise to 
the fixing of prices, the law will still operate; supply and 
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demand will adjust themselves to the prices fixed b, the 
State. So also with the more important case of fixing the 
price of labour. When the State fixes a legal minimum 
wage it compels no one to employ any worker whose 
contribution to the firm's output is worth less than the 
amount of the wage, it only prevents the employer from 
paying less to the worker whose contribution is worth it; 
it dehberately prefers to support in some other way those 
workers who cannot earn the minimum and to dispense 
with those industries that cannot pay it. If the State 
wishes, however, it can abohsh freedom of enterpnse in an 
industry altogether, in which case the law no longer holds 
good; in the case of military service in a conscript country, 
supply and demand have nothing to do with the wages of 
the soldier. 

Some economic laws, however, are analogous to natural 
laws in being beyond human control; but the fact that 
they are unalterable does not make the organisation in 
which we discover them unalterable. The law of dirrunish
ing returns in agriculture is immutable; but that does 
not prevent society, if it wishes, from substituting small 
for large holdings, or public for private ownership of land. 
The tendency in certain manufactures to decreasing cost of 
production as the scale of production increases operates 
independently of the system of control of production; 
hence the organisation of those manufactures can change 
from pnvate firm to jomt-stock company, and from 
company to trust or municipal ownership without the 
" law" ofiering any obstacle. These unalterable" laws" of 
economics are all based on tendencies of physical nature 
or human psychology; they are not principles of organisa
tion; they condition the economic organisation, they do 
not determine it in detail. Any system that is to work must 
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take account of them and adapt itself to them i but within 
these limits human ingenuity can exerCIse itself and deVlBe 
any number of organisations. In the present economic 
system we discover many difierent principles of orgaresation 
in the production and the distribution of wealth co-cristing, 
and none of them seeking to ignore any" law." The laws 
of political economyprevent change in the economic organisa
tion no more than the laws of gravity, by which a stone 
released in space will fall, prevent us from building an arch, 
or the fact that the specifio gravity of iron is greater than 
that of water prevents us from constructing an iron ship that 
willlloat. 

VII 
The Moralisation of the Economic Organisation 

The helplessness of the individual in the face of the evils 
of the present economic system is not then due to anything 
.. natural" or .~ unmutable" in the system itselL The 
system is the creation of man, and man is responsible for it i 
if it were really out of his control, it would be his duty at 
any sacrifice of wealth to destroy it and to substitute a 
system he could control. The belief that the economio 
organisation is determined by certain natural laws and 
cannot be changed is a survival from the period of orthodox 
laissez faire. People often think that a thing is impossible 
when they do not want to try to do it, and go on saying 
that it is impossible after it haa been tried and done. 
The possibility of changing the eoonomic organisation is 
proved by the changes that have been efiected in it. The 
modifications introduced have been oonscious attempts to 
bring the economic organisation into conformity with our 
moral ideas, and much has been done to moralise the 
economio system. The methods adopted were the obvious 
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methods, and can be used to carry the moralising process 
further. 

If society discriminates between different kinds of wealth, 
regardmg some as more important and some as less 
important for weHare, the State can gIve effect to that 
dIscrimination. It can supply the important forms itself, 
charging the cost in taxes, as it does education and arma.
ments. It can " sociahse consumptIOn II by offermg certain 
kinds of wealth for common use, again at the expense of the 
taxes-as it does in the case of pictures in pIcture galleries, 
recreation grounds in parks, fine architecture in publio 
buildings. It can subsidise forms of wealth wruch private 
enterprise neglects, as classical drama. and opera are sub
sidised on the Continent. If society disCrIminates between 
trades and occupations, to this discrimination also the 
State can give e:llect. It can protect those trades which 
it considers most important, as ~rmany has protected 
its steel industry and its agriculture; it can offer indirect 
subsidies, as most Governments do to 2.griculture; it ca.n 
adapt its educational system to encouragmg the occupa.
tions it favours, and dIscouraging those it regards with dis
favour; it can place restrictions on the trades it regards 
as liable to abuse, as restrictIOns are placed on the sale of 
drink; it can Withhold its protection from contracts, as 
it does from gambhng contracts. SImilarly, society can 
give effect to any principles it may reach on the value of 
dI:Ilerent types of economic organisation by prohIbiting 
undeSIrable forms, as employment of children in factories 
is prohIbited, and by imposing limits on freedom of enter
prise, to prevent underpayment, overwork, and unhealthy 
conditions. It can diffuse control and responsibility in 
economic life by encouraging those occupations, hke 
agriculture, ill which small scale enterprise is economica~ 
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by assisting experiments in co-operation, and by entrusting 
the regulation of conditions to trade-associations-which 
is tho claim of syndicalism, a claim conceded t? the medical 
profession, the legal profession, and the UDlversity t.eaching 
profession. It can promote equality, or at any rate check 
the growing inequality of wealth, by taxation and by laws 
of inheritance. Such a policy may involve some check to 
the growth of wealth; it may reduce the total of wealth, 
although it has not done so hitherto i but the aim of the 
community is welfare, not wealth, and if it decides that 
welfare can be increased at the expense of some wealth it 
has the power to act on its decision. Protection, for 
example, usually involves a reduction in wealth; it is not 
thorefore neceBsaT'l'ly bad: whether it is bad or not depends 
on its other effects. 

Ethical considerations cannot be excluded from economic 
activities. Business, although we can separate it from the 
rest of conduct for the purpose of study, remains a part of 
conduct, and as such is subject to the general rules of COD

duct. A morality that admitted so large an exception as 
business to its rules would be no morality. The helplessness 
of the individual, acting as an individual, in the face of the 
evils of the present economic system, does not absolve him 
of responsibility for them. He 'Mnefits by the system: the 
system is capable of change, and the methods by which it 
can be changed are known. What his mdividual helpless
ness points to is the necessity of sociAl action, wheIE' 
individual action is madequate, and his personal responsi
bility is discharged only when he has co-operated in sucb
social action. 

Doubts of the need and possibility of bringing the 
economio organisation of society into conformity with 
society's general conception of welfare are not the onI, 



476 ECONOMICS CHAP XXV 

obstacle to the attempt; a greater obstacle is the wvergent 
conceptions of welfare that are held, not only by different 
churches and pa:rties, but even Wlthin the same church 
or party. Ruskin felt this so strongly that he thought the 
primary busmess of political economy should be to answer 
the ethical question, " What is Welfare' " or "Wealth," as 
he called it. With that wvergence we are not concerned, 
except to note that it is only in the light of such a general 
conception that we can value and judge competing types 
of economic organisation and different objects of econOmIC 
actiVIty; and to remember that while we can separate the 
economic and the ethical aspects of a problem for the purpose 
of study, in the problem itself they are combined-we cannot 
separate them for actIon. 
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